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The MiFID Joint Working Group (MiFID JWG) was created by four industry associations - 
FIX Protocol Ltd, ISITC Europe, RDUG and SIIA/FISD (see below) on April 4th 2005.  The 
MiFID JWG operates as an inclusive, pan-European body of representatives from all sectors 
of the financial services industry. The aim of the MiFID JWG is to be a primary industry 
reference point for the business processes impacted by MiFID – liaising with the European 
Commission, CESR, national market regulators and relevant national and European bodies.  
 
Four industry associations have pooled their efforts to develop best-practice 
recommendations, appropriate standards and increased industry awareness e.g.: 
- how to achieve best execution for their clients for all relevant asset classes 
- how to address reference data issues relating to instruments and entities  
- how to publish/report quotes and prices, especially for off-exchange trading 
- how to meet the European Commission’s request that the industry agree and develop a 
standard protocol to help with MiFID compliance. www.mifid.com  
 
FIX Protocol Ltd is a global standards organisation that manages, develops and maintains 
industry-driven messaging standards for the financial services industry. Its members include 
exchanges, banks, brokers, investment managers, market data vendors and application 
software providers. The FIX (Financial Information eXchange) Protocol is used by thousands 
of brokers, investment managers and exchanges internationally as a standard means of 
exchanging pre-trade, trade and post-trade messages. www.fixprotocol.org  
 
ISITC Europe is a working committee of securities operations professionals 
representing custodian banks, investment managers, brokers, and vendors. The group's 
mission is to foster alliances and advocate standards that promote straight through processing 
(STP) of securities transactions. The members of ISITC Europe actively participate in and 
influence industry-wide initiatives that promote direct electronic processing and information 
flow among all industry participants, throughout the entire trade life cycle. www.isitc.org  
 
The Reference Data Users Group (RDUG) enables representative members of the global 
securities markets and suppliers to debate the issues and evolve solutions which support 
improved market practices, better STP, and improved operational compliance given the 
growing awareness of the costs risks and value associated with market reference and 
descriptive data. The RDUG was founded in June 2002, and now comprises over 200 
investment manager, broker/dealer, custodian banking, market infrastructure and supplier 
entities. www.isitc.org  
 
SIIA/FISD (the Financial Information Services Division of the Software and 
Information Industry Association) is the global forum for the financial information industry. 
Its members include exchanges, banks, brokers, investment managers, market data vendors 
and application software providers. www.fisd.net  
 
The objective of the MiFID JWG Best Execution Subject Group (BESG) is to agree market 
practice guidelines with regard to best execution policies, and not to provide specific guidance 
measures per se which are the responsibility of the firms themselves. Rather than reinventing 
the wheel, the BESG gathered input from documents and discussions from experts in as many 
asset classes impacted by MiFID as possible and hosted a number of lively debates as to 
where clarification was needed.  The conclusion reached to date is that enforcement of best 
execution practices through principles-based regulation is seen to be an important 
consideration if the aim is to encourage both innovation and market liquidity.   
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Forward 
 
By Bob Giffords, Independent Banking Technology Analyst 
 
In the great MiFID debate, the one topic that exercised minds more than any other was “best 
execution”. In a sense it is the cornerstone of the whole regulatory edifice. It underpins the 
coming competition between liquidity venues and provides the balancing point between 
liquidity and transparency. It becomes the driver for standardisation and growth of market 
data, the inspiration for increasing sophistication and stealth in trading algorithms and a trusty 
touchstone for assessing the proper conduct of business of investment firms. On the one hand, 
there is nothing new, we have all been doing it for years. On the other, the loss of the 
concentration rule combined with the rise of fragmentation, dark liquidity and exotic 
structured instruments has turned best execution into a strange and unfamiliar challenge.  
 
In the background, of course, technology and risk engineering have made best execution a 
bloody, competitive battleground for brokers and buy side alike. How ironic then that the 
credit crunch should have struck, like a global tsunami, shortly after CESR issued its advice 
on best execution. That only served to remind us of the difficulties we face. Clearly best 
execution is both critically important and controversial.  
 
Through it all the MiFID Joint Working Group (JWG) has been a beacon of light in the storm, 
a model of transparency and the power of collaboration. By bringing together market 
practitioners, specialists and technologists with a broad knowledge base and global 
perspectives, the Best Execution Sub Group (BESG) has continued to remind us of the rocks 
that lurk below the surface of the debate and the long journey that still lies ahead.  
 
The publication of this white paper therefore is a good time to remind ourselves, briefly, of 
some of those rocks and what remains to be done.  
 
First of all the rocks: Despite all the guidance three key questions remain:  

·  What is execution?  
·  How do we measure the quality of execution?  
·  How do we know we have achieved best execution?  

 
The white paper does not answer these questions nor should it, because this is what firms 
have to do in their value proposition to clients. Curiously though, in all the words printed 
about MiFID there is no definition of execution as such. The regulators seem to be saying we 
can define it in many ways depending on the factors, which we consider to be important: cost, 
speed, likelihood, market impact, etc. The relative importance of the factors, of course, 
depends very much on our trading objectives and styles, the products we are trading and the 
market structures we are dealing with, so there is no way we can “define” execution once and 
for all. Does execution cover the entire order fulfilment process or just trading? Or trading 
through to settlement? What is execution of a basket trade with mixed asset classes? Does it 
include compliance with any intra-trade risk constraints? These questions make a real 
difference to how we measure the quality of service provided, and the metrics and 
benchmarks we choose.  
 
If execution of an OTC derivative goes through to confirmation matching, then the back 
office is indeed the new front office, as some traders have alleged. We then should take more 
factors into account when choosing a liquidity venue, such as the willingness of an issuer to 
allow his client to trade out of a bespoke derivative position, his capability to provide reliable, 
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prompt post trade valuation data, or the fungibility of margin collateral and the efficiency of 
post trade operations. 
 
Finally how do we know we have achieved best? Ultimately there is something unanswerable 
about this question, as we are comparing ex ante expectations with ex post states of affairs. 
So, some traders talk about the Heisenberg Uncertainty Principle implying we can never 
know for certain what might have been, and market fragmentation and dark liquidity have 
made sure of that. Still others will argue, “We know best execution when we see it,” that best 
execution is experiential rather than objective. In many cases this is surely true, but in fast or 
illiquid markets even that gut feel may be missing, and we are left relying on the logic of our 
trading process to persuade us that we probably got at least as close to the best result for the 
client as we could.  
 
It is not surprising therefore that the BESG focused in its discussions mainly on macro-
processes, like transaction cost analysis (TCA), broker voting, minuted meetings, recording of 
reasons why people do things, etc., to show conformance with process.  
 
However, execution policies need to go beyond processes to set out the aspirational context: 
the values, principles and especially the outcomes we are trying to achieve. MiFID is very 
outcome focused: the best result for the client. Sometimes the BESG discussion seemed to 
forget that, once the “trade by trade” clause was understood to be subservient to the 
“consistent basis” rule.  While only processes can assure an outcome on a consistent basis, the 
outcome itself still needs to be verified.  
 
So now let us consider the journey ahead. The work done by the BESG, as described below, 
should probably be augmented in at least three further areas. 
 
Firstly, execution policies need to distinguish between outcomes and processes. The aim of 
the BESG was to help firms to prepare their best execution policies, and not necessarily to 
provide specific guidance. The BESG paper represents a good start with regard to process, but 
more work needs to be done on outcomes. This will mean considering definitions, quality 
metrics and supporting market models and optimisation strategies for the various products, 
trading objectives and market contexts.  
 
Now, many analysts have warned on the dangers of proceduralising operational risk, as if 
‘tick the box’ could mitigate the threat or alleviate liability1. It does neither. If the client does 
not, as a rule, get the best result or at least a good one, all the procedures in the world will 
have been in vain. Regulators and some firms too are still obsessed with ‘ticking the box’ 
despite all that has been promised regarding "better regulation". If people want to achieve best 
outcomes in a fragmented market, they will need to do some serious heavy lifting, and should 
at least recognise the challenges, even if they cannot as yet resolve them. 
 
Secondly, there are some serious intellectual challenges to demonstrate what is best for the 
client in a multi-factor, multi-context, multi-venue world. Statistics also reminds us that 
"best" is a relative term to the market. In any particular trade, all sides cannot come out best. 
There will inevitably be average and worst results as well. Luck as well as skill and art will all 
play a role. Therefore all we can reasonably do is try to achieve best, irrespective of whether 
we actually do achieve it in every case.  
 
A major obstacle is market data. Some experienced traders contend that the market data and 
analytics needed to assess such quality realistically, is much, much more than that currently 
produced by the sell side or the TCA fraternity. Indeed, TCA benchmarks are all about 
historical averages, and there is no way to demonstrate optimality of an individual trade under 

                                                           
1 See for example, Michael K. Powers, “The Risk Management of Everything”, Demos, London, 2004.  
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the present, unique market conditions by comparing it with the past involving many different 
contexts. Furthermore, post trade data transparency may actually give a misleading picture of 
what liquidity was reachable, due to the inclusion of internalised transactions generated in the 
course of establishing hedged risk positions.  
 
The situation becomes more complex when we take different trading styles and objectives 
into account, since current data sources make no allowances for them. Competing venues with 
very different contexts (dark vs. transparent order flow, differently structured matching 
engines and commercial offers, different liquidity profiles, different smart order routing 
technology, algorithms etc.) will further complicate things. Since markets are likely to evolve 
quickly under MiFID, firms will need to undertake a continuous research programme rather 
than rest on their laurels, and trading technology vendors will need to provide support for the 
most common analytics.   
 
I therefore suggest that data and process models to assess trading quality and service levels 
should be an ongoing subject of development and review both for firms and the BESG. 
Eventually these models will find their way into messaging and protocol standards if we are 
to get any comparative consistency across liquidity venues.  They may also evolve into 
service level agreements between the buy and sell side, which could potentially add a lot of 
clarity.  
 
Thirdly, we should note that the best may become the enemy of the good. Truly best 
execution is likely to involve taking risks, so that "best execution on a consistent basis" may 
well be worse than the best that could possibly be achieved in any particular case, because 
people will play safe, in order to meet their policy obligations. This is especially likely, if 
firms adopt a process-based approach. This has to do with achieving local optima rather than 
an absolute or overall best. In a competitive market, “best” will always be an art rather than a 
science. I don't think there is anything wrong in this, but people who recognise it, may well 
find ways to improve their value proposition.  
 
Eligible counterparties, of course, will not oblige firms to "demonstrate" best execution in 
conformance with policy, and therefore brokers will be free to take more risks to achieve it. 
Understanding those operational risks and trade-offs is the third area where I believe the 
BESG could usefully explore as we move forward.  
 
None of the above points diminishes the work of the BESG achieved to date, which is filled 
with interesting insights. However, it does put it into context of how much more remains to be 
done. This future work is perhaps best carried out once MiFID comes into force and we start 
to focus on the real issues rather than theoretical opportunities and threats. The phoney war 
will soon be over.  
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Executive Summary: 
 
Introduction and Objectives: 
 

The MiFID JWG Best Execution Subject Group (BESG) was formed in May 2005 and has 
met on a quarterly basis since inception. The stated objective of the MiFID JWG BESG was: 
‘to agree market practice guidelines with regard to the timeliness, commonality, availability 
and storage/retrieval of market and reference data relevant to firms wishing to demonstrate 
best execution processes under the provisions of MiFID’. The focus of the BESG to date has 
been to agree market practice guidelines with regard to best execution policies, and not to 
provide specific guidance measures per se which are the responsibility of the firms 
themselves. 

Rather than reinventing the wheel, the MiFID JWG BESG drew input from discussions from 
experts in the industry to cover the ramifications for delivering and evidencing best execution 
covering as many asset classes in the scope of MiFID as possible. The group focused on the 
market practice dimensions, working in collaboration with the MiFID JWG Real-Time, 
Standards Protocols and Reference Data Subject Groups to fulfill the implementation side of 
the mission. 

Approach Taken: 

This paper reflects the work conducted within the MiFID JWG BESG from May 2005 to 
September 2007, where the aim of the BESG was to help firms to prepare their best execution 
policies, not necessarily to provide specific guidance. The choice of title "High-Level Best 
Execution Principles" was deliberate to reflect work in progress, given that the BESG only 
laid the foundations for market practices and are a long way away from consistent 
implementation of the best execution measures let alone seeing the prospect for consistent 
enforcement in our lifetimes.  
 
Most firms did not believe that the evidencing of best execution would be consistent across all 
Member States of the EU/EEA, nor clear-cut for all asset classes. As such, market practices 
would tend to be evolutionary, not revolutionary. Firms would wish to “wait and see” how 
MiFID evolved before committing to concrete market practices could be reinforced through 
heavy investments in technology. As such, the work of the BESG focused on laying the 
foundations for this to occur and the focus of the group was more on macro processes, 
consideration of transaction cost analysis, consideration of how to automate tools such as 
OMSs and EMSs, plus examining the factors that would be important when casting best 
execution policies and disclosure statements. As such, there was a greater focus on process 
rather than outcomes. 
 
MiFID and ‘Best Execution’: 
 
The Directive 2004/39/EC on Markets in Financial Instruments (MiFID) was adopted by the 
European Parliament and European Council on 21st April 2004. MiFID will affect 
participants in the financial services industry in all 27 member states of the EU and 
additionally, the three EEA states of Norway, Iceland and Lichtenstein across most of their 
activities in almost all asset classes relating to investment activity. 
 
MiFID’s “best execution” requirements as expressed originally within Article 21 of the Level 
1 text obliges investment firms to take all reasonable steps to execute orders on terms most 
favourable to the client and to obtain the most favorable possible result for their clients taking 
into account price, costs, speed, likelihood of execution and settlement, size, nature or any 
other consideration relevant to the execution of the order, whether trading occurs on-exchange 
or off-exchange. This best execution obligation is qualified if there is a specific instruction 
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from the client (in this case the investment firm shall execute the order following the specific 
instruction), if the client has agreed to be classified as an “eligible counterparty”, or there are 
specific characteristics of the market function (e.g. quote-driven) as qualified within 
CESR/07-320. 
 
Historical Background: 
 
The search for ‘best execution’ has been elusive and has a long and illustrious history 
stretching back to the early 1990s. Historic approaches focused on price (SEC, 2000, 2002)  
or process (FSA 2002) while the MiFID process is tilted towards outcomes (“ensuring that the 
client is best served”). For the MiFID provisions to be effective, they must address the 
challenge that ‘best execution’ can be viewed differently depending on whether you happen to 
be sitting on the buy- or the sell-side of the fence. Each view is determined by the 
transparency of processes and the availability of underlying information to support each 
process. The problems with achieving Best Execution therefore cannot be separated from the 
existing economics of trading systems, and the appetite of traders to change the way they 
approach the trading. 
 
‘Best Execution’ is therefore not synonymous with measuring and minimizing trading costs 
(Trading Cost Analysis), but about having an implementation process that is consistent with 
the underlying management style. It is also about measuring the process and gathering 
feedback to make changes in order to ensure that the client is best served.  The client of the 
broker/dealer is the asset manager, for example, and if the asset managers receive poor-
quality execution from their brokers, the result of the negative reinforcement is that they are 
unlikely to come back for more. The results of actions taken in the market to ensure best 
execution and the method of measurement are likely to influence the outcome of ensuring that 
the client is best served, but the ephemeral nature of the challenge can be simplified very 
effectively. Lindsay Tomlinson, former Chairman of the IMA, put it this way, “Best 
Execution? You know it when you see it.”  
  
Practitioner Feedback – Information Asymmetry and Benchmarking: 
 
Most practitioners did not foresee significant problems in evidencing best execution for most 
order-driven markets, such as cash equities, except under specific conditions, for example 
when working with a large order.  Although some dealer-led markets showed similar 
characteristics, there were significant difficulties for some segments, such as, corporate 
bonds, emerging market bonds, asset-backed securities, and structured products such as 
swaptions, credit derivatives or CFDs.  Finally, the evidence of information asymmetry was 
not a consistent feature in this survey and, in some asset classes, the sell-side fared worse than 
the buy-side.  This is due to the fact that professional investors are at least as well informed 
as, and often better informed than, dealers as each dealer only knows what they are quoting to 
a client, while a client dealing with multiple dealers has a broader view.   
 
When it came to assessing the appetite for benchmarking, prescriptive benchmarking was 
believed to be somewhat more acceptable to regulators, and was considered beneficial by 
some suppliers. It was not identified as acceptable by many market practitioners (sell-side and 
market facilitators offered scant support for it). The modular Pro-active Process Management 
(PPM) approach proved to be acceptable to many buy-side and electronic market facilitators 
were particularly supportive, as were some sell-side firms and suppliers. The comfort level 
behind laissez-faire was strongest among suppliers, and it was also noted for dealer-led 
markets. It was not viewed as acceptable to regulators, nor was it perceived to be particularly 
acceptable to investors.   
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Practitioner Feedback – Modular Solutions (Pro-active Process): 
 
Some suppliers felt that a modular approach is idealised as many firms on the buy-side suffer 
from makeshift KYC, AML, OMS and EMS architectures.  Therefore, whereas it looks as 
though the model of proactive process management could be implemented in theory, it would 
be much more difficult to implement such an approach in practice.  Nevertheless several 
practitioners voiced their view that the model carried several advantages over benchmarking 
and could be readily applied to dealer-led markets, as it recognises the vital importance of 
voice-driven markets and does not require the sell-side to make open disclosures, nor to 
evidence best execution at the point of quote.  There was even scope for proactive process 
management to apply benchmarks in their proper context, for example to oversee the 
rebalancing and/or allocation of trades, although it should be stressed that these benchmarks 
would be internal to each firm and certainly not imposed.  
 
A Best Execution Framework was agreed in summary form to take into account the need for 
firms to cast their policies in a modular manner. The framework shown in Fig 8 allowed firms 
to build on their existing legal frameworks (a principles-based approach), taking client 
classification, product typology, channel typology and data availability into account. A 
flexible framework also allowed for exceptions (e.g. contested results) to be treated in an 
exception-based manner, and would also permit future developments (e.g. pre-trade 
transparency for debt instruments or applicability of MiFID to new products such as 
structured loans) to be factored in without involving radical changes to systems and controls.  
This framework-based approach carried favour with both practitioners and suppliers alike. 
 
The thinking from BESG framework discussions is that best execution will be translated as a 
process, and there is general relief that best execution no longer needs to be monitored trade-
by-trade in a prescriptive fashion.  Both investment banks and asset managers will need the 
underlying data in order to evidence best execution practices when called to evidence the 
same.  Expediency and common sense judgement calls are not going out of fashion as prices, 
sizes, timings, and so on all have to relate to executable transactions.  This means completed 
according to the size and other conditions stipulated by the client.  Both buy- and sell-sides 
will need to check the applicability of their audit trails and data storage, and the scope of any 
co-dependence with other participants, particularly any outsourcing parties.   
 
Practitioner Feedback – Best Execution Policies: 
 
Both investment banks and asset managers would need to revise their existing policies 
(particularly for some Member States) to demonstrate the reasonable steps to be carried out, 
especially for illiquid, fixed income and OTC-traded instruments.  For these structured 
products, the recording of the circumstances to the trade could be seen as advantageous.  
Logically and legally, if a firm’s quality of execution is likely to be open to doubt or 
challenge, then making a note of the circumstances and building in the relevance of the 
factors at the time will help mitigate disciplinary action.  However, so much of this is likely to 
emanate from whether a client understands best execution policies and has the necessary 
systems, processes and practices in place to benchmark the same.   
 
At a high level, best execution policies should set out a rationale for a particular selection of 
broker (for the buy-side) or execution venue (for the sell-side) if there is direct access, 
including detail of whether any orders will be executed outside a regulated market.  The 
policy should cover the relative importance of the following factors in fulfilling the portfolio 
management policy: price and costs (primarily), speed, likelihood of execution and 
settlement, size, nature, and any other relevant considerations (e.g. market impact or timing).  
The policy should also take into account the nature of order, characteristics of financial 
instruments and characteristics of execution venues, and other factors such as liquidity, timing 
or curves for other asset classes such as fixed income.   
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Practitioner Feedback – Metrics: 
 
The asset manager and broker would need to maintain metrics in respect of each class of 
instrument against the different venues where the executing firm executes client orders, 
including transmission methods to those venues.  The asset manager must pay attention to 
market practices within dealer-led markets, particularly in cases where there are liquidity or 
market timing challenges, such as corporate debt trading, or where price benchmarks are not 
feasible, for example in OTC-traded derivatives.  
 
Practitioner Feedback – Role of Intermediaries: 
 
The asset manager needs to ensure that all intermediaries including RTOs (Receivers and 
Transmitters of Orders) have a proper best execution policy.  This best execution policy 
should be reviewed at least annually and always when there is a material change in the 
relationship to correct any deficiencies.  The “devil is in the detail” as well, with regard to 
client agreements, particularly if there are multiple client classifications involved.  The asset 
manager must ensure that they deliver the appropriate information regarding their best 
execution policy to enable the fund to track their performance against agreed benchmarks.  
They must also obtain the necessary prior consents, with regard to treating the fund as a 
professional client or executing outside a regulated market.   
 
The asset manager will additionally need to assess whether intermediaries or execution 
venues offer the best possible result for the fund, on the basis of transaction cost analysis, 
other metrics or overall performance, as in portfolio alpha.  The asset manager also needs to 
keep track of execution quality from the various regulated markets, MTFs, Systemic 
Internaliser and Dark Pool execution venues.  In doing so, they would need to pay attention to 
their liquidity maps and the likely trade-offs, in terms of their routes to execution.  They need 
to pay particular attention to the potential for fragmentation in the price discovery process, 
executable prices and market timing, for example.   
 
Practitioner Feedback – Role of Trading Platforms and Execution Venues: 
 
Investment firms, exchanges, trading platforms and market data vendors will all have to adapt 
their business processes and their IT systems in order to comply with MiFID. All parties 
should take advantage to review DMA (Direct Market Access), and any potential benefits of 
algorithmic trading (whether VWAP, TWAP, TVOL, IS..), quantity discover tools and Smart 
Order Routing Technologies (SORT) to interact with the markets, and evolve a modus 
operandi for interacting with dark pools of liquidity. All parties will therefore need to verify 
that they have the right database and reporting infrastructure to provide an audit trail, and 
extract the relevant market and reference data when called to do so.  These records should be 
adapted to the type of business and the range of investment services and activities performed 
by the investment firm.   
 
Next Steps: 
 
This paper also records suggestions for future work under the Best Execution Subject Group 
or Best Execution Working Group heading. It is hoped to extend the work of the group post-
MiFID in the following directions, focusing on Outcomes as well as Processes: 
 

1) To cover areas such as Order Management/Execution Management System 
integration and Smart Order Routing. 

2) A deeper debate on the Appropriateness of Client Categorisation  
3) A greater focus on both Strategic discussions such as Transparency in the light of 

increased proprietary trading and the need to manage conflicts of interest  
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4) A deeper debate on Commission Sharing, Research, Unbundling, Compensation and 
Impact on Alpha for the same  

5) Greater understanding of how Market-led Solutions might add value (e.g. more work 
around Standardised Exchange-delivered Metrics and/or Market Practices around 
Crossing Activities) 

6) Clarity with regard to Processes and Practices in the UCITS/IF/MF markets including 
the need for greater clarity around UCITS vs. MiFID and treatment of single 
execution venues in the context of best execution, to be socialised with the 
Investment Funds Working Group 

7) Tackling the requirement for Post-Trade Disclosure, to be socialised with the MiFID 
JWG Market Data Subject Group 

8) Tackling the less-intended consequences of MiFID post-trade, including the need for 
Interoperability.  

 
The continuing objective of the group will be helping firms raise their best execution game 
and provide further value to their clients and liaising with other industry efforts as necessary 
in order to deliver the appropriate market practices. 
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Background to MiFID and Best Execution 
 
The Directive 2004/39/EC on Markets in Financial Instruments (MiFID) was adopted by the 
European Parliament and European Council on 21st April 2004. MiFID will affect 
participants in the financial services industry in all 27 member states of the EU and 
additionally, the three EEA states of Norway, Iceland and Lichtenstein across most of their 
activities in almost all asset classes relating to investment activity.  
 
MiFID’s “best execution” requirements as expressed originally within Article 21 of the Level 
1 text obliges investment firms to take all reasonable steps to execute orders on terms most 
favourable to the client and to obtain the most favorable possible result for their clients taking 
into account price, costs, speed, likelihood of execution and settlement, size, nature or any 
other consideration relevant to the execution of the order, whether trading occurs on-exchange 
or off-exchange. This best execution obligation is qualified if there is a specific instruction 
from the client (in this case the investment firm shall execute the order following the specific 
instruction), if the client has agreed to be classified as an “eligible counterparty”, or there are 
specific characteristics of the market function (e.g. quote-driven) as qualified within 
CESR/07-320. 
 
The best execution measures under MiFID are expressed and qualified in the following 
documents which should be regarded as the source references: 
 

- 2004/39/EC - The Lamfalussy Level 1 text issued April 2004 – Article 21, and Recital 33; 
ancillary Articles 19 (for client classification and 22 (for client order handling) are also 
relevant 

- 2006/73/EC - The Lamfalussy Level 2 Directive Implementing Measures issued August 2006 - 
Articles 44-46 and Recitals 66-76; ancillary Articles 47-48 and Recitals 77-78 are also 
relevant for client order handling. 

- CESR/07-050b – The Lamfalussy Level 3 Measures concerning Best Execution under MiFID, 
Public Consultation issued February 2007 

- CESR/07-320/1 – The Lamfalussy Level 3 Measures concerning Best Execution under MiFID, 
Q&As and Feedback Statement  respectively issued May 2007 

- FSA PS 07/15 (Feedback from DP 06/03 and CP 06/19) issued August 2007 
- European Commission Background Notes (Sections 7.7, esp. 7.7.1-7.7.3) and FAQs MEMO 

06/57 Sections 1.5.1-1.5.11, both issued February 2006 are also immensely helpful NB: these 
do not carry legal force. 

 
Investment firms, exchanges, trading platforms and market data vendors will all have to adapt 
their business processes and their IT systems in order to comply with MiFID.   
The delivery and evidencing of “the most reasonable result for the client” has taken on a 
whole new meaning under the banner of fulfilling “Best Execution” because the evidencing of 
best execution under MiFID becomes no longer merely a question of best price, but depends 
upon taking all reasonable steps to obtain the best possible result, taking a range of factors 
into account.   
 
The Investment Services Directive (ISD), the 1993 precursor to MiFID, proposed a common 
passport so that firms could transact cross-border under home state authorisation.  Besides the 
idea of a common passport, the ISD also formalised a market state called the concentration 
rule, whereby liquidity was formally directed towards a central execution venue within a 
residual six EU member states, in order to forestall internalisation abuses in some of them.   
 
By 2004, it was clear that the ISD needed an urgent overhaul.  Not only were there eleven 
new accession countries within the EU to cover (now 16), but there were also new: 
 
·  Firms, including hedge funds and private wealth management; 
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·  Execution venues, including electronic markets and bank liquidity pools (such as dark 
pools); and 

·  Instruments, including exchange- and OTC-traded derivatives, exchange traded funds, 
UCITS and money market instruments. 

 
In addition, the paucity of key information was a significant impediment to tracking trading 
costs on a consistent basis when MiFID’s precursor, the Investment Services Directive (ISD) 
was introduced in 1993.  Both market and client record information were not always recorded 
or immediately accessible to external agents.  However, since the mid-1990s, the increased 
accessibility to quality structured data, combined with a greater awareness of transaction cost 
analysis methods, contributed towards greater market transparency and, some might argue, 
falling margins.  This means that the micromanagement of securities trading has become 
increasingly automated as a result of some serious advances in technology. 
 
Many investment firms currently offer codified best execution policies in order to ensure that 
their clients’ interests are best served. Post-MiFID, it is anticipated that firms will wish to 
formalize their processes to understand firstly how their clients wish to be classified for the 
trade they are about to make; secondly, by understanding and applying the relevant factors to 
each instrument and trading channel, taking all reasonable steps to ensure that orders are 
executed on terms most favourable to the client; and thirdly, by ensuring that they keep an 
audit trail in a durable medium in order to be able to record and retrieve the circumstances of 
each trade (including client communications to the fact) in the form of market and reference 
data which can be suitably evidenced if the firm is called to justify their decisions. 
 
Current Approaches to Best Execution 
 
The 15+ year search for “Best Execution” has proved highly elusive, despite the many 
assurances otherwise.  Historic approaches focused on price (SEC, 2000, 2002)  or process 
(FSA 2002) while the MiFID process is tilted towards outcomes (“ensuring that the client is 
best served”). For the MiFID provisions to be effective, they must address the challenge that 
‘best execution’ can be viewed differently depending on whether you happen to be sitting on 
the buy- or the sell-side of the fence. Each view is determined by the transparency of 
processes and the availability of underlying information to support each process. ‘Best 
Execution’ is therefore not synonymous with measuring and minimizing trading costs 
(Trading Cost Analysis), but about having an implementation process that is consistent with 
the underlying management style. It is also about measuring the process and gathering 
feedback to make changes in order to ensure that the client is best served.   
 
Exchanges meanwhile have also started delivering market-led solutions on a promise of better 
cost-effectiveness, liquidity management, direct market access and market transparency, 
becoming more electronic and order-book driven.  Broker/dealers have increasingly invested 
in the use of technology, such as order and execution management systems (O/EMS’s) and 
smart order routing (SOR), to improve their execution quality, manage their collateral 
inventories and reduce their latency, particularly with regard to volume sensitivity for high-
margin instruments.  Technology has also enabled buy-side traders to join the party, by 
offering smart order routing and execution management systems while quantifying market 
impact and opportunity costs more efficiently, in order to evidence “Best Execution” to end 
investors.   
 
These innovations have brought asset managers ever closer to the price formation process and 
the point of sale.  But the problems with achieving Best Execution cannot be separated from 
the existing economics of trading systems, and the appetite of traders to change the way they 
approach the trading. So a practical but empirical way to view best execution is to view it 
from the perspective of how the client is best served. With sophisticated metrics such as the 
use of Transaction Cost Analysis (TCA) methodologies among buy-side firms increasing by 
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the day, it becomes an area where market forces apply in the form of positive or negative 
reinforcement.  The feedback is such that firms consistently offering their clients a 
recognisably poor quality of execution are likely to lose business as a result, especially given 
the growing trend towards the unbundling of research and soft commissions. As Lindsay 
Tomlinson, former Chairman of the IMA, put it this way, “Best Execution? You know it 
when you see it.”  
 
The trade-off for equities, for example, is whether obtaining the best possible price is more 
important than achieving immediacy, defined as speed, coupled with certainty of execution, 
or even the best possible result in a client’s trading portfolio.  Need to balance the need for 
Best Execution vs. the use of time (need to get a balanced view in a moving market). There is 
a need to consider the quality of relationships, especially where brokers continue to add value 
with research ideas or market timing in illiquid markets such as credit.  
 
There are also practical considerations. “Best” price may not always reflect best executable 
price at the appropriate size, particularly for illiquid instruments/traded OTC, and attributes 
which dealers might need to take into account will include price and cost, but could equally 
include size, speed, market timing, market impact, and even quality of clearing/settlement, 
quality of rating and duration and capital allocation. There are important questions concerning 
the quote-driven markets (e.g. when buy-side firms reach out for quotes and deal best of 
three) and also questions surrounding “where is the order” in the process. 
 
There are also operational and technical implications, for example associated with time-
stamping and latency when it comes to audit trails. Electronic platforms are useful for price 
discovery, transparency, supplementing liquidity, detecting market abuse and ensuring best 
execution. However, there are important gaps between trading and downstream integration at 
many firms; some buy-side firms do not have centralised dealing across all centres; data 
might be sent back and forth between record-keeping and retrieval/evidencing 
 
Best Execution under MiFID 
 
Some firms preparing themselves for MiFID compliance dealing in multi-listed securities and 
also in the retail/PWM sectors have additionally asked whether the scope should merely cover 
market prices as such, or should it be more expansive and cover overall end-to-end 
transaction execution costs. This would extend into consideration of trading, clearing and 
settlement costs.  For example, from the point of view of the buy-side’s trading desk, best 
execution could be defined in two subtly different ways representing as either a value or a 
cost play.  The Value Play involves placing trades via a broker/dealer or automated trading 
system in order to realise the maximum value of the firm’s investment decisions; whilst the 
Cost Play entails placing trades with the intent of minimising transactional implementation 
costs.  
 
The best execution obligation under MiFID accrues “to the firm that has the contractual or 
agency obligations to the client”, regardless of whether the order is executed directly or 
indirectly.  There are also important obligations for so-called “Receivers and Transmitters of 
Orders” (RTOs) which certain Member States are keen to pursue. For the provisions to be 
effective, they must address the challenge that “Best Execution” can be viewed differently 
depending on whether you happen to be the final buy-side, for example as a pension fund; the 
intermediate buy-side, for example as an asset manager or a hedge fund; or the sell-side.  
Each view is refracted by the transparency of processes and the availability of underlying 
information to support each process.  
 
The problems with achieving best execution therefore cannot be separated from the existing 
economics of trading systems, and the appetite of traders to change the way they approach the 
trading as applied to portfolio trading versus benchmarks, such as Volume Weighted Average 
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Price (VWAP), Time Weighted Average Price (TWAP) and trading with “Actual or Expected 
volume” (TVOL). “Best execution” is therefore not synonymous with measuring and 
minimising trading costs, but about having an implementation process which is consistent 
with the underlying management style, and about measuring the process and gathering 
feedback to make changes.  A part of the answer to demonstrating and evidencing best 
execution therefore lies in having the process in place to monitor, measure and manage it, 
particularly with regards to evidencing it when called to do so by a client or competent 
authority.   
 
Article 21 of Level 1 MiFID text leaves it to each firm to make reasonable judgements about 
the relative significance of explicit and implicit costs for its trading processes per the stated 
policy of the firm. Article 21(5) states that: “Member States shall require investment firms to 
be able to demonstrate to their clients, at their request, that they have executed their orders in 
accordance with the firm's execution policy.”   
 

1

Commissions 13bp

Spreads 9bp

Fig. 1: Illustration of Explicit and Implicit Tradi ng Costs 2006
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• The iceberg of trading costs is thawing under global warming!

• MiFID introduces a new dimension – assessing the cost of clearing & settlement in basis points
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Explicit costs include spreads, taxes and bundled commissions which are evident to both 
dealer and client.  Implicit costs include elements such as opportunity costs and market 
impact costs, and firms must make judgement calls about how best to address these costs 
within their client agreements. MiFID approaches the challenge by suggesting that best 
execution be addressed as a best practice by market participants, rather than centrally.  
Investment firms must establish and implement effective arrangements for complying with 
the requirement to deliver best execution.   
 
“Best Execution” means that, when firms execute client orders, they must take all reasonable 
steps to deliver the best possible result for their clients taking into account price, costs, speed, 
likelihood of execution and settlement, size, nature or any other consideration relevant to the 
execution of the order.  For retail clients, "best possible" means the most favourable result in 
terms of the total consideration payable.  This approach sidesteps the question of whether best 
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execution should be the responsibility of market centres and regulators versus the 
responsibility of each firm.   
 
Next, investment firms must establish and implement a formal and codified order execution 
policy to allow them to obtain the best possible result. This execution policy is the firm's key 
instrument in achieving best execution, and must be reviewed at least every 12 months.  The 
policy should differentiate between different types of client – retail, professional or eligible 
counterparty2.  Information must be recorded sufficient to evidence best execution compliance 
with a firm’s policy for every asset class in scope and made available to the client or regulator 
on request.  Service levels must be applied to trades in all asset classes in scope, including 
portfolio trades and investment funds.   
 
The duty of best execution accrues to all clients, with the exception of clients categorised as 
eligible counterparties, and the obligation should apply to the firm which owes contractual or 
agency obligations to the client.  Firms have to obtain prior consent from their clients as 
regards their execution policy3.  An individual client may agree to the policy or can decide to 
issue specific instructions, for example, to execute only at a single venue of choice.  These 
instructions always prevail over what is in the policy. 
 
Consideration of Trading Venues 
 
The selection of execution venues is a critical consideration when crafting the best execution 
policy. This is because an investment firm’s best execution policy must at least include, in 
respect of each class of instruments, information on the different venues where the firm 
executes its client orders and the factors affecting the choice of execution venue. The 
European Commission’s Frequently Asked Questions4 document identifies the fact that the 
policy has to be dynamic, and must include those venues that enable the investment firm to 
obtain, on a consistent basis, the best possible result for the execution of client orders.   
 
The investment firm’s policy may have to be amended to take account of the emergence of 
new venues, particularly for equities, and a firm must, of course, have access to at least the 
venues cited in its execution policy.  The elimination of the monopoly of directing liquidity 
onto a central exchange – the Concentration Rule – means that Order Routing systems may 
need to identify and manage the existing Exchanges as well as anything up to twenty to forty 
new execution venues, including investment firms internalising orders on a systematic basis.  
The challenge and opportunity for the asset manager is that this trend is occurring against a 
backdrop of electronic trading systems, such as DMA and algorithmic trading5, and the 
unbundling of research and execution-commissions. 
 
This can be achieved by gaining access to these venues directly by becoming a member of an 
exchange, for example, or via an intermediary or intermediaries.  Firms will have to monitor 
and regularly review their execution policy and decide which option – direct access versus 
intermediated access – is likely to secure the lowest execution costs for their clients.  
Supervisors will have to decide whether the decisions taken by firms are reasonable.  In doing 

                                                           
2 MiFID, Article 21, Paragraph 3 
3 MiFID, Article 21, Paragraph 3 
 
4 Frequently Asked Question on MiFID: Draft Implementing ‘Level 2’ measures”, Reference: 
MEMO/06/57, Published by the European Commission on 6th February 2006 
 
5 Algorithmic trading refers to portfolio managers or dealers on the buy-side conveying requests for 
bid, orders and allocations (splits) to their brokers and/or trading counterparts a trading engine, which 
is used to slice and price the order intelligently using a selected set of rules of algorithms pre-defined 
between the trading counterparties.   
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so, they will take into account a number of factors including the size and cost structure of the 
firm concerned.   
 
Clearly, the cost of direct access to a multitude of venues may be high (see Fig 2). The issue 
of cost comes to the fore here, because implicit costs are clearly dependent on the quality of 
execution venues, and that dealers have the tools at their disposal to differentiate between the 
relative importance of factors such as price, speed, size, costs, and probabilities of execution 
and settlement in the heat of making a trade. The Level 2 MiFID text6 rightfully does not 
mandate investment firms to access venues where it would not be commercially viable to do 
so.  So without consistent benchmarks for market quality, as a function of price delivery, 
much less price discovery, some have questioned whether best execution could ever be a 
viable candidate for regulatory oversight alone.  
 
The emergence of a variety of trading scenarios and venues with very different contexts 
(multiple dark vs. transparent venues, different order matching engines, different commercial 
offerings, different access to liquidity, different smart order routing, different algorithms etc.) 
further complicates the judgement. Since these are likely to evolve quickly, firms will need to 
provide a continuous programme of analysis. 
 

2Source: MiFID Draft L2 Implementing Measures – Directive – Background Notes Feb 2006

1. Publication – MiFID obliges execution venues to make 
available to the public, on a reasonable commercial basis, 
pre- and post-trade information (this means that execution 
venues may charge fees for making the data available to 
third parties). Market solution providers such as 
exchanges/MTFs, data vendors or firms will consolidate this 
information to allow firms to evaluate the venues' execution 
quality.

2. Access – A firm must, of course, have access to at least 
the venues cited in its execution policy. This can be 
achieved by gaining access to these venues directly (e.g. 
becoming a member of an exchange) or via an intermediary 
(or intermediaries). Firms will have to monitor and regularly 
review their execution policy and decide which option (direct 
access vs. intermediated access) is likely to secure the 
lowest execution costs for their clients. Supervisors will 
have to decide whether the decisions taken by firms are 
reasonable. In doing so, they will take account of a number 
of factors (including the size and cost structure of the firm 
concerned).

3. Expediency - Clearly, the cost of direct access to a 
multitude of venues may be high. In many cases, therefore, 
an indirect access through an intermediary may be the best 
solution. However, the commissions paid by asset 
managers to intermediaries providing access to execution 
venues can mount up over time and it may become clear 
that gaining direct access is more economical and efficient 
than going through intermediaries. 

1. Publication – MiFID obliges execution venues to make 
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pre- and post-trade information (this means that execution 
venues may charge fees for making the data available to 
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information to allow firms to evaluate the venues' execution 
quality.
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achieved by gaining access to these venues directly (e.g. 
becoming a member of an exchange) or via an intermediary 
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access vs. intermediated access) is likely to secure the 
lowest execution costs for their clients. Supervisors will 
have to decide whether the decisions taken by firms are 
reasonable. In doing so, they will take account of a number 
of factors (including the size and cost structure of the firm 
concerned).

3. Expediency - Clearly, the cost of direct access to a 
multitude of venues may be high. In many cases, therefore, 
an indirect access through an intermediary may be the best 
solution. However, the commissions paid by asset 
managers to intermediaries providing access to execution 
venues can mount up over time and it may become clear 
that gaining direct access is more economical and efficient 
than going through intermediaries. 

Fig 2: Best Execution – Access to Extra Trading Venu es

 
 
Best Execution and Client Classification 
 
MiFID creates an implicit relationship between client classification and best execution.  As 
clients are allowed to opt-up as well as down for lower versus greater levels of best execution 
protection, how do dealing desks adapt to this? Considerable behavioural change has to occur 
on the trading desk as dealers need to be versed in conduct of business rules and need to pre-
select factors in execution of the orders, such as the statistics relating to number of execution 

                                                           
 
6 MiFID Articles 44-46, and recitals 66-76, which have legal force 
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venues. MiFID is structured to enable the maximum degree of client protection, and the truly 
revolutionary aspect to MiFID is the way that the measures link client classification with best 
execution and order handling.   
 
The correct and appropriate classification of a firm’s clients is a key area of preparation for 
undertaking the process of delivering and evidencing best execution.  This is because the 
status of a firm’s client, depending on their knowledge and experience, has a direct bearing on 
the level of duty of care which must be applied. Client Classification requirements apply to all 
clients an investment firm deals with in relation to products and services under the scope of 
MiFID, and are categorised into different levels of experience and expertise per three 
categories of client – retail, professional and eligible counterparties (see Figure 3).   
 
For example, if we look at clients as being on a ladder of knowledge, the experienced 
investors as a rule tend to be more knowledgeable when compared with many retail clients, 
and will therefore be placed higher up the ladder as generally the experience investor has the 
experience and wherewithal to support their strategies.  As things stand under MiFID, each 
party on the ladder owes a duty of responsibility to deliver and evidence best execution to the 
previous party down the ladder.   
 
“Retail Clients”7 are typically less-sophisticated investors, who warrant the greatest degree of 
regulatory protection.  It is expected that more clients will wish to receive the regulatory 
protections afforded them as retail clients, and that many retail and some intermediate 
customers will wish to fall into this category.   
 
“Professional Clients”8 are clients who possess the experience, knowledge and expertise to 
make their own investment decisions, and properly assess the risks that those decisions incur.  
Even so, these clients can request non-professional treatment9.   
 
“Eligible Counterparties” are the most sophisticated investment client or participant.  They 
can request to be treated as a professional or retail client generally, or on a trade-by-trade 
basis.  In principle, this covers investment firms, credit institutions, insurance companies, 
UCITS and their management companies, pension funds and their management companies.  
For each transaction, adequate risk warnings must be given and the transaction must be “at 
the initiative of the client” as well as meeting certain conditions, for example this applies only 
for the trading of non-complex financial instruments.   
 

                                                           
7 MiFID Lamfalussy Level 1 text, Article 4, Paragraph 1.12 
8 MiFID Lamfalussy Level 1 text, Annex II 
9 MiFID Lamfalussy Level 1 text, Article 24, Paragraph 2 
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3Source: MiFID Draft L2 Implementing Measures – Directive – Background Notes Feb 2006 

1. Client Categorisation – Client Classification 
requirements will apply to all clients an investment 
firm deals with in relation to products and services 
under the scope of MiFID. 

2. Dynamic Classification – MiFID provides the 
flexibility for clients to move between categories 
provided conditions are met. Rules allow clients to 
change their initial classification on request, and 
clients can move between categories on request 
(the same client can have different classifications). 

3. KYC/COB – Firms must notify clients if they are to 
be treated as professional before providing services, 
and clients must state in writing (contractually) that 
they wish to be treated as professional (and that 
they are aware of the consequences of losing their 
protections).

4. Grandfathering/Repapering – Some clients may 
need to be re-papered with updated agreements. 

1. Client Categorisation – Client Classification 
requirements will apply to all clients an investment 
firm deals with in relation to products and services 
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provided conditions are met. Rules allow clients to 
change their initial classification on request, and 
clients can move between categories on request 
(the same client can have different classifications). 

3. KYC/COB – Firms must notify clients if they are to 
be treated as professional before providing services, 
and clients must state in writing (contractually) that 
they wish to be treated as professional (and that 
they are aware of the consequences of losing their 
protections).

4. Grandfathering/Repapering – Some clients may 
need to be re-papered with updated agreements. 

Fig 3. Client Classification per MiFID (Overview)

 
 
 
The classification of clients according to their knowledge and experience is the result of two 
tests which the investment firm must conduct.   
 
Firstly, the “Suitability Test”10 applies to entities providing investment advice or portfolio 
management.  The investment firm must obtain the necessary information regarding the 
client’s, or potential client’s, knowledge and experience in the investment field relevant to the 
specific type of product or service, their financial situation and their investment objectives, so 
as to enable the firm to recommend the investment services and financial instruments that are 
suitable for them.   
 
Secondly, the “Appropriateness Test”11 requires that investment firms providing investment 
services12 ask the client or potential client to provide information regarding their knowledge 
and experience in the investment field relevant to the specific type of product or service 
offered or demanded, so as to enable the investment firm to assess whether the investment 
service or product envisaged is appropriate for the client.  
 
MiFID also provides the flexibility for clients to move between categories, provided certain 
conditions are met.  The rules also allow clients to change their initial classification upon 
request, and clients can move between categories upon request.  In fact, you can get the 
situation where the same client might even elect for different classifications should the sell-
side permit this. For the sell-side investment firms, the duty is that they must notify their 
clients of their right to change their classification, and they must keep records of the client’s 
confirmation of their classification.  Although there are some issues here, as this principle is 

                                                           
10 MiFID Lamfalussy Level 1 text, Article 19, Paragraph 4.  See Paul Beach’s chapter. 
11 MiFID Lamfalussy Level 1 text, Article 19, Paragraph 5. See Paul Beach’s chapter. 
12 Other than those itemised in MiFID Lamfalussy Level 1 text, Article 19, Paragraph 4 
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subject to interpretation by the relevant competent authority in each member state, so how do 
you avoid a differential interpretation? 
 
In addition, a minimum, legally-codified, best execution policy may differ from policies 
which firms might operate in practice.  For example, net consideration for clients classified as 
“retail” for example, could well include the costs of clearing and settlement as a relevant 
factor.  It is far from clear how a dealing desk might source this information.  It is also unclear 
as to how “dynamic” policies will need to be in practice.  For example, how far are firms 
obliged to connect to every execution venue, which is implied as the requirement for the 
principle that “firms must take all reasonable steps to deliver the best possible result”.  The 
question is what is “reasonable”? 
 
To conclude, the “Common Provisions”13 stipulate that European member states are to ensure 
that the information regarding a client’s or potential client’s knowledge and experience in the 
investment field includes the following:  
 
(a) the types of service, transaction and financial instrument with which the client is familiar;  
(b) the nature, volume, and frequency of the client’s transactions in financial instruments, and 

the period over which they have been carried out;  
(c) the level of education, and profession or relevant former profession of the client or 

potential client.   
 
The Role of the Best Execution Subject Group 
 
The MiFID Joint Working Group (JWG) was formed in April 2005 as a not-for-profit, 
international grouping of individuals.  The MiFID JWG then established a number of 
specialist subject groups to address the issues the Directive raised in different areas, namely: 
 

- Best Execution  
- Reference Data  
- Cross-Border Jurisdiction 
- Real-Time Market Data 
- Standard Protocols 
- Technology in general 

 
The objective of the MiFID JWG Best Execution Subject Group (BESG) is to agree market 
practice guidelines with regard to best execution policies, and not to provide specific 
guidance measures per se which are the responsibility of the firms themselves. Rather than 
reinventing the wheel, the BESG gathered input from documents and discussions from 
experts in as many asset classes impacted by MiFID as possible and hosted a number of lively 
debates as to where clarification was needed.   
 
The specific focus was around the issues of where the obligations of best execution are 
placed, and whether best execution should be applied in a rigid, rules-based manner.  This is a 
relatively convenient approach if the aim is the harmonization of all asset-class processes in 
Europe, but one which is not likely to be popular with the business.  By contrast, enforcement 
of best execution practices through principles-based regulation is seen to be an important 
consideration if the aim is to encourage both innovation and market liquidity.   
 
Most firms did not believe that the evidencing of best execution would be consistent across all 
Member States of the EU/EEA, nor clear-cut for all asset classes. As such, market practices 
would tend to be evolutionary, not revolutionary nor prescriptive. Firms would wish to “wait 
and see” how MiFID evolved before committing to concrete market practices could be 

                                                           
13 MiFID, Article 37, Paragraph 1 
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reinforced through heavy investments in technology. As such, the work of the BESG focused 
on laying the foundations for this to occur and the focus of the group was more on macro 
processes, consideration of transaction cost analysis, consideration of how to automate tools 
such as OMSs and EMSs, plus examining the factors that would be important when casting 
best execution policies and disclosure statements. As such, there was a greater focus on 
process rather than outcomes. 
 
The BESG also debated how the measures might apply to quote-driven markets, to evidence 
best-execution processes in fixed income, derivatives or structured products, where a provider 
might be the only market professional entity making a price and where the credit worthiness 
of the client could be an important factor in pricing.  It was argued that the duty of a firm to 
demonstrate that they had executed their orders in accordance with the firm’s execution 
policy could prove challenging under volatile trading conditions in fragmented markets, and 
that firms may struggle to explain best execution processes to their clients equally for all asset 
classes in these circumstances.   
 
There were areas of controversy within the measures debated between the BESG and MiFID-
Connect14 such as: 
 
·  delivering and evidencing best execution in fixed income and other dealer-led or quote-

driven markets would be challenging, for what is the definition of an “order”;  
 
·  the option for the fund manager to pass the best execution obligation back to the broker is 

precluded, although there is nothing to stop the broker-dealer from providing the data; 
 
·  the terminology such as “take all reasonable steps to ensure” is open-ended, and it is clear 

that the legal test should form the bottom line; 
 
·  does a fund manager reaching out to three separate dealers and specifying size really 

obtain “the best result”; 
 
·  surely best execution is a contradiction in terms, as it has to be “best” in relation to other 

forms of execution;  
 
·  how would this work for OTC markets if there is only one market-maker for an illiquid 

structured product; and 
 
·  if the best execution principle is implemented as a Directive subject to interpretation per 

competent authority in each member state, might firms take advantage of what is 
described in common parlance as “regulatory arbitrage”? 

 
To help answer these questions, the practitioners within the BESG took part in a survey 
during the summer of 2006 to try and identify some of the roadblocks and dependencies in 
evidencing best execution for their clients.  The survey was completed by dealing and 
compliance professionals on both the buy- and sell-side from over 25 firms of various sizes 
and investment styles.  For asset classes where a duty of best execution was required, firms 
were asked to indicate the range of difficulty in delivering and having the data to evidence 
that the most reasonable result for the client was fulfilled.   
 
 
 
                                                           
 
14 MiFID-Connect represents 11 London Market Associations, including the BBA, ICMA, LIBA, 
ISDA, IMA, FOA, ABI, APCIMS,  
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Firms were asked to record their responses in colour ranges, consisting of: 
 
·  green for “unlikely to be a challenge”;  
·  lime-green indicating “an occasional challenge”, for example, large sizes; 
·  yellow indicating “periodic challenges”, for example, the lack of price benchmarks or 

illiquid securities;  
·  orange indicating “regular and significant challenges”, for example, where there are  no 

benchmarks, relative intransparency, or custom-tailored instruments; and  
·  red signifying “unlikely to be possible”.   
 
The results of the survey are shown in Figure 4 (the details per each asset class are available 
via www.mifid.com). There are some interesting conclusions to be drawn.   
 

4May not be standardised products; e-channels may not be availableYes, if securitisedLoans/MM Deposits/Funding/Leasing

Yes, for convertible currencies: FX may not be in scopePot. Y if a transaction legSpot FX/Forward FX (not FX Options/Swaps = in scope)

Not always, esp. if OTC-traded; Best Ex applicable if  cash-settledY if traded on reg. marketFutures/Options - Climate variables, Freight, Emissions...

Usually yes, unless traded OTC = challengesYesFutures/Options - Commodities, settled cash/phys.

Serious problems; lack of e-channels and market/ref. dataYesCFDs/CDOs/Credit Derivatives/Structured Credit

Often yes, if there is a link to the underlying instrumentYesSimple CFDs

Vanilla OK; Else problems with market/ref. data comparabilityYesSwaps/FRAs on Currencies and Interest Rates

Possible for vanilla IRSs/ResetsYesVanilla IRSs

Often yes, if exchange-traded; price of underlying must be publicly avail.YesFutures/Options - Currencies and Interest Rates

Often yes, if exchange-traded; price of underlying must be publicly avail.YesFutures/Options - Securities including Indices

Challenges if not vanilla/not traded electronicallyYesBAs/CDs/MM Instruments

Challenges; some market-specific e.g. DKYesMortgage Backed Securities

Challenges, to source comparison data for all markets? YesAsset Backed Securities

Challenges, to source comparison data?YesEmerging Market Debt

Challenges, to source comparison data?YesCredit – Corporate High Yield/BBB or less/Distressed

Sometime challenges if not traded via e-channelsYesCredit – Corporate AAA or less

Some challenges if not traded via e-channelsYesSovereign/Agency/Supranational/Covered

Usually yesYesEU Government

Must assess whether units can be traded in a fair, orderly, eff. mannerYesUCITS/Mutual Funds

Usually yes, unless if traded non-electronically and/or OTCYesETFs

Challenges sourcing some market/ref. dataYesConvertibles

Challenges sourcing some market/ref. dataYesWarrants

Usually yesYesIndices

Challenges sourcing some market/ref. dataYesCash Equities – Mid Cap/Small Cap

Usually, yes, except for some marketsYesCash Equities – Large Cap

���
���

Source: © MiFID JWG BESG and Accenture May 2006
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Fig 4: Likelihood of evidencing Best Execution – Hea t map 
for Validation
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Most practitioners did not foresee significant problems in evidencing best execution for most 
order-driven markets, such as cash equities, except under specific conditions, for example 
when working with a large order.  Although some dealer-led markets showed similar 
characteristics, there were significant difficulties for some segments, such as, corporate 
bonds, emerging market bonds, asset-backed securities, and structured products such as 
swaptions, credit derivatives or CFDs15.  Finally, the evidence of information asymmetry was 
not a consistent feature in this survey and, in some asset classes, the sell-side fared worse than 
the buy-side.  This is due to the fact that professional investors are at least as well informed 
as, and often better informed than, dealers as each dealer only knows what they are quoting to 
a client, while a client dealing with multiple dealers has a broader view.   

                                                           
15 A swaption is a financial instrument granting the owner an option to enter into an interest rate swap.  
Credit derivatives transfer the risk of a credit asset’s returns falling below an agreed level, without 
transfer the underlying asset itself.  CFD is a Contract for Difference; a product traded on margin 
which allows the investor to gain the returns of a share’s performance (price, dividends etc) without the 
stamp duty costs. 
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The survey also indicated that it would be good for the competent authorities across the EU to 
agree what lies in and out of scope as there is widespread confusion over FX forwards and 
securities money market instruments. An example of approach used by the BESG is shown in 
Fig 5 below: 
 

5

Fig 5: Arriving at a Framework for a Codified Best 
Execution Policy ….

Source: © MiFID JWG BESG and Accenture Jul 2007

Starting Position

Clients classified as retail 
and/or professional 

(per se/elected)?
ECPN

Inv. Products in scope 
Within Annex 1 

Section C 
of L1 text?

Loans, Cash 
Depos

NSpot FX, Spot
Commodities,

Bullion
N

Y

Y

Is the product 
Standardised and/or

Fungible?

Bespoke/
Structured/ 

Securitised Risk
NMM/Loans/

Spread Bets etc.
N

Has dealer taken on obligation
to act on behalf of client 
and maintain discretion?

Y

NSpecific instructs e.g. 
Initiation via DMA N Dealer just 

making price 
per RFQ activity*

Factors to consider:
-Venues
-Market Practice
-Transparency
-Information Comp.
-Contestability
-Etc.

Data
Typology & 

Market 
Practices

Product
Typology

Channel
Typology

Client
Classification

TCF Policy 
Framework

Dealer is exercising discretion 
as part of the service offered to client 

without specific client instructions
working client orders 

e.g. intraday, benchmarking

Y

Key: Duty of Best Execution applies!
NB: * Clients may request Best Ex treatment

 
 
 
Best Execution and the Role of Benchmarking 
 
The UK’s FSA then published their best execution discussion paper DP 06/03 in May 2006, 
clarifying their intentions with regards to implementation.  This was closely followed by 
France’s AMF, whose paper on best execution was released in July 2006.  The FSA’s paper 
focused on the dealer markets specifically, with a hugely controversial approach based upon 
the management of conflicts through the use of benchmarks.  This direction came as a 
surprise to the industry and the broader issue as to whether other competent authorities in the 
EU/EEA would follow suit, which proved not to be the case. 
 
Here is a selection of reasons why the course of action proved hugely controversial: 
 
(1) The concrete case for consistent market failures in price transparency, abuses and 

conflicts of interest were not made for the dealer-led markets.  Any arrangements for 
benchmarking were therefore too early, as there was a due-diligence exercise being 
conducted by the European Commission around pre- and post-trade transparency.  The 
markets were not given the opportunity to evaluate any measures arising from the latter 
for the dealer-led markets.  Although there may have been a link between evidencing best 
execution and pre- and post-trade transparency for all asset classes, this was only just 
moving onto the regulatory agenda.  Therefore, applying the measures to non-equity 
markets in 2007 was felt to be inconsistent from the point of view of timing. 
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(2) The assumption of automatic information asymmetry between buy-side and sell-
side16 failed to recognise two facts: first, the buy-side was not homogenised by virtue of 
investment style; and second, the buy-side was not homogenised by virtue of purchasing 
power.  Some buy-side firms such as hedge funds could hold large positions and could 
have access to information and prices, giving them a better liquidity picture than certain 
sell-side firms.  This was borne out of the study performed by the MiFID JWG BESG for 
certain products. 

 
(3) Measures which would benefit the final buy-side entities – pension funds, local 

authority funds, corporates and retail – might actually differ from arrangements which the 
buy-side intermediaries – fund managers, hedge funds, private banks, fund supermarkets 
– enter into.  Adding an extra laying of monitoring and extra due diligence for the buy-
side intermediaries could represent extra costs, and that would be a far from popular 
measure if buy-side intermediaries need to invest in the systems and monitoring, in order 
to check every order directed at the sell-side. 

 
(4) Many dealer-led markets already functioned as liquidity providers in making firm 

prices, as in they are not liquidity takers from the market.  It was not in their primary 
interest to make false prices if they are competing for the buy-side's business on the basis 
of best price, best size handling, best market timing, or similar.  The system worked 
through a negative feedback loop where firms that make bad prices do not get the buyers 
coming back for more.  Besides, by having to disclose proprietary information, dealers 
would also be exposing themselves to the distorting effects of gaming, particularly by 
hedge fund clients.  These players could have access to a full spectrum of information, 
and would not run their risk that dealers would face in committing capital. 

 
(5) Many dealer-led markets are managed over-the-counter (OTC) by definition.  The 

spreads were wider because sell-side firms committed capital in support of immediacy – 
getting the order done – but many studies had indicated that the market functions at 
efficiency, and there is little extra that can be drawn from the spread.  The cost of risk 
capital differed per firm because some sell-side firms are part of banking groups.  
Transparency might be a benefit for the buy-side, but if that deterred sell-side firms from 
making prices in the first place, competition could thin and paradoxically, the spreads 
could actually widen.  Therefore, the opposite effect could be achieved from the intended. 

 
(6) Benchmarking for products, such as illiquid instruments or highly tailored structured 

products, was unworkable from several perspectives.  There were confidentiality 
arrangements in place, including Chinese walls which prevented open disclosure for 
commercial reasons.  There were existing internal valuation systems in place which were 
proprietary with a strong differentiation between firms.  There was also informal evidence 
that data vendors were unlikely to support such measures by offering to carry the data, 
especially if it meant expensive adaptations or liability arrangements to consider.   

 
Pro-active Process Management  
 
Finally, there was an extensive debate around the best approach to dealing with best execution 
with several perspectives in play, namely: 
 
·  Benchmarking  
·  Proactive Process Management 
·  Laissez Faire 
 
                                                           
16 Information asymmetry in this context assumes that the buy-side is consistently disadvantaged by a 
lack of information which the sell-side has access to. 
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Benchmarking as a concept is not new, and asset managers have been active supporters of the 
concept over the last 15 years, at least as applied to areas such as modern portfolio theory, 
portfolio modelling, and rebalancing.  The sell-side are also big supporters of benchmarking 
as applied to client connectivity, algorithmic trading and straight-through processing.  This 
means that it is fair to say that, in principle, the industry is familiar with employing 
benchmarks provided the processes allow for meaningful comparisons and that the 
benchmarks are robust, with verifiable external data available to hand. If the quality of 
execution is to be benchmarked to assess best execution, then the critical issue for 
benchmarks is that they must be robust.  They should yield a demonstrable quantitative result 
and be industry-neutral if they are to win widespread acceptability.   
 
The results of surveying over 50 firms within the BESG during November 2006 are presented 
in Fig 6. below: 
 

6

Fig 6: High-Level Conclusions from the MiFID JWG BE SG 
Survey on Best Execution Approaches 

The sample is generally broad to allow some conclusions to be 
inferred from the results of the interviews:
• Prescriptive benchmarking was believed to be somewhat more 
acceptable to regulators, and was considered beneficial by some 
suppliers. It was not identified as acceptable by many market 
practitioners (sell-side and market facilitators offered scant 
support for it). There was a perception that it might be attractive to 
select buy-side firms by some sell-side firms/suppliers
• Pro-active Process Management (PPM) proved to be acceptable 
to many buy-side firms (60% weight), with benefits for the end 
investor and support for dynamic KYC and (especially) market 
innovation. Electronic market facilitators (68% weight) were 
particularly supportive, as were some sell-side firms and suppliers
• The comfort level behind laissez-faire was strongest among 
suppliers. It was also noted for dealer-led markets. It was seen by 
many to be congruent with existing policies and a practical 
implementation route meeting the MiFID deadline, although some 
buy-side firms and market facilitators disagreed. It was not viewed 
as acceptable to regulators, nor was it perceived to be particularly 
acceptable to investors. 
• Grey areas were strongest when it came to assessing protection 
for the end investor and benefits for dealer-led markets. Suppliers 
and market facilitators seemed generally more confident when 
answering the questions in this regard.

Key:
Prescriptive
PPM
Laissez-Faire
DK/No View

Buy-side (14 firms):

Sell-side (17 firms):

Market Facilitators (6 entities):

Suppliers (14 suppliers):

Source: © MiFID JWG BESG and Accenture Nov 2006  
 
There are signs that the industry across the EU is moving beyond the notion that 
benchmarking has to be applied to prices only.  This is because there needs to be continuously 
executable prices available from a predominant source of liquidity, and there needs to be 
appropriate standards to allow comparability to occur.  Given the strong views expressed by 
the various associations and firms against imposing prescriptive benchmarking for dealer-led 
markets, there were strong signals that such an approach would not win acceptability with 
buy-side firms.  Equally, it was felt that such an approach would offer no protection to the end 
investors, especially if the sell-side felt inclined to withdraw liquidity across the market as a 
whole.   
 
Best execution is first and foremost a conduct of business issue, rather than a price 
transparency issue, and does not merely equate to best price but to best process, as assessed 
by the client. The majority view expressed by the BESG survey was that the best option for 
implementing the best execution obligation would be to adopt a principles-based approach.  
Regulators should strive to provide valuable additional guidance to reinforce the principles 
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that apply to dealers when executing client orders. An example of such an inclusive (and 
iterative approach) for the buy-side featuring the principles of KYC, portfolio modelling, plus 
IOI, order and execution management is shown in Figure 7, an approach referred to as 
“Proactive Process Management”.   
 
There is plenty of scope for firms to mix and match components provided that some basic 
rules are adhered to.  For example, applying KYC to both new and existing clients could be 
linked with AML measures and to the quality of best execution, should the client demand 
flexibility in classification. The possibility of dynamic client classification was felt to be more 
of a problem for the sell-side rather than the buy-side, but it is posited that the correct client 
qualification, consent and categorisation, drives the duty of care and no doubt the price points 
that will be applied to the same.   
 
This is far preferable to introducing measures to create “two-tier” best execution measures, 
which would otherwise be highly ambiguous to implement in practice.  Firms are therefore 
advised to review their technology approaches to OMSs, EMSs and smart order routing 
(SOR) in this area. It is highly likely that trading quality metrics and supporting analytical 
models will be an ongoing subject of development and review (both for firms and the BESG), 
and it is also likely that some firms will prepare the ground by ensuring that their policy 
reflects (and is supported by) their technology environment. Indeed some buy-side firms are 
already talking about concluding more service level agreements (SLAs) with the sell side 
firms. 
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Fig 7: Best Execution Schematic – Pro-active Process  
Management for the Buy-side 
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Some suppliers felt that such a modular approach is idealised as many firms on the buy-side 
suffer from makeshift KYC, AML, OMS and EMS architectures.  Therefore, whereas it looks 
as though the model of proactive process management could be implemented in theory, it 
would be much more difficult to implement such an approach in practice.  Nevertheless 
several practitioners voiced their view that the model carried several advantages over 
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benchmarking and could be readily applied to dealer-led markets, as it recognises the vital 
importance of voice-driven markets and does not require the sell-side to make open 
disclosures, nor to evidence best execution at the point of quote.   
 
There was even scope for proactive process management to apply benchmarks in their proper 
context, for example to oversee the rebalancing and/or allocation of trades, although it should 
be stressed that these benchmarks would be internal to each firm and certainly not imposed.  
Such an approach could draw upon the valuable innovations already realised by TCA 
providers. There is also the potential to enable buy-side firms to compile a steadily improving 
liquidity picture on the basis of greater trust of their brokers, rather than via the benchmarking 
route which could lead to more legalistic outcomes and withdrawal of liquidity from some 
markets as mentioned above.  
 
There was thus a benefit to both investment intermediaries which can be passed on to the end 
investors, which might not be the case in “laissez faire” methods and will not be the case if 
dealer-led markets are benchmarked.  Moreover, the investment managers are not excluded 
from participating in particular liquidity opportunities.  Both pro-active process management 
and “laissez-faire” are likely to be popular with buy- and sell-side firms alike, who do not 
wish to invest large amounts behind benchmarking.  Benchmarking will not be popular with 
the dealer-led markets for the reasons highlighted above although, to be fair, it is not 
benchmarking per se that attracts the criticism but its loading with prescription and disclosure 
obligations.   
 
In the longer term, investor protection is likely to be best achieved through pro-active process 
management, on account of greater efficiencies and optimisations in trading practices, 
although more work is needed on market quality and evidentiary issues in dealer-led markets, 
especially where it is not possible to prove the case for forms of market abuse or 
manipulation. 
 
Recommended Best Execution Framework   
 
A Best Execution Framework was agreed in summary form to take into account the need for 
firms to cast their policies in a modular manner. The framework shown in Fig 8 allowed firms 
to build on their existing legal frameworks (a principles-based approach), taking client 
classification, product typology, channel typology and data availability into account. A 
flexible framework also allowed for exceptions (e.g. contested results) to be treated in an 
exception-based manner, and would also permit future developments (e.g. pre-trade 
transparency for debt instruments or applicability of MiFID to new products such as 
structured loans) to be factored in without involving radical changes to systems and controls.  
This framework-based approach carried favour with both practitioners and suppliers alike. 
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Fig 8: Towards a Codified Best Execution Policy Fra mework
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The BESG discussed several cases where the framework could be used to pinpoint “hot-spot” 
cases e.g. scenarios where the results could be open to interpretation or subsequent 
contention. The reader is invited to check the results of the minutes posted on 
www.mifid.com and the details within the BBA/IMA letter addressed to the European 
Commission dated February 2007 for further information. The adoption of this framework led 
to two very practical pieces of work relating firstly to the casting of policies between buy- and 
sell-side firms and secondly, an appraisal of the types of factors which buy-side clients might 
find important and relevant to manage.  
 
Buy-Side Policy Considerations   
 
The typical approaches for developing buy-side policies can also be segmented into six areas 
– high-level purpose, factors, products, venues, ancillary factors and the process for 
monitoring & review: 
 

1) The purpose of the policy will be to meet the Best Execution obligations under 
MiFID by disclosing and explaining current processes to their clients (who may be 
end beneficiaries). These measures are intended to protect clients by addressing 
potential conflicts of interest which may arise and also promoting market efficiency 
by driving orders towards execution venues likely to deliver optimal results.  

 
The policy will affirm that the buy-side firm has taken all reasonable steps to obtain 
the best possible results for clients in the execution of client orders, taking the factors 
expressed in L1 Art. 21 and L2D Art. 45 (if the firm acts as a RTO) into account. 
Buy-side dealers will need to select intermediaries and venues on the basis of a 
‘transmission policy’ and the demonstrable ability to provide for (and evidence) best 
execution per the relevant dealing strategy. This approach will enable the firm to 
deliver and evidence on a “best efforts” basis.  
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2) Firms will be indicating a relative importance of the factors depending on client 

classification, dealing strategy and product traded. If, for example, buy-side firms 
deal for clients who wish to be classified as “Professional” or “Retail”, they will need 
‘client status’ consideration from sell-side firms that execute their client orders. 
Prioritisation will be geared towards liquidity in most cases, and thereafter price 
(explicit costs), size vs. % ADV, implicit costs e.g. impact/opportunity costs, speed, 
and likelihood of settlement.  

 
The prioritisation may shift in the case of volatile or illiquid instruments e.g. liquidity 
may be the driving characteristic for OTC or market timing in the case of long-
maturity debt trades. Some firms may be explicit in specifying levels of service per 
different trading strategies e.g. DMA, capital commitment (immediacy), programme 
trades, VWAP/TWAP/IS algorithmic trading, contingent (back-to-back) trades, 
aggregation/crossing/netting,  short-selling. Others may rate their sell-side 
counterparties may be rated on execution quality (per TCA), liquidity/capital 
commitment, FIX connectivity and operational considerations e.g. cut-
offs/SLAs/STP. 

 
3) Different factors may be important to assess per the different products traded, 

depending on the type of cash or derivative instrument. Different approaches are 
appropriate, depending on whether a product is liquid or illiquid (allowing for the 
caveat that the former can soon become the latter under particular market 
circumstances). Price benchmarking in equities should be possible through resort to 
published quotes from exchanges/MTFs and consolidated tapes published by data 
vendors.  

 
With tighter spreads for government debt trading, facilities such as Bloomberg 
ALLQ, Market Axess, Thomson Tradeweb can be used to benchmark fixed income 
executions. In the case of illiquid debt instruments such as OTC structured products, 
these will need to be treated on a “best efforts” basis as there is no benchmark by 
definition, and RFQs will need to be obtained on a “best of 2 or 3” basis. 
Comparisons may need to be made on historic data supplied by vendors as a proxy to 
ensure that rates are competitive. 

 
4) As regards trading venues, regulated markets (primary markets) are likely to be 

chosen for the majority of execution volumes for equities and exchange-traded 
derivatives for reasons of scale and cost. Selected MTFs  (ATSs and ECNs) e.g. ITG 
Posit and Instinet/Chi-X are likely to be selected for reasons of anonymity in order to 
minimise market impact. Certain venues such as LiquidNet are also likely to be 
favoured as tools for quantity discovery if there are large (upstairs) volumes to be 
crossed without disturbing the underlying price (a process known as quantity 
discovery).  

 
Newer venues, such as Turquoise, Equiduct and Euro-Millennium may also be 
considered as valid venues for trades in particular sectors. Investment banks will 
continue to be chosen either in order to commit capital in a risk trade or to offer out 
their books in order to internalise. If the latter, the sell-side firm will need to 
demonstrate best execution with specific regard to managing conflicts of interest. 

 
5) Although the primary consideration for a buy-side firm establishing a dealing 

relationship is the quality of execution, other ancillary factors such as research and 
other services are important additional considerations. A recent survey by Financial 
News May 2007 showed that 17% of buy-side firms’ dealing desks had no 
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independence in deciding which venues or strategies to use, while in 48% of cases, 
the portfolio managers gave indicative instructions.  

 
Policies may, for example, make reference to the quality of research delivered 
electronically or via paper-based form, per sector or geographic region including 
access to companies and/or analysts. A policy may thus be linked with a Commission 
Shared Agreement specifying a schedule for charging and treatment of Unbundling. 
Policies may also be explicit in treatments of dealing commission and consideration 
of goods and services paid for by the sell-side. Policies may additionally make 
reference to client-directed commissions, commission recapture and/or retrocessions, 
and may be linked with the broader MiFID topic of Inducements per L2 DIR Arts 24-
6. 

 
6) Buy-side policies may also make reference to the frequency of monitoring and review 

procedures within the firm. Policies may need to make reference to client reporting 
and CRM measures, as well as procedures in place to ensure fair treatment of end 
clients per systems and controls to ensure appropriate prioritisation of orders, 
aggregation of orders or allocation of trades (splits). Additionally, from a record-
keeping point of view, buy-side firms will need to establish whether they have 
arrangements in place to store 5 years' worth of data for regulatory or client report 
needs, and whether they are able to retain up to 3 years of voice records for dealer 
lines/lines used for transmission of orders to their brokers.  

 
Sell-Side Policy Considerations 
 
The typical approaches towards developing sell-side policies can be segmented into six areas 
– high-level purpose, factors, products, venues, ancillary factors and the process for 
monitoring & review: 
 

1) The purpose of the policy will be to meet the Best Execution obligations under 
MiFID by enabling the sell-side firm to disclose and explain current processes in a 
clear and concise manner.  The ppolicy will apply when the broker/dealer has taken 
on an obligation to execute an order on behalf of their client and undertakes to 
achieve the optimal result in the market per the agreed client categorisation and 
mutually-agreed factors.  

 
Best execution means taking all reasonable steps to obtain the best possible results for 
clients in the execution of client orders, taking into account the relevant factors per 
L1 Art 21. As such, the policy will not require firms to guarantee to have obtained the 
best possible result per every eventuality or per an order-by-order basis – merely to 
deliver a result and evidence the best result for the client on a demonstrable “best 
efforts” basis. 

 
2) Best Execution is about implementing a process consistent with the client’s 

management style, measuring the process and gathering feedback to make changes. 
Sell-side firms will be checking with their clients to establish the relative importance 
of the factors depending on client classification, dealing strategy and products traded. 
Some firm’s policies have made specific reference to client order handling, including 
a statement to the effect that client orders will be expedited in a fair (i.e. non-
discriminatory) manner.  

 
This includes order transmission to third parties for execution per a Receiver and 
Transmitter of Orders (RTOs). In this latter case, reference might be made to order 
characteristics, sequence/ prioritisation, aggregation prior to the execution component 
of the policy.  Some sell-side firms might make specific reference to provision of 
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electronic and alternative execution facilitation where appropriate and the likely 
impacts and consequences of using such tools (including whether use of such tools 
constitutes client instructions). 

 
3) Different investment banks may tackle the product dimension in different ways. 

Some may choose to treat the products in terms of specific critical factors which need 
to be taken into account as part of their policy master-agreement. Others may draft 
specific sub-agreements based on the product types. Price benchmarking in equities 
should be possible against published quotes from exchanges or MTFs and 
consolidated tapes published by data vendors.  

 
The duty of best execution in a debt market will include the obligation of a dealer to 
seek the most favourable terms reasonably available under the circumstances (not 
counting the RFQ), and the obligation to quote a price that is reasonably related to the 
prevailing price. OTC structured products will need to be treated on a “best efforts” 
basis per internal (proprietary) modelling. 

 
4) Regulated markets (primary markets) are likely to be chosen for the majority of 

execution venues for equities and exchange-traded derivatives for reasons of scale 
and cost. Execution on such market venues will take all relevant market information 
into account, including the availability of the venue for the instrument to be traded at 
that time. Broker/dealers are obliged to check details posted on every venue quoted in 
their best execution policy but are not obliged to trade on every available venue (per 
the EC’s Qs & As Feb 2006).  

 
MTFs will also be used in order to discover liquidity and lower search costs. 
Investment banks are also likely to be chosen either in order to commit capital in a 
risk trade or to offer out their books in order to internalise, and in this case, best 
execution will be applied when a broker/dealer treats its book as an execution venue 
when acting as an internaliser. Broker/dealers will not be responsible for executing on 
particular venues per specific client instructions to that effect, nor liable for best 
execution if the client instruction specifies particular time periods regardless of the 
market conditions. 

 
5) Although the primary consideration for establishing a dealing relationship is quality 

of execution, research and other services may be important ancillary considerations. 
This is because many portfolio managers may have important input into the dealing 
decisions on the desk in directing the flows. Some sell-side firms have examined 
whether it makes sense to link their best execution policies with the quality of 
research delivered electronically or via paper-based form, per sector or geographic 
region.  

 
Most have not indicated a willingness to link their policies with Commission Sharing 
Agreements specifying any schedules for charging and the treatment of Unbundling. 
Policies to date have not been as explicit on treatments of dealing commissions and 
consideration of goods and services paid for by the sell-side, nor client-directed 
commissions, commission recapture and/or retrocessions.  

 
6) Investment banks must monitor the efficiency and effectiveness of best execution 

arrangements and make recommended changes to their policies e.g. concerning 
execution venues). References may be made to the frequency of monitoring and 
review procedures which should take place at least annually.  From a record-keeping 
point of view, sell-side firms will need to establish whether they have arrangements 
in place to store 5 years' worth of data for regulatory or client report needs, whether 
they are able to retain up to 3 years of voice records for dealer lines/lines used for 
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transmission of orders from their clients and finally whether to monitor the 
circumstances of the trade where the results might be open to dispute.  

 
They will also need to pay particular attention to notifying clients of significant 
changes in policy (including material changes) and also recording instances where 
express consent is warranted (e.g. facilitated via website) when dealing in a security 
off exchange/MTF when the security is admitted to trading on a regulated market. 

 
The contrast between the high-level approaches observed initially by several buy- and sell-
side firms is illustrated in Fig 9.  
 

9

Fig 9: Although there were several areas of Commonal ity, 
there were differences between Buy- and Sell-side Po licies

1. Likely to be more structured, granular and 
pro-active by necessity (‘deliver and 
evidence…’)

2. Greater focus on selection of intermediaries 
(including MTFs), with strong focus on 
order transmission and chains of execution

3. Likely to be highly structured, with greater 
focus on portfolio management and dealing 
styles including prioritisation and end-to-
end execution metrics (TCA, STP etc.)

4. Greater focus on treatment of unbundling, 
directed commissions, research and 
inducements

5. Uncertain “ownership” for compiling the 
relevant data and submitting reporting to 
clients and competent authorities

6. Will be looking to incorporate guidance 
from bodies such as the IMA and NAPF with 
regard to market practices

Buy-side Sell-side
1. Likely to be higher-level and less-prescriptive, 

with strong legal focus on when Best Execution 
applies and exclusions

2. Stronger focus on selection of execution venues 
(including naming venues) for each asset class 
including obligations for internalisers

3. Stronger focus on obligations as a result of 
automated execution methods such as DMA or 
algorithmic trading

4. More likely to be cast into different versions 
reflecting client classifications, long/short forms , 
desk policies, geographies etc.

5. Likely greater focus on KYC and client 
classification measures including “best efforts”
restriction of scope for clients to change 
classifications dynamically and client-facing 
websites

6. Not looking to incorporate specific guidance from 
industry associations, but more likely to feature 
“spirit” of bodies such as MiFID Connect, M2F etc.

Source: MiFID JWG BESG and Accenture May 2007  
 
 
Buy-Side Policy Factors for the Business and for Compliance 
 
Finally, a survey of some of the BESG’s buy-side members was taken in order to obtain a 
helicopter view of the Monitoring and Review processes which would be seen as critical for 
both the Business (e.g. Portfolio Management and Dealing) and the Compliance functions 
within each firm. Not all factors which need to be recorded are implicit to Compliance, and in 
the on-going discussions, the questioning as to “why” is just as important as “what” and needs 
to be recorded. 
 
Firstly, dealers would need to articulate the factors which are relevant to obtaining and 
evidencing best execution and understand the processes involved. Firms who use TCA 
(transaction cost analysis) approaches e.g. ITG Plexus, Elkins McSherry, linked to their 
OMSs (order management systems) would be at a distinct advantage when it comes to 
monitoring and evidencing order management and execution results. It was noted though that 
such an approach was unlikely to be used for fixed income and OTC derivative trading. 
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Secondly, firms were not in a position to make implicit assumptions about their brokers with 
regard to accessing execution venues such as regulated markets, MTFs and (especially) 
internalisers/dark pool facilitators, so there is an intrinsic requirement for asset managers to 
understand the characteristics of the execution venues and the handling of orders (such as the 
showing of limit orders and their removal if left unexecuted within the deadline). Firms were 
more comfortable working around “indicative” venues only and not supplying the names of 
the every single execution venue/dark pool within their execution policy, partly on account of 
the implications of a “material change” in circumstances. Normally, material changes refer to 
changes of strategy, but would the appearance (and selection of) a highly liquid venue count 
e.g. would the appearance of say Turquoise as an alternative venue to the LSE for cash equity 
trading warrant client communication to the effect that a material change has occurred?  
 
Thirdly, the more granular firms make their policies, the greater the need for monitoring. It 
was clear from the reactions of some firms that this could lead to extra cost and resource 
burdens, and also changes to systems. There was a view expressed that the sell-side should 
take responsibility for offering out solutions such as DMA (direct market access) and 
algorithmic trading. Currently, the view is that brokers are likely to treat client orders 
delivered to them via such systems as specific client instructions with the implication that the 
duty of best execution does not apply. This issue needs to be debated and addressed further, 
partly because such solutions might be extended to handle asset classes other than equities in 
the future. 
 
Fourthly, there was general agreement that best execution policies should not automatically 
include references to research and inducements in order to keep them from extending beyond 
10-15pages. Some firms could voluntarily choose to make specific references to these 
subjects and potentially link their policies to areas such as client classification depending on 
their strategy. 
 
A summary of the recommendations made by several buy-side members of the BESG is 
shown in Fig 10. It should be noted that while there were several line items which buy-side 
firms expressed a need for, there were equally several items which were felt did not need to 
be specified in a best execution policy. There were also some grey areas where greater clarity 
was being sought from CESR and/or the FSA before MiFID could be implemented 
successfully.  
 
The following details are items which ARE likely to be needed and tracked by buy-side firms: 
 

- Do you have plans to monitor brokers on an ongoing basis to ensure best 
execution compliance? 

- Does your firm have an appropriate policy to review your broker 
arrangement periodically? 

- Does your firm have TCA (transaction cost analysis) statistics available for 
review? 

- Does your firm exercise scoring for brokers with regard to execution and/or 
research? 

- Has your firm arrived at a relative prioritization of the factors relevant for 
best execution? 

- Does your firm make explicit reference to how to treat RFQ flows e.g. 
obtaining quotes for debt markets? 

- Will your firm have the resources to cope with review of your brokers’ 
Execution and Conflict of Interest policies post-MiFID? 

- Does your firm meet to discuss the evaluation process for new venues (with 
minutes recorded?) 

- Does your firm circulate these minutes to Legal, Compliance, Business and 
Operations? 
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- Does your firm carry out a quarterly review of all procedures and practices 
on an individual/committee basis, and is such a quarterly review 
documented? 

- Does your firm monitor the compliance of the firm's dealers with the best 
execution policy? 

- Does your firm have a strict policy for dealing with specific instructions from 
clients including express consents? 

- Does your firm's policy make direct reference to other COB measures such as 
client categorization? 

- Do you have arrangements in place to store 5 years' worth of data for 
regulatory or client report needs 

- Does your Compliance department compile, collate and report to the Exec. 
Committee of the Board on a quarterly basis? 

- Do you envisage having to supply best execution policies in order to trade the 
various products in scope in your firm? 

 
The following details are items LESS or NOT likely to be needed and tracked by buy-side 
firms: 
 

- Does your policy plan to make specific reference to custody and transaction 
fees? 

- Does your firm have a requirement to name brokers in your policy? 
- Has your firm agreed the benchmark criteria for evaluating RTOs? 
- Does your firm have a requirement to name RTOs in your policy? 
- Is your firm likely to request changes to your classification status on a 

case/case basis? 
- Does your policy made explicit reference to DMA/algorithmic trading flows 

and how the flows should be treated per L2D art45? 
- Does your policy make specific reference to how open limit orders should be 

treated (L1 art 22?) 
- Does your policy refer explicitly to how order-flow should be treated e.g. not 

exposed to toxic proprietary trades? 
- Does your policy make explicit reference as to how contentions with your 

broker should be resolved? 
- Does your firm have a requirement to name execution venues in your policy? 
- Will Compliance be responsible for monitoring execution quality and 

recommending changes to venues? 
- Does your firm's policy define material changes and arrangements for 

informing clients of such changes? 
- Does your firm's policy make direct reference to inducements and/or the need 

to unbundle? 
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Fig 10: Factors recommended by the BESG’s Buy-side Fir ms

Source:  MiFID JWG BESG Jun 2007

Domain Area Question Yes No DK

Interaction with Brokers Do you have plans to monitor brokers on an ongoing basis to ensure best ex. compliance?
Does your firm have an appropriate policy to review  your broker arrangement periodically?
Has your firm agreed the benchmark criteria for evaluating brokers?
Does your firm have TCA (transaction cost analysis)  statistics available for review?
Does your policy plan to make specific reference to  custody and transaction fees?
Is any policy review carried out on the basis of quantitative information e.g. hit ratios or % sampling?
Does your firm exercise scoring for brokers with re gard to execution and/or research?
Does your firm have a requirement to name brokers i n your policy?
Does your firm have a policy in place for selection of intermediaries on the basis of order transmission?
Has your firm agreed the benchmark criteria for eva luating RTOs?
Does your firm have a requirement to name RTOs in y our policy?
Can your firms deliver and evidence best execution on an order-by-order basis?
Is your firm likely to request changes to your clas sification status on a case/case basis?
Has your firm arrived at a relative proritisation o f the factors relevant for best execution?
Does your policy made explicit reference to DMA/alg o flows and how the flows should be treated per L2D  art45?
Does your policy make specific reference to how ope n limit orders should be treated (L1 art 22?)
Does your policy refer explicitly to how orderflow should be treated e.g. not exposed to toxic proprie tary trades?
Does your policy make explicit reference as to how contentions with your broker should be resolved?

Interaction with Venues Does your firm have a preferred list of execution venues for each product in scope of MiFID?
Does your firm have a requirement to name execution  venues in your policy?
Does your firm have a policy which evaluates whether a new venue should become part of that list?
Has your firm agreed the benchmark criteria for evaluating venues?
Does your firm make explict reference to how to tre at RFQ flows e.g. obtaining quotes for debt markets ?
Will Compliance be responsible for monitoring execu tion quality and recommending changes to venues?

Internal Processes Will your firm have the resources to cope with revi ew of your brokers execution and CoI policies post- MiFID?
Does your firm meet to discuss the evaluation proce ss for new venues (with minutes recorded?)
Does your firm circulate these minutes to Legal, Co mpliance, Business and Operations?
Does your firm carry out a quarterly review of all procedures and practices on an individual/committee  basis?
Is such a quarterly review documented?
Does your firm monitor the compliance of the firm's  dealers with the best execution policy?
Does your firm have a strict policy for dealing wit h specific instructions from clients including expr ess consents?
Does your firm's policy define material changes and  arrangements for informing clients of such changes ? 
Does your firm's policy make direct reference to ot her COB measures such as client categorisation?
Does your firm's policy make direct reference to in ducements and/or the need to unbundle?
Do you have arrangements in place to store 5 years'  worth of data for regulatory or client report need s 
Do you have administration arrangements to prepare and deliver proofs of compliance to your clients?
Can your firm retain up to 3 years of voice records  for dealer lines/lines used for receipt of orders from clients?

Management/General Should Compliance own the maintenance of the best execution policy dashboard?
Does your Compliance department compile, collate an d report to the Exec. Committee of the Board on a q uarterly basis?
Do you envisage having to supply best execution pol icies in order to trade the various products in sco pe in your firm?
Do you envisage having different best execution pol icies to cater for regulatory nuances in the variou s branch locations?

 
 
On-going Work and Next Steps 
 
The following topics lie outside the scope of this paper and have been debated periodically 
during the last two years under a broad banner of  “on-going work”: 
 

- Best execution arrangements in other Member States such as France, 
Germany, Italy and Benelux. The reader is urged to consult the minutes 
posted via www.mifid.com for minutes where these topics were covered. 

- Details of commonalities with RegNMS and also “copy-out” type 
arrangements being pursued by non-EU/EEA regulators. What will the 
situation be with regard to receipt of orders from outside the EU/EEA 
territory? Can we assume copy-out over time with non-European regulators 
e.g. CSA, MAS, SEBI, EBK, FFMS? Once again, the reader is urged to 
check the minutes posted at www.mifid.com 

- There is on-going clarification of whether certain products are definitively in 
scope e.g. FX Forwards, certain structured products, Money Market 
Instruments.  

- There is on-going discussion in the event that certain Member States are 
seriously late with transposition and what might regulatory forbearance look 
like in practice. 

- There is ongoing discussion on whether there is likely to be a market practice 
specifying exactly when trading with express client consent is necessary. 

- There is also likely to be further work bringing convergence between the 
market practice/audit trail requirements of the BESG to align with the RDSG 
and MDSG dealing with reference and market data handling requirements 
respectively. 
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This paper also records suggestions for future work under the Best Execution Subject Group 
heading. It is hoped to extend the work of the group post-MiFID in order to cover areas such 
as the following: 
 

1) Order Management/Execution Management System (O/EMS) integration and Smart 
Order Routing (from buy-side, sell-side and supplier firms). 

2) A deeper debate on the Appropriateness of Client Categorisation (from the sell-side). 
3) A greater focus on both Strategic discussions such as Transparency in the light of 

increased proprietary trading and the need to manage conflicts of interest (from the 
buy-side). 

4) A deeper debate on commission sharing, research, unbundling, compensation and 
impact on alpha for the same (buy- and sell-side) 

5) A call for a greater understanding of how Market-led Solutions might add value (e.g. 
more work around Standardised Exchange-delivered Metrics and/or Market Practices 
around Crossing Activities (from the sell-side and suppliers). 

6) Clarity with regard to Processes and Practices in the UCITS/IF/MF markets including 
the need for greater clarity around UCITS vs. MiFID and treatment of single 
execution venues in the context of best execution (from the buy-, sell-side,  
custodians and SWIFT, to be socialised with the Investment Funds Working Group). 

7) Tackling the requirement for Post-Trade Disclosure (from the buy-side, to be 
socialised with the Real-time Data Subject Group). 

8) Tackling the less-intended consequences of MiFID post-trade (including the need for 
Interoperability) (from all parties). 

 
The purpose of continuing this work) by popular demand will be per the on-going objective of 
helping firms raise their best execution game and deliver further value to their clients while 
evidencing best execution to their regulators and clients when called to do so. 
 
 
 


