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PREFACE AND ACKNOWLEDGMENTS

This book is concerned with the protection of retail or household investors.
The retail markets can be something of a Cinderella in financial market
regulation. The regulatory challenges can be humdrum but intractable, the
retail constituency quiescent and unhelpful to the beleaguered regulator,
and the empirical and analytical pyrotechnics of law and finance and of
law and economics, typically applied to financial market regulation, often
overlook this area; behavioural finance is, however, now taking up some
of the empirical heavy lifting. But, as governments withdraw from welfare
provision and promote stronger long-term household saving, the retail
markets have become of central importance; to borrow a phrase from law
and finance, they ‘matter’. So does investor protection regulation and how
it is developed and designed.

This book accordingly addresses three questions. Who is the retail
investor (chapter 1)? Why should that investor be protected (chapter 2)?
How should protection be designed (chapters 3—8)? It considers whether
investors are best characterized as empowered, irrational or trusting, and
considers the implications for regulatory design. Its case study is the mas-
sive EC harmonized regulatory regime for Member States’ retail invest-
ment markets which provides a rich case study of investor protection law
‘on the books’. But effective retail market protection depends heavily on
‘law in action’, which remains largely the preserve of the Member States.
The book’s main case study for domestic ‘law in action’ is the UK and, in
particular, the retail market activities of the Financial Services Authority.

A note on the European terminology used is necessary. The book is
largely concerned with the internal market aspect of the European Union
and so generally refers to the European Community, the EC and the EC
Treaty. At the time of writing, the Lisbon Treaty had not been ratified by all
the Member States. If the Treaty comes into force, the relevant EC Treaty
provisions will not change in substance, but will be incorporated into the
new Treaty on the Functioning of the European Union, and references to
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the EC or European Community in this book should be read as references
to the EU or European Union.

This book entered its final stages against the backdrop of the financial
crisis. In the maelstrom, as regulatory and governmental attention focused
on safety and stabilization, retail investor interests have been largely over-
shadowed. Household wealth has, however, been destroyed, investor trust
has been badly shaken and the policy drive to encourage stronger market-
based saving seems quixotic, at least at first glance. Nonetheless, as this
book argues, the difficult task of designing an effective investor protec-
tion system and of supporting household engagement with the markets
must go on. Much greater evidence is needed on how investors think
and behave (chapter 2). Hard questions concerning the degree to which
investors should be allowed to access more complex products must be
answered, particularly given the losses related to structured products over
the crisis (chapter 3). Disclosure, the great panacea of modern investor
protection, seems all the more a troublesome device (chapter 5). As dis-
cussed in chapter 7, the voice of the retail investor, however ill-informed
and erratic that voice may be, has been largely absent from the policy
debate on the crisis. This must change.

The book aims to state the law and major policy developments as at
31 May 2009 although it has been possible to make some very brief refer-
ences to subsequent major developments. A number of these are reveal-
ing as to the direction of the policy debate on retail investor protection.
Most notably, perhaps, the Obama Administration’s blueprint for regu-
latory reform (Department of the Treasury, Financial Regulatory Reform
(2009)), which took as a key objective the protection of consumers and
investors from financial abuse, includes significant institutional reform in
the form of a new Consumer Financial Protection Agency which will share
responsibility with the Securities and Exchange Commission for protect-
ing consumers of financial services. From an EC perspective, much can
be learned from the emphasis being placed on the Agency’s gathering of
‘actual data about how people make financial decisions’ Otherwise, there
is dishearteningly little evidence of any attempts to gather meaningful data
on how household investors reacted to the crisis; the European Commis-
sion’s 2009 Eurobarometer survey on the crisis was limited to a survey
of reaction to the EU’s general efforts (Standard Eurobarometer (EB 71),
Europeans and the Economic Crisis (2009)).

Institutional reform has also been a major theme of the EC response
to the crisis, although here the retail interest was not the driving factor
(chapter 7). The Commission’s September 2009 proposals for a European
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System of Financial Supervisors and, in particular, for a central European
Securities and Markets Authority (which followed the Commission’s May
2009 Communication on supervision and the agenda-setting de Larosiere
Report) promise much for better pan-EC prudential supervision. But the
impact on retail market law-making is not yet clear, although the pro-
posed Authority will have the power to adopt binding technical standards
(endorsed by the Commission). Some efforts are, however, being made
to engage the retail sector with the Authority’s work through enhanced
consultation procedures (via a Stakeholders Group). The proposed Joint
Committee of European Supervisory Authorities may also lead to better
cross-sectoral law-making, although institutional segmentation between
the banking, insurance/pensions and securities sectors persists in the new
model. The initial failure to engage with the retail sector during the impor-
tant de Larosiere discussions remains disheartening (chapter 7). The crisis
has, however, galvanized FIN-USE, the EC’s forum for the consumer inter-
est in financial services, to produce a number of papers, significant by their
very adoption, on the crisis (including FIN-USE, The Future of Financial
Services Supervision (2009)). Otherwise, and perhaps reassuringly given
persistent governance and evidence-gathering weaknesses, there was little
in the way of knee-jerk reaction, with the 2009 Commission Commu-
nication on the treatment of substitute investment products emerging
from a discussion which pre-dated the crisis, although the crisis may have
encouraged the Commission to adopt what is a relatively radical reform
agenda.

Similarly, in the UK, prudential and stability matters have been to the
fore, although the FSA did proceed with the next stage of its massive
Retail Distribution Review in June 2009, presenting specific reform pro-
posals designed to address persistent and entrenched conflicts of interest
in the commission-based UK investment advice and product distribution
industry (Consultation Paper 09/18). The proposals broadly reflect the
FSA’s final thinking on the Review in 2008 (chapter 4). Investment advice
concerning a broad range of substitute ‘retail investment products’ will be
segmented into ‘independent advice’ and ‘restricted advice’. ‘Independent
advice’ must be unbiased, unrestricted and based on a comprehensive
and fair analysis of the relevant investment product market. Advice must
otherwise be labelled as ‘restricted’, including where a firm advises only
on proprietary products. A new adviser charging model will apply to all
investment advice; the current commission-based system will be prohib-

ited. A new professional standards regime for all investment advice will
also be adopted.
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Overall, however, there is little evidence of a policy concern, post-crisis,
to rethink how investor protection is delivered. The dominant assumptions
concerning investor empowerment, investor competence and the investor’s
carrying of market risk remain in place.

The completion of this book was supported by a Research Leave Award
from the Arts and Humanities Research Council which I very grate-
fully acknowledge. Cambridge University Press, in particular Kim Hughes
and Daniel Dunlavey, oversaw the book’s production with great cour-
tesy and efficiency. 1 would also like to thank the many people from
whose work I have learned; in particular, I owe a great deal to Profes-
sors Eilis Ferran, Guido Ferrarini, Klaus Hopt, Howell Jackson, Donald
Langevoort, Stephen Weatherill and Eddy Wymeersch, whose scholarship
has inspired me.

My greatest inspiration is my wonderful husband, Iain. This book is
dedicated to him.

Niamh Moloney
1 October 2009
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