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I. INTRODUCTION

.......................................................................................................................

ConpucT of business (COB) regulation governs financial intermediaries’ con-
duct toward their clients; that is, toward the actors—whether individuals or
institutions—with whom financial intermediaries transact in providing financial
products and services.! While the expression ‘conduct of business regulation’ is not
widely employed in some jurisdictions, including the US, it is commonly used by
international financial regulatory bodies and by financial regulators in many juris-
dictions, including the Member States of the EU.* COB regulation governs financial
intermediaries acting for or on behalf of their clients, such as in giving advice, exercis-
ing discretion, and executing orders. It may also govern intermediaries’ arm's-length
arrangements with clients—transactions in which intermediaries act as principals,
or counterparties, in buying or selling financial products. COB regulation typically
applies across the spectrum of financial intermediaries’ functional lines of business,
including their securities, banking, and insurance activities. It takes various forms,
including requirements for registration or licensing; rules governing sales, marketing,
and other business practices; and mechanisms of enforcement

COB regulation serves the objectives of protecting clients (investors) from harm,
preserving and enhancing the integrity and orderly operation of financial markets,
and otherwise serving the public interest. Because its focus is ‘client-facing), it does
notencompass firm-facing’ regulation, such as theimposition of general supervision
obligations, record-keeping requirements, or net capital requirements—regulation
that nevertheless serves to protect clients.* Moreover, because of its focus on con-
duct, COB regulation does not encompass product regulation except to the extent
such rules shape financial intermediaries’ conduct toward their clients.

This Chapter considers various functional lines of business, but focuses on secur-
ities. As Professor Eddy Wymeersch observed, COB regulation is more symptom-
atic of securities regulation than of banking and insurance regulation The latter

' In this Chapter, references to ‘financial intermediary’ encompass both the firm itself and the
individuals acting for it. The term ‘client’ is used to encompass all actors with whom financial inter-
mediaries transact, whether they do so as principal or not, in providing financial preducts and
services.

* Sometimes also referred to as "business conduct’ or ‘market conduct’ regulation, COB regula-
tion is typically contrasted with market stability regulation and safety and soundness regulation. For
prominent use of business conduct regulation in the US, see Department of the Treasury, Blueprint
for a Modernized Financial Regulatory Structure {(2008), 2-5, 14, 19-21, 138, 170-80,

1 ibid, 171,

* The terms ‘client-facing’ and ‘firm-facing’ used in this Chapter are adopted from Moloney, N,
How to Protect Investors: Lessons from the EC and the UK (zo10).

* Wymeersch, E, ‘The Structure of Financial Supervision in Europe: About Single Financial
Supervisors, Twin Peaks and Multiple Financial Supervisors' (2007) 8 European Business
Organization Law Review 237.
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CONDUCT OF BUSINESS REGULATION 539

areas of financial regulation have been primarily concerned with the solvency of
banks and insurance companies, whereas securities regulation has focused on
investor protection—an objective served by COB regulation.®
The Chapter begins with the regulatory backdrop to COB regulation. It describes
the justifications for COB regulation, the modal regulatory strategies used, and the
complex frameworks within which COB regulation operates. The Chapter then
generally assesses US COB regulation, outlining important market and regulatory
developments over the past several decades, and drawing comparisons with cor-
“responding EU and other COB regulation, The Chapter concludes by discussing
reforms proposed or adopted in the wake of the global financial crisis of 2007-097

II. REGULATORY BACKDROP

.......................................................................................................................

1. Coexisting general law obligations

Financial regulation, and COB regulation in particular, is typically considered dis-
tinct from the general law, or private law.® The sources of financial regulation are
legal instruments such as statutes and the rules and regulations of agencies, as
well as judicial and other adjudicative opinions interpreting and applying these
instruments. In the two jurisdictions with the deepest capital markets® and most
important financial centres, namely the UK and the US, both COB regulation and
the general law apply to regulate the business conduct of financial intermediaries.®

¢ See generally Jackson, H, ‘Regulation in a Multisectored Financial Services Industry: An
Exploratory Essay’ (1099) 77 Washington University Law Quarterly 319, 348-52.

? Inview of the complexity of the regulatory regimes considered, this Chapter should be regarded
as an introduction to the field.

* The term ‘general law’ is used here to describe laws of general application, including contract
law, property law, equity, and tort law. For similar distinctions, see Nelson, P, Capital Markets Law
and Compliance: The Implications of MiFID (2008) 146, 306 (describing ‘general law’ in England
and Wales); Hudson, A, The Law of Finance (2nd edn, 2013) 53-91 (contrasting EU and UK financial
regulation with the ‘substantive law’ or ‘private law’ of England and Wales); DeMott, D and Laby,
A, “The United States of America’ in Busch, D and DeMott, D, Liability of Asset Managers (2012)
411, 435-40 {discussing the ‘private law’ duties of investment advisers); and Baxt, R, Black, A, and
Hanrahan, P, Securities and Financial Services Law (7th edn, 2008) 529-93 (contrasting Australian
financial regulation with ‘general law’). The boundaries of general law and financial regulation often
blur. Hudson, n 8 abave, 66-70.

* Cax, ] et al., Securities Regulation: Cases and Materials (7th edn, 2013) 104.

© As to the UK, see Hudson, n 8 above, 53-66. As to the US, see Sitkoff, R, "The Fiduciary
Obligations of Financtal Advisers under the Law of Agency’ (2014) Journal of Financial Planning 42,
42 and SEC, Study on Investment Advisers and Broker-Dealers: As Required by Section 913 of the
Dodd-Frank Wall Street Reform and Consumer Protection Act (2011), 45, 51
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The general law serves as an important backdrop against which to consider COB
regulatory developments. Under general law, a financial intermediary providing
financial products and services may face liability for fraud and for carelessness and
disloyalty. Liability for fraud arises where the tort of deceit is committed.” Liability
for carelessness arises from breach of a duty of care imposed by contract or the tort of
negligence.” Liability for disloyalty arises from breach of a duty of loyalty, a duty aris-
ing where the financial intermediary-client relationship is characterized as fiduciary.»

Fiduciary doctrine emanates from the general law. The standard of propriety it
imposes is unequalled elsewhere in the general law." Generally speaking, fiduciary
duties arise where one party has power or influence over the interests of another
who is therefore vulnerable to the former party’s exercise of discretion.” Some rela-
tionships in the financial context are, based on their status, fiduciary relationships.
For instance, where a financial intermediary acts as the trustee of a pension fund, a
scheme manager, or trustee of a unit trust, it will have fiduciary status.* Fiduciary
duties may also arise on an ad hoc basis, such as where a financial intermediary
provides advice or has discretionary control over a client’s assets.” Where fiduciary
duties arise, they demand “undivided’ or ‘single-minded’ loyalty, thus limiting the
financial intermediary’s pursuit of self-interest. Fiduciary duties do so by restrain-
ing the intermediary’s freedom to act in ways inconsistent, or in conflict, with the
interests of its client. In particular, fiduciary doctrine has traditionally required
fiduciaries to avoid conflicts of interest, absent the informed consent of the party to
whom the duty is owed."® In many jurisdictions, however, contracting parties may
exclude or disclaim the existence of fiduciary duties.”

In the context of financial products and services, the general law alone is inad-
equate for regulating COB. The general law typically governs conduct in a less

" eg, Hudson, n 8 above, 714-30.

# Nelson, n 8 above, 306. In some common law jurisdictions, a duty of care may also arise from
the fiduciary characterization of a relationship.

% Bristol and West Building Society v Mothew [1998] ch1,18. # fjbid, 16-19.

# Regarding unifying features of fiduciary relationships, see DeMott, D, ‘Beyond Metaphor: An
Analysis of Fiduciary Obligation’ (1088) 37 Duke Law Journal 879, go2.

'* Hudson, n 8 above, 104,

v eg, Woods v Martins Bank Ltd (1959] 1 QB s5; Australian Securities and Investments Commission
(hereinafter, ASIC) v Citigroup Global Markets Australia Pty Ltd (No 4) (2007) 160 FCR 3s.

" As to the position in England and Wales and in Australia, see Bristol, n 13 above, 18 and Breen
v Williams (1996) 186 CLR 71, 113, 137-8. Fiduciary doctrine in the US varies by context, although the
duty of loyalty on agents generally conforms to the Anglo-Australian approach of prohibiting con-
flicts of interest, absent informed consent. Restatement (Third) of Agency, section 8.01; and Sitkoff,
n 10 above, 44.

» Contractual exclusion would seem permissible in the UK and Australia. Hudson, n 8 above,
uz-1s; ASIC v Citigroup Global Markets Australia Pty Ltd (No 4) (2007) 160 FCR 35. The position is
more restrictive in the US. See Restatement {Third) of Agency, section 8.06. The formulation in sec-
tion 8.06 accords with that recently employed by the Delaware Court of Chancery. See In re Rural
Metro Corp., 88 A3d 54,101 (2014).
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granular fashion than does regulation, which may impose specific, prescriptive
obligations—an advantage where particular regulatory resolutions are consid-
ered desirable. The general law also adapts slowly and unpredictably to changes
in market structure and to emerging market practices and technological develop-
ments, due to the nature of the judicial process, the generality of the legal con-
cepts involved, and the limitations of judicial expertise. The general law provides
no mechanism for public enforcement. It nevertheless applies broadly, thus filling
some gaps left by COB regulation.

2. Economic and other justifications

The strategies used in COB regulation find theoretical justification in economics
and related disciplines. Standard neoclassical economic analysis asserts the need
for regulatory intervention when particular market failures exist.* For instance,
financial intermediaries with market power, perhaps resulting from high search
costs, may set higher prices than competitors. These circumstances would justify
mandatory disclosures and direct price regulation.” Failures stemming from the
‘public good' nature of information may be addressed by disclosure requirements
and anti-fraud rules.* When a client delegates discretion to a financial intermedi-
ary to act on its behalf, (economic) principal-agent theory counsels for mechanisms
to help align the intermediary’s interests with those of the client and thereby to
reduce ‘agency costs’* That theoretical framework justifies rules requiring loy-
alty, such as fiduciary duties.” The possibility that a financial intermediary will

* For an overview of justifications in the context of retail investors, see Moloney, n 4 above,
45-92. Policymakers often justify regulation on grounds of fairness, eg, Mary Jo White {Chair, SEC),
Enhancing our Equity Market Structure, speech at Sandler O'Neil & Partners, LP Global Exchange
and Brokerage Conference (5 June 2014), available at <http:ffwww.sec.gov/News/Speech/Detail/
Speech/1370542004312#.U65USqNLOAI> (last accessed 23 June 2014).

# Campbell, ] et al., ‘Consumer Financial Protection’ (2011) 25 Journal of Economic Perspectives
91, 92-5.

= ibid, 92-3. 3 jbid.

“ Campbell, ] et al., The Regulation of Consumer Financial Products: An Introductory Essay
with Four Case Studies (2010), Harvard Kennedy School Faculty Research Working Paper Series
No 8, available at <http://dash.harvard.edu/bitstreamn/ handle/1/4450128/Madrian_TheRegulationof.
pdfisequence=1>.

* Agency costs arise from the agent’s divergence of interests from those of the principal. Jensen,
M and Meckling, W, “Theory of the Firm: Managerial Behavior, Agency Costs and Ownership
Structure’ (1976) 3 Journal of Financial Economics 305, 308-10, 357.

% For a more extensive discussion of how (economic) principal-agent theory justifies the
imposition of conflict of interest rules, such as duties of loyalty, see Cooter, R and Freedman, B,
“The Fiduciary Relationship: Its Economic Character and Legal Consequences’ {1991) 66 New York
University Law Review 1045; Sitkoff, R, “The Economic Structure of Fiduciary Law' (2011) 91 Boston
University Law Review 1041; Tuch, A, ‘Conflicted Gatekeepers: The Volcker Rule and Goldman Sachs’
(z012) 7 Virginia Law and Business Review 365, 378-92.
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harm another through its carelessness justifies the imposition of a duty of care.»
These various justifications have greater force with regard to regulation to protect
individual (or retail) investors than that to protect institutional investors, because
institutional investors have been considered sophisticated and thus able to ‘fend for
themselves’, such as by contracting with financial intermediaries to protect their
financial interests. However, the notion of institutional investors as adequately able
to guard their own interests stands on weaker foundations after the financial crisis,
when abundant evidence inconsistent with this notion surfaced.®

Some strategies used in COB regulation may also be justified by evidence indi-
cating that clients, particularly retail clients, fail to conform to the behavioural
assumptions made in neoclassical economics. Investors have biases and cognitive
limitations, leading themn to make decisions that systematically depart from ration-
ality.® Cognitive psychology has demonstrated the tendency of individuals to be
overconfident in their judgements, abilities, and prospects; to hold onto opinions
‘too tightly and for too long’; to be more disposed towards avoiding a loss than tak-
ing a gain; and to anchoring any estimates they form to some initial, possibly arbi-
trary value Applying these insights to investor behaviour, behavioural finance
has demonstrated seemingly irrational behaviour by investors. A flourishing legal
literature has drawn upon insights about the behaviour of investors and cautiously
suggested new directions for regulatory intervention*

Importantly, even where regulatory intervention finds theoretical justification,
determining the best form of such regulation poses difficult challenges. The fit
between economic and other justifications and any resulting regulation is, at best,
imprecise3* Moreover, the task of crafting desirable COB regulation occurs against the
backdrop of the general law. Richard Posner has observed, in general, that any ‘market
failures’ are those of the market and of the rules prescribed by the general law.* In

# See Shavell, S, Foundations of Economic Analysis of Law (2004) 178-81 (referring to firms gener-
ally rather than financial intermediaries specifically).

® See Langevoort, D, ‘Global Securities Regulation after the Financial Crisis’ (2010) Journal of
International Economic Law 799, Bog-11; and Langevoort, D, ‘The SEC, Retail Investors, and the
Institutionalization of the Securities Markets' (z009) 95 Virginia Law Review 1025, 1058, 1061—70.

» For an overview of the literature in behavioural economics, see Barberis, N and Thaler, R,
‘A Survey of Behavioral Finance’ in Constantinides, G et al. (eds), Handbook of the Economics of
Finance (2003) 1054.

% jbid, 1065-9. See also Campbell, n 21 above, 94.

% Langevoort, D, “Taming the Animal Spirits of the Stock Markets: A Behavioral Approach to
Securities Regulation’ (2002} 97 Northwestern University Law Review 135; Langevoort, D, ‘Selling
Hope, Selling Risk: Some Lessons for Law from Behavioral Economics about Stockbrokers and
Sophisticated Customers’ (1996) 84 California Law Review 627; Prentice, R, ‘Whither Securities
Regulation’ (2002) 51 Duke Law Journal 1397, 1448-89.

2 A further difficulty for crafting regulatory strategies stems from the potential behavioural
biases of regulators. Choi, S and Pritchard, A, ‘Behavioral Economics and the SEC’ (2003) 56 Stanford
Law Review 1, 20-41.

» Posner, R, Economic Analysis of Law (7th edn, 2007) 389 (referring to common law, rather than
general law).
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the present context, any failures are those of the market and of the rules prescribed by
both the general law and existing COB regulation. Where such failures arise, regula-
tory reforms must be assessed for their likely effect on people and markets, an exercise
often involving expert judgements and contested evidence

3. Modal regulatory strategies

In regulating COB, major regimes employ a range of regulatory strategies that
broadly map onto the general law obligations, but with important differences. The
primary strategies are anti-fraud rules and duties of care, loyalty, fair dealing, and
best execution—as well as variants of these duties Other core regulatory strat-
egies include registration or licensing requirements and mechanisms to enforce
the duties imposed.

By way of general explanation, anti-fraud rules create a cause of action against
parties intentionally engaging in misleading or deceptive conduct® Those rules
are often broader than general law fraud rules since they extend beyond inten-
tional affirmative misrepresentations to encompass the failure to disclose material
adverse facts.” Disclosure requirements promote information production and may
differ along a variety of dimensions. Some require highly particularized informa-
tion about products, services, or intermediaries. Others may be tailored to indi-
vidual transactions or to the aggregate of transactions in which an intermediary
is involved * Duties of best execution concern the execution of trades for clients,
including the handling of clients’ orders.

Duties of care typically require that the process employed by a financial interme-
diary in giving advice or making a recommendation be ‘suitable’. For instance, the
US imposes suitability duties on broker-dealers and investment advisers, as does
the EU on investment firms. The concept of ‘suitability’ draws on certain char-
acteristics of the client involved and the securities or investment strategy under
consideration. Most jurisdictions apply somewhat weaker suitability duties for the
benefit of institutional clients. In the EU, regulatory strategies regarding suitability
are explicitly tailored according to clients’ categorization as retail investors, profes-
sional investors, or eligible counterparties, Unlike the general law, some jurisdic-
tions also supplement their duties of care with detailed evidential requirements, for
instance requiring firms to document their advice to clients.

" Breyer, S, Regulation and its Reform (1982) 184-8, 191-6.

» For a general discussion of the range of regulatory strategies available, see Campbell, n 24
above, 14-19.

* However, some anti-fraud provisions do not require scienter, eg, Investment Advisers Act of
1940, section 206(2); and Securities Act of 1933, section 17{a)(2) and (3).

v Hanly v SEC, 415 F.2d 589, 502 (2d Cir. 1969). »® Campbell, n 24 above, 15.
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Rules requiring loyalty—that is, rules regulating conflicts of interest—are essen-
tial to COB regulation, due in particular to the remuneration-based risks many
financial intermediaries face and the organizational structure they employ»
But rather than mandate conflict avoidance, COB regulation typically requires
financial intermediaries to ‘manage’ conflicts of interest, especially by disclosing
them, except in more egregious situations in which certain conflicts of interest
require client consent or are banned. Given the difficulties involved in determining
whether a financial intermediary exploits, or acts upon, any conflicting interests it
faces, regimes typically leave the task of ‘managing’ conflicts to firms themselves
and provide limited guidance on the meaning of conflict management. Conflict of
interest rules in COB regulation thus differ significantly from general law fiduciary
duties—but they may not be weaker, since they typically cannot be contractually
disclaimed.*

Other modal regulatory strategies are registration or licensing requirements
and mechanisms of public enforcement. Most COB regimes require financial
intermediaries to register with regulatory bodies before they may engage in
financial activities with clients, unless an exemption applies. To register, an
intermediary must pass certain financial capital and competence tests. Public
enforcement ensures that widespread practices may be tackled on a systematic basis
by a regulator with access to an array of deterrent mechanisms, among the most
powerful of which is the ability to suspend or revoke an intermediary’s registration
privileges. These modal strategies have no general law counterparts.

4. Complex regulatory frameworks

Many of the frameworks in which COB regulation operates are complex, The US
approach involves multiple layers of rules, sources of law, and regulators. The prod-
uct is a complex and often esoteric amalgam of laws.* For example, determining
COB regulation for broker-dealers requires resort to federal and state statutes,
the rules and regulations of federal and state public regulators, rules and inter-
pretations of self-regulators, and formal and informal pronouncements of regula-
tors.** Such regulation coexists with federal and state general law. Enforcement is
undertaken by federal and state regulators, by self-regulators, and even by federal
and state criminal prosecutors. Multiple private actions may also be under way.
The framework may thus give rise to simultaneous, uncoordinated proceedings.*

¥ See Sections [I1.4 and IV.2, * eg, Securities Exchange Act of 1934, section 29.

# Langevoort, D, ‘Brokers as Fiduciaries’ (2010) 71 University of Pittsburgh Law Review 439, 443
("Why is this area of the law [concerning broker-dealers] so confusing?’).

# See Section 11, See also DeMott and Laby, n 8 above, q12.

# One instance of cooperation among regulators was the 2002 s1.4 billion ‘Global Settlement’
among various agencies with major financial conglomerates regarding research analysts’ skewed
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Widely diverging approaches are adopted across securities, futures, insurance, and
banking sectors—with different regulators often dedicated to particular pieces of
the financial regulatory puzzle.*¢

On top of this, the US regulatory approach reflects piecemeal, incremental
reform, rather than coherent, wholesale reinvention. Despite seismic changes
introduced in the wake of the global financial crisis by the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010% (hereinafter, the Dodd-Frank Act),
the US Depression-era regulatory framework remains largely intact. Reforms have
typically responded to high-profile issues of the day. In the securities industry,
these have included the receipt of ‘soft dollar’ benefits by investment advisers, the
incorporation of retail brokerage into financial conglomerates, the rise of propri-
etary trading, and research analyst conflicts of interest.** Many such issues reflect
competitive pressures that have developed following the end of fixed brokerage
commissions in 1975.# This piecemeal approach seems likely to continue as regula-
tors grapple with the proliferation of trading venues for securities and the complex
order types that these venues offer, as well as the increasing use of algorithmic
trading strategies by high-frequency and other trading firms.

The regimes of Member States of the EU, such as the UK arealso complex, stem-
ming in part from the rule harmonization process and the need to accommodate
the different legal traditions, regulatory styles, and underlying market practices of
the Member States. The EU relies on a complex, often overlapping and occasion-
ally underlapping, patchwork of legal instruments. Numerous directives govern
COB regulation.*® For securities, or investments, the 2004 Markets in Financial
Instruments Directive® (hereinafter, MiFID I) was implemented by the EU
Member States in 2007 to regulate the provision of investment services and activ-
ities, including investment advice, portfolio management, and trade execution, in
respect of a broad range of financial instrumentss° While MiFID [ will be repealed
by the recently agreed 2014 MiFID II/MiFIR regime, which will begin applying in

research reports. SEC Press Release: SEC, NY Attorney General, NASD, NASAA, NYSE and State
Regulators Announce Historic Agreement to Reform Investment Practices (20 December 2002).

“ Department of the Treasury, n 2 above, 25-61; Coffee, ] and Sale, H, ‘Redesigning the SEC: Does
the Treasury Have a Better Idea? (z009) 95 Virginia Law Review 707.

4 Pyb, L. No. 111-203, 124 Stat. 1376 (z010).

# See Langevoort, n 41 abave, 440 (identifying several high-profile issues). < ibid,

# As to its overlap with other EU financial services directives, see Linklaters, MIFID II: Key
Interactions between MIiFID/MIFIR I and Other EU and US Financial Services Legislation (2012)
(‘[these overlaps result in some cases in conflicting obligations that are impossible to comply
with...).

% MIFID I includes Directive 2004/39/EC [2004] O] L 145/ (hereinafter, MIFID I or MiFID
I Level 1) and detailed administrative rules under Directive 2006/73/EC [2006] OF L 241/26 imple-
menting Directive 2004/39/EC and Commission Regulation (EC) No 1287/2006 [2006] O] L 24071
(hereinafter, MiFID [ Level 2).

» MIFID I regulates investment firms, which are legal persons whose regular bustness is the pro-
vision of investment services to third parties and/or the performance of investment activities on a
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2017, the main pillars of COB regulation will remain largely unchanged s The dis-
tribution of some insurance-based investment products that fall outside MiFID I is
regulated by the Insurance Mediation Directive;* and is thus subject to somewhat
lighter COB regulation, despite these products’ functional equivalence to products
falling under MiFID. MiFID I also focuses on duties, and leaves questions of liabil-
ity for breaches of those duties to be determined at the national level.

Complexities also exist at the national level. The UK implemented MiFID I, as
required under EU law, but has felied on Article 3 to ‘opt out’ with regard to some
of its smaller firms* Accordingly, the UK's current COB Sourcebook prescribes
rules for both MiFID and non-MiFID firms and business. For non-MiFID firms
and business, the UK regulator has had to determine whether to apply MiFID I
requirements and definitions. Doing so would harmonize regulation and mini-
mize opportunities for regulatory arbitrage and yet would not be as suited to
local conditions as are tailored rules’* The UK also has had to decide whether to
‘gold-plate’ any of the MiFID I requirements—the practice (discouraged by MiFID
I) of Member States imposing additional or stricter obligations on local markets
and actors beyond the MiFID I requirements Additionally, the UK must accom-
modate its 2013 Retail Distribution Review reforms, which banned the payment of
certain commissions, into its EU obligations’® Despite these challenges, which are
replicated to different extents across the Member States, there seems to be increas-
ing consistency among EU Member States, with some Member States applying
MIFID I principles to firms and financial instruments outside MiFID I's scope
Of course, in the UK (as in all the Member States), COB regulation also coexists with
the general law®

professional basis. MiFID I defines investment services and activities to include investment firms'
investment advice, as well as portfolio management and order execution they perform on behalf of
clients. Other activities include the reception and transmission of orders, underwriting, and the
operation of multilateral trading facilities. MiFID I applies to a broad range of financial instruments,
but excludes deposit-based investments and unit-linked insurance investments. See MiFID I Level
1, Article 4 and AnnexI.

# 2014 MIFID I includes Markets in Financial Instruments Directive 2014/65/EU {hereinaf-
ter, 2014 MIFID II) ({2z014] O] L 173/349) and MiFIR includes Markets in Financial Instruments
Regulation (EU) No 60072014 (MIiFIR) ([2014] O L173/84),

# Directive 2002/92/EC [2003) O] Lo/a.

o MIFID I includes an optional exemption in Article 3 for firms that do not hold client assets or
funds and only advise on and transmit orders for certain financizl instruments. This option will be
retained under the MiFID II/MIFIR regime, although its availability has been narrowed.

# Financial Services Authority, Reforming Conduct of Business Regulation (2006), Consultation
Paper 06/19, 12-16.

% MIFID I Level 2, Article 4. Conditions apply to Member States that seek to retain or impose
COB rules additional to those governed by the Article 4 ‘gold-plating’ ban.

* Financtal Services Authority, A Review of Retail Distribution (2007), Discussion Paper o7/1.

? The UK has taken advantage of Article 3 and imposes its own regulatory regime on Article 3
firms. This regime is ‘closely based on MIFID requirements’. Moloney, n 4 above, 24.

s Seen 8 above,

4
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III. THE DISTINCTIVE US EXPERIENCE

.......................................................................................................................

This Section describes the distinctive US experience with COB regulation in the field
of securities. That experience involves a bifurcated structure adopted in the aftermath
of the market collapse of 1929 and Great Depression.*®

1. A bifurcated regulatory regime

US federal securities law requires financial intermediaries in the business of provid-
ing securities-related services,* including advice and recommendations, to register
with the Securities and Exchange Commission (SEC), unless they are exempt from
registration or otherwise not required to register.® There are two broad categories
of registrant: investment advisers and broker-dealers. Investment advisers are those
who, for compensation, are in the business of providing advice, or issuing reports or
analyses, regarding securities. They give advice ‘for its own sake’ and are compen-
sated specifically for that advice,% and, importantly, are generally remunerated on the
basis of funds under management.* They are regulated by the SEC pursuant to the
Investment Advisers Act of 1940 (hereinafter, the Advisers Act).%

Investment advisers advise both retail and institutional clients. Among their
institutional clients are collective investment schemes, or pooled investment
vehicles, such as mutual funds, private equity funds, and hedge funds. Where
these funds are offered to the public, they are typically regulated by the Investment
Company Act of 1940. The advisers to these funds will, nevertheless, be investment
advisers and thus subject to the Advisers Act.

In contrast, broker-dealers are those acting as brokers (in the business of ‘effect-
ing transactions in securities’ for others®) or as dealers (in the business of ‘buying

¥ For a discussion of market and other conditions leading to reforms, see Loss, L and Seligman,
1, Securities Regulation (ard edn, Vol 1, 1998) 166-272.

% The term ‘securities’ is defined in section 2(a)(1) of the Securities Act of 1933 to include notes,
stocks, bonds, debentures, investment contracts, and ‘any interest or instrument commonly known
as a “security™’. Although the definition has produced an unsettled body of law, Cex, n 9 above,
27-8, it is broad, capturing interests in mutual funds, hedge funds, variable insurance products, and
exchange traded funds, among other investment vehicles. SEC, n 10 above, 65-6.

& In the US, the Commodity Futures Trading Commission has regulatory authority over
on-exchange traded futures and over-the-counter {OTC) derivatives (swaps). The relevant
self-regulatory organization is the National Futures Association.

& Investment Advisers Act of 1940, section 202(a)(x1).

 Thomas v Metropolitan Life Insurance Co., 631 Ead 153, 1166 (zo11).

% SEC, n 10 above, iii,

# The SEC focusesits regulatory attention oninvestment advisers managing more than s25 million
or associated with a mutual fund. That limit was increased to s100 million by the Dodd-Frank Act.

# Seen 40 above, section 3(a)(4)(A).
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and selling securities’ on their own behalf”)—or as both brokers and dealers,
Regulated by the Securities Exchange Act of 1934 (hereinafter, the Exchange Act),
broker-dealers may give advice or make recommendations about securities {(and
have done so increasingly in recent decades®), but they primarily perform other
securities-related functions, including executing client trades and providing gen-
eralized or client-specific research. They typically receive transaction-based com-
pensation, such as commissions.” Broker-dealers that give advice fall outside the
definition of investment adviser provided their investment advice is ‘solely inci-
dental to the conduct of [their] business as a broker or dealer’ and they receive
‘no special compensation’ for that advice” Those broker-dealers that must register
as investment advisers are dual-registered. Only about 5 per cent of investment
advisers are dual-registered, but that number includes nearly all of the largest retail
broker-dealers.”

Investment advisersand broker-dealers are subject to distinct regulatory regimes.
Under the Advisers Act and Exchange Act, respectively, it is generally unlawful for
a person to act as an investment adviser or a broker-dealer without being registered
with the SEC” In addition, broker-dealers that deal with the public must register
with the Financial Industry Regulatory Authority (FINRA)” the self-regulatory
organization that in 2007 succeeded to the functions of the National Association
of Securities Dealers and the regulatory arm of the New York Stock Exchange
(NYSE). No industry regulator exists for investment advisers, and separate div-
isions of the SEC regulate each type of registrant. Accordingly, broker-dealers are
subject to both SEC and FINRA regulation and enforcement, while investment
advisers face only SEC regulation and enforcement. State registration requirements
also apply to both.”

Although they are subject to distinct regimes, investment advisers and
broker-dealers face broadly similar regulatory strategies in most respects. Both are

® ibid, section 3(a)(s)(A).

* Laby, A, ‘Reforming the Regulation of Broker-Dealers and Investment Advisers' (2010) 65 The
Business Lawyer 395, 308,

® SEC, n 10 above, 7. 7 15 U.S.C, section 8ob-2(a)(11)(C).

”* SEC, Staff Study on Enhancing Investment Adviser Examinations as Required by Section 914 of
the Dodd-Frank Wall Street Reform and Consumer Protection Act (2011), 37.

7 Investment Advisers Act of 1940, section 203; See n 40 above, section 15(a).

» SEC, n 10 above, 47. Broker-dealers may also choose to become members of a national securities
exchange, such as the NYSE (the rules of which FINRA enforces).

7 FINRA isregarded as ‘the best first line defense against unethical or illegal securities practices'
by broker-dealers, First Jersey Securities, Inc. v Bergen, 6os F.2d 690, 698-9 (3d Cir. 1975). FINRA
writes rules and enforces them, and rivals the SEC in terms of its budget and personnel, See Irwin, S
et al., ‘Self-Regulation of the American Retail Securities Markets—an Oxymoron for What Is Best
for Investors?’ (2012) 14 University of Pennsylvania Journal of Business Law 1055, 1073.

7 But federal law is the primary concern. In 1996, Congress passed the National Securities
Markets Improvement Act of 1996 to exempt broker-dealers and investment advisers from states’
registration procedures in important contexts. See also n 65 above.
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subject to anti-fraud rules’® Both owe duties of best execution as well as duties of
loyalty, of good faith, and to use particular standards of care”” Nevertheless, the
rules applicable to each type of registrant differ, although both are subject to sec-
tion 10(b) and related Rule 10b-5 of the Exchange Act, probably the mast formid-
able anti-fraud provisions in the SEC’s regulatory arsenal”*

2. Divergent rules of conduct

While the primary difference between the US COB obligations of investment advis-
ers and broker-dealers is often said to be the fiduciary status of the former, rule dif-
ferences run deeper and are best considered separately with regard to the duties of
loyalty and care. Much of the scholarly research has focused on these differences™

Regarding duties of loyalty, investment advisers have the status of fiduciaries,
pursuant to the Supreme Court’s interpretation in SEC v Capital Gains Research
Bureau, Inc.® of section 206 of the Advisers Act, an anti-fraud provision. According
to the Supreme Court, the Advisers Act ‘reflects a congressional recognition of the
delicate fiduciary nature of an investment advisory relationship, as well as a con-
gressional intent to eliminate, or at least to expose, all conflicts of interest which
might incline an investment adviser—consciously or unconsciously—to render
advice which was not disinterested’® Broker-dealers, in contrast to investment
advisers, do not enjoy the status of fiduciaries, but may be fiduciaries on an ad hoc
basis, where the facts and circumstances justify it. Although the exercise of discre-
tion over client assets may well justify fiduciary characterization,* judicial decisions
are difficult to reconcile and no clear consensus exists as to when broker-dealers owe
fiduciary duties.®

™ eg, section 15(c) of the Exchange Act and section 206 of the Advisers Act.

7 The duty of fair dealing may capture myriad other misconduct, including overcharging, engag-
ing in high-pressure sales techniques, and ‘churning’. Broker-dealers’ duty of fair dealing derives
from anti-fraud provisions of federal securities laws and the so-called shingle theory, under which
broker-dealers, by holding themselves out to the public as broker-dealers, make an implied repre-
sentation that they will deal fairly with their clients. eg, Charles Hughes ¢ Co. v SEC, 139 F.2d 434 (2d
Cir. 1943), cert. denied, 321 U.5. 786 (1944).

# Under Rule 10b-5, both investment advisers and broker-dealers are subject to rights of action
(both public and private) for material misstatements and omissions made with scienter in connec-
tion with the purchase or sale of a security.

7 eg, Langevoort, n 31 above; Laby, n 68 above; Prentice, n 31 above.

% SEC v Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963).

® ibid, 191 (internal quotations and citations omitted).

# Hazen, T, ‘Are Existing Stock Broker Standards Sufficlent? Principles, Rules, and Fiduciary
Duties’ (2010) Columbia Business Law Review 710, 737-49; and SEC, n 10 above, 54-5.

8 Coffee, | and Sale, H, Securities Regulation: Cases and Materials {12th edn, 2012) 661; and Cox,
n 9 above, 1031
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The duty of care required of broker-dealers is better articulated than that imposed
on investment advisers. Broker-dealers are subject to a so-called ‘suitability’ duty: a
duty initially developed some 70 years ago to ‘neutralize’ the incentives broker-dealers
have, by virtue of their remuneration structure, to skew their advice to generate com-
missions.* Today, the main duty stems from FINRA Rule 2111—although a narrower
duty also stems from the anti-fraud provisions of the Exchange Act.* FINRA also
imposes heightened suitability rules for certain activities or products, including vari-
able annuities, penny stocks, day trading, and complex or particularly risky secur-
ities.® Broker-dealers also owe a ‘know-your-customer’ duty in their initial dealings
with a client,*” and a duty of fair dealing.

In relevant part, FINRA Rule 2111 requires a broker-dealer to have a ‘reasonable
basis to believe’ that its recommendation is ‘suitable’ for both some investors (based
on having conducted a reasonable investigation) and the particular client involved
(based on that client's investment profile).** The duty cannot be satisfied by sim-
ply disclosing the risk® or even by ensuring a client understood the recommenda-
tion and decided to follow it and it cannot be contractually disclaimed.” Instead,
the issue is whether, based on the information available to the broker-dealer, the
recommendation was ‘suitable’, There is no requirement to document the process
for each client, even though a broker-dealer has a general obligation to evidence
compliance with the suitability duty?* A broker-dealer may satisfy its reasonable
investigation obligation by relying on the client’s responses, unless ‘red flags’ exist
regarding the accuracy of the information given to the client or the client’s under-
standing of that information Since 1996, broker-dealers have owed a suitability
duty to their institutional clients, although the duty is more easily satisfied than the
one owed to retail clients’*

* Wrona, ], “The Best of Both Worlds: A Fact-based Analysis of the Legal Obligations of
Investment Advisers and Broker-Dealers and a Framework for Enhanced Investor Protection’ (2012)
68 The Business Lawyer1, 20-1.

% Unlike the duty deriving from the anti-fraud provisions, the duty deriving from FINRA rules
does not require proof of scienter. In the Matter of the Application of Jack H Stein, Exchange Act
Release No 47335 (10 February 2003).

% SEC, n 10 above, 65-6. & FINRA Manual, Rule 2090.

» FINRA Manual, Rule 2111. In addition to reasonable basis and customer-specific components
(described above), there is also a quantitative component to the suitability duty, which may be vio-
lated where excessive trading activity is recommended.

® In the Matter of the Application of Jack H Stein, n 85 above.

% eg, In the Matter of the Application of Clinton Hugh Holland, Exchange Act Release No 36621 (21
December 1995), at 10, aff'd, 105 F.3d 665 (sth Cir. 1997).

» FINRA Manual, Rule 2111.02.

% According to FINRA, the ‘extent to which a firm needs to document its suitability amalysis
depends on an assessment of the customer’s investment profile and the complexity of the recom-
mended security ..." See Notice 12-25 (2012) 9,

» FINRA Notice 12-25, May 2012, 11.

s A broker-dealer satisfies the customer-specific component of its suitability requirement where
it has a reasonable basis to believe that the institutional client is capable of evaluating the investment
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The ‘*know your customer’ duty requires broker-dealers to document a wide
range of customer information at the time of opening an account. Specifically, it
requires broker-dealers to use ‘reasonable diligence’ in opening and maintaining
every client account to know the ‘essential facts’ about their clients.’

Investment advisers also owe a duty of care stemming from their fiduciary
status as well as a separate suitability duty?® The duties of care and suitability
incorporate process-based standards of care. In particular, investment advisers’
duty of care has been described as comprising an ‘affirmative duty of utmost good
faith, and full and fair disclosure of all material facts, as well as an affirmative
obligation to employ reasonable care to avoid misleading their clients’s” The SEC
has described the duty as requiring investment advisers to serve their clients’
‘best interests® and, more specifically, as requiring ‘a reasonable investigation’
to ensure recommendations are not based on materially inaccurate or incomplete
information To satisfy the duty of suitability, investment advisers’ advice must
be the result of a reasonable determination, taking account of the client’s financial
situation and investment objectives.”® Neither duty has been well developed by
the courts or the SEC.

Broker-dealers owe obligations that may straddle duties of care and loyalty. They
must ‘observe high standards of commercial honor and just and equitable prin-
ciples of trade’, under FINRA Rule 2010 FINRA may invoke the rule to sanction
any conduct, whether or not it is caught by a specific rule or amounts to fraud. That
catch-all rule allows FINRA to regulate the ‘ethics and morality’ of broker-dealers;
a role that FINRA’s predecessor was regarded as more capable of performing than
government.'** Broker-dealers also owe an obligation of fair dealing. Derived from
statutory anti-fraud provisions, the obligation arises from the ‘implied representation’
that, in hanging out its shingle, a broker-dealer will deal fairly with its customers.**
Violations of the obligation are typically avoided through disclosure. Commentators

risks and the client affirmatively indicates that it is exercising independent judgement. See FINRA
Manual, Rule 2111(b).

ss Egsential facts include those required to, among various objectives, effectively service the cli-
ent’s account and comply with relevant laws. FINRA Manual, Rule 2090.

% SEC, n 10 above, 27; Hazen, T, Treatise on the Law of Securities Regulation (z014), section 21.4
(‘[ TThe [SEC] has taken the position that the antifraud provisions of the Investment Advisers Actcan
be used to enforce a suitability requirement’).

w SEC v Capital Gains Research Bureau, Inc., 375 U.S. 180, 191-2 {1963} (internal quotations
omitted).

9 eg, Proxy Voting by Investment Advisers, Investment Advisers Act Release No 2106 (2003).
¢ Concept Release on the U.S, Proxy System, Investment Advisers Act Release No 3052 (2010), 119.

we SEC, n 10 above, 27-8. = Wrona, n 84 above, 11, 13, and 50-2; and SEC, n 10 above, 123.

w: FINRA Manual, Rule 2010,

w See Seligman, S, The Transformation of Wall Street (3rd edn, 2003) 185-6 (quoting William O
Douglas, then Chairman of the SEC).

ws eg, Charles Hughes & Co. v SEC, 139 F.zd 414, 436-7 (2d Cir. 1943), cert. denied, 321 U.S. 786

(1944).
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question the continued viability of this obligation due to the tacit nature of the rep-
resentation, but the widespread use by broker-dealers of mandatory pre-dispute
arbitration clauses in customer agreements has prevented contemporary judicial
reconsideration of the obligation.”* While no explicit counterpart abligations exist
for investment advisers, their fiduciary duty may well require equivalent standards of
conduct.

3. Similar disclosure practices

Despite their divergent rules of conduct, investment advisers and broker-dealers
adopt remarkably similar approaches to conflicts of interest. As explained,
investment advisers must either eliminate or disclose material conflicts of
interest®*—and their business interests will usually dictate they take the latter
approach. Broker-dealers must also disclose conflicts of interest, such as adverse
facts relevant to any recommendations they make, a duty stemming from anti-fraud
provisions of the federal securities laws.*” This disclosure duty for broker-dealers
applies even in the absence of any fiduciary relationship** and even where their
recommendations are suitable.”® Investment advisers and broker-dealers are also
subject to identical requirements to ‘establish, maintain and enforce’ information
barriers."”

According to the SEC, the distinction between the regimes for regulating con-
flicts of interest for broker-dealers and investment advisers boils down to a differ-
ence in disclosure practices. With some exceptions,™ broker-dealers and investment
advisers must disclose the conflicts of interest they face—a practice that allows
investment advisers to discharge their fiduciary duties and broker-dealers to avoid
violating anti-fraud provisions of the Exchange Act. Nevertheless, the extent, form,

w3y Gee Karmel, R, ‘Is the Shingle Theory Dead?’ (1995) 52 Washington and Lee Law Review 1271,
1284-97.

18 SEC Release No 1A-2333; File No. 57-30-04 Registration under the Advisers Act of Certain
Hedge Fund Advisers, citing SEC v Capital Gains Research Bureau, Inc., 375 U.3. 180, 191-4 {(1963);
SEC, n 10 above, iii.

w7 In the Matter of Richmark Capital Corp., Exchange Act Release No 48758 (7 November
2003) {Commission opinion). Some specific rules also require disclosure of conflicts of interest, eg,
Exchange Act Rules 10b-10.

w0 1 eib v Merrill Lynch Pierce Fenner ¢ Smith, 461 F.Supp. gs1, 953 (E.D. Mich. 1978).

w3 SEC, n 10 above, 103.

w Investment Advisers Act, section 204A; and n 40 above, section 15(g).

w In certain instances, investment advisers are clearly subject to stricter requirements than
broker-dealers. First, before trading as principal with a client, an investment adviser must disclose
the conflict and obtaln its client’s consent on a trade-by-trade basts; in contrast, broker-dealers must
only disclose the capacity in which they act in the transaction confirmation note. SEC, n 10 above,
119. Second, in recommending proprietary products, investment advisers must disclose the existence
of their skewed incentives, whereas broker-dealers need not. Thomas v Metropolitan Life Insurance
Co., 631 F3d 1153 (2011).
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and timing of the required disclosures differ between broker-dealers and investment
advisers;™ with investment advisers tending to need to disclose conflicts of interest
more often and in greater detail than broker-dealers." Investment advisers largely
satisfy their duties of disclosure at the outset of relationships, and annually thereaf-
ter, through the use of ‘disclosure brochures’ (on form ADV).* Broker-dealers’ dis-
closures generally need not be written and are typically made during the course of
client relationships and on confirmation of transactions. Accordingly, the differ-
ent fiduciary characterization of investment advisers results in different disclosure

" practices, not necessarily a stricter standard of loyalty. Given the limitations behav-
joural finance has shown of the effectiveness of disclosures in sanitizing conflicts of
interest," the differences may mean little to investors in practical terms.

4. Remuneration-based risks

Broker-dealers face acute remuneration-based risks. Commission-based remuneration
poses a particularly severe risk to the quality of an intermediary’s advice. It produces
incentives for the intermediary to maximize its commissions and thereby potentially
leads to conduct inconsistent with a client’s best interests, such as the provision of
skewed advice. Accordingly, even though investment advisers and broker-dealers
are subject to similar disclosure obligations, broker-dealers (paid by commission)
would seem more likely to engage in disloyal conduct—a prediction borne out by the
many instances of fraud by rogue broker-dealers.*” Little in broker-dealer regulation
specifically combats these remuneration incentives—and no change is on the horizon,

A further remuneration-based risk concerns third-party payments, or kick-
backs, to financial intermediaries advising clients regarding choices from among
a range of possible products and services. Professor Howell Jackson refers to
this phenomenon as the trilateral dilemma."® The dilemma arises because such

" ibid, 114. w SEC, n 10 above, 106.

us But such disclosures may not satisfy investment advisers’ disclosure obligations in all cases.
SEC, n 10 above, 18 and 23.

" ibid, 106. Self-regulatory rules also impose disclosure obligations in particular contexts, eg,
FINRA Rule 5121 and NASD Rule 2711,

us For evidence suggesting the disclosure of conflicts of interest inadequately protects those to
whom the disclosure is made and may even lead to increased bias, see Cain, D et al., “The Dirt on
Coming Clean: Perverse Effects of Disclosing Conflicts of Interest’ (2005) 34 Journal of Legal Studies
1. However, institutional measures may render disclosure effective in dampening adviser bias. See
Church, B and Kuang, X, ‘Conflicts of Interest, Disclosure and (Costly) Sanctions: Experimental
Evidence' (2009) 38 Journal of Legal Studies 505.

w Langevoort, n 31 above, 630 {asking why there are ‘so many notorious examples of broker
cheating’).

u8 Jackson, H, “The Trilateral Dilemma in Financial Regulation’ in Lusardi, A {ed.}, Overcoming
the Saving Slump: How to Increase the Effectiveness of Financial Education and Saving Programs
(2008) 82.
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payments from third parties may skew advisers’ advice, producing suboptimal
outcomnes for clients. However, as Professor Jackson observes, these arrange-
ments may also represent efficient market mechanisms for financing the cost of
distributing products and services. The issue has arisen in securities, banking,
and insurance contexts, and it includes investment advisers’ receipt of ‘soft dol-
lar’ benefits in return for paying above-market commissions to broker-dealers
for executing trades as well as broker-dealers’ receipt of payments for directing
‘order flows’ to securities markets. A vast scholarly literature has resulted.” The
US regulatory approach has been piecemeal, adopting a broad array of regulatory
tools to address the dilemma where it arises. However, the modal response has
been the imposition of some sort of fiduciary duty together with disclosure to
affected clients.’*

Section 28(e} of the Exchange Act regulates the receipt by investment advisers of
‘soft dollar’ benefits. In the absence of a safe harbour, such benefits would violate
investment advisers’ fiduciary duties. Introduced in 1975, section 28(e) provides a
safe harbour permitting investment advisers to pay above-market commissions
to receive particular benefits from the broker-dealers to which they direct client
orders for execution.’® The safe harbour applies only if investment advisers deter-
mine in good faith that commissions attributable to the benefits are reasonable in
relation to those benefits, and they generally disclose those benefits to clients.*?
Though ‘soft dollar’ benefits represent one instance of the trilateral dilemma, their
regulatory treatment reflects the type of piecemeal approach common in US COB
regulation.

A further area where remuneration risks may skew advice relates to research
analysts, who work for broker-dealer firms. In the wake of scandals following the
late 19905 market boom, when research analysts were shown to have skewed their
equity research,” the SEC, FINRA, and the NYSE implemented rule changes but-
tressing analyst ‘independence’. Among other things, these regulations attempted
to insulate research analysts from pressure applied by investment bankers and

# eg, Ferrell, A, ‘A Proposal for Solving the “Payment for Order Flow” Problem’ (zoo1) 74 Southern
California Law Review 1027; Jackson, H and Burlingame, L, ‘Kickbacks or Compensation: The Case
of Yield Spread Premiums’ (2007) 12 Stanford Journal of Law, Business & Finance 289; Johnsen, D,
‘Property Rights to Investment Research: The Agency Costs of Soft Dollar Brokerage’ (1994) 1 Yale
Journal on Regulation 7s.

u* Tackson, n 118 above, 82, 100.

" Although expressed to apply to persons who exercise ‘investment discretion' over clients’
accounts, section 28(¢) applies primarily to investment advisers. See SEC, ‘Guidance Regarding
Client Commission Practices under section 28(e) of the Securities Exchange Act of 1934’ (2006}, 71
Federal Register 41,978-42,051, 41,978 nn 3.

i See n 40 above, section 28(e).

" For a survey of the empirical evidence, see Mehran, H and Stulz, R, “The Economics of Conflicts
of Interest in Financial Institutions’ (2007) 85 Journal of Financial Economics 267,
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required broker-dealer firms to make aggregate disclosures to highlight their
incentives to promote trading activity.'*

5. Regulatory oversight

A recent assessment of the regulatory oversight shows significant differences
between broker-dealers and investment advisers.'s Broker-dealers are subject to

- more compliance examinations and enforcement actions than investment advis-
ers. According to the study, the number of SEC examinations of investment advis-
ers conducted annually ‘decreased 29.8 per cent, from 1543 examinations in 2004
to 1,083 examinations in 2010°* The fall has been attributed to the growth in the
number of investment advisers and their assets under management.’” The study
observed that in 2010 only g per cent of investment advisers were examined by the
SEC, while over 50 per cent of broker-dealers were examined by FINRA.™¢

IV. INTERNATIONAL COMPARISONS

.......................................................................................................................

While COB regulation does not benefit from international standard setting, the
regulatory strategies employed in important jurisdictions are remarkably similar.
Both the EU and Australian regimes require providers of financial services, includ-
ing advisory and execution services, to be registered.”” Standards of care, loyalty,
and fair dealing must be met,* and duties of best execution are also owed.” The

us SEC, Regulation Analyst Certification; FINRA Manual, Rule 271; NYSE Rule 472.
Transgressions by research analysts led to enforcement action resulting in a ‘Global Settlement’
involving major financial institutions. See n 43 above.

15 SEC, Enhancing Investment Adviser Examinations, n 71 above. 1 jbid, 14.

w Walter, E, Staternent on Study on Enhancing Investment Adviser Examinations (2011), avail-
able at <https://www.sec.gov/news/speech/zon1/spchonigniebw.pdf> (last accessed 23 June 2014).

1t SEC, Enhancing Investment Adviser Examinations, n 71 above, 14, 30-1.

v Under MIFID I, firms must be authorized to provide investment services. MIiFID I Level
1 Directive, Article 5. For an extensive discussion, see Moloney, N, EC Securities Regulation
{2nd edn, 2008) 410-23. Australia requires businesses (but not individuals} providing finan-
cial services—including those who provide advice about a financial product—to be licensed.
Corporations Law (Cth), section guA.

1w As to fair dealing, see MiFID I Level 1, Article 19(1) and Corporations Act 2001 (Cth}, section
912A(1)(a). Standards of care and loyalty are considered below.

m Gee MIFID I Level 1, Articles 21 and 22, and MiFID I Level 2, Article 48 and ASIC, Market
Integrity Rules (Competition in Exchange Markets) (2011).
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EU duties of care (and suitability in particular), fair dealing, and best execution are
broadly similar to those in the US.»

Some important differences nevertheless exist among regimes. For instance, the
EU clearly distinguishes among categories of clients and is less willing to regard
disclosure as sufficient in managing conflicts of interest. The precise scope of the
primary legal instruments varies between jurisdictions.™ QOne further difference
concerns the extent to which regimes are prepared to undertake major reforms.
The US remains tied to the regulatory structure adopted in the mid-1930s and its
changes have been incremental and piecemeal. The EU and Australia, in contrast,
have undertaken wholesale reforms of COB regulation, perhaps reflecting the less
adversarial and contested nature of the politics of financial regulatory reform in
these jurisdictions.

1. Standards of conduct

(a) Client categorization

MIFID I adopts a threefold categorization of clients, according to their knowl-
edge and experience. It provides them with differing levels of protection, except
in the area of conflicts of interest, where all categories receive equal protection.
Professional clients are those that meet certain qualitative thresholds regarding
their experience, knowledge, and expertise, and that fall into any of a number of
enumerated investor classes.** For some purposes, professional clients may be eli-
gible counterparties. The residual category is retail clients. Investment firms must
inform clients of their categorization and give each the right to request a different
categorization. Importantly, eligible counterparties do not receive some protec-
tions; in particular, they are not owed duties as to suitability, appropriateness, best
execution, order handling, or inducements.”s Professional clients are owed a some-
what diluted suitability duty. In contrast, US regulation does not categorize clients
in the same way, but does prevent some clients from investing in certain securities
and relaxes the suitability obligation owed to institutional clients.*

% The World Bank, Comparing European and US Securities Regulations: MiFID versus
Corresponding US Regulations (2010), World Bank Working Paper No 184, 22 (noting the similar
duties, but observing that the EU’s best execution duty places less emphasis on price than the cor-
responding US duty).

" For instance, MiFID [ is both narrower and broader than COB regulation relating to investment
advisers and broker-dealers. It is narrower in that it does not apply to advisers to non-discretionary
accounts; it is broader in that it applies to financial instruments in addition to securities, such as
swaps and futures, See DeMott and Laby, n 8 above, 412-14.

w4 MiFID I Level 1, Annex I,

¥ For discussion, see Moloney, n 129 above, 591-623; and Nelson, n 8 above, 225-53.

¢ See n 138 below and accompanying text.
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(b) Care

Under MIiFID I, the EU imposes a process-based suitability duty on investment
firms providing investment advice or portfolio-management sérvices. For
retail clients, the duty requires an investment firm to obtain the information
‘necessary’ for it to have a ‘reasonable basis for believing’ that its recommenda-
tion is suitable. Suitability is defined in terms of the client’s investment object-
ives, risk-bearing ability, and experience and knowledge that would enable it to

_understand the risks involved."” Like the equivalent US rule, the duty requires
financial intermediaries to conduct investigations of their clients to establish
a ‘reasonable basis’ for believing that the advice or recommendation is suit-
able for the client, given the client’s characteristics. Neither rule requires that
the advice or recommendation (that is, the outcome of that process) in fact be
suitable.

MiFID U’s suitability duty applies differentially, depending on the category of
client involved. The duty set out above applies to retail clients, In the case of pro-
fessional clients, investment firms may assume that two of the suitability-related
factors are satisfied, namely that the clients have the financial capacity to bear the
investment risks involved and have the knowledge and experience necessary to
understand those risks. In contrast, the US regime dilutes broker-dealers’ suitabil-
ity obligation for ‘institutional’ clients (a category corresponding to professional
clients) where firms have a ‘reasonable basis to believe that the institutional [client]
is capable of evaluating investment risks independently ...’

MIFID I also imposes a less-protective ‘appropriateness’ duty for non-advised
services, such as execution and transmission services."” No equivalent duty applies
in the US. The appropriateness duty requires an assessment of the investor’s know-
ledge and experience, but not of her financial situation or objectives. The duty does
not apply for sales of ‘non-complex’ products.

The Australian regime, which came into force in 2013, provides an interest-
ing counterpoint to the EU and US approaches. It imposes a heightened suit-
ability duty, requiring that advice be both in the ‘best interests’ of a client and
‘appropriate’ for it+° The regime replaced an outcome-based appropriateness
duty (which required financial intermediaries to ensure their advice was appro-
priate for clients) after a 2009 Parliamentary Joint Committee review considered
the duty too weak.'* The duties apply to the giving of personal financial product
advice to retail clients. The statute does not define the ‘best interests’ standard,

W MiFID I Level 1, Article 19(4) and MiFID I Level 2, Article 35(1).

u¢ FINRA Manual, Rule 2111(b). w MIFID I Level 1, Article 19(5).

o Corporations Act 2001 (Cth), sections 961B and 961G. The duties apply to individual advisers,
rather than to firms.

W Commonwealth of Australia, Parliamentary joint Committee on Corporations and Financial
Services: Inquiry into Financial Products and Services in Australia (2009), 87.
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but does prescribe seven ‘steps’ that, if taken, will allow a ‘provider’ of advice to
satisfy the duty."* The statute further requires that it be ‘reasonable to conclude’
that resulting advice is ‘appropriate’ to the client.'* The Australian Securities and
Investment Commission will judge ‘appropriateness’ from the perspective of an
advice provider who has complied with the ‘best interests’ duty.*+ These duties
may not be contractually displaced or varied.* No equivalent duty applies to pro-
tect institutional investors,

(c) Loyalty

Although the EU and Australia, like the US, impose ‘fiduciary’ or ‘best interest’
duties on advisers, the relevant duties all differ from the conflict-avoidance stand-
ard imposed under the general law's fiduciary doctrine* Under MiFID I, the ‘fair
treatment’ obligation in Article 19(1) requires an investment firm to ‘act honestly,
fairly and professionally in accordance with the best interests of its clients ...} an
obligation the European Commission described as ‘reinforced fiduciary duties’:#
The specific MiFID I conflict of interest provisions emphasize reasonableness and
focus more on the intended effect or design of preventative measures than on their
practical effectiveness. Article 13(3) of MiFID I requires investment firms to ‘[take]
all reasonable steps’, using organizational and other arrangements, ‘designed to
prevent conflicts of interest ... from adversely affecting the interests of its client’.4®
Despite the reference to ‘prevent[ing] conflicts of interest’, MiFID I makes clear
the obligation is in fact to ‘manage’ conflicts of interest.> Moreover, Article 18(2)
suggests that, even where organizational and other arrangements are insufficient to
prevent client harm, disclosure—rather than informed client consent—will allow
the financial intermediary to proceed.® The rules regulating conflicts of interest
do not vary according to the category of client.

' See n 140 above, section g61B(2). ASIC, Licensing: Financial Product Advisers—Conduct and
Disclosure, Regulatory Guide 175 (2013), 67-8. According to ASIC, other steps may also satisfy the
best interests duty provided they ‘produce at least the same standard of advice for the client’ as the
safe harbour. See ASIC, 6.

" See n 140 above, section 961G, 14 ASIC, n 142 above, 85-6.

" ibid, 8s. ut Gee Section 1.1,

* European Commission, Retail Financial Services Green Paper, 12; Moloney, n 4 above,
213, 132,

' MIFID I Level 1, Article 13(3); MiFID I Level 2, Recital 27.

“ Article 18(2) refers to the Article 13(3) duty as one to “manage’ conflicts of interest, and firms are
required to have in place policies that identify and then ‘manage’ conflicts of interest. MiFID I Level
2 Directive, Article 22,

' In those circumstances, MiFID I Level 1, Article 18(2) requires firm must ‘clearly disclose the
general nature and/or the sources of the conflicts of interest to the client before undertaking busi-
ness on its behalf”. See also MIFID I Level 2, Articles 21-3, MiFID I Level 2, Article 22(4) elaborates
on the Article 18(2) duty, but falls short of requiring the client’s informed consent. See Moloney, n 4
above, 213-14 (suggesting limits on the extent to which disclosure and investor consent can satisfy
these duties).
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In its implementation of MiFID I, the UK takes an investor-protection view of
MIFID T's conflict-management obligation. In its guidance, the Financial Services
Authority (FSA) (the Financial Conduct Authority’s predecessor) referred to the
‘fair treatment’ obligation in acknowledging that disclosure may be ineffective
to manage some conflicts of interest.** Instead, the FSA explained, ‘a firm should
identify the actual and potential conflicts of interest, and put in place effective
arrangements to mitigate those risks’** Additionally, (i]f a firm cannot manage a
conflict, it must carefully consider whether it would be in the best interests of {its]
" client to go ahead with a transaction or service’s MiFID I's conflict of interest
rules fall short of a ‘best interest’ requirement incorporated into the Article 19(1)
“fair treatment’ obligation, and yet are consistent with the US approach of allow-
ing financial intermediaries considerable discretion in determining how to address
conflicts of interest.

Australia’s conflict of interest regime is noteworthy because it is stricter again
than those of the US and the EU. In addition to requiring firms to ‘manage’
conflicts of interest,s* the regime introduced a ‘conflict priority duty’ in its 2013
reforms.' The regime also applies beyond securities to banking and insurance
activities. The conflicts priority duty requires an advice provider to prioritize the
interests of her client where she ‘knows, or reasonably ought to know, that the cli-
ent’s interests conflict with [her] own or those of a related party’.*® Importantly,
the duty cannot be discharged or excluded by either client consent or use of a
contractual disclaimer.’”

Generalized comparisons with the US are difficult. Nevertheless, MiFID
I imposes a broad-based conflict-‘management’ obligation, while the US relies
more on disclosure and, in some contexts, specific bans.** Both regimes fall short

s Financial Services Authority, Platforms and More Principles-based Regulation, Feedback
Statement 08/01 (2008) 19. The FSA disagreed with the notion that disclosure could cure all conflicts
of interest, referring to principle 8 that a firm must ‘manage conflicts of interest fairly, both between
itself and its clients and between a client and another client’.

' jbid, 19. " jbid.

1 See n 140 above, section g12A(1)(aa) (requiring ‘adequate arrangements for the management
of conflicts of interest’). As to its meaning, see ASIC v Citigroup Global Markets Australia Pty Ltd
(No 4) (2007) 160 FCR 35 [444]-445). cf ASIC, Licensing: Managing Conflicts of Interest, Regulatory
Guide 181 (2004) and Tuch, A, ‘The Paradox of Financial Services Regulation: Preserving Client
Expectations of Loyalty in an Industry Rife with Conflicts of Interest’ in Tjio, H (ed.), The Reguiation
of Wealth Management (2008) 53.

155 See n 140 abave, section 961].

 Importantly, the ‘conflict priority duty’ does not attribute all information in possession of the
firm to the adviser in question. According to ASIC, 2n individual adviser (to whom the duty applies}
will be taken to know conflicts of interest disclosed by her firm in its financial services guides, but
otherwise will not make inquiries as to the interests of refated parties. See ASIC, n 142 abave, 91.

# jbid,

# The World Bank, Comparing European and US Securities Regulations: MiFID versus
Corresponding US Regulations (2010), World Bank Working Paper No 184, 21 (describing MiFID I's
conflict of interest rules as ‘broad and general’ and those in the US as *focused on specific situations’).
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of requiring financial intermediaries to avoid conflicts of interest in the absence
of informed client consent and both give financial intermediaries considerable

 discretion in addressing conflicts of interest. Australia’s regime would seem more

client-protective, although its effectiveness is still to be tested. '

2. Remuneration-based risks

Like the US, the EU relies on its process-based suitability duty as well as its con-
flict of interest rules to contain the risks of commission-based compensation. As
discussed above, MiFID I's conflict of interest rules rely heavily on disclosure—a
strategy that may be poorly suited to protecting trusting retail investors, According
to Professor Niamh Moloney, MiFID I ‘does not appear to be notably successful in
addressing the most acute retail market risks concerning commissions in the sales
and advice process'.»

The EU more successfully combats the trilateral dilemma, which arises where finan-
cial intermediaries receive third-party benefits that may skew the independence of
their advice. MiFID [ limits investment firms’ receipt of inducements in giving advice
to or exercising discretion on behalf of clients. MiFID I bans any benefits (including
fees, commissions, and non-monetary benefits) in connection with the provision of
investment services and activities, namely investment advice, portfolio management,
and trade execution for clients % MiFID I permits such benefits provided to or by a
third party, provided the benefits are disclosed; are ‘designed to enhance the quality
of the relevant service to the client’; and do not ‘impair’ the firm's duty (under Article
19(1)) to act in the client’s best interests.! The regime thus accepts the potential desir-
ability of third-party benefits, but also imposes broad constraints, The EU once again
imposes general rules where the US adopts a piecemeal, context-specific approach.

Australia’s recently implemented inducement regime is more strict, It bans
financial intermediaries from accepting certain types of remuneration considered
to materially sway their ability to give financial product advice to retail clients.*
The statute prohibits financial services licensees, and their representatives, from
accepting ‘conflicted remuneration’ in providing financial product advice to a retail
client. The statute broadly defines ‘conflicted remuneration’ as any benefit, mon-
etary or non-monetary, the nature or circumstances of which ‘could reasonably be

" Moloney, n 4 above, 247. According to Professor Moloney, MIFID I relies in part on disclosure
to manage commission risks. Moloney, n 4 above, 263,

' Level II Directive, Article 26 bans these other inducements by rendering them in violation of
the Article 19(1) duty to act honestly, fairly, and professionally in accordance with the best interests
of a client,

“ Level IT Directive, Article 26(b), With minor exceptions, the provision bans inducements (as
violating the Article 10(1) fair-treatment obligation} unless these conditions are met.

"*: See n 140 above, Div 4 of Part 7.7A.

s ibid, sections 963E and 963A.
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expected to influence’ either the licensee’s or the representative’s financial product
advice or the ‘financial product recommended’* It is not evident what changes
these reforms have made to market practices and their desirability is also apen to
question. They implicitly deny the possibility that third-party benefits may improve
the quality of a firm’s advice or reduce its costs—heavily contested propositions.'s

3. Enforcement and effectiveness

Generalizations about a regime’s intensity of enforcement are difficult to make.
Nevertheless, US broker-dealers are more robustly regulated than investment advis-
ers. As between jurisdictions, the US maintains a level of enforcement staff exceeding
that of most other countries, even taking account of market size. Private enforcement
through the class-action device provides significantly greater deterrent force in the
US than elsewhere,* although the common use of mandatory arbitration clauses
by broker-dealers and investment advisers limits the force of this device. Where liti-
gation does arise, the US pretrial discovery system provides additional deterrence.
The deterrent force of COB regulation will vary from country to country within the
EU due to differences in enforcement apparatus. The notion that US enforcement
was more intensive than UK enforcement, in particular, prevailed in the lead-up to
the global financial crisis of 2007-09, with the UK regarded as employing a ‘light
touch’ approach. Nevertheless, since optimal deterrence is so difficult to assess in
cross-country comparisons,' little would be gained by drawing conclusions.

V. FINANCIAL CRISIS
AND OTHER RECENT DEVELOPMENTS

.......................................................................................................................

While reforms to promote financial stability have been the focus of post-financial
crisis regulatory developments, COB regulation has also been tightened. Australia’s
regime incorporates post-global financial crisis reforms, although the EU and
the US have yet to introduce many crisis-inspired reforms. The Dodd-Frank Act
tasked regulators with studying various issues and implementing their recommen-
dations. One is the long-standing concern (predating the financial crisis) about the
distinct regulatory regimes—and different rules of conduct——for broker-dealers

4 jbid, section 963A. 5 See nn 138 and 119 above. " (Cox, n g above, 104-5.
% Jackson, H, ‘Variation in the Intensity of Financial Regulation: Preliminary Evidence and
Potential Implications’ (2007) 24 Yale Journal on Regulation 101,
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and investment advisers, based on an increasingly blurred distinction that con-
fuses clients."® Tasked with assessing the desirability of imposing a fiduciary duty
on broker-dealers when they provide personalized investment advice to retail
clients,* the staff of the SEC recommended that a ‘uniform fiduciary standard’
be adopted for both broker-dealers and investment advisers.” It seems clear that
the duty would lack an implied private right of action. According to the SEC, the
proposed duty wouid oblige investment advisers and broker-dealers to ‘eliminate
or disclose conflicts of interest’; and further, that ‘certain’ (unidentified) conflicts
would be prohibited.”* The SEC has yet to implement its recommendation, but
one must doubt whether the reforms will have much impact beyond intermedi-
aries’ disclosure practices, and little suggests they will combat broker-dealers’
commission-based incentives. The Dodd-Frank Act also empowers the SEC to
promulgate rules to prohibit or restrict compensation schemes for broker-dealers,
but to date nothing suggests the SEC will do so. Similarly, the SEC has indicated
no willingness to prohibit or restrict the use of mandatory pre-dispute arbitration
clauses by broker-dealers and investment advisers, despite having been granted
such power in the Dodd-Frank Act.”» However, the US COB regime will continue
along the path of increasing complexity—the proposed fiduciary standard will
‘overlap on top of the existing investment adviser and broker-dealer regimes’, add-
ing a further layer of COB regulation.”*

As aresult of another study mandated by the Dodd-Frank Act,”s the SEC dem-
onstrated the inferior examination and enforcement resources for investment
advisers relative to broker-dealers. It predicted that the SEC ‘will not have suffi-
cient capacity in the near or long term to conduct effective examinations of regis-
tered investment advisers with adequate frequency’”® The SEC referred the issue
to Congress, suggesting that Congress either levy fees on SEC-registered invest-
ment advisers to fund examinations, adopt self-regulatory oversight for invest-
ment advisers, or authorize FINRA to examine those investment advisers that are
dual-registered as broker-dealers. Congress has yet to act.

Other financial crisis-related COB reforms provide increasing protections for
institutional investors. The notion of institutional clients as able to ‘fend for them-
selves’ came under attack most dramatically with the SEC enforcement action
against Goldman Sachs in 2010 for its sale to sophisticated clients of collateralized
debt obligations that were ‘designed to fail’. Given the moniker ABACUS 2007-ACy,

' As to client confusion, see SEC, n 10 above, 51, 101; and Laby, A, ‘Selling Advice and Creating
Expectations: Why Brokers Should Be Fiduciaries' (2012) Washington Law Review 707, 736-9.

¥ Dodd-Frank Act, section g13. we SEC, n 10 above, 51, 101, and 103,

- ibid, vi-vii. ' See n 169 above, section 913(g).

1 jbid, section gz1. See also SEC, n 10 above, 44 and 79.

w4 SEC, n 10 above, 109.

7 SEC, Enhancing Investment Adviser Examinations, n 71 above.

" ibid, 3-4.
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the transaction led to losses for institutional investors of around s$1 billion and pro-
duced calls, from Congress and elsewhere, for the imposition of fiduciary duties
on broker-dealers, including in their dealings with institutions.”” The enforcement
action gave impetus to Congress’ adoption of the Volcker Rule, which bans financial
intermediaries with bank affiliates from engaging in a broad range of trading-related
activities, including trading on behalf of clients, if doing so would give rise to a
‘material conflict of interest’”® The implementing regulations provide that a con-
flict of interest will not be ‘material’ where an intermediary has disclosed it or used
information barriers, unless the intermediary ‘knows or should reasonably know
that ... [nevertheless] the conflict of interest may involve or result in a materially
adverse effect on a client, customer, or counterparty’.”™ The Dodd-Frank Act also
created two new categories of market participants in derivatives markets—swap
dealers and major swap participants—and imposed new COB standards on them,
including a ‘best interests’ duty when advising a state, municipality, pension plan, or
endowment.®

The 2014 MIiFID II/MIiFIR regime will retain the central pillars of existing EU
COB regulation, but will significantly bolster the regulation of remuneration-based
risks. Investment firms will have to inform clients and potential clients ‘in good
time’ whether their advice is ‘provided on an independent basis''® Where it is, the
firm will be forbidden from accepting fees, commissions, or other benefits from a
third party in relation to the service to clients.* The regime will thus require cli-
ents to pay fees for ‘independent’ advice and mirror recent reforms in Australia, the
UK, and the Netherlands. While likely to significantly diminish the exploitation of
remuneration-based conflicts of interest, the prohibition will do nothing for those cli-
ents who do not receive independent advice, such as those potentially investing in pro-
prietary products offered by firms. Other provisions in the MiFID II/MiFIR regime
will oblige investment firms to ensure they do not remunerate or evaluate staff ‘in
a way that conflicts with [their duties] to act in the best interests of [their] clients’®
Another change will require investment firms that ‘manufacture financial instru-
ments for sale to clients’ to ensure those instruments are designed to meet the needs
of relevant clients*—a provision apparently responsive to Goldman’s activities in the
ABACUS transaction.

The 2014 MiFID II/MiFIR regime will retain the suitability and appropriateness
duties, with some additions. When providing investment advice to a retail client,

77 McKinnon, J, ‘Lawmakers Target Investment Banks' Wall Street Journal Online, 5 May 2010.
See also Tuch, n 26 above, 168-70.

7 The Dodd-Frank Act amended the Bank Holding Company Act of 1956 by introducing a new
section 13.

7 See 17 CFR 255.7(b)(2)(if).

e See n 169 above, Title VII. 2014 MIFID I, Article 24(4).

W jbid, Article 24(7).

" jbid, Article 24(10). 4 jbid, Article 24(2).
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investment firms will have to provide a statement to the client specifying the advice
given and how it ‘meets the preferences, objectives and other characteristics’ of the
client.’ When bundling products and services together, an investment firm will
need to apportion the costs of each component, inform clients whether the dif-
ferent components may be bought separately, and even inform clients when bun-
dling creates risks different from those of the component parts.'* The regime will
also provide greater protection for clients trading complex products, by amending
the scope of application of the appropriateness duty. While non-complex products
will remain outside the rule’s reach, structured undertakings for collective invest-
ment in transferable securities (UCITS) will now be regarded as complex and thus
within the rule’s scope.”” Proposed changes to the client categorization regime,
though seemingly minor, include imposing a standard of fair dealing on invest-
ment firms in their relationships with eligible counterparties.’®*

Regulators are also responding to pressures arising from fragmented trading
markets and new technologies. In the US, trading in exchange-listed equities
occurs in multiple trading venues, including 11 exchanges, more than 40 alterna-
tive trading systems, and hundreds of broker-dealers.® While the competition
among venues may lower some trading costs, it also affords broker-dealers more
options in executing trades. Because some venues pay broker-dealers for order flow
(an instance of the trilateral dilemma) and clients are unable adequately to police
broker-dealers’ execution decisions, the potential for client harm exists. These risks
to client loyalty are exacerbated by technological developments, which include
the increasing use of algorithmic trading strategies. The SEC is focusing on these
risks and incremental reform to COB regulation can be expected.*® One proposal
involves narrowing the exemptions high-frequency trading firms may rely on to
avoid broker-dealer and FINRA registration.'”

VI. CONCLUSION

.......................................................................................................................

COB regulation in the US is characterized by complexity, piecemeal reform, and a
blunt distinction between financial intermediaries that is not adopted in compar-
able jurisdictions. Unlike other jurisdictions, particularly the EU and Australia,

s ibid, Article 25(6). 5 ihid, Article 24(n1).

¥ ibid, Article 25(3), (4). 8 jhid, Article 30(1).

* White, n 20 above. For a description of the risks to investors arising from changes to market
structure and technological developments, see Lewis, M, Flash Boys (2014).

we White, n 20 above. 9 bid.
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the US has also shown resistance to addressing remuneration-based risks, espe-
cially commission risks facing broker-dealers. Still, whether US COB regulation
produces weaker deterrence than other regimes is difficult to tell. More detailed
cross-jurisdictional analysis would be desirable, particularly regarding liability
that arises from breaches of obligations imposed by COB regulation. It is, never-
theless, apparent that US enforcement is robust, at least for broker-dealer interac-
tions with retail clients. While elaborate and often esoteric, the US regime may
even be more tailored to subtle differences in financial intermediaries, products,
and markets than other regimes. If that were so, however, it would be more the
result of good fortune than of careful design.
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