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Welcome to this edition of the Investments & Wealth Institute Legislative Intelligence. This month's 
column examines the recent European Union (EU) ban on soft dollar arrangements and the potential 
impact on U.S. advisory firms and broker–dealers.  
  

Farewell to Soft Dollars? EU Ban Ripples across the Pond to United States 

  

Big changes are coming to the financial services industry that promise to disrupt the decades-old 
practice of bundling research and trades for investment advisory firms. Some advisors will pay more for 
their securities trades and in return receive from the brokerage firm research products and services that 
ultimately are paid by the client. Because the advisor does not pay directly for the research, the practice 
is called a “soft dollar” arrangement. 
  

In Europe, where the soft dollar practices were not subject to as much regulatory scrutiny, in the wake 
of the 2008 financial crisis, EU regulators have begun to crack down on the use of soft dollars, which 
creates a conflict of interest between the advisory firm and the client. Oftentimes critics say the 
research does not directly benefit all of a firm’s clients, and worse, may abuse soft dollar credits by using 
them for computers, travel, or other activities that have nothing to do with client services. 
  

In the United States, the industry relies on a safe harbor added by Congress after fixed commissions 
were eliminated in 1975 known as the Section 28(e) safe harbor. The safe harbor protects advisors 
against claims of a breach of fiduciary duty if they conform to the 28(e) requirements that generally 
require disclosure to clients when soft dollar arrangements are used, and that the research services or 
products qualify for the exemption. For example, traditional research on specific securities qualifies 
along with conferences related to research, software that provides portfolio analyses, or that assists an 
asset manager in making investment decisions. Advisory firms also must hold trading discretion over 
client accounts in order to use the safe harbor. 
  

In the United Kingdom, the chief executive of the Financial Conduct Authority (FCA), Andrew Bailey 
recently delivered a speech on the status of the reforms, called MiFID II. Mr. Bailey cast a positive note, 
observing that in the 14 months since the EU banned soft dollars the “vast majority of traditional asset 
managers” now fund research out of their own pockets instead of using client funds. This has translated 
into investor savings of about US$237.8 million and going forward, more than US$1.3 billion over the 
next five years. In addition, he noted that trading costs also have declined, in part due to unbundling 
research from trades, and managers using more electronic channels for transactions. 
  

Well aware of the EU ban, the U.S. Securities and Exchange Commission (SEC) in October 2017 provided 
temporary no-action relief in the form of a letter to Wall Street’s main trade group, the Securities 
Industry and Financial Markets Association (SIFMA), to be able to charge separately for research 
provided to investment managers and other institutional investors without broker–dealers being subject 
to the fiduciary requirements of the Advisers Act of 1940 (Advisers Act). The relief expires in July 2020 
without further action by the SEC. The Advisers Act has a narrow exemption from registration for 
broker–dealers providing “solely incidental” investment advice as long as they do not receive special 
compensation—typically fees, not commissions—for that advice. 
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In the meantime, large asset managers began pressuring the SEC to do more, given the fact that firms 
with a global presence had to pay hard dollars for their research in Europe and soft dollars here in the 
United States. Moreover, many wanted to unbundle research and trade in order to select lower-cost 
trading platforms with better execution while keeping the preferred larger firms for research. 
  

Currently the brokerage community is divided on the issue. However, on March 21, 2019, SIFMA 
appeared to side with the asset managers among its membership, writing the SEC to provide permanent 
relief from potential Advisers Act registration so that brokerage firms can continue to provide separate 
trade and research services. 
  

The SEC is listening, although it hasn’t yet arrived at a conclusion. In a speech before the Investment 
Company Institute (ICI) several days earlier, Dalia Blass, director of the SEC’s Division of Investment 
Management, which oversees fund companies and investment advisors, told the conference that the 
SEC has been “carefully reviewing the information we have received so far and analyzing options for 
next steps.” 

  

Blass noted that additional relief may not be necessary in light of “market solutions” underway such as 
brokerage firms offering the research through their advisory firm affiliates or via rebates by mutual 
funds, including Capital Group and T. Rowe Price, to shareholders. Blass also said her division staff is 
reluctant to support a “permanent blanket exemption” from the Advisers Act to brokerage firms 
providing the research. 
  

Some firms have raised questions about whether the dwindling financial support for financial analysts 
who traditionally relied on soft dollar payments may give them less incentive to research the smallest 
companies, such as the microcap sector. A recent survey commissioned by brokerage firm Peel Hunt of 
25 percent of U.K. firms suggested the EU ban has driven down demand for midsize and small-cap stocks 
as research has dwindled, also impacting liquidity of these stocks. SEC Chairman Jay Clayton reinforced 
this concern in remarks to the SEC’s Investor Advisory Committee on March 28, 2019, noting “that the 
broad availability of research may be reduced as a result of MiFID II.” On the other hand, other 
observers think the free market will take care of that need, and that some of the more numerous 
analysts covering large capitalized companies eventually will move to mid- and small-cap coverage. 
  

How all of this will affect the U.S. market is unknown at this early stage. It is not as likely to directly 
affect smaller, more retail-oriented advisory firms, particularly those that utilize passive investing 
approaches, rather than active strategies. However, those firms that rely on large discount brokers such 
as Schwab, Fidelity, and TD Ameritrade may see arrangements for advisors using soft dollar-like services, 
such as rebalancing tools and other research, that eventually require hard dollar payments from 
advisors or similar arrangements. 
  

Overall, the move away from soft dollar practices—which often are avoided by the small advisory firms 
anyway due to compliance concerns—may be coming sooner than expected. While investors may not 
notice the rebates, or that they are paying lower costs due to unbundling, the unbundling of the two 
services is likely to benefit them over time if the FCA cost analysis holds true for the U.S. market. As a 
conflict of interest, it also means one less compliance headache for those firms that over many decades 
have used soft dollar arrangements, for better or worse. 
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About Legislative Intelligence Update 

The purpose of this update, prepared by Potomac Strategies for Investments & Wealth Institute, is to 
give members legislative, regulatory, and other public policy intelligence and analysis. It is strictly 
informational and should not be relied upon as legal or compliance advice. Investments & Wealth 
Institute, as an education and credentialing organization, does not lobby Congress and generally does 
not advocate for any particular legislative or regulatory position either on its own or through its 
relationship with Potomac Strategies. 

If you have questions after reading this update, please contact the Institute by replying to this email. We 
will either respond personally to your inquiry or include a response in an upcoming issue. 


