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It’s stockbroking but not as we know it
We deal in stock and a dale
forms solid ground between
two hills – in our case investors
and companies

In 2015 we fundamentally altered the structure and approach of our
business in response to cumulative and long-running changes in the
environment in which we operate. To mark this change, we are today
renaming our business from Westhouse Securities to Stockdale Securities.

Stockdale

Insurance

The broking landscape
Regulatory and market pressures have undermined the traditional UK broking model
where recurring income (secondary commissions, normal trading profits and corporate
retainers) broadly cover fixed costs, and deal fees put the icing on the cake. Since the
Global Financial Crisis (GFC) secondary commissions in particular have been under
intense pressure, especially for small-cap brokers. It seems likely that the AIM
commission pot has shrunk by c.75% from its 2007 peak. There has been consolidation
and failure, but in a capital-light industry with low barriers to entry capacity remains
stubbornly high.

Regulatory forces
Capacity pressures have been compounded by a wave of regulatory forces and
technological developments in trading. MiFID II, whenever it comes in and whatever its
exact details, is just another step in a long, inexorable march of greater regulatory
scrutiny which started with the Myners Report in 2001. UK brokers have already
witnessed a steady but clear structural shift in the composition of their revenues from
secondary to primary. However, there is clearly some further adjustment to come, the
degree and timing of which will depend in part on the final MiFID II detailed
implementation rules. A further implication of MiFID II is that brokers will not be able to
give meaningful research away for free because the ‘inducement to trade’ runs counter
to the principle of best execution. In our view this is unworkable.

Our response

Mark Brown
020 7601 6126
mark.brown@stockdalesecurities.com

Andy Crossley
020 7601 6108

While many of these pressures have been self-evident for some time, most broking
businesses seem unable to face up to this harsh new reality and structure themselves
accordingly. By contrast, we at Stockdale have grabbed the proverbial bull by the horns.
While we remain a ‘full-service broker’ - we make markets, deal with and give a sales
service to over 400 institutional clients, research companies as well as providing
corporate broking and finance advice both as Nomad on AIM and a Full Sponsor on the
main market – all these services are now unashamedly dedicated to a corporate agenda:
an absolute focus on winning and retaining good quality corporate clients and executing
their transactions.

andy.crossley@stockdalesecurities.com

Stockdale Securities is authorised and regulated by The Financial Conduct Authority and is a member of The London Stock Exchange.
Registered Office: Beaufort House, 15 St.Botolph Street, London EC3A 7BB. Registered in England Number: 762818
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In adopting this corporate model we are acutely aware of the need to maintain our
integrity and the trust of our institutional clients, the key to which is having a long-term,
relationship-led, rather than transaction-driven, approach. Without the continuing trust
of our institutional clients we have no business. While we remain a work in progress, and
will continue to adapt to a changing world, the early signs are that the new model is
working both for our clients and for us – we are growing again, winning business, and
getting deals done.
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The broking landscape
The traditional UK broking
model is broken

Regulatory and market pressures have undermined the ‘traditional’ UK broking model
where ‘recurring’ income (secondary commissions, normal trading profits and corporate
retainers) broadly cover fixed costs, and deal fees put the icing on the cake.
Since the GFC, secondary commissions in particular have been under intense pressure,
especially for small-cap brokers. Between 2003 and 2007 the number of companies listed on
AIM more than doubled to 1,694 and the value of trading turnover went up more than 10fold. Since then, the number of companies has steadily declined to c1000 and turnover has
more than halved (charts below and overleaf).

Figure 1: Number of companies on AIM
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Source: LSE AIM Market Statistics

The AIM commission pot has
shrunk by c75%

On the basis that commission rates have also halved over that period, it seems likely that
the AIM commission pot has shrunk by c75% in aggregate. The main market has fared only
slightly better. Technological developments in trading in the form of the advent of electronic
and algorithmic trading have further compounded margin pressures for conventional
brokers.
Moreover, the Noughties boom led to an influx of stockbroking capacity. There has been
consolidation and failure but in a capital-light industry with low barriers to entry, capacity
remains stubbornly high. There are still 35 active Nomads.
MiFID II is merely another step in an inexorable process
Capacity pressures have been compounded by a wave of regulatory forces. MiFID II is just
another step in a process of greater regulatory scrutiny (quite rightly in terms of improved
transparency and more rigour in commission allocation) which started with the Myners
Report in 2001. The FSA took up the mantle with a consultation paper (CP176) in 2003 which
proposed radical reform that sought to unbundle payment for services from dealing
commissions but was persuaded “to work with the grain of an industry-led solution and
evolving market practice”.

2

Stockdale Securities

5 January 2016

The main development of which has been Commission Sharing Agreements (CSAs) allocated commission transfers between brokers designed to allow for appropriate payment
for services and best execution: if best execution results in Broker A being paid more than
their research warrants and Broker B is paid less than their research warrants, Broker A is
told to write a cheque to Broker B. Although CSAs have improved the transparency of broker
commission allocations, they have clearly not broken the link between trading and paying
for research. The FCA has come to the conclusion that this means that CSAs are ultimately
incompatible with best execution. This is not a logical position but the FCA’s view that CSAs
have not been implemented with sufficient rigour to avoid best execution issues probably is
a reasonable one. More generally, most people are more careful when spending their own
money than when spending other peoples’.
Figure 2: Trading turnover on AIM (£m)
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Many forests later the FCA concluded in July 2014 (DP 14/3) that the industry-led approach
“was not working” and full unbundling – a complete break between trading and the
payment of all broker services other than execution - was required, meaning that if
institutional investors wanted to pay for research it had to be out of their own pocket.
The FCA has also argued that this approach is consistent with the underlying principles of
MiFID II (transparency and the duty of best execution) which was due to come into effect in
January 2017. The European Securities and Markets Authority (“ESMA”), which is charged
with the practical implementation of MiFID II, duly agreed although it has since acquiesced
to a minor concession of pre-funded (by clients) “research payment accounts” (RPAs). RPAs
must be an agreed, direct charge on clients and a link to trading is clearly ruled out (contrary
to some interpretations). It seems likely that in practice any RPA charge would have to be
offset by a decline in the management charge, at least partly, so the fund manager would
effectively end up paying for the research anyway.
MiFID II is just a small final
step in an inexorable march

We are still waiting for ESMA’s final plan and it seems that the implementation of MiFID II
may be pushed back by a year because of technical issues regarding the implementation of
transparency rules in the bond market. Recent unofficial but seemingly well-informed
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reports also suggest that beefed-up CSAs are back on the agenda under “strict conditions”.
Regardless of the details and the timing (and the FCAs response) these are just further small
steps in an inexorable march. Commissions will not fall off a cliff whenever MiFID II comes in
to effect because they are already washing around in the shallows. However, there is clearly
some further adjustment to come and the degree and timing of this adjustment will depend
in part on the final MiFID II detailed implementation rules.
Structural shift in broker revenue already underway
The chart below shows that these pressures are not confined to just the smaller
independent brokers. Even for Numis, the leading player in the UK market, there has been a
steady but clear structural shift in the composition of its revenues from secondary to
primary. In Numis’s results for the year-ended September, 2015 the commission ratio fell
below 30%. Informal discussions with some of the unquoted players suggest a similar
picture across the broking sector.

Figure 3: Commission revenue as a % of total revenue
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Source: Stockdale estimates from company accounts (commissions plus trading revenue for Panmure)

FCA thinking is based on the
doctrine of perfectly efficient
markets

Before we turn to how we have restructured our business in response to these pressures it
is worth noting the FCA’s practical rationalisation of conclusions which are essentially based
on the doctrine of perfectly efficient markets:
“There is also a concern that if research was reduced on smaller companies, the loss of this
information to the market would lower trading activity in those stocks, and this reduction in
secondary market liquidity may act as a barrier for such businesses to raise further equity.
We do not believe a significant drop in research is likely and so this consequence would be
unlikely to arise. We would re-iterate that if research supplied by a broker is genuinely of
value to the investment manager, we would expect they would continue to obtain both
execution and research from the broker under an unbundled regime, albeit on a separate
basis and with an explicit, upfront amount being paid for the research.”
FCA DP 14/3, July 2014
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The author has clearly never
been a small-cap stockbroker

So essentially if research is of value then it will be paid for, and if it isn’t it doesn’t matter.
The author behind this idea has clearly never been a small-cap stockbroker.
The efficient market hypothesis for the provision of research might possibly work for large
caps where fund managers have to know, and have a view on, all the companies in their
investable universe. It cannot possibly work for all of the 1,300 smaller companies listed in
the UK (main market and AIM) when most small-cap fund managers will not have a view, or
even know about, most of them.
Small-cap ideas have to be ‘broked’ to persuade the fund manager to put in the time and
effort to properly assess the situation and research is a key part of the process. Upfront
payments don’t and can’t work when it can feel like an achievement to get a fund manager
just to pick up a research note. That does not mean that there is no value in the research. It
just means that the provision of research is not a perfectly efficient market.
In economics this is known as an “experience good” – a product where its characteristics,
such as quality, are difficult to observe in advance but can be ascertained upon consumption
(“Information and Consumer Behavior”, Nelson P, Journal of Political Economy, 1970). Like
tips in restaurants, up-front payments don’t work in this situation.
The idea that there are investors willing to pay up-front for research on all (or even most) of
the 1,300 small-cap companies listed in the UK is not credible. Most micro-cap companies
(sub-£50m) are now only generally covered by the house broker and perhaps a ‘paid-for’ (by
the company) research business. This largely explains the growth of paid-for research which
potentially creates another set of conflicts - an example of the law of unintended
consequences and another story. It also means that for these companies there are no
meaningful consensus estimates.

It’s getting more difficult to
get broad analyst coverage

Even some £500m or greater market-cap companies struggle to get more than a handful of
analysts covering them and by some accounts quality has also fallen (See table and case
study in Appendix)
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Our response

We have grabbed the
proverbial bull by the horns

Facing up to the harsh new reality
While many of these pressures have been self-evident for some time, most broking
businesses (with some notable exceptions) seem unable to face up to this harsh new reality
and structure themselves accordingly. By contrast, we at Stockdale have grabbed the
proverbial bull by the horns. While we remain a ‘full-service broker’ - we make markets, deal
with and give a sales service to over 400 institutional clients, research companies as well as
providing corporate broking and finance advice both as Nomad on AIM and a Full Sponsor
on the main market – all these services are now unashamedly dedicated to a ‘corporate’
agenda – an absolute focus on winning and retaining good quality corporate clients and
executing their transactions. The secondary trading of shares is still a useful by-product of
this activity but it is no longer an end in itself.
In adopting this corporate model we are acutely aware of the need to maintain our integrity
and the trust of our institutional clients – the key to which is to have a long-term,
relationship-led, rather than transaction-driven, approach. Without the continuing trust of
our institutional clients we have no business. That doesn’t mean that we will always get
things right of course.
However, we no longer undertake activities that do not contribute to the corporate agenda.
Hence, while research remains a key component of our integrated offering and a vital part of
our IP, as a general rule our analysts now only cover ‘house’ stocks or targets. They will of
course keep a watching brief on our corporate clients’ key competitors to remain the
authoritative voice in the market on their stocks. Similarly, we only make markets in house
stocks and our sales people are expected to know our corporate clients as well as the
analyst, albeit from a different perspective.

We have gone from a 2:1
model to a 1:1 model

A simple way to see how this change in priorities has been reflected in the structure of our
business is that, in the traditional model, for every head on the corporate side of the
Chinese Wall there were two heads on the trading floor (a 2:1 model). This is still the way
most full-service broking businesses are structured, reflecting the pre-GFC composition of
revenues. In our business, even though we can still perform all the functions we did before
for, for every head in the Corporate Department there is one head on the trading floor (a 1:1
model) which more closely reflects the composition of our revenues.
The main exception to this corporate model is our Investment Funds (closed-end listed
funds) business where both the composition of our revenues and the team and its activities
still more closely resemble the conventional broking model and continue to be successful on
that basis.
Issues over research distribution need to be overcome
A strict interpretation of MiFID II, again adopted by both the FCA and ESMA, throws up a
further obstacle for the broking industry which is that if fund managers don’t want to pay
for research they will not be able to receive it for free. This follows from research being seen
as an “inducement to trade” (even if, it seems, no one is willing to pay for it) and therefore a
potential conflict with best execution. The implication is that a regulated business will have
to stop sending research to fund management clients unless it is not operating as a
brokerage ie dealing on behalf of the clients. This does not seem workable and is potentially
extremely damaging to the economy given the importance of SMEs to economic growth.
Things that are not workable tend to find ‘work-arounds’. The recent reports referred to
earlier also suggest that “non-substantive material” on short-term commentary on company
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results will not count as an inducement. That doesn’t sound like meaningful research but it
may provide a fig leaf. It may be that a third-party ‘firewall’ will be used to distribute
research. It may be that institutions will be willing to pay a material but nominal amount to
receive research from smaller brokers and that this will be deemed to satisfy the
requirements of MiFID II.
Smaller brokers have also been granted regulatory exemption before, for example on
European rules on bonuses (although this turned out to be largely academic of course). In
any event if we can’t find a way to distribute our research as far and wide as possible to
promote our clients in the right way, we won’t have a business (and in the case of our client
Advanced Oncotherapy the UK wouldn’t be having its first proton cancer therapy facility).
What we can’t do is stop trading in our clients’ stock. If we do that we can’t serve them
properly.
In any event, what we do only works well when all areas of the firm work together to
provide a fully integrated and coherent service, which is tailored to the needs of our
corporate clients, in a way that also helps their shareholders – our institutional clients –
make money. This has always been the case, but the focus of our business is now very
different and, while generally being sceptical about name changes, on balance we thought
that a change was appropriate under the circumstances.

The story of Admiral James
Stockdale is worth looking up

Why Stockdale?
Hopefully it’s easily remembered with the right number of syllables, made up of ‘stock’,
which we trade, and like ‘dale’ is an old English word. Corporate broking is unique to London,
quintessentially English and when done well is about relationships rather than transactions:
taking the long view, not acting expediently; about teamwork not individuals and above all,
acting with integrity.
A dale also forms solid ground between two hills, just as we at Stockdale connect investors
and companies. There was also an inspirational leader called Admiral James Stockdale whom
we admire and is worth looking up if you don’t know the story.
Finally, we want our clients to know that alongside the strategic repositioning of our
business there has also been a financial restructuring. This has been necessary because of
the historic poor financial performance of the business and in order to incentivise new
management and staff with a firm-wide profit sharing and equity incentive scheme. This
aligns the interests of all our stakeholders and incentivises all Stockdale employees to share
our culture of working together to deliver for our clients, both corporate and institutional.
Fortunately, while we remain a work in progress, and will continue to adapt to a changing
world, the early signs are that the new model is working both for our clients and for us – we
are growing again, winning business and getting deals done.
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Appendix: Example of £400-600m Market Cap Company Coverage

Table 1:
Company

Market Cap (£m)

Number of House Brokers

Number of Analysts

Soco International plc

502

2

15

Spirent Communications plc
Oxford Instruments plc

433
424

2
1

14
13

SThree plc
Consort Medical plc

433
550

2
1

12
11

Devro plc
Seplat Petroleum Development Co Ltd

491
406

1
2

10
10

Enterprise Inns plc
Novae Group plc

544
569

2
2

9
9

RPS Group plc
Hill & Smith Holdings plc

526
539

2
1

9
8

Tyman plc
e2v technologies plc

498
483

1
1

8
7

Ricardo plc
Secure Trust Bank plc

481
589

1
2

7
6

KCOM
James Fisher & Sons plc

597
574

2
2

6
5

Helical Bar plc
De La Rue plc

554
444

2
2

5
5

Primary Health Properties plc
Mulberry Group plc

484
567

2
1

5
4

Nichols plc
Capital & Regional plc

529
468

1
2

4
4

Young & Co.'s Brewery
Plus500 Ltd

524
489

1
1

3
2

FDM Group (Holdings) plc

574

1

1

Source: Company data
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Appendix: Case Study of a well-established c£500m mcap company
Verbatim comments from the Finance Director:
“We have fewer analysts now than ever following us. I would also say it is not just quantity.
The quality is now particularly poor. Our two House Brokers follow us because they have to the others are a mixed bag and none of them enthusiastic. Notably:

•

House broker

•

Jefferies

•

House broker

•

Cannaccord

•

Investec

•

Numis

•

Arden

•

Cenkos

I looked back at my files. The conclusion I came to is that 2009 was a peak for us. Notably in
2009 we had 13 and a large number of those were very attentive:

•

Collins Stewart

•

Altium

•

Investec

•

Numis

•

Panmure

•

Liberum

•

Brewins

•

Noble

•

Arbuthnot

•

Arden

•

KBC Peel Hunt

•

RBS

•

Charles Stanley”

9

Stockdale Securities

Chief
executive
Explanation
of recommendations
Each structure below is based on total shareholder return defined as the absolute rise in share price plus dividend payment over a 12-month period

Stockdale recommendation structure
Buy
Add
Neutral
Sell

Stockdale recommendation proportions in last quarter
All stocks excluding AIM
Corporate stocks excluding AIM
Buy
72.0%
Buy
94.4%
Add
4.0%
Add
0.0%
Neutral
24.0%
Neutral
5.6%
Sell
0.0%
Sell
0.0%

+20% or more
+10% to +20%
(+/-) 10%
-10% or more

Source: Stockdale
Unless otherwise stated, the author of this research is the first analyst listed on the front cover of this document. Analysts’ remuneration is based on a number of factors, including the overall results of
Stockdale Securities Limited (‘Stockdale’), to which a contribution is made by investment banking activities. Analysts’ remuneration is not based on expressing a specific view or recommendation on an
issuer, security or industry.
This research is classified as being a "marketing communication" as defined by the FCA’s Handbook. This is principally because analysts at Stockdale are involved in investment banking activities and pitches
for new business and consequently this research has not been prepared in accordance with legal requirements designed to promote the independence of investment research. Therefore, the research is not
subject to any prohibition on dealing ahead of the dissemination of investment research. Nevertheless, the Firm's Conflict of Interest Management Policy prohibits dealing ahead of research, except in the
normal course of market making and to satisfy unsolicited client orders. Please refer to www.stockdalesecurities.com for a summary of our conflict of interest management policy in relation to research. This
includes organisational controls (departmental structure, a Chinese wall between corporate finance and other departments, etc), procedures on the supervision and remuneration of analysts, a prohibition
on analysts receiving inducements for favourable research, editorial controls and review procedures over research recommendations and a prohibition on analysts undertaking personal account dealings in
companies covered by them.
This document has been approved by Stockdale for communication to professional clients (as defined in the FCA Handbook) and to persons who, if they were clients of Stockdale, would be professional
clients. Any recommendations contained in this document are intended solely for such persons. This document is not intended for use by persons who are retail clients of Stockdale or, who would if they
were clients of Stockdale, be retail clients, who should consult their investment adviser before following any recommendations contained herein. In any event this document should not be regarded by the
person to whom it is communicated as a substitute by the recipient of the recipient’s own judgement and does not constitute investment advice (as defined in the FCA Handbook) and is not a personal
recommendation. This document is based on information obtained from sources which we believe to be reliable; however, it is not guaranteed as to accuracy or completeness by Stockdale, and is not to be
construed as a representation by Stockdale. Expressions of opinion herein are subject to change without notice. This document is not and should not be construed as an offer or the solicitation of an offer to
buy or sell any securities. Past performance is not necessarily a guide to future performance. The value of the financial instruments referred to in this research may go down as well as up. Stockdale and its
associated companies and/or their officers, directors and employees may from time to time purchase, subscribe for, or add to or dispose of any shares or other securities (or interests) discussed herein.
Recipients must not pass this research document on to any other person except with the prior written permission of Stockdale. Stockdale is authorised and regulated by The Financial Conduct Authority
(Registered Number 114265) and is a member of The London Stock Exchange. Stockdale Bryan Garnier, Bryan Garnier Stockdale and Stockdale are trading names of Stockdale Securities Limited. Registered
Office: Beaufort House, 15 St. Botolph Street, London, EC3A 7BB. Registered in England Number: 762818. The Financial Conduct Authority address is 25 The North Colonnade, Canary Wharf, London E14
5HS. Alastair Stewart, Gareth Evans and Mark Henderson have contracts for services with Stockdale to write research.

U.S Disclosures
This research report was prepared by Stockdale Securities Limited. Stockdale and its research analysts are not members of the Financial Industry Regulatory Authority, Inc. As a result, Bryan Garnier
Securities LLC is distributing this research in the United States of America on behalf of Stockdale in accordance with SEC Rule 15a-6. Bryan Garnier Securities LLC, a broker-dealer registered with the U.S.
Securities and Exchange Commission, has assumed responsibility for this research for purposes of U.S. law. All transactions arising from this research with U.S. Counterparties should be effected by Bryan
Garnier Securities LLC unless an exemption exists under SEC Rule 15a6.
No
1

2
3
4
5
6

Disclosure
At the end of the month immediately preceding the date of publication of this research report (or the end of the second most recent month if the publication date is less
than 10 calendar days after the end of the most recent month), does Bryan Garnier Securities LLC or its affiliates beneficially own 1% or more of any class of common equity
securities of the subject company(ies)?
Has Bryan Garnier Securities LLC or affiliate: (a) managed or co-managed a public offering of securities for the subject company in the past 12 months, or (b) received
compensation for investment banking services from the subject company(ies) in the past 12 months; or (c) expects to receive or intends to seek compensation for
investment banking services from the subject company(ies) in the next 3 months?
Was Bryan Garnier Securities LLC was making a market in the subject company's securities at the time that the research report was published?
Do all the views expressed in this research report accurately reflect the research analyst’s personal views regarding any and all of the subject securities or issuers?
Is any part of analyst compensation was, is or will be, directly or indirectly related to the specific recommendations or views expressed in this research report?
Are there any other actual, material conflicts of interest of the research analyst or member of which the research analyst knows or has reason to know at the time of
publication of the research report?

Stockdale Securities, Beaufort House, 15 St. Botolph Street, London, EC3A 7BB

Research
Head of Research, Insurance & Financials
Joanna Parsons
Growth Companies
Peter Ashworth
Robert Sanders
Property & Support Services
Alastair Stewart
Investment Funds
Saumya Banerjee
Oil & Gas
Mark Henderson
Technology
Gareth Evans
William Bin Xu
Executive Chairman
Mark Brown

020 7601 6132
020 7601 6129

020 7601 6126

Managing Director
Andy Crossley

020 7601 6112
020 7601 6111
020 7601 6149
020 7601 6629
020 7601 6100

10

NO

NO
NO
YES
NO
NO

Email: firstname.surname@stockdalesecurities.com

Sales
Fiona Conroy
Richard Harris (IF)
Matthew Kinkead (IF)
Pauline Tribe (IF)
Joshua Nimmo
Simon Wickham, Head of Sales
Steve Yelland
Sales Trading
Michael Harrison
Trading
Helen Brown
Darren Papper (IF)
Calum Summer (IF)

020 7601 6133

Response

020 7601 6136
020 7601 6107
020 7601 6626
020 7601 6623
020 7601 6143
020 7601 6141
020 7601 6142
020 7601 6611
020 7601 6603
020 7601 6632
020 7601 6631

0202 7601 6108

Stockdale Securities

