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Abstract

The economic theory explains the role performed by intermediaries in financial markets. In
securities markets, in particular, intermediaries act as facilitators of the financial exchange. In thi
context, conduct of business regulation is justified on the basis of structural problems of asymmetri
information affecting the relationship between securities professionals and the individual investor.

In this paper, two major conduct of business rules are analysed in the light of the kind of marke
imperfections they should be intended to address: the suitability and the anti-churning rules. From
functional perspective, the analysis merges major insights of financial theory with a comparative
discussion of the legal rules in both the U.S. and the European Union. Law and economics approa
to the matter leads to a much broader and more economically sound interpretation of the “churning
problem. This is related to an agency-based explanation of one of the most topical puzzles und
debate in financial economics: the problem of noise trading. © 2000 Elsevier Science Inc. All rights
reserved.
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1. Scope of the analysis

The efficiency of financial markets is one of the main matters of concern for economic
(and thus legal) policymakers. Efficient allocation of financial resources is the necessar
premise for the productive and allocative efficiency of an aggregate (country or world-wide’
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economy. Securities are one of the most important means for the exchange of financi
resources. Securities markets, and the role played by financial intermediaries within ther
are going to be therefore the subject matter of the present $tudy.

Three major qualifications are required in order to clarify the scope of the analysis. Firs
of all, I am focusing exclusively on the exchange of securities performed in secondary
markets. Whereas it is true that efficient allocation of financial resources depends on tr
efficient performance of the primary market, setting the equilibrium price of newly issued
securities, primary markets, however, would presumably not even exist without secondar
markets. The key role and function of secondary markets are very well known in financia
economics. They basically consist in the marketability of the securities investment and in
the evaluation of the same securities through an efficient pricing mechanism. Although i
would be interesting, one is not addressing here the problem of the origin and developme
of organized secondary markets. Simplistic as it may appear, they are taken for granted.

Secondly, by the expression financial intermediaries, | am generally referring to the
professional businesses in the securities industry, through which the exchange of securiti
in secondary markets is ultimately performed by individual investors either directly or
indirectly, within the context of dynamic investment management on their behalf. In this
sense, the term financial intermediary is mostly used here as a synonym for securitie
professional. From the economic-functional perspective, that means considering just som
but not all of the functions performed by intermediaries in the financial sector: namely, the
exchanging of securities either on behalf of customers or on their own account, the provisio
of securities investment advice, and the management of securities portfblims.neglect-
ing, on the other hand, perhaps the most important function traditionally performed by
financial intermediation, that is asset transformation, typically carried out by commercial
banks and insurance companies. In legal-institutional terms, | am therefore referring t
financial intermediaries whose core business is related to the investment of tradable secu
ties, and specifically to brokers, dealers, investment advisers (including professional ass
managers), as well as to the broad category of financial institutions engaged in managir
collective investments on behalf of other market participants (i.e., investment comganies)

Thirdly, this paper is going to discuss rationales and shortcomings of legal intervention ir
the market of financial services relating to individuals’ investment in securities (hereinafter:
“financial investment services,” or simply “financial services”). The discussion, however, is
exclusively concerned with conduct of business regulation, and thus focuses on how sec
rities professionals deal (i.e., conduct business) with their customers. Prudential regulatio
related concerns of financial institutions stability, and possible systemic effects (i.e., exter
nalities) on the financial sector as a whole are therefore not addressed by the preseht stud

2. Financial intermediation and imperfections in the market for financial services

Financial intermediaries in the securities industry emerge as a response to the failure
spontaneous exchange among investors. This is consistent with common observation. In
vidual investors never perform the exchange of securities directly, for they are alway:s
involved in securities transactions through intermediaries such as broker/dealers, ass
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managers or investment companies. Securities professionals offer to the investing public
wide spectrum of services. Most importantly, however, they provide investors with infor-
mation, which takes the form of either advisory services to uninformed investors or imme:
diate investing on their behalf.

Investors generally seek for assistance and recommendation either directly, from stocl
brokers and investment advisers, or indirectly, entrusting their money to professional ass
managers or buying shares in investment compahirshis perspective, securities profes-
sionals act as facilitators of investors’ participation in the financial exchange. That is to say
they typically supply investors with “participation services,” in that they bridge the gap
between the investors’ lack of knowledge and the expertise required to get the most out «
increasingly sophisticated financial markéts.

The core explanation of the existence and operation of financial intermediaries in sect
rities markets ultimately rests, then, on their informational role. Underlying the provision of
almost any financial investment service to the individual investor is a direct or indirect sale
of information® From this perspective, securities professionals provide not only information
about securities fundamentals and trading opportunities but also, more importantly, profe:
sional expertise concerning financial instruments available in the market which are mos
suitable to the investor’'s needs.

Securities professionals’ major function in the financial system is therefore the provisior
of an efficient vehicle of information towards the market. Such intermediaries do bear the
information and transaction costs that—in the individual investor’s setting—would otherwise
prevent the financial exchange. They provide investors with a simplified informational
context, wherein the costs of acquiring and processing information are significantly lowerec
In theory, they should provide their customers with the optimal amount of information and
knowledge necessary to make conscious and rational investment decisions according to th
preferences in terms of risk/return trade-off. To the extent that such preferences are ult
mately reflected by sound buy/sell orders (brought directly—e.g., by a broker/dealer—o
indirectly—e.g., by a mutual fund—to the market), this process will enhance the efficiency
of securities pricing and, thus, of the overall allocation of financial resources.

In practice, however, the securities professionals’ commitment to providing investors witk
the expertise they normally lack is highly problematic. In a typical asymmetric information
setting, the likelihood of opportunistic behavior gives rise to a serious concern regarding th
reliability of the financial intermediary’s advice. Investors lacking the information and the
expertise to perform the function of the intermediary cannot easily evaluate the quality o
financial information and services provided to them for their investment decisions. Dealing
with a securities professional, the customer cannot know whether he or she has been giv
the correct advice. Customers are therefore exposed to both adverse selection and mc
hazard, for they may choose an incompetent or dishonest intermediary, or such intermedia
may put its own interests (or the interests of another customer) above those of that custom
which it is intended to look aftet.

The basic economic rationale justifying the conduct of business regulation of securitie
professionals centers, therefore, on market imperfections relating to the problem of asyn
metric information. In this context, it is commonly observed that such market imperfections
are “more pervasive in the retail sector than in the wholesale seé&adrtiis traditional
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distinction may be questioned, nowadays. To be sure, even the most sophisticated inves
needs assistance in identifying and gaining information about the extraordinarily large an
constantly changing set of investment opportunities available in the midrkietwever, the
same notion of investor’s sophistication is potentially misleading.

A better distinction is the one grouping securities market participants in two categories
the “involved” and the “uninvolved?® The first are firms or individuals actively involved in
the dynamic management of their portfolio and thus professionally informed about hedging
opportunities available on the market. The second and much broader group is that c
uninformed investors, making decisions with limited information and expertise. To the lattel
group the financial intermediary typically supplies “participation services.” Unless they are
securities professionals or firms otherwise involved in financial markets, investors are
generally to be regarded as “uninvolved,” and therefore “unsophisticated” in the prope!
meaning. Their situation is structurally different from the one characterizing, for instance, the
typical institutional investor. To be sure, the latter is also participating in financial markets
through intermediaries, such as brokers/dealers, investment advisers, and portfolio manage
However, institutional investors are generally (although not always) securities professional
themselves. To the extent that institutional investors professionally invest pooled funds o
behalf of others (mostly individual and unsophisticated) investors, they cannot be regarde
as consumers of financial services. On the contrary, deeyupply theirown customers with
“participation services,” like any other kind of securities professional. They must be, then
ultimately regarded as intermediaries, rather than investors.

Conduct of business rules are therefore aimed at mitigating principal-agent conflicts o
interest in the characteristic interaction between securities professionals, on one side, a
individual, unsophisticated (and thus uninformed) investors, on the other side. From
different standpoint, conduct of business regulation is intended to raise the quality standal
of the information provided by intermediaries to the public of investors, thereby enhancing
their confidence in the securities industry and solving the “lemons” problem otherwise
affecting the market for financial servicEsWithout regulatory intervention, quality uncer-
tainty would inevitably characterize such a market. Customers who cannot distinguish goo
services from bad ones would indiscriminately evaluate all services available as bein
average. This would determine, in turn, a “race to the bottom” process, leading to a marke
where only low quality services are available. As a result, risk-averse investors would lacl
the confidence needed to enter financial transactions in the securities markets. They wol
refrain from dealing with securities intermediaries and, thus, from (directly or indirectly)
participating in modern, sophisticated financial markets.

This traditional justification for regulating financial services has recently been challenged
It has been argued that most market imperfections affecting the provision of financia
services are likewise characterizing a wide range of nonfinancial products and service
Nonetheless, as far as the markets for those goods are concerned, no conduct of busin
regulation has been enacted nor has any specific Authority been appointed to deal wi
economic problems faced by consumers. In addition, the “lemons” problem is potentially
affecting every market characterized by asymmetric information, but this does not neces
sarily imply that, under quality uncertainty, risk-averse consumers are driven out from sucl
markets'®
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The argument fails to the extent that it compares financial investment services to othe
goods significantly different as far as quality aspects, and related information problems, ar
concerned. In this respect, the economic literature divides products and services into thre
categories, on the basis of their salient quality attributes: narmebrchgoods,experience
goods anccredencegoodst® To be sure, the market for virtually any product or service is
affected by the problem of imperfect and asymmetric information. The real matter of conceri
is, however, the opportunity cost of gathering relevant information, as well as of acquiring
the necessary expertise, for a knowledgeable purchase decision to be based on such inf
mation. The above-mentioned distinction between goods addresses precisely this issue. T
information costs are relatively low for search goods, whereas they are always significantl
high—and might turn out to be actually unbearable—for credence dnes.

It is true—as Schwartz and Wilde demonstrated—that imperfect information does no
necessarily lead to market failut® Schwartz and Wilde’s argument relies on the role of the
marginal consumers in exerting an effective market constraint on the suppliers’ opportunisti
behavior. For the argument to work, a large enough group of individuals must exist at th
margin, who are informed as to both prices and quality characteristics of goods or service
available on the market. To the extent that such consumers knowledgeably shop around f
the price/quality combinations most suitable to their needs, that will give rise to a “pecuniary
externality” protecting the uninformed. The protection will arise from suppliers’ competition
for the marginal customers who are informed and base their purchase decisions on th
information. In such a scenario, notwithstanding the asymmetric information problem, the
market will still behave in a competitive fashion; and this will lead, in turn, to an efficient
outcome as far as the price/quality trade-off of goods and services sold is concerned.

According to Schwartz and Wilde, the marginal consumer argument is definitively
applicable to the markets where search goods are exchanged. The argument can be ea
extended to experience goods frequently purchased, since consumers “can quickly learn
aspects of quality before making further purchasés.”

However, when experience goods are infrequently purchased, the learning process wol
presumably take a significant amount of time before marginal consumers could knowledge
ably engage in comparison shopping; this would allow moral hazard and adverse selectic
in the meantime. Once one finally introduces credence goods, even in a repeated setting, |
learning process would be in theory indefinitely lengthy (and so practically useless), nc
matter what the frequency of purchase was. In this case, knowledgeable comparison shc
ping by marginal consumers is not likely to occur at all. Consequently—as the same
Schwartz and Wilde recognize—the marginal consumer argument “appears to say little abo
markets for experience goods [infrequently purchased],” and so even less about markets f
credence good¥

This actually seems to be the case as far as the provision of financial services t
unsophisticated investors is concerned. Only apparently financial services could be chare
terized as experience goods. More careful consideration, however, shows that the frequen
of purchase of investment advice or decisions from securities professionals is largel
irrelevant for the individual investor’s learning of the “true” quality of the services provided.
For this reason, whenever involving the provision of investment advice or decisions on tht
investor's behalf, financial services are to be considered credence goods.
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As a general matter, learning is extremely difficult with respect to investment activity, for
“feedback is neither unambiguous nor immedigteA&nd this is actually what distinguishes
the investment services context from others wherein different kinds of goods are exchange
through intermediaries or sales agents, even though under characteristic asymmetric infc
mation (such as, for instance, the real estate market, the automobile market, or the compu
market). Once one is dealing with securities investments, “even after the decision is mac
and financial results are announced, it is difficult to determine whether an unfavorabls
outcome was the result of bad luck, even though good advice was competently and hones:
rendered, or the result of incompetence or dishonegty.”

Problems of asymmetric information are intensified by the typical investatisnal
ignoranceas far as financial technicalities are concerned. Indeed, there is little doubt tha
investor's general lack of accurate financial knowledge is a rational choice. Individual
investors, normally lacking a background of financial studies, have only “a limited ability
and opportunity to acquire the necessary skills to enter into complex financial contracts an
to assess [relevant] informatioR> Realistically, they do not spend too much time and
resources to acquire such expertise, assuming that they have more profitable matters to d
with. The value of people’s time has increased over time, whereas financial skills necessa
for a knowledgeable investment decision have become extremely complex and, thus, costl
This one insight explains the role currently played by intermediaries in securities m&tkets.
On the other hand, once investors have decided to rely on professional advice or investme
decision-making, they do not feel the urge to become securities experts.

Indeed, the core relationship between securities professionals and the individual invest
is built upon the latter’s trust and reliance. Cognitive illusions, such as the one often referre
to as “herding,” play a significant role in overcoming the customer’s natural suspicion in
approaching the provider of financial investment serviceResidual doubts about the
securities professional’s credibility are easily deflected by invoking the apparent reputatio
of the firm. What investors do not immediately realize is that financial intermediaries’
concern with their reputation is not in itself sufficient to guarantee the good quality of
financial services. To the extent that financial institutions’ reputation is enhancing public
confidence in the market for financial services, investments in reputation are inevitably
characterized by a public good dimension, and related free-riding proBfdmaddition, the
securities firm’s employees are not naturally concerned with the market reputation of th
institution they are working for, and might rather be engaged in fostering their own private
interests>’ Finally, it may be preferable to exploit clients in the short run rather than
spending energy on building a reputation in the long run. There are both rational an
behavioral reasons that conspire against the investor’s prompt realization of overreaching |
the provider of bad advice or bad investment decisions. Therefore, cheating by the securiti
professional can (at least occasionally) turn out to be a rational strétegy.

The problem is that, once trust is established, the customer generally commits him/herse
to a long-term relationship with the financial intermediary. This leads, in turn, to the
subconscious tendency to justify in any case the initial choice of the securities professiona
people do not like to admit to having been wrong and prefer, rather, to bolster their origina
decisions. When the individual investor is confronted with fairly ambiguous investment
feedback, it is generally much easier for him or her to blame external circumstances (suc
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as timing, market influences, or chance), rather than the incompetence of the securitie
professional to whom he or she has deliberately decided to entrust his or her floney.
Therefore, in the investor's mind, knowledgeable realization of the unwise character o
financial intermediaries’ recommendations or investment decisions can be postponed almc
indefinitely. As a result, investor’s ability to learn from experience is constrained far beyond
what would be predictable on the basis of the traditional bounded rationality assumption.

This is no less true in the context of collective investment management services, such :
those provided by mutual funds. On the one hand, there is some empirically tested resistan
to fleeing from lower performing funds, for investors are unwilling to face the evidence that
they made a bad investmeiftYet, on the other hand, individual investors seem to pay
particular attention in choosing how to allocate their savings among most “successful
mutual funds. Seemingly, then, individual investors do learn from “experiencing” funds’ past
performance, and they actively seek for the funds that provide them with the best perfor
mance>* Unfortunately, however, the lesson investors ostensibly learn from experience i
wrong.

It may be that some fund managers are overall better than othefé Brd.ex ante
determination of which funds would be superior performers in the future is extremely
difficult, if not impossible. Past performance of mutual funds cannot systematically predict
future performance. Consequently, mutual funds rankings based on past performance ha
no value for the investing publi® Nevertheless, individual investors mostly rely upon such
rankings, provided by financial publications and advertisements, when making mutual fun
investment decisions. And, although a slight majority of them do read the prospectuses, the
is little evidence that they understand them properly. Notwithstanding the statement warnin
investors that “past performance does not predict future performance,” they tend to focu
their attention just on data relating to the fund’s historic performd@Ades a result, major
sources of information individual investors actually resort to are ultimately misleading. Their
activism in twisting their mutual fund holdings cannot, thus, be regarded as knowledgeabl
comparison shopping, for it is based on wrong beliefs. Truly, what investors suppose t
“learn” from financial press, analysts, and any other source of information about funds’ pas
performance is not even a good proxy of the quality of the management services provide

The market for financial services is then affected by information problems much more
severely than other markets where search or experience goods are exchanged. The gen
inability of individual, unsophisticated investors to ascertain the quality of financial services
supplied by intermediaries mainly depends on their (otherwise rational) lack of financial
expertise. Cognitive biases, particularly relevant within the context of financial markets anc
services, do the rest of the job in constraining investor’s ability to learn from experience. It
is true that that is actually what securities professionals tend to exploit most. Sales pitche
in the securities industry appeal just to the customer’s cognitive biases. This can take tf
form of fairly “manipulative” selling techniques, typically at the brokers’ level. They are
mostly perceived as being “part of the game” (“since customers lack the time and expertis
to appreciate product quality on their own, and need to be led to the right conclusion”), while
contemporaneously leading to higher sales voldmalternatively, within the context of
investment management services, the intermediary will choose to transmit rather appealin
but mostly misleading, signals of quality (such as timely activism in stock-picking and —
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allegedly related — short-term performance), thereby trying to maximize the expected inflov
of customers’ investmerif.

The described situation implies the inapplicability of the marginal consumer argument ir
the market for financial investment services supplied to individual investors. In this context
it is reasonable to believe that the number of knowledgeable and sophisticated customers
the margin, who would consciously shop around seeking for high-quality financial services
will never reach the significant amount necessary to exert an effective market discipline o
the suppliers’ behavior. The scarce likelihood of a spontaneous market self-correctin
mechanism is, thus, the ultimate reason why incomplete and asymmetric information cha
acterizing the provision of financial services to unsophisticated investors seems to lea
inevitably to market failure, in the absence of regulatory intervention. In this context,
conduct of business regulation is supposed to address potential conflicts of interest in tt
principal-agent relationship between securities professionals and their unsophisticated ct
tomers. By raising the quality standard of financial services provided by the securities
industry to individual investors, the same regulation is intended to overcome the “lemons
problem that would otherwise impair widespread participation in the securities markets.

3. Conduct of business rules in law and economics: the suitability doctrine and
the problem of churning

3.1. Introductory remarks

Intermediaries in the securities industry do provide different services to their customers
ranging from mere trading services (so-called “discount brokerage”) up to money manage
ment on a discretionary basis. Apart from the case wherein the investor expresses the spec
desire to buy a given security, investor decision-making, as regards investment in securitie
is generally dependent upon the intermediary’s advice. It has already been pointed out th
the sale of information generally underlies the provision of financial services. This is true
also in the case of discount brokerage, wherein the broker’s activity involves the “sale” of
professional information about trading opportunities available on the market. However
discount brokerage and, more generally, the provision of mere trading services which do n«
come together with investment advice fall mostly outside the scope of the present analysi
Here | focus on the provision of investment advice and/or decisions by securities profes
sionals, on whose basis investors enter and participate in the securities markets. Most rec
developments in e-commerce through the Internet show that a growing number of individue
investors feel that they do not need professional investment advice to enter financial market
“On-line” investors typically exhibit overconfidence in their trading skilf$ut this has (at
least apparently) very little to do with agency conflicts in the relationship between securitie:
professionals and their customers. These are, instead, the subject matter here.

In principle, particularly high standards of conduct are imposed on financial intermediarie:
dealing with individual investors, simply by virtue of the same intermediaries’ being in the
securities business. Special consideration is given by virtually all legal systems to th
informational disadvantage borne by unsophisticated investors dealing with firms providin
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financial services of any kind. In fact, from the legal point of view, investors purchasing these
services rely on the implicit representation that they “will be dealt with fairly and in
accordance with the standards of the profession.” Under US federal securities law, thi
enunciates the so-called “shingle theof.In hanging out its “shingle,” the financial
intermediary represents to its (actual and prospective) customers that they are dealing wi
a professional securities expert, who has both the information and the skills they are lacking
It follows from the theory that a financial intermediary is “under a special duty, in view of
its expert knowledge and proffered advice, not to take advantage [. .. ]” of its customers
lack of such expertis&’

The international conduct of business principles adopted by the I0$@€&rr(ational
Organization of Securities Commissi@raalogously declare that “in conducting its busi-
ness activity, [a financial intermediary] should act honestly and fairly [and] with due skill,
care and diligence in the best interests of its customers and the integrity of the nfaiket.”
same principles of honesty, fairness and diligence are characterizing conduct of busine
regulation in the countries of the European Unfdrisrom a functional perspective, such
principles are addressing the same economic problem underlying the development of t
“shingle theory” under US securities law: namely, informational asymmetry, related con-
cerns of moral hazard and adverse selection, and thus the general matter of the reliability
intermediaries’ advice underlying the provision of financial services to unsophisticatec
investors.

Indeed, from the legal point of view, the implicit representations approach underlying the
“shingle theory” has been criticized as an useless “fiction.” The same results could be mor
easily achieved by proscribing single acts qualifiable as unfair dealing “without going
through the gymnastics required by the shingle theory.” Surprisingly, however, such “gym-
nastics” (i.e., the legal reasoning on the implicit representations involved in the professione
supply of financial services) is not economically meaningtédadividual investor’s reli-
ance on financial intermediaries is actually based upon the belief that they will receive
professional advice and fair treatment by securities experts. Such confidence is supposed
be guaranteed by an appropriate conduct of business regulation. Otherwise, under the qual
uncertainty inevitably characterizing the provision of financial services, most risk-averse
investors would refrain from dealing with intermediaries and, then, from entering financial
transactions in the securities market.

3.2. The suitability doctrine

Virtually all conduct of business rules governing the relationship between securities
professionals and the individual investor can be derived from the general clause of fair an
honest dealing in accordance with the high standards of the profession implicitly represente
to the public of investors. In the US legal system, for instance, the shingle theory covers
wide variety of activities'® First of all, a securities professional implicitly represents the
professional knowledge of market conditions and securities characteristics in terms c
risk/return trade-off. Consequently, any investment advice or decision on investor's behal
must imply that an adequate investigation, on the basis of all information reasonably
ascertainable by a securities expert, has been made into the quality of the securities bei
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recommended or purchased, and that the selection of the investment is based on the findir
of that investigation. This is known as the “know-the-security” fifle.

Securities professionals must also fulfill a specific “know-your-customer” oblig&tion.
That is to say, they are supposed to inquire about their customers’ financial status ar
experience as well as about their investment objectives. Put together, the “know-the
security” and “know-your-customer” rules lead to the suitability requirement, which must
characterize the provision of financial services. In principle, “a suitable recommendatior
matches the investor’'s needs, assets and objectives to the appropriate securities.” In the i
of the “shingle theory,” the provision of financial services “also carries with it an implied
warranty that the securities [involved] are suitable for the individual custofiefrue,
individual investors’ reliance on the financial intermediary’s professional expertise is base
not simply on the latter’s better knowledge of securities and market conditions, but rather o
its superior ability to discover investment opportunities most suitable to its customers’ need:
From this perspective, formulation of the suitability doctrine on the basis of the theory of
implied representations is consistent with the economic theory.

The suitability requirement of financial services provided to individual investors plays a
central role in the system of conduct of business regulation. We already know that interme
diaries basically act as facilitators of individual investors’ participation in the financial
exchange. Intermediaries are therefore supposed to bridge the chasm between the investt
lack of financial expertise and the sheer number of extremely sophisticated investmet
opportunities available in the securities markets. In other words, intermediaries are suppos:
to match investors’ preferences with the market.

Unlike in economic theoretical models, however, individual investor's preferences are
very seldom expressed in terms of risk/return trade-off. This is not because investors are (|
should ever be regarded as being) not rational. They are, rasfienally ignorantas far as
the technicalities of financial theory and practice are concerned. The suitability rule thu:
places on the securities professional the positive duty to investigate, that is to interpret, i
unsophisticated customers’ preferences as to the risk/return combination that best suits th
financial needs. To the extent such preferences are correctly interpreted and according
brought to the securities markets, this would lead to consistent buy or sell transactions an
ultimately, to the efficient determination of securities prices.

The described virtuous mechanism strictly depends on the appropriate fulfillment of the
suitability requirement; which implies, firstly, the compliance with the “know-the-security”
and “know-your-customer” rules. Yet, above all, it involves a professional assessment of th
investor’s financial needs. On the grounds of economic theory of risk diversification, it has
been correctly pointed out that the suitability of any investment in securities should be
evaluated in the light of its contribution, in terms of both risk and expected return, to the
whole portfolio of assets held by the invesfdrin addition, investor’s risk attitude cannot
be determined separately from his or her preferences in terms of expected return from t
investment. That is to say, securities professionals must investigate the amount of return ea
customer demands for assuming any given level of risk, and behave accordingly. Cons
quently, any investment raising the investor’s overall portfolio risk should be regarded a:
unsuitable if not leading to a more than proportional increase in the expected returr
depending on the investor's degree of risk-aversion. Finally, transaction costs must also t
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taken into account. Potential benefits from varying an investor’s portfolio risk/return com-
bination must always be balanced against transaction costs incurred, for they could more th
offset the same benefits.

Clearly enough, there are some practical problems with such a strict requirement ©
professional assessment of the investor’s overall portfolio risk/return trade-off. It is very well
known that investors are mostly reluctant to provide intermediaries with the information
necessary to accurately assess their overall financial situation. Langevoort, then, recen
suggested a different approach to the suitability fflén his view, the rule should be
interpreted as a “meaningful risk disclosure requirement,” aimed at gaining the investor’
informed consent to the investment decisions or strategies either recommended or performe
on his or her behalf, by the securities professional. Although this approach was originally
developed to account for brokerage services, it can be easily extended to the provision of al
other service involving investment advice or decision by the securities professional. This i
quite obvious in the case of investment advisers. But it is equally true for portfolio manager:
and providers of collective investment management services, in so far as they are suppos
to make their investment decisions according to (and consistently with) overall strategies
which must be, in turn, suitable to their customers’ needs. Riskiness and expected returi
characterizing these strategies should, therefore, be made clear effectively to the individu
investor.

That is to say, in more general terms, that securities professionals should be required
disclose risk factors that are material in the light of their professional understanding of thei
customers’ needs and objectives. On the one hand, this solution is likely to overcome th
problem of investor’s reticence as regards his or her overall financial situation. At the very
least, the intermediaries would be bound to take into account the investor’'s financia
situation, needs, experience, and objectives they are actually (or should be reasonably) aw:
of. Yet, freedom to dismiss in practice the legal protection would be left to the individual
investor's choice. On the other hand, the proposed interpretation is likely to raise seriou
concerns about disclosure effectiveness. Enforcing a rule of informed consent is extreme
difficult, especially if one takes into account cognitive biases characterizing the relationshij
between securities professionals and their unsophisticated custbimers.

Investors’ risk sensitivity is likely to be significantly lessened in such a context. And this
is actually what the securities professional tends to exploit most. For it to be effective
therefore, disclosure of material risk factors under the suitability rule should be primarily
required in a way fitted for “captur[ing] the attention of the investor.” That is, it should be
requested in a way that appeals to the investor’s diligent evaluation of the investmer
riskiness rather than to his or her cognitive illusions. Sharp as it might appear, “[t{jhe messac
must be that there are also good reasooisto make [such an investment decision].” And
these reasons must be made at least as clear to the investor as any others suggesting
opportunity of the investment. It is true that, in this way, one is “in some sense asking the
seller to ‘unsell’ the investment® Yet, there would otherwise be very little chance to get
effectively informed consent from individual investors, given that both they and—even more
so—the intermediaries from whom they purchase financial investment services are incline
to take excessive risks; and, eventually, to trade too much and too often. This last remal
leads us to the discussion of the churning problem.
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3.3. The legal approach to churning

An important corollary of the suitability doctrine is the so-called “antichurning” rule. The
legal definition of churning is quite narrow. In the US judicial definition, churning is
“excessive trading in disregard of customer’s investment objectives for the purpose o
generating commission business.The proscribed conduct consists in the excessive trad-
ing, in order to generate extra brokerage commissions, for an account wherein a broke
dealer holds discretionary power or whose volume or frequency of transactions can b
influenced, anyway, by virtue of the (fiduciary) relationship with the customer. What level
of trading has to be considered “excessive” is clearly a matter of a case-to-case investigatio
The “excessive” character of a trading pattern can only be assessed in the light of th
individual investor’s financial situation, experience and investment objectives. That is, on th
basis of the same investor-specific information which are, in general, necessary for th
securities professional to evaluate the suitability of any given investment decision or advice

However, under current US securities law, churning is not always related to unsuitability
Churned accounts will often involve unsuitable investment decisions by the broker/dealel
but not necessarily s&. A different approach is adopted in European countries’ conduct of
business regulation. In this context, antichurning rules are basically derived from the gener
suitability requirements and they are not—in principle—restricted to brokerage. In the
provision of financial investment services of any kind, European intermediaries must refrai
from recommending or performing on their investors’ behalf transactions which are not
“suitable” in terms of size and/or frequentyExcessive size and unnecessary frequency of
transactions, in the light of the customer’s financial needs and objectives, qualify the typice
“churning” case.

In fact, from a functional perspective, the evaluation of size and frequency of
investor’s trading is still a matter of economic suitability of the financial services
provided by the intermediary. Rational investors do not like trading securities as such
Their utility functions are, in any case, concerned with risk/return combinations char-
acterizing any hypothetical investment decision. Not only investment preferences ar
depending on these utility functions. Indeed, so too are desired trading volume an
portfolio turnover. Or at least they should be, for they should ultimately relate to the
investor’s time horizon, liquidity needs, and inclination to undertake more risk in order
to earn abnormal profits.

In this latest respect, it may be that high trading volume and investment turnover are i
some instances induced by the investor’s “irrational exuberatforid actually self-biased
overconfidence, as well as other cognitive illusions, seems to provide a good explanation f
“on-line” traders activism, despite the adverse effects of such an activism on trading
profitability. But, in so far as it does not involve the broker’s or the investment adviser’s
responsibility, this is another story.Here, instead, one is focusing on investarsional
inclination to trade more or less frequently. Such inclination, in as far as it is ultimately basec
on the investor’s risk attitude and return expectations, cannot be clearly stated. Investor
rational lack of financial expertise prevents them from taking a knowledgeable decision ol
the trading pattern as well as on the kind of investments that best suit their investmer
objectives. They must therefore rely on the financial intermediaries’ professional advice an
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decision-making on their behalf, as far as both the objects and the amount of trading ai
concerned. Accordingly, from the economic standpoint, securities professionals are respo
sible for correctly interpreting their customers’ preferences also to the extent that they affec
frequency and volume of trading: the same preferences must be reflected by a consiste
trading behavior in the marketplace.

In legal terms, this corresponds to the prohibition of overtrading customers’ accounts
Antichurning rules have got, however, a too narrow scope of application compared to th
dimension of potential economic problems arising in the fiduciary relationship betweer
securities professionals and their unsophisticated customers. This principal-agent relatio
ship involves inherent conflicts of interest, especially as far as the amount of trading i
concerned. In the provision of financial services of any kind the intermediary has got the
incentive to boost trading even in disregard of its customers’ interests, for its compensatio
is anyway—sometimes directly, but more often indirectly—linked to transaction volume. This
is obvious in the case of the broker/dealer, whose remuneration is contingent to transactic
volume. But it is no less true as far as investment advisers, asset managers, and even mult
funds are concerned.

It has been demonstrated that the agency conflict between mutual fund investors and tl
investment company provides the latter with the incentive to manipulate the level of risk of
the fund, depending on the same fund’'s year-to-date return, in order to maximize th
expected inflow of investment (and thereby the overall fund’s management compenation).
This leads to a trading activity that is not aimed at maximizing the portfolio risk-adjusted
return (what would be in the investors’ best interest), but rather at taking the chance o
increasing the fund’s year-end return. This is something which actual and potential investot
are mostly attentive (and reactive) to, while paying little attention (if any at all) to eventually
wasteful trading expenses, as long as they are offset by the overall fund’s performance. Mo
generally, subsequent discussion is going to show that portfolio managers, as well &
investment advisers, are inclined to signal their superior informed status through randor
activism in, respectively, either turning-over assets under management or making recon
mendations.

This incentive compatibility problem is not correctly addressed by regulation. Under
U. S. securities law, for instance, a finding of churning is necessarily subordinated to th
specific purpose of the broker/dealer to generate extra commission business. In Weste
European countries such a constraint is not indeed applicable to the idea of “unsuitable
frequency and size of trading. In this context, the prohibition of churning is, in abstract
terms, applicable not only to brokerage but also to the provision of advisory and portfolio
management services. Excessive size and unnecessary frequency of trading is th
supposed to be assessed objectively, on the basis of the investor’s financial situatio
experience, and investment objectives, regardless of the intermediaries’ actual incenti\
to engage in the fraudulent conduct. Such an incentive is, however, extremely importar
for understanding the intermediary’s behavior and, consequently, in what circumstance
churning is more likely to occur. As will be made clear in the following discussion, both
approaches are not entirely consistent with the economic phenomenon they should |
intended to discipline.
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3.4. Churning as noise trading: positive analysis

In recent financial literature the term “churning” has been used in a much broader meanin
than in the legal language. It is intended to track down observed trading in securities marke
“which is not motivated by an informational advantage nor by ‘genuine’ motives such as
hedging, portfolio rebalancing, or liquidity needs.” In this sense, churning is pure “noise”
trade>’

From the time John Maynard Keynes likened stock markets to casinos “there is
long-standing debate concerning whether prices and trading volumes in securities marke
reflect fundamentals or ‘animal spirits>® Nowadays, such a debate takes the form of
differing interpretations of noise trade. Noise trade has been introduced by Grossman ar
Stiglitz as a random error in the stock market demand in order to allow privately or
professionally informed traders to profit by trading on their informafdiNoise (unin-
formed) traders lose money to informed traders, who would otherwise lack the incentive t
collect information. In Grossman and Stiglitz's view, this process is necessary for marke
efficiency. “It is only because uninformed traders cannot im@fiéinformation from price
movements—that is, because prices are ‘noisy’—that informed traders enjoy a return on the
information up to the point at which further trading moves prices beyond the noise thresh
old.”®° At that point market price will contain the full information, and the latter will be
definitively “used up.” However, the possibility of profitable informed trading will again
induce people to look for new information, for it to be gradually impounded in new prices,
and so on. Consequently, securities markets are inevitably characterized by an “equilibriul
degree of disequilibrium®®

Grossman and Stiglitz did not model the origin of noise trade, so different interpretations
have arisen in this regard. Noise trading could be explained in terms of rational agents
behavior justified by liquidity or hedging motives; and this is consistent with the rational
expectations hypothesié Alternatively, it can be interpreted as the irrational behavior of a
subset of investors who do not have rational expectations with respect to the expected retur
on risky assets, but rather tend to confuse noise—that is, by definition, any data which is nc
information—with informatiorf>

Empirical evidence on US securities markets shows that trading turnover (volume o
exchanges as a fraction of total market value) is inexplicably high. In current financial
literature this has led to the general suspicion that the level of trading volume observed |
excessive and could result as being inefficient, for it raises market price volatility and
involves wasteful transaction costs. It actually seems “difficult to explain the level of trading
activity purely on the basis of ‘rational’ motives for trade. [. .. ] Hence the appeal of the
‘irrational’ point of view.”®4

Noise trader (i.e., the “irrational expectations”) approach to the matter is extremely
interesting, as well as highly criticized in financial literature. Traditional financial economics
is reluctant to assign any role to noise traders in studying asset prices behavior. In tr
classical view, sophisticated arbitrageurs would always trade against irrational, uninforme
(i.e., “noisy”) investors and drive prices close to fundamental values. As a result, noise
traders are inevitably going to “buy high and sell low,” losing money to informed investors,
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and they will sooner or later be driven out of the markeNevertheless, “the idea that
financial prices are noisy and do deviate from fundamentals is now commonly acc&pted.”

Two major points have been made by noise trading thedtiskse first is that investors’
sentiments matter: many shifts in investors’ demand for securities are, in fact, not completel
rational®® Secondly, arbitrage is seriously constrained by professionally informed traders
bearing not only fundamental risk, but also “noise trader risk” (i.e., the risk that stocks which
are mispriced now may be even more mispriced in the future). This depends on thi
arbitrageurs having, in practice, a finite horizon. Securities professionals (both firms an
individuals), especially if they supply investment management services, are evaluated c
their short-term performance. As a result, instead of trading against irrational investors
misbeliefs (as traditional financial theory would predict), it may be profitable for them to
“jump on the bandwagon” and so contribute to the movement of prices away from funda:
mentals. One day arbitrageurs will be likely to reverse their trading, make their profits, anc
thus help prices to return to fundamentals; but much later on, allowewis feeding)
noisy prices in the meantime. A similar role is played by imitation and “herding” among
individual investors.

Noise trading is, therefore, important to accurately understand finance and cannot &
easily dismissed as an ultimately irrelevant anomaly in terms of the asset price determinatio
Whether, however, noise traders can systematically affect prices in the long run is anothe
question. Noise traders—it is argued—are likely to be exposed to a “truly extravagant leve
of risk.”®° To the extent that risk-taking is rewarded in the market, this would lead to higher
expected returns; which, however, comes together with a much greater variance of suc
returns. As a result, “[n]oise traders might end up very rich with a trivial probability, and
poor almost for sure. Almost for sure, then, they fail to affect demand in the long’fun.”
Most advocates of the importance of noise traders for the determination of asset prices g
out of the impasse by assuming a “permanent outside source of noise trddeeslbng et
al. have tried to deal with noise trader performance over time, but they have been unable
demonstrate their survival when they do affect prices in the longd7un.an alternative
model where noise traders survive over time, they cannot affect long-term asset prices in
nontrivial way/® Finally, a recent study challenged De Long et al.’s fundamental proposi-
tions, and demonstrated that multiple noisy equilibria always coexists with the “classical’
one, where assets are efficiently pricéd.

The evidence concerning noise trading effects on asset pricing efficiency is therefore fe
from conclusive. My opinion is, then, that the basic insight of Grossman and Stiglitz still
holds. Noise trading has to be regarded alsaquilibrium phenomenonithin the context
of the virtuous, and presumably robusindencyof securities prices to reach their (otherwise
unattainable) informationally efficient values. However, further investigation of the origins
and causes of noise trading is needed to assess whether this phenomenon is actus
necessary (or simply inevitable, and if so, to what extent) in the mechanism of marke
efficiency; or whether it is, rather, adversely affecting the efficient functioning of financial
markets. One thing is certain: the “irrational” approach to noise trading does not seem t
provide us with any clear-cut answer to this question.

“Law and Economics” scholarship has been recently involved in the matter. In a provoc:
ative article, Lynn A. Stout—recalling and updating the Keynesian approach—comparec
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stock markets to “costly casino$® Her “heterogeneous expectations” model explains
excessive trading as a consequence of the invegttiohal behavior, justified by disagree-
ment on expectations. Overtrading phenomena are then likely to be exacerbated by indivi
ual investors’ operating through financial intermediaries, who have generally a specifi
economic incentive to encourage tradifig.

In replying to Lynn Stout’s arguments, Mahoney correctly pointed out that her model of
heterogeneous expectations postulates irrational, rather than rational, investor behavior.
this respect, it is comparable with the traditional noise trader theory, based on misinterpre
tation of noise as valuable information. Mahoney then suggested an alternative explanatic
of noise trading, based on the agency problem characterizing the relationship betwee
financial intermediaries and their customers. “Most investment takes place through interme
diaries such as brokers, banks, and mutual funds.” Their compensation is ultimately relate
to the amount of trading they generate. This, in turn, creates a potential conflict between tt
intermediaries’ and the investors’ interests. As a result, excessive volume of trading observe
in securities markets, and thus “churning” in the broad economic sense, could typicall
originate from “conflicts of interest between investors and intermediaries whose compens:
tion is linked to transaction volumée®

From a slightly different perspective, similar conclusions have been drawn in a subset c
the financial literature relating to the problem of noise trading. All of these contributions
focus on the role of financial intermediaries providing asset management services. Accordir
to Trueman, the asset manager typically tends to engage in noise trading in order to provic
a positive signal about his or her ability to collect private information concerning current and
potential investment§’ Allen and Gorton have likewise demonstrated that, when there is
asymmetric information between investors and the portfolio manager, the latter has a
incentive to “churn.®° “[B]ad portfolio managers strictly prefer to speculate in this sense.
[. . . JIf they lose the money entrusted to them, they obtain nothing no matter how badly they
do. If they do well they keep a proportion of what they maRe.”

Allen and Gorton’s underlying assumption on portfolio managers’ compensation corre-
sponds to the typical incentive fee structure. This assumption can be easily relaxed. Deve
oping a more general model, Dow and Gorton have argued that a significant amount of nois
trading observed in securities markets arises from “a [structural] contracting problem be
tween professional traders and their clients or employ&r#n’this principal-agent relation
there is a major difficulty in writing incentive compatible contracts, as far as both amount anc
motives for trading are concerned. Indeed, portfolio managers engaged in producing info
mation do not always discover profitable trading opportunities. In such cases, the optimze
decision would be “inactivity,” that is not trading. However, it is extremely difficult, if not
impossible, for the delegated portfolio manager to convince his or her clients or employer
that inactivity was actually his or her best strategy; for the same clients/employers cannc
distinguish “actively doing nothing” from “simply doing nothing.” In this context, lacking
information as to new profitable opportunities, the portfolio manager will choose to trade
anyway; he or she may thus “engageeanteunprofitable trades which have some chance
of being profitableex post’®® This is what economists call “uninformed” or “noise” trade.

It corresponds also to the most economically sound notion of churning.
The proposed explanation does not necessarily require asset management to be rewar
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through incentive fee compensation schemes. It is also consistent with the fact that typic:
portfolio management contracts pay a fixed percentage of funds under management. In t
repeated context, in fact, fund managers who do nothing are likely to be fired. In this sens
there is never a reward for (even “actively”) doing nothing. In addition, Dow and Gorton’s
approach can be extended—at least intuitively—to any other kind of financial intermedia:
tion, for they all involve the direct or indirect sale of informati®h.

In the direct sale of information setting, Dow and Gorton argued that it would be
extremely easy for the seller to provide the investor with a random recommendation, whicl
may turn out to be profitable. This is simply because the seller has nothing to lose
Introducing the effect of reputation in a repeated setting, the conclusion might be slightly
different but still—as it has been already shown in the foregoing discussion—not sufficien
to guarantee the reliability of the information provided, without regulatory intervention. This
is clearly affecting the amount of trading in securities markets. It is, in fact, no surprise tha
financial intermediaries invariably advise trading, for this is the only way to signal to
investors their being professionally informed. Likewise in the case of money managemen
professional sellers of information who, notwithstanding their efforts in finding mispriced
securities, do not uncover any profitable trading opportunity, have got the incentive to advis
trading anyway; for “not trading” advice would be ultimately perceived as lack of informa-
tion and, thus, of professional expertise.

3.5. The problem of churning revised: normative implications

The outlined explanation of financial intermediaries’ general (and rational!) incentive to
overtrade is clearly much broader than the basic idea underlying the legal notion of churnin
commonly adopted. One has intentionally neglected the obvious incentive to “churn” relating
to compensation schemes directly contingent to the amount of trading, since this woul
confine the scope of the analysis to the direct or indirect provision of brokerage services
which is actually the mainstream legal approach to the problem of churning. In the approac
suggested here, on the contrary, the dimension of potential conflicts of interest betwee
intermediaries and their customers is definitively more extensive as far as the amount
trading is concerned.

Not only the broker/dealer's remuneration, but also any other securities professional’
service compensation is ultimately related to the transaction volume. It has been shown to |
so in the cases of both portfolio management and advisory services, whose compensation |
apparently no connection to trading volume. Activism in advising or performing investment
decisions on the investor's behalf is generally used as a signaling device of the securitie
professional superior informed status, thereby feeding an otherwise illusory investor’
perception of the intermediary’s competence in dealing with securities markets. Eventuall
(even though by mere chance) such an activism can also lead to superior short-ter
performance, which in turn leads, at least in the case of mutual funds, to the maximizatio
of the expected inflow of investment, provided individual investors focus on fund’s short-
term performance when making mutual fund investment decisions. Whereas it has bee
shown that superior performance does not persist in the long run, there is actually sorr
evidence that “funds that have higher turnover also tend to have better performance [in tr
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short run], suggesting that managers generate enough returns to offset turnover-relat
expenses® Otherwise plainly wasteful transaction costs (as well as inappropriate risk-
taking) are therefore justified by the asset managers’ incentive to hopefully increase th
inflow of investment (and so their compensation), but they are not consistent with the pursu
of individual investors’ best interest. Such kinds of agency problems, giving rise to potentia
overtrading phenomena, seem, in fact, not adequately addressed by regulation.

From the economic standpoint, however, the agency approach provides a quite convincir
explanation of seemingly irrational investors’ behavior, giving rise to noise trade. That is
(following Mahoney), “a plausible explanation of why investors, even those who do not
otherwise appear infused with the gambling spirit, behave as if they were:”

“Casual empiricism suggests that many investors do not think they are smarter than the rest
of the market. On the contrary, they are afraid that they are not as smart as the rest of the
market, and, as a result, they rely more heavily on ‘expert’ intermediaries, such as their
brokers, than the facts would warrant. [. . . ] Small investors may pay [intermediaries’] fees
for worthless portfolio turnover or advice not because they have reached a considerable
judgment that an active trading strategy can beat a buy-and-hold strategy, but rather because
they have not even recognized that this is an important question.”

This basic insight is also consistent with empirical evidence, in so far as it shows &
significant correlation between high trading volume (and thus, presumably, the level of nois
trading) and institutional presence in the market. Recent studies indicate “an empirical linl
between turnover and agency problems, as proxied by the fraction of the market controlle
by institutions and intermediarie§”

Besides the agency explanation proposed here there still remains, nonetheless, some sc
for the “irrational expectations” approach to noise trading. But that must be necessarily
confined to the domain of individual investors’ self-confidence, wherein the same investor:
engage in securities trading on their own, without resorting to advisory or investment
management services provided by securities professionals. In most recent studies, individt
investors’ overconfidence hypothesis has been empirically tested on a limited data se
namely on the trading activity of discount brokerage customers, wherein the same “tradin
is not complicated by agency relationshfff.To this extent, such work is complementary to
the present one, which just focuses on agency problems between securities professionals «
their customers in explaining the origins of noise trade.

From a slightly different perspective, it might be argued that also securities professional
(i.e., individuals working for securities firms) tend to be overconfident and to have therefore
“irrational expectations.” But | would claim, in this case, that regulation should never allow
professional advice or decisions on investor’s behalf to be provided on such a basis. On tt
other hand, potential agency conflicts should deserve more attention even in some instanc
of discount brokerage services, such as the particularly fashionable “on-line trading.” In thit
specific context, the same theorists of investor’s irrational exuberance pointed out the
on-line brokers do encourage investors to trade speculatively and often, by reinforcing the
cognitive biases and overconfidence, as well as creating unrealistic expectawonbsthis
is ultimately consistent with foregoing observations concerning the general tendency ¢
securities professionals to exploit their customers’ cognitive illusions.
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No matter what its origins, noise trading’s effects on market efficiency are and remair
controversial. In principle, as Grossman and Stiglitz demonstrated, the securities mark
would actually fail to exist without noise trade. This may lead to the suggestive conclusior
that “noise trade, by making the market more liquid, can benefit everyone.” In this perspec
tive, Dow and Gorton provide an example in which noise trading, or churning by portfolio
managers, is Pareto-improvifgMarket liquidity, in effect, is a public good. Noise trading
is actually necessary to the market's operation, to the extent that it increases such liquidit
while contemporaneously providing information producers with the incentive to collect
information to be impounded in efficient prices. Yet, noise trading has also potentially
adverse effects on aggregate welfare. For instance, De Long et al. argued that, to the exte
that noise trading makes returns on assets more risky, it could reduce physical investmel
the overall impact would be, then, dependent on the magnitude of Hoee has already
seen, however, that the alleged excess volatility of asset prices in the long run is controve
sial, provided there is still no clear-cut evidence that noise do affect securities pricing ove
long periods of time.

To be sure, the real matter of concern is notelestencebut thelevel of noise trading.
There must be a point in which liquidity benefits from noise trading are offset by the total
amount of wasteful transaction costs incurred by investors trading on noise. However, sinc
economic models have not yet been developed to explain trading volume on the basis of tf
alternative motives to trade, the actual level of noise trade, and so its optimal amount in th
presence of transaction costs, results as being ultimately unassé€$sable.

Normative conclusions with regard to the problem of churning, as agency-dependent nois
trading, are consequently quite difficult to draw. From the “law and economics” perspective
the first step to take should be the adoption of a legal interpretation of antichurning rule:
conceptually closer to the underlying economic phenomenon which they are intended t
regulate. In other words, one should stop considering churning as necessarily (or even ju
typically) aimed at generating extra brokerage commissions. On the other hand, the regulat
should investigate more carefully each intermediary’s economic incentives to overtrade il
assessing the fulfillment of “suitability” requirements with regard to the size and frequency
of transactions performed on investors’ behalf.

Noise trading cannot be prohibited as such. The first-best solution would be to proscrib
excessive production of noise trade above the optimal amount, for it leads to the inefficier
increase of transaction costs. Provided, however, the optimal amount of noise trading cann
be determined, different solutions to the churning problem must be identified. It has bee
acutely suggested that the regulatory system should focus more “on the alignment of tr
interests of financial intermediaries with those of their custom&tdii the absence of
first-best guidelines, drastic policy conclusion should be—in principle—avoitiBdmary
reliance on investors’ preferences on risk/return trade-off, as affecting their own optima
level of active trading, could be instead a viable solution. We already know that suck
preferences can be revealed only through the filter of intermediaries’ financial expertise. |
this perspective, the regulatory goal would be—once again—to ensure genuine and unbias
interpretation of such preferences by securities professionals.

However, the preferences at issue are likely to be understated in the investor's demand f
financial services. Under current regulatory systems this places on intermediaries a speci
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duty to investigate and to interpret their customers’ financial needs and objectives, as well ¢
the obligation to always have an adequate and reasonable basis for providing them with al
financial service concerning the investment in securities. In economic terms, this means th
any trading decision or advice rendered by the intermediary must be consistent with both
knowledgeable assessment of investor's preferences, as to his or her overall portfol
risk/return trade-off, and the professional definition of compatible investment strategies (anc
thus, trading patterns) on the investor’s behalf.

Some patrticular features characterizing the regulation of asset management services se
to be consistent with the approach outlined above. In this regard, for instance, Italial
regulation states that any trading decision made by the portfolio manager must be consiste
with general investment strategies previously delineataking into account all available
information relating to the investdr. That is to say:

a) trading by portfolio managers must be based on general investment strategies defin
ex ante,so it cannot be randomly justified;

b) the same trading must be, in any case, suitable (also as far as the size and frequer
of transactions are concerned) to the investor’s financial situation and investmen
objectives.

This kind of regulation is obviously not aimed at eliminating noise trading by portfolio
managers. Trading on the erroneous belief that noise is information would be allowec
anyway, provided that such trading is consistent with “general investment strategies prev
ously delineated,” as well as suitable to the investor’s financial needs and objectives
Requiring theex antedefinition of investment strategies on whose basis the intermediary is
supposed to devise consistent trading patterns is likely, however, to exert a reasonak
constraint on the asset managers’ incentive to “churn,” in order to signal a superior informe:
status that he or she may not actually possess.

Investors’ learning process will presumably do the rest in correcting the allegedly “ex-
cessive” amount of noise trading. One would expect that, over time, investors will be in the
position to evaluate, if not the consistency, at least the profitability of the investment
strategies and objectives devised by the intermediaries, just by comparing them with th
results obtained in practice. Actual consistency of trading patterns with the general strategi
should be ensured by the efficient enforcement of the rule. Regulation should thus provid
investors with a simplified evaluation context, wherein they are supposed to assess tt
quality of the intermediary’s service depending on whether the underlying, predevise
strategies turned out to be profitable in practice. A disclosure rule, aimed at gaining
individual investors’ informed consent concerning the strategies at issue, would be therefol
extremely helpful. And, in fact, one such rule should otherwise follow from the previously
suggested interpretation of the suitability doctrine.

Correspondingly, high quality providers of investment management services (but the sarr
would be true for financial services in general) will learn, sooner or later, “how to send
credible signals of their quality that help consumers overcome the high cost of informa:
tion.”°® We do not know whether such virtuous process would ever take place and, if so, hov
long it would take. The ultimate response as to the optimal distribution of trading betweer
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“informed” and “uninformed” (i.e., “noisy”) transactions must be left, in any case, to the
market.

The last point has, indeed, quite a more general purport. Recalling Schwartz and Wilde’
discussion on the role of the marginal consumers in enhancing market efficiency, even whe
experience goods infrequently purchased are dealt ith:

“[Competitive] equilibria are likely to be largely functions of the ratio of knowledgeable
consumers to total consumers in a market; probably an appropriate way for the state to
facilitate their occurrence is to reduce the costs of comparison shopping.”

Although the provision of financial services characteristically involves the supply of cre-
dence goods, | actually believe this basic insight should guide both economic and legzs
policymakers in drawing an efficient system of conduct of business regulation of the securit
industry. Regulatory intervention should be, therefore, primarily concerned with restoring
market ability to self-correct its imperfections and potential failures. With specific regard to
the problem of churning, this proposition involves the provision of legal rules aimed at
focusing investors’ attention on reliable signals of the quality of financial services, as well
as of underlying professional information and expertise, thereby leading to the restriction o
(agency-based) noise trade to the optimal amount needed for the efficient operation
securities markets. And this, for instance, has been shown to be the case as faxastee
determination, and a meaningful disclosure, of investment strategies adopted by portfoli
managers are concerned.

4. Conclusion

Economic theory of financial intermediation shows the crucial role played by intermedi-
aries in the mechanisms of securities market efficiency. Individual, unsophisticated investol
participate in the financial exchange taking place in the securities market through the servic
provided by financial intermediaries. However, the provision of such services is affected b
a structural problem of asymmetric information and related concerns of moral hazard an
adverse selection. Individual investors are, in fact, “rationally ignorant” in that they lack the
information and the financial expertise necessary to engage in a knowledgeable evaluation
the quality of the services provided by intermediaries. Should it be a rational choice for the
investor to spend time and effort in acquiring that information and expertise, he or she woul
not even need to rely so much on the intermediaries’ services to perform his or he
investment decisions; he or she would, rather, become a securities expert him/herself.

Provided investors, in general, are not—and should rationally not strive to become—
securities experts, the information reliability problem and related quality uncertainty of the
services rendered by intermediaries to their customers will give rise to a serious concern ¢
market failure. Recalling the characteristic distinction of goods and services on the basis
their salient quality attributes, one has shown that the provision of financial services typicall
embodies credence good characteristics, whose quality is not ascertainable at a reasone
cost even after a process of repeated purchase. This is likely to impair market spontaneo
self-correcting mechanisms, such as the indirect protection of uninformed customers by
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significant amount of comparison shopping consumers at the margin (the Schwartz ar
Wilde’s famous argument), as well as the suppliers’ attempts to signal high-quality service
by investing in reputation. Without regulatory intervention, the market for financial services
would be presumably characterized by “lemons” equilibria where only low-quality services
and unreliable information, as to investment opportunities, are available to the public o
investors. Most risk-averse individuals would, therefore, refrain from dealing with securities
professionals and, thus, from entering the financial exchange in the securities markets.

A system of conduct of business regulation disciplining financial intermediaries’ behavior
in the securities industry is therefore needed to ensure the reliability of the information tha
securities professionals are supposed to provide, thereby guaranteeing the soundness of
investment advice on whose basis investors enter and—directly or indirectly—participate il
the securities markets. In this field, the “law and economics” approach provides some usefl
insights for the interpretation of legal rules, by making such interpretation more attentive tc
the economic problems and related concerns of market failure the same rules should |
intended to cope with. In the present article, | have attempted to apply this approach to th
analysis of two major rules of conduct disciplining the provision of financial services: the
“suitability” rule and the “antichurning” rule.

Results of the economic analysis are quite suggestive, at least as far as the notion
churning is concerned. One can argue, on economic grounds, that churning by financi
intermediaries is relating to one of the most puzzling issues under discussion in financie
economics: the problem of allegedly excessive “noise trading.” Normative conclusions or
this specific matter suggest a more general approach to the conduct of business regulati
This regulation should be, in the first place, aimed at stimulating market self-correcting
mechanisms, by developing a legal framework wherein reliable signals of the overall qualit)
of the services provided by securities professionals can be easily sent to the public ¢
investors and, of course, understood by them. Market forces’ “invisible hand” would then dc
the rest of the job.
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94. As a general matter, one should be suspicious of a “regime in which a confiden
law-and-economics approach is used to interfere with consumer choice by policing
claims of investment advisers and brokers.” That would be—for instance—prohibit-
ing intermediaries from engaging in particular trading strategies, or limiting the
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Puzzling Intermediaries,” 70 Va. L. Rev. 645, 656—657 (1995).
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96. P. G. Mahoneysupranote 23, at 744.

97. A. Schwartz & L. Wildesupranote 18, at 662.
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