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European Commission 
Competition DG 
Rue de la loi 200 
1049 Brussels 
BELGIUM 

Ladies and Gentlemen: 

Bloomberg welcomes and appreciates the opportunity to comment on the issues 
paper of the Competition Directorate-General of the European Commission, “Competition in EU 
securities trading and post-trading” of 24 May 2006 (the “Issues Paper”).  In particular, we wish 
to offer comments regarding the discussion in the Issues Paper of the proposed regulation of 
“inducements” under the Markets in Financial Instruments Directive (“MiFID”) and the regime 
adopted by the UK Financial Services Authority (the “FSA”) governing soft commissions. 

One key question to ask when discussing soft commission is just what is meant by 
the term.  Often, it is used in too narrow a sense to mean arrangements in which a broker obtains 
for its fiduciary clients research and other services produced by third parties.  That looks at only 
part of the picture though because many “full-service” brokerage firms produce considerable 
in-house research which they provide “for free” to their brokerage customers.  In fact, as one 
might surmise, there of course is no “free lunch” and what really is happening with in-house 
research is that it is being provided for a “bundled” commission — i.e., brokerage and research 
bundled together for a single, undifferentiated charge.  Unlike the typical third-party 
arrangements, the bundled charge does not disclose how much is being paid for the research and 
how much for the brokerage itself.  As a result, fiduciaries do not have as much information as 
they do with the third-party arrangements where they see the break-down and can more 
accurately assess the reasonableness of what they are being charged for each. 

In any event, regardless of whether a broker produces research in-house or buys it 
from independent producers, the fiduciary issues are the same.  Full-service brokerage firms 
have been known to criticize “soft dollars” (in the United States) or “soft commission” in the 
United Kingdom and elsewhere while maintaining assiduously that what they themselves do is 
much, much different.  In fact, of course, from the point of view of the investor, and the duties its 
investment adviser owes to it, it should make little difference whether the broker has bought a 
given research service from an independent producer or has instead hired the researchers as its 
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own employees.  In effect, a regulatory regime that discriminates in favor of in-house research 
and against third-party research will provide a regulatory subsidy for full-service brokerages 
while dampening competition and diminishing investor choice. 

In its discussion of the regulation of inducements under MiFID, the Issues Paper 
summarizes the regime adopted by the FSA for regulating soft commissions.  At first, the FSA 
proposed to ban soft commissions.  Following a thorough public comment period and its own re-
evaluation of soft commissions, however, the FSA concluded that abolishing soft commissions, 
rather than protecting investors, would disadvantage them by reducing the amount of 
independent research that would be available to them.  Balancing these concerns, the FSA 
identified a list of goods and services for which payment with soft commission would be 
prohibited.  It then offered definitions of execution and research services that provide parameters 
within which fund managers might determine to use client commission to purchase such 
services.  Finally, as enumerated in the Issues Paper, the FSA mandated that fund managers 
provide greater transparency regarding the structure and use of their commissions. 

As a practical matter, as we believe the FSA came to recognize, efforts to ban 
bundled commission are not likely to succeed.  An investment firm that deals with institutional 
investors provides information generated “in house” as part of its overall service.  It would be 
difficult to tell where “brokerage” ends and “research” begins.  For example, if an investment 
firm gives its customer “market color”, that is, information gleaned from talking with other 
market participants about current market trends, short-term imbalances in market supply and 
demand, or the likelihood that market perceptions about the value of a given security are going to 
change, is that research or is it part of the ongoing effort by an investment firm’s sales trader to 
persuade his customer to give him a trade to execute?  Full-service investment firms hire 
securities analysts and compensate them handsomely for generating research ideas that will bring 
the firm brokerage business.  How much in a given instance, however, should the investment 
firm charge for a particular piece of information given to a customer who then engages the 
investment firm to effect trades on its behalf?  

In view of that practical difficulty, the best approach is to provide for greater 
competition in the provision of research and to insist on proper disclosure.  The need for 
competition suggests that there should not be any regulatory distinction between bundled 
research and independent research — if a fund manager can use commission to obtain 
investment ideas from a full-service investment firm, it should also be able to obtain investment 
ideas through an investment firm from an independent research producer.  Providing for that 
equality of treatment promotes competition in three ways: (i) it puts full-service investment firms 
in competition with investment firms that do not have extensive in-house research departments 
but compensate for that by buying research from independent sources and in that way it eases 
what might otherwise be a significant economic barrier to entry into institutional brokerage; 
(ii) it promotes competition in asset management by permitting small and medium-sized asset 
managers to cover much of the cost of obtaining securities information through commission as 
opposed to having to establish large in-house research capacity to compete with larger and the 
more established asset managers; and (iii) it permits research analysts to leave the full-service 
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investment firms and strike out on their own by selling their research products to the brokers who 
distribute the research to their institutional investor clientele. 

Another facet of investment research is the use by asset managers of research 
tools such as the Bloomberg Professional Service to develop their own research ideas and to 
evaluate the reliability and consistency of research they receive from the “sell side”.  For 
example, the Bloomberg Professional Service has, among others, the following features that 
institutional asset managers can use in their investment management decision making: 
(i) standardized fundamental and other data sets; (ii) proprietary analytical tools to evaluate 
company earnings and stock performance; (iii) proprietary valuation models; (iv) expert 
commentary and analysis of breaking news; (v) analysis of individual research analysts’ 
recommendations against actual stock performance over time; (vi) algorithmic tools to plot 
account performance and assist in making asset-allocation decisions; and (vii) tools to evaluate 
what should be the best means of executing a block trade.  The FSA interpretations, as well as 
those of the U.S. Securities and Exchange Commission, have recognized that analytical tools 
such as these, in the hands of portfolio managers and buy-side traders, are an important adjunct 
to other research they receive and should be eligible to be purchased for commission. 

The U.S. experience, summarised in Annex I, shows that the focus for investors is 
on account performance and that allowing investment managers to have access on a level playing 
field to third-party and buy-side research has in fact increased competition in the brokerage 
industry and promoted the growth of new and innovative investment managers, increasing 
competition and investor choice. 

In any event, disclosure by the investment manager to its investors is a key 
requirement, one that is built into the MiFID legislation.  Disclosure will inform investors of the 
true costs of money management and the extent to which investment managers are dependent on 
others — whether full-service brokerage firms or independent research producers — for the 
ideas they employ in their money management.  The regulatory regime should provide for such 
disclosure, but the disclosure requirements should be tailored in such a way as to avoid 
discrimination between bundled and independent research.. 

* * * 

We appreciate the opportunity to make our views known to Competition DG.  If 
you have any questions or would like to discuss our views with you further, please let us know. 

Respectfully submitted, 

Alexander Clode  by R.D.B. 
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ANNEX I 

SOFT DOLLARS — THE U.S. EXPERIENCE 

Before brokerage commissions and other transactional charges became free from 
fixed rates in the United States, the United Kingdom and other countries, brokers responded to 
the prohibition on price competition by engaging in spirited service competition, particularly 
including the provision of research.  As a result of that service competition, an environment grew 
up in which fund managers became more or less dependent on brokers’ research to assist them in 
deciding what securities or other interests to buy, sell or hold in their client accounts.  In turn, 
institutional asset management fees in many cases were negotiated with an awareness that the 
adviser would be able to offset at least part of the costs of informing itself about securities and 
other interests by relying on brokerage firm research. 

The elimination of fixed minimum commission rates did not end these practices.  
In the United States, in fact, they spurred the U.S. Congress to enact Section 28(e) of the 
Securities Exchange Act of 1934 (referred to below as “Section 28(e)”), which specifically 
recognizes the dependence of fiduciaries on “Street” (that is, Wall Street) research and allows 
them a “safe harbor” from legal challenge if they pay more than the lowest available rates of 
brokerage commission on the basis of a good-faith determination that the value of the brokerage 
and research services received, on behalf of all the accounts under the managers’ discretionary 
control, not just the account paying the particular commission, justify the higher commission for 
the combination of brokerage and research services received.  That provision recognizes that 
transaction costs can readily be measured but the wisdom or lack thereof in an investment 
manager’s judgment that a particular commission was justified is more difficult to measure and 
justify and therefore more prone to attack in class-action litigation and the like. 

Particularly in an era of competitively determined commissions, of course, there 
inheres in all these arrangements a potential conflict of interest.  Securities research is beneficial 
to the accounts under management, but it also is helpful to the manager itself, which otherwise 
might have to pay its own money (“hard dollars” in the U.S. lingo) to buy the research.  The 
moral hazards regulators have identified are real and, at the same time, abuses resulting from 
those hazards often are difficult to quantify or, in all but the most egregious cases, prosecute.  
Similar but more subtle issues arise with respect to certain aspects of execution services 
themselves.  As is well known, a number of the large dealing firms offer special services to their 
large institutional clients in which they commit capital to facilitate their clients’ block trades in 
exchange for execution business. 

The structure of the securities industry on both the buy side and the sell side is a 
key consideration in determining what the best approach should be to reducing potential conflicts 
of interest.  We turn to an examination of both and of the evolution and impact of Section 28(e). 

The Sell Side.  On the sell side today, in both the United States and the United 
Kingdom, the large brokerage firms employ at considerable expense teams of in-house research 
analysts who prepare reports that are distributed by e-mail and in hard copy.  The analysts stand 
ready to meet and have telephone conversations with key clients.  Together with the sales traders 

 



 

at the major firms, they provide a considerable body of information to the firm’s clients.  Their 
services are paid for through “bundled commissions” that cover execution as well as research. 

In addition to these practices involving bundled commissions are soft 
commissions.  In the United States, the SEC determined early on in its administration of Section 
28(e) not to distinguish between research sold for bundled commissions by the investment firms 
producing the research and research produced by independent research providers and sold to 
brokerage firms for provision to their customers, so-called “third party research”.1  The SEC’s 
approach enabled a number of smaller brokerage firms to compete with the large firms in ways 
that would otherwise have been impossible.  That, in turn, diminished what would have been the 
anti-competitive effect of the tying arrangement between brokerage and in-house research. 

Without the SEC’s interpretation of the Section 28(e) safe harbor, which put 
independent, “third party” research and in-house research on the same footing, it would not have 
been possible for the small and medium-sized brokerage firms to do more than niche research 
coverage — certainly they could not economically afford to maintain any semblance of the 
extensive in-house research departments the large firms prided themselves on.  The SEC’s 
solution enabled the smaller sell-side firms to buy research from a broad range of independent 
producers and provide it to their customers for “soft dollars”, in competition with the large 
houses.  That, in turn, put added pressure on the commission rates, which quickly fell from 
pre-1975 levels, to 40% discounts from the pre-1975 levels and then to 8, 7, 6, 5 and now 4 or 
fewer cents per share. 

The SEC’s decision to treat in-house and third-party research equally did 
something else.  It freed the research analysts from having to work for the large brokerage firms 
since they could instead form their own “think tanks” and sell their product as third-party 
research producers either to the large firms or to the smaller brokerage firms that did not 
maintain any significant in-house research departments and used third-party research to compete 
for institutional order flow. 

The Buy Side.  On the buy side, these developments and trends had equally 
important effects.  As noted above, in the United States the buy side had become very largely 
dependent on Street research before fixed minimum commission rates were eliminated during the 
early 1970s (the complete abolition occurred on May 1, 1975).2  The large money managers — 
bank trust departments, insurance companies, mutual fund complexes, etc. — had sufficient scale 
economies that they were able to maintain their own considerable research departments.  They 
obtained Street research during the fixed-commission era largely because they perceived they 
had little choice, that is, they concluded they had to pay the minimum commissions and the 
research came for “free”.  Of course, it was never really free, but in choosing between one 
fixed-priced competitor and another, service competition became the norm and the brokers vied 
with one another to curry favor with the large institutions. 

                                                 
1  Securities Exchange Act Release No. 12251 (Mar. 24, 1976), 41 Fed. Reg. 13678 (Mar. 31, 1976). 

2  Securities Exchange Act Release No. 11203 (Jan. 23, 1975). 
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The elimination of fixed rates and the SEC’s determination not to distinguish, for 
purposes of Section 28(e), between in-house research and third-party research did a number of 
things to help investment managers and their investor clients.  Of course, the dramatic fall in the 
frictional costs of transacting resulting from the departure of fixed minimum commission rates 
reduced investors’ costs and improved account performance.  It also facilitated more rapid asset 
repositioning (that is, trading) to take advantage of market changes, which probably added to 
market volatility but also assisted agile account managers in identifying and tapping market 
liquidity in fast-moving markets.  In addition, the availability of third-party research made it 
possible for smaller investment managers to compete with the large investment managers since 
they could cover considerable portions of what would otherwise have been their overheads by 
paying for research from all sources—not just traditional in-house, Street research — through 
their clients’ commissions. 

Change in SEC Interpretation of Section 28(e).  Initially, the SEC interpreted the 
Section 28(e) research safe harbor as applying only to research products and services that were 
not “readily and customarily available and offered to the general public on a commercial basis” 
(that is to say, for “hard dollars”).3  In 1986, however, the SEC changed course and looked back 
to the legislative history of Section 28(e) in concluding that the 1976 test was too difficult to 
administer, was not really related to the goal of limiting “research” under Section 28(e) to 
investment-directed information and, therefore, had little to do with whether an account manager 
had or had not benefited its investors.  The Commission accordingly redefined permissible 
research as a “product or service that provides lawful and appropriate assistance to the money 
manager’s investment-decision-making process.”4 

That new definition, in addition to resolving some interpretive difficulties the 
1976 test had caused, made it possible for money managers to use brokerage commissions to buy 
goods and services that genuinely helped them make investment decisions — as opposed, for 
example, to computer hardware and programs that assisted in office management, reporting to 
clients and other administrative overhead (in the case of mixed-use products, a fair allocation 
was required).  By focusing on the actual use to which a good or service was put, the test 
separated genuine research from a variety of other possibilities regardless of whether a particular 
good or service was or was not available for hard dollars.  That actually lowered the barriers to 
entry and increased the ability of investment managers to leave the large firms and set up their 
own shops to compete with the large firms on the basis of the “track records” they had personally 
amassed at their former employers. 

These new entrants could attract money to manage on the basis of those track 
records and then use commissions to get themselves off the ground by subscribing to the 
BLOOMBERG PROFESSIONAL Service software package and obtaining other needed goods 
they might otherwise not have been able to afford.  That in turn led to the growth of independent 
investment managers, some of whom failed or did only moderately well but others of whom 
                                                 
3  Securities Exchange Act Release No. 12251 (Mar. 24, 1976), in text preceding n. 1. 

4  Securities Exchange Act Release No. 23170 (Apr. 23, 1986), 51 Fed. Reg. 16004 (Apr. 30, 1986), in text 
following n. 10. 
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prospered and became larger and larger, often “incubating” within their own walls young 
account managers, who then in turn often went out on their own. 

That process, which greatly augmented the available stock of independent money 
management talent, likely would not have been possible if the SEC had stuck with its 1976 
“readily and customarily available and offered” test.  The new freedom money managers had to 
use commissions to buy needed research products, including market pricing and information 
services, which became increasingly important and then essential to even the fledgling money 
manager, had much to do with expanding investor choice in finding money managers who could 
provide excellent services since the ability of talented individuals to cut the apron strings at the 
large investment houses and strike out on their own had much to do with the availability of the 
top talent to investors and the ability of investors to choose managers who would achieve 
superior account performance. 

In its most recent interpretation of Section 28(e), issued July 18, 2006, the SEC, 
following extensive analysis and public comment, has reiterated its longstanding position that 
client commissions can be used to pay for third-party research, and has explicitly stated that 
(i) Section 28(e) applies equally to client commissions paid to research provided by full-service 
broker-dealers and to third-party research arrangements; (ii) third-party research is to be treated 
in the same way as research generated in-house by brokers; (iii) the form of the research 
(electronic, paper or oral) does not affect availability of the safe harbor; (iv) computer software 
that assists money managers in making investment decisions is considered research and is 
eligible for the safe harbor; (v) cost-trade analytics are considered research and are eligible for 
the safe harbor; (vi) commission-sharing arrangements are permitted so long as the introducing 
broker is responsible for paying for the research provided to the fiduciary (the SEC here clarified 
an earlier position that Bloomberg and other commenters criticized as too restrictive); and 
(vii) raw market data is eligible to be treated as research (here the SEC departed markedly from 
the FSA’s approach in the United Kingdom, which ruled that raw market data do not constitute 
research, but may be eligible for commission payment if used by a trader in executing trades).5 
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5  Securities and Exchange Commission Release No. 34-54165 (July 18, 2006), available at: 

http://www.sec.gov/rules/interp/2006/34-54165.pdf . 


