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On October 19, 2005, the Securities and Exchange Com-
mission (“SEC”) issued its long awaited interpretive guidance 
on soft dollars. This guidance, which was issued in the form 
of a “proposed” interpretative release (the “2005 Release”),  
was developed after substantial industry input1 and following 
the adoption of new standards in the United Kingdom by the 
Financial Services Authority (the “FSA Policy Statement”).2  

The Guidance retains, in substantial form, the eligibility 
of brokerage and research services for the Section 28(e) 
safe harbor, particularly as set forth in the SEC’s 1986 
interpretative release on Soft Dollar Arrangements, Rel. No. 
34-23170, April 23, 1986 (the “1986 Release”). The 2005 
Release, however, in general, limits the availability of the 
safe harbor in two respects.  First, with respect to research, 
the availability of the safe harbor extends only to  “advice, 
analyses and reports” (thereby precluding its availability for 
items of computer hardware  and overhead). Second,  the 
2005 Release establishes a new temporal test for determining 
the availability of the safe harbor for brokerage services. 
Pursuant to this test,  only products and services relating to 
the execution of a trade, determined from the time that the 
money manager communicates with the broker for purposes 
of transmitting an order through the point at which funds or 
securities are delivered to the account, may be considered to 
fall within the safe harbor. 

Perhaps most importantly, the 2005 Release sets forth 
a conceptual framework, or “checklist”, which the SEC 
believes should be followed in analyzing whether a particular 
product or service falls within the safe harbor. Money 
managers would be wise to review all of their soft dollar 
practices through the prism of the SEC’s analytical framework 
and document how each product or services satisfies the 
standards of the 2005 Release.  While the 2005 Release is 
subject to a 30 day comment period and is therefore not 
yet final, given the substantial amount of work that has 
gone into its development, and the significant industry input 
that has already been provided, it is likely that the final 
guidance will not change significantly from that proposed.  
The 2005 Release requests comment on the compliance date 
for adherence to the final release.  It is expected that once 
the final release is issued, the SEC will address disclosure 
obligations related to the use of soft dollars.

Background 

Section 28(e) of the Securities Exchange Act of 1934 (“Section 
28(e)”) establishes a safe harbor that allows money managers 
to use client assets, in the form of brokerage commissions, to 
purchase brokerage and research services for their managed 
accounts without breaching their fiduciary duty to their 
clients. Absent the safe harbor provided by Section 28(e), the 
use of client commissions to purchase brokerage or research 
services may have been deemed to be a breach of fiduciary 
duty if the money manager paid more than the lowest 
commission rate available to execute a trade. The Section 
28(e) safe harbor was enacted in 1975, and for thirty years 
now Congress and the SEC have recognized the value of 
research to money managers in managing client accounts and 
the appropriateness of using client commissions to pay for that 
research.  Through various interpretative releases issued over 
the years, the parameters of the Section 28(e) safe harbor have 
expanded and contracted from time to time.3  The market for 
soft dollar products has also developed and grown, resulting 
in a far greater array of products and services available today 
than was the case in 1975.

The 2005 Release – The Analytical Framework for 
Applying Section 28(e)

The 2005 Release retains the standard first adopted by the SEC 
in the 1986 Release requiring that in order for a product or 
service to satisfy the safe harbor of Section 28(e), the product 
or service must provide “lawful and appropriate assistance to 
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the money manager in the carrying out of his responsibilities.” 
The 2005 Release makes clear that this standard applies not only 
to research services but also to brokerage services.4 The 2005 
Release also sets forth a three prong test for both research and 
brokerage that the SEC believes money managers should follow 
in determining whether a product or service falls within the 
Section 28(e) safe harbor.

A.  Test 1 – Does the product or service fall within the specific 
statutory limits of Section 28(e)(3)(A), (B), or (C). This prong of 
the test must be analyzed separately for research and brokerage 
services. 

Research Services – The “Advice, Analyses and Reports” test.  
Section 28(e) defines the nature of permitted research services 
as either (i)  “advice, either directly or through publications or 
writings, as to the value of securities, the advisability of investing 
in, purchasing or selling securities, and the availability of 
securities or purchasers or sellers of securities,” or (ii) “analyses 
and reports concerning issuers, industries, securities, economic 
factors and trends, portfolio strategy, and the performance of 
accounts…”5

In determining whether research satisfies the “advice, analyses 
and reports” test, the 2005 Release states that the research 
must reflect “expressions of reasoning or knowledge” and that 
the reasoning or knowledge must relate to the subject matter 
identified in Section 28(e).6  The content may be original research 
or a synthesis, analysis or compilation of the research of others. 
The 2005 Release states that products and services with inherently 
tangible and physical attributes (and without research content) do 
not satisfy this test.  

Products or Services That Satisfy the Advice, Analyses and 
Reports Test

• traditional research reports analyzing a company or 
stock,

• financial newsletters and trade journals relating to the 
subject matter of Section 28(e),

• quantitative analytical software and software that 
provides analysis relating to the subject matter of 
Section 28(e),

• market data reports, including stock quotes, last sale 
price reports, trading volume – whether or not the data 
has been analyzed or manipulated by the provider,

• company financial data,
• economic data such as unemployment reports, inflation 

rates or gross domestic product figures, and 
• seminars and conferences where the content satisfies the 

above requirements.

Products or Services That Do Not Satisfy the Advice, 
Analyses and Reports Test

• office equipment, including
 office furniture, business supplies, telephone lines, 

salaries (including research staff), rent, accounting 
fees and software, website design, e-mail software, 
internet service, legal expenses, personnel 

management, marketing, utilities, membership 
dues, professional licensing  fees, software to assist 
with the administrative function (such as managing 
back-office functions, operating systems and word 
processing),

• operational overhead, including
 travel expenses, entertainment, meals associated 

with attending conferences or seminars, or
• computer hardware and computer accessories, 

including
 telecommunication lines, transatlantic cables and 

computer cables.

As noted, in each case it is not enough that the product or service 
constitute “advice, analyses and reports” to satisfy the first prong 
of the test. In addition, the product or service must relate to the 
subject matter of Section 28(e); so that a consulting service with 
respect to portfolio strategy would satisfy the first prong of the 
test, but a consulting service relating to the money manager’s 
administration or operations would not.

Brokerage Services – The Temporal Test. Under this test, only 
brokerage services that relate to the execution of securities 
transactions and that occur between the time an order is 
transmitted to a broker-dealer and the end of the clearance and 
settlement of the transaction are eligible for the safe harbor.7 This 
test is designed to distinguish between brokerage services that are 
eligible for the safe harbor, and overhead-related services which 
are not. Eligible brokerage products and services include not only 
products and services required to effect securities transactions, but 
also products and services that are incidental to these functions 
and products and services relating to functions required by the 
SEC or by the rules of a self-regulatory body (“SRO”).

Brokerage Services That Satisfy the Temporal Test

• execution clearing and settlement services,
• post trade matching services,
• exchange of messages among broker-dealers, custodians 

and institutions,
• electronic communication of allocation instructions 

between institutions and broker-dealer,
• routing settlement instructions to custodian banks and 

clearing agents,
• electronic confirmation and affirmation of institutional 

trades,
• communication services related to the execution, clearing 

and settlement of securities transactions and other 
incidental services (i.e., connectivity service between 
the money manager and the broker dealer and other 
relevant parties such as the custodian), such as
 dedicated lines between the broker-dealer and the 

money manager’s order management system,
 dedicated lines between a broker-dealer and the 

order management system of a third party,
 dedicated direct dial lines with the trading desk of 

a broker-dealer,
 message services used to transmit orders to broker-

dealers for execution, or
• trading software to route orders and algorithmic trading 

software.
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Brokerage Services that Do Not Satisfy the Temporal Test

• order management systems used to manage orders,
• hardware, such as telephones and computer terminals,
• trade analytics, surveillance systems and compliance 

mechanisms, or
• error correction services.

B. Test 2 – The Lawful and Appropriate Assistance Test

Once a product or service has been determined to have satisfied 
the “advice, analyses and reports” test, for research, or the 
temporal test, for brokerage, the money manager must review 
how it uses the product or service to determine if the product 
or service meets the second test, the “lawful and appropriate 
assistance” test.  For example, with respect to research, in 
order to satisfy the “lawful and appropriate assistance” test the 
research must be used by the money manager in performing its 
investment decision-making function. So, for example, while 
software that performs analysis of the performance of accounts 
satisfies the “advice, analyses and reports” test, if that software 
is used to generate marketing reports, rather than to manage the 
account, then it falls outside the 28(e) safe harbor because it fails 
the lawful and appropriate assistance test.

C. Test 3 – The Cost Test

The third prong of the analysis is whether the money manager 
can determine, in good faith, that amount of client commissions 
paid for the product or service is reasonable in light of the value 
of the products or services provided by the broker dealer to the 
money manager. The 2005 Release states the burden of proof in 
demonstrating compliance with this test rests with the money 
manager and provides a number of cautions to money managers, 
noting that they cannot acquire eligible products, such as market 
data, to camouflage the payment to broker-dealers for ineligible 
services, such as self space. In addition, the 2005 Release notes 
that in performing this cost analysis, the money manager should 
take into account the reasonableness of the commissions paid 
for products or services that are merely repackaged, copied or 
aggregated.

Mixed Use Items

The 2005 Release continues to permit the use of “mixed-use” 
items first recognized in the 1986 Release. The 2005 Release 
reiterates the guidance provided in the 1986 Release relating to 
mixed-use items, emphasizing again that money managers must 
keep adequate books and records to support the allocation of the 
cost of mixed use products and notes again that such allocation 
must be made on the basis of use of such products. For example, 
portfolio performance evaluation products and services are 
often mixed-use items, as they are used for both research and 
marketing purposes. The money manager must document in 
writing the basis for allocating the cost of these items based on 
the manager’s use of these services for each function.

Third Party Research and Commission Sharing 
Arrangements

While the 2005 Release recognizes the value of third party 
research, it reiterates the SEC’s prior guidance that such research 
must be “provided by” the commission broker-dealer in order 
to be eligible for the 28(e) safe harbor. Third party research is 
considered to be “provided by” the commission broker-dealer if 
that broker-dealer has the direct legal obligation to pay for the 
research. The 2005 Release reiterates that the money manager 
may participate in selecting the third party research services 
or products to be provided and that the third party may send 
the research directly to the money manager.8 The broker-dealer 
providing the research to the money manager (whether the 
broker-dealer’s own research or research from a third party) must 
be involved in some manner in “effecting” the money manager’s 
trade.9

In the context of commission sharing arrangements involving 
third party research, the 2005 Release notes that “…the 
introducing broker must be engaged in securities activities of a 
more extensive nature than merely the receipt of commissions 
for research services”  and that “[e]ach broker-dealer must play 
a role in effecting securities transactions that goes beyond the 
mere provision of research services to money managers.”  The 
2005 Release further notes that a clearing agreement that satisfies 
the SRO rule requirements is not necessarily sufficient to satisfy 
28(e).10  

The 2005 Release notes that brokerage and research services 
provided in the context of commission sharing arrangements 
must satisfy the following conditions in order to be eligible for  
the Section 28(e) safe harbor:

• the commission-sharing arrangement must be part of 
a normal and legitimate correspondent relationship in 
which each broker-dealer is engaged in securities activities 
of a more extensive nature than merely the receipt of 
commissions paid to it by other broker-dealers for research 
services provided to money managers.  At a minimum, 
the introducing broker-dealer must:  (1) be financially 
responsible to the clearing broker-dealer for all customer 
trades until the clearing broker-dealer has received payment 
(or securities); (2) make and/or maintain records relating 
to its customer trades required by SEC and SRO rules; (3) 
monitor and respond to customer comments concerning 
the trading process; and (4) generally monitor trades and 
settlements; and 

• a broker-dealer effecting the trade (if not providing research 
and brokerage services directly) must be legally obligated 
to a third-party producer of research or brokerage services 
to pay for the service ultimately provided to a money 
manager.

Request for Comments - As noted, the 2005 Release has been 
issued in a “proposed” form and therefore the SEC has requested 
comment generally on this guidance and has also asked for 
input on a number of specific questions, including among other 
things, whether there are types of products or services that are 



StayCurrent

17 Offices Worldwide | Paul, Hastings, Janofsky & Walker LLP | www.paulhastings.com 

StayCurrent is published solely for the interests of friends and clients of Paul, Hastings, Janofsky & Walker LLP and should in no way be relied upon or construed 
as legal advice. For specific information on recent developments or particular factual situations, the opinion of legal counsel should be sought. Paul Hastings is 
a limited liability partnership. Copyright © 2005 Paul, Hastings, Janofsky & Walker LLP.

commonly paid for with client commissions for which additional 
guidance would be useful (e.g., proxy voting services), whether the 
SEC should provide additional guidance concerning mass-marketed 
publications, and whether the SEC should afford firms time to 
implement the interpretation.

Comparison With The United Kingdom FSA Soft Dollar 
Standards

In  July 2005, the United Kingdom’s Financial Services Authority 
issued its final rules on the use of soft dollars by money managers 
in the FSA Policy Statement. While the 2005 Release professes to 
be “compatible” with the FSA Policy Statement, there are certain 
differences in the approach taken by the two regulatory bodies 
as well as differences with respect to whether certain specific 
services are permitted soft dollar services. It is important for money 
managers doing business both in the United Kingdom and the 
United States to understand these differences. Compliance with the 
SEC’s 2005 Release is not sufficient to comply with the FSA Policy 
Statement. Compliance with the requirements FSA Policy Statement 
is required beginning in January 2006.11  

Under the FSA Policy Statement, money managers may use dealing 
commissions to purchase “execution” and “research” services. 
From a substantive perspective, unlike the 2005 Release, the FSA 
Policy Statement requires that research services contain an element 
of “originality” and therefore the repackaging of material without 
analysis falls outside the area of permitted soft dollars. As a result, 
the FSA Policy Statement does not permit market data, price feeds 
or historical price data that has not been analyzed or manipulated 
to be paid with soft dollars. The FSA Policy Statement also does 
not permit the cost of conferences and seminars to be paid with 
soft dollars. 

In addition to these substantive difference, the FSA Policy 
Statement sets forth disclosure principals that managers inform 
their clients how their commissions are being spent and what 
services are acquired.

Notes:
 
1. Such input included the NASD’s November 2004 Report of Soft Dollars and 
Portfolio Transaction Costs. 
2. See, U.K. Financial Services Authority, Policy Statement 05/9, Bundled 
Brokerage and Soft Dollar Commission Arrangements (July 2005) available at 
http://www.fsa.gov.uk/pages/library/policy/policy/2005/05_09.shtml.
3. For example, the 1986 Release liberalized certain conditions imposed on soft 
dollars by the SEC in a 1976 release by expanding the availability of the safe 
harbor to encompass products and services that were readily and customarily 
available to the general public on a commercial basis.  The 1986 Release also 
introduced the concept of “mixed-use” products.  In 2001, the SEC modified 
its interpretation of “commissions” to encompass certain riskless principal 
transactions.
4. The 2005 Release expresses replaces the guidance provided in Sections II and 
III of the 1986 Release.
5. The 2005 Release makes clear that the form in which the “advice, analyses or 
reports” are given (e.g., electronic or written) is irrelevant.
6. The “subject matter” of Section 28(e) means “the value of securities, the 
advisability of investing in, purchasing or selling securities, and the availability 
of securities or purchasers or sellers of securities”, and  “issuers, industries, 
securities, economic factors and trends, portfolio strategy, and the performance 
of accounts…”. These categories may subsume other categories, so that, for 
example, a report regarding political factors could fall within the scope of these 
categories if these political factors are interrelated with economic factors.
7. Unlike brokerage, research services can include services provided before the 
communication of an order.
8. In contrast, a money manager may not rely on Section 28(e) if the broker-
dealer merely pays an obligation the money manager has incurred to a third party.
9. The 2005 Release notes that this requirement is intended to preclude the 
practice of “give-ups” where the executing broker dealer would pay a portion 
of a commission to another broker-dealer that had no role in the transaction 
generating the commission.  
10. Step-out programs – where the money manager directs the executing broker 
to allocate a portion of a trade to another broker-dealer - are eligible for the 
Section 28(e) safe harbor provided that each broker involved in the step-out 
performs substantive functions in effecting the trade. 
11. Firms may continue to comply with existing rules until the earlier of June 30, 
2006 or the expiration of existing agreements.
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