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Regulation & Trading Safely

Financial trading is often a zero-sum game - one person’s gains are another person’s losses. 
More often than not, a supervising body is required to curb the human desire for inordinate 
gain. The first recorded incidence of financial regulation is England’s King Edward the First’s 
requirement that money brokers (an intermediary who arranges a loan) be licensed (usually 
by governments seeking loans…).

To the same extent that the first stock exchanges were unofficial meeting places (like coffee 
houses), most early examples of regulation were self-imposed self-regulation. However, as 
stock markets grew, governments quickly understood that the operation of financial markets 
needed to be separated from their regulatory activities. Thus, today, most regulatory bodies 
are government-appointed (often, though, non-governmental) organizations. 
The US Securities & Exchange Committee, for example, is an independent agency of the 
US Federal government, now answerable to the President’s Working Group on Financial 
Markets. The Working Group members include the Chairmen of the SEC, the Federal Reserve 
and the Commodity Futures Trading Commission.

In 1602, the Dutch government decreed that rival trading 
companies be amalgamated as the Dutch East India Company 
- two years after the British established their East India Trading 
Company. The main difference was that, whereas the British 
would sell shares to investors for each trip, the Dutch version 
enabled these shares to be traded in a stock exchange. By the 
end of the decade, the market crashed when a group of former 
company board members began manipulating and short selling 
those stocks. The Dutch government immediately responded 
by banning short selling - the first known instance of market 
regulation!
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Types of regulation & regulator

Insofar as shares are concerned, a regulator is expected to supervise companies that list 
themselves for trading on a stock exchange - this in order to protect investors against fraud 
and to ensure they have adequate information before investing. One level up, the regulator 
is expected to supervise investment managers and brokers to ensure transparency and 
fair execution of orders. On the exchange level, supervisors ensure that the exchange itself 
enacts a transparent pricing procedure and proper execution of trades. 
 
Finally, the regulator is expected to supervise banking and other financial service providing 
agencies to ensure smooth functioning of the monetary establishment and prevent abuse of 
the banking industry. This latter is done in conjunction with a country’s central bank, and the 
relationship is not always a cordial one. In the US, for example, the SEC originally supervised 
investment banks and the Federal Reserve - commercial ones. Unfortunately, with the 
separation of the two abolished in the 1990s, the supervision separated into monetary, in 
the case of the FED, and administrative, in the case of the SEC - one more match that helped 
ignite the 2008 financial meltdown. 

In many countries, not just the US, financial regulation is divided amongst several bodies. 
The UK’s Prudential Regulation Authority, for example, supervises banks, building societies, 
credit unions, insurers and major investment firms; the Financial Conduct Authority regulates 
financial services; and the Bank of England, besides issuing currency and formulating 
the nation’s monetary policy, regulates banks and insurance companies - a task it was 
relieved of in 1998 but re-tasked with after 2008. The system is similar in Australia, with 
the Australian Securities & Investments Commission responsible for market conduct and 
integrity, as well as consumer protection, and the Australian Prudential Regulatory Authority 
overseeing retail banks, insurance companies and retirement funds.
 
Japan’s Financial Services Agency is the country’s sole regulator, with other countries, such 
as Germany and France following suit. 1
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Regulators - why do we need them?

The three main objectives of a financial regulator are: 

1. To foster confidence in the financial system.
Currencies are means of transferring value; they have no inherent value themselves, 
but rather are only worth what we believe them to be worth. This is even truer in an age 
where currencies are no longer pegged to gold – itself a metal whose value is perceived, 
not inherent. Thus, a breakdown of confidence in the monetary system – central banks, 
governments and so forth – would be fatal to the financial system and the global economy. 
Indeed, this threat becomes ostensible in the establishment’s fear of cryptocurrencies, 
which bypass the traditional structure, which – crypto-enthusiasts believe – inherently 
betrays that confidence. 

2. To maintain stability in that system
The above-mentioned confidence relies to a great extent upon its stability. For value to 
be communicated, the channel must remain transparent. An excellent example of failure 
to maintain stability is hyper-inflation, where the value of money drops dramatically. This 
occurred in post-World War 1 Germany, where Reichsmarks were subject to an astonishing 
29,500 percent inflation rate in 1923. The Greek Drachma in 1944 hit 13,800%, but these are 
not the highest rates. Those go to Hungary – 13 quadrillion percent in 1946, followed by 
Zimbabwe’s 79 trillion in 2008 and Hungary’s 313 million in 1994. Indeed, inordinately high 
inflation has often been associated with political instability.
 
3. To protect consumers, be they retail investors or anyone else who may be adversely 
affected should the first 2 objectives be undermined. Unfortunately, as was seen in 2008, 
the hardest hit by the financial meltdown were home-owners and employees fired by failing 
companies. The banks and institutions who authored that tragedy were “too big to fail” 
and consequently bailed out by governments – their managers rewarded with huge golden 
parachute payments.
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Indeed, too often, a regulatory body is found to have been contaminated by external 
influences - a phenomenon referred to as “regulatory capture”. Financial incidences of this 
include the Commodity Futures Trading Commission’s assistance to Goldman Sachs, Enron 
and others in return for future jobs for commission members, The New York FED head’s 
protection of banks and funds as they pursued strategies that led to the 2008 financial crisis 
and its eventual bailout of these institutions, and even the SEC’s refusal to investigate and 
prosecute cases regarding the 2008 meltdown - again - in return for lucrative jobs in the 
private sector for commission members. 2 

With the growing popularity of derivatives trading, over-the-counter trading has been 
dwarfing ‘organized’ trading as executed through official exchanges. As a result, there is 
often a gap between the moment a market establishes itself and that in which regulatory 
body address that market (or a new body is established to supervise it). At present, for 
example, many regulators are debating whether cryptocurrencies should be regulated as 
currencies or commodities; and with the advent of Initial Coin Offerings (ICOs), cryptos often 
act similarly to shares - further complicating the issue. 
 
 
 
 
 
 
 
 
 
 
 
 

Contracts for Difference (CFDs), for example, were first used by brokers in London in the 
early 1990s and swiftly spread into the hedge fund sector. By the early 2000s, several online 
brokers began introducing them to retail traders, and in 2007, the Australian Securities 
Exchange (ASX) offered exchange-traded CFDs for several years. Two years later, the UK’s 
Financial Services Authority issued its first regulatory regime to prevent CFDs being used in 
forms of insider trading, and in 2016, the European Securities & Marketing Authority (ESMA) 
issued a warning against CFDs, due to their being a leveraged product.
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The Advantages of Regulation 

In 2008, two years after MiFID-1’s enactment, the financial world 
collapsed and ESMA began working on MiFID-2. Realizing that a large 
portion of blame rested in the hands of traditional financial institutions, 
MiFID-2 increased supervision by requiring the recording of all activities 
and communications with a client that leads up to a trade.

ESMA issued its first MiFID-1 directive in 2004, in an attempt to increase investor protection 
while fostering increased competition in investment services. It addressed the use of 
derivatives, broker transparency, order execution and client categorization.

The regulator here is clearly providing an advantage to online companies with their state-
of-the-art customer relations management systems, over traditional bricks-&-mortar 
establishments, where paper ledgers are not yet entirely extinct. 

An additional form of protection for retail traders is controlling risk by limiting leverage and 
instituting clear directives for negative-balance prevention in a trader’s account. But perhaps 
the most important contribution of regulation is the requirement that online brokers maintain 
segregated accounts for their clients’ monies, thus preventing those funds from being used 
for the company’s running costs. In addition, regulated brokers are required to participate in 
client protection funds that reimburse clients for institutional failures, such as bankruptcy 
and fraud.  

Without doubt, though, the two most significant elements of regulation are client 
appropriateness testing and the war on crime and terror. We deal with these below.
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AOA & FNS

Two important means of client protection instituted by the European Union’s 
MiFID-2 regulations include tests for appropriateness (Assessment of 
Appropriateness AoA) and financial ability - client assessment through a financial 
statement (FNS). Traders must be categorized as either professional or retail, with 
protections instituted for the latter that the former may waive. Appropriateness is 
usually assessed through an exam and financial statement (to ascertain that the 
potential trader can afford to trade without endangering his financial well-being), 
while the requirements for professional status include: 

1. Trading activity: To be categorized as a professional trader, one must have 
performed a specific number of trades (usually 10 per quarter over the past year) 
of a specified minimal volume. 
 
2. Trading Experience: One must have been gainfully employed in a professional 
position in the finance sector that requires an understanding of financial services 
and/or transactions for at least one year. 

3. Investment portfolio: The candidate must be able to show a current portfolio 
worth at least $500,000, not including real estate or physical commodities. 

In return for increased leverage, lower fees and best execution based on client-
broker agreements, however, a professional client may forfeit negative balance 
protection and best execution parameters as determined by the regulator. 
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KYC & AML (Know-Your Client & Anti-Money Laundering) 

In 1920, in a misguided attempt to battle alcoholism, family violence and political corruption, the US 
constitution enacted prohibition – the ban of production, import and sale of alcoholic beverages. The result 
was the true birth of organized crime in America, as major syndicates filled in the demand created by dry 
legislation. In order to hide their income from alcoholic beverages, these organizations created complex 
chains of money transfers and transactions by which the illegally obtained funds were processed into 
general legal integration. In recent years, especially following the 2001 9/11 terror attacks in the US and its 
subsequent Patriot Act, the battle against money laundering has been combined with the war on terrorism 
funding, which is more concerned with the end use of the monies than their source. 

In both cases, major banks and other financial institutions – including such high-profile ostensibly moral 
bastions as HSBC, BNP Paribas and the Vatican Bank – continue to be implicated in both, resulting in multi-
billion-dollar fines that are often less than a deterrent! 

Now, all financial transactions must be reported, and increased surveillance and monitoring is shared 
globally. International AML laws require a financial institution be able to correctly and precisely identify a 
client, including end-clients hiding behind a web of intermediaries. Knowing-one’s-clients procedures include 
assessing their regular activities and being on the lookout for suspicious ones that fall outside the norm. A 
sudden increase in funding, for example, can lead to a service provider reporting that activity to the regulator. 

Enforcement of these standards is rigorous and punishment is severe. The fines above, though perhaps 
insignificant to the offenders, are just an example. In 2019, the European Commission threatened legal 
proceedings against Germany for lax application of anti-money laundering regulations. 

As mentioned above, the ability of online brokers to apply these requirements is easier thanks to their 
technological advantage. A client must provide a photo ID and proof of residence in order to maintain a 
trading account. He/she is compelled to withdraw funds to the same source as that from which those funds 
were deposited. And all records of all transactions are encrypted and safely maintained in the company’s 
servers. 

Although these procedures encumber both brokers and traders, and apart from their wider and obvious 
benefit, they finally serve the client, as well. Since – at the end of the day – a regulated and safe environment 
contributes to the safety and security of one’s activities and funds.

1 See: https://en.wikipedia.org/wiki/Financial_regulation#Authority_by_country 
or https://en.wikipedia.org/wiki/List_of_financial_regulatory_authorities_by_country for a comprehensive list.
2 See: https://en.wikipedia.org/wiki/Regulatory_capture#Examples 


