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Abstract(

The current structure of the equity market in Europe is to pay for research trough dealing 

commissions. The European Commission’s Markets in Financial Instruments Directive (MiFID) 

has regulated the EU financial markets, since its implementation in 2007. On 2 July 2014 the 

update for MiFID entered into force. The update included a new directive and a regulation, 

MiFID II and MiFIR. MiFID II must be transposed into national law by June 2016. MiFID II 

and MiFIR must apply in practice January 2017. The European Securities and Market Authority 

(ESMA) were asked to give technical advice on the areas within both the directive and the 

regulation. It is in their draft technical advice that the treatment of research as an inducement in 

this context appears the first time. This categorisation of research demands unbundling. The 

thesis examines the challenges and consequences arising from unbundling research and 

execution.  

In addition to presenting the idea behind unbundling, the thesis seeks to convey and stress the 

implications of unbundling, under which arguments of proponents and opponents are reviewed. 

The review is based on the responses to ESMA’s consultation on their draft technical advice for 

the Commission; to which there was a general reluctance found within the responses from the 

market participants. They disagreed with ESMA’s treatment of research as an inducement. The 

concerns raised by the market participants are mapped using quantitative methods and on the 

basis of this the main concerns are found. These were that ESMA went beyond their mandate 

from the Commission, unbundling will create an un-level competitive playing field for the 

European market and the investment managers regulated by the legislation, and that there are 

already policies in place that regulate the conflicts resulted from paying research through 

dealing commissions. The majority of the concerns are found valid. 

When examining the concerns and current practices, it was found that there is already an 

initiative in place in some countries and the use of it is spreading rapidly, namely the use of 

commission sharing agreements. The thesis elaborates on the use of these and stresses proposed 

advantages and disadvantages. Our studies indicate that there are less invasive alternatives to 

mandating a ban on research commissions. Otherwise, it was found to have unintended conse-

quences for the equity business. 
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1 Introduction(

As a cornerstone in the European Commission’s Financial Services Action Plan (FSAP), the 

Markets in Financial Instruments Directive from 2004, commonly known as MiFID, was 

implemented in 2007. The aim of the FSAP was to make significant changes to how the EU 

financial markets operated. MiFID should combine and harmonise the market for investment 

services in the European Economic area by increasing the competition and creating a higher 

level of investor protection. With MiFID a ‘passport’ for trading venues and investment firms 

was introduced. The passport should enable the trading venues and investment firms to operate 

throughout Europe on the basis of an authorisation in their home Member State (FSA 2014).  

The implementation of MiFID was successful, but some problems surfaced, especially due to 

the onset of the global financial crisis late 2007, which put the equity business of global 

investment banks under great pressure. Return on equity (ROE) fell from over 20 per cent to 

low-single digits; some even experienced negative ROEs. At the same time, the investment 

banks encountered an increased weighted average cost of capital (WACC). The WACC in some 

firms even doubled in the period (Scarth & Shah 2014, p.19). In addition, the market turned 

more competitive, which gave rise to new challenges. Not all market participants enjoyed the 

benefits of increased competition. Moreover, the benefits were not always passed on to the end 

investors. With the rise in competition the market became more fragmented. This made the 

trading environment more complex, particularly in terms of collecting trade data. Another 

problem that surfaced was the fact that the market and technological development had outpaced 

several of the requirements in MiFID. The market saw a vast amount of innovation and growth 

in complexity of the financial instruments, which highlighted the need and importance of 

comprehensive investor protection. Thus, the financial crisis exposed the need for an improved 

MiFID. The update of MiFID was intended to be an essential part of the reform designed to 

establish a safer, sounder, more transparent and more responsible financial system working for 

the economy and society as a whole. The update was also intended to ensure a more integrated, 

efficient and competitive European financial market (EC 2011b, p.2). The Markets in Financial 

Instruments Directive II, MiFID II, was born together with the Markets in Financial Instruments 

Regulation, MiFIR. The European Parliament and the Council agreed on the level 1 text of the 
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new directive and the associated regulation in January 2014. In April 2014 the Commission 

requested the European Securities and Market Authority (ESMA) for technical advice on 

delegated acts and implementing acts. ESMA’s corresponding draft technical advice was ready 

on 22 May 2014.  

Many market participants received the technical advice with concern. They were opposed to 

ESMA’s treatment of their mandate. The majority of the market participants argued that ESMA 

went beyond their mandate. The opposition mainly regarded the treatment of research. ESMA 

decided in the draft technical advice to categorise research as an inducement and considered that 

investment managers must only accept broker research if the investment manager pays for it 

directly or through a separate research account. The investment manager is not allowed to 

receive broker research in exchange for execution of orders with a given broker firm. The 

purpose of unbundling dealing commissions is to address potential conflicts of interest and to 

increase transparency for clients. Despite numerous concerns with the draft technical advice 

expressed by market participants, ESMA pushed further by suggesting a ban on dealing 

commissions and hence a ban on research commissions (Deloitte 2015).  

2 Research(question(

The dissatisfaction with ESMA’s findings and treatment of their mandate in conjunction with 

ESMA’s subsequent treatment of the respondents’ criticism of the draft technical advice sparked 

wonder and curiosity. Together we have several years of experience as cash equity traders in 

Nordea Bank Denmark A/S. Both MiFID II and MiFIR will directly affect our daily work and 

we therefore have a high degree of inherent interest. 

Our curiosity has led to numerous discussions covering topics such as why unbundling is 

deemed necessary, whether the Commission’s targets can be reached without drastically 

changing the current regime, and what less invasive alternatives there may be. We found it 

interesting to make our curiosity into a genuine research objective, which led us to the following 

research question: 

“Is unbundling of research and execution an appropriate replacement of dealing  

commissions?” 
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In order to answer the research question the following sub-questions will be answered: 

• What is the origin of unbundling of research and execution? 

• What are the consequences of unbundling of research and execution? 

• What are the alternatives to unbundling of research and execution? 

3 Delimitation(

In order to ensure a high degree of quality content in the thesis, numerous delimitations have 

been made. 

The thesis is based on the legal texts and documents of and to MiFID II and MiFIR. In particu-

lar, the mandate given to ESMA and the draft and final technical advice from ESMA to the 

Commission have been used. Thus, it would be coherent to conduct a legal analysis of all the 

legal documents. However, the authors’ educational backgrounds are within finance and 

management accounting, why a comprehensive legal analysis is out of scope and therefore not 

part of this thesis. Nevertheless, the thesis will consider a limited range of legal issues of 

particular relevance to the research question. These will be handled with the basic knowledge 

obtained throughout the studies and by the use of an expert interview elaborated below. 

Therefore, a complete review of MiFID II and MiFIR and the pertaining legal documents is out 

of scope. 

More specifically, the thesis is not intended to comprehensively review all areas of the direc-

tives and regulations, but instead attempts to identify possible consequences of the implementa-

tion of ESMAs technical recommendations as outlined in the second sub-question. This denotes 

that the directive and regulation alone will be examined superficially and is done to provide the 

reader with insight into the legal basis for ESMA’s technical recommendations and the respond-

ents' counterarguments. 

There is a natural delimitation from the areas, which are not covered by MiFID II and MiFIR. 

The thesis will consequently only consider the ones mentioned in article 1 of MiFID II and 

article 1 of MiFIR. MiFID II applies to investment firms, market operators, data reporting 

services providers, and third-country firms providing investment services or performing 
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investment activities through the establishment of a branch in the Union. It also applies, in 

limited range, to credit institutions authorised under Directive 2013/36/EU, the Capital Re-

quirements Directive (CRD), when these provides one or more investment services, if these 

performs investment activities or when they are selling or advising clients with regards to 

structured deposit (MiFID II level 1 2014, pp.26–27). MiFIR applies to investment firms, 

authorised under MiFID II and credit institutions authorised under CRD in instances where they 

provide investment services or perform investment activities and to market operators including 

any trading venues they operate. MiFIR also applies in limited areas to central counterparty 

clearing houses (CCPs), persons with proprietary rights to benchmarks and third-country firms 

providing investment services or activities within the Union following an applicable equivalence 

decision by the Commission with or without a branch (MiFIR level 1 2014, pp.12–14). 

The thesis is furthermore delimited from treating non-equities, as these do often not have 

commission payments but only a spread and thereby should be treated different from equities. 

Thus, the thesis will only treat equities. 

MiFID II, MiFIR and ESMA introduced that independent and non-independent advisors should 

be treated differently. The thesis is bounded from an actual treatment and analysis of this 

separation, but it will be included when found relevant. 

The thesis does not take into account responses to ESMA’s consultation paper that are not 

publically available. The amount of these is unknown due to the respondents’ option to submit 

confidential responses. Furthermore, the thesis does not consider the answer submitted by La 

Compagnie des Conseils en Gestion de Patrimoine Indépendants (CGPI) as the response is in 

French and the authors’ very limited knowledge of French could potentially cause a heavy bias 

in a possible translation. The responses that do not reply to the proposals in section 2.15 of the 

consultation paper are excluded, as this section is deemed to have the primary relevance to the 

research question. 

However, not all areas of section 2.15 of the consultation paper are treated in the thesis. There is 

delimitation from whether or not inducements should be banned, as this will not provide 

relevant knowledge in connection to the research question. The same is the case with the 

discussion about whether the list of minor non-monetary benefits should be exhaustive or not, 
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whereby the thesis is restricted from analysis on this matter. Furthermore, the thesis takes no 

position on the proposal by ESMA concerning information to clients on costs and charges. 

The thesis has a boundary from making any real proposed solutions, because the thesis merely 

intends to illustrate the possible consequences of unbundling and possible alternatives. 

The cut-off date collection of data and empirical data is 30 September 2015. Hence, data 

material dated later than this date will therefore not be applied in the thesis. 

4 Structure(of(the(thesis(

The thesis begins traditionally with the definition and clarification of the research question 

based on the introduction, the delimitation pertaining to this and the scientific methodology 

employed in the thesis. The scientific methodology covers the research paradigm, approach, 

design and data. The introductory sections are the content of the first part and contain section 1 

to 5. The thesis is divided into five parts. The second part is descriptive and contains section 6 to 

8. This part describes the current commission regime in Europe including the development 

thereof. The part also uncovers the origin and development of unbundling, the first and partially 

the third sub-question of the thesis. There is also a description of MIFID, MiFID II, MiFIR, the 

Commission's mandate to ESMA and the contents of ESMAs draft technical advice in the 

descriptive part.  

The third part presents the empirical studies, analysis thereof and the assessment of the findings.  

The part consists of section 9 and 10. The responses to ESMAs consultation on their draft 

technical advice is analysed and quantitatively handled. This part aims to classify and obtain an 

understanding of the concerns and arguments raised for and against ESMA’s draft technical 

advice. Furthermore, the analysis is used to identify and analyse the main concerns, which are 

assessed in the second section of this part. The second section in the third part contains a 

discussion and assessment of the main concerns found in the analysis. The assessment and 

discussion aims to validate the concerns and arguments with the use of reports, models and 

scientific research conducted by market participants and other specialists and with the use of 

expert interview. The main object of the third part is to answer the second sub-question.  
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The fourth part is a discussion uncovering the third sub-question. The fourth part is based on 

some of the findings in the second main part and consists of section 11 to 13. The fourth part 

discus and assess CSAs as an alternative to unbundling. The part further contains a discussion of 

the necessity of unbundling based on the findings in the previous parts. The part is also taking a 

look into the future containing a discussion of the future outlook. The fifth part is the final 

conclusion of the thesis, section 14. The conclusion brings together all parts of the thesis and 

concludes on the research question. 

Figure 1 illustrates the overall structure of the thesis.  

 

Figure 1: Structure of the thesis 

5 Scientific(methodology(

The scientific methodology is based on the research paradigm, research approach, research 

design and data treatment, developed using scientific theoretical definitions. 

5.1 Research(paradigm(

When defining the research paradigm it is necessary to look at the epistemology and ontology of 

the research. The root in epistemology and ontology is what in general defines a research 
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paradigm. Ontology defines the nature of the reality or rather how the nature of knowledge and 

reality is perceived. Epistemology is concerned with the relationship between the knower, the 

researcher, and the known or knowable, the research objects.  The research paradigm defines the 

way the world is interpreted and thereby how the research is conducted (Guba 1990, p.18). The 

paradigm of relevance, in the thesis is the positivistic paradigm. Based on the positivistic 

paradigm, the thesis is conducted with the belief that the reality exits out there and that the 

reality is driven by immutable natural laws and mechanisms. In order to ensure research validity 

the research must be objective. The researcher must adopt a distant non-interactive position to 

ensure objective research. It has not been possible to obtain a complete distant and non-

interactive position, which is mainly due to researchers work with cash equity trading in Nordea 

Bank Denmark A/S. the compromising degree of objectivity causes a change in paradigm. The 

paradigm of the thesis is closer to post positivism. The belief of post-positivism is that the 

reality exists but can never be fully apprehended. The post-positivistic paradigm acknowledges 

that it is not possible to gain a complete understanding of the reality. The aim is still to be 

objective, but it is acknowledged that it is not possible to its full extent, why some degree of 

subjectivity will occur (Guba 1990, pp.19–13).  

5.2 Research(approach(

Research approach is divided into two opposite methods. The deductive approach has its 

beginning in the more general and moves towards the specific. The deductive approach is a 

“top-down” approach, from theory to logical analysis. The aim of the deductive approach is to 

test a hypothesis based on current knowledge. The opposite method, the inductive approach, is a 

“bottom-up” approach, starting with the logical analysis ending with theory. The inductive 

approach aims to supply evidence from specific observations. This approach attempts to develop 

conclusions from detailed examples. The inductive approach is more open-ended and explorato-

ry (Trochim 2006). Taken the structure of the thesis into consideration, the main approach is the 

inductive approach. The main factor in this choice is the fact that the thesis presents empirical 

studies and analysis thereof before any use of theory. This do not exclude that the thesis in some 

areas will have more similarities to the deductive approach.  
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5.3 Research(design(and(data(

John Creswell (2003, p.4), a professor at the University of Nebraska-Lincoln who has authored 

several articles on research design, argues that the use of only quantitative or qualitative 

methods falls short of the major approaches being used today. This is also considered relevant 

for this thesis and there will consequently be used both methods. The thesis will depend on both 

a quantitative and a qualitative analysis. The quantitative analysis is applied on the primary data 

in terms of the responses to ESMA’s consultation on their draft technical advice. The consulta-

tion responses to the relevant area of the draft technical advice, section 2.15, have all been 

thoroughly read and then tackled through a quantitative classification of the responses into 

different groups. The first consideration and grouping was whether or not the respondent had 

answered the relevant questions in section 2.15 of the consultation paper. The second considera-

tion and classification was whether the respond could be deemed relevant. The second classifi-

cation is exposed to some degree of interpretation, which may have resulted in bias of the data. 

However, the bias is attempted minimised through a procedure where both of the researchers 

have read the responses that have been categorised as irrelevant by the other. This cannot 

remove all bias, but are estimated to be able to remove large parts of it, why the methodology 

used is found valid. The quantitative analysis is therefore used in the attempt to answer parts of 

the second sub-question.  

The answers that were found relevant were subsequently read and to some extent interpreted. 

This has led to the answers being plotted in a table consisting of various categories of arguments 

and concerns. If it was assessed that there were no relevant category for a given response, then a 

new category was created. This was to minimize the degree of interpretation. The quantitative 

analysis of the responses additionally consisted of estimation and calculation of the various 

arguments and concerns’ frequency in the responses to the consultation paper. It is on the basis 

of these calculations that the main arguments are found. Qualitative analysis is afterwards used 

on the main arguments. The quantitative analysis is thereby the basis of the qualitative analysis. 

A degree of separation of the main arguments takes place in the qualitative analysis, as there is 

an indirect exclusion of the arguments that are not deemed to be discussable and possibly 

validated. After finding the main arguments, the rest of the thesis is made with principal base in 

the qualitative methods. 
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The two remaining sub-questions, the first and third sub-question, and parts of the second sub-

question are attempted answered through the use of qualitative analysis based on a selection of 

reports, books, legal documents and research papers. In addition, it should be noted that we are 

aware that much of our material comes from the same group of market participants who have 

also submitted a response to ESMA's consultation paper. In addition, we noticed that Martin 

Wheatley, the chief executive of the FCA until March 2015, is also a member of the Manage-

ment Board and the Board of Supervisors at ESMA and that Paul Myners is currently Chairman 

at Autonomous Research, an independent research provider (ESMA 2015a; ESMA 2015b; 

Autonomous Research 2015; Wallace 2015). This lead to a certain level of bias, which is tried 

circumvented by the use of multiple sources to validate a statement or theory. 

In general, the statements, analysis and reports from various experts are of great importance in 

the thesis, since the application of theory is very limited, as the thesis primarily concerning the 

assessment and clarification of the concerns with ESMA’s advice to the Commission.  

An expert interview is used for the treatment of the legal part of the second sub-question. 

Professor Wolf-Georg Ringe from the Faculty of Law at Copenhagen Business School and the 

University of Oxford is used as the expert due to his knowledge on and work within internation-

al financial regulation (CBS 2015). There are two factors enabling bias to arise from the use of 

the interview. The first is the delimitation from a performance of a detailed legal description or 

analysis. The second factor is our very limited legal knowledge, which reduces our critical 

approach to the interview. This is, however, not found to affect the reliability of the thesis to 

such an extent that it is misleading to use the interview. Parts of the bias are attempted mini-

mised by the use of other sources.  

It is important for the quality of the thesis that it meets the requirement for a secure analysis. 

Consequently, the thesis aims to obtain as much certainty as possible, which is done on the basis 

of the concepts of validity and reliability. Validity is attempted achieved through a general 

consistency between the theoretical and empirical concept plan. At the same time, the thesis 

strives to achieve relevance in the selection of data in relation to the research question of the 

thesis. Reliability is measured in terms of the possibility of recreating the findings of the thesis 

with the use of the exact same data. The reliability of the thesis is ensured by documenting how 

all data used, both empirical data and theory, is found (Andersen 2009, p.83).  In general, the 
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data used in the thesis is selected on the basis of validity and reliability. For instance, all data 

from the Commission and ESMA is considered to satisfy this. Nevertheless, it does not remove 

all the bias obtained by, among others, the use of interview as well as the authors own herme-

neutic touch. 

6 Current(commission(regime(in(Europe(

Equity commissions are the small percentage charge, often a one or lower two-digit basis point 

rate, added to each equity trade to pay for execution and other services. The number of allowed 

services that are paid out of equity commissions such as soft commissions varies between 

countries and continents. Equity commissions are seen as the economic currency of the global 

institutional equity market and despite the percentage charge being tiny, the aggregate global 

commission amount is substantial (Scarth & Shah 2014, p.34).  

Most equity commissions have two parts. The first part is an execution component paying for 

trading, clearing and settlement of the transaction. The second part is a non-execution compo-

nent paying for other services, generally research (Scarth & Shah 2014, p.34). 

In 2011 equity commissions totalled US$33 billion split between execution and non-execution 

as shown in Figure 2. 
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Figure 2: Institutional secondary equity commission in 2011 

Source: Scarth and Shah (2014, p.35) 

Members of the Investment Management Association of the UK (IMA) manage £4.5tn or 

around 11-12% of total global assets under management (AUM) and as the European financial 

centre, the UK is leading the way on how to allocate commissions for research and execution in 

Europe (Scarth & Shah 2014, p.29). Therefore, the current regime will be presented based on 

the structure in the UK including a number of comparisons with continental Europe. 

6.1 Bundled(structure(

In a bundled model, brokers charge for research and execution at a fixed rate related to each 

transaction. Investment managers may impose a cap on the broker, e.g. by linking commissions 

paid to a research budget, and switch to execution-only rates when the cap is reached. The 

bundled structure is illustrated in Figure 3. 
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Figure 3: Bundled structure 

Source: Ashurst (2014a, p.7). 

Bundled commissions were a market standard in the UK, regulated by inducement rules, up 

until the harmonisation of bundled and soft commissions in 2006, which is explained in the next 

section. Regulators have long been concerned with how bundled commissions enhance the 

services offered to clients, due to potential conflicts of interest. However, with the narrowing of 

what could be received through bundled commissions, e.g. removing portfolio valuation 

services and dedicated telephone lines, soft-commission structures, using commission sharing 

agreements (CSAs), were now favoured (Ashurst 2014a, pp.5–7).  

6.2 Soft(commissions(

Soft commissions, often just referred to as CSAs, are widely used in the industry despite the 

current dubious attention (Ashurst 2014a, p.7). Following the Myners report in 2001 and the 

CP176 from the FSA in 2003, elaborated in section 7, the FSA responded with CP05/5, which 

was adopted in 2006 (FSA 2005). The consultation paper proposed a restriction on the use of 

dealing commissions to only involve execution and research services. The new rules also 

harmonised the regulation of bundled and soft commissions under the new term ‘dealing 

commission’ and sought to further encourage the industry to unbundle execution and research 

commissions. Previously, soft commissions had been under stricter control favouring the 

bundled model, which the FSA thought was the main reason why the latter was favoured (FSA 

2003). The FSA’s consideration appeared correct, as the industry responded with an increase in 

the use of CSAs (Heaney 2012, pp.14–15; Ashurst 2014a, p.5). In the US, a similar mechanism 
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is the Client Commission Arrangement (CCA). The main difference is that with CCAs the 

allocation of research commissions is agreed ex ante, while with CSAs the allocation is often 

done through a broker vote ex post (Scarth & Shah 2014, p.14). However, nothing restricts 

CSAs from including pre-agreed allocation instructions. 

A standard soft-commission arrangement involves the investment manager, the executing 

broker, and a third party that provides research services to the investment manager. This third 

party could be another broker or an independent research provider (Heaney 2012, p.15). 

Therefore, the investment manager has the option to choose the broker providing the best 

execution and the research provider(s) with the best research, i.e. indirectly supporting the best 

execution principle (Scarth & Shah 2014, p.16). Firms that use such arrangements often have a 

dealing commission policy and a CSA that maps the relationship between the involved parties 

(Ashurst 2014a, p.8). Therefore, the overall dealing commission is split between an execution 

rate and a research rate.  

Technically, a CSA could entail anything; it is simply a contract between the involved parties. 

In practice, the investment manager chooses brokers that support CSAs (CSA brokers), which 

the manager believes provide the best execution. When trades are executed, the broker retains 

the commissions corresponding to the specified execution rate, while the research commission 

goes into a CSA account on the manager’s behalf. This CSA account could be placed within the 

custody of the broker or an external company. The investment managers then instruct the 

custodian of the CSA account to whom the research commissions should be allocated to. 

Typically, this happens every quarter, and is often done through the use of a ‘broker vote’ 

mechanism, where investment managers decide who they believe has been the best research 

provider throughout the quarter (Heaney 2012, p.15). On the contrary, investment managers 

using bundled commissions would need to split orders among brokers to pay for research. For 

instance, if an investment manager wants to pay 10 per cent of his commissions to one broker 

for the research received, he or she would need to place orders corresponding to 10 per cent of 

the total order value with that broker. Thus, every time the investment manager needs to trade he 

or she could place 10 per cent of the order with the broker. In practice, this would not work, 

since the manager would have to split every order between, say, 10 different brokers. Instead, he 
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or she would have to keep track with the combined order value executed and then shift between 

brokers. Obviously, this demands some unnecessary administration compared with CSAs.  

Investment managers often have multiple CSAs demanding many resources to administer, 

which is typically solved by outsourcing the CSA activities to a CSA Aggregator, which then 

takes on the administration of research payments. Investment managers also often set budgets 

for research spend. This means that when the budget for the CSA account is reached, the CSA 

broker changes the commission to execution-only rates. By doing so, additional research 

commissions are no longer accumulated into the CSA account and the investment manager only 

pays for the execution. The structure of a CSA is illustrated in Figure 4.  

 

Figure 4: Commission Sharing Agreements 

Note: “Research commission” can be pre-agreed or retroactively distributed.  
Source: Ashurst (2014a, p.8), Scarth and Shah (2014, p.14) and AFME (2014, 
p.38) 

Commission unbundling was originally a UK regulatory initiative. However, throughout the 

past century its spread has accelerated both in terms of market share of total commissions and 

geographically throughout Europe. According to Scarth and Shah (2014, p.16) this has hap-

pened for three key reasons. First, it is indirectly supported by the best execution principle as 

mentioned above. Second, once investment managers become accustomed to the CSA structure 

they prefer the flexibility of allocating research spend between various providers which has 

expanded globally, since managers prefer similar operational platforms. Third, investment 
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managers in geographic locations where the use of CSAs is difficult, often caused by unintended 

tax considerations, find themselves at a competitive disadvantage. Therefore, these managers 

lobby the local regulator to allow CSAs, where the most recent example was the approval of 

CSAs by the Swedish FSA in October 2012 (Scarth & Shah 2014, p.16). CSAs are rapidly 

becoming the global commission standard. In 2013 they accounted for approximately 70 per 

cent in UK, 50 per cent in the rest of Europe, while CCAs accounted for approximately 40 per 

cent in the US. The growth in CSAs and CCAs between 2007 and 2013 is pictured in Figure 5.  

 

Figure 5: CSAs and CCAs growth as percentage of total commissions 

Source: Frost Consulting (2013, p.7) 

Figure 5 illustrates, as previously described, that the UK is the pioneer when it comes to the use 

of CSAs, why the figure also illustrates that the remaining Europe follows the development in 

the UK, which is reflected in Europe not having the same rate of diffusion of CSAs as in the 

UK. However, both areas experience a high level of growth in the use of CSAs as a percentage 

of total commissions. France was the second European country to introduce a structure similar 

to CSA in 2008 followed by Denmark, Germany, Finland and Sweden. Spain, Italy, Norway and 

Switzerland do currently not have CSAs1 (Heaney 2011, p.14).  

                                                
1 Heaney (2011) was published in 2011, so changes may have occured. CSA has for instance been adopted in Sweden after the publication of the 
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6.3 Recapture(and(directed(commission(

Bundled and soft commission structures are the most popular choices for commission allocation 

in Europe, although the prevalence of soft commissions varies between countries. Generally, 

countries that have not yet adopted CSAs tend to use bundled commissions (Healey 2015b). 

However, some larger clients, e.g. pension funds, prefer structures referred to as ’recapture’ and 

‘directed’ commission. 

In the directed commission structure the client instructs the investment manager to use certain 

brokers for a proportion of the trades. The client is said to direct the trades and thus the commis-

sions. The commissions are then rebated to the fund. Naturally, the client would only direct 

trades towards a broker with whom he or she has a particular relationship, e.g. the broker 

generally provides unique research and execution services to the client. The investment manager 

therefore acts on the instructions received from the client rather than discretionary as with the 

bundled and soft commission arrangements (Ashurst 2014a, p.9). Figure 6 illustrates the 

directed commission structure. 

 

Figure 6: Directed commission structure 

Source: Ashurst (2014a, p.9). 

In commission recapture the client appoints an intermediary to negotiate with one or more 

brokers so that the brokers pay a proportion of the commission they receive on the order flow 

sent via the investment manager. The intermediary then repays the client a proportion of the 

money received from the broker as a direct benefit to the client (Ashurst 2014a, p.9). This 

arrangement is pictured in Figure 7. 
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Figure 7: Directed recapture structure 

Source: Ashurst (2014a, p.9) 

Commission recapture and directed commission are regulated primarily by the inducement rules 

and has therefore emerged relatively untouched by the regulatory changes of the past few 

decades, which have been aimed at bundled and soft commissions. However, there have been 

indications that regulators were aware of the missing attention towards these directed arrange-

ments. The FSA took no direct action, but they felt that these structures placed pressure on 

investment managers and potentially created hidden cross-subsidies between a investment 

manager’s clients (Ashurst 2014a, p.8). Conversely, OXERA (economic consultants commis-

sioned by the FSA) suggested that the arrangements did not create a conflicts of interest 

between clients and their investment managers, since the clients benefit directly from the 

commission rebate (Ashurst 2014a, p.9). 

Some were wondering why the inducement rule was considered adequate in regulating directed 

commission and commission recapture, while it was found insufficient in regulating bundled 

and soft commissions. The reason was that the FSA considered the market failures of the latter 

two were too serious for this rule to suffice. The inducement rules of MiFID allow a firm to 

receive a wider array of services, e.g. seminars, external publications and data price fees etc., 

than the dealing commission rules in the UK. MiFID II has, however, reversed the position 

preventing investment managers from receiving any third party inducements apart from ‘minor 

non-monetary benefits’ (Ashurst 2014a, pp.10–11). 
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7 The(origin(of(unbundling(

The previous section has described the current regime and the general development in the use of 

commissions. Section 6.2 mentioned the Myners report. This report is known as the starting 

point for the idea of unbundling of research and execution and is therefore of great importance 

for the understanding of the origin and development of the principle behind unbundling.   

7.1 The(Myners(report(

The discussion of dealing commissions sparked following a review of the institutional invest-

ment market by Paul Myners in 2001. The review treats, amongst a broad range of other issues, 

the question of ‘bundling’ and ‘softing’ (Ashurst 2014a, p.4; IMA 2014, p.3). The review is 

based on the market for pension funds, but was found relevant for a much wider spectrum.  

Myners indicates in his review “broking commission, is subject to insufficient scrutiny. Clearer 

and more rigorous disciplines could be applied to these costs, which are substantial” (Myners 

2001, p.2).  The amount paid by pension funds in commissions to brokers for providing 

execution and research are similar to the amount paid for active fund management. The problem 

is that the treatment of these is very different to that of the fund management fee in two 

important aspects. The differences are that, albeit the commissions paid to the brokers are 

disclosed to the client, it is done in a way that is far from transparent. Myners did not find it 

relevant to calculate the total commissions paid by a fund during a given period. Disclosure of 

transactions to clients is not a document they are particularly interested in. The investment 

manager selects the firms to which commission is paid. The investment manager has a role of an 

agent for the institutional client. The client has no direct participation in the decision, and the 

process by which these commissions are negotiated is not transparent to the client. Myners 

found that there is an “priori case that this system creates an artificial bias for investment 

managers to have services provided by the sell-side, since the costs for these will not be 

scrutinised directly by the client” (Myners 2001, p.11).  

Myners further argued that the interest of the client would be handled significantly better if the 

client required the investment managers to absorb the cost of any commissions paid and the 

investment managers thereby was forced to treat the commissions as a cost of the business of 
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fund management, as they indeed are. This would force investment managers to attempt 

offsetting this additional cost through higher fees, which they would have to agree upon with 

their clients. The incentives would also change. The clients would have a more clear view of 

what they are paying to have their funds managed. Incentives for investment managers to 

manage fees would apply equally to all fees, as opposed to acting on some more than others. 

The investment managers would by themselves choose which services to buy and which to 

provide, and they would be represented by a two-sided interest. On one side they would wish to 

lower costs and on the other they would seek to achieve superior investment returns. This will 

breed a culture in which the investment managers only purchase the services needed to obtain 

such return. Under this model, any organisation that could add value through the provision of 

efficient and effective investment services will thrive, not depending on the size of the invest-

ment managers or broking businesses. Certainly, this model may appeal new service providers, 

promoting greater diversity of input and service (Myners 2001, pp.11–12, 95). 

Myners interpretation was that the payment of investment research and execution through 

bundled or soft commission arrangements represents a distortion in the market. The bundling of 

goods can be evidence of an uncompetitive market. Myners believed that his recommendation, 

as seen above, would likely cease the inefficiencies and complexities associated with practices 

such as soft commission and commission recapture. The review advised “that it is good practice 

for institutional investment management mandates to incorporate a management fee inclusive of 

any external research, information or transaction services acquired or used by the investment 

manager rather than these costs being passed on to the client” (Ashurst 2014a, p.5; Myners 

2001, pp.66, 96).  

The review by Myners provoked the former Financial Services Authority in UK (FSA) to act. 

The regulator thus published a consultation paper, CP176, in April 2003.  

7.2 Consultation(paper(CP176(from(the(FSA(

The FSA acknowledged in the consultation paper that the review by Myners and its findings had 

a direct bearing on client protection and market confidence objectives. The FSA therefore 

agreed to review how well the regulatory regime tackled the conflicts of interest and market 

distortions caused by bundled brokerage and soft commission arrangements (FSA 2003, p.3).  
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In their review the FSA found that up to 40 per cent of commissions paid by investment 

managers to brokers were used on other services than execution (FSA 2003, p.3). These services 

covered investment research and market information technology. The services were paid 

together with execution through bundled broking or soft commission arrangements. The 

commissions were charged directly to customers’ funds, transaction by transaction. This made 

the value of additional services obtained opaque and gave rise to the concern that investment 

managers could pass on some of their fund management costs to client funds with a minimal 

scrutiny. There was a significant level of conflicts of interest (FSA 2003, p.3,16).  

The FSA was concerned that bundled and soft commission arrangements created influential 

incentives that obscure the principal-agent relationship between a investment manager and its 

customers. The incentives also had a strong influence on the investment manager’s trading 

decisions and the routing of orders to brokers. It might have gone as far as the buying of 

additional services was a greater motivator for trading decisions than the quality of execution. 

The investment manager may have been induced to undertake volumes of trading motivated by 

a wish to obtain particular quantities of additional services instead of improving the perfor-

mance of their client’s fund. Correspondingly, brokers paid by commission had an interest in 

maximising their trading volumes (FSA 2003, p.4,9,17).  

It was almost impossible for the client to control the trading volume and commission level. In 

particular, this issue was seen in soft commission arrangements where the proportions of 

commission spend on other services than execution usually exceeded 80 per cent (FSA 2003, 

p.4). The FSA found that the control of these incentives arising from bundled and soft commis-

sion arrangement was weak and uneven. This should be seen in the context that the competition 

among investment managers was based on the mandate for the business and the size of the 

management fee instead of being based on commission costs. It was almost impossible to isolate 

the effect on performance of bundling and soft commission arrangements from any other factor. 

The FSA believed that it could be remedied with more disclosure (FSA 2003, pp.3–4, 9, 16–17).  

The FSA highlighted the theoretical advantages of bundling and soft commission arrangements. 

These benefits were found to be economies of scope in production, efficient pricing methods, 

and reduced transaction costs, since it would be cheaper to buy bundled instead of paying 

different suppliers. The FSA however emphasised that evidence for these benefits was uneven. 
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There was little economic justification for bundling trade execution with other services for 

which demand was fairly foreseeable and which had no direct connection to trading volumes. 

The FSA concluded that the theoretical economic benefits of bundling and soft commission 

arrangements were implausible to be realised and if realised they might not be significant. If 

economic benefits were realisable in practice and they were passed on to customers, the FSA 

viewed that changes to the regulatory regime may not prevent them from being realised (FSA 

2003, pp.18–20). 

The FSA provided two proposals to overcome the issues. The first proposal consisted of a 

limitation on the goods and services, beyond trade execution, that could be bought in the first 

instance with commission or order flow. The FSA proposed an exclusion of market pricing and 

information services from bundling and soft commission arrangements. The second proposal 

proposed that investment managers should not automatically pass through the cost of obtaining 

any other services in a bundle along with trade execution to its clients’ funds. The proposal 

especially applied to the use of commission to buy investment research. The FSA stressed, “this 

does not mandate unbundling by service providers, but focuses on greater transparency and 

accountability to fund management customers for the use of their funds” (FSA 2003, pp.4–5).  

The FSA believed that, on the contrary, their proposals left a possibility for the market to define 

what services should be offered and at what price. This should further support competition on 

the basis of need, quality and price, and should not differentiate unfairly against either sell-side 

or independent providers. The proposals should result in full cost transparency which impacts 

that the type of dealing arrangement would not distort the choice between independent and 

broker research. The investment manager would have greater interest in scrutinising more 

carefully its demand for, and the quality and price of, investment research products (FSA 2003, 

p.30). 

The consultation paper led to a wide range of discussions and to the early use of CSAs. These 

regulations were assembled and replaced with the introduction of MiFID in 2004.  



Page 26 of 169 

8 MiFID(in(general(

MiFID II is based on Directive 2006/73/EC. Directive 2006/73/EC is the implementing directive 

of the introducing Directive 2004/39/EC. These two directives are generally known as MiFID 

and they sought to construct an overall framework intended to protect investors. The rules of the 

implementing directive was meant to ensure a high level of integrity, competence and soundness 

between investment firms and entities that operate regulated markets or multilateral trading 

facilities (MTFs) and still complying with the aim of the introducing directive (MiFID level 2 

2006, p.1).  

MiFID was a part of the European Single Market Programme, which was intended to eliminate 

obstacles for cross border financial services within Europe. The programme should promote a 

competitive and level playing field among European Economic Area (EEA) trading venues for 

financial instruments and should ensure appropriate levels of protection for financial service 

consumers and investors across the EEA (Linklaters 2014b, p.1). 

The success of MiFID was not perfect, as all the intended consequences were not achieved. This 

was primarily a consequence of deviating implementations among the Member states. The 

deviation in implementation also caused variations in the level of documentation and evidence 

of compliance with the rules. MiFID II and MiFIR is an attempt to overcome the deficiencies in 

the implementation of MiFID, of which unbundling could be perceived as another step in the 

overall desire from the Commission concerning more transparency and investor protection. 

MiFID was a cornerstone in the making of the architecture to provide a harmonised regime for 

the conduct of securities business throughout the EU. Beside being based on previous directives 

MiFID also contained a number of significant changes in direction. MiFID was an attempt to 

create a single rule book to achive maximum harmonisation. The power was given to home state 

rules when performing cross border business (Ashurst 2014b, p.1). MiFID contained rules 

eliminating the monopoly of stock exhanges. Unfortunately, this led to less transparency for the 

individual investor, increased costs to the many markets and more high frequency trading 

(HFT). A higher level of market fragmentation was a natural consequence of these rules.  
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A wide set of political compromises were made when MiFID was agreed upon. These compro-

mises were yet another proof of more work would be necessary in the future if the scope of 

MiFID should be reached. MiFID II was therefore implicitly needed before MiFID had come 

into force (Ashurst 2014b, p.1). Furthermore, the financial crisis, onset in late 2007, demonstrat-

ed a range of weaknesses within the rules of MiFID. These weaknesses included a lack of 

transparency, particularly found in the market for non-equities. MiFID also needed to update to 

be aligned with the growing complexity of technology and financial innovation (Linklaters 

2014b, p.1). The Commission published a consultation paper regarding the changes needed to 

MiFID in December 2010. The consultation paper was followed by formal proposals for a recast 

Directive and for a new Regulation, MiFID II and MiFIR, in October 2011 (Linklaters 2014b, 

p.1). The regulation, MiFIR, provides stronger control in that there are no differences between 

the Member States’ implementation.  

The measures of MiFID II level 1 were an attempt to take the scope of MiFID into new areas, 

e.g. non-equities market transparency, regulatory product intervention powers and HFT controls. 

But just like MiFID, MiFID II holds its own peculiarities, and firms will need to figure out 

which aspects of the legislation that affect their specific business, as they may not be identical to 

the impact on their competitors (Ashurst 2014b, p.1). The attempt of taking the scope of MiFID 

into new areas can be difficult as it tries to apply similar regulation applicable to equities on 

non-equities despite substantive differences between the two product categories. Equity orders 

are driven with marketplaces where both private and institutional clients meet whereas fixed 

income quotes are driven where there are no multilateral markets but instead where the brokers 

functions as intermediary between buyer and seller.  

8.1 Level(1(of(MiFID(II(and(MiFIR(

MiFID II and MiFIR were published in the Official Journal on 12 June 2014 and came into 

force on 2 July 2014. ESMA published a consultation to collect feedback from stakeholders on 

the proposed technical advice and standards required for the implementation of MiFID II and 

MiFIR in May 2014. The consultation contained both a consultation paper on the draft technical 

advice and a discussion paper on the draft technical standards. The consultation period ended on 

1 August 2015. In December 2014, ESMA opened a consultation on the delegated acts, the 



Page 28 of 169 

regulatory technical standards (RTS) and the implementing technical standards (ITS). These 

three together form the level 2 legislation. The consultation ended on 2 March 2015. On 19 

December 2014, ESMA submitted their final technical advice to the Commission for considera-

tion in creating delegated acts for MiFID II and MiFIR. The Commission had three months to 

consider the technical advice and to adopt them as delegated acts. The Parliament or the Council 

could have prolonged the period with three months if they had any objections. ESMA submitted 

their final draft RTS to the Commission on the 28 September 2015 after extending the deadline 

for the delivery of these from July 2015 to September 2015. From the date of the submission the 

Commission has 3 months to consider the adoption of the RTS. The Parliament and the Council 

then have one month to object. They can however request for the period to be extended with two 

months (MSP 2015; PWC 2015).  

ESMA must submit final draft ITS and guidelines to the Commission no later then 3 January 

2016, but they are expected to be submitted in December 2015. The National Competent 

Authorities (NCAs), e.g. the FCA, the Danish Finanstilsyn etc., must no later than the 3 March 

2016 declare to ESMA whether they intend to comply with guidelines. The Commission then 

have one month to adopt the ITS. The Commission can extend the period with one month if they 

request it. The Parliament and the Council have no scrutiny period on the ITS (MSP 2015; PWC 

2015). Member States must transpose MiFID II into national law by 3 July 2016, 24 months 

after the entry into force of MiFID II, while MiFIR will have direct effect as a regulation and 

must be implemented exactly as written. MiFID II and MiFIR must generally be applied within 

Member States by 3 January 2017, 30 months after entry into force of MiFID II (Linklaters 

2014a; ESMA 2015c; MSP 2015). Table 1 provides a simplified overview of the timeframe for 

the process of MiFID II and MiFIR. 
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Table 1: Timeframe 

Time Activity 
Oct-11 Commission published proposals amending the MiFID framework and transmitted the 

proposed legislation (MiFID II and MiFIR) to the Council and the Parliament  
Jan-14 Agreement on MiFID II is reached in principle between the Parliament, the Commission and 

the Council 
Mar-14 The Parliament’s ECON Committee approved the final MiFID II and MiFIR level 1 texts.  
Apr-14 The Commission formally requested technical advice from ESMA concerning the delegated 

acts.  
May-14 ESMA conducted a consultation on the technical advice and standards. The consultation 

period closed on 1 August 2014. The consultation contained two parts; a consultation paper on 
the technical advice and a discussion paper on the draft technical standards 

Jun-14 MiFID II and MiFIR published in the Official Journal  
Jul-14 MiFID II and MiFIR came into force 
Dec-14 ESMA started a consultation on the delegated acts, the RTS and ITS. The deadline for 

responses was on 2 March 2015. ESMA also submitted final technical advice regarding 
investor protection to the Commission for consideration in creating delegated acts for MiFID 
II and MiFIR.  

Feb-15 Open hearing on Secondary Markets and Investor Protection  
May-15 ESMA wrote to the Commission to extend the deadline for submittion of the draft RTS and 

ITS  from July to September. The reason was to allow time for a legal review of the draft 
standards and to ensure compatibility with the level 1 text of MiFID II and MiFIR 

Sep-15 ESMA submitted final draft RTS to the Commission on the 28 September. The Commission 
has 3 months to consider whether to endorse the RTS 

Dec-15 The Commission must endorse or reject the final draft RTS submitted by ESMA in September 
2015. If approved the Parliament and the Council have an objection period. ESMA must 
submit final draft ITS and guidelines to the Commission no later then 3 January 2016 

Jul-16 MiFID II must be transposed into national law by the Member States 
Jan-17 MiFID II and MiFIR must be implemented no later than the 3 January 2017. 

Source: ESMA (2015c), Linklaters (2014b, p.1) and MSP (2015). 

The general purpose of MiFID II is to reduce systematic risk, strengthen the financial stability in 

the market by establishing full transparency in markets and by ensuring high levels of investor 

protection. This should be reached through new requirements on product governance, independ-

ent investment advice and cross-selling, the extension of existing rules to structured deposits and 

the improvement of requirements in several areas, including the responsibility of management 

bodies, inducements, information and reporting to clients, remuneration of staff and best 

execution (EC 2014, p.6; KPMG 2012, p.3).. The specific six main objectives of MiFID II and 

MiFIR exactly as stated in the mandate to ESMA are shown in Table 2. 
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Table 2: Main objectives of MiFID II and MiFIR 

Main(objectives(

1 
Improve the way capital markets function to the benefit of the real economy and 
deepen the single market in financial services 

2 
Establish a safer, more open and more responsible financial system, in particular 
by enhancing transparency 

3 
Enhance investor protection and restore investor confidence in the wake of the 
financial crisis 

4 Ensure the legislation keeps pace with the technological developments 

5 
Fulfil the Unions G-20 commitments, in particular in relation to derivatives and 
commodities trading 

6 
Strengthen the existing rules, harmonise sanctions and ensure effective cooperation 
between the relevant authorities.  

Source: EC (2014, p.6) 

MiFID II stipulates requests for the authorisation and the organisational rules relevant to 

different sorts of trading venues, including a new form of trading venue, intended to serve 

specifically for issuers of small and medium-sized enterprises (SMEs), and to “providers of 

market data and other reporting services, as well as the powers to be granted by Member States 

to NCAs, including the sanctions for breaches of the rules” (ESMA 2015c). MiFIR stipulates 

requirements on the disclosure of data and information regarding trading activity to the public 

and the disclosure of transaction data to regulators and supervisors. The requirements applies to 

a wide set of financial instruments. MiFIR further sets out rules concerning a obligatory trading 

of derivatives on organised trading venues and it provides product intervention authorities to 

supervisors at both EU and national level with the purpose of eliminating obstacles among 

trading venues and providers of clearing services to provide for more competition and explicit 

supervisory actions concerning positions in derivatives (ESMA 2015c). 

MiFID II and MiFIR introduced more than 15 new main provisions (ESMA 2015d). These 

provisions will not all be examined, as some of them are not within the scope of the thesis. 

Instead, some of the provisions from MiFID that are changed or updated in MiFID II and MiFIR 

will be elaborated. 

MiFID introduced requirements of best execution. The best execution regime was already in 

MiFID very comprehensive, but MiFID II extends the regime significantly by introducing 

several modifications for investment firms executing client orders. The new requirements are 
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that markets must distribute information on the quality of the execution delivered by their 

market. Investment firms using markets are with MiFID II required to summarise and afterwards 

publish, for each category of financial instrument, yearly material regarding the top five trading 

venues used by the firm (Ashurst 2014b, p.5; ESMA 2015d). This is to compare it with the 

information that is made available by different execution markets. MiFID II also introduces 

requirements on firms execution policy. “The execution policy must be provided in sufficient 

detail and in clear, easy to understand language” (ESMA 2015d). Investment firms are not 

allowed to receive any compensation for routing orders to a specific trading or execution venue 

if this contradicts with conflicts of interest and inducements rules (ESMA 2015d). The greatest 

challenge with last mentioned requirement is that it also applies to products with low liquidity 

and OTC products. The task of documenting best execution for these products, which are not 

traded on marketplaces, where there are no comparable prices and where there might only be 

one quoting a price, is very difficult.  

MiFID II and MiFIR introduces a requirement for investment firms to notify “their clients of 

whether or not their advice is being provided on an independent basis, whether the advice is 

based on a broad or more restricted analysis of different types of financial instruments and 

whether the investment firm provides the client with a periodic assessment of suitability” 

(ESMA 2015d). Investment firms are in MiFID II further obliged, on demand, to validate to the 

NCA that individuals delivering investment advice or information to clients have the necessary 

understanding and competence to do so. Investment firms offering independent advice must 

with the introduction of MiFID II evaluate an adequate range of financial instruments accessible 

on the market. The evaluated financial instruments must not be restricted to those issued or 

offered by the investment firms themselves or by any entities related to them (Ashurst 2014b, 

p.5; ESMA 2015d).  

MiFID contained requirements for “when a firm provides advice or discretionary management 

services it needs to get sufficient information from its customer to be able to demonstrate the 

suitability of the advice it is providing” (Ashurst 2014b, p.5). Suitability must with MiFID II be 

evaluated against a client’s knowledge, experience, financial situation and investment objec-

tives. The purpose of this collected information is for the investment manager to get insight into 

the client’s risk profile and the client’s ability to endure loss. The investment firm must inform 
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the client of the process and frequency of the suitability assessment. The investment firm must 

inform the clients on which basis a investment is recommended suitable for the specific client 

(Ashurst 2014b, p.5; ESMA 2015d). 

Investment firms are obliged in MiFID II to inform their client of the possibility to buy different 

components of package separately. The packages in concern are packages of investment 

services together with additional service or products, i.e. cross-selling. Investment firms are 

further required to validate and document the costs and charges of every component in a 

package together with providing information regarding the risks involved in those specific 

components and in the package as a whole (ESMA 2015d). MiFID II increases the demand for 

information regarding costs. MiFID II obligates investment firms to provide their clients with 

information on all costs and charges related to a given investment, ancillary or financial 

instruments. The investment firm must also aggregate the costs and charges in their information 

to the client, for the client to be able to completely understand the general cost as well as the 

aggregated effect on return of a given investment (Ashurst 2014b, p.6; ESMA 2015d).  

The updated legislation contains a ban on inducements independent advice and portfolio 

management. The content of this prohibition is that “investment firms that provide advice on an 

independent basis or provide portfolio management are banned from accepting or receiving fees, 

commissions or any monetary benefits paid or provided by any third party in relation to the 

provision of the services to clients” (ESMA 2015d). 

A new framework for the structure of the market was introduced with MiFID II and MiFIR. The 

intention of the new framework is to ensure that all trading occurs on regulated platforms and on 

a level playing field. The framework contains a introduction of two trading obligations. The first 

obligation concerns shares. These must be traded on MiFID II approved multilateral trading 

venues or by MiFID II new introduced systematic internalisers. Exempt from this obligation is a 

limited set of irregular or technical trades. The second obligation concerns derivatives, which 

are deemed eligible for clearing under the European Markets Infrastructure Regulation (EMIR). 

The derivatives must further have passed a liquidity test. These derivatives must only be traded 

on MiFID II approved multilateral trading venues. MiFID II establishes a harmonised EU 

regime for non-discriminatory access to trading venues and central counterparties (CCPs). The 

aim of the regime is to improve the conditions for the competition within trading and clearing of 
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financial instruments, which is deemed crucial for the integration of efficient and safe EU 

capital markets (Ashurst 2014b, pp.6–8; ESMA 2015d). 

8.2 European(Commission’s(mandate(to(ESMA(

ESMA is several times throughout the level 1 text of both MiFID II and MiFIR invited to 

provide technical advice on specific areas. The Commission formally requested ESMA for 

technical advice on possible delegated acts and implementing acts on the 23 April 2014 (EC 

2014). Relevant for the scope of this study is the mandate given on the basis of restrictions in 

MiFID II concerning the possibility for investment firms to receive third-party payments and 

benefits, which are classified as inducements. The restrictions are set out in MiFID II Article 24 

paragraph 13 and Article 16 paragraph 12 with reference to Article 24 paragraph 7, 8 and 9 and 

to Recital 74.  ESMA is invited to provide technical advice on the following three areas (EC 

2014, pp.25–26; ESMA 2014a, p.118). The mandate is provided in Table 3. 

Table 3: Mandate given to ESMA by the Commission 

Mandate(

1 

The conditions under which investment firms providing investment advice 
on an independent basis and portfolio management fulfil the requirement to 
not accept and retain any monetary or non-monetary third party fees 
commissions or benefits as well as on the definition and conditions for 
acceptable minor non-monetary benefits. 

2 

The conditions under which payments and non-monetary benefits, paid to 
or provided by investment firms providing all other investment or ancillary 
services, are not deemed to meet the requirement of enhancing the quality 
of the relevant service to the client. 

3 
Disclosure and organisational arrangements to be complied with by 
investment firms in order to meet the requirements set out in Article 24(7), 
(8) and (9). 

Source: EC (2014, p.26) 

The Commission notes that ESMA should take account of a list of principles when developing 

the technical advice. The complete list can be found in Annex I as only some will be highlighted 

in this section (EC 2014, pp.6–8). ESMA shall take into account the principles set out in the de 

Larosière Report and the Lamfalussy Report. In the de Larosière Report, conducted in 2009 by a 

committee led by Jacques de Larosière, the former French central bank governor, it was 
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suggested that a creation of a European Systemic Risk Council was needed. The Council, led by 

the European Central Bank, should collate and assess information about the financial stability in 

the market (NY Times 2009). The Lamfalussy report or process is the foundation of both MiFID 

II and MiFIR and it is established over the four-level regulatory approach recommended by the 

Committee of Wise Men on the Regulation of European Securities Markets, chaired by Baron 

Alexandre Lamfalussy. The principle of this process is the four levels (EC 2004, p.3). 
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Figure 8: The Lamfalussy process 

Source: EC (2004, p.16) 

Figure 8 illustrates the general Lamfalussy process. Specific for MiFID II and MiFIR the 

process is as follows; first level in the process is the construction of the big framework directive. 
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The Parliament and the Council adopt a directive in co-decision which contains framework 

principles and which empowers the Commission acting at Level 2 to adopt delegated acts or 

implementing acts.  The second level is were all the gaps in the framework directive is filled. In 

the preparation of the delegated acts the Commission will consult with experts appointed by 

Member States. At the request of the Commission, ESMA can advise the Commission on the 

technical details to be included in level 2 legislation. In addition, the level 1 legislation may 

empower ESMA to develop draft regulatory or implementing technical standards, which may be 

adopted by the Commission. These technical standards are subject to a right of objection by the 

Council and the Parliament.  At the third level ESMA also works on recommendations, guide-

lines and compares regulatory practice by way of peer review to ensure consistent implementa-

tion and application of the rules adopted at Level 1 and 2. The fourth level is the control level, 

where the Commission checks Member States’ compliance with the EU legislation (EC 2004, 

pp.3, 16; EC 2011b, p.1).  

Beside the de Larosière Report and the Lamfalussy Report ESMA needs to ensure that their 

technical advice do not “prevent a proper functioning of the internal market” (EC 2014, p.6) and 

ESMA also needs to ensure that their technical advice do not go beyond what is necessary to 

achieve the objectives of MiFID II and MiFIR. The technical advice given by ESMA must be 

comprehensive on all subject matters covered by the mandate. ESMA is also obligated, when 

preparing the advice, to ensure coherence within the wider regulatory framework of the 

European Union. ESMA are allowed to include advice, guidelines and recommendations that it 

finds relevant to accompany the delegated acts to ensure their effectiveness. ESMA’s technical 

advice shall take account of different opinions expressed by the market participants during their 

consultation thereof. The technical advice must contain sufficient and detailed explanations for 

the assessment done. The advice must furthermore be justified by identifying, where relevant, a 

range of technical options and evidence assessment of the cost and benefits. The analysis 

underlying the advice should be based on sufficient present factual data (EC 2014, pp.6–8). 

8.3 ESMA’s(draft(technical(advice((

ESMA emphasises a number of areas in MiFID and MiFID II before the actual analysis 

commences. The implementing Directive of MiFID specifies in Article 26 that all third party 
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payment has to improve the quality of the given service to the client (MiFID level 2 2006, 

pp.20–21; ESMA 2014a, p.118). ESMA points out that the aim of MiFID II is to strengthen the 

requirements in MiFID for third party payment and benefits. ESMA gives attention to recital 74 

and 75. Recital 74 implies that “all fees, commissions and any monetary benefits paid or 

provided by a third party must be returned in full to the client as soon as possible after receipt of 

those payments by the firm and the firm should not be allowed to offset any third-party pay-

ments from the fees due by the client to the firm. The client should be accurately and, where 

relevant, periodically, informed about all fees, commissions and benefits the firm has received 

in connection with the investment service provided to the client and transferred to him” (MiFID 

II level 1 2014, p.13; ESMA 2014a, p.119).  

Recital 75 implies that “when providing the service of investment advice on an independent 

basis and the service of portfolio management, fees, commissions or non-monetary benefits paid 

or provided by a person on behalf of the client are allowed only as far as the person is aware that 

such payments have been made on that person’s behalf and that the amount and frequency of 

any payment is agreed between the client and the investment firm and not determined by a third 

party” (MiFID II level 1 2014, p.13; ESMA 2014a, p.119).  

Regarding a investment manager’s obligation when performing portfolio management and 

investment advice on an independent basis, ESMA emphasises Article 24 paragraph 7 and 8. 

These state that “when an investment firm provides investment advice on an independent basis 

or portfolio management, it shall not accept and retain fees, commissions or any monetary or 

non-monetary benefits paid or provided by any third party or a person acting on be- half of a 

third party in relation to the provision of the service to clients. Minor non-monetary benefits that 

are capable of enhancing the quality of service provided to a client and are of a scale and nature 

such that they could not be judged to impair compliance with the investment firm’s duty to act 

in the best interest of the client should be clearly disclosed and are excluded from this provi-

sion” (MiFID II level 1 2014, p.58; ESMA 2014a, p.119).  

Regarding all other investment services, ESMA emphasises Article 24 paragraph 9 in which it is 

stated: “investment firms are not regarded as fulfilling their obligations under Article 23 or 

Article 24(1) where they pay or are paid any fee or commission, or provide or are provided with 

any non-monetary benefit in connection with the provision of an investment service or ancillary 
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service, to or by any party except the client or a person on behalf of the client, other than where 

the payment or benefit: a) is designed to enhance the quality of the relevant service to the client; 

and  b) does not impair compliance with the firm's duty to act honestly, fairly and professionally 

in accordance with the best interest of its clients.  The existence, nature and amount of the 

payment or benefit referred to in the first subparagraph, or, where the amount cannot be 

ascertained, the method of calculating that amount, must be clearly disclosed to the client, in a 

manner that is comprehensive, accurate and understandable, prior to the provision of the 

relevant investment or ancillary service. Where applicable, the investment firm shall also inform 

the client on mechanisms for transferring to the client the fee, commission, monetary or non-

monetary benefit received in relation to the provision of the investment or ancillary service” 

(MiFID II level 1 2014, p.59; ESMA 2014a, pp.119–120).  

ESMA’s analysis is based on the featured articles and recitals. Based on recital 74 ESMA 

analyses that investment firms may not accept and retain fees, commissions or any monetary 

and non-monetary benefits paid or provided by a third party but they may still consider financial 

instruments with the traditional remuneration model. Under such a remuneration model, the 

issuer pays a commission, fee or monetary benefit to the investment firm supplying the product 

but it is also clear that the investment firm must return to the client any monies received from 

third parties in full as soon as possible after receipt (ESMA 2014a, p.120).  

The majority of the analysis deals with the definition and processing of minor non-monetary 

benefits. These benefits are allowed if they are capable of enhancing the quality of service and if 

they do not prevent compliance with ensuring the client’s best interest. ESMA considers the 

potential for research to be a permissible minor non-monetary benefit for investment managers 

and independent investment advisers. ESMA highlights that research is often received from a 

broker with whom the investment manager execute client orders. ESMA advices that for 

research to be acceptable it must be proposed for wide distribution, so that it is expected to 

become available to several persons, or for the public at the same time, e.g. simultaneously 

widely distributed research or information on a single financial instrument or generic economic 

commentary. ESMA contemplates that any research that involves a third party allocating 

valuable resources to a specific investment manager would not constitute a minor non-monetary 

benefit (ESMA 2014a, pp.120–121). ESMA also advises that all research that is either tailored 
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or bespoke in its content or rationed in how it is distributed or accessed cannot be accepted as a 

minor non-monetary benefit. Tailored and bespoken research includes privileged access to 

research analysts, e.g. face-to-face meetings or conference calls, bespoke reports or analytical 

models, investor field trips, or services linked to research such as corporate access and market 

data services. Investment managers are allowed to acquire third party research if the payment is 

unbundled from any execution and the investment manager is further obliged to have a clear, 

separate contractual agreement with the broker including a reasonable level of payment for that 

service (ESMA 2014a, pp.121–122).  

In their analysis, ESMA acknowledges that their definitions and treatment of investment 

research will create an un-level playing field in comparison to the activity of collective portfolio 

management, which is not stated as an investment in MiFID II. As a result, ESMA recommend 

the Commission to consider the possibility of aligning the relevant provisions that fall under 

Undertakings for Collective Investments in Transferable Securities (UCITS) Directive and 

Alternative Investment Fund Managers Directive (AIFMD) with the MiFID II implementing 

requirements on this issue (ESMA 2014a, p.122).  

ESMA advises the Commission “to introduce an exhaustive list of non-monetary benefits that 

can be considered to be minor and are therefore acceptable. All such benefits should only 

qualify as minor when they are reasonable and proportionate and of such a scale that they are 

unlikely to influence the recipient’s behaviour in any way that is detrimental to the interests of 

the relevant client [...] This list should include the following benefits: information or documen-

tation relating to a financial instrument (including financial research) or an investment service. 

This information could be generic in nature or personalised to reflect the circumstances of an 

individual client;” (ESMA 2014a, p.123). 

ESMA also advises the introduction of a non-exhaustive list. The list should be concerning the 

circumstances in which the NCAs should consider when determining whether the quality 

enhancement test is met. ESMA defines that a fee, commission or non-monetary benefit should 

not be assumed to enhance the quality of a service to a client if the payment is used to pay for or 

to provide goods or services that are essential for the recipient firm in its regular course of 

business. Neither should it be assumed to enhance the quality if the payment directly benefits 

the recipient firm, the firm’s shareholders or employees without any substantial benefit or value 
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to the client. Investment firms should keep an internal list of commissions, fees and non-

monetary benefits accepted from a third party in relation to the provision of investment or 

ancillary services and record how the investment firm uses or intends to use the commissions 

and fees in order to enhance the quality of the services provided to its clients (ESMA 2014a, 

pp.123–124). 

9 Concerns(about(ESMA’s(draft(technical(advice(

ESMA published a consultation paper, as already mentioned, with their draft technical advice 

for MiFID II and MiFIR. The object of this was to conduct a hearing concerning the technical 

advice and the implementation into MiFID II level 2. Section 2.15 of the consultation paper was 

particularly relevant with respect to the treatment of research.  

In this section four questions were asked. ESMA invited to respond to the questions in the 

consultation paper, in particular all stakeholders involved in the securities markets, primarily the 

competent authorities and firms subjected to MiFID II and MiFIR (e.g. investment firms and 

credit institution performing investment services and activities), trade associations and industry 

bodies, institutional and retail investors and their advisers, and consumer groups, as well as any 

market participant (ESMA 2014a, pp.2, 118). 

ESMA encouraged the respondents to respond only to the question stated, that the responses 

should contain a clear rationale and the respondents were very welcome to inform ESMA about 

any alternatives that ESMA should consider. With a total of 245 questions in the consultation 

paper not all questions were relevant to every respondent. The respondents were therefore 

encouraged to answer the questions relevant to their business, interest and experience (ESMA 

2014a, p.2).  

In total, 249 respondents submitted their respond before the deadline on 1 August 2014. Out of 

all respondents, 93 did not answer the relevant four questions and 46 of the remaining responses 

were out of scope of this study. Thus, 110 responses were found relevant. The distributions of 

the responses are shown in Figure 9.  
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Figure 9: Distribution of responses to ESMAs consultation paper 

Source: Annex II  

Among the 110 relevant responses, there were several similar responses, since some respondents 

were members of an organisation and these members submit the same answers as the organisa-

tion. In addition, among the 110 respondents, 50 were part of an organisation. The largest 

organisation represented was The Association Française de la Gestion Financière (AFG) with 25 

members. Thus, AFG accounted for approximately 23 per cent of the 110 relevant responses, 

see Figure 10 on page 45. An interesting fact is that only 7 per cent of the relevant respondents 

agreed with the draft technical advise from ESMA, leaving 93 per cent that argued against the 

proposal. 

The main purpose of MiFID II and MiFIR was to ensure investor protection and transparency 

(ESMA 2014a, p.2). This purpose is supported by several of the respondents. About a quarter of 

the respondents indicated in their responses that they acknowledge the need for or support more 

transparency. The respondents supported the idea of clear rules on inducements with the purpose 

of increasing transparency and to lower potential conflicts of interests. Some respondents go as 

far as to saying that there is a widespread lack of transparency. The lack of transparency can for 

instance be seen in pricing, the over-supply of low quality research and in a lack of budget 

control over research payments. Even though they acknowledged the need for transparency, the 
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respondents did not agree with ESMA’s proposal (AFME 2014, p.55; Euro IRP 2014, p.17). 

Although respondents supported the increased transparency, several respondents believed that 

there was no evidence for ESMA's proposal to increase investor protection as desired.  

AMAFI (2014, p.54) stressed that to categorise research as a benefit was not correct and it has 

not been demonstrated by ESMA why such a categorisation would improve investor protection. 

BVI (2014, p.28) further noted that such a categorisation of research might have a significant 

impact to the market in practice, which would as well be detrimental to investors, e.g. higher 

fees for research and lower quality of research resulting in a negative impact on performance 

and generally less informed investors (AIMA 2014, p.30).  

The current model with bundled services enables investment managers to negotiate better prices 

with the brokers. With unbundling investment managers are forced to negotiate separately on 

research, which possibly leads to an increase in the overall costs passed on to clients. Brokers 

providing research as a complete package might not be willing to separate research from the 

package. This forces the investment manager to engage a separate broker to provide research 

only. The existing broker will probably not reduce its commission for not having provided 

research. Such an increase in costs would inevitably be passed on to the investment managers’ 

clients, contrary to the, by ESMA, stated objective of enhancing the interest of clients (MFA 

2014, p.24). 

Should research be defined as an inducement, as proposed by ESMA, it would end up becoming 

a product only available to larger investment firms. This is a result of the increase in cost and 

the decrease in providers. The investment managers will have more difficulty obtaining high 

quality research. Portfolio managers not able to pay for research would have to rely on public 

ratings resulting in an increase in the dependency of rating agencies. Investors are better of with 

more rather than less information because a high level of quality information results in more 

efficient markets. In general the respondents predicts an increase in the systemic risk (AFG 

2014, p.27; AXA 2014, p.18; ICI Global 2014, p.23). It would impact all investors, however, 

smaller retail clients who do not have the financial resources to pay for personalised advice 

would be hit the hardest. The cost of the advice may be too high for the retail investor compared 

to what amount the investor plans to invest. The risk is that these investors makes unwise 

investments (AFIC 2014, p.18; ALFI 2014, p.24; ASPIM 2014, p.30).  
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As seen above, there was a general uncertainty about the evidence behind ESMA’s draft 

technical advice. This appears clearly when over half of all respondents in their responses 

indicated that they do not believe that the impact on the market has been fully assessed, 

including the uneven playing field between MiFID managers on one hand and UCITS managers 

and AIFMD performing collective portfolio management on the other. Blackrock (2014, p.25) 

specifies that the changes suggested by ESMA should have been undergone careful analyses of 

its possible impacts and by valid conclusions that its benefits outweigh its costs. ESMA advised 

that the Commission should retrofit the UCITS and AIFMD Directives so that they are aligned 

with ESMA’s technical advice.  The respondents against ESMA’s proposal strongly objected 

that a proposal of this magnitude, cutting across no less than three key European Directives, 

without it being mentioned at Level 1 should not be introduced by ESMA at Level 2. ESMA 

should instead refer the entire issue to the Commission for more in-depth impact assessment and 

industry consultation (ALFI 2014, p.20; ICI Global 2014, p.20). 

Besides a concern about the lack of analysis of the market impact the respondents also empha-

sised a concern regarding the separation and definition of the two types of research used by 

ESMA. ESMA intended to differentiate between research that should be classified as minor 

non-monetary benefits and non-minor non-monetary benefits. This should be done by distin-

guishing between ‘personalised’ research and ‘tailored and bespoke’ research. However, it is not 

clear to the respondents how to distinguish the two types (AFG 2014, p.26; VIM 2014, p.18). 

ESMA described in their consultation paper personalised as “information or documentation 

relating to a financial instrument (including financial research) or an investment service. This 

information could be generic in nature or personalised to reflect the circumstances of an 

individual client” (ESMA 2014a, p.123) and tailored or bespoke was described as “any research 

that is tailored or bespoke in its content or rationed in how it is distributed or accessed would be 

of a scale and nature such that its provision is likely to influence the recipient’s behaviour and 

cannot be a minor non-monetary benefit” (ESMA 2014a, p.121). AFG (2014, p.26) highlighted 

the importance of a further clarification of the difference between the two types and why 

research defined as tailored and bespoke would impair clients’ best interest. 

It was not just scepticism about the lack of analysis on the market impact that takes up the 

answers from the respondents there was also a general reluctance against an exhaustive list of 
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minor non-monetary benefits. The argument against the list was that it was not foreseen in the 

Level 1 Directive. The opponents further argued that the assessment of what is a tolerable non-

monetary benefit should be qualitative and performed by the firm itself. The assessment should 

be done with respect and in context with the services provided by the firm and the general 

nature of the firm’s clients. An exhaustive list prevents the impacted firms in adapting with new 

market practices. Some of the opponents suggested a non-exhaustive and indicative list of 

potential legitimate benefits. The types of benefits that would be permissible as non-monetary 

benefits should inhabit the list (AFIC 2014, p.17; AIMA 2014, p.30). 

As seen above, there is general concern regarding ESMAs proposal. In the following, a list of 

arguments against ESMAs draft technical advice will be elaborated on. These arguments are 

categorised under three main headings and they are considered crucial, since they are indicated 

by most of the respondents.  

9.1 Research(is(in(the(best(interest(of(the(client(

Several of the respondents against ESMA’s proposed definition of research as an inducement 

argued that research is in the best interest of the client. This argument was stated by approxi-

mately 60 per cent of all the respondents arguing against ESMA’s proposal. Among the 

respondents who used that particular argument are members of AFG and The Association for 

Financial Market in Europe (AFME). The members of AFG and AFME together accounted for 

45 per cent of the 60 per cent. Figure 10 shows the distribution of this argument among associa-

tions.  
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Figure 10: Distributions of responses by associations 

Source: Annex II 

The essence of this argument was that the current way research is paid is not in any way against 

the interest of the client but, on the contrary, in the best interest of the client (AFG 2014, p.26). 

At this point it is common practice for investment managers to settle higher execution rates. By 

doing so it allows the investment manager to acquire higher value research from a given broker. 

AFG (2014, p.26) argued that the competition between investment managers is exceptionally 

high and it would therefore be self-defeating for a investment manager to trade more than the 

ideal level or to trade at a rate too high. AIMA (2014, p.28) supports this statement and further 

argued that as a result of the high level of competition investment managers are relatively 

sensitive to the overall level of dealing commissions, since a rise in spending on dealing 

commission would result in a strain on performance, however, research that advises profitable 

trading strategies would improve performance. Research directly supports the investment 

manager when making investment decisions and is to the advantage of the client (AIMA 2014, 

p.28).  

ICI Global (2014, p.24) argued that a bundled regime gives investment firms a degree of 

flexibility and discretion according to the valuation of and payment for research, which helps to 

ensure that investment managers only fetch value-for-money research. Research providers also 

bear the fixed expenses related to research and investment managers are therefore able to switch 

AFG AFME AXA BVR FECIF No organisation 
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research providers without downside financial risk, which benefits investment firms and 

investors. Hence, investment managers can take advantage of a large amount of research and 

only pay for what they find useful. Finally, ICI Global (2014, p.24) believed that a fixed price 

structure may result in a reduction of research available to managers, thus having an adverse 

impact on the investment decision-making process, which would not be in the best interest of 

investors.  

When arguing against ESMA’s proposal several of the respondents argued that ESMA has 

defined research incorrect. In addition, opponents argued that research is not an inducement 

neither a minor non-monetary benefit as defined by ESMA (Annex II). 

9.1.1 Defining(research(as(an(inducement(

The definition of research was done at two levels. The first level concerned whether or not 

research should be defined as an inducement and thereafter the second level concerned whether 

research should be considered to be a minor non-monetary benefit or not.  

In total, 60 per cent of the opponents to ESMA’s proposal argued that research should not in any 

way be viewed as an inducement. The opponents argued that for research to be an inducement, it 

has to be a benefit that the investment managers are banned from receiving when it is not of a 

minor nature. The opponents fundamentally disagreed with that classification of research. 

AFME (2014, p.55) further noted that research is a service that is charged and paid for. They 

viewed research to be a permissible service. Therefore, remunerating research through dealing 

commissions should be allowed. Portfolio managers have no interest in receiving research apart 

from when they are using it in the process of making investment decisions in the underlying 

clients’ portfolios (Kepler Chevreux 2014, p.17; Exane 2014, p.20).  

Even though it can be discussed whether external research is a benefit for the investment 

manager rather than the managed portfolio, research does not amount to a benefit that is likely 

to influence the behaviour of the investment manager and therefore it is not an inducement 

(BlackRock 2014, p.25). AFG (2014, p.29) even noted that defining research as an inducement 

and banning all inducements on investment advice would have a significant negative impact on 

investor protection. 
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If research were classified as an inducement it would indicate that the European legislator 

wishes to radically reform the European research market. The opponents indicated that such 

changes would be above and beyond the requirements of the most stringent and tested regimes. 

The opponents believed that the legislators did not intend such large scale reform using the rules 

on inducements (BlackRock 2014, p.25). A review of the legal counterargument to ESMA’s 

definition of research and their interpretation of level 1 will be addressed in section 9.2. 

The opponents argued that no evidence suggested that research in any way induces a investment 

manager to trade at the cost of the quality of the execution and thereby the client. If the invest-

ment manager was induced by the research an acted like described it would result in higher costs 

being borne by the portfolio and thereby reducing the performance of the portfolio. The 

investment managers’ remuneration as a percentage of net asset value (NAV) is directly linked 

to performance so that a reduced NAV as a result of higher costs leads to reduced margins for 

the investment manager. The opponents argued further that if the investment managers self 

interest is not enough, then these behaviours is also managed through conflicts of interest and 

best execution policies (BlackRock 2014, p.25). 

In case research should be considered to be an inducement it should not be considered to be a 

minor non-monetary benefit. There is a total of 65 per cent of the relevant respondents who 

argued that research is not a minor non-monetary benefit. Of the 65 per cent an entire 68 per 

cent also argued that research is not an inducement. Exane (2014, p.21) additionally argued that 

a categorisation of research as a benefit, minor or non-minor, solely based on a broad dissemina-

tion criteria is not accurate. Research should not be categorised as a benefit if it is paid for by 

means of an allocated, transparent and arm’s length share of dealing commissions agreement. 

Whether or not the investment manager allocates the payment for research to his overhead costs 

or passes it on to his client should not change the definition of research as a service and not a 

benefit (UBS 2014, p.33). To be categorised as a benefit research must be provided for free or at 

least at undervalue and research is the opposite, it is an ancillary service that is not free (AEB 

2014, p.36; AMAFI 2014, p.53). 

If the European legislator considers research to be a benefit then, in the utmost case, research 

can be considered to be a minor benefit. The quantity of bundled commissions paid to the 

financial industry is lower  than the amount of portfolio management fees paid by investors. If 
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the execution commissions are deducted from the total dealing commission, it shows that fees 

paid for research are even lower compared to the total portfolio management fees (Exane 2014, 

p.21).  

As previously indicated, several of the respondents argued that research is already covered by 

policies concerning conflicts of interest and best execution. 

9.1.2 Already(covered(by(conflicts(of(interests(and(best(execution(

More than a third of the relevant respondents argued that research already is and should remain 

exclusively and rightly ruled by the ”conflicts of interests” regulation, as this regulation 

provides full transparency to the investor and gives the investor protection against conflicts of 

interests (AFG 2014, p.27).  Commissions should not be viewed as a possible inducement 

between broker and investment manager but rather be seen as a potential conflicts of interest 

between the investment manager and its client. The risks connected with paying commission for 

research are that the investment manager possibly overpays for research to the detriment of its 

clients or that the investment manager unfairly allocates research between its clients. This is 

why investment managers traditionally have handled commissions for research under the 

conflicts of interest policies (ALFI 2014, p.20). If there are forced changes to how the invest-

ment manager must handle commissions for research then it would be more difficult to compare 

the relative costs on a global basis, since European investment managers’ cost methodologies 

will be different from the way the rest of the world charges and discloses costs (AFME 2014, 

pp.62–63). 

AMAFI (2014, p.55) stresses that the rules of conflicts of interests and best execution, which are 

also applicable to investment managers, ensure that the interests of the clients are not in any way 

harmed. This is the case even though a investment manager or the investment firm potentially 

are induced to conduct order flows to brokers that delivers the most value-added research, at the 

expense of given execution. The rules of conflicts of interests and best execution was already 

part of the rules in MiFID and is therefore already functioning (AMAFI 2014, p.55; FBF 2014, 

p.24).  
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An important part of a investment managers responsibility is to exercise significant attention to 

ensure that the research spend on a portfolio is appropriate in terms of both the level used and 

the quality of the research received. The investors always have the right to ask the investment 

manager for information related to the approach retaining research, execution fees and in the use 

of dealing commissions to pay for research. The investment manager is obligated to inform 

clients the costs that occurs as a result of general portfolio management – the fiduciary duty of 

the investment manager (AIMA 2014, p.28; ICI Global 2014, p.18) 

The respondents argued that the amount of revenue available for purchasing research will be 

reduced significantly if the EU legislator defines research as proposed by ESMA and thereby 

prohibit the use of dealing commission to pay for research. This will have a negative impact on 

the amount and, more importantly, the quality of research available to the European investment 

managers. The investment manager is obliged to find alternatives to the way of paying for 

research. The alternative ways is likely to include an increase in management fees to cover the 

costs, research payment trough own operating expenses or charging funds separately. The 

increase in management fees may arise from value added tax (VAT), which are passed on from 

research providers providing research as a separate business (AFME 2014, p.61; MFA 2014, 

p.25). The charge of VAT for independent research is elaborated in section 9.3.1.5. 

As previously stated above, investment managers purchase research with the aim of improving 

their investment decisions. A decline in the amount and quality of sell-side research will have a 

significant negative impact on investor returns. Attempts to replace this lost coverage by the 

buy-side will result in duplication and lose the benefits of economies of scale inherent in the 

existing model. This will further result in rise in the investment managers’ internal costs. A rise 

in the investment managers’ internal cost will over time lead to an increase in fees and less 

transparency around the cost of research. The investor costs will increase and the returns will 

decrease (AXA 2014, p.17; Investment Advicer Assoc. 2014, p.6). 

The opponents to ESMA’s definition of research argued, as seen above, that ESMA’s proposal 

does not ensure a more fairly distribution of costs. ESMA wished to ensure that investors are not 

charged more than what they actually consume and that there is only used and, more important-

ly, charged for the amount of research needed to reach the investment objectives of the investor. 

The opponents argued that the proposed changes from ESMA is unlikely to obtain the wish of 
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ESMA because nothing in the proposal ensures that the costs, the investment managers will bear 

directly, will be reallocated to the underlying portfolios more fairly than it is done today 

(AMAFI 2014, p.55).  

9.2 Beyond(MiFID(II(level(1(

Another argument against ESMA’s proposal regards whether ESMA’s technical advice was 

legally based in MiFID II level 1. This argument is very important and it was raised by more 

than 60 per cent of the respondents. The respondents argued that nothing at level 1 or in the 

Commission’s mandate indicates that level 2 measures should be established on research as an 

inducement. The respondents were concerned that the essence of MIFID II Level 1 is not 

respected concerning the inducement question. The EU legislator had decided to allow both 

commission-based and fee-based advices, the technical advice from ESMA concretely closed 

the door to commission-based advice (AFG 2014, p.26,29). They argued that the absence of 

detailed consideration of the treatment of investment research as an inducement or non-

monetary benefit suggests that the Commission had no intention of introducing the limitations 

on research now suggested by ESMA (AXA 2014, p.17). The Commission constructed an 

impact analysis in October 2011. This analysis contains neither non-monetary benefits nor 

research, and only states that, with respect to a ban on inducements for investment managers, the 

Commission expects overall one-off cost implications of about €131 million, and on-going costs 

of €3.7 million (ICI Global 2014, p.20; EC 2011a, p.55).  

The respondents argued that nothing in the mandate, presented in Table 3 on page 33, shows 

that research was intended to be part of it. They argued further that the importance of research in 

the industry implies that the Commission had no intention of including research in the mandate 

otherwise it would have been clearly specified (Exane 2014, p.19; ESMA 2014a, p.118). Article 

24(13)(d) of MiFID II authorised ESMA to adopt delegated acts that include “the criteria to 

assess compliance of firms receiving inducements with the obligation to act honestly, fairly and 

professionally in accordance with the best interest of the client” (MiFID II level 1 2014, p.60).  

In this regard, the Commission only requested for a definition and circumstances for acceptable 

minor non-monetary benefits. ESMA was not authorised to offer a definitive list of all the items 

that belong to the category (AFME 2014, pp.54–55; BVI 2014, p.27). 
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Another part of the argument was that a prohibition on the use of broker commission to pay for 

research was not a crucial part to be measured under the inducement rules anywhere in the 

MiFID II Recitals. To the contrary, Recital 74 singled out for attention “fees, commission or any 

monetary and non-monetary benefits from third parties, and particularly from issuers or product 

providers” (MiFID II level 1 2014, p.13). ALFI (2014, pp.19–20) argued that Recital 74 placed 

an inducement ban exclusively in the context of product distribution to investment managers 

and did not mention the possibility of a ban on using broker commission to pay for research for 

investment managers. Recital 74 of MiFID II showed that limitations on inducements were 

primarily regarding the distribution and placing of financial products to clients. The purpose was 

to avoid investment managers being inappropriately influenced in their investment decisions by 

receiving and retaining benefits from product providers and issuers. Additionally, the content of 

Article 24(13)(d) did not mandate ESMA to list the inducements that are considered legal and 

creating an exhaustive list of minor non-monetary benefits is consequently not amenable with 

MiFID II level 1; in fact investment research was not mentioned anywhere in MiFID II except in 

Annex I, in where research was listed as an ancillary service (MiFID II level 1 2014, pp.60, 133; 

AMAFI 2014, pp.53–54, 56).  

The respondents further supported their argument by stating that the needed amendments of 

UCITS and AIFMD demonstrate that ESMA’s technical advice goes beyond the intention of 

MiFID II level 1. ESMA identified the necessity for its proposals to be applied to investment 

funds under the UCITS and AIFM Directives, as well as to separate accounts managed under 

MiFID. The respondents were concerned that if the proposed changes by ESMA are not 

introduced consistently for all types of portfolio at the same time it would cause massive 

complexity for investment management firms in operating different research and dealing 

regimes for MiFID portfolios on one hand and UCITS and AIFM portfolios on the other hand 

(AXA 2014, p.17). The Managed Funds Association (MFA) (2014, p.27) stresses that the 

amendments to these parts of legislation, being EU primary legislation, would take a considera-

ble amount of time to materialise. The advice from ESMA to the Commission to retrofit the 

UCITS and AFIMD in order to align them with their proposals illustrates a significant lack of 

consideration at Level 1 and merely again illustrates the fact that the Commission did not 

consider a ban on using broker commission to pay for research (ALFI 2014, pp.19–20; 

BlackRock 2014, p.25). 
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The respondents noted that if the Commission were to advise an exhaustive list it would danger 

the omission of items that would otherwise be legitimate based on the criteria set out in the 

Directive, without there being any consistent procedure for making additions to the list on an 

continuous basis (AIMA 2014, p.30). ALFI (2014, pp.19–20) argues that an exhaustive list both 

fails to implement the inducements rules set out at Level 1 by imposing an artificial ‘exhaustive’ 

restriction, and effectively rules out both ESMA’s and each NCA’s ability to add to or change 

the list to reflect future changes in industry practice, stripping the policy of appropriate flexibil-

ity. The respondents proposed instead that there should be created a non-exhaustive and 

indicative list of potentially legitimate benefits. The list should be populated by the types of 

benefit that, assuming the “enhancement of quality" and "scale and nature" tests are fulfilled, 

would be acceptable as non-monetary benefits (AIMA 2014, p.30). 

9.3 The(impact(on(markets(and(competition(

Many respondents argued that the unbundling of research and execution would have a huge 

impact on the competitive landscape. More specifically, they stated that it would affect the 

European firms’ competitiveness compared with firms based in the US and Asia and the overall 

market efficiencies, e.g. how funding is allocated to firms in Europe, emphasising a potential 

impact on SMEs. 

9.3.1 International(competition(

Investment management is a highly competitive global industry that currently operates under 

similar regimes across European, American and Eastern markets. Being highly competitive, the 

industry contains investment firms of all sizes including national, international, multinational 

and global firms. Out of the 249 responses, 70 argued that ESMA’s proposal would create an 

un-level international playing field affecting firms differently according to their size and 

business structure. Generally, respondents argued, e.g. SIFMA (2014, p.21), that prohibiting 

dealing commissions to obtain research will place European investment firms at a disadvantage 

compared to firms based in the US and Asia. However, this is largely dependent upon the nature 

of the investment managers’ business internationally (IMA 2014, p.18), i.e. where investment 

funds or clients are located. 
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9.3.1.1 American(and(Asian(regimes(

The American financial industry is regulated by the Securities and Exchange Act of 1934 

(SEA), which permits investment firms to charge higher execution rates in exchange for 

research insofar that the “person determined in good faith that such amount of commission was 

reasonable in relation to the value of the brokerage and research services provided” (SEA 2012, 

p.351). The Securities Industry and Financial Markets Association argued that the legal 

framework and the use of CSAs has operated seamlessly for almost a decade and together they 

help to enhance the quality of services that US money managers provide to their clients (SIFMA 

2014, p.21). Additionally, pursuant to an interpretive release of the SEA issued in 2006 recog-

nises that “eligible research” can be purchased using dealing commissions, also known as soft 

dollars, where “meetings with corporate executives to obtain oral reports on the performance of 

a company” (SEC 2006, p.28) is included together with e.g. research-related seminars or 

conferences, software providing analyses of securities portfolios (MFA 2014, p.26). 

Concerns were also raised about unintended consequences due to discrepancies between the US 

Investment Advisor Act of 1940 (IAA) and unbundling. According to the IAA under the 

definition of “investment advisor”, any broker or dealer whose performance of relevant services 

(e.g. advising through publication or writings), “is solely incidental to the conduct of his 

business as a broker or dealer and who receives no special compensation therefor” (IAA 2012, 

p.3). According to the MFA, it is generally understood that “hard dollar” payments (i.e. the 

result of unbundling) would probably constitute a “special compensation”, which may require 

US broker-dealers to register with the SEC as an investment advisor (MFA 2014, pp.26–27). 

The word ‘broker-dealers’ simply refers to brokers and dealers in the US, where most of these 

must register as broker-dealers with the SEC in order to operate in the country (SEC 2015). 

In Hong Kong, investment firms are permitted to use dealing commissions to acquire goods and 

services if (a) there is a demonstrable benefit to the client, (b) the transactions are executed 

complying with best execution standards and brokerage rates are not in excess of customary 

full-service brokerage rates, (c) the client has consented in writing to receive the goods and 

services, and (d) the investment firm discloses the practices of receiving goods and services 

including a description of what has been received (SFC 2014, p.31). In Singapore, similar to the 

legal framework in Hong Kong, investment firms are also allowed to use dealing commissions 
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to acquire goods and services as long as they (a) are expected to assist in the manager’s 

provision of investment advice, (b) best execution is carried out, and (c) the manager does not 

enter into unnecessary trades (MAS 2011, p.9). Hence, SIFMA (2014, p.21) argued that as a 

legal construct, the regimes for using dealing commissions in the US, Hong Kong and Singapore 

are not unlike the quality and client interest principles presented in Article 24(9) of MiFID II 

level 1, which ESMA is asked to conduct a draft technical advice to. Thus, the association 

suggested that ESMA should take into account those regimes when considering alternative 

approaches to bundled commissions while reminding that the US and Asian markets are 

significant and most European asset management firms are involved in these jurisdictions 

(SIFMA 2014, p.21). 

9.3.1.2 Procurement(of(American(research(

Several respondents argued that the differences between the US and ESMA’s proposal related to 

the regulation of investment advisors would have a severe impact on the procurement of 

American “enhanced research”, which is high quality research that would require significant 

cash payments. AFME (2014, p.64) claimed that European investment managers and clients 

may be disadvantaged compared to those in other jurisdictions, because US brokers may decline 

to provide them with valuable research in exchange for cash payments. While the largest US 

broker-dealers are also registered as investment advisors, often their research analysts are not 

(AFME 2014, p.64). Even if US brokers were willing to accept cash payments and therefore be 

subject to the IAA it would still result in these brokers potentially limiting their business with 

European investment firms and clients to “low touch” only or agency transactions. This would 

deprive those firms and clients of efficient access to US securities markets, which eventually 

could force them into less favourable markets and potentially jeopardise the best execution 

principle (SIFMA 2014, p.23; AFME 2014, p.64). 

AFME (2014, pp.64–65) also argued that if European investment managers are not able to pay 

for US research through dealing commissions and US broker-dealers cannot in practice accept 

cash payments for research under the IAA, it becomes impossible for European investment 

firms to procure US research from others than registered investment advisors or European 

producers of American research, which may lead to a substantial reduction in the choice of 

American research procured. This may also imply that European managers reduce investments 
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in the US meaning that European consumers will be left with less choice of funds with exposure 

to US markets, which moreover may imply a higher risk, since available investment options will 

be managed by American firms, thus leaving European consumers without the protection under 

the European regulatory regime (AFME 2014, p.65). Additionally, WMA (2014, p.27) high-

lighted the risk of overdoing the control element in Europe to deal with only the minority of 

situations that occur due to dealing commission’s opacity, claiming that unbundling would 

terminate research in a wide range of areas.  

9.3.1.3 Operational(and(compliance(difficulties(for(investment(firms(

Many also claimed that unbundling would have severe implications for investment firms in 

adapting their operational platforms and complying with regimes that vary across jurisdictions, 

which potentially could weaken the competitiveness of the European financial industry. ICI 

Global (2014, p.21) argued that many global investment firms operate fully integrated trading 

and research platforms e.g. to benefit from economies of scale, for personnel reasons, and 

aligning operations for purposes of global consistency. These firms have invested heavily to 

establish operations in the EU, expecting global practices of using bundled commissions to 

remain sufficiently similar across borders as they are today. The global financial industry is 

increasingly connected and due to the nature of investment management involving many 

different jurisdictions (e.g. the client’s, the investment firm’s and their affiliates’, and the 

trading jurisdiction), the adoption of different European rules would imply costs of implementa-

tion and cause operational complexity and increased compliance burdens, disrupting the 

efficient provision of research across funds and clients at a global level (ICI Global 2014, p.21).  

According to SIFMA (2014, p.23) global investment firms typically aggregate orders for e.g. 

European securities placed by their European affiliates for European clients with order placed 

by their American affiliates for American clients in order to achieve economies of scale and to 

treat orders fairly. These investment firms might be forced to separate their trading platforms 

and practices and therefore disaggregate orders from European jurisdictions with orders from 

others jurisdictions, which would decrease the quality of services (e.g. in-favourable executions) 

due to a less efficient platform and increase the costs of operating European subsidiaries 

(SIFMA 2014, p.23; AXA 2014, p.18).  
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9.3.1.4 General(competitive(advantages(and(disadvantages(

Which jurisdictions would benefit from unbundling and which would be worse off. That is a 

crucial topic in the arguments, since all respondents reflecting on the implications of ESMA’s 

proposal do it by analysing competitive advantages and disadvantages. Although it has already 

been partly covered in the preceding paragraphs, the topic will be elaborated on in more detail in 

the subsequent passages. All respondents who stressed this topic agreed that non-European 

firms would benefit from unbundling and European firms would be worse off, e.g. AMAFI 

(2014, p.56) and AFG (2014, p.27). WMA (2014, p.27) referred to a debate in the UK, where it 

was stressed that the European research market was less developed than that in the US There-

fore, work needed to be done on how to build up the European research market before taking 

radical steps to destroy sources of research. 

The restrictions proposed by ESMA would benefit for instance US, Asian and other firms not 

subject to the requirements, since they can continue operating under the current model (AXA 

2014, p.18; ICI Global 2014, p.22) and put Europe at a major competitive disadvantage at a time 

when the fund management industry is globalising (AMAFI 2014, p.56). AXA (2014, p.18) 

added that EU-only firms would be disadvantaged relative to European arms of US firms, which 

would have access to in-house research from the US paid with commissions by clients of the 

American branch leading to cross-subsidy and market distortion. European firms without access 

to in-house research would need to pay for it themselves (ICI Global 2014, p.22).  

Moreover, non-European jurisdictions would have little incentive to align their regulatory 

regimes, since this would give up a competitive advantage and therefore require significant 

political motivation, which would make it difficult for European investment managers to 

compete internationally and likely reduce the choice of funds available to European clients 

(AFME 2014, p.63).  

Large international firms are by their nature relatively mobile and as a result of the competitive 

disadvantage, investment managers who manage products out of both Europe and the US would 

presumably move operations overseas to the US, including large pension and sovereign wealth 

funds, or at least concentrate the information content in the US due to the higher headline costs 

(AFME 2014, p.63; AMAFI 2014, p.56; SIFMA 2014, p.23). Such larger firms spend substan-
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tial amounts on bundled commissions globally and it would not be economically reasonable to 

apply stricter European rules on a global basis (SIFMA 2014, p.23). Additionally, the EU-

managed products may as well be less attractive to US clients and managers would probably 

invest more outside Europe and see their choice of investments reduced across the continent 

(AMAFI 2014, p.56; AFME 2014, p.63). Furthermore, it would be more difficult to compare the 

relative costs on a global basis, since European investment managers’ cost methodologies will 

be different from the way the rest of the world charges and discloses costs (AFME 2014, pp.62–

63). 

9.3.1.5 Research(subject(to(VAT(

The VAT regime in several European countries exempts dealing commissions from VAT, e.g. 

Germany, Denmark and the UK (Dejure 2015, para.8(e); Retsinformation 2015, para.11(e); 

MFA 2014, p.25). Consequently, unbundling might imply that research would be subject to 

VAT with a corresponding increase in the costs of the annual management charge (AMC). 

Respondents used the UK as an example of the tax consequences. MFA (2014, p.25) argued that 

there is some uncertainty regarding whether or not the provision of research is subject to VAT; 

however, the general position is that independent research services is subject to VAT while 

research in the course of facilitating trading activities are exempt from VAT. Thus, research 

provided through dealing commissions would not be subject to VAT. Furthermore, they claimed 

that if VAT becomes applicable, some brokers might cease to provide research resulting in a 

potential concentration of research providers. On the other hand, even if they provided research 

as a separate business, any VAT would be passed on to the investment managers (MFA 2014, 

p.25; AFME 2014, p.61). 

9.3.2 Product(competition(

Some respondents also pointed out that unbundling would move investments in actively 

managed funds into passively managed funds, e.g. index funds. Assuming the cost of research to 

increase due to the abolishment of dealing commissions, index-linked products that require a 

limited amount of research, compared to actively managed funds, would be given an advantage 

with the result that states and firms not included in indexes would be penalised for not having 

access to public financing (AFG 2014, p.27). Additionally, it is prospective that investment 
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managers would be prevented from passing the added costs of research onto clients due to the 

pressure on fees arising from the competition with index funds. This would exacerbate the trend 

towards index funds, since the cost differential between actively and passively managed funds 

would increase, which in turn might provide to the systemic effect of the industry, as index 

funds typically are pro-cyclical, i.e. the shift could potentially compound volatility (AMAFI 

2014, p.55). 

MFA (2014, p.25) argued that in some circumstances in the hedge fund sector, dealing commis-

sions can be embedded into the price of a given financial instrument, e.g. swap spreads, thus 

making it problematic to unbundle research from commissions, since technically no commis-

sions are paid. Furthermore, they claimed that it would be even more demanding to calculate a 

“reasonable level of payment” for research as proposed by ESMA (ESMA 2014a, pp.122, 

para.15). Moreover, unbundling may lead to transformations of the entire trading structure of the 

relevant instrument (MFA 2014, p.25).   

Another argument presented by MFA (2014, p.27) was that unbundling would create unfair 

competition between financial products subject to MiFID II requirements and products under the 

UCITS and AIFMD. UCITS funds are investment funds regulated at European level (ESMA 

2014c) and alternative investment funds are a wide range of funds not covered by the UCITS 

Directive, e.g. hedge funds, private equity funds, real estate funds, etc. (ESMA 2010). More 

precisely, it was argued that the provisions of the UCITS Directive and the AIFMD do not 

envisage unbundling and since amendments would take a significant amount of time to conduct, 

it implies that MiFID II-authorised investment firms would be subject to stricter requirements 

than UCITS and AIFs; thus not a level playing field (MFA 2014, p.27). In addition, the impact 

on managers with a single client fund, e.g. some hedge funds, would possibly be different 

compared to small investment managers running several mandates, where it appears more 

difficult for the latter (IMA 2014, p.18). 

9.3.3 Market(flexibility(

ICI Global (2014, p.24) claimed that under a bundled dealing commission regime, investment 

managers aim to obtain commission rates that provide clients with best execution and access to 

proper research, since they have an incentive to minimise commission rates, as they affect the 
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performance of their funds or client portfolios. Additionally, a bundled regime gives investment 

firms a degree of flexibility and discretion according to the valuation of and payment for 

research, which helps to ensure that investment managers only fetch value-for-money research. 

Research providers also bear the fixed expenses related to research and investment managers are 

therefore able to switch research providers without downside financial risk, which benefits 

investment firms and investors. Hence, investment managers can take advantage of a large 

amount of research and only pay for what they find useful. Finally, ICI Global (2014, p.24) 

believed that a fixed price structure may result in a reduction of research available to managers, 

thus having an adverse impact on the investment decision-making process, which would not be 

in the best interest of investors.  

9.3.4 Impact(on(small(and(mediumJsized(enterprises(

Many respondents argued that ESMA’s proposal, especially with regards to the interpretation of 

Article 24(7)(b) and Article 24(8) and the scope of the list of minor non-monetary benefits 

(MiFID II level 1 2014, p.58; SIFMA 2014, p.21), will result in less competition in the way that 

it benefits larger investment firms at the expense of smaller investment and research firms 

(SIFMA 2014, p.21). They were therefore concerned that smaller businesses would cease to 

exist with higher entry barriers, specialised research lost, and general worsened conditions for 

SMEs; all of which was claimed not being fully accounted for by ESMA. The current bundled 

regime was argued to have many benefits related to a broad coverage and availability of 

research thanks to economies of scale (ICI Global 2014, p.23), and since the marginal cost of 

research is relatively low, research is provided to a large number of users, which benefits both 

producers and consumers (ICI Global 2014, p.23). 

9.3.4.1 Impact(on(smaller(investment(firms(

Many claimed that ESMA’s proposal would be detrimental to smaller European investment 

firms, since they would not be able to absorb the cost of buying research without the use of 

dealing commissions (SIFMA 2014, p.21; AFME 2014, p.63). Moreover, they were argued to 

be greatly dependent on external research, which held together with the increased costs and 

smaller scope, might force some firms to discontinue their business, which in turn would result 

in a narrower choice for investors and loss of jobs (AXA 2014, p.18).  
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Instead of passing on the costs of research into the annual management charge, thus making the 

fund appear more expensive, investment managers could absorb the research costs, into their 

operating costs. However, this could denote 30-40 per cent of operating margins (AFME 2014, 

p.63)2. Large investment managers might be able to absorb such costs and global investment 

managers could restructure their activities to diminish the impact, e.g. use in-house research to a 

greater extent and offsetting extra costs through other activities, for smaller European invest-

ment managers it would be more problematic (AFME 2014, p.63; ICI Global 2014, p.23; 

AMAFI 2014, p.56). Due to the smaller size, they may also be unable to negotiate equal terms 

to pay for research with hard dollars as large firms (ICI Global 2014, p.23). As a result, these 

smaller investment managers might have to reduce the consumption of research (AFME 2014, 

p.63), whether it is bespoke written reports, meetings with research analysts, etc. (ICI Global 

2014, p.23), which likely would end with a loss of clients (SIFMA 2014, p.21).  

Imposing higher fixed costs on European investment managers increases their operational 

leverage and therefore the vulnerability to future economic downturns, which creates an 

additional risk to European managed funds; a risk that investors in non-European funds would 

not face (AFME 2014, p.63). The narrower access to research would consequently impair their 

business due to reduced industry competitiveness (ICI Global 2014, p.23). Portfolio managers, 

not able to finance abundant research, would rely on public ratings, increasing their dependency 

on rating agencies and potentially increase systemic risk (AFG 2014, p.27).  

Commentators were also concerned that unbundling would raise the barriers to entry and force 

smaller investment managers out of business due to higher fixed costs of access to research that 

may be problematic for start-ups to afford out of their profit and loss, thus benefitting only 

larger enterprises (AXA 2014, p.18; IMA 2014, p.18; AFME 2014, p.63). The scale required to 

compete might therefore prevent new entrants, which in turn would dampen innovation and 

reduce competition (IMA 2014, p.18), which especially would hit those that provide independ-

ent investment advice and portfolio management (SIFMA 2014, p.21). The current regime was, 

on the other hand, argued to have low barriers (AFME 2014, p.63). The outcome of raising 

barriers to entry probably would have a detrimental impact on investment and economic growth 

                                                
2 AFME refers to BofA Merrill Lynch Global Research, ibid. We were not able to obtain this, why there is only a reference to AFME. 
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in the EU and would mean a contraction of the investment industry (AFME 2014, p.63). 

Furthermore, it would encourage a concentration of the dealers industry into a cartel type of 

large international firms (AMAFI 2014, p.56).  

9.3.4.2 Loss(of(specialised(research(

Concerns were also raised related to a potential loss of specialised research caused by a reduced 

demand from European investment managers who would face increased pressure to cut costs 

and seek to consolidate their research and execution broker lists (AFME 2014, p.63). This 

would reduce the amount of independent researchers and result in an overall consolidation of 

research providers, which in turn would provide less diversity, since smaller research houses 

would struggle to retain their business models (ICI Global 2014, p.23); all at the expense of 

investor returns (SIFMA 2014, p.21). While there may be many providers of research on blue 

chip companies, the real concern is regarding the provision of research for small and mid-cap 

businesses (IMA 2014, p.18), since research providers may choose to concentrate their activities 

in favour of blue chip company research (AFME 2014, p.64). However, a broad coverage of 

research was argued to benefit both investment firms relying solely on external research as well 

as firms with significant in-house research capability, since they provide the benefit of another 

perspective (ICI Global 2014, p.23).  

Additionally, smaller providers, who typically specialise in SMEs, may also disappear or may 

be forced to merge without income from research commissions (AXA 2014, p.18). According to 

e.g. AXA (2014, p.17), sell-side research coverage of particularly SMEs would reduce if 

ESMA’s proposal was adopted in the implementing directive, i.e. less research available to 

support investment decisions. Additionally, the quality of research was argued to decline as 

well, caused by lower incentives for enhancement, as a consequence of limiting the competive-

ness of the research market (AFME 2014, p.64). Efforts to replace the lost coverage by the buy-

side firms would generate duplication and miss the benefits of economies of scale (AXA 2014, 

p.17). Investors are better off from a wide, rather than a narrow, range of information and 

opinions available in the market, since this increases the overall efficiency of price formations 

(ICI Global 2014, p.23). Small and independent research providers make substantial contribu-

tions to this broad view (SIFMA 2014, p.21). 
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The loss of specialised research will be significant, since investment managers may no longer be 

able to obtain niche research that can enhance the quality of services provided to clients 

(SIFMA 2014, p.21). Firms currently continue their coverage of areas that may not at a certain 

point in time be a key area for investment by investment managers, caused by the cyclical nature 

of sectors and geographical regions, e.g. during a recession in the market (AFME 2014, p.64). 

The advantage of this is that when the relevant area does become an attractive investment 

opportunity, then there is still valuable research and expertise available (AFME 2014, p.64). 

Under ESMA’s proposals, research providers would be less able to keep continuous coverage 

and since expertise is build through a long period of time, it is unlikely that they suddenly are 

able to revive coverage in such areas (AFME 2014, p.64). 

9.3.4.3 Adverse(impact(on(small(and(mediumJsized(enterprises(

Many respondents also argued that SMEs are disproportionately and adversely impacted, should 

ESMA’s proposal be adopted. Due to less economies of scale and higher costs, SMEs might 

become less attractive to investment managers and their clients, meaning less demand for SME 

shares, which in turn would impair the price formation in the market with wider spreads and 

reduced liquidity and as a result, capital market funding would be reduced, thus increasing the 

SMEs’ cost of capital (AXA 2014, p.17; AFME 2014, p.64; ICI Global 2014, pp.23–24), 

although access to equity financing is fundamental for SMEs to support growth (QCA 2014, 

p.16).  

A similar effect is plausible to happen for emerging markets or other areas that are expensive-to-

research, since these are also often covered by specialist or independent research houses (AFME 

2014, p.64; ICI Global 2014, p.23). The number of such providers may therefore decline, 

ultimately impacting investment managers due to the increased difficulty obtaining high quality 

research within those areas (ICI Global 2014, p.23). ESMA’s advice was even argued to lead to 

greater market abuse, since investors already have an incentive to go directly to companies, 

through corporate access, rather than via a broker; less research would only exacerbate this trend 

(QCA 2014, p.16). 

The current bundled regime therefore has many benefits of which some or all may be eliminated 

by ESMA’s advice (ICI Global 2014, p.23) with arguments against unbundling being persistent 
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and known for some time. WMA (2014, p.27) argued that the conflicts of interests and the 

inducements potential arising from bundled commissions have been stressed in numerous 

debates in the UK, e.g. FSA (2003), when the FSA held its own investigations on the issue, 

eventually implementing the outcome into UK rules. As elaborated in section 7.2, the FSA 

(2003) made clear that unbundling was not the recommended solution. Therefore, WMA (2014, 

p.27) wondered why ESMA recommends to the Commission the very actions that were argued 

against due to the damaging effects on European markets, SMEs, etc.  

This contradicts with ESMA acknowledging that “[o]ne of the aims of MiFID II is to facilitate 

access to capital for SMEs” (ESMA 2014a, p.237) and following ESMA’s proposal would be 

inconsistent with the Commission considering “SMEs and entrepreneurship as key to ensuring 

economic growth, innovation, job creation, and social integration in the EU” (EC 2015), i.e. a 

vital part of the overall growth strategy appears to be neglected (AXA 2014, p.17; AMAFI 

2014, p.55), since access to equity financing is fundamental for SMEs to support growth (QCA 

2014, p.16). 

10 Assessment(of(concerns(

The responses to the consultation paper showed that the market participants fears a long list of 

consequences if research in the future must be treated as an inducement, as this means the 

requirement of full unbundling of research and execution. Not all concerns can be reviewed but 

the ones found most important, mainly based on the backing from the respondents, will be 

reflected on in this section. 

10.1 Already(covered(by(other(policies(in(MiFID(II(

Several of the respondents argued that research directly supports the investment manager in 

making investment decisions, which is to the advantage of the client. Portfolio managers has no 

interest in receiving research apart from when they are using it in the process of making 

investment decisions for the underlying clients’ portfolios, which is the result of a exceptional 

high competition between investment managers. The respondents argued that research already is 

and should remain exclusively and rightly ruled by the ‘conflicts of interests’ regulation, as this 
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regulation provides full transparency to the client and gives the client protection against 

conflicts of interests. They further argued that the rules of conflicts of interests together with the 

rules of best execution ensure that the interests of the clients are not in any way harmed. 

10.1.1 Rules(of(conflicts(of(interest(

As a result of MiFID the investment firms had to establish a conflicts of interest policy that 

identifies circumstances where conflicts of interest may arise. Special attention should be given 

to activities of investment research and advice, proprietary trading, portfolio management and 

corporate finance business. Circumstances which should be treated as giving rise to a conflicts 

of interest do not include instances where a firm may benefit if there is not also a possible 

disadvantage to a client, or that one client may benefit without there being a possible loss to 

another client (MiFID level 2 2006, p.3). 

Investment firms are obligated to operate and maintain efficient organisational and administra-

tive arrangements taking all reasonable steps designed to prevent conflicts of interest (MiFID 

level 1 2004, p.31). This demands that the investment firms have a comprehensive conflicts of 

interest policy. Nevertheless, this policy should not restrict that one person can hold functions 

within both risk management and compliance. This is possible if the person is not involved in 

the function that he monitors in compliance. Furthermore, the determination of remuneration of 

such persons should not compromise their objectivity (MiFID level 2 2006, pp.2–3). When the 

conflicts of interest policy and the underlying organisational and administrative arrangements 

are insufficient in preventing damage of clients’ interest, the investment firms are obligated to 

disclose the nature and sources of conflicts of interest to the client before undertaking business 

on its behalf (MiFID level 1 2004, p.36).  

Arrangements and methods implemented to manage conflicts of interest related to the produc-

tion and distribution of investment research should ensure objectivity and independence of 

financial analyst and their research. Persons involved with the production of investment research 

are allowed to undertake personal transactions in instruments, to which the research relates, if 

they prior to the transaction are in possession of a written authorisation. However, financial 

analysts should not become involved in activities that may disturb the maintenance of that 

person’s objectivity, e.g. participating in corporate finance business and underwriting, ‘pitches’ 
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for new business or ‘road shows’ for new issues of financial instruments or general issuer 

marketing. It was recommended that producers of investment research that are not investment 

firms should adopt similar policies on conflicts of interest to ensure compliance with the 

Directive (MiFID level 2 2006, p.4).  

MiFID permits investment firms to give or receive inducements subject to specific conditions, 

e.g. that they do not impair the compliance to act in the best interest of clients (MiFID level 2 

2006, p.21), and given that they are disclosed to clients (MiFID level 2 2006, p.4). 

10.1.2 Rules(of(best(execution(

The best execution obligation requires investment firms to take all reasonable steps to obtain the 

best possible results for their clients taking into account price, costs, speed, likelihood of 

execution and other considerations relevant to the execution. Furthermore, investment firms 

shall establish and implement the necessary arrangements and an execution policy that satisfies 

best execution. Availability, comparability and data on execution quality of various execution 

venues is crucial to enable investment firms and investors to identify those venues that deliver 

the best results for its client (MiFID level 1 2004, p.39; MiFID level 2 2006, p.8). However, 

investment firms are not required to include all available execution venues in the policy and 

they are not prevented from letting clients choose between specified trading venues insofar 

those venues are consistent with the firms’ execution policy and that the firms do not induce 

clients to instruct to execute orders in a way that is inconsistent with ‘best execution’. The 

principle of ‘best execution’ applies to all types of financial instruments. However, it is 

acknowledged that one execution policy cannot be fitted for all such instruments and some may 

not even be comparable for best execution purposes, e.g. some OTC products (MiFID level 2 

2006, p.7). 

Investment firms shall in their execution policy include information on the different execution 

venues used and the reasons behind choosing them. The policy shall at least include the venues 

that are necessary to obtain the best possible result for the clients. Furthermore, investment firms 

shall convey their execution policy to clients from whom they shall obtain prior consent to that 

policy. Regarding client orders that may be executed outside a regulated market or MTF, the 

investment firm shall inform the client and obtain an express consent prior to execution (MiFID 
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level 1 2004, pp.39–40). When executing an order for a retail client without any specific client 

instructions the investment firm should take into account all factors having an impact on the 

possibility of delivering the best result in terms of the total consideration, representing the price 

of the financial instrument and its related costs of execution. The size and nature of the order, 

the likelihood of execution and settlement, the speed of the execution, market impact of the 

execution and other implicit transaction costs may be given precedence over the immediate 

price and cost consideration if that provides the best possible result for the client (MiFID level 2 

2006, p.7).  

Dealing on own account with clients by an investment firm is equivalent to the execution of 

client orders. However, in situations where there occur a delay between the providence and 

accept of a quote the investment firm is committed to adjust for changes in market conditions to 

meet the requirements of best execution. If the market conditions changes the investment firm is 

required to inform the client if the quote provided is no longer coherent with the market 

conditions (MiFID level 2 2006, p.7; MiFID level 1 2004, p.39). 

In order to determine best execution when investment firms execute retail client orders, 

commissions and fees, charged to the client, related to specific trading venues should be taken 

into account, e.g. in cases where the firm have different commissions and fees depending on 

which venue the order is executed on. However, this only applies for orders in financial 

instruments that can be executed on more than one venue listed in the firm’s execution policy. 

This does not require firms to inform their clients about the costs that they would have incurred 

if the order were executed by competing firms. The investment firm shall charge the same 

commission for execution at different execution venues if the costs to the investment firm of 

executing on those venues are equal. The charges will otherwise be considered unfair (MiFID 

level 2 2006, pp.7–8). Investment firms shall monitor their order execution and execution 

policy. In particular, they shall assess the venues included in the policy to ensure best execution 

(MiFID level 1 2004, p.40). 

10.1.3 Deficiencies(in(conflicts(of(interest(and(best(execution(policies(

One of the biggest advocates for unbundling, apart from ESMA, is the FCA. They emphasise 

that investment managers do not have a clear overview and control over their use of dealing 
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commissions and the implied conflicts of interest it creates for them being agents to their 

customers. This is not due to shortcomings in the rules of conflicts of interest and best execu-

tion, but due to the lack of transparency in the cost for research and the value generated. The 

FCA highlights that ‘UK investment managers pay an estimated £3bn of dealing commissions 

per year to brokers, with around £1.5bn of this spent on research. These transaction costs are 

borne directly by investment managers’ customers (FCA 2014a, p.5).  

In 2012, when the FSA was still in function, they conducted a research, which showed that very 

few firms adequately controlled their spending on research and execution services. The research 

further found that the majority of the firms did not apply the same standards of control over the 

amount spend of their customers’ money buying research that they applied for payments made 

from the firms own resources (FSA 2012, p.7). This concern with the functioning of the rules of 

conflicts of interest is also shared by Ashurst (2014a, p.5). The concern is that the lack of focus 

on customers’ commission costs feeds a bias for the investment managers to obtain additional 

services paid for through commissions. The bias enables the investment manager to increase the 

profit element of the management by reducing own operating expenses even after the manage-

ment fee has been negotiated and agreed. The inherent conflicts of interest for the investment 

manager that uses external research is, according to the FCA (2014a, p.29), that the investment 

manager is paying for the research through a transaction charge borne by their customers’ funds. 

The firm thereby reduces a cost that would otherwise need to be handled with their own 

resources. The FCA desires that research is priced and paid separately from execution, i.e. a 

desire for full unbundling. This is the only way to overcome the conflicts of interest and 

improve efficiencies and quality for both providers and consumers of research. The separation 

of research from execution will, in addition to removing the inherent conflicts of interest, also 

improve the ability to monitor best execution (FCA 2014a, p.30; FCA 2015, pp.9, 12). 

As seen in section 6 Current commission regime in Europe, the use of CSAs is growing.  The 

FCA recognised that the use of CSAs supported by thorough budgets and internal controls 

helped to manage some of the conflicts of interest generated from transaction cost used to fund 

research but this does not resolve all the potential conflicts of interest or inducements problems, 

and still present difficulties to transparency and competition in the research market by connect-

ing research to transaction costs (FCA 2015, p.13). The Vanguard Group supports this and 
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believes that MiFID II does not go far enough in the treatment of conflicts of interest (Fundweb 

2015).  

The inherent conflicts of interest in bundling of research and execution also directly affects the 

achievement of best execution. Investment managers may be more interested in routing their 

orders to brokers who provides commission services rather than routing their orders to the 

brokers that provides the best execution in terms of price execution (Ashurst 2014a, p.5). The 

idea of best execution is applauded by most but there is a deficiency in this idea. The lack of 

transparency in the European market generates uncertainty in how to accomplish best execution 

and further how to demonstrate to the client that the very best price available is achieved. The 

European market is very fragmented and the communication between these is poor. This hamper 

the pursuit of best price (Best Execution 2015, p.67).  

The FCA have found that in general there is a poor level of understanding of best execution and 

of which activities are covered by the obligation to provide best execution. This problem is 

especially found in quote-driven markets. Many firms rely on the assumption that the clients 

will switch to a competing form if the clients are not satisfied that best execution is being 

consistently delivered to them. The firms have a general misunderstanding that best execution 

equals best price. Best execution is not only best price, which is the case in the US. The FCA 

highlights that the best price not always provides the best result for a client if the best price 

comes with high costs (FCA 2014b, pp.4, 10, 14).  

10.1.4 Solutions(to(the(deficiencies(in(the(rules(

The main deficiency in the rules of conflicts of interest is concerned with the lack of transparen-

cy in the value generated by the cost that clients bear for research. There are several methods to 

value research available to investment managers. Each will be more relevant to some investment 

approaches than others. All the methods are theoretical and have some implementation chal-

lenges. The CFA Society UK has designed eight valuation methods with the basic assumption 

that research can take several different forms and it can be sourced from multiple locations. 

They further assume that research is not a report but instead a service that supports the invest-

ment process (CFA Institute 2014, pp.3, 5–22). Table 4 gives an insight into the eight methods.  
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Table 4: Research valuation methods 

Method Background Implementation  

Market Cap The investment managers exercising this 
method would employ proportionately more on 
research connecting to areas that had a larger 
weighting in their portfolio than they would on 
areas that had smaller weightings in their 
portfolio. In general, there should be some 
degree of positive correlation between the 
market cap of an area and the amount spent on 
research.   

There are two approaches to this method. There 
must either for each product or fund be selected 
an appropriate benchmark and then modified 
according to the constraints of the mandate or 
there should be a sense-check between the 
market cap weights of the areas that are 
investable by the product and the proportion of 
research commission spent or budgeted on 
each.  

Investment 
Style or Process 
Adjustments 
method 

Investment managers having restricted 
geographic, sectorial or market cap mandates 
must be able to identify broad areas of research 
provided by global investment banks or other 
research providers which are not relevant to 
their process, and the investment manager 
should thereby be able to avoid purchasing 
them. Investment managers should be able to 
justify how a given research service, contrib-
utes to their decision making process.  

The investment manager must consider 1) 
which areas are critical to the investment 
strategy, their market-cap and if active stock 
selection is required. 2) The optimal number of 
research providers related to the level of 
potential return, weighted for market cap and 
attractiveness, to a corresponding portion of the 
top-down research budget. 3) The level and 
depth of research in sectors that are deemed 
non-priority and select a lower service level 
and price point than the priority sectors.  

Alpha capture It is impossible for a single stock recommenda-
tion to be universally pertinent to a constella-
tion of investment managers with different 
return objectives, benchmarks and investment 
durations. The definition of what the actual 
recommendations connote also differs widely 
between research producers. This requires the 
investment manager to measure the perfor-
mance of the recommendations, either 
internally, or via third party alpha capture 
services.  

Option 1) Measure alpha capture of stock 
recommendations. This can be done manually 
or via a third party service.  Option 2) Measure 
alpha capture of overall research spending, by 
first determining which areas to measure and 
divide those into relevant subareas based on the 
fund strategy.  The measuring should consider 
the total return, relative or absolute depending 
upon mandate, from the segments identified, 
the total research spending on segments. 

Analytical 
Input 

Investment managers must deconstruct the 
elements of value from their research producers 
or products in order to assess a reasonable 
amount of their client’s funds to spend 
purchasing research services. The goal is to 
assess how research generate alpha or inform 
the process of the investment manager's 
specific fund.  

Each fund or team must create a weighted 
hierarchy that considers the relative importance 
of documents, type of research outputs, breadth 
and depth of coverage provided, optimal 
number of providers, service delivery and 
price.  
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360 degree 
research price 
benchmarking 

Managers can apply this framework to their 
historical research spending as a potential 
starting point for their historic implicit 
valuation of un-priced research. The concept of 
this method is evidence-based price compari-
sons, using a wide variety of available research 
price data points to allow managers to 
triangulate prices for un-priced research.  

In a matrix of products and services the price 
point of different types of research producers 
are plotted. The research services to consider in 
the matrix are Bespoke Work, Interactive 
Products, Analyst Access, Analyst Models, 
Documents, and Research Service Curation. 

Investment 
Bank Cost-base 

This methods objective is to allow investment 
managers to determine an appropriate margin 
to add to an assumed investment bank research 
cost base as part of the pricing calculation. By 
definition, this assumes that the manager 
values  the research service and wants it to be 
sufficiently profitable that it continues to be 
produced by the research manufacturer. The 
cost model must be constructed from the 
bottom up. A starting point could be the 
assumed compensation level of the senior 
sector analyst.  

Each fund or team would consider the areas for 
which they required research, the desired 
providers and the appropriate service level. 
Investment Banks may be willing to generalise 
about what they view as appropriate revenue 
levels for their services given 1) their cost 
structure and 2) the number and distribution of 
investment manager clients at the various 
service levels. The less widely distributed, the 
fewer the number of clients over which the 
producer can amortise the cost.  

Valuing new 
technologies 

Research producers, notably investment banks, 
have been quite careful in allocating finite 
resources, particularly analyst time. But most 
producers have made very little distinction in 
the actual physical research products they 
provide. The point is not the technologies 
themselves, but what they do to improve 
investment manager productivity and to assist 
and inform the manager’s investment process.  

The key question is to determine the amount of 
incremental utility a product provided. For 
products that are personalised or optimised for 
the investment manager, the incremental utility 
could be significant. Value considerations 
could include the impact of not having the 
product, and the cost of replicating  it. It is in 
the manager’s interest to ensure that they are 
sufficiently profitable for the manufacturer that 
they continue to produce the service.  

Composite 
models 

The research valuation process will ultimately 
be a reflection of a host of factors at each 
investment manager. Consequently, the 
application and suitability of the research 
valuation approaches will vary substantially 
between managers. To the degree that any 
portion of these are used, likely in combination 
with methodologies already being employed by 
managers, this could comprise part of the 
budget building approach.  

The first step for the manager, team or fund is 
to determine which of the valuation approaches 
is appropriate.  An assessment of the relative 
weights between the approaches could then be 
determined.  As a sense-check, managers could 
use both top-down and bottom-up exercises to 
move towards an internally generated pricing 
structure that is an appropriate reflection of 
their investment styles and research prefer-
ences.   

Source: CFA Institute (2014, pp.5–22). 

The research valuation methods presented in Table 4 seems available to remedy much of the 

lack in transparency about the value generated by the cost that clients incur.  
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The lack in transparency was not the only deficiency found in the rules of conflicts of interest. It 

was also argued that the investment firms are missing control over their dealing commissions 

and especially what they are spending on research and execution. This deficiency is positive 

correlated with the lack of transparency in the value generated from research and can thereby 

indirectly be solved with the use of the research valuation methods. The deficiency can be 

further handled with the establishment of a designated management committee that uses 

transaction cost analysis (TCA) to assess and challenge the performance of dealing desks. 

Another approach that can either stand-alone or be combined with the use of research valuation 

and establishment of management committee is the implementation of a maximum spend on 

research services. This maximum is predetermined trough a budget not linked to the volume or 

value of transactions. The inducement to trade is thereby removed, as when the decided limits 

are reached, the investment firm or the individual investment manager should switch commis-

sion rates for the brokers concerned to execution-only rates for the remaining commission 

period. The surveillance and control of transaction cost with the use of transaction cost analysis 

also strengthen the control over the execution of customers’ orders (FSA 2012, pp.7–8; Healey 

2015a).  

TCA is thereby a tool that can improve the management of conflicts of interest and best 

execution. TCA is an analysis of trade prices to determine if the relevant trades were executed at 

satisfying prices, i.e. low prices for buys and high prices for sales. TCA can be used as a guiding 

tool to future changes to trading processes to optimise them. Trade prices are usually in a TCA 

compared to benchmark prices, e.g. the volume-weighted average trade price of the day 

(VWAP) etc. The aim of this comparison is to determine whether a particular trade price is high 

or low given the market conditions at the time the order was traded (Financial Times 2015).  

There are several suppliers offering everything from access to data to complete TCA reports. 

Amongst them is Intelligent Financial Systems Limited that through their flagship brand 

LiquidMetrix provides independent TCA data and reports (IFS 2015). The selection of reports 

includes for example a Single Order Report and an Execution Quality Report. An example of 

these can be seen in respectively Annex III and Annex IV. The use of TCA can improve the 

process of choosing broker as it creates more transparency while providing a general under-

standing of best execution and its content. Thus, TCA would reveal if investment managers 
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sometimes use inferior dealing desks. With a widespread use of these reports best execution 

may become an important competitive factor.  

It was also argued that the lack of transparency in the European market impedes the understand-

ing of how to accomplish best execution. This is to a certain level solved by the use of TCA but 

this does not solve the fragmentation and communicative lack in the European market. It is 

argued that a pan European consolidated quote system (CQS) would be the best improvement 

but it is not something that will become a reality in the nearest future due to its complexity. CQS 

is an American system mandated by the US Congress where all exchanges are obligated to 

distribute their bids and offers to a centralised location and anyone subscribing to the CQS can 

see which exchange is publishing the highest bid and lowest offer. Exchanges compete to 

display the best possible prices as clients have an incentive to send their orders to the market 

with the lowest fees (Best Execution 2015, p.67).   

The Plato Partnership may be a means to overcome some of the fragmentation in the European 

market. Plato is a consortium of investment banks and investment managers creating a non-

profit equity-trading venue in Europe. Goldman Sachs, J.P. Morgan, Morgan Stanley and 

Deutsche Asset & Wealth Manage are among the members already on board. Plato sponsors 

academic research with aim of improving trading in Europe. The aim of Plato is to increase 

transparency, protect orders and lower trading costs in Europe. In addition to the trading utility 

of Plato, a market structure innovation centre will be established to continuously analyse how to 

improve the European market structure. The trading utility will be a platform for anonymous 

block trades and will be open to all market participants with the aim of simplifying the market 

structure, creating deep liquidity, reduce trading costs and delivering an equal trading experi-

ence for all market participant. Plato is expected to come into operation in early 2016 or once it 

has secured a regulatory approval as either a regulated exchange or MTF (Financial Times 2014; 

Plato 2015).  

It is important to notice a difference between the consolidations of quotes, as with the CQS, and 

a consolidation of order flows, as with the Plato Partnership. A consolidation of order flow 

implies that a security can be traded in one market only. This type of consolidation has both 

positive and negative effects. The first positive effect is on the supply side where the consolidat-

ed market has economies of scale in the processing of transactions, i.e. the average cost of 
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trading is negatively correlated with the number of trades. This consequently means that a 

leading exchange has lower average costs than a satellite competitor using the same technology 

but with a lower market share. The second positive effect is found on the demand side were 

markets are equal to networks. The attractiveness of a market therefore depends on the number 

of traders. The more traders the greater is the likelihood of finding a desired counterparty. 

Hence, if there were only one market, all traders would be in that market. Therefore, net-

work externalities, as economies of scale, provide a first mover advantage, which protects 

established exchanges’ market share. As mentioned above, consolidation of order flows has 

some negative effects or put in another way; the fragmentation of order flow has some positive 

effects. Fragmentation can generally be equal to competition. Competition nurtures innovation, 

e.g. the switch to electronic markets in the European stock markets in the mid 1980s stimulated 

by the competitive pressure of the London-based International stock exchange automated 

quotation. Fragmentation of order flow gives possibility of serving different clienteles or 

different trading needs. This indicates that market fragmentation can result as a response to 

different trading needs (Petrella 2010, pp.258–259). Petrella (2010) also found the US provi-

sions regarding best execution, the consolidated markets and execution quality information to be 

more effective than MiFID provisions in reinforcing competition for the order flow among 

trading venues.  

An argument pro unbundling and against the best execution rules was that there in general is a 

poor understanding of best execution. This does not necessarily imply that the rules are not good 

enough; only that some do not understand them. The use of TCA will in a great way heighten 

the understanding of what impacts best execution. Another way to overcome the lack of 

understanding is with the use of common standards or publication of good and poor practice 

examples. Best execution is not a checklist process and must thus continuously be assessed and 

adjusted.  

10.2 Beyond(their(mandate(

More than 60 per cent of the respondents to the consultation on ESMA’s draft technical advice 

argued that ESMA had taken their mandate too far by providing a technical advice with little or 

no connection to MiFID II level 1. The respondents argued that the advice by ESMA to 
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introduce an exhaustive list in the delegated acts was not compliant with MiFID II level 1, since 

the delegated acts should only develop criteria for the assessment of inducements. ESMA’s 

counterargument is that the establishment of an exhaustive list of non-monetary benefits do not 

go beyond MiFID II level I as the suggested advice clearly includes criteria, e.g. benefits should 

be reasonable and proportionate and of a limited scale etc. Furthermore, ESMA argues that the 

empowerment for the adoption of delegated acts is broad and does not exclude the possibility to 

propose an exhaustive list of benefits (ESMA 2014b, pp.129–130).  This is a great symbolisa-

tion of the problem inherent in law. According to Professor Ringe the problem is that in law 

there is always two if not more views on a case and you can always fight intellectually.  

Professor Wolf-Georg Ringe from the Faculty of Law at Copenhagen Business School and the 

University of Oxford specialises in European and global aspects of corporate and finance law. 

He is an editor of the Journal of Financial Regulation. He has advised the Commission and the 

Parliament on the issue of European company law (CBS 2015). He has been interviewed as an 

expert in financial regulation and in order to clarify the norms and standards in this area. A 

transcript of the full interview can be found in Annex V. 

The argument that nothing at level 1 or in the Commission’s mandate indicates that level 2 

measures should be established on research as an inducement was in June 2015 supported by the 

three biggest governments in Europe based on GDP (IMF 2015). The UK government, the 

France government and the German government have co-signed a letter to the Commission to 

make the case that there is nothing in the level 1 text that states research should be treated as an 

inducement and therefore fall under the ban proposed by the directive (Healey 2015a).  

From a reading of the level 1 text of MiFID II it appears that research only appears once in the 

entire text. The appearance is in Annex 1, section B. Annex 1 contains lists of services and 

activities and financial instruments, where section B refers to those categorised as being 

ancillary services. In section B it states that “[i]nvestment research and financial analysis or 

other forms of general recommendation relating to transactions in financial instruments” 

(MiFID II level 1 2014, p.133) should be defined as an ancillary service. This categorisation of 

research is considered to be in favour of the opponents to ESMA’s definition. ESMA argued 

that the classification of research as an ancillary service is not relevant in the context of 



Page 75 of 169 

inducements, as the issue to be handled is which payment structures for research that may fulfil 

the conditions to be acceptable in accordance with MiFID II (ESMA 2014b, p.133).  

Professor Ringe specified that the legitimate point to make is that ESMA do not have the final 

word, so in theory they can suggest whatever they want as long at they think it makes sense. It is 

up to the Commission to take away from the technical advice what they find reasonable and in 

the legal context of level 1. The Commission should only use what they ultimately think is 

going to be the delegated acts. Professor Ringe believes that ESMA is doing what they are asked 

to do, namely to give advice on how to handle inducements in general based on their expert 

knowledge. If the Commission adopts the technical advice from ESMA it is possible to chal-

lenge the validity of the delegated acts by saying it is beyond their mandate. The ultimate post to 

decide upon this is the European Court of Justice (Annex V).  

The opponents elaborated their opposition further by specifying that the need for amendments of 

the UCITS Directive and AIFMD also demonstrate that ESMA’s technical advice goes beyond 

the intention of the level 1 text. ESMA suggests in their advice that the Commission consider 

the possibility of aligning the related requirements that fall under UCITS and AIFMD with the 

MiFID II implementing requirements on the relevant issues. ESMA stresses that the UCITS and 

AIFM regulatory framework have been built on the basis of MiFID requirements in several 

regulatory areas (ESMA 2014a, p.122; ESMA 2014b, p.132).  

Professor Ringe supports ESMA in this case. He does not believe that ESMA went beyond their 

mandate as they only suggested the changes in the considerations for the technical advice. It 

would be beyond their mandate if ESMA in their technical advice wrote, “The directives, 

UCITS and AIFM, must be amended as follows….”.  That is not what ESMA does. ESMA only 

explains in the considerations that if the Commission implements the suggested technical advice 

then it would make sense to also change other corresponding directives. Theoretically, it is 

possible to follow ESMA’s technical advice in the level 2 text without changing anything else, 

i.e. without changing this UCITS and AIFM directives. Professor Ringe stresses that it might 

not be very useful to do so or it might not make sense, but it is possible. However, there is found 

to be some degree of conflict with the principle set forth in the mandate for the technical advice 

to be coherent. For the technical advice to be coherent, ESMA should ensure coherence within 
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the wider regulatory framework of the Union, which is found not be truly obtained with the 

suggestion of alterations of UCITS and AIFM directives (EC 2014, p.7).  

Considering the discussion above, it does not seem ESMA has gone beyond their mandate in 

such a way that the draft technical advice is invalid. Thus, it cannot be legally supported that 

ESMA is beyond their mandate. It can be discussed whether or not the technical advice is 

completely in line with the intentions of MiFID II, but that is up to the Commission to decide. 

Supporting the concern that ESMA’s technical advice deviates from the intention of MiFID II is 

the fact that legislator in the level 1 text has decided to allow the use of both commission- and 

fee-based advice, but the technical advice from ESMA closes the option to use commission-

based advice. The use of commission-based advice is allowed as long as the payments are used 

to enhance the quality of the service provided and that it not in any way impair with the 

investment firm’s obligation to act in the best interest of its clients. Another fact against the 

technical advice is that the use of broker commissions to pay for research was not mentioned to 

be measured under the inducement rules anywhere in the recitals of the level 1 text (MiFID II 

level 1 2014, p.13).  

In the preparatory work for the directive is an impact assessment conducted by the Commission 

in October 2011. This impact assessment is an accompanying document to the proposal for 

MiFID II and MiFIR. The impact assessment focuses on the revision of MiFID and the outlining 

of possible changes needed (EC 2011a, p.4). The assessment presented that MiFID requires 

inducements to be disclosed to the client and designed to enhance the quality of the service 

provided. However, the requirements have not always been clearly understood by investors and 

their application has implied practical difficulties. In addition, the treatment of inducements may 

need additional tightening with respect to portfolio management and investment advice. The 

option to receive inducements when providing advice and portfolio management may lead to 

choices that are not in the client’s best interest (EC 2011a, pp.16–17) 

It is suggested that MiFID II shall extend the scope of MiFID conduct of business and conflicts 

of interest rules to structured deposits and deposit based products with similar economic effect. 

This option would aim at extending MiFID conflicts of interest and conduct of business rules in 

particular in the area of information to and from clients, assessment of suitability and appropri-

ateness to structured deposits, products, which currently are not regulated at EU level. They 
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further suggest an option where all inducement for investment services is banned. This option 

takes the previous option to the extreme by introducing a formal ban on all inducements for 

investment firms when they provide any investment services (EC 2011a, p.30). It was argued 

that the ban on inducements would have a negative impact on the clients, as these would 

experience increases in the quantity of charges from their investment manager (EC 2011a, p.69). 

This would be a result of the investment manager trying to even out the impact on his business. 

“In this case, the inducements on packaged products could be passed on to the end clients who 

would (in theory) be exactly compensated for the increased charges made by the investment 

managers” (EC 2011a, p.69).  

The Commission finds that the key benefit in terms of investor protection occurring from 

implementing a ban on inducements would be a removal of the inherent conflicts of interest 

existing with the use of inducements. The consequence would be that investment managers and 

independent advisors would align more of their decisions with the interests of their clients. The 

Commission also recognises that the structure of the market would move away from a commis-

sion-based towards a fee-based model (EC 2011a, p.55). The opponents are right when they 

argue the impact assessment contains neither non-monetary benefits nor research, but this 

argument is not found to be able to lift the entire burden of proof to deem the technical advice 

beyond the intention with the level 1 text.  

10.3 Competition(

The impact of ESMA’s proposal on the general competitive environment, suggested by the 

respondents, will now be discussed. Hence, views from several parties including responses of 

regulators to the concerns raised by respondents, consultant reports and a vast amount of 

industry commentators will be elaborated. The unintended consequences expressed by respond-

ents related to the four main subjects, namely ‘global competition’, ‘product competition’, 

‘market flexibility’ and the impact on SMEs. 

In general, ESMA did not address the concerns related to the impact on competition in their 

December 2014 report. The arguments that were elaborated on in section 9.3 were merely 

presented, saying that respondents argued that ESMA’s proposal “could lead to a number of 

unintended consequences: massive increase of costs for active managers in the EU and competi-
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tive disadvantage of smaller investment managers and raising barriers to entry for new invest-

ment managers; reduction in the quality and diversity of investment research with negative 

impact on small and specialised research providers and on the coverage of SMEs; international 

un-level playing field among EEA and non-EEA players (especially in US and Asia-Pacific), the 

latter being allowed to continue receiving research; uncertain consequences in terms of VAT 

application” (ESMA 2014b, p.131). This is in line with what was found under section 9.3. The 

one concern ESMA addressed was related to the competition among financial products, which 

will be briefly discussed under 10.3.2. 

However, the FCA had a number of arguments in their February 2015 feedback statement (FCA 

2015). The FCA generally supported ESMA’s approach and they believed it will “promote 

transparency and competition in the market for research, allowing independent providers to 

compete more easily with larger brokers based on price and quality – encouraging a focus on 

value-added coverage” (FCA 2015, p.9). 

10.3.1 Global(competition(

In section 9.3.1 the arguments related to the impact on global competition among asset man-

agement firms were presented. Apart from being highly competitive, the industry is also 

consolidating, which was supported by a June 2013 study by Boston Consulting Group. The 

study found that 120 managers administer US$33 trillion AUM, which is around 53 per cent of 

the global total (Scarth & Shah 2014, p.28). In 2012 the top 10 investment managers overlooked 

65 per cent of net asset inflows in the US, up from 54 per cent in 2011 (Scarth & Shah 2014, 

p.29). In the UK, IMA members manage £4.5 trillion or around 11-12 per cent of total global 

AUM (Scarth & Shah 2014, p.29). 

The FCA did not share the concerns that many respondents had with ESMA’s proposal related 

to the potential unintended competitive changes. Instead of making EU investment managers 

less competitive, they believed that “enhanced accountability by investment managers and a 

more competitive research market has the potential to lower costs and improve returns to 

customers” (FCA 2015, p.15), which in fact would increase the competitiveness. Furthermore, 

they did not support the view that EU investment managers may be perceived as less competi-

tive globally only by making research costs a separate fee having in mind that MiFID II reforms 
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will radically enhance disclosures of all costs and charges. They argued that “what is included in 

headline management fees already varies between jurisdictions and investors will look instead to 

compare total costs” (FCA 2015, p.15). 

This slightly contradicts with the study conducted by Scarth and Shah (2014), which found that 

active investment managers’ profit margins would halve, if the approximately US$5 billion a 

year spent by investment banks to deliver research were absorbed by the profit and loss of 

investment managers. The investment managers’ profit margins would drop to 14 per cent from 

30 per cent and the investment banks’ profit margins would increase to 17 per cent from minus 

12.5 per cent (Scarth & Shah 2014, pp.10–11). These relationships are depicted in Figure 11.  

  

Figure 11: Operating cost and profit if investment managers absorb the cost of research 

Source: Scarth and Shah (2014, p.11) 

The FCA also addressed the concern that MiFID II reforms may create barriers for EU invest-

ment managers to acquire research from non-EEA firms in jurisdictions where bundled commis-

sion payments are still preferred. On the contrary, they believed that “the scale of the portfolio 

management sector in the EU should encourage feasible regulatory or commercial solutions in 

such cases, to ensure overseas firms can still supply EU investment managers with services 

without undermining investor protection” (FCA 2015, p.16). In addition, they argued that firms 
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already adapt to many variations in global regimes and that globally active investment managers 

try to adopt the highest standards internationally to ensure they act in the best interest of clients. 

Finally, they noted that they continue to discuss these issues with IOSCO (FCA 2015, p.16). 

No doubt the FCA has tremendous power in shaping European financial regulation. Scarth and 

Shah (2014, pp.29–30) noted that all eyes are on the UK due to the impact the country’s 

financial industry has on the rest of the world, especially the European countries. As indicated in 

previous paragraphs, the UK financial industry is huge and the country is thus, not surprisingly, 

taking a lead when it comes to commission spending too. National regulators have the option to 

enact more regulation than required by a EU directive; a practice commonly referred to as ‘gold 

plating’ (Davies 2013). This means that the FCA has the option to go further than the regulatory 

technical standards eventually adopted by the EC, if it turns out to be less than what the FCA 

had hoped for. For instance when the London subsidiaries of large global managers started to 

use CSAs, they were deployed globally to avoid running multiple commission allocation 

systems between regions. If the Commission decides that CSAs without budgets are permitted 

and the FCA chooses to require research budgets, the regulatory rationale is even stronger: it is 

hard for assets managers to justify why in some regions the clients commission spending is 

capped while in other regions it is not (Scarth & Shah 2014, pp.29–30). However, the FCA has 

previously expressed that they do not want to go further than what ESMA ends up proposing. 

According to Michael Fallon, the then British Minister for Business and Enterprise, said in April 

2013 that the gold plating has been “effectively ended” and that ministers were now required to 

“transpose only the minimum necessary to comply with each directive” due to the immediate 

disadvantage it can have to businesses (Davies 2013). 

The IMA highlighted in March 2013 how complex the regulatory processes and dealing systems 

could become by examining the implications for a US broker interacting with a UK investment 

manager (Scarth & Shah 2014, p.29). In the US, it is allowed to pay for corporate access 

through client commissions, where it is not in the UK. Consequently, a UK investment manager 

interacting with a US broker that had arranged a roadshow would need to decide which rules 

apply, the FCA or the SEC rules, when instructing the US broker. In case the UK rules apply, 

the US broker would not be allowed to aggregate the order with those of other clients if it 

generated research credits that were used to pay for corporate access as permitted in the US 



Page 81 of 169 

(Scarth & Shah 2014, p.29). Hence, it would imply a lower degree of economies of scale, which 

leads to higher transaction costs. 

10.3.1.1 Research(subject(to(VAT(

In section 9.3.1.5 a concern with the future application of VAT was raised. As described, a vast 

amount of research spend today is tax exempt. If research and execution payments, combined 

known as ‘dealing commissions’, were to be separated, research spend may be subject to VAT, 

since it would no longer be part of the stamp-exempt brokerage fee. If VAT were to be levied on 

unbundled prices, it is estimated to take 2-4 per cent off fund group profits (Jones 2014). 

The FCA viewed the current VAT treatment differently than the respondents to ESMA’s 

consultation paper. The regulator argued that the current model can distort competition favour-

ing brokers over independent research providers, whose services are typically subject to VAT, 

and preferred an equal tax treatment of research purchased by investment managers (FCA 2015, 

p.16). They noted that “it will be a matter for HMRC to determine how VAT is applied in the 

UK based on the final reforms, and any new concepts this may involve, such as ESMA’s 

research payment account and charge” (FCA 2015, p.16). The fact that research commissions 

are subject to VAT when paid for through a CSA and not when paid through dealing commis-

sions, obviously, would hold back the prevalence of CSAs in those countries. Hence, the 

downsides of bundled commissions would remain in these countries, while the benefits of CSAs 

are missed. Regarding the deviating VAT treatment of research from investment banks and 

independent providers, the FCA’s opinion that it ‘can’ distort competition is probably an 

understatement. In order for independent research providers to be competitive, their research 

needs at least be better than the investment banks’ reflecting the amount of VAT added to their 

selling price. This appears to be a considerable market distortion and major disadvantage to 

independent providers. 

AFME (2014, p.62) referred to an analysis of the UK market3, which suggests that incorporating 

the cost of research results in an increase in the AMC of approximately 7 bps, or 9 bps if 

research is subject to VAT. Table 5 presents the calculations, which assumed the increase in 
                                                
3 BofA Merrill Lynch, “Commission Unbundling – the European Dimension”, 12 June 2014. We were not able to obtain the report. 
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AMC to be the same as an implied research payment of £1.04 billion (£1.25 billion including 

VAT) divided by the estimated active equity mandate of assets under management (AUM) of 

£1,463 billion. 

Table 5: Example of increased research costs 

AUM (end 2012) £4,459 bn 

Equity content 0.42 

Implied equity assets £1,873 bn 

Active content 0.78 

Active equity AUM £1,463 bn 

Turnover 1.2x 

Commission rate 11bps 

Implied commissions £1.93 bn 

Research allocation 0.54 

Implied research payment/increased AMC £1.04 bn, or 7bps on £1,463bn 

VAT on which @ 20% £0.21 bn 

Total implied research payment/increased AMC £1.25 bn, or 9bps on £1,463bn 

Source: AFME (2014, p.62) 

AFME (2014, p.62) pointed out that in theory, the impact of moving research costs from dealing 

commissions to the AMC should be neutral to the end investor. Nevertheless, they claimed that 

investors, and retail investors in particular, emphasise the AMC in the comparison of investment 

managers. Therefore, it would appear as if a European investment manager, running an identical 

fund as an American manager, charges a higher AMC. Moreover, the gap between AMCs of 

actively and passively managed funds would widen. Since investors emphasise driving down 

costs and sometimes have a legal duty to demonstrate this, there would be a solid incentive to 

choose American investment managers in favour of European managers (AFME 2014, p.62). 
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10.3.2 Product(competition(

The respondents expressed their concerns in relation to potential distorted competition between 

financial products regulated by different directives, namely products in the scope of MiFID, 

UCITS and AIFM. This subject was explained in detail in section 9.3.2.  

ESMA addressed the concern by noting that the UCITS and AIFM regulatory frameworks in 

many areas have been built on the basis of MiFID requirements and pointed out that the EC will 

be able to assess any extension of the proposed approach for MiFID II to the UCITS and AIFM 

context. In addition, ESMA considered that “such an extension would be appropriate, in order to 

ensure a level playing field between different categories of investment managers” (ESMA 

2014b, pp.132–134). The FCA preferred to implement the changes in line with the final reforms 

under MiFID II into their domestic inducements and dealing commission rules. Depending on 

the final legislation they might consider their rules in “areas such as the treatment of UCITS and 

AIFM investment management activities, and whether it is possible and desirable to consider 

further detail to clarify [their] approach to implementing new requirements” (FCA 2015, p.18). 

This indicates that the regulators actually do agree with the respondents regarding this matter.  

10.3.3 Impact(on(small(and(mediumJsized(enterprises(

The respondents were also concerned with the impact on SMEs if the Commission would decide 

to follow ESMA’s proposal. This was described in section 9.3.4. The concern entailed three 

different subjects that were endangered of adverse impact: smaller investment firms, specialised 

research and SMEs in general. 

As mentioned in the second paragraph under 10.3, ESMA did not address this concern directly, 

even though the majority of respondents raised the subject. However, ESMA amended their 

technical advice to exclude investment research from inducements and clarified the conditions 

under which research should be received. This could be interpreted as their answer to the 

concerns. ESMA’s final technical advice is presented in more detail in section 12.1. However, 

the FCA received many of the same concerns to their proposals in discussion paper DP14/3 

(FCA 2014a), which they replied to in feedback statement FS15/1 (FCA 2015). The FCA 

generally agrees with ESMA and thus disagrees with the respondents. The UK regulator 
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believed that investment managers would still demand value-added research to provide a stream 

of investment ideas, including research on SMEs, which can have higher growth potential. 

“Customers would accept upfront charges for research, based on the perceived benefit to their 

portfolio and the actual reductions in transaction costs” (FCA 2015, p.15). They also expect that 

full separation of a investment manager’s research and execution arrangements would increase 

the number of suppliers of research and foster more innovation and specialisation. They argued 

that they had evidence indicating that “dealing commission arrangements currently favour the 

largest brokers and not the independent research providers or small brokers who supply more 

research on SMEs” (FCA 2015, p.15).  

The regulator also concluded, following initial transitional costs, that smaller managers would 

not face higher on-going costs or find it harder to pass the costs to clients if research were paid 

for directly, nor would they be worse off compared to larger managers. In the FCA’s view, 

ESMA’s final advice addressed the concerns conveyed about smaller investment managers’ 

ability to absorb costs of external research insofar they are prevented from funding this via 

dealing commissions. They believed that the “flexibility for the investment manager to continue 

to pass research costs to clients – subject to upfront agreement of these charges and clear 

accountability over their spending – will ensure managers can continue to obtain value-added 

research for their customers” (FCA 2015, p.15). They also believed that this approach would 

mitigate the uttered concerns that if investment managers reduced budgets to below an optimal 

level, it would force some independent research providers out of business and reduce demand 

for coverage of SMEs (FCA 2015, p.15). However, insofar the divergent VAT treatment of 

independent providers and investment banks remains and assuming that analysts in either firm 

have similar capabilities, more competition would squeeze out the disadvantaged firms first. In 

addition, they wrote that the ‘research payment account’ option proposed by ESMA takes into 

account the concerns on the impact on smaller investment managers and the availability of SME 

research (FCA 2015, p.9). Yet how it does that better than for instance CSAs was not addressed 

in more detail. CSAs as a solution to bundled commissions will be discussed in section 11. 

It has been frequently mentioned that brokers typically do not provide individual prices, often 

referred to as ‘menu pricing’, for their different research services, e.g. a subscription fee for 

coverage of a specific stock, sector, or mid-cap stocks. This was noted by the FCA in DP14/3, 
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where they found that most brokers instead “targeted ‘client profitability’, seeking to maximise 

the amount of commissions received from investment managers in return for the research 

services provided [and] set a minimum amount of commission that would have to be paid before 

they would give access to their written research portal” (FCA 2014a, p.26). They also noted that 

independent research providers “typically charge a fixed subscription fee for access to their on-

going research and charge a set fee for bespoke research” and added that some “have a wider 

‘menu’ of pricing options” (FCA 2014a, p.28). Menu pricing would likely lead to increased 

competition, since cost of research content would be easily compared. Competition is usually 

seen as a good thing. However, if brokers should offer a menu of research services, it might 

have some implications for their SME coverage, due to the increased competition. The fact that 

brokers have a minimum fee that gives access to their entire research portal allows the broker to 

cross-subsidise different research services. Consequently, brokers have the option to cross-

subsidise research on equities with low volume from research commissions generated by high-

volume equities. Thus, if a degree of menu pricing were mandated, brokers might potentially 

close the coverage of a number of SMEs with low order volumes, and hence low commission 

payments, as they do not cover the cost of production. Research production on low volume 

equities might, however, arise from new sources. These sources could for instance be exchanges 

and issuer paid-for research. This idea is elaborated in section 13.  

11 Commission(Sharing(Agreements(

Many respondents proposed CSAs as a mechanism that would overcome the downsides of 

bundled commissions. CSAs were described in section 6.2 and the downsides of bundled 

commissions were explained in section 6.1.  

In their technical advice, ESMA addressed the proposal that respondents meant would unbundle 

research and execution. The EU authority considered CSAs to have elements that deal with the 

conflicts of interest between brokers and investment managers in relation to research. Neverthe-

less, they suggested that “the conditions under which such arrangements are currently operated 

often do not entirely address the conflicts of interests at stake” (ESMA 2014b, p.133). In 

addition, they pointed out that the industry’s current use of CSAs still enables research charges 

to be determined by the volume of transactions, even though some investment firms use budgets 
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to control the total amounts accrued in CSAs, and that it does not guarantee a fair allocation of 

research costs to a client’s portfolio (ESMA 2014b, p.133). ESMA therefore formulated 

additional requirements, which should permit investment firms to accept third party research 

only “where they pay for it directly or from a ring-fenced research account”(ESMA 2014b, 

p.133) referred to as a ‘research payment account’. This account should be funded by specific 

charges to their clients. In addition, they made clear that the payment for research should not be 

linked to payments made for the execution of orders. ESMA believed that this would address 

potential inducements and conflicts of interest issues and create more transparency (ESMA 

2014b, p.133). 

In DP14/3 the FCA acknowledged that “there have been some improvements since 2006, with 

more investment managers setting budgets, using CSAs, and engaging in tougher negotiations 

with brokers” (FCA 2014a, p.10). Nonetheless, they held that the accountability and transparen-

cy over the use of dealing commissions have not adequately improved. In addition, research 

paid through commissions is still not valued thoroughly enough and the link between research 

payment and trading activity remains embedded in many firms’ practices, while the largest 

brokers still attract a substantial share of research commissions, even via CSAs (FCA 2014a, 

pp.10, 33–34). However, this might be a result of the aforementioned VAT divergence and that 

some of the best analysts simply might be employed at the largest broker houses. The FCA 

further stressed that robust controls remained limited to few investment managers (FCA 2014a, 

p.29). The regulator did not change its position in the subsequent feedback statement. They 

merely noted that ESMA reached a similar conclusion and that the market practices and tools 

developed for CSAs could be transferred to managing the new research payment account 

proposed by ESMA (FCA 2015, p.13).  

The FCA presented some of the areas where there has been less progress. Disclosure to custom-

ers was ineffective in enhancing the accountability of investment managers. It was also found 

that the majority of pension fund trustees did not review the information on dealing commis-

sions, nor use it for negotiation towards the investment manager, who in instances appeared to 

be seeking to maintain existing practices. In addition, the speed with which independent 

research providers were paid using CSAs had been criticised (FCA 2014a, p.15). In order to 

attract research payments, some of the larger independent research providers were found to add 
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trading desks to offer agency execution, which allowed payments from investment managers not 

operating via CSAs. These payments were generally quicker than those received from CSAs 

(FCA 2014a, p.28). However, the FCA found that “better practices generally involved CSAs” 

(FCA 2014a, p.23) and that “a combination of existing best practices in governance and 

controls, seen in a handful of investment managers, can help address some of the issues in the 

current regime” (FCA 2014a, p.43). 

Thus, the FCA and ESMA both acknowledged the benefits of CSAs, while the former appeared 

more sceptical when considering the disadvantages of the ways many CSAs are run today. 

However, these disadvantages do not appear to be in need of new mechanism to be solved. With 

CSAs research commissions become completely transparent. The slow speed of payment could 

be solved with a simple requirement stating how often payments should be transferred from 

CSA accounts. The idea that research commissions should not be linked with volume has some 

intuitive sense, but the evidence that it should be detrimental to investors is not clear. This also 

appears to be a rather late requirement, since the linkage was not found critical in their CP13/17 

two years back, which only said that “an investment manager should take steps to disaggregate 

the substantive research from the other services” (FCA 2013, p.18). In order to avoid that 

research providers are paid too much in times of abnormally high volumes research budgets 

could be mandated. The fact that some managers do not review their research spending and 

challenge their providers is likely caused by poor practices. Thus, it is questionable if such 

evidence should encourage mandating a new regime. In addition, according to the concern that 

research paid through commission is not valued thoroughly enough could possibly be treated 

with the use of the research valuation methods presented in Table 4 on page 69. Thus, instead of 

banning CSAs, a natural step could be to mandate what is perceived best practice with potential 

extra requirements.  

In MiFID II level 1, the Commission demanded that in order to strengthen the protection of 

investors and increase the clarity of services received by clients, the client should be “accurately 

and, where relevant, periodically, informed about all fees, commissions and benefits the firm 

has received in connection with the investment service provided to the client and transferred to 

him” (MiFID II level 1 2014, p.13). It is difficult if not impossible to tell, how CSAs do not live 

up to these requirements.    
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11.1.1 Broker(vote(

In DP14/3 the FCA also considered issues with the ‘broker vote’ mechanism, which is the 

primary means of seeking to value and allocate the dealing commissions accrued in the CSA 

account to research providers. While the regulator acknowledged a few examples of better 

process, they believed that there are inherent flaws with the voting process. The first shortcom-

ing mentioned was that some processes simply divide an accumulated CSA pot by the number 

of votes. Since trade volumes generate the commissions, the monetary value of a vote will vary 

between two periods with different trade activity, even if the vote by the investment manager is 

intended to equally reward the research received. Second, other firms allocate research commis-

sion votes to a desk directly linked to levels of trading, which is then not any different from a 

bundled structure. Third, the FCA noted that the individual investment managers in a firm are 

typically not aware of the monetary value of their vote, which does not encourage a thorough 

value for money consideration of the research received. Fourth, there is a potential lack of 

clarity on what the investment manager has rewarded a research provider for over a particular 

period, since the voting may only be carried out twice a year. Fifth, the process also encourages 

research providers to target as many ‘touch points’ at an investment manager as possible to 

maximise votes across several investment managers and thereby gain a higher degree of 

commission payments. This was not perceived as an efficient way for the investment manager to 

consume input, since it leads to an emphasis on a wide relationship rather than specific quality 

of research services (FCA 2014a, p.34). 

The FCA considered the broker vote only as a relative ranking tool with most investment 

managers not appearing to track what research they have received and consumed. In addition, 

they noted that all these flaws combined has led to “some investment managers stating they feel 

unable to reduce commission payments to investment banks below a certain threshold, to ensure 

they are still considered for wider ancillary services” such as allocations of initial public 

offerings (FCA 2014a, p.34). In the end, “there remains a risk of over consumption, or over-

payment, for both research and execution services” (FCA 2014a, p.35).  

Broker votes are not the only method available to allocate research commissions to providers 

using CSAs. As it was noted in section 6.2, CSAs also allow investment managers to enter into 

ex ante contracts instructing to whom research spend should go. He or she could for instance 
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decide that one research provider should receive 20 per cent of research commissions, another 

provider 10 per cent, etc. Hence, the investment manager can focus on sending orders to the 

execution providers that provide the best execution service, without worrying about research 

commissions. Under the bundled structure, an investment manager may have to send orders to 

an execution desk with higher transaction costs than others only to pay for the same investment 

banks research. Naturally, this would create conflicts, where an investment bank has an 

outstanding research department, while the trading desk is only mediocre. By mandating ex ante 

contracts, the downsides of broker votes could be avoided.  

11.1.2 A(changing(environment(

As mentioned in section 11, the FCA argued that there has been some improvement since 2006 

in the financial industry such as investment managers having tougher negotiations with brokers. 

Scarth and Shah (2014) have studied some of the transformations that the industry has experi-

enced. As the industry began to adopt CSAs the competition among execution providers, not 

surprisingly, increased dramatically. This quickly created a two-tier system among investment 

banks instead of the one-to-one relations between research and execution. Large banks that 

offered CSA execution gained execution market share and many mid-sized and smaller brokers 

that did not offer CSA execution were increasingly compensated for their research via CSA 

payments from other banks, instead of through equity executions. This shift had three significant 

impacts for those who did not offer CSA execution. First, these dealers quickly established 

excess capacity in their trading facilities, as the order declined. Second, the CSA payments from 

other banks were lower in absolute amounts than with the bundled relationship. Third, as CSA 

represented approximately 70 per cent of total UK commissions in 2014, banks that did not offer 

CSA execution had to compete for the remaining 30 per cent (Scarth & Shah 2014, pp.17–18). 

Figure 12 shows the corresponding decline in investment manager’s average number of 

execution counterparties. 
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Figure 12: Investment managers’ average number of execution counterparties 

Source: Scarth and Shah (2014, p.18). 

The available secondary commission to the UK small- and mid-cap brokers who did not offer 

CSA execution was estimated to drop by approximately 80 per cent between 2007 and 2012 

(Scarth & Shah 2014, p.20). This also had severe implications for their research budgets, which 

has led to a significant degree of consolidation and exits from the cash equities business. These 

changes further had a negative impact on the brokerage and research capacity in the sector 

(Scarth & Shah 2014, p.20). 

Investment banks producing research has seen a significant reduction in revenues received and 

budgets allocated to the production of equity research. It was estimated that there has been a 43 

per cent decline in global commissions for equity research, as illustrated in Figure 13. In relation 

to costs, the budgets allocated by around 600 firms producing equity research have been cut by 

40 per cent from US$8.2bn at the peak to US$4.8bn in 2013, as shown in Figure 14. 
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Figure 13: Global equity research commissions 

Source: Scarth and Shah (2014, p.21). 

These costs only represent direct analyst costs and additional expenses of a cash equity business 

as trading, sales management, and IT, etc. are not included. The research costs were estimated to 

represent 25 per cent of total cash equity costs for large investment banks (Scarth & Shah 2014, 

p.20).  

The average number of analysts following all global equities may have fallen by approximately 

50 per cent between 2007 and 2012, which corresponds to roughly four analysts per stock to 

about two per stock (Scarth & Shah 2014, p.20). The number of equity analysts globally was 

estimated a drop from around 18,000 at the 2007 peak to 9,000 in 2012 (Scarth & Shah 2014, 

p.21). However, the numbers alone do not capture the loss of expertise. At many investment 

banks the response to the reduction in revenues has been to replace expensive senior analysts 

with cheaper junior analysts (Scarth & Shah 2014, p.21). 
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Figure 14: Global capital allocation for research production in investment banks 

Source: Scarth and Shah (2014, p.22). 

ESMA, the FCA and Scarth and Shah (2014) presented a slightly different view on CSAs. The 

former two are similar and clearly more sceptical towards the mechanism, while the latter 

presented rather clear evidence of a changing industry, since the adoption of CSAs, suggesting 

that it has made the industry more focused on how to allocate resources while being more 

transparent than under a bundled structure. The contraction of analysts shown by Scarth and 

Shah (2014) supports the hypothesis that there has been an overconsumption of research, as 

indicated by for instance Myners and the FCA. Furthermore, the contraction of brokers support 

the hypothesis that investment managers have been placing orders at a specific broker in order 

to obtain research or likely other services as well. 

Thus, it appears as if the industry is already undergoing substantial changes towards more 

competition for both execution and research supported by the prevalence of CSAs.  

11.1.3 Example(of(a(CSA(with(research(budget(

In order to illustrate how a CSA with a research budget would work, consider a investment 

manager with a research budget of €300,000. The investment manager uses a specific broker 
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or she has different requirements that are not all satisfied by one broker. One broker might be 

better at finding liquidity for block trades in one region while a second broker might be better in 

specific geographical regions. A third broker might be the best for the investment manager in 

terms of executing ‘high touch‘ orders, which demands the broker to possess strong communica-

tion skills and comprehensive knowledge of the managers specific needs, while a forth broker 

might provide a sublime direct market access (DMA) for ‘low touch’ orders. The same logic 

applies regarding the choice of research providers. One provider might be excellent within 

health care, while another is outstanding when it comes to macro outlook for emerging markets.  

In this example the investment manager has arranged with a broker to set up a CSA that allows 

the broker to retain 5 basis points for the execution of the investment managers’ orders, while 

commissions worth 10 basis points is transferred to a CSA account administered by a CSA 

aggregator. The flow of commissions and services is depicted in Figure 15 with an order worth 

€100,000 being executed during first quarter of a given year as an example. 

 

Figure 15: CSA commission flow with research budget 

Source: Own adaption 

When the order has been executed, the investment manager then pays €150 to the broker, 

corresponding to 15 basis points. The broker then retains €50, i.e. 5 basis points, for the 

execution and the €100, i.e. 10 basis points, goes into the CSA account. Towards the end of Q1, 

the investment manager instructs the administrator of the CSA account on the amount of the 

aggregated research commissions that the different research providers should receive. In this 

case ‘research provider 1’ receives €20, while the rest is transferred to other suppliers not shown 

in Figure 15. When orders worth €300,000,000 have been executed and the research commis-
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sions thus aggregate to €300,000 in the CSA account, the broker switch to execution-only rates, 

i.e. the investment manager now only pays for execution. Hence, the CSA mechanism gives the 

investment manager a clear overview of the costs incurred for execution and research services. 

At the same time he or she has full control when choosing the best providers of each service, 

while research commission will not go beyond the budget. 

12 Is(unbundling(a(necessity?(

In their draft technical advice ESMA advised the Commission to treat any financial research that 

is not defined as being generic in nature or personalised to reflect the circumstances of an 

individual client as an inducement. For research to be defined as described it “need to be 

intended for distribution so that it is, or is likely to become, accessible by a large number of 

persons, or for the public at the same time. For example, simultaneously widely distributed 

research or information on a single financial instrument or issuer of financial instruments, or 

generic economic commentary, may meet this provision” (ESMA 2014a, pp.121, 123). This 

treatment of research was badly received by the majority of the market participants. The 

counterarguments and concerns of the market participants were elaborated in section 9, whereof 

the main arguments were discussed in the subsequent section 10.  

Section 10.1 found that there is already two relatively well functioning policies in place to 

handle the conflicts of interest that is inherent in the purchase of research for investment 

managers. These policies were argued to have some degree of deficiencies but these deficiencies 

was also found to be manageable and the need for new regulation and legislation on the area 

was not needed. With the practice of conflicts of interest and best execution policies the clients 

interest should be taken well care of. The treatment of research as an inducement is found to 

have several unintended and severe consequences as elaborated in section 10.3. Among these 

were found the un-level playing field in the global market, the un-level playing field in the 

product competition and the negative impact on SMEs.  

The discussion in section 10.2 nonetheless found that the market participants’ concern of ESMA 

being beyond their mandate could not be proven valid. However, there was also found some 

degree of validation of the draft technical advice treating research as an inducement was out of 
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context with the intentions of the level 1 text of MiFID II.  If all the findings in the discussion is 

summarised it is considered that the implementation of full unbundling is inappropriate for the 

welfare of the market and its participants and that there are other less invasive alternatives, e.g. 

CSAs as elaborated in section 11. The conclusion on the discussion above must be that to treat 

research as an inducement is inappropriate.  

12.1 ESMA’s(final(technical(advice(

ESMA published the final report on their technical advice to the Commission on MiFID II and 

MiFIR on 19 December 2014. In the draft technical advice ESMA advised the Commission to 

introduce an exhaustive list of non-monetary benefits that can be considered to be minor and 

thereby acceptable. ESMA advised that the list should include information or documentation 

relating to a financial instrument, including financial research, or an investment service. This 

information could be generic in nature or personalised to reflect the circumstances of an 

individual client (ESMA 2014a, p.123).  In the final report financial research is removed from 

the list of items that should be part of the list of non-monetary benefits. Instead ESMA has 

treated investment research separately. This is a result of ESMA’s analysis following feedback 

from stakeholders.  

As it was discussed in the second paragraph in section 11, ESMA did acknowledge the benefits 

of CSAs, although they held that the mechanism did not address all conflicts of interest at stake. 

The final technical advice includes rules for when research provided by third parties to invest-

ment firms providing portfolio management, or other investment or ancillary services, to clients 

should not be considered an inducement. Research should not be regarded as an inducement if it 

is received in return for direct payments by the investment firm out the firms own resources or 

for payment from a separate research payment account controlled by the investment firm, 

provided a list of conditions are met. The first condition is that the research payment account 

must only be funded by a specific research charge to the client, which must only be based on an 

agreed research budget set by the investment firm. The second condition is that the research 

payment may not in any way be linked to the volume of transactions executed on behalf of the 

client. ESMA allows for the investment firm to delegate the administration of the research 

payment account to a third party, provided that the arrangement facilitates the purchase of third 
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party research and payments to research providers in the name of the investment firm without 

any undue delay in accordance with the investment firm’s instruction (ESMA 2014b, pp.139–

140). 

In their final technical advice, ESMA did not directly address whether CSAs should be used or 

not. However, the requirement proposed stating that the payments for research should not in any 

way be linked with the volume of transactions, complicates the current use of CSAs. This 

linkage was presented in detail in section 11. ESMA indirectly proposed a solution that would 

hinder all future use of CSAs, thus declining on the proposal from the majority of respondents 

and the findings of the thesis. 

The idea of unbundling is not reprehensible and would probably have been the obvious choice if 

there had not been a current practice. However, this is not the case, since the market for 

investment research and execution is a functioning market with own dynamics and traditions, 

which will be affected by the new rules. Currently, it is found that the demand for full unbun-

dling would be an over-regulating act of a functioning market, which is already experiencing a 

natural development away from bundled structures.  

13 Future(outlook(

In this section potential future changes to the equity research business are presented. Scarth and 

Shah (2014) saw a number of short term key developments within the industry, which match 

well with the evidence presented throughout the thesis. These expectations do not depend on the 

outcome of the on-going negotiations regarding whether CSAs should be permitted or research 

commissions banned, since either outcome would allow the investment manager to acquire 

research from any source that is appreciated. First, it is expected that the trend of separating 

revenues from execution and research will continue. Second, this separation will naturally lead 

to more investment banks starting to price research. Third, this will likely lead to an opening of 

the content universe available to investment managers, as they acquire research from preferred 

providers. Fourth, with bigger incentives for investment managers to purchase research from 

independent research providers due to the alignment with research produced by investment 

banks, the overall payments made to investment banks are projected to continue shrinking. Fifth, 
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it is expected that the industry will consolidate on both the buy side and the sell side, since the 

buy side will move to produce more of its research content in-house in order to pay out of their 

profit and loss instead of through client commissions. Hence, the number of sell-side analysts is 

expected to continue falling (Scarth & Shah 2014, pp.5–8). 

Scarth and Shah (2014) also foresaw six long term changes in the way that investment managers 

will acquire research going forward. The expected changes were related to (1) the future sources 

of research input, (2) changes of research distribution channels, (3) changes of banks research 

content, (4) how to access the long tail of research, (5) exchanges facilitating research, and (6) 

issuer paid-for research. They are as well not dependent on the outcome of the negotiations. 

First, investment managers are expected to continue to widen the scope of research inputs. With 

an unbundled universe the research input would be less sourced from investment banks. Instead, 

it would stem from numerous sources as for instance independent fundamental, economic, and 

strategy research houses, academic journals and primary research, management consultants, 

business and trade publications, and expert networks. Some investors believe that a bulk of the 

alpha opportunities will not surface from investment banks due to three key reasons. First, 

investment banking research budgets are facing reductions and it implies strategic risk to build 

supplier reliance on a contracting industry. Second, since investment-banking research is 

released to all investment managers simultaneously, the inputs are unlikely providing a sustain-

able competitive advantage for one manager. Third, specific research inputs from non-

investment sources may be ordered individually by investment managers, meaning that the 

inputs are likely not re-distributed. Investment managers that have struggled to find and procure 

alpha-generating content will try to guard their sources to sustain the competitive advantage. 

Going forward an investment manager’s approach to the wider research universe will become a 

fundamental part of its investment strategy from an operational as well as a client marketing 

perspective (Scarth & Shah 2014, pp.35–38). 

Second, the means of distributing research is expected to undergo a major upgrade. Execution 

products have already seen significant innovation and intense struggles to reduce capital 

expenditures the last decade with the introduction and development of best execution, DMA, 

algorithmic trading, MTFs, dark pools and TCA (Scarth & Shah 2014, pp.38–39). On the other 

hand, the most significant changes to the research industry are argued to be the invention of the 
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printing press, the move to word processing and the eventual distribution of research via email, 

PDFs and the web (Scarth & Shah 2014, p.34). Most investment managers prefer to pull 

research as and when they need it. However, under bundled commissions, where research has no 

specific price, investment banks have pushed immense quantities of research to investment 

managers in order to receive dealing commissions in return. A competitive advantage for banks 

and other research organisation would thus be to make it easier for investment managers to 

access the research they want. Morgan Stanley launched in the latter half of 2013 its research in 

a multimedia digital format and Liberum Capital, a London-based firm, runs an online portal 

called Optic. Optic offers investment managers to navigate through Liberum’s content online, 

which for instance include short hundred-word summaries on stocks with links to deeper 

analysis. It is expected that research providers will replace PDFs distributed via email with 

searchable XML documents and sites, making it easier for users to access the needed material 

when it is needed (Scarth & Shah 2014, pp.38–39).  

Third, banks will likely adapt their research content according to profitability. With priced 

research, banks have a good feedback mechanism, which reveals the input that is appreciated by 

investment managers. Thus, banks will also profit-maximise their content and thereby terminate 

unprofitable coverage. Investment managers have a wide range of requirements. Surveys from 

Extel and the CFA Society UK4 have found that investment managers ranked independent 

thinking as top priority, followed by direct analyst contact and corporate access (Scarth & Shah 

2014, p.39). Other factors often cited for their importance in strategic relationships include 

access to IPOs and liquidity. Good analysts can attract just that, however, such analysts are few, 

which does not sustain in-depth research on a large tail of stocks. As investment banks prioritise 

profitable and strategically sustainable segments, their research coverage will likely change. 

Hence, it may urge banks to concentrate on areas of relative strength, where highly ranked 

sector analysts are profitable and accordingly generate opportunities on research, execution, 

corporate access and corporate finance businesses (Scarth & Shah 2014, pp.40–41). 

Fourth, major research aggregators will likely emerge. Fairly related to developing distribution 

channels through for instance making XML documents, the biggest winners within the field of 

                                                
4 We were not able to obtain the surveys of Extel and the CFA Society UK. 
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research are likely those who through aggregation can match supply and demand in the same 

way Amazon, iTunes and Netflix do it within books, music and films. One firm that is utilising 

this idea is Gerson Lehrman Group, which is offering timely and proprietary insights from a 

long tail of expertise. Strategies to be considered are among others to make everything available, 

price it to overcome the psychological ‘not worth it’ moment, and help investment managers to 

easily find the content (Scarth & Shah 2014, pp.41–45). 

Fifth, we will likely see more exchanges facilitating research. There is a diminishing sell-side 

coverage of stocks, naturally caused by the current pressure on research budgets, and stock 

exchanges are recognising that this trend is not in their best interest, since it decreases volumes. 

The exchanges also recognise that volume is generated not only by institutional investors, but 

also by private wealth and retail investors, who lack access to reliable data and high-quality 

research. Exchanges are in fact already allocating increasingly larger budgets to the provision of 

research in order to be an attractive listing venue. Nasdaq OMX for instance offers basic profile 

reports on 3,600 Nasdaq- and Nordic-listed companies via Morningstar and qualified companies 

are able to contract with Nasdaq OMX for the provision of more detailed Morningstar Institu-

tional Equity reports (Scarth & Shah 2014, pp.45–47). In addition, the Australian Stock 

Exchange started a trial equity research scheme expected to allocate A$10m (Scarth & Shah 

2014, p.47). The scheme provides fact sheets for companies below A$50m in market capitalisa-

tion, retail research reports on companies between A$50m and A$200m and full institutional 

research on companies with capitalisations greater than A$200m (Scarth & Shah 2014, p.47). 

Sixth, as traditional sell-side research providers have decreased their coverage, an issuer-

sponsored research model has arisen. This is expected to continue as coverage declines. Here, an 

issuer of a stock would simply pay a research house to cover the stock. Despite a rather dubious 

image within equities, which is mainly caused by proclaimed potential conflicts of interest, the 

model is a standard in the bond business. S&P, Moody’s and Fitch provide ratings on bonds 

paid for by the issuers. Their ratings are relied on as a base case by investment banks and 

investment managers. The concern was that paid-for analysts would be overly optimistic and 

whether they could provide any new insight to the market. Proponents argue that the conflicts of 

interest issue is no greater than for bonds (Scarth & Shah 2014, pp.48–50). Kirk (2011) found 

that paid-for analysts in fact do add valuable content for investors, evidenced by two days of 
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abnormal returns after research reports were issued. After initiation companies also experienced 

and increase in institutional ownership, additional analyst coverage and improved liquidity. 

Moreover, results were much stronger for credible issuer sponsored research firms. In addition 

to the findings of the study, paid-for research houses appear to have a competitive structural 

advantage due to the independency, transparency, and a clear product focus compared with 

investment banks (Scarth & Shah 2014, pp.48–50). 

14 Conclusion(

The thesis has been intended to conduct an analysis, discussion and assessment of whether or 

not unbundling research and execution is an appropriate replacement of dealing commissions. 

The thesis is based on three main areas. In view of the analysis, discussion and assessment 

presented above it can be concluded that unbundling is neither a new concept nor a new idea. 

Paul Myners first presented the idea of unbundling in a report from 2001. However, the idea of 

unbundling of research and execution was rejected by the FSA in their consultation paper 

CP176 in 2003. The FSA acknowledged that Myners’ findings had a direct bearing on client 

protection and market confidence objectives. They proposed two solutions to overcome the 

issues arising from bundled brokerage and soft commissions, neither of these solutions con-

tained unbundling. On the contrary, the FSA stressed that their proposed solutions did not 

mandate unbundling. The idea and discussion of unbundling was then put on hold.  

Unbundling of research and execution was not mentioned in either MiFID or in MiFID II level 

1. Unbundling came into play again when ESMA in their draft technical advice recommended 

the Commission to treat financial research, that could not be defined as being generic in nature 

or personalised to reflect the circumstances of an individual client, as an inducement. The 

market participants were sceptical of the recommendation and only 7 per cent of the relevant 

responses agreed with the draft technical advise from ESMA. That leaves a total of 93 per cent 

arguing against ESMA’s proposal. The market participants had a long list of concerns, which 

they highlighted in their responses to ESMA’s consultation paper on the draft technical advice.  

The analysis showed that there are three main areas of concerns with unbundling.  One of the 

main concerns is that research already is and should remain exclusively and rightly ruled by the 
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conflicts of interest regulation and that together with the rules of best execution it will ensure 

that the interests of clients are not in any way harmed. The discussion showed that the propo-

nents of unbundling, especially the FCA, believed that these policies contain several deficien-

cies. The deficiencies are not due to shortcomings in the rules of conflicts of interest and best 

execution, but due to the lack of transparency in the cost for research and the value generated 

from it. However, the discussion also found that there are methods to overcome the deficiencies. 

Among these methods are the eight research valuation models designed by the CFA Society 

UK. Another method found is the use of TCA. With the use of the presented methods in the 

discussion it can be concluded that all the deficiencies found can be offset with the use of 

relatively simple methods.   

The analysis of the responses to ESMA’s consultation paper showed that another main concern 

of the market participants is that ESMA with their draft technical advice went beyond their 

mandate. The market participants argued that nothing at level 1 or in the Commission’s mandate 

indicates that level 2 measures should be established on research as an inducement and that the 

need for amendments of the UCITS Directive and the AIFMD demonstrates that ESMA went 

beyond their mandate. With the use of an expert interview, it was found that these arguments are 

not valid as ESMA is simply providing advice on how to handle inducements in general based 

on their expert knowledge and it is up to the Commission to take away from the technical advice 

what they find reasonable and in the legal context of level 1. Based on the discussion and 

assessment of the concerns with ESMA’s treatment of their mandate, it is concluded that they 

did not go beyond their mandate. However, it is at the same time concluded that there is some 

degree of conflict between intentions of MiFID II and the draft technical advice, which is 

mainly due to the conflict with the principle set out in the mandate for the advice to be coherent 

with the wider regulatory framework of the Union, which is found not to be truly obtained with 

for instance the recommendation of modifications of the UCITS and AIFM directives. 

The third main concern raised by the market participants was related to the impact on markets 

and competition. They argued that ESMA’s draft technical advice would have unintended 

consequences with respect to the international competitive environment, the competition among 

financial products, the general flexibility of markets, and the setting for SMEs. For the concern 

on international competition, issues related to the procurement of American equity research, 
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operations and compliance, and the treatment of research according to VAT were emphasised. 

The concern on the competition among financial products stressed a potential divergence in the 

regulation of UCITS, AIFs and MiFID products. The concern with the potential impact on 

market flexibility arose from increased fixed costs. Finally, the concern towards the conse-

quences for SMEs was highlighted with the potential impact on small investment firms, the loss 

of specialised research, the impact on SMEs in general. In the final technical advice, ESMA 

directly addressed the concern with the potential divergence in the regulation of financial 

products; the rest was implicitly addressed by changes in the proposed research payment 

methods. It was found that ESMA’s proposal could imply a lower degree of economies of scale 

and thus higher transaction costs, and that treatment of research with respect to VAT likely has a 

crucial role in the prevalence of CSAs, and that the providers of research on SMEs may slowly 

change hands.  

Based on the analysis, discussion and assessment it is concluded that the consequences of 

unbundling are of such a degree that unbundling is inappropriate and unsuitable for the current 

market. This conclusion is to some extent supported by ESMA in their final technical advice in 

which they remove research from being treated together with other inducements and instead 

they treat research separately.  

Our conclusion must be seen in the context of our discovery of a less invasive alternative 

solution to unbundling.  In the assessment of the current commission regime in Europe, it was 

found that there is a movement towards the use of CSAs. The UK is the pioneer, however, 

continental European countries follow suit and have more than doubled the use of CSAs. Many 

respondents also proposed CSAs with research budgets as a mechanism that should be used 

instead of full unbundling, as it would overcome the downsides of bundled commissions. ESMA 

recognised these proposals, however, they did not endorse the proposals. The final technical 

advice indirectly obstructs all future use of CSAs. ESMA’s final technical advice is found to be 

a diametrical opposition to the findings in the thesis. The final conclusion of the thesis is that 

full unbundling of research and execution, currently, is not an appropriate replacement of 

dealing commissions as the consequences are too cumbersome and there are already better 

alternatives in place that with little modification can achieve the desired objectives.  
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Annex(I:(Principles(that(ESMA(should(take(into(account(

When developing their technical advice, ESMA should take account of the following principles 
stated by the EU Commission (EC 2014, pp.6–8). 

1. Lamfalussy: The principles set out in the de Larosière Report and the Lamfalussy Re-
port and mentioned in the Stockholm Resolution of 23 March 2001. 

2. Internal Market: The need to ensure the proper functioning of the internal market and 
to improve the conditions of its functioning, in particular with regards to the financial 
markets, and a high level of investor protection.  

3. Proportionality: The technical advice should not go beyond what is necessary to 
achieve the objectives of the Directive and Regulation. It should be simple and avoid 
creating divergent practices by national competent authorities in the application of the 
Directive and Regulation 

4. Comprehensive: ESMA should provide comprehensive advice on all subject matters 
covered by the mandate regarding the delegated powers included in the Directive and 
Regulation.  

5. Coherent: While preparing its advice, ESMA should ensure coherence within the wider 
regulatory framework of the Union.  

6. Proactive: In accordance with the ESMA Regulation, ESMA should not feel confined 
inits advice to elements that are addressed by the delegated acts but, if appropriate, it 
may include advice, guidelines and recommendations that it believes should accompany 
the delegated acts to better ensure their effectiveness. In addition it may indicate how the 
delegated acts should relate to technical standards to be developed in areas where em-
powerments for technical standards are given by the legislative act.  

7. Autonomy in working methods: ESMA will determine its own working methods, in-
cluding the roles of ESMA staff or internal committees. Nevertheless, horisontal ques-
tions should be dealt with in such a way as to ensure coherence between different strands 
of work being carried out by ESMA. 

8. Consultation: In accordance with the ESMA Regulation, ESMA is invited to widely 
consult market participants (practitioners, consumers and end-users) in an open and 
transparent manner. ESMA should provide advice which takes account of different opin-
ions expressed by the market participants during their consultation. ESMA should pro-
vide a feedback statement on the consultation justifying its choices vis-à-vis the main ar-
guments raised during the consultation.  
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9. Evidence and Justified: 

a. ESMA should justify its advice by identifying, where relevant, a range of tech-
nical options and undertaking evidenced assessment of the costs and benefits of 
each. The results of this assessment should be submitted alongside the advice to 
assist the Commission in preparing its impact assessment. Where administrative 
burdens and compliance costs on the side of the industry could be significant, 
ESMA should where possible quantify these costs.  

b. ESMA should provide sufficient factual data backing the analyses and gathered 
during its assessment. To meet the objectives of this mandate, it is important that 
the presentation of the advice produced by ESMA makes maximum use of the 
data gathered and enables all stakeholders to understand the overall impact of the 
possible delegated acts. 

c. ESMA should provide comprehensive technical analysis on the subject matters 
described in the mandate covered by the delegated powers included in the rele-
vant provision of the Directive and Regulation, in the corresponding recitals as 
well as in the relevant Commission’s request included in the mandate.   

10. Clarity: The technical advice carried out should contain sufficient and detailed explana-
tions for the assessment done, and be presented in an easily understandable language re-
specting current legal terminology used in the field of securities markets and company 
law at European level 

11. Advice not legislation: the technical advice given by ESMA to the Commission should 
not take the form of a legal text. However, ESMA should provide the Commission with 
an “articulated” text which means a clear and structured text, accompanied by sufficient 
and detailed explanations for the advice given, and which is presented in an easily un-
derstandable language respecting current terminology used in the field of securities mar-
kets in the Union.  

12. Responsive: ESMA should address to the Commission any question they might have 
concerning the clarification on the text of the Regulation, which they should consider of 
relevance to the preparation of its technical advice.  
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Annex(II:(Datasheet(

This annex contains the empirical quantitative data collected from all the responses to ESMAs 

consultation paper. Each respond from market participants have been mapped in the sheet. For 

those with low support is only shown the ones that support the argument or concern.  
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Annex(III:(TCA(Single(Order(Report(
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Annex(IV:(Execution(Quality(Report(
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Annex(V:(Transcription(of(interview(with(Professor(WolfJGeorg(Ringe(

The interview was conducted at Wolf-Georg Ringe’s office at Copenhagen Business School on 

Wednesday the 9th of September 2015. Before the interview Wolf-Georg Ringe was provided 

with the legislative texts from the European Commission’s mandate to ESMA and the Technical 

Advice from ESMA to the European Commission.  

Interviewer 1: J. E. Jørgensen. 

Interviewer 2: C. Milandt 

Interviewee/Prof. Ringe: Professor Wolf-Georg Ringe.  

Interview: 

Interviewer 1: ESMA has proposed is to split, to make more transparency, research and 

execution. There are different methods to do so. The FCA proposed a complete unbundling, 

complete separation, of research and execution so that you cannot pay for research trough 

dealing commissions.  

Prof. Ringe: so you cannot fund them, it is completely prohibited? 

Interviewer 1: it is not prohibited, but that is what they have suggested at the FCA. 

Prof. Ringe: Ohh, so they have proposed it.  

Interviewer 1: yes, they have proposed it.  

Prof. Ringe: and ESMA simply say that transparency is enough? Is that the idea? 

Interviewer 1: it is on going, so we don’t know exactly what the outcome will be, but they have 

indicated a complete separation of these two, but they shied away from it again. So they will not 

unbundle it but the question is if they are at all allowed to or has the mandate to propose what 

they have done? 
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Prof. Ringe: that is the legal question yes, I just wanted to found out the background. And all of 

this is in the technical advice they give on MiFID? 

Interviewer 1: yes, correct.  

Prof. Ringe: and the question is if they have gone beyond what they are allowed to do? 

Interviewer 1: yes. 

Prof. Ringe: and why do you believe that it is beyond their mandate? 

Interviewer 1: I think that, mainly because of market participants have suggested that. So that is 

where we got the idea from and now we want to check if that is actually a valid argument.  

Prof. Ringe: and what is you own conclusion? I mean from reading trough it I am not sure if that 

is a correct interpretation because in a way the Commission is investigating on these induce-

ments, as they call them right? 

Interviewer 1: yes. 

Prof. Ringe: and they have the possibility of giving their further detail in the law making, it is 

the Lamfalussy process and it is the big framework directive and they make delegated acts for 

the authoriser to ask ESMA on the third level for advice and the Commission make the final 

rules. That is the procedure. Basically ESMA only makes suggestions they don’t become 

binding. 

Interviewer 1: what did you call that method? 

Prof. Ringe: It is called Lamfalussy process. It is a French regulator who invented the system a 

couple of years ago, with the three levels.  

Interviewer 1: ok. 

Prof. Ringe: But I am not so sure why it is beyond their mandate to propose transparency in this 

field. 

Interviewer 2: I think it is more about them dragging in research in the list of inducements. 
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Prof. Ringe: ohh, to single out this specific category? 

Interviewer 1 + 2: yes. 

Prof. Ringe: right, but then again you can make the argument of saying they are asked to give 

advice on inducements generally and they think it makes sense to split it up, because there might 

be differences in they way we want to handle inducements. If it is just bribery or if it just 

payment for whatever reason then of course it is a different matter, arguably, from research as 

an objective. I find that a legitimate point to make, and one further point is that ESMA, of 

course, as I said do not have the final word, so they propose what they think makes sense and 

then the European Commission takes from that and uses what they ultimately thinks is going to 

be the delegated acts.  

Interviewer 1: have you heart anything about a level 3? 

Prof. Ringe: Normally there is three levels, where level 3 is the level where these specialists 

come in to play, so ESMA is not elected politicians, but they are bureaucrats. They are the 

experts in securities markets but because of a very old European case, now this becomes very 

legal stuff, but there is, as you might have read about, the Meroni case. This prohibits those 

bodies like ESMA or CESR can write their own rules. They do not have the power to adopt their 

own laws because the European Commission is at least not complete democratic but in a way 

appointed by the European governments. So they must be in charge and they cannot delegate 

everything to simply all other bodies. That is the principle in European law that stand behind it 

and that explains why they ask ESMA for advice and then ESMA gives advice and then it goes 

up again and the Commission formally makes the law. That said they of course in many cases 

follow up on what the experts have said, so otherwise they would be useless.  

Interviewer 1: the first question is, if it is common that the level 2 text differs allot from the 

level 1 text? Maybe have seen cases before like that? 

Prof. Ringe: well, differs is not the right word. I mean it fills it out it is definitely, I mean your 

question was “Does it go beyond?” and it is never allowed to go beyond, they have to stay 

within their mandate. It is always a delegation down to a level below so level 1 says this is the 

framework and you cannot change what level 1 says.  
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Interviewer 1: ok, so that is binding? 

Prof. Ringe: level 1 is the big directive on top which has been made in a complicated procedure 

of Commission, Council and parliament and that tells then in legal terms that the European 

Commission has the power of specifying further details and questions and the Commission fills 

it out and because they have to stay within this limit, they cannot reinvent what they want to do 

and then on level 2 the Commission asks some technical experts can you help us propose 

something and they of course also have stay within these limits.  

Interviewer 2: But that is what the opponent argue, they argue that research was not in any way 

mentioned in the level 1 text.  

Prof. Ringe: I see,  

Interviewer 2: and it is not only the market participants, the UK government has also mentioned 

it now. 

Prof. Ringe: Ok, I mean, I get it now. My response to that would be, and you would have to 

learn this because you are not lawyers, the problem is that in law there is always two if not more 

views, so you can definitely argue that they have done something completely different. My 

personal take on it just by having 5 minutes look at it, is that you can also take a different view 

and say they fill it out and they do the job of giving advice on how to handle inducements 

generally by making a substantive difference within all inducements, by splitting it out, with this 

part of inducements we handle it this way and with this part of inducements we do it that way. 

And I think that is also a legitimate reading and something that ESMA would probably argue, to 

say we are just giving advice on how we would deal with it and we would simply make a 

difference between the two types. And as always in law there will be people having different 

view on things and if this is really a important thing that makes important difference, then 

ultimately post to decide it would be the European Court of Justice, so you can theoretically at 

least, challenge the validity of a delegated act, by saying it is beyond their mandate. 

Interviewer 1: and all participants can do that? 
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Prof. Ringe: yes, or no, the different EU institutions can do that. The European parliament, the 

European Council and so all those bodies. 

Interviewer 1: So not a bank? 

Prof. Ringe: No, not a bank directly but indirectly. This is now complicated legal stuff, but when 

they have a national court pending. Example if they have litigation on whether these payments 

where for example legitimate or not, so it might be imaginable that they go to a court and sue 

someone for paying a financial institute for some kind of inducement stuff and then the court 

will look at this and say “hmm is this maybe beyond their mandate of ESMA or the European 

Commission”. And then they will make what we call a reference to the European Court of 

Justice. So the example English court could send the case over to the European Court of Justice 

in Luxemburg and because the European Court of Justice is the only body to decide this 

question, whether this is valid or not valid and then the European Court of Justice will sit on the 

case for a year or two years and then in its big wisdom send the case back to the English court 

and then they will decide the case. So this is what we call an indirect review because none of us, 

banks or other normal organisation can go directly to the court in Luxemburg. It could arrive as 

another side question in a normal court procedure.  

Interviewer 2: do the European Court of Justice need to have it referred from another court or 

can they take it up by them self? 

Prof. Ringe: No, they will only deal with what they are asked to deal with by the appropriate 

[...]. If I send a letter to them, they would simply throw it away. So this it how it works, but in 

all honesty I am not, well it might be I am not saying it is impossible but just rather unlikely that 

this sort of detailed question and only if really big commercial interest at stake to convince a 

normal court to make a reference to Luxemburg. It is a lot of hurtles until this really gets 

decided and many of these detailed questions is not really litigated. What is more likely is that 

people will start to lobby ESMA or they will start to lobby the European Commission. The big 

legal debates are not so common on this level.  

Interviewer 1: Ok. The fourth question is regarding whether they can change other directives 

from the suggestions that ESMA has made. The suggestion or proposal that ESMA made is 

going to imply that they change other directives, have you heard about that before? 
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Prof. Ringe: why would it change the directives? 

Interviewer 1: they suggest changing other directives, because otherwise is would be an unlevel 

playing field if they don’t. Because there are different directives for different kind of investment 

managers, but all the investment managers compete but they are under different directives. So if 

they adopt the proposals that ESMA had made it could potentially make an unlevel playing field 

with regards to the other investment managers that are under other regulations. 

Prof. Ringe: Well I say. The clear answer is that neither ESMA nor the European Commission 

can change other directives if it is not official demanded. It can only be changes on level 1, the 

same way as it was created. It makes intuitive sense I think. I haven’t seen this and quite 

honestly have seen this from my short look at it. A whole different thing is to just make a 

proposal. ESMA says by the way if you follow my approach here it would make sense to also 

change these other directives. I honestly can believe that they say “you now have to automatical-

ly also change the other directives”. This is legally impossible. So unless you tell me otherwise 

my understanding would be that might make a suggestion, which they always can, to say that by 

the way it would also be good if we could follow the same approach in the other directives. 

Interviewer 1: I think that what all the participant is afraid of is that European Commission is 

going to adopt not what ever ESMA says, but something close to what they have said and I 

would think that fear would arise from historic reasons. Like if they have done that before, just 

taking what ESMA suggests.  

Prof. Ringe: So they frequently follow the technical advice for the reasons already given. Point 

one is that ESMA or the other technical institute is the experts. They know far better. The 

European Commission does so many things, so they do not now the details of the securities 

markets. Point number two is the Lamfalussy process as I started this with is leading to this 

result. What ideally would have like to done is give ESMA full discretion to do whatever they 

like but for the constitutional reasons I gave you in the beginning it is in this weird structure, 

that level 3 ESMA makes suggestions and level 2 formally puts them into law. It is because of 

this Meroni-case. The Meroni-case says that you simply cannot delegate everything to other 

levels and they what ever they like. They can only make suggestions and the European Commis-

sion then finally makes them into law. 
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Interviewer 1: so that is what is meant by level 3: that is ESMA proposing technical advice back 

to level 2. 

Prof. Ringe: Yes. Level 1 is the big framework directive, which is made in a complicated link 

between the different bodies commission, council and parliament and member states. When that 

is in place the gaps that are still there is being filled by the level 2 by the Commission itself, not 

a long procedure but the Commission specify the details but of course only fill in, not go 

beyond. A level 2 sometimes goes to level 3 and asks the real experts for help in this specific 

field. So ESMA fills out the details and gives it back to level 2 and they formally write the 

results because level 3 is not allowed to make own independent laws. But you are absolutely 

right to say that level 2 frequently follows what level 3 says.  

Interviewer 2: So you believe that when the opponents says that the proposed changes to UCITS 

and AIFMD is evidence that ESMA is going beyond their mandate, that is not correct? 

Prof. Ringe: Well if is proposed changes, it that is true, then I think no. They can propose 

whatever. Everyone can send a letter to the European Commission. 

Interviewer 2: the opponents just argue, that the need for that suggestion to be made proves that 

is was not the intention with the level 1 text.  

Prof. Ringe: So the argument is that because ESMA does what it does and the solution to their 

proposes only makes sense if we change other stuff too that it goes beyond? 

Interviewer 2: Exactly. 

Prof. Ringe: Yes again you see the richness of legal debates. But I think that is not right. My 

personal hunch on it would be that they can make the suggestion and theoretically it is possible 

to simply change the MiFID. Sorry, theoretically it is possible to follow ESMA’s technical stuff 

here and put it in to level 2 here without changing anything else. At least it is theoretical 

possible. It might not be very useful to do it or it might not make sense, but it is possible. And 

then you can only use this as an advice for the next, to change the next. But I don’t think that the 

argument would stand up in court. I don’t hope I completely ruin your own argumentation, but 

this is what my initial reaction is. 
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Interviewer 1+2: No, not at all, just nice to get a professional view on it.  

Prof. Ringe: This is really what I thought as a first reaction. I am not saying that the other 

arguments are wrong but you can always fight intellectually.  

Interviewer 1: So theoretically that can propose what ever they want, making sense or not it is 

only a suggestion?  

Prof. Ringe: this is how I would interpret it.  

Interviewer 1: but where one could go beyond is if the European Commission chooses to adopt 

something that is out of the level 1 text? That is where the break happens? When they choose to 

follow something out of the scope? 

Prof. Ringe: Right, right.  

Interviewer 2: so theoretically ESMA cannot go beyond their mandate because it is up to the 

European Commission to take the suggested into the level 2 text? 

Prof. Ringe: Well ESMA can go beyond its mandate if they write in black letter stuff into the 

box “technical advice”, well I mean that they document a really long discussion and then you 

see that box where they have the final text of their advice and if they there write that the 

following directives, UCITS or what ever it was, needs to be changes the following way 

followed by point a, b, c etc. then it would definitely be beyond their mandate. But it is a 

different thing if they in the considerations explain that they would like to make the split 

between research and this other funding and if we go for this solution it might make sense to 

also change other corresponding directives. That is a different thing.  

Interviewer 1: that is actually what they do. 

Prof. Ringe: so if that is the case I simply see it as some kind of suggestion and then the 

European Commission will also only follow what is in the box, the technical advice and put that 

into law. But they might take up these suggestions and when the other directives it next 

reformed they will take it forward I guess.  
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Interviewer 1: Do you know then, if the European Commission agrees with ESMA to change 

some of the other directives, do they then have to change the other directives before they make 

the new directive? 

Prof. Ringe: well changing the other directives would take years because it would have to be on 

level 1 and it would have to go trough the full procedure of asking the other bodies to agree and 

I don’t think that would make sense to do before.  

Interviewer 1: so there could potentially be this unlevel playing field for some time? 

Prof. Ringe: Yes. 

Interviewer 1: that helped a lot, thank you so much.  

 


