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Date: 16 October 2024

FIA EPTA response to the ESMA Consultation Package on MiFIR Order Execution Policies 


	Introduction
	The European Principal Traders Association (FIA EPTA) represents Europe’s leading Principal Trading Firms. Our members are independent market makers and providers of liquidity and risk-transfer for markets and end-investors across Europe. FIA EPTA works constructively with policy-makers, regulators and other market stakeholders to ensure efficient, resilient and trusted financial markets in Europe. 






ESMA Questions:
	Question:
	Draft FIA EPTA Response:

	Q1: Do you agree with the proposed categorisation of classes of financial instruments? And could the methodology based on, inter alia, the classification of financial instruments in the MiFID II RTSs 1 and 2 be used in the context of MiFID II transparency reporting be an alternative? Please state the reasons for your answers.
	
Whilst FIA EPTA members acknowledge there is some logic in grouping classes of financial instruments together to enable a meaningful comparison of execution outcomes, we believe these categories should be broad enough to enable comparison across different financial instruments that provide a similar risk/reward profile. This is especially pertinent for retail investors for whom total consideration is the relevant factor in assessing the best possible execution result. Accordingly, we therefore have a preference for adopting a more expansive approach, similar to the classifications in RTS 1 and 2 but also allowing for comparison of products which have the same or substantially similar underlying reference instruments. This would acknowledge that investors can obtain exposure to certain instruments or issuers via a range of different products with similar risk/reward profiles such as an ETF vs. a future referencing the same index or a single stock option or warrant referencing the same shares. 

A range of products available to retail investors may have similar risk/reward profiles and yet offer significantly different outcomes in terms of total consideration and other relevant factors due to differing market structure.

By way of example, warrants and listed options are both listed on regulated markets and have a similar pay-off structure, however the costs entailed by retail investors and constraints on managing risk are significantly greater with respect to warrants compared to listed options. This is because the warrants market operates as a single market maker model where there is only one market maker, who is typically the issuer of the affiliated warrants, to provide liquidity in the order book

Warrant investors can in theory purchase warrants from other investors exiting long positions. However, historical data shows this only occurs on very rare occasions and investors are prohibited from short selling limiting their ability to manage risk. In practice, this means that retail investors’ orders are matched and settled bilaterally against the one market maker who is the exclusive counterparty to the retail orders,
meaning in effect that the issuer has a monopoly on all liquidity provision.

By contrast, the options market is an open market that is centrally cleared and where multiple market makers can register to provide liquidity and where there is diverse selling and buying interest in a transparent market environment. This leads to high levels of competition which creates tighter spreads and therefore reduces cost for end investors. 

Analysis conducted by FIA EPTA involving a comparison of pricing between the warrants and the listed options markets in Europe found clear evidence that investors would receive better pricing in the options market. This is in line with prior academic research that has shown that overpricing is prevalent across the warrants market. In addition, reviewing the market structure, risk profile and performance, including during the COVID-19 pandemic, we found that warrants performed sub-optimally in comparison with equivalent options. Our full paper setting out these findings is available here:  EPTA Insights: Higher Cost, Higher Risk - Warrants Market Structure


Accordingly , we strongly recommend that ESMA adopt product groupings that are sufficiently broad to facilitate comparison between products with similar reward/payoff structures. 


	Q2: Do you believe that the current wording of the RTS is clear and sufficient with regard to the content of the order execution policy where an investment firm selects only one execution venue to execute all client orders? Or should the RTS provide for specific criteria to be taken into account when assessing if the selected venue achieves the best possible result in the execution of client orders? Please also state the reasons for your answer.
	FIA EPTA members are generally supportive of ESMA’s proposed drafting in the RTS regarding the content of the order execution policy (OEP) where an investment firm selects only one execution venue. We agree with the statement in recital 18 that use of the specific instruction has significant investor protection consequences and agree that firms executing orders for retail clients should specify in their OEPs how they  assess whether this achieves the best outcomes and the safeguards they will apply to ensure the correct use of the specific client instruction. We also agree that this choice should be periodically assessed against the best execution criteria.

We are particularly supportive of the requirement for the OEP to describe how it prevents inducing clients to choose a specific execution venue (art 8(4)(a)).

We also support article 8(4)(d) whereby clients are offered the possibility not to choose an execution venue thus resulting in the firm remaining responsible for fulfilling the best execution obligation. 

We firmly believe that it is incompatible with the overall best execution obligation for a broker to absolve themselves of fulfilling that obligation simply by referring to a retail client’s instruction to execute on a specific trading venue and it is clear that more safeguards are necessary to ensure investors get good execution outcomes. It is particularly concerning where a retail client has been “nudged” or induced to select a specific execution venue by their broker. These practices should be subject to greater scrutiny and justification on behalf of the broker as to how this selection meets the best execution criteria. 

We observe these practices in connection with retail brokerage services provided by (neo) brokers on German single market maker venues, often in connection with Payment for Order Flow arrangements, which will remain in place until the MiFIR Review ban comes into effect in mid-2026.

We have reason to believe that in a number of cases retail (neo)brokers prioritise certain venues, which provide PFOF, within the order submission screen/broker GUI and/or expressly nudge the retail investors’ choices towards that/those venues. The use of defaults is also used to promote the PFOF venues with retail investors often simply opting for the designated default venue. As the users of these (neo) brokers are primarily retail investors, who are more likely to have limited market knowledge, the ability for these brokers to absolve themselves of their substantive obligation to ensure best execution appears to be a fundamental failing by these brokers to protect their clients.

ESMA acknowledged this problematic practice in their 13 July 2021 Public Statement:

“ESMA emphasises that this practice raises investor protection concerns. By presenting the execution venues providing PFOF to the firm in a prominent manner, clients are systematically induced to choose an execution venue that provides PFOF to the firm. In ESMA’s view, such a choice does not constitute a proper specific instruction from the client.” [p2]

A subsequent AFM study revealed these practices led to consistently worse execution prices for retail investors: AFM examines quality of order execution on PFOF trading venues

Accordingly, we would recommend that ESMA does incorporate specific criteria to be taken into account when assessing whether the single execution venue achieves the best possible result in the execution of client orders. Given the practices highlighted by ESMA, we recommend the following criteria be included in the RTS:
· The single venue’s execution performance over a representative period as compared to the EBBO or other appropriate reference, depending on the nature of the financial instrument;
· Close links, commercial arrangements or other relationships with execution venues that may pose a conflict of interest or amount to an inducement; and
· Whether the venue facilitates additional liquidity provision to support competitive pricing/quoting by multiple market participants interacting on a genuinely multilateral platform.

We also believe that retail investors deserve enhanced disclosure in these cases, so that brokers remain accountable to their clients for achieving execution performance in line with MiFID standards for best execution. We recommend that brokers be required to provide periodic reporting to their retail clients assessing execution performance against a commonly established benchmark. The EU CT will provide an appropriate reference point for this and until that is developed, the EBBO or other appropriate benchmark depending upon the financial instrument should be used. In addition, brokers should be required to disclose to their retail clients the consequences of executing on a single venue, including whether that venue provides meaningful price competition and how that may impact the execution quality received by the client. 


	Q3: Do you agree with the proposed factor of “order sizes” respectively for retail and professional clients, to be considered in investment firms’ selection of eligible execution venues in their order execution policy and internal execution arrangements (see Article 4(1)(d)(i) and ii) of the draft RTS)? If not, what alternative factor would you propose?
	No comment

	Q4: Do you agree with ESMA’s proposals for the specification of the criteria for establishing and assessing the effectiveness of investment firms’ order execution policies? Please also state the reasons for your answer.
	FIA EPTA members agree with the proposed criteria, particularly in respect of brokers offering, recommending or inducing retail clients to select a single execution venue. In these cases, periodic assessment of execution quality is especially important to ensure retail brokers remain accountable to their clients for the additional responsibility they have taken on in limiting execution venue choice. 

In this regard, benchmarking execution performance against more than one data source, including the Most Relevant Market in Terms of Liquidity for the instrument, is also crucial to ensure retail investors are well informed about how their limited execution venue options compare to other potential execution venues. The EU Consolidated Tape will be a particularly useful tool to facilitate this measurement and comparison. We recommend comprehensive reporting to retail clients providing full transparency on relative outcomes, along with a breakdown of execution cost and other related fees and charges comprising total consideration.


	Q5: Do you agree with ESMA’s proposal that investment firms may rely on monitoring and assessments performed by third parties, such as independent data providers, as long as firms assess the processes of these third parties? Please also state the reasons for your answer.
	Yes, we agree with this proposal provided more than one benchmark is used. This seems a pragmatic approach to balance retail clients’ need for transparency on execution quality against potential limitations on data and analytics tools available internally to retail brokers. It is imperative that retail clients receive comprehensive and informative reports on execution quality, preferably using more than one benchmark price, particularly where a retail broker is offering or recommending a single execution venue. In this regard, disclosure to retail clients of the details of the assessment in line with article 7(1) and (2) would be a good basis for a retail client disclosure.

	Q6: Concerning the specific client instruction, should it be possible for an investment firm to pre-select an execution venue in the order screen, where the firm invites its clients to choose an executing venue out of multiple options? And if so, do you agree that only if the client chooses a different venue than the one pre-selected by the firm, the choice of execution venue does constitute a specific instruction? Please also state the reasons for your answer.
	No, an investment firm should not be permitted to pre-select an execution venue in the order screen for retail clients. Presentation and default selection can be persuasive and may suggest (even if unintended) an implicit recommendation as to execution venue. This is particularly problematic when considering it may amount to a specific instruction absolving the broker from obtaining the best possible result for the client. A retail client should have the option to choose from a range of venues, if available, in order to secure best execution. 

 

	Q7: Where an investment firm executes client orders by dealing on own account (including back-to-back trading), in light of the specificity of this execution model and since it is bound by the rules governing best execution, do you believe the current text is clear with regard to what kind of obligations investment firm applying such model should comply with? Or do you believe it would be useful to provide in the RTS list and explanations of information that should be included in the order execution policy, such as related to the method and steps to be taken by the firm to establish the price of client transactions in back-to-back trading, or the methodology for the firm’s application of mark-ups or mark-downs in such order executions? Please also state the reasons for your answer.
	No comment

	Q8: Are there any additional comments that you would like to raise and/or information that you would like to provide (for example, relevant information in relation to any expected costs and benefits arising from the proposals)?
	No comment
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