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1. This paper sets out our view about payment for order flow (PFOF) arrangements. We define PFOF as
an arrangement whereby a broker receives payment from market makers, in exchange for sending
order flow to them.
2. The paper describes i) the practice of PFOF and its possible advantages and disadvantages; ii) sets out
what COBS and SYSC rules are relevant to this practice; and iii) provides guidance on the consistency
of the practice with these COBS and SYSC provisions. This paper also explains why this issue is
separate from that of the fee schedules of trading platforms.
3. As described below, we believe PFOF arrangements create a clear conflict of interest between the
clients of the firm and the firm itself. Therefore, it is unlikely to be compatible with our inducements
rule and risks compromising compliance with best execution rules.
4. This is not to say that payments from a market maker to a broker are prohibited. However, such
payments can only take place where all three tests of the inducements rule are satisfied, and both the
best execution and conflicts of interest rules are complied with.
5. We note that in the inter-dealer broker market (which is predominantly OTC), where neither party
relies on the broker or has the expectation that the broker will be acting on their behalf, the broker
charges both parties a commission. This payment arrangement would not amount to payment for order
flow. Payments under these distinct circumstances are for the service to bring two counterparties
together who then enter into a transaction on terms they individually agree. Where a broker operating
on a regulated market acts on behalf of a client, then a payment from a market maker to a broker is
payment for order flow and must therefore comply with the COBS and SYSC rules.
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Introduction
Payment for order flow
6. For many instruments (especially the most liquid), a broker executing a client order can choose from a
wide number of market makers and execution venues. In a well functioning, competitive market,
informed brokers would choose the market maker(s) and execution venues which enables them to
achieve the best possible result when executing their clients’ orders.
7. We have been made aware that certain market makers (but not all) make payments to brokers that
direct order flow to the market maker. These payments usually take the form of a direct payment per
order (but could take a softer form such as paying a broker’s settlement fees or for their trading
software). The effect is to divert the broker’s flow to certain market makers who are willing to pay for
the broker’s orders.
8. PFOF creates a conflict of interest between the broker and its client, as the broker has an incentive to
direct order flow to market makers offering PFOF arrangements over the interests of its clients. Where
brokers are routing orders to only those market makers willing to pay for order flow, then the duty of
brokers to act in the best interests of clients may be compromised. The client also faces another
potential detriment because market makers engaging in PFOF may recover these payments by
incorporating them into the spreads they offer.
9. The capacity to pass this additional cost on to the end investor is greatly enhanced where relatively
unsophisticated or ‘uninformed’ investors, limited in their ability to monitor or evaluate their broker’s
execution performance, exist. The potential detriment posed to retail investors is therefore a concern.
However, the concern arises for both retail and professional clients.

Advantages and disadvantages of PFOF
10. The obvious advantage for the broker of a PFOF arrangement is that it will receive a payment in
respect of a completed order in addition to commission charged to its client. By entering into PFOF
agreements with only those market makers willing to pay for orders, it might be argued that the broker
has also reduced the costs of ‘searching’ for market makers for the best result. However, unless the
broker can demonstrate that it is still achieving best execution for its underlying clients through using
these particular market makers, this would not be consistent with the broker’s duty of best execution.
The advantage to the market maker is that the payment encourages brokers to provide orders.
11. In theory, there may be no disadvantage to the ‘uninformed’ client of the broker receiving this
payment, provided the price, all other things being equal, achieved for the client is no worse than the
best price available from any other market maker including those that do not pay for order flow – best
execution would be achieved in that circumstance. The obvious concern, however, is that the market
maker offers this payment to attract orders that would not otherwise be obtained (i.e. by virtue only of
the price offered by the market maker). If that is the case, then the client of the broker would be
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receiving a price that is disadvantageous. In some ways, such a result amounts to or is similar to the
client being charged an extra commission although it is hidden in the form of a poorer price.
12. This would not be the case if the payment received by the broker were passed onto the client or used to
offset against the fees or commissions charged by the broker to its client. Passing the full payment on
to the client would make the whole process somewhat pointless. The result for the client would be the
same as if there had been no payment for order flow in the first place (assuming that the client received
the best price available).
13. It is possible that the market maker could offer the best price available in the market and at the same
time make a payment to the broker introducing the order. But, if the market maker can offer the best
price, all other things being equal, then the question arises why it would also be necessary to offer a
payment to the introducing broker?
14. The concern (particularly for the client of the broker) is that the market maker needs to recover the
cost of making a payment to the broker and does so by offering a price that is less advantageous to the
broker’s client and so such price would be poorer than the best price available.
15. This could amount to a serious disadvantage for the broker’s client. The best available price might be
a price, all other things being equal, from a market maker that does not pay for order flow or perhaps
does pay for order flow but pays a lesser amount. However, if brokers are routing orders to only those
market makers prepared to meet the broker’s terms, these other market makers are effectively
foreclosed from the market and prevented from putting forward alternative quotes.
16. Similarly, if the price achieved for the client is affected by the payment by the market maker to the
broker then there are also implications for price formation in the market. The prices of transactions
which involve payment for order flow will be distorted by the presence of such payments.
17. An argument might be made that restricting order flow through a particular market maker brings
benefits in the form of economies of scale. Since the market maker receives a guaranteed flow of
orders the costs of managing its position in the underlying market is reduced which potentially might
lead to narrower spreads for the benefit of the broker’s clients.
18. If there are economies of scale advantages to be derived from increased order flow, then these could be
just as easily achieved by offering the best price, all other things being equal, rather than by paying
brokers for order flow. A market maker should not need to make payments to guarantee flow in order
to grow scale.
19. If this argument about scale were valid, then the largest market makers which already enjoy a scale
advantage would be able to offer narrower spreads and so attract more business and squeeze out
smaller competitors without the need to pay for order flow. But this is not observed in practice.
20. It has been posited that these payment arrangements allow a broker to invest in trading technologies
which will ultimately confer benefits on the end clients. The argument here is that where ‘softer’
payments are made by market makers to brokers in the form of trading software this enables them to
search the market for better prices more effectively.
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21. In response however, we would observe that brokers should in any case be investing in these
technologies in order to compete with one another and should not be looking for market makers to
subsidise them in this way

Price Formation and market efficiency
22. The potential impact of PFOF on price formation and the efficiency of a market are not easy to assess
and the impact may vary according to the nature of the underlying market in which payment for order
flow is practised. This is particularly the case in today’s markets which are often more open to
competition, more hybrid in structure and which may be characterised by a range of trading incentives.
23. That said, PFOF is a cost that may potentially have a number of adverse implications for the operation
of a market and for the end users of the market. It may result in spreads being wider than might
otherwise be the case. It may make firms less willing to narrow their quoted spreads than would
otherwise be the case. Additionally, it may reduce the incentive of brokers receiving payments to seek
price improvements over a displayed quote.

FSA rules
Client Type
24. Generally, the way in which the relevant conduct of business rules apply to firms engaged in this
practice, will depend on the type of client (end user) the firm is undertaking investment services for
and the extent to which the client is relying on the firm to act on its behalf.
25. We set out below how we think the relevant rules apply according to the sophistication and
expectation of the clients (end user). Of course, irrespective of a client’s categorisation or its
expectations about whether a firm is acting in its interests, a firm should have adequate internal
arrangements to ensure that conflicts of interest are identified, managed and disclosed.

Conflicts of interest
26. Conflicts of interest requirements apply to any firm whether their clients are retail, professional or
eligible counterparties.
27. The receipt of PFOF gives rise to a conflict of interest between the firm’s interests and the interests of
its broking clients which may damage the interests of the clients. As set out in further detail below in
the section on Inducements, in our view the receipt of the PFOF could contravene our inducement
rules (see below) and may incentivise the broker to put its own financial interests ahead of those of its
client to the client’s detriment. In other words, the receipt of the payment may encourage the broker to
get the highest payment from a market maker rather than the best outcome for its client (see below).
28. Under SYSC 10.1.3R, the broker must take all reasonable steps to identify conflicts of interest
between itself and its clients. Compliance with this rule should ensure that a broker identifies PFOF as
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giving rise to an obvious conflict of interest between the firm’s interests and the interests of its broking
clients.
29. SYSC 10.1.7R requires a broker to maintain and operate effective organisational arrangements with a
view to taking all reasonable steps to prevent conflicts of interests from constituting or giving rise to a
material risk of damage to the interests of its clients. A broker using PFOF arrangements should
therefore have conflicts management procedures and arrangements in place to ensure that the PFOF
arrangements do not damage its client's interests, taking into account (for example) its overall duty to
act in the client’s best interests, and its duty to achieve the best possible result when executing client
orders.
30. Under SYSC 10.1.8R, if the arrangements to manage the conflicts are not sufficient to ensure, with
reasonable confidence, that risks of damage to the interests of a client will be prevented, the firm must
clearly disclose the general nature and/or sources of conflicts of interest to the client before
undertaking business for the client. However, disclosure should only be used as a last resort, and if the
PFOF arrangement could lead to breaches of our inducements or best execution rules, disclosure
would not be a sufficient way of addressing the conflict of interest inherent in PFOF arrangements.
31. We would therefore expect, and the broker would need to demonstrate, that it has implemented and
maintains appropriate policies, procedures and organisational arrangements to manage such conflicts
effectively with a view to avoiding any disadvantage to its clients.

Inducements
32. The inducements rule applies to both retail and professional clients. It is designed to ensure that a firm
acts in the best interests of the clients and that disclosure of payments made and received in relation to
a service must be disclosed in a comprehensive, accurate and understandable way to clients.
33. The COBS rule on inducements is contained in COBS 2.3. The rule permits payments such as PFOF
provided that such a payment satisfies each (i.e. all) of the following three tests1:
1)

The payment must “not impair the compliance with the firm’s duty to act in the best interests
of the client”;

2)

That details of the inducement are disclosed to the client “in a manner that is comprehensive,
accurate and understandable, before the provision of the service”; and

3)

That the inducement is “designed to enhance the quality of the service to the client”.

34. In the context of a PFOF arrangement, to satisfy test 1), the broker would need to demonstrate that it
had obtained the best possible price by complying with the best execution obligations (discussed
further below). In our view, if best execution is not achieved as a result of orders being directed to a
particular market maker under a PFOF arrangement, this would lead to a breach of the inducements

1

See COBS 2.3.1(2)
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rule as the PFOF arrangement would impair the compliance of the firm’s duty to act in the client’s best
interest.
35. Test 2) of the inducements rule requires the firm to disclose details of the payment ahead of the
provision of the service. Such disclosure would need to specify the amount of the payment and would
need to be given to the client before execution of any transaction. If the amount of the payment were
to change, such change would need to be communicated to the client before any further transactions
were executed for any client.
36. In addition, the firm would need to ensure that the disclosure is “comprehensive, accurate and
understandable”. It would not be easy for a client to understand the arrangement unless it was
described in terms of additional remuneration that is received by the broker. This should help the
client understand the fees which are charged and so assist the client when selecting a broker to provide
execution services.
37. Primarily, the broker is acting on behalf of its client to find the best result for their transaction. It is
important for clients to understand how these payments are structured in order to understand how this
might affect the broker's incentives. Not knowing the level and form of payment a particular market
maker receives from a broker, or not being able to establish how this payment affects or distorts the
way in which their orders are routed, weakens the client’s bargaining position and their ability to
discipline the behaviour of their agents.
38. To satisfy test 3), the broker would need to provide a justification as to why the payment was designed
to enhance the quality of service to the client. In its guidance on the inducements rule2, CESR made
clear that in making this assessment the firm should also consider the nature and extent of the benefit
(and any expected benefit) to the firm.
39. It is difficult to see how a firm could provide any justification that PFOF benefits the client directly.
There are no obvious benefits save the one that the firm receives more remuneration from the
provision of the execution services. However, this may be at the expense of the client so that in effect
this may amount to no more than simply charging the client additional fees.
40. Firms would therefore have to justify how the payments they receive under PFOF arrangements could
satisfy the three tests of the inducements rule.3
41. This argument that the client obtains a benefit because the firm receives a benefit is tenuous at best.
The firm may not be able to rely on the additional revenue from PFOF. Some of the time, the best

2

Document issued by CESR ‘Inducements under MiFID’ can be found at
http://www.cmvm.pt/CMVM/Cooperacao%20Internacional/Docs_ESMA_Cesr/Documents/07_228b.pdf
3

We note CESR’s comments in its report: Inducements: Report on good and bad practices (19 April 2010)
where they say, ‘Some of the justifications do not appear to be acceptable. The fact that the payment covers
costs that would otherwise have to be charged to the client is not sufficient on its own for a payment to be
judged to be designed to enhance the quality of the service. The client is likely to end up paying the costs no
matter how they are changed, directly or indirectly.’
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available execution opportunity may not be from a firm providing PFOF. The argument also ignores
the increase in costs faced by the market makers.
42. The PFOF arrangements would involve extra costs for the broker. To manage the conflicts arising and
to ensure the achievement of best execution, the broker would need to commit additional resources to
monitoring and compliance as described above and below as a direct result of the additional
complexity introduced by the PFOF arrangements.
43. It is worth clarifying that where a broker acts as an intermediary to bring together two principals then
the broker charges both principals a commission. This is the practice of inter-dealer brokers. These
commission payments would not be classified as 'payments for order flow'. Such commission would
be a legitimate payment for an investment service provided by the broker and would not therefore be
considered to be an inducement4 . Under these circumstances, neither party relies on the broker or has
the expectation that the broker will be acting in their ‘best interest’. The broker is merely providing the
investment service of bringing two counterparties together
44. Where the client (who initiates the transaction) relies on the broker to act on its behalf then the
inducements rule will apply to payments received by the broker under a PFOF arrangement and any
payments made by a market maker to a broker must therefore meet the three tests outlined above.
45. Again, outside the inter-dealer broker market, where a highly sophisticated client is not looking to the
broker to act on its behalf, such payments could influence where the broker sends the order for
execution and so represents a potential conflict of interest which needs to be managed (and disclosed).

Best Execution
46. A duty of best execution is owed to both retail and professional clients where the client legitimately
relies on the firm act on their behalf.
47. The best execution rule in COBS 11.2.1R states:
“A firm must take all reasonable steps to obtain, when executing orders, the best possible result for its
clients taking into account the execution factors”.
48. In the case of retail business, COBS 11.2.8G states:
“For the purposes of ensuring that a firm obtains the best possible result for the client when executing
a retail client order in the absence of specific client instructions, the firm should take into
consideration all factors that will allow it to deliver the best possible result in terms of the total
consideration, representing the price of the financial instrument and the costs related to execution.
Speed, likelihood of execution and settlement, the size and nature of the order, market impact and any
other implicit transaction costs may be given precedence over the immediate price and cost

4

See COBS 2.3.1R(1)
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consideration only insofar as they are instrumental in delivering the best possible result in terms of the
total consideration to the retail client.”
49. So to comply with the rule, the broker must obtain the best possible price available (where other
relevant costs are equal). This will involve the broker in comparing prices from different market
makers including those that do not pay for order flow. Given the possibility of receiving a payment for
the order, it will be particularly important for the broker to be able to demonstrate that it had checked
alternative execution possibilities (ie market makers) including those that do not pay for order flow
and document that accordingly.
50. Under the best execution rule (COBS 11.2.29), the client has the right to ask the broker to demonstrate
that it has executed the order in line with its policy for achieving best execution. The information
described in the above paragraph would be essential in answering such a question were it to be raised.
51. The broker is also under an obligation under the best execution rule (COBS 11.2.27 and 11.2.28) to
monitor the effectiveness of its execution arrangements and to review its arrangements on a regular
basis.
52. In particular, to comply with these requirements, the broker will need to monitor the prices offered by
the market maker(s) offering payments for order flow. We expect that the firm will compare the PFOF
market makers’ prices with prices from market makers that do not pay for order flow.
53. Where market makers pay for order flow then if brokers do not effectively manage the resulting
potential conflict of interest between themselves and their clients there is a danger that they will not
consistently obtain the best possible results when executing client orders. This could happen where the
market makers paying for order flow, or paying the most for order flow, do not consistently offer the
best quality of execution.

Trading venue fees and PFOF
54. This guidance is about payments between market intermediaries. However, as part of their
commercial relationships with trading venues, market participants will:
·

subscribe to the fee structure of the trading venue; and

·

may, from time to time, have the opportunity to participate in incentive schemes designed to
support or encourage liquidity on the trading venue.
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55. Such arrangements are supervised by the FSA, in order to ensure their compatibility with the
obligations of a trading venue under MiFID5. For the avoidance of doubt, the FSA will continue to
assess the acceptability of proposals relating to the fee structures and incentive schemes of trading
venues in accordance with this tailored framework, such as to ensure the maintenance of fair and
orderly markets.
56. It is noted that some forms of fee structure (such as a maker/taker fee structure)6 and incentive
schemes are designed to reward certain types of behaviour by market participants, for example
liquidity provision. The guidance on PFOF is not intended to affect the ability of a trading venue to
operate structures that embed such rewards (e.g. a maker/taker model), where a proposed structure is
otherwise compatible with the regulatory responsibilities of the trading venue (as outlined above). In
many cases, the reward serves to reduce the net fee payable to the trading venue and therefore would
not constitute PFOF. In the case of a liquidity incentive scheme involving a potential payment that
was consistent with the fair and orderly trading obligations of the offer or venue, it is unlikely that the
specific concerns raised in this paper would apply7.

Conclusion
57. We believe PFOF arrangements create a clear conflict of interest between the clients of the firm and
the firm itself.
58. This is not to say that payments from a market maker to a broker are not permissible where the
relevant COBS and SYSC rules are satisfied.
59. We draw a distinction between those payments made in the inter-dealer broker market and other
circumstances where a broker operating on a regulated market acts on behalf of a client. Here, a
payment from a market maker to a broker is payment for order flow and must therefore comply with
the relevant COBS rules, and ensure any conflicts are appropriately managed in accordance with the
provisions in SYSC 10.

5

For example, UK RIEs and investment firms operating MTFs are required to operate rules and procedures
that allow for fair and orderly trading. The FSA provides guidance on the characteristics of incentive schemes
that are considered to be consistent with this responsibility, which include a requirement that they are
transparent, are not likely to encourage trading for improper purposes, are consistent with a reliable,
undistorted price formation process and alleviate dealing or other identified costs associated with trading on
the relevant trading venue.
6
A structure which applies a charge to aggressive (liquidity taking) orders and pays a rebate to passive
(liquidity making) orders.
7
To meet its regulatory responsibilities, the trading venue would need to ensure that the scheme was
transparent and was consistent with a reliable, undistorted price formation process, among other things.
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