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Financial Services and Markets 

Best execution – FCA findings – action required 

 

Executive Summary  

FCA Thematic Review  

On 31 July 2014, the Financial Conduct Authority ("FCA") published TR14/13 ("the Review"), 
which contains the results of its thematic review relating to best execution, and also incorporates 
further findings in relation to the practice of payment for order flow.  

The Review is relevant to all firms which execute, or receive and transmit, or place orders for 
execution, including portfolio managers, whether for retail or for professional clients. Whilst the 
actual work carried out by the FCA focused on sell-side firms active in cash equities, exchange 
traded derivatives or CFDs, all firms executing client orders or placing orders with, or transmitting 
orders to, other entities for execution need to embed the requirements into all their activities in 
asset classes which are within the scope of the best execution obligation.  

Firms must pay urgent attention to the findings as the FCA makes it clear that it expects firms to 
take immediate action to review their arrangements and policies and to institute changes if 
necessary. If they do not, they may well be subject to enforcement action. The FCA is clearly 
concerned that there is a significant risk that best execution is not being delivered consistently to 
all clients. It found that failings identified in the 2009 thematic review had not been addressed to 
any significant degree. Firms which now fail to deal with the findings in this Review will not find the 
regulator tolerant of their failings. 

Best execution 

The main messages are that: 

• most firms do not have adequate management focus, front office business practices or 
supporting controls to deliver best execution; and 
 

• firms must improve their understanding of the scope of their best execution obligations, 
their monitoring and the degree of management engagement in execution strategy. 

 
This is necessary both under the current rules and vital as preparation for the challenges of MiFID 
II. 

Payment for order flow  

The FCA's original findings on this issue were set out in FG12/13. The Report makes it clear that 
any firm which is continuing to receive payment for order flow will be regarded as in breach of 
FCA rules, that re-characterising arrangements in a way that is not consistent with the economic 
reality is not acceptable and that there will be action taken against any remaining firms which 
continue to evade FCA requirements on payment for order flow. 

Key Action Points 

Actions for firms include: 

• reviewing their execution policies to ensure that these correctly document the situations 
in which the obligation of best execution is owed to a client and take into account client 
classification; 

 

 

 

 

"It's not good 
enough that we do 
our best; 
sometimes we 
have to do what's 
required." 

Winston Churchill 

http://www.fsa.gov.uk/static/pubs/guidance/fg12-13.pdf
http://www.fca.org.uk/your-fca/documents/thematic-reviews/tr14-13
http://www.fsa.gov.uk/static/pubs/guidance/fg12-13.pdf
http://www.fca.org.uk/your-fca/documents/thematic-reviews/tr14-13
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• ensuring that their policies distinguish between those elements of a client order which are client specific instructions (and 
therefore in relation to which the obligation of best execution will be deemed satisfied if that instruction is followed) and 
those in respect of which the firm has discretion and therefore owes an obligation of best execution. This is a particular 
issue for firms who use algorithmic trading strategies; 

 

• reviewing client documentation and order execution policy disclosures provided to clients to ensure that these provide 
appropriate information and help clients understand how orders will be executed; 

 

• providing training to staff on the scope of the best execution obligation and related issues; 
 

• ensuring that they have adequate monitoring programmes in place to respond to any identified failures of best execution, 
including independent scrutiny of any front-office monitoring by the firm's compliance function; 

 

• monitoring their execution venues in order to respond to any changes in the market; 
 

• checking that any benchmarks against which they assess best execution outcomes are appropriate to the order concerned 
and that their policies document the reasons for the benchmark selection; 

 

• ensuring that any sampling used to monitor best execution covers a sufficient range of orders and is proportionate to the 
nature and extent of the firm's activities; 

 

• where client orders are internalised, ensuring that the particular issues relating to internalisation raised by the Review are 
addressed;  

 

• where client orders are executed through connected parties, ensuring that those connected parties are subject to the 
same assessment and monitoring as external third party execution venues;  

 

• ensuring that responsibility for the review of best execution policies and arrangements is clearly allocated to a senior 
manager.  This review should take place on at least an annual basis and whenever a material change occurs, and clear 
documentary evidence of the review itself and any changes resulting from it should be recorded and maintained; and 

 

• terminating immediately any "payment for order flow" arrangements.   
 

The remainder of this document contains a more detailed analysis of the FCA findings. 

 
Detailed findings of the Review 

The best execution rule 

The starting point in relation to all clients and all markets is that the best execution obligation applies where a firm owes a 
contractual or agency obligation to a client (COBS 11.2.2 G).  

When a firm is executing orders on behalf of a client, it must take all reasonable steps to obtain the best possible result for that 
client, taking into account the relevant execution factors (i.e. price, costs, speed, likelihood of execution and settlement, size, nature 
of the order or any other consideration relevant to the execution of the order).   

Portfolio managers (including collective portfolio managers) and firms which receive and transmit orders are subject to a similar 
obligation when placing orders with or transmitting orders to other entities for execution. 

Key failings identified 

The FCA identified five key areas being: 

• failures to understand the circumstances in which the best execution rule applies. None of the firms could show that the 
front office staff had a consistent understanding of the scope of the best execution obligation; 
 

• inadequate pre-and post-trade monitoring arrangements; 
 

• inability to evidence that internalisation or execution of orders through connected parties delivered best execution and 
appropriate conflicts management; 
 

• a lack of clarity in who had responsibility and ultimate accountability for the best execution arrangements; and 
 

• some firms continued to receive payment for order flow.  
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We consider the findings in these five areas below. 

1. Scope of the best execution obligation 
 

Quote-driven or dealer markets 

The FCA found that firms operating in quote driven or dealer markets have been mistakenly assuming that best execution does not 
apply or is very limited just because a client has accepted a quote.  (It also expressed similar concerns in relation to trades in which 
firms deal on own account as systematic internalisers and riskless principals.)  

The FCA makes clear that the key concept in quote- driven (or dealer) markets is whether the firm is "acting on behalf of the client", 
and specifically whether the client "legitimately relies" on the firm to protect their interests in relation to pricing and other important 
aspects of the transaction.  

The presumption for retail clients is that they do legitimately rely on the firm to protect their interests in connection with their orders 
and therefore that the best execution obligation always applies.  By contrast, for professional clients, the starting presumption is 
that the client does not rely on the firm to achieve best execution but firms cannot assume this and must consider four factors to 
assess whether the presumption may have been rebutted and whether the client is "legitimately relying" on the firm. The four 
factors are: 

• Which party initiated the transaction – where the firm approaches the client to enter into the transaction, this may 
suggest that the client is more likely to be relying on the firm to protect its interests; 
 

• Market practice – in certain wholesale markets, there may be a common practice or convention to "shop around" and 
obtain a quote from a number of dealers.  In such circumstances, this may be a factor which suggests that the client is 
not relying on the firm for best execution of the order.  However, firms must not simply assert that there is such a 
common practice or convention.  Depending on the circumstances, clients may be prevented from shopping around (e.g. 
in OTC markets or "captive" CFD markets); 

 

• Relative levels of market transparency – in certain markets, transparent prices may not be available to the client, but 
only to the firm.  In such cases, this may suggest that the client is more likely to be relying on the firm; and 

 

• Information provided by the firm and the terms of any agreement with the client – while the information provided by 
the firm and the contractual arrangements in place between the firm and the client will be relevant in determining whether 
the client may legitimately rely on the firm for best execution, they are not conclusive.  In particular, the FCA has 
emphasised that firms should not attempt to rely on contractual arrangements which do not reflect the economic reality of 
the relationship in order to circumvent the best execution requirements. 

 
The FCA identified a wide range of failings in connection with firms' assessments of whether the best execution obligation applied.  
Some firms had failed to draw a distinction between retail and professional clients or had sought to rely on blanket contractual 
carve-outs and exclusions of the duty of best execution, notwithstanding that these cannot, in isolation, determine whether the 
obligation applies.   

As the FCA points out, there is a wide range of relevant materials which collectively provide guidance on the best execution 
requirements, yet it found that firms are still not taking account of these materials. The Review contains a summary of the existing 
guidance with the FCA's findings on its current usage and its relevance.  

Relevant firms should therefore ensure that their policies and procedures involve a proper and consistent analysis of the client's 
categorisation and of the legitimate reliance test when determining whether the duty of best execution is owed to a client in relation 
to any particular order. They should review their client documentation to ensure that it properly reflects the requirements, and train 
front office staff on the scope of best execution in relation to client categories, market models and instruments traded. 

CFD providers 

The FCA found particular issues with CFD providers. CFDs are MiFID instruments and clients are owed best execution on the 
same basis as when they trade in the underlying instrument. The Review highlights good and poor practices in relation to providing 
best execution and reminds firms of the FCA requirements on how to price transactions in OTC markets transparently (based on 
benchmarks or other publicly available pricing data to which a mark-up is applied). 

Client specific instructions and algorithmic trading 

A firm which executes an order or a specific aspect of an order following specific instructions from the client is deemed to satisfy its 
best execution obligation, but only in respect of the part or aspect of the order to which the client instructions relate.  

The Review states that a number of firms were incorrectly applying the rules relating to client specific instructions and were not 
distinguishing between different elements of orders, some of which involved a specific instruction and some of which were left to 
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the discretion of the firm.  For example, where a client chooses the parameters of a trading algorithm but the firm still has discretion 
as to how the relevant orders are routed, the order routing is still subject to the duty of best execution.  

The FCA has therefore emphasised that firms need to have effective procedures to identify which parts of client orders can properly 
be characterised as client-specific instructions and which give rise to a duty of best execution.  The FCA also reminds firms that 
they must not expressly or impliedly suggest that a client gives them particular instructions in order to circumvent the duty of best 
execution if such instructions would be likely to prevent the firm from obtaining the best possible result for that client.   

Order execution policy disclosures 

The FCA found that client disclosures were often high level and formulaic documents which simply copied out the relevant rules 
without indicating how they would be applied in practice, or differentiating execution policies between asset classes. All firms should 
review their order execution policies with a view to demonstrating that they provide appropriate information to clients and help 
clients understand how their orders will be executed. 

2. Monitoring of best execution 
 

Front office monitoring 

The Review notes that the majority of firms were not able to demonstrate that they had effective monitoring systems in place to 
identify situations where the firm had failed to provide best execution to the client or where a poor client outcome had occurred. 

The FCA expects firms to have both pre-trade monitoring – i.e. arrangements which help firms to select the right execution venues - 
and post-trade monitoring to enable firms to evaluate the performance actually achieved.  

The FCA found that most firms lacked effective monitoring and were unable to demonstrate that their arrangements had ever 
identified best execution failures or poor client outcomes and could rarely point to changes being made to execution arrangements 
to address issues identified by monitoring. 

In particular, the FCA has indicated that while responsibility should properly reside with the front-office, front-office traders are often 
subject to insufficient challenge from firms' compliance departments and that the review of executed orders was frequently limited 
to determining whether there had been compliance with the firm's policies and procedures, rather than whether those policies and 
procedures had led to a suitable client outcome.   

The Review therefore reminds firms that they must ensure that they have adequate monitoring programmes in place and that they 
are able to respond quickly to any failures of best execution.  This should involve independent scrutiny by firms' compliance 
departments in order to mitigate any conflict of interest that front-office traders may have in assessing their own performance.   

Misplaced reliance on client scrutiny 

The FCA was also critical of the assumption made by some firms that their buy-side clients would monitor their own orders and 
would complain to the firm or move to another firm if best execution requirements were not met.  On the basis of such assumptions, 
many firms had concluded that the lack of complaints from clients or the fact that they had not switched to another executing firm 
was evidence that they were correctly discharging their regulatory obligations.  The FCA was particularly concerned that this could 
cause particular detriment to less sophisticated investors who are generally in need of greater regulatory protection and are likely to 
lack the knowledge or resources to be able to identify failures of best execution.   

Choice of execution venues and counterparty selection 

Execution venue monitoring was poor in some cases.  The FCA found that a number of firms were continuing to execute their 
orders on a single execution venue or on their current venue selection without considering whether developments in the market 
meant that other venues would lead to a better outcome for the client.   In addition, where orders were being transmitted to third 
party brokers for execution, a number of firms were unable to demonstrate that they were undertaking sufficient ongoing scrutiny of 
those brokers to ensure that the use of that broker enabled the firm to obtain the best possible result for the client.   

Firms must ensure that there is a clear allocation of responsibility for ongoing monitoring of execution venues and broker 
counterparties in order to respond to any changes in the market, technological developments or changes in the status or capacity 
of the counterparty itself.   

Benchmarking and permitted tolerances for reporting failures of best execution 

When monitoring whether best execution has been obtained, some firms may compare their orders to a reference benchmark and 
then ascertain whether they fall within a permitted tolerance.  While this practice is not in itself objectionable, the FCA has noted in 
the Review that the choice of both the benchmark and the tolerance must be appropriate.  In its survey, the FCA found that a 
number of firms still appeared to believe that benchmarking against the London Stock Exchange Electronic Trading Service 
("SETS") was a form of "safe-harbour" whereas the FCA and its predecessor, the FSA have made clear that benchmarking against 
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such a fixed, "yellow strip price" is not sufficient because most orders can be executed inside that main market spread and it 
therefore provides no real incentive for firms to seek further price improvement in connection with client orders.  In addition, the 
FCA found that some firms used fixed price differential tolerances (e.g. £500) for all orders, even though the size of the order would 
vary and therefore the tolerance level could easily become inappropriate.   

Where a firm chooses to monitor compliance with best execution requirements by reference to a benchmark, they need to ensure 
that the benchmark is appropriate in light of the characteristics of the particular order.  It may be inappropriate to apply the same 
benchmarks for orders in a range of different instruments with differing characteristics.  In all cases, the firm should have written 
policies which explain why a particular benchmark is selected. 

Sampling and recording of best execution failures 

Firms must ensure that information on best execution failures is adequately recorded in management reports to permit proper 
oversight of the firm's trading function.  In addition, when sampling executed orders to check for best execution, firms must also 
ensure that the sample is sufficiently large and that the methodology is appropriate to the scale of the firm's operations.  The FCA 
has emphasised that proportionality principles apply in this context, so that the required extent of a firm's monitoring will be 
determined by what would be considered disproportionate in the context of its business.  The Review suggests, for example, that it 
may not be disproportionate to require all orders that are executed on a straight through processing basis to be monitored.    

3. Internal execution of client orders or execution through connected parties 
 

The FCA recognises in the Review that the internalisation of client orders within the firm can result in benefits for the client and may 
be consistent with the requirement of best execution.  However, the firm must still ensure that it subjects any internal execution 
venue to ongoing monitoring in order to ensure that it is not excluding other third party execution venues where a better result for 
the client could be obtained.   
 
In addition, the Review emphasises that where a firm considers that the best result for the client can be obtained through 
internalising the client's order because this results in the reduction of external fees (e.g. exchange or clearing fees), the firm must 
ensure that the benefit of that cost reduction is passed on to the client.  If instead the firm itself benefits from the reduced costs 
without rebating these to the client, this is likely to constitute discrimination by the firm against external venues, which is not 
permitted under the FCA rules.  If the firm is relying on a connected party as an execution venue, it must ensure that that party is 
subject to the same monitoring processes and assessment criteria as other execution venues – i.e. on an arm's length basis and 
without favouritism. 
 
The FCA has also reminded firms that where the order is being executed outside of a regulated market or multilateral trading 
facility, the client must have given express prior consent to this.  Such consent is therefore required where firms are internalising 
client orders.  

4. Accountability and review of best execution arrangements 
 

Firms are required to ensure that there is a clear allocation of responsibilities across senior management. However the FCA found 
that it was often unclear who had responsibility and ultimate accountability for ensuring that execution arrangements and policies 
met FCA requirements. The FCA states that it expects the senior management who have responsibility for trading activities to take 
greater responsibility for ensuring that policies and arrangements are fit for purpose.  Firms should ensure that responsibility for the 
review arrangements is clearly allocated with contributions from front office as well as the second line of defence and with senior 
management oversight.  An annual review needs to take account of the results of monitoring and market changes. In addition, firms 
must ensure that they understand when a "material change" necessitates an immediate interim review.  

5. Payment for order flow 
 

Payment for order flow occurs where a firm acting as the broker in relation to an order receives a commission from both the client 
from whom the order has originated and the counterparty with whom the trade is subsequently executed.  The FSA had previously 
indicated in May 2012 that it considered that this practice was likely to give rise to obvious conflicts of interest and was also likely to 
be irreconcilable with the inducements rules in COBS.  

The FCA has again stressed that payment for order flow is incompatible with the FCA's rules and has cautioned against firms 
attempting to use technical arguments by recharacterising their business relationships to circumvent this restriction (for example, as 
the activity of arranging, rather than executing client orders).  The FCA emphasises that it will look at the economic realities of the 
relationship between the firm and the counterparty in order to determine whether the firm is carrying out the activity of executing 
orders on behalf of clients.   

Conclusion 

It is clear that the focus on firms acting in the best interests of their clients in the context of agency relationships remains a key 
regulatory priority for the FCA.  In particular, the renewed focus on the requirement for best execution evidences the FCA's concern 
at the potential detriment that may result for clients where firms do not take reasonable steps to secure the best possible result.   
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The Review is a serious "warning shot" from the FCA.  All firms should therefore review their internal policies and procedures in 
relation to best execution to ensure that they are adequate, particularly in light of frequent statements in the Review itself that the 
FCA will consider taking enforcement action if firms continue to fall below the required standards and cannot demonstrate that they 
are protecting clients' best interests.   

The Review should also be viewed in the light of the broader context of the implementation of MiFID II, which is likely to give rise to 
a further tightening of the relevant requirements.  It is therefore in firms' interests to ensure that they are in compliance with the 
current requirements prior to the domestic implementation of the recast MiFID requirements coming into effect in 2017.  

Finally, although the FCA only reviewed sell-side firms, buy-side firms, including portfolio managers, should take note of the various 
conclusions and assess whether their current arrangements are adequate in light of their obligations to their underlying clients.   
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