DRAFT — Not for Dissemination

Center for
Financial Security &

UNIVERSITY OF WISCONSIN-MALISON

WIS-6:
A Review of Advice Models and the Demographic Determinants
of Using Financial Advisors and Counselors

The research reported herein was performed pursuant to a grant from the U.S. Social Security
Administration (SSA) funded as part of the Financial Literacy Research Consortium. The
opinions and conclusions expressed are solely those of the author(s) and do not represent the
opinions or policy of SSA, any agency of the Federal Government, or the Center for Financial
Security at the University of Wisconsin-Madison.



Draft — Not for Dissemination 8-19-10

A Review of Advice Models and the Demographic Determinants
of Using Financial Advisors and Counselors

J. Michael Collins
University of Wisconsin-Madison
Center for Financial Security
Sterling Hall Mailroom B605
475 North Charter Street
Madison, WI 53706
(608) 262-6766
jmcollins@wisc.edu

Abstract

While financial education programs seek to transfer information to individuals with low
functional financial literacy, financial advice and counseling may prove important complements
to information transfer for individuals with acute and technical financial problems. Financial
advice may also help clients apply newfound financial knowledge and adhere to their stated
goals. This paper reviews the literature on advice models and uses the 2009 Financial Industry
Regulatory Authority Financial Capability Survey to present stylized evidence about the take-up
of financial advice. The results indicate that low-income individuals, individuals with low
educational attainment, and individuals with low financial literacy are less likely to access
financial advice.

Statement Concerning Overlap or Complementarity with Other Funded Research: Funded
under a cooperative agreement with the Social Security Administration 19-F-10003-5-01 to the
University of Wisconsin Board of Regents. Portions of this work related to financial coaching
funded by a grant from the Annie E Casey Foundation to the University of Wisconsin Center for
Financial Security.
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1. Introduction

This paper provides an overview of financial advice models in the context of crafting
policies and strategies for improving individuals’ financial capacity. Providers of financial
advice range from technical experts who help clients with complex one-time financial
transactions to generalists who help consumers plot long-term financial strategies, manage their
finances, and ideally attain greater financial security through increased savings and reduced debt.
However, the financial advice field is quite diverse and is not well defined. The ways in which
consumers access financial advice and whether access to and use of financial advice varies by
race, income, and education remain relatively unstudied. This paper sets out to review the
literature on credentialed financial advising, transactional financial advice, financial counseling
and financial coaching as well as explore take-up of selected forms of financial advice.

The paper begins with an overview of advice models in the context of improving
consumers’ financial literacy and bolstering their financial capacity. It then provides more
detailed information about existing advice models, including financial advising, planning,
counseling, and coaching. Next, the paper identifies populations who may benefit from and who
may be expected to use financial advice services. Using the 2009 Financial Industry Regulatory
Authority (FINRA) Financial Capability Survey, the paper reports summary statistics related to
consumers’ use of advice services across demographic groups. The paper concludes with policy
and programmatic recommendations based on these findings.

2. Concerns about Consumers’ Financial Capacity

The 2009 FINRA Financial Capability Survey documents a number of concerns

regarding Americans’ financial capability (Applied Research & Consulting LLC 2009).

Although American adults believe they know how to manage their day-to-day expenses, nearly
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one-half of the survey respondents reported problems paying their monthly expenses and bills.
Furthermore, a majority of the respondents lack emergency ‘rainy day’ funds, have not set aside
money for college tuition, and have not tried to figure out how much money they will need
during retirement. The study also found that 23 percent of respondents use non-bank or
alternative lending services including payday loans, tax refund advances, pawnshops, and rent-
to-own stores. Only 36 percent of respondents had obtained a copy of their credit report in the
past year, and many respondents could not correctly answer simple financial literacy questions.
Scores on the financial literacy questions were especially low among women, individuals with
low educational attainment, African Americans, and Hispanics.

A recent study is highlights several common themes that have emerged from research on
financial literacy. Agarwal et al. (2010) conclude that a large proportion of individuals lack
financial literacy based on their ability to perform basic numerical tasks, that financial literacy
levels vary across demographic groups, and that low financial literacy is correlated with negative
financial behaviors. The authors suggest that financial counseling can facilitate improvements in
financial behavior, ultimately leading to better financial outcomes. This conclusion is a common
refrain among researchers and policymakers concerned with financial literacy. While counseling
and financial advice more generally represent potential strategies for ameliorating gaps in
individuals’ functional financial literacy, questions still exist regarding how financial advice
might influence financial behaviors. This paper seeks to further clarify the concept of financial
advice. It sorts financial advice into several service categories and presents a review of the
literature on each category. The literature review focuses on the theoretical underpinnings of
each form of financial advice as well as on the empirical evidence related to the efficacy of each

service category.
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Financial advice does not have a standard definition but can be thought of as a third party
who helps a consumer make a financial decision. Of course, advice is but one mechanism to
facilitate decision making. Consumer might also benefit from education or other forms of
information that aids in weighing the costs and benefits of various choices. In other cases
decisions may be made for consumers (compulsory), or the decision designed to encourage a
particular option through the use of defaults. Advice is therefore a component of a larger
financial capacity building system available for consumers in financial markets. Figure 1
categorizes financial capacity building interventions into information/education models, advice
models, and mechanism models. In this figure, information strategies are designed to increase
individuals’ financial knowledge. Mechanism models focus on information and choice
architecture, and they rely on lessons from behavioral finance to guide consumer choices. Advice
models are related to but separate from mechanism models and from information-based models.
The provision of financial advice may entail analyzing technical aspects involved in making a
decision and then providing a recommendation. It might also entail specific guidance during a
financial crisis or for a specific decision. In addition, financial advice might be explicitly focused
on behavior change, particularly in the case of financial coaching. In each case this
individualized financial advice could support financial choices, but is viewed in this model as a
complement to information and decision mechanisms.

Figure I here
3. Overview of the Financial Advice Industry

The scale of the financial advice market is difficult to estimate. According to the U.S.

Bureau of Labor Statistics (BLS), 208,400 individuals were employed as personal financial

advisors in 2008 (BLS 2010). About 29 percent of these individuals were self-employed. The
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BLS projects that 271,200 personal financial advisors will work in the US in 2018, which is an
increase of 30 percent over the 2008 figure. For comparison’s sake, the BLS predicts that the
accounting field will grow by 22 percent between 2008 and 2018. Given that individuals are
increasingly responsible for managing their retirement savings and that Baby Boomers are
nearing retirement, the demand for financial advice may indeed be increasing. In addition, the
BLS estimates that 317,200 individuals were employed in the securities, commodities, and
financial services field in 2008. This field is growing at a slower rate than the financial advising
and accounting fields, as employment in this field is projected to increase by 9 percent between
2008 and 2018. A subset of financial advisors operates on a fee-only basis and does not accept
commissions. The National Association of Personal Financial Advisors (fee-only advisors)
currently has about 1,000 members in the US, representing a small subset of the overall industry
(National Association of Personal Financial Advisors 2010).

Figure 2 summarizes the professional certifications within the financial advising field and
the estimated numbers of advisors who work in each category. Each certification requires
varying degrees of qualifications. While Certified Public Accountants (CPAs) are not personal
financial advisors in the same way as financial planners, accountants may perform tax planning
and offer investment advice. Therefore, CPAs are included in the list of financial advisors. It is
important to note that while this list of financial advisors covers the bulk of the industry, it is not
all encompassing. Other technical experts, including estate attorneys and bank trustees, may also
provide financial advice to clients, but are highly heterogeneous and financial advice is generally
a very small part of their overall services. This set of advisors covers the most common forms of
advisors focused on personal finance issues. Appendix I contains more information about

professional certifications in the financial advice field.
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Figure 2 here

While financial counseling and coaching are also forms of financial advice, they are also
not represented in Figure 2. Because financial counselors often serve lower-income clients, many
financial counseling agencies operate as nonprofit entities. Estimates of the scale of the financial
counseling field are difficult to ascertain, and what estimates do exist yield different estimates.
One estimate suggests that about 2,400 local offices of nonprofit agencies offer financial
counseling related to housing and mortgage problems in the US (Herbert et al. 2008). Another
study suggests that over 2,100 nonprofit agencies across the US offer credit counseling, financial
counseling, financial education or literacy services, or housing counseling based on IRS tax
records (Collins 2010). Overall, the scale of the financial counseling field appears to be relatively
small. There are no widespread credentials in this field and the number of individual counselors
is not well documented. Financial coaching is a relatively new field and is closely aligned with
financial counseling. Fewer than 100 coaching programs currently exist in the US (Murrell and
Collins 2010). Universal standards and certifications have yet to emerge in the fledgling financial
coaching field, but the field may become more standardized as it continues to grow and as
coordination increases across programs.

The remainder of this paper reviews the literature for four types of advice models:
technical experts, transactional agents, counselors, and coaches. To the extent a theory or
rationale that underlies each form of advice is defined in the literature, this is explored and
discussed in the paper. Then any empirical research concerning the take-up and effectiveness of
each form of advice is also reviewed and synthesized to the extent it is available from existing

literature.
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4. Technical Experts

Technical experts are defined in this paper as fee-for service objective providers of highly
technical information. They are a skilled professional in legal and financial aspects of personal
financial products such as life, property and liability insurance, all forms of investments, loans
and credit, ownership structures for small businesses, estate planning and trusts, tax planning and
other highly complex issues related to consumer law and personal finance. This is information
that is difficult for a typical consumer to acquire and process, and may be required only for a few

key decision points over someone’s lifetime.

Rationale. Stigler’s seminal 1961 paper introduced the concept of returns to information search
(Stigler 1961). According to Stigler’s analysis, a consumer will stop gathering information at the
point when the marginal benefit of additional searching equals the marginal cost (including time,
effort, and other resources). Because less experienced and less educated consumers face higher
marginal costs of searching for information, they will engage in less searching. Hiring a technical
expert to assist in a financial decision can lower the marginal cost of searching for information
relative to searching on one’s own. An advisor can also lower the marginal cost of searching for
information acquiring expertise on relatively esoteric topics and then spreading the costs of
information across multiple clients each of whom may only need this information once in their
lifetime.

Bluethgen et al. (2008) published one of the only papers that provides a detailed
economic model of financial advice. The authors ground the model on mounting evidence that
consumers often demonstrate significant cognitive errors when making financial decisions. The
authors cite Shapira and Venezia’s (2001) research on financial professionals, which concluded

that financial professionals are less likely to fall prey to the disposition effect (holding losing
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stocks too long in hopes of a rebound and selling profitable stocks too soon) than the general
public as evidence that advisors can perhaps avoid the mistakes many consumers make. In
Bluethgen et al.’s model, financial advisors add value by identifying and correcting clients’
cognitive mistakes. Advisors are also a mechanism to reduce the costs of information search by
exploiting economies of scale by serving many clients over time and spreading the fixed costs of
acquiring information across a pool of clients.

Other scholars have also published papers suggest a theoretical basis for the existence of
financial advice. After constructing a theoretical model related to financial advising, Fischer and
Gerhardt (2007) suggest that financial advisors can be particularly valuable for segments of the
population that are prone to cognitive biases and that have low financial literacy levels. In a
unique study of the neurobiological effects of financial advice, Engelmann et al. (2009) examine
functional MRI images of people’s brains as they receive financial advice. The advice aided
clients’ decision-making processes, and the MRI scans suggest that financial decisions were less
taxing on the brain when participants’ received advice. Haslem (2008) suggests other roles of an
advisor include ameliorating feelings of insecurity, helping validate past decisions and serving as
a neutral party in spousal disagreements. Haslem (2010) assesses the relationship between
financial advisors and investors in light of the financial crisis in 2008 finding a role of the
advisor to potentially help clients from panicking or acting irrationally in hindsight.

Empirical Evidence. Perhaps unexpectedly, some recent studies on the efficacy of financial
advice conclude that financial advice has non-significant or even negative effects on financial
outcomes. In the boldly titled paper, ‘Financial Advisors: A Case of Babysitters?’ Hackethal et
al. (2010) conduct one of the most careful reviews concerning the role of investment advisors.

This study controls for selection effects, as individuals who use advisors likely differ from
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individuals who do not use advisors in ways that affect financial outcomes. The authors find that
clients who use financial advisors had lower average returns and were more likely to incur
substantial losses on their investments. Further, there was no evidence that using a financial
advisor led to better market timing or diversification strategies, and financial advising was linked
to more trading, higher turnover, and higher trading costs. In the end, the results provide no
evidence that financial advisors’ fees are worth their costs. Concerning take-up, the authors find
that advisors are less likely to serve investors who are younger, who have fewer assets, and who
are less financially sophisticated. Since financial advising is not linked to positive outcomes,
these groups may in fact benefit from their lower usage of financial advising. The authors
strongly caution against policies that support financial advising as a substitute for promoting
financial literacy and capability. The authors admit that investors who use advisors may well
understand the true costs of these services, and that they may value their own time and effort
more than the fees and poorer portfolio performance associated with financial advice. Other
studies have also concluded that financial advice does not improve investment performance (see
Hackethal et al. 2010; Jansen et al. 2008; Kramer and Lensink 2009; Kramer 2009). Hackethal et
al.’s 2010 article uses of an instrumental variable approach using zip code level factors that
predict advice but plausibly do not affect the behaviors studied (number bank branches in the zip
code, availability of financial services, voter participation, and mean education levels). The
authors find no effects on overall portfolio variance, systematic risk, or probabilities or sizes of
losses.

While some studies have concluded that financial advice is beneficial for investors, these
studies typically do not control for selection into advice. Based on data from Italian banks, Guiso

and Jappelli (2006) find that financial advice increases investors' risk-adjusted returns, but the

10
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authors did not control for selection processes. Horn et al. (2009) use a change in German tax
withholding laws to test whether investors make investment mistakes by purchasing tax
disadvantaged assets. This natural experiment indicates that financial advice helps clients avoid
tax mistakes. The authors suggest that this finding may be attributable to the fact that tax
consequences are one of financial advisors’ core competencies. However, Horn et al. (2009)
failed to incorporate selection processes into their analysis, so the possibility of endogeneity
between using an advisor and making mistakes cannot be ruled out. Haslem (2010) concludes
that fee-only advisors who recommend index funds may add value to investors’ funds that
exceed the fees they charge. Nonetheless, when accounts advised by financial advisors are
matched with accounts advised by brokers, the broker-advised accounts outperform the financial
advisor accounts in all measures of performance.

In terms of take-up Bluethgen et al.’s (2008) analysis indicates that older individuals,
households with higher net worth, and women are more likely to access financial advice. Hung
and Yoong (2010) analyze the take-up of investment advice and construct a hypothetical
experiment to measure the effects of advice on short-term financial decisions using the American
Life Panel. They compare imposed, unsolicited advice to advice that is offered to and then
voluntarily selected by participants. The experimental design allows the authors to estimate the
causal effects of both the intent to treat and treatment on the treated, a standard experimental
technique that can be used to address selection bias. The authors find that imposed, unsolicited
advice does not affect behavior. On the other hand, voluntary selected advice was linked to
improvements in client outcomes. The authors suggest that selection effects are negative such
that individuals with the lowest financial capacity were more likely to take-up advice—a unique

finding given prior studies. Almost all studies that analyze selection effects for financial capacity

11
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building interventions conclude that clients with the greatest financial capacity are the most
likely to participate in financial services. The authors contend that compulsory financial advice is
unlikely to be effective but that wider access to optional advice might be useful.

Summary of the Literature on Technical Experts. Overall, the academic literature on financial
advice is unexpectedly rich, with many studies only released as working papers or published in
the past few years. Most studies in this area focus on investment advisors, and several studies use
data on European banking clients. The economic theory underlying the financial advice market is
grounded on three primary suppositions: (1) the cost of obtaining financial information may be
lower for individuals who work with advisors, (2) advisors can help individuals avoid making
cognitive mistakes, and (3) advisors’ services may simply be a less costly substitute when
clients’ own time and effort are more valuable than the total costs of using advisor. Several of the
empirical studies fail to account for the endogeneity between clients’ selection into advice and
their financial capability. This selection effect on most studies appears to be positive such that
clients who use financial advisors tend to be already more financially capable, with at least one
study finding the opposite. This makes it difficult to estimate the causal effects of financial
advising in the absence of an experiment. Too few studies use well designed quasi-experimental
or experimental approaches; among the few that use valid techniques it appears advising either
yields few beneficial effects on investment choices. Surprisingly, the effects of advice on
investment performance may even be negative once the costs of advice are incorporated.
Nonetheless, financial advising appears to be a growing field. To the extent that individuals’ use
of financial advisors can be viewed as a revealed preference, the demand for such services

appears to be growing. Given these trends more research is required to better understand the role

12
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and mechanisms of advisors, as well as the net benefits of using an advisor for various types of
financial choices.
5. Transactional Agents

One reason field studies may fail to the effects of advisors suggested by theory is that
there are few examples of purely fee-based objective financial advisors in existence. Most
financial advisors with technical expertise are at least in part compensated based on which
financial products their clients ultimately use. This sets up a potential for a conflict of interest
common in any sales transaction. Consumer often values the expertise of a salesperson; what
makes transactional agents problematic in the personal finance context is that consumers may not
recognize what is unbiased objective advice versus what might be a sales pitch. In practice
technical experts and transactional agents are quite blended, with the same financial professional
playing each role with each client. This has contributed to a rich debate in the literature as well

as in the law and in public policy.

Rationale. There are a myriad of transactional agents in personal finance including real estate
agents, insurance agents, and mortgage brokers to name a few. The list of potential agents is
extensive and is beyond the scope of this review. Instead of focusing on specific types of
transactional agents, we focus on the transactional agent as purveyor of financial advice more
generally. Transactional agents may provide general financial guidance, but they typically focus
on providing services related to specific transactions. There are few purely advisory financial
professionals, and as such the categories outlined in Figure 1 might be better illustrated along a
continuum, with the bulk of advice providers functioning as transactional agents. The potential
for a conflict of interest exists when advisors are differentially compensated depending on the

choice a client makes. Assuming that individuals who sell financial products have better

13
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information than consumers, this information asymmetry may lead to inefficient outcomes for

consumers if consumers make choices that are not consistent with their own latent preferences.
The issue of conflicts of interest in sellers’ provision of information has been widely studied in
economics, including in the area of financial advice.

Several scholars highlight the potential for conflicts of interest between sellers and
consumers due to information asymmetries. Darby and Karni (1973) introduced the concept of
credence goods, which are items that consumers can never completely evaluate (for example, the
thoroughness of a medical procedure). In markets for credence goods, consumers value advisors
who are able to evaluate the quality of goods or services. Demski and Sappington’s (1987) study
on client-agent relationships suggests that the nature of credence goods is such that sales-based
compensations create further incentives to mislead clients. Unless agents are held accountable
for longer-term outcomes, agents will likely fail to provide high-quality information to clients.
Krausz and Paroush (2002) develop a theoretical framework that accounts for conflicts of
interest and information asymmetries. Assuming that agents try to maximize their own utility,
the authors conclude that investment advice will fail to correspond with investors’ needs. This
conclusion is further supported by Ottaviani (2000), whose model shows agents have an
incentive to promote their own interests even if only a small proportion of clients are
uninformed. A refined version of this paper by Inderst and Ottaviani (2009) reiterates these
findings and cautions that policies regulating heterogeneous firms are not likely to succeed.
Hung and Yoong (2010), building on Ottaviani (2000), observe that clients with low financial
literacy may be more susceptible to abuse by the agent and that advisors appear to have an
incentive to support disclosure regulations and credentialing if participants are sophisticated

enough to appreciate the value of the credibility these strategies imply. However, if clients
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cannot use or value the disclosures and credentials, these efforts will not succeed. Monitoring
and auditing can also have positive effects, but these efforts can be costly to administer.

Despite concerns about sellers’ incentives to mislead clients, other studies suggest that this
problem may not be as prevalent in practice as theoretical models predict. Garicano and Santos
(2004) invoke the repeated game nature of advisor-client relationships and suggesting that this
relationship will undermine incentives to provide biased information. Bolton et al. (2007) argue
that financial products and services are more like experience goods than credence goods. The
authors suggest financial advisors match product providers to clients based on the advisors
superior knowledge of the client’s circumstances. The authors argue that competition creates
incentives for even sales-based advisors to provide quality information. Because financial actors
and institutions need to maintain relationships with their clients repeatedly over time, discipline
is imposed through the loss of reputation that can be caused by biased advice. In a classic article
on information unraveling, Grossman and Hart (1980) suggest that when information is
verifiable, even voluntary disclosure regimes will result in full information unraveling and
therefore full disclosure. In the case of product information, consumers assume that any withheld
information is negative, which therefore results in full information disclosure.

Role of the Law. A common question in the papers discussed above is whether the market can
self-regulate. A legal framework — developed from common law—is that of a fiduciary duty or
relationship. This legal framework defines a relationship between two parties, the fiduciary and
the principal. The fiduciary acts for the benefit of the principal, and the fiduciary’s duty is to act
only in the interest of the principal. The scope of this duty is limited to the scope of the
relationship between the principal and the fiduciary, which in the personal finance field is limited

to specific money matters. Fiduciary duty carries with it the highest standard of care. When the
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fiduciary acts or gives advice, it must be in the interest of the principal. The fiduciary cannot put
his interests before that of the principal, again within the scope of the relationship.

Fiduciary duties most often arise within a contractual situation (Langevoort 2010). For
example, when an individual hires an attorney to take certain actions on the individual’s behalf,
the attorney is bound by fiduciary duty. A stock broker (or mortgage or insurance broker, and so
on) by contrast, is a salesperson and has no duty of loyalty and care. Langevoort recommends
that broker-customer relationships should only be fee-based and that incentives unrelated to the
customer’s success should be prohibited. Link advisor compensation to portfolio performance
over time instead of only relying on sales commissions is one solution to the conflict of interest
embedded in transactional agents, but would difficult to implement, since most advisors cannot
be expected to wait as long as a client’s lifetime for compensation.

As opposed to self-regulated broker-dealers under the Financial Industry Regulation
Authority (FINRA) and the Securities and Exchange Act of 1934, financial advisors are subject
to the Investment Advisers Act (IAA) of 1940, which does imply fiduciary duty. The IAA may
be seen as the first federal attempt to define a fiduciary duty, although it is not explicit and it is
quite vague (15 USCS 80b-1). The act specifies investment advisers can only give advice on the
purchase and sale of traded securities. The scope of advice and duty to investors further
developed through case law. In SEC v. Capital Gains Research Bureau, Inc, the United States
Supreme Court clarified the vague language of the IAA such that committing fraud is considered
a breach of fiduciary duty, including a failure to disclose material facts to the investor. The Court
concluded that an investment adviser who does not disclose material facts rises to the level of

fraud, even if there was not intent to commit fraud.
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The 2010 Dodd-Frank Wall Street Reform and Consumer Protection Act amends the
Investment Advisors Act of 1940 in two ways. First, Section 913 of the bill instructs and
authorizes the Securities Exchange Commission (SEC) to evaluate the relationship between
investment advisers and their customers. The SEC is to assess (among other things) how the
relationship is defined, how customers understand the relationship, and how various jurisdictions
enforce the relationship. The SEC is to report its findings in 2011. Second, Section 913 of the bill
authorizes the SEC to promote and enforce rules for the fiduciary duty between a
broker/investment adviser and his customer and prosecute or sanction an investment adviser who
violates the rules of conduct the SEC imposes. A customer is defined as someone who receives
personalized investment advice from an investment adviser, as well as a broker or dealer
currently operating under a self-regulatory regime. The Act is clear that an advisor receiving a
commission is not itself a violation of the fiduciary duty owed to the customer, however.

Mechanisms of fiduciary duty include disclosures listing the products an adv