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The EU’s second Markets in Financial 

Instruments Directive (MiFID II), 

introduced in January 2018, requires 

brokers to charge separate fees for 

trade execution and for research, 

thereby ‘unbundling’ them. Since 

these rules came into force, there have 

been concerns about their impact on 

the provision of research and, more 

generally, the development of capital 

markets. What market failures does 

the unbundling rule intend to address, 

and what are its potential unintended 

consequences?

Investors pay fund managers a fee in 

return for management services. For 

example, a fund may have an annual 

management charge of 0.5%, which would 

mean that the fund manager receives a 

payment of 0.5% of the value of the assets 

under management each year. This fee 

is visible to investors and is included in 

the total expense ratio (a common metric 

used by investors to determine if a fund 

is an appropriate investment for them 

after fees are considered). In addition, 

fund managers pay brokerage dealing 

commissions, which are taken directly 

from the fund value.1

Pre-MIFID II, in return for dealing 

commissions, fund managers would 

receive not only trade execution services, 

but also additional goods and services 

(predominantly ‘research’) from their 

brokers. The terms on which these extra 

services were provided were not always 

explicitly agreed, but there was usually 

an understanding that the investment 

manager would generate a certain amount 

of business for the brokers in exchange for 

receiving the extra services.

This practice can be traced back to the 

fixed brokerage commission rates of the 

1960s and 1970s. At that time, because 

brokerage commissions were fixed, 

brokers competed for trade execution 

business on the basis of other goods and 

services provided to the manager (‘free of 

charge’) for directing trades to that broker. 

Although the era of minimum commission 

rates has long since passed, the practice 

of bundled brokerage arrangements has 

continued.

The regulatory concern with bundled 

brokerage arrangements is that the 
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research may be an inducement for the 

fund manager to send trades to a broker. In 

other words, rather than sending trades to 

the broker that would be best at executing 

the trade, fund managers would have an 

incentive to select brokers based on the 

quality and quantity of their research.

The best execution rules under MiFID II may 

have addressed some of these issues, but 

concerns about the quality of the research 

and potential overconsumption of research 

have also been raised. As the commissions 

come directly out of the fund value, they 

do not affect the fee revenues received by 

the fund manager, and therefore the fund 

manager may be less concerned about 

whether the services are really needed by 

the fund. This is likely to be a particular 

issue where the fund manager is able to 

move expenses (that they would otherwise 

have had to pay themselves—such as 

the costs of attending conferences) to 

commissions, where the fund rather than 

the fund manager pays for them directly. In 

economics jargon, the interests of the agent 

(the fund manager) are not necessarily 

aligned with those of the principal (the fund).

Furthermore, there was a concern that this 

practice would put certain players—such 

as execution-only brokers and third-party 

research providers—at a competitive 

disadvantage compared with brokers 

offering a bundle of trade execution services 

and research.2

In some countries some of the concerns 

about bundling trade execution and 

research were addressed, pre-MiFID 

II, by requiring fund managers and 

brokers to specify what proportion of the 

commissions was spent on trade execution 

and what proportion on research. This 

was facilitated by putting commission 

sharing arrangements (CSAs) in place. 

Such arrangements also enabled the fund 

managers to use some of the commissions 

(‘soft commissions’) to pay for research 

from third parties—such as another broker 

or a research provider—thereby creating 

more of a level playing field between 

different types of provider. Fund managers 

were also required to disclose their CSAs to 

their clients to facilitate monitoring of how 

their money was spent. Furthermore, the 

types of services that could be purchased 

with commissions were restricted to 

‘research’ to prevent fund managers from 

using commissions to pay for services (such 

as market data or conferences) other than 

trade execution and research.

The role of equity research 

Before analysing the potential impact of the 

new rules on unbundling, it is useful to look 

at the economics of the market for equity 

research.

The availability of accurate and timely 

information for the various market 

participants is crucial if equity markets 

are to function effectively. However, the 

volume and complexity of the information 

relating to companies’ future prospects 

make it extremely costly, if not impossible, 

for each investor to filter through and 

interpret every piece of available 

information. This is particularly true for 

private investors, but also, to some degree, 

for trustees of institutional investment 

funds.

There are economies of scale and 

specialisation in the analysis of company 

information. It could, therefore, be efficient 

to have a market in which a number of 

specialised analysts research the raw data 

on firms and industries, form an opinion 

on the future prospects of the firms, and 

disseminate that analysed information to 

investors. In this way, costly duplication 

of research efforts can be avoided, while 

at the same time, the number of analysts 

covering a particular company and 

industry can still be large enough to allow 

for different views on the more subjective 

aspects of the research.

Indeed, this is very similar to the way 

in which the market has evolved over 

the years, in that research is currently 

produced by brokers, independent 

research houses, and in-house fund 

managers.

Equity research can help to highlight 

opportunities for investment that may 

otherwise be less visible, particularly 

where the research goes beyond 

traditional valuation metrics. Research 

can provide investors with a valuable 

consolidated source of information not 

found in a company’s own financial 

reporting—offering a second opinion that 

can support or challenge a firm’s own 

claims about its future prospects, as well 

as providing an important broader (e.g. 

industry or macro) context.

Empirical analysis confirms that, for listed 

companies, it is important to be covered 

by sell-side analysts,3 and that reductions 

in equity research coverage can result in 

less efficient pricing and lower liquidity, 

more volatile trading around subsequent 

earnings announcements, and increases 

in required returns.4

This means that the dissemination 

and pricing of research is affected 

by a potential market failure. Market 

efficiency—i.e. equity prices being in line 

with the underlying fundamentals of the 

company—is enhanced if all (or most) 

investors have access to all (or most) of 

the relevant information. The information 

disseminated by companies has the 

characteristics of a positive externality: 
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the social benefit of production is greater 

than the private benefit, because there are 

beneficial spillovers of market research 

to third parties that may not pay for the 

research. The external benefits stemming 

from greater research coverage include the 

improved market liquidity and lower cost 

of capital for companies. This is supported 

by empirical analysis, which suggests 

that coverage positively affects company 

prospects and valuation.5 In normal market 

conditions, where market participants 

do not take into account such positive 

externalities, there would be a risk of  

under-provision of research.

It is well understood by policymakers that 

equity research is an important element of 

developing a healthy ecosystem for SMEs’ 

equity finance (see Figure 1). Research 

providers for SMEs need to be able to tell 

investors the whole story about a company, 

rather than just provide key financial metrics 

that are generally publicly available.

As explained in the European 

Commission’s economic analysis on 

Capital Markets Union (CMU),6 equity 

research is particularly important for 

SMEs, given that they have lower visibility 

and information is more opaque and 

scarce than for other companies. The 

Commission’s analysis goes on to describe 

how, despite the clear need for equity 

research on SMEs, a market failure exists, 

as analysts tend to ‘orient their coverage to 

large caps…as research on large caps is 

more profitable’.7 Many SMEs, particularly 

at smaller market capitalisation sizes, have 

little research other than from their broker. 

A lack of research reduces the likelihood of 

attracting investment.

Potential impact of 

unbundling
 

MiFID II did not adopt the regulatory practice 

of CSAs and disclosure described above. 

Instead, it went further, requiring fund 

managers and brokers to set separate 

charges for trade execution and research, 

and fund managers to pay for research 

themselves (i.e. recovering the costs 

through the annual management charge) or 

agree a separate research charge with their 

clients.

At first sight, this seems to address the 

concerns set out above. There will no 

longer be an incentive for fund managers to 

overconsume research and to send trades 

to the brokers who provide them with the 

most or best research. Where to trade and 

where to purchase research will become 

separate decisions, as fund managers will 

now need to pay for research themselves 

rather than out of commissions (or charge 

clients a separate research fee).

The evidence suggests that commission 

rates have come down following the 

implementation of MiFID II.8 This was 

expected, since research is no longer paid 

for out of commissions and its cost needs 

to be explicitly disclosed to the clients of 

the fund managers. There is also some 

evidence that the separate payments for 

research by fund management firms to 

brokers and independent research houses 

are less than the reductions in commissions, 

and this could be seen as evidence of 

overconsumption pre-MiFID II and the new 

rules having an impact.

However, the new rules on unbundling 

may also have resulted in some 

unintended consequences.

First, although MiFID II is intended 

to address the concerns about 

inducements (i.e. preventing brokers 

from competing on the basis of ‘free 

research’), there is another market 

failure: that relating to the positive 

externality of production of research. 

This positive externality of production 

remains, and is likely to result in  

under-provision of research, particularly 

in relation to SMEs. The new rules on 

unbundling do not address this, and may 

further exposethe market failure relating 

to the under-provision of high-quality 

research on small companies. The 

over-provision of research pre-MiFID II is 

most likely to have related to ‘low-quality’ 

research and to have focused on larger 

companies.

After full implementation of the MiFID II 

rules, this may leave the market overall, 

and particularly SMEs, with an  

under-provision of research.

The second issue is that although 

separate charges need to be set for 

trade execution and research, and fund 

managers are no longer allowed to 

receive research for ‘free’, brokers may 

still have an incentive to offer research 

at very low (but not zero) fees, and 

potentially below cost, by using trade 

execution revenues to cross-subsidise 

the provision of research.9

Figure 1   The ecosystem for SME equity offerings

Source: Adapted from SWD (2017) 224; and OECD (2015), ‘Opportunities and limitations of public equity markets for SMEs’.
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This has the following potential 

implications.

• Brokers who offer research may 

have a competitive advantage 

over execution-only brokers and 

independent research providers. 

In other words, the new rules may 

reintroduce the distortion in the level 

playing field between different types of 

provider, which, in some countries, the 

introduction of CSAs had managed to 

address.

• Due to their scale, very large brokers 

may be more able to set very low fees 

and/or use trade execution to  

cross-subsidise the provision of 

research than small or  

medium-sized brokers. Indeed, some 

of the evidence to date suggests that 

very large brokers have managed 

to offer research at very low fees, 

meaning that fund managers 

have switched away from small 

and medium-sized brokers for the 

procurement of research.10 Concerns 

about large multi-service brokers 

internally cross-subsidising their 

research were also raised in a recent 

survey undertaken by the FCA in the 

UK.11

In other words, the new rules may not 

have fully addressed the inducement 

issue, and may have reintroduced a 

distortion of competition between larger 

brokerage firms, and smaller brokers and 

independent research houses.

If most of the research were produced by 

a smaller number of very large brokers, 

this could potentially also have a negative 

effect on the diversity of the research, 

which would have a disproportionate 

impact on local, smaller and newer 

research providers due to the economics 

of appraising smaller companies.

The concern would be that the very large 

brokers would focus on the larger and 

more actively traded firms (where their 

profitability is typically higher), which 

would contrast with the smaller and more 

localised brokers and boutique research 

houses, which would typically specialise in 

local markets and smaller companies.

Reduction in research coverage 

of SMEs

Recent market developments indicate that 

the new unbundling rules may indeed deter 

brokers from providing research coverage on 

SMEs. For example, a recent analysis finds 

a decrease in sell-side analysts covering 

European firms since the implementation of 

MiFID II, with 334 SMEs losing their analyst 

coverage completely.12 Although the FCA 

survey of fund management firms in the UK13 

suggests that only a few firms had seen 

a reduction in research on SMEs, while a 

majority had not, a larger survey finds that 

62% of investors believe that less research 

is being produced on SMEs since MiFID II 

came into effect.14 Data published by Reuters 

indicates a clear reduction in the number of 

analysts per company following the major 

European MSCI small cap indices.15

What next?

The European Commission has committed 

to assessing the impact of the MiFID II rules 

on equity research on listed SMEs, and 

has already commissioned a study that 

will assess the impact on the availability of 

research before and after the implementation 

of MiFID II, the quality and price of research, 

and SME access to finance.16

While these points are clearly relevant for an 

ex post review on this issue, there are some 

additional important aspects that would need 

to be examined:

• the issue of cross-subsidisation and 

the nature of competition between the 

larger and the small and medium-sized 

brokers, and between brokers and 

independent research providers. The 

FCA in the UK has indicated that it will 

review how sell-side pricing models are 

developing in 12–24 months’ time;17

• the question of how to develop the 

market for research, particularly for new 

and growing companies.

Ultimately, a post-implementation review 

should evaluate how the unbundling rules 

have affected competition for the provision of 

research and, more broadly, the functioning 

of financial markets—particularly equity 

markets.
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