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Who should decide what is “best execution”?

From Orders
to Markets

By JONATHAN MACEY, Yale University

and MAUREEN O’HARA, Cornell University

MONG THE CLEAREST RULES IN U.S.
securities law is the duty that brokers
have to “seck the best execution that is
reasonably available for its customers’
orders.” This legal duty of best execution
is derived from the common law fiduci-
ary duty of loyalty, which requires bro-
kers to maintain undivided allegiance to the interests of their
clients. Brokers, who are supposed to act as agents on behalf
of their customers, are barred from using their position in any
manner that allows them to garner a personal profit or a per-
sonal advantage. Over time, the legal duty of best execution has
shifted from a duty owed by brokers to their counter-parties
to a duty owed by brokers to the markets in general.

In our view, the problem with the current orientation of the
policy discussion on best execution is that it has focused on the
narrow, yet unanswerable, question of which venue provides
traders with “best execution.” As we observed in a 1997 article,

The term “best execution” does not connote a single exe-
cution attribute, such as price, but rather attaches to a
vector of execution components. These certainly include
trade price, but they also involve the timing of trades, the
trading mechanism used, the commission charged, and
even the trading strategy employed. Such multifaceted
concerns have long been a feature of institutional trade
execution, but their emergence now even in retail trad-
ing reflects the reality that markets are a great deal more
competitive and complex than in times past.

For example, it makes no sense to employ the same, or even
a similar, legal definition of the duty of best execution for large
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institutional traders and for small retail traders. Institutional
traders’ concerns about best execution are focused on the impact
of their trading on the average price at which their trades will exe-
cute. By contrast, retail traders are more
concerned with the transaction costs of
their trading because, unlike institu-
tional traders, retail trades will not
influence the underlying price of the
securities being traded.

In this article, we examine the alter-
native institutions most likely to gen-
erate optimal rules regarding best exe-
cution. The most likely choices include:
m the trading venues themselves (in
their capacities as self-regulatory
organizations),

m the government (in its administrative
capacity as the Securities Exchange
Commission),

m individual shareholders and institutions (in their capacities
as principals to securities transactions), and

m issuing firms (in their capacity as issuers of securities who
contract with investors via their articles of incorporation).

Although no institution is ideal, for a variety of institutional
and incentive-based reasons, the issuing firm is by far the best
place to locate the decision-making authority over trading venue.

THE LEGAL OBLIGATION OF BEST EXECUTION

The duty of best execution is firmly grounded in the common
law principle of agency, from which the common law fiduci-
ary duties of care and loyalty are derived. A broker-dealer’s duty
to seek the best execution of customer orders derives from the
common law duty of agent loyalty, which obligates an agent to
act exclusively in the principal’s best interest. The agent also is
under a duty to exercise reasonable care to obtain the most
advantageous terms for the customer.
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Consistent with those common law duties, the New York
Stock Exchange and the National Association of Securities
Dealers both have rules requiring member firms to execute all
customers’ orders at the best available prices. The rules require
only that the price the customer receives be the best possible
under the circumstances. According to NYSE Rule 123A,

In any transaction for or with a customer, a member ...
shall use reasonable diligence to ascertain the best
inter-dealer market for the subject security and buy or
sell in such market so that the resultant price to the
customer is as favorable as possible under prevailing
market conditions.

Thus, it is clear that best execution does not necessarily
imply best price. As noted in an amicus brief submitted by the
Bond Market Association in a 1998 case,

Brokers have not been held . . . to an absolute require-
ment of achieving the most favorable price on each
order. . . . What has been required is that the broker
endeavor, using due diligence, to obtain the best exe-
cution possible given all the facts and circumstances.

In our 1997 article, we observed that the legal requirement

appears to mandate only that the broker try to obtain the best
price, not that he actually obtain the best price. For the pur-
poses of the analysis here, the important fact is that the legal
inquiry is particularized—that is, the legal inquiry is carried out
on a case-by-case basis. Accordingly, the phrase “given all the
facts and circumstances” means that, under the common law
approach, each trade is to be evaluated on a case-by-case basis.
Such a narrow focus is relevant because the fiduciary prin-
ciples of care and loyalty, which provide the historical under-
pinnings for the legal duty of best execution, are particularized
duties based on the common law of agency. The rules, in turn,
are contractual in nature: they flow from brokers to their clients
on an individual basis. Consequently, it is no defense to a cus-
tomer’s claim that he or she was not given “best execution” for
abroker to respond that some other customer, such as the cus-
tomer on the other side of the transaction, received best exe-
cution. It also is no defense to respond that the marketplace in
general was made better or more competitive as a result of a
particular instance of best execution being denied in a partic-
ular circumstance. The duty of best execution is static, not
dynamic; what matters is this trade, not trades in the future.
Toillustrate why this issue is important, suppose that a trade
sent to a particular electronic trading network (referred to as
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an “electronic communication network” or ECN) has a very low
probability of being executed at a price better than the best
exchange-posted quote or the “national best bid—best offer”
(NBBO) price, while a trade sent to the NYSE has a reasonable
probability of executing at a price better than the NBBO. It is
not a valid defense to an alleged violation of the legal duty of
best execution for a broker to claim that requiring each trade
be deployed to the NYSE (or any other particular trading venue)
makes that venue a monopoly, and thus results in other (future)
traders receiving inferior prices because of the monopoly pric-
ing power of the venue going forward.

The duty of loyalty encompasses more than just price. This
legal duty also addresses issues of conflicts of interest and con-
fidentiality. It is improper, for example, for a broker to use his
or her position to advance a personal interest by front-running
a customers’ order or by using the information embedded in
the order for the advantage of other customers or traders asso-
ciated with the firm. For example, in December of 2004, Knight
Securities settled a lawsuit brought against it by the SEC and
agreed to pay $79 million in disgorgement and penalties for
defrauding its institutional customers. Knight was accused of
extracting excessive profits from customers’ orders and failing
to meet the firm'’s duty to provide “best execution” to the insti-
tutions that placed those orders. The SEC found:

Between January 1999 and November 2000, Knight—
which was, at the time, one of the largest market-mak-
ers on the NASDAQ—earned over $41 million in ille-
gal profits by failing to provide best execution to its
institutional customers. ... During the relevant time
period, Knight, upon receipt of an institutional cus-
tomer order, would acquire a substantial position (in
the same security) in its own proprietary account.
Rather than fill the order promptly on terms most
favorable to the customer, Knight would wait to see
if its proprietary position increased in value during
the trading day. When the prevailing market price for
the stock moved significantly away from Knight’s
acquisition cost, Knight then filled the customer’s
order and pocketed the difference as its profit on the
transaction.

The Knight scandal, along with other front-running scan-
dals such as those that periodically plague the New York and
American stock exchanges, should be regarded as “old fash-
ioned” best-execution scandals. The crime arises because it
is extremely difficult for any investor, even sophisticated insti-
tutional investors, to monitor the agents charged with exe-
cuting their orders. Market discipline works poorly in this set-
ting because it is impossible for the client to know if the price
received is the result of agency problems or stochastic mar-
ket fluctuations beyond the broker’s control. Just as the cus-
tomer finds it difficult to monitor and control this behavior
ex ante, the SEC has problems formulating rules to deal with
the problem ex post.

Another critical point that has been ignored in the current
discussions of the legal duty of best execution is the effect of
the legal rules regarding best execution on market structure.

64 REGULATION SUMMER 2005

SECURITIES & INVESTMENT

From a market structure perspective, use of the traditional,
case-by-case approach to best execution poses a collective
action problem. Individual traders acting rationally and in
pursuit of their own self-interests may direct order flow in
such a way as to damage the quality of secondary markets
generally by generating trading patterns that give a particu-
lar trading venue a monopoly over the provision of second-
ary market liquidity.

This puts regulators in a very difficult position. To maintain
high-quality markets, regulators must ensure that there is robust
competition among rival trading venues. Otherwise, spreads
will widen and liquidity will deteriorate, leading to higher cap-
ital costs for investors. The common law approach to best exe-
cution, however, does not allow for this consideration.

Another problem with the traditional common law
approach is that it ignores the fact that, once the decision to buy
or sell has been made, the gains from improvements on the
market bid-asked spread are zero-sum. Gains to the seller from
receiving more than the best bid translate directly into losses
for the buyer, who ends up paying more. What then is best exe-
cution for firms executing in-house agency crosses or for trad-
ing venues that make continuous two-sided markets? This
point is particularly strong under the traditional view of best
execution, which would require that customers placing orders
with brokers receive the best price available, not just a price that
is “generally good” or “better than available in other markets.”
But even where trading venues are highly efficient and offer cus-
tomers “rebates” on their trades (payment for order flow), such
markets do not necessarily offer best execution merely because
the execution is good or even excellent. (See “Much Ado About
Order Flow,” Spring 2002.) The legal requirement is that the exe-
cution be the best of all available alternatives.

Adding yet another layer of complication is the conflict
between the interests of retail customers and institutional
investors. Even at the system-wide level, this conflict stymies
the search for the illusive grail of “best execution.” The con-
troversy manifests itself in the current debate over the rights
and responsibilities of customers and markets regarding
whether customers and/or markets can have their orders “trade
through” the prior, better orders of other customers. A “trade-
through” is the execution of an order in a market at a price that
isinferior to a price displayed in another market. Trade-through
rules bar traders from trading at worse prices in faster elec-
tronic markets when there is a better quote in the slower
exchange market.

From the traditional legal perspective of best execution, the
very concept that an order can execute at a price inferior to the
price displayed in another market poses a problem, particularly
where the transaction is consummated without the customer’s
knowledge or consent. But the problem also exists where the
trade-through rule prevents a customer from executing an
order at an inferior price on a faster electronic market in order
to obtain better overall execution for a large block trade. For
example, if the best bid anywhere for a stock is $100, a large
block seller, under the current incarnation of the trade-through
rule, must execute the trade at that price, even if the bid were
for only 1,000 shares and the seller would prefer to sell the entire
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