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Protecting the Value of an Investment Advisory Firm 

The Transformation to 
a Sustainable Business

By Bryan Hill, J.D.

One of the most 
popular topics 
among industry 

gurus is how independent practitio-
ners of financial planning and asset 
management can transform their 
personal practices into sustainable 
investment advisory businesses that 
eventually may be sold to third 
parties. Unfortunately, these discus-
sions often fail to address how a 
practitioner/owner should protect 
his or her firm’s most important as-
set—its client relationships—during 
such a transformation.

Often the most significant com-
petitive threat facing a practitioner/
owner of an investment advisory 
firm isn’t a larger, better-resourced 
firm in the community or market 
niche. The more likely and more 
dangerous competitive challenge 
may come from within the practi-
tioner/owner’s own firm. Those very 
employees hired by the practitio-
ner/owner in an effort to create 
a sustainable business often are 
making their own plans to establish 
competing firms with their current 
firm’s clients.

In light of this possibility and 
the relatively small amount of 
capital necessary to start a new 
investment advisory firm, a prac-
titioner/owner must utilize legally 
enforceable contractual restrictions 
that properly protect the firm’s 
interest in its client relationships 
from departing employees.

Restrictive Employee Covenants
Restrictive employment covenants 
between the firm and the employee 
typically cover the following areas:
1.	 The confidential treatment of cli-

ent information and agreement 
by the employee to refrain from 
unauthorized disclosures or the 
use of such client information 
during and after the employee’s 
employment with the invest-
ment advisory firm.

2.	 Prohibition of the employee 
from soliciting certain clients 
and fellow employees during and 
after his or her affiliation with 
the firm.
Although these covenants may 

sound simple, traps abound. As a 
matter of public policy, most state 
courts will not enforce restrictive 
employment covenants unless an 
employer can show a protectable in-
terest and that the restrictions have 
been narrowly tailored to meet this 
protectable interest.

The following are a few examples 
of issues that a state court may 
consider when determining whether 
to enforce restrictive employment 
covenants:
1.	 What is the employer’s protect-

able interest supporting the use 
of a restrictive employment cove-
nant? Most states will find that an 
employer has a protectable inter-
est in the retention of existing 
clients and the protection of trade 
secrets and confidential informa-
tion. For example, a court may 
find that an employee working 
with existing clients and access to 

certain information would have 
an unfair business advantage 
in future competition with the 
employer. However, a court may 
find that an employer does not 
have a protectable interest with 
respect to nonsolicit provisions 
that prohibit an employee from 
working with an employer’s past 
or future (not current) clients.

2.	 Did the employer actually pro-
vide adequate consideration to 
the employee for agreeing to the 
restrictive covenants? In certain 
states, if an employer requires 
an existing employee to sign 
restrictive covenants as a condi-
tion of continued employment 
in the same position, the courts 
may find this as inadequate con-
sideration to support a restric-
tive covenant.

3.	 Is the time restriction of the 
nonsolicit prohibition reason-
able? Although this is a fact-
specific question and differs 
significantly among states, many 
courts have found nonsolicit 
time restrictions beyond two 
years are unreasonable.
It is critical to recognize that in 

some states the courts will not sever 
(selectively strike) those overly broad 
portions of restrictive employment 
covenants; therefore they will refuse 
to enforce an agreement that is not 
fully in compliance with the law. 
This often is referred to as the “all or 
nothing” rule, which means the court 
will not modify or otherwise enforce 
any set of restrictive employment 
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covenants if there is any provision 
that is beyond what is permitted by 
the law. In other words, an overly 
aggressive set of restrictive employ-
ment covenants can result in 
absolutely no protection to an 
employer in certain states.

In light of this ambiguity, the 
significant differences between the 
states in this area of law, and the 
serious consequences associated 

with these disputes, a practitioner/
owner should employ an attorney 
who is skilled in this area to pre-
pare documents that can reason-
ably withstand the challenge of a 
departing employee. Without the 
restrictive employment covenants, 
a practitioner/owner is vulnerable 
to losing much of the value associ-
ated with his or her investment 
advisory firm.�

Bryan Hill, J.D., is a securities attorney 
in Omaha, NE, and handles employ-
ment disputes within the securities 
industry. He also is president of RIA 
Compliance Consultants, Inc., a com-
pliance consulting firm for registered 
investment advisors. He earned a B.A. 
in political science from the University 
of Nebraska and a J.D. with distinction 
from the University of Nebraska College 
of Law. Contact him at bhill@ria-com-
pliance-consultants.com.
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bond is almost perfectly economi-
cally liquid; investors can sell it for 
$900 less a small commission. But 
the mental liquidity of the bond is 
impaired if investors are unable to 
avoid the observation of paper losses 
relative to the purchase price or if 
they feel compelled to postpone the 
sale of the bond so as to avoid the 
regret that comes with the realiza-
tion of losses. Still, the bond is more 
mentally liquid than a stock because 
bondholders have the option to wait 
until the maturity date and avoid 
the realization of losses while stock-
holders do not have that option.

	 We observe the importance of 
aversion to regret in commentary 
about the advantage of ladders of 
individual bonds over bond mutual 
funds. Individual bonds have greater 
mental liquidity than bond mutual 
funds because bondholders have the 
option to wait until the maturity of 
each bond, receive the bond’s face 
value, and avoid the pain of regret 
that comes with the realization of 
losses. Bond mutual fund holders 
have no such option because bond 
mutual funds have no maturity date 
and the marking-to-market of net as-
set value implies that investors never 
are assured that they can avoid the 
realization of losses, no matter how 
long they wait.

I experienced my own aversion to 
regret last year when I reviewed my 
portfolio and decided to rebalance it 
by increasing the allocation to a par-
ticular group of stocks. But I did not 
rebalance it all in one day. Instead, 

I arranged to rebalance my portfolio 
by switching in equal increments on 
the 12th of each month during the 
following eight months.

The rational professor of finance 
in me frowned on this arrange-
ment, but the normal investor in me 
chuckled. I, like all normal people, 
want to avoid the pain of regret. 
Switching gradually in a sequence 
we know as dollar cost averaging is 
designed to avoid the pain of regret.

I had a choice to switch in one 
lump sum or switch in small incre-
ments during the following eight 
months. I was responsible for the 
choice and I easily could imagine that 
the stocks I was switching into in one 
lump sum would take a tumble the 
day after I switched. I could antici-
pate the pain of regret I would feel 
and wanted to avoid it. Dollar cost 
averaging helped me do that. When 
I switch only a portion of my stocks 
I feel regret if they decline soon after, 
but not as much as I would feel if I 
were to switch the entire amount.

Financial advisors know well 
the pitfalls of regret in the attempts 
of clients to avoid it by shifting 
responsibility. There is some laughter 
and much bitterness in the old 
saying among stockbrokers: “When 
the stock goes up the customer says 
I bought the stock. When it goes 
down the customer says my broker 
sold me the stock.” Brokers and fi-
nancial advisors are tempted to strike 
back, shifting responsibility and the 
pain of regret to clients. A cartoon 
shows a financial advisor saying to a 

client: “If we’re being honest, it was 
your decision to follow my recom-
mendation that cost you money.”

Decisions to rebalance portfo-
lios are wise but they are difficult 
because rebalancing has a greater 
potential for imposing regret than 
leaving things alone. Aversion 
to regret instills in advisors the 
unwise inclination to refrain from 
rebalancing portfolios, but advisors 
can overcome that inclination by 
making rebalancing a routine part of 
their practices. Routine serves as an 
effective defense against regret be-
cause routine reduces responsibility. 
In turn, reductions in responsibility 
yield reductions in the potential for 
regret and the need of clients and 
advisors to play the blame game.�
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