April 21, 2010

Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549
Re: Concept Release on Equity Market Structure (File No. S7-02-10)
Dear Ms. Murphy:
The Investment Company Institute1 supports the Commission’s examination of the current
structure of the U.S. equity markets and whether the rules governing the markets have kept pace with
the significant changes in technology and trading practices.2
The structure of the securities markets has a significant impact on Institute members, who are
investors of over $11 trillion of assets and who held 28 percent of the value of publicly traded U.S.
equity outstanding at the end of 2009. We are institutional investors, but invest on behalf of almost 90
million individual shareholders.3 Registered investment companies (“funds”) and their shareholders
therefore have a strong interest in ensuring that the securities markets are highly competitive,
transparent and efficient, and that the regulatory structure that governs the securities markets
encourages, rather than impedes, liquidity, transparency, and price discovery.4 Consistent with these
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goals, we have strongly supported Commission efforts to address issues that may impact the fair and
orderly operation of the securities markets and investor confidence in those markets and we have long
advocated for regulatory changes that would result in more efficient markets for investors.5
Funds’ sole interest in the current debate is to ensure that any market structure changes
promote efficiencies and transparency for the benefit of all market participants and not for a particular
market center, exchange or trading venue business model. All trading venues and market participants
should compete on the basis of innovation, differentiation of services and ultimately, on the value their
model of trading presents to investors.6 It will be critical for the Commission to be cognizant of this as
it examines the reform of the current market structure and to focus on the interests of the markets’
ultimate end-user – the investor.
Developing a market structure that promotes the fundamental principles of a national market
system while considering the competing interests of all market participants is no easy task.7 The
Commission must weigh the delicate balance between encouraging innovation and competition and
ensuring that innovation and competition are in the interest of, and do not harm, investors. The
Commission will undoubtedly hear a wide variety of views on the state of the current market structure
in the comment letters submitted on the Release, many of which will claim to be representing the
interests of long-term investors such as funds. We urge the Commission to examine all comments
carefully and to consider where the interests of the commenters truly lie.
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See, e.g., Letter from Craig S. Tyle, Senior Counsel, Investment Company Institute, to Jonathan G. Katz, Secretary,
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While our comment letter reflects the initial views of Institute members on the issues discussed
in the Release, it is clear that the debate over these issues will be lengthy and that the current comment
letter process is only the beginning of deliberations on the topics raised by the Release.8 We therefore
offer our assistance to the Commission as it continues to examine the issues raised by the Release and
their impact on the securities markets.
Our recommendations on the issues raised in the Release follow below.
I.

Summary of Recommendations

Market Structure Performance and Evaluation of Execution Quality
•

Need for Increased Information Regarding Order Routing and Execution Practices:
¾ Sufficiency of Information Provided by Brokers and Other Trading Venues: We
recommend that the Commission examine the sufficiency of the information provided
by brokers and other trading venues to investors about trade execution, including
whether brokers are providing adequate and accurate information directly to investors
about how orders are handled and routed and better trade reporting by all types of
execution venues regarding order execution.
¾ Recommended Disclosures by Broker-Dealers and Other Trading Venues: We
recommend that the Commission consider means to require new disclosure or to
improve existing disclosure regarding: payments and other incentives to direct order
flow to particular trading venues; information regarding the routing and execution of
orders; external venues to which a broker routes orders and any ownership and other
affiliations between the broker and these venues; policies and procedures regarding the
dissemination of information about a customer’s order and trade information to
facilitate a trade and to control leakage of information regarding a customer’s order;
information regarding the internalization of orders; and cancellation rates of orders and
policies regarding the use of “immediate-or-cancel” (“IOC”) orders.
¾ Current Regulatory Tools for Measuring Market Performance and Market
Quality: We support the Commission either updating or expanding Rules 605 and
606 of Regulation NMS to provide additional information to investors.

8

Our letter represents the views of both large and small funds. While several of the issues addressed in the Release may
impact large and small funds differently given the varying trading needs of funds of different sizes, Institute members believe
the views expressed in the letter will benefit the fund industry, and investors in general, as a whole.
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•

Long-Term Investors:
¾ Defining a Long-Term Investor: We believe the Commission should not explicitly
define a “long-term investor” for purposes of trading and market structure issues or
determine a time frame that would distinguish a “long-term investor” from other types
of investors as this would be extremely difficult and potentially problematic.

•

Measuring Institutional Investor Transaction Costs: We do not believe that the
Commission should mandate a single or static approach to analyzing transaction costs.

Undisplayed Liquidity
•

Public Price Discovery and Undisplayed Liquidity: We believe the Commission should
examine the impact of certain undisplayed liquidity on price discovery, as well as potential
ways to encourage the further public display of orders to improve price discovery.
¾ Undisplayed Liquidity Handled by Market Makers – Internalization: We
recommend that the Commission should take action to ensure that internalized orders
receive meaningful benefits from being internalized by requiring that any order
executed through internalization be provided with “significant” price improvement.
¾ Trade-At Rule and Trade-Through Rule with Depth of Book Protection: We do
not support the adoption of a trade-at rule for the securities markets or the expansion
of the trade-through rule to cover depth of book protection. A trade-at rule would be
difficult to implement and operate under the current market environment, and a tradethrough rule with depth of book protection could, to some extent, turn the market into
a consolidated limit order book, which some Institute members believe could negatively
impact the execution of large orders.
¾ Subpennies: We oppose any reduction in the minimum pricing increment for
Regulation NMS stocks. Permitting the entry of orders and the quoting of securities in
subpennies would exacerbate many of the unintended consequences that have arisen in
the securities markets since decimalization, most significantly, the potential increase in
instances of stepping-ahead of investor orders and the effect on market transparency
and depth.

High Frequency Trading
•

Need for Increased Transparency of High Frequency Traders and HFT Practices: We
recommend that the Commission increase transparency surrounding high frequency
trading (“HFT”) including the manner in which HFT firms trade, liquidity rebates and
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other incentives for order flow received by HFT firms, and other potential conflicts of
interest that may exist concerning their trading and routing practices.
•

High Frequency Trading Strategies:
¾ Liquidity Rebates and Passive Market Making Strategies: We do not recommend
that liquidity rebates be prohibited. We suggest that the Commission, at the very least,
require more transparency surrounding rebates as well as other incentives provided to
route orders. We further recommend that the Commission examine the data generated
about liquidity rebate practices and determine whether further rulemaking is necessary
to address concerns in this area.
¾ Directional Strategies: We recommend that the Commission examine whether any
new regulations are necessary to address firms that are conducting an “order
anticipation strategy” and whether certain order anticipation strategies should be
considered as improper or manipulative activity.
¾ Practice of “Pinging”: We believe that the Commission should act to address the
increasing number of order cancellations in the equities markets. At the very least, this
is an area worthy of further Commission examination including considering whether
requirements should be put in place to restrict certain types of “pinging” in specific
contexts, or whether a fee or “penalty” should be imposed on cancelled orders.

•

Tools Utilized by HFT to Obtain Market Access:
¾ Co-Location: We believe that co-location services should be subject to standards that
ensure fairness and equity in their allocation.
¾ Trading Center Data Feeds and Market Data Distribution: We believe the
Commission should consider eliminating the two-tiered distribution of consolidated
quote and tape information to address concerns about the latency for investors
receiving market data.

•

Regulatory Obligations on HFT Firms: We recommend that the Commission examine
the trading activity of HFT firms versus the liquidity they provide and consider whether
HFT firms should be subjected to quoting obligations similar to that of OTC market
makers or any other regulations similar to the affirmative and negative obligations of
specialists and market makers.
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Impact of Market Structure on Other Areas

II.

•

Review of Fixed Income Markets Needed: We recommend that the Commission issue a
comprehensive concept release examining the fixed income markets to assist in determining
what regulatory changes are needed to best serve investors.

•

Globalization: We urge the Commission to work closely with foreign regulators to create
consistent and sensible cross-border regulations as it examines its current, and considers
further, initiatives relating to the reform of the regulation of the U.S. securities markets.

Introduction

The current debate over reform of the U.S. securities markets is very similar to that which
occurred during the last major review of the structure of our markets, specifically during the adoption
of Regulation NMS.9 Regulation NMS was designed to address a variety of problems facing the U.S.
securities markets that generally fell within three categories: (1) the need for uniform rules that
promote the equal regulation of, and free competition among, all types of market centers; (2) the need
to update antiquated rules that no longer reflect current market conditions; and (3) the need to
promote greater order interaction and displayed depth, particularly for the very large orders of
institutional investors.
In the intervening years since Regulation NMS’ adoption, the securities markets have changed
dramatically. The third category above, promoting greater order interaction and displayed depth,
continues to be of great importance to funds. The market structure in the United States today is an
aggregation of exchanges, broker-sponsored execution venues and alternative trading systems. Trading
is fragmented with no single destination executing a significant percentage of the total U.S. equity
market. With that said, we believe that the U.S. equity markets are generally functioning well and have
made significant strides on behalf of funds as compared to non-U.S. equity markets.
We are pleased that the Commission has determined to take a broad look at the current U.S.
equity market structure and its impact on long-term investors, such as funds, through the Release. We
are hopeful that this comment process will be the start of a thoughtful and measured approach to the
reform of the structure of the U.S. markets to ensure that there are no unintended consequences to
investors. It is important that any specific market structure issue not be viewed in a vacuum. The issues
raised in the Release and in other recent Commission trading and market structure proposals are closely
linked and the decisions made by the Commission on each will impact, in one way or another, many of
the other issues. For example, any changes to the regulation and operation of venues providing
undisplayed liquidity will undoubtedly impact high frequency trading. Similarly, decisions made
regarding current disclosure requirements for broker-dealers and other trading venues’ routing and
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Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37496 (June 29, 2005).
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execution practices could influence the venues where investors send their orders. When appropriate,
we will discuss the impact of the issues raised in the Release on one another.
III.

Market Structure Performance and Evaluation of Execution Quality

The Release first discusses and requests comment on issues relating to the performance of the
current equity market structure, particularly for long-term investors, and related issues of how investors
measure their execution quality. We agree that this is the appropriate starting point for such a
comprehensive market structure analysis, and commend the Commission for its focus on ensuring that
reform adequately addresses the needs of long-term investors.
Make no doubt about it, investors, both retail and institutional, are better off than they were
just a few years ago.10 Trading costs have been reduced, more trading tools are available to investors
with which to execute trades, and technology has increased the overall efficiency of trading.
Nevertheless, long-time challenges for funds remain – posted liquidity and average execution size is
lower while the difficulty of trading large blocks of stock has increased. In addition, new challenges
have been created due to some of the recent market structure developments discussed below.11
A. Need for Increased Information Regarding Order Routing and Execution Practices
Given the complexities of the current market structure and the associated difficulties in
assessing market performance for investors (discussed below), one of the areas in which Commission
action will be critical is the need for increased information to investors about the order routing and
execution practices of broker-dealers and other trading venues. Improved information would allow
investors to make better informed investment decisions, as well as assisting regulators and public
commentators in assessing current market performance. We therefore recommend that the
Commission examine the sufficiency of the information provided by brokers and other trading venues
to investors about trade execution, including whether brokers are providing adequate and accurate
information directly to investors about how orders are handled and routed; the need for more public
disclosure about how orders provided to brokers are handled; and better trade reporting by all types of
execution venues regarding order execution.

See, e.g., Equity Trading in the 21st Century, James J. Angel, Lawrence E. Harris, and Chester S. Spatt, February 23, 2010
(“Angel/Harris/Spatt Paper”) (“The winners first and foremost [from market structure changes] have been the investors
who now obtain better service at a lower cost from financial intermediaries than previously.”).
10

11

For a description of the difficulties facing large traders in the current market environment, see, e.g., Angel/Harris/Spatt
Paper, supra note 10.
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1. Recommended Disclosures by Broker-Dealers and Other Trading Venues
Currently, institutional investors do not have ready access to complete information about the
orders provided to brokers and other trading venues.12 We therefore recommend that, at a minimum,
the Commission consider means to require new disclosure or to improve the existing disclosure of
certain information, either to the customer involved or to the public, as is most appropriate, regarding
the order routing and execution practices of brokers and other trading venues including:
•
•
•

•

Payments and other incentives provided or received (such as rebates) to direct order flow to
particular trading venues13
Specific information regarding the routing and execution of orders, for example, the trading
venues to which an order was routed and did not get filled prior to being executed14
External venues to which a broker routes orders (including affiliated alternative trading
systems (“ATS”), dark pools, and other trading venues), the percentage of shares executed
at each external venue, and any ownership and other affiliations between the broker and
any venues to which the broker routes orders15
Policies and procedures regarding the dissemination of information about a customer’s
order and trade information to facilitate a trade, including the use of “indications of
interest” or “IOIs”16

12

See Letter from Seth Merrin, Chief Executive Officer, Howard Meyerson, General Counsel, and Vlad Khandros,
Corporate Strategy, Liquidnet, to Securities and Exchange Commission, dated March 26, 2010 (“Liquidnet Comment
Letter”), citing The TABB Group, LLC, “US Equity High Frequency Trading: Strategies, Sizing and Market Structure,”
September 2009 (Institutional traders “... would like a better understanding of how their orders are handled. Without more
empirical data on how orders are handled, it is very difficult for them to make intelligent decisions regarding with whom to
trade and how to trade.”) and Dushyant Shahrawat, CFA, William Butterfield and Stephen Bruei, TowerGroup, “The
Changing Electronic Trading Landscape: Assessing the Drivers for 2010 and Beyond,” January 18, 2010 (“The buy-side trade
desk must have a strong knowledge of the operating and business models of the various execution venues and the way
algorithms work with dark pools, exchanges, and electronic communications networks (“ECNs”).).

13

As discussed below, payments for order flow and other monetary incentives can influence where a broker and other
trading venues route an order. Information regarding such payments and incentives would assist investors in determining
how and where to route an order and where potential conflicts of interest may exist.
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Our members report that while they receive information about the venue at which an order was executed, they often do
not receive information about what occurred prior to execution. For example, an order could have been routed to several
different venues prior to execution for a brief period of time and rested on those venues until the order was routed
elsewhere. Such information can help provide a more complete picture of the quality of execution provided by a broker and
other execution venues as well as provide insight into the potential leakage of information about an order that may have
occurred during the time it was exposed at the trading venues that did not execute the order.

15

As with the prior recommended disclosures, this disclosure would provide insight into any potential conflicts that may
exist in order routing and execution.
16

Our members report that, after informing a broker that they do not want their orders to be disseminated via IOIs, they
often find out that their orders were, in fact, disseminated using IOIs via an affiliated trading venue of the broker.
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•
•
•

Policies and procedures to control leakage of information regarding a customer’s order and
other confidential information17
Information regarding the internalization of orders, including the revenue generated by
internalization and the percentage of shares executed internally18
Cancellation rates of orders and policies and procedures regarding the use of IOC orders19

We believe disclosure of this type of information will go far towards assisting both investors in
their trading decisions,20 and regulators and others in understanding the performance of the current
market structure.21
2. Current Regulatory Tools for Measuring Market Performance and Market Quality
The Release requests comment on whether the current rules regarding measuring market
quality and disclosing order routing practices should be updated or expanded to provide different or
additional information to investors. Currently, the rule relating to measuring market quality is Rule
605 of Regulation NMS, and the rule relating to the disclosure of order routing practices is Rule 606 of
Regulation NMS.22

17

As discussed below, the confidentiality of information regarding orders is arguably the most significant consideration for
funds when trading.

18

As discussed in Section IV of our letter, internalization represents a significant percentage of the volume of the securities
markets and is an example of undisplayed liquidity with which institutional investors, for the most part, cannot interact.
Increased disclosure surrounding this practice can allow institutional investors to better understand the routing decisions of
internalizers and any potential conflicts that may exist regarding internalization.

19

As discussed in Section V of our letter, the amount of cancelled orders and the use of IOC order types can create “noise” in
the markets for institutional investors who need to trade in large size and may lead to other concerns for the efficiency of the
securities markets in general.
20

While we believe the recommended information must be made readily available to investors, we are open to the manner in
which this information is disseminated. We realize that some of the recommended disclosures may only be appropriate to
be disclosed directly to the customer of a broker or other trading venue. In these cases, while the Commission should
require broadly that the information be disclosed to assure that investors have access to the information, we believe the
specific manner of dissemination can be left to industry best practices. To this end, we encourage brokers and other trading
venues to work with investors to determine the best solution. The Commission should determine the manner in which
certain of the information above would be disclosed to the public.

21

We believe it will be critical that regulators examine and utilize the information above and consider enforcement actions
against those market participants that, for example, do not adhere to their disclosed policies and procedures.

22

The Commission adopted these rules in November 2000. See Securities Exchange Act Release No. 43590 (November 17,
2000), 65 FR 75414 (December 1, 2000). Rule 605 requires market centers to prepare and make available to the public
monthly reports in electronic form that categorize their order executions and include statistical measures of execution
quality including, for example, the opportunity for price improvement, the likelihood of execution, the speed of execution,
and the trading characteristics of the security, together with other non-price factors such as reliability and service. Rule 606

Ms. Elizabeth M. Murphy
April 21, 2010
Page 10 of 29
While these rules have resulted in comparable statistics across market centers in the metrics
covered by the rule, they have not proven useful to institutional investors, including funds, regarding
some of the information needed to determine how and where to route large orders under current
market conditions. For example, the Release notes that Rule 605 does not include any statistics
measuring the execution quality of orders submitted for execution at opening or closing prices; the
commission costs of orders, access fees, or liquidity rebates; or the amount of time that canceled nonmarketable orders are displayed in the order book of a trading center before cancellation. We believe
that these are the types of disclosures, reflecting information on recent market structure developments,
which would be helpful to investors and others in assessing current market performance.
Rules 605 and 606 were drafted primarily with the interests of individual investors in mind and
are focused on the execution of smaller orders. Large-sized orders are excluded from both rules. We
therefore support the Commission either updating or expanding Rules 605 and 606 to provide
additional information to investors, possibly incorporating some of the recommended disclosures by
broker-dealers and other trading venues discussed above.
B. Long-Term Investors
The Commission, in its consideration of trading and market structure issues, has focused on the
interests of, and the challenges facing, long-term investors. Where the interests of long-term investors
and short-term professional traders diverge, the Commission has repeatedly emphasized that its duty is
to uphold the interests of long-term investors. We believe this is a worthy and practical goal and that
the Commission should continue to examine the differences between long-term investors and shortterm traders when crafting new, or updating existing, regulations.23
The Release requests comment on the circumstances when an investor should be considered a
“long-term investor” and if a time component is needed to define a long-term investor. The Institute
believes that it will be extremely difficult, and potentially problematic, to create an explicit definition of
a “long-term investor” or to determine a time frame that would distinguish a “long-term investor” from
other types of investors. For example, funds represent millions of long-term investors in the securities
markets but some funds may employ shorter-term trading strategies, in whole or in part, to achieve
long-term goals. It seems difficult, if not impossible, to craft a definition that could take into account
the myriad circumstances under which investing decisions are made.

requires broker-dealers that route customer orders in NMS stocks and options to make publicly available quarterly reports
that disclose the execution venues to which they route non-directed orders.
23

As discussed in more detail below, short-term traders bring certain benefits to the securities markets, such as providing
liquidity, short-term traders also raise questions regarding the impact of their trading practices on the securities markets and
investors in those markets.
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For these reasons, we believe the Commission should not explicitly define a “long-term
investor” for purposes of trading and market structure issues and should instead consider who is not a
long-term investor if it determines the need to distinguish between types of investors in this manner.
We believe that, as a starting point, the Commission could look to the characteristics of a proprietary
firm engaged in high frequency trading identified in the Release.24
C. Measuring Institutional Investor Transaction Costs
The Release notes that, given the focus on long-term investors, it is important to determine the
useful metrics for assessing the performance of the current market structure for these investors. The
Release notes that most of the Commission’s past analyses of market performance have focused on the
execution of smaller orders rather than attempting to measure the overall transaction costs of
institutional investors to execute large orders, partly because of the complexity of measuring these costs.
Funds employ transaction cost analysis for a variety of reasons. Most funds analyze transaction
costs to assess their brokers’ trading performance. Other uses for transaction cost analysis are to
measure the performance of a fund’s trading desk, to identify outlier trades and problem portfolio
trades and to allow a fund’s compliance department to examine issues surrounding best execution.
Funds currently utilize various measurement techniques to monitor and evaluate their portfolio
transaction costs and the quality of their executions. Different funds use different measures for a
variety of reasons, including, for example, the size of the fund complex, availability of resources, a fund’s
investment objectives and strategies (e.g., index funds, momentum funds and international funds may
all utilize different measurements), and the markets in which their portfolio securities trade.
Many fund complexes, particularly larger fund complexes, utilize their own transaction cost
analysis methods, or a combination of their own analysis and those of outside firms specializing in
evaluating transaction costs. While these outside firms provide useful information to complement the
transaction cost analysis performed internally by funds and, in general, accurately reflect the transaction
costs experienced by institutional investors, our members report that these firms experience the same
difficulties as other market participants in assessing execution quality and market performance under
the current market structure. Most significantly, given the complexity of the current market structure,
and the lack of transparency regarding certain trading practices (as discussed above in Section III.A.),
accurately measuring overall institutional investor transaction costs can be challenging.

24

Certain types of both retail and institutional investors will be considered “long-term investors” using these characteristics.
While we believe that the Commission should distinguish between long-term investors and short-term traders when
assessing market structure issues, we also believe it will be necessary to distinguish between retail and institutional investors
for certain purposes, due to the different ways in which these investors trade. We will discuss the particular needs of
institutional investors in further detail below.
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The Commission most recently examined the feasibility of quantifying overall fund transaction
costs in its concept release on measures to improve the disclosure of these costs.25 In the concept
release, the Commission requested comment on quantifying all transaction-related costs incurred by
funds and requiring funds to disclose such a measure. The Institute’s letter on the concept release
noted the challenges in measuring these costs.26 Most significantly, market participants, academics and
others utilize various measures and a combination of approaches to determine transaction costs. To the
best of our knowledge, there is still no single generally accepted method or product that has been
developed to capture all the necessary and relevant data from a fund and generate objective and
consistent measurements and we do not believe that the Commission should mandate a single or static
approach to analyzing transaction costs.
IV.

Undisplayed Liquidity

Much of the current debate over the structure of the U.S. securities markets has centered on the
proliferation of undisplayed, or “dark,” liquidity and the venues that provide such liquidity, particularly
so-called “dark pools.”
A. Fund Use of Undisplayed Liquidity
The Release defines “undisplayed liquidity” as trading interest that is available for execution at a
trading center, but is not included in the consolidated quotation data that is widely disseminated to the
public. As the Release notes, undisplayed liquidity is not a new phenomenon. Funds have long been
significant users of undisplayed liquidity and the trading venues that provide such liquidity. These
venues provide a mechanism for transactions to interact without displaying the full scale of a fund’s
trading interest, thereby lessening the cost of implementing trading ideas and mitigating the risk of
information leakage. These venues also allow funds to avoid transacting with market participants who
seek to profit from the impact of the public display of large orders to the detriment of funds and their
shareholders. As we have stated in several letters to the Commission,27 the confidentiality of
information regarding fund trades is of significant importance to Institute members. Any premature or
improper disclosure of this information can lead to frontrunning of a fund’s trades, adversely impacting
the price of the stock that the fund is buying or selling.

25

SEC Release Nos. 33-8349, 34-48952 and IC-26313 (December 18, 2003), 68 FR 74820 (December 24, 2003) (Request
for Comments on Measures to Improve Disclosure of Mutual Fund Transaction Costs).

26

See Letter from Amy B.R. Lancellotta, Senior Counsel, Investment Company Institute, to Jonathan G. Katz, Secretary,
Securities and Exchange Commission, dated February 23, 2004 (Commission Request For Comments on Measures to Improve
Disclosure of Mutual Fund Transaction Costs).

27

See, e.g., Letters from Paul Schott Stevens, President, Investment Company Institute, to Christopher Cox, Chairman,
Securities and Exchange Commission, dated September 14, 2005, August 29, 2006, and September 19, 2008.
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At the same time, we recognize that while venues providing undisplayed liquidity bring certain
benefits to funds, not displaying orders detracts to some extent from market transparency. We
therefore understand the Commission’s desire to examine trading venues that do not display
quotations to the public and its concerns about, for example, the creation of a two-tiered market. As
discussed above, the Institute has long advocated for regulatory changes that would result in more
displayed quotes and believes that increasing overall transparency in the markets would lead to a more
efficient marketplace.
Ideally, funds would like as much liquidity as possible to be executed in the displayed markets.
Nevertheless, there is real value in enabling entities, such as funds, that frequently trade in large
amounts to have access to venues that do not disclose their trading interest. We therefore believe it is
imperative that venues trading undisplayed liquidity remain available to funds. We would be
concerned if any Commission proposal impeded funds as they trade securities in venues providing
undisplayed liquidity, whether it be through trading large blocks or through other trading methods.28
It also will be important for the Commission in examining any future rulemaking to consider
the varying business models and trading mechanisms of venues providing undisplayed liquidity. For
example, some dark pools, such as block crossing networks, offer specific size discovery mechanisms that
are critical for funds in the anonymous execution of large-sized orders. Other dark pools and ATSs
operate in a manner more akin to broker-dealer trading venues and we believe arguably should be
treated differently from venues such as block crossing networks for purposes of regulation.29
The Release requests comment on the order execution quality provided to investors executing
orders in venues providing undisplayed liquidity. In general, we believe that the quality of execution
provided by these venues to funds is very good. However, as with any type of trading venue, execution
results will vary depending on a number of factors such as the specific venue’s business model, the type
of security the fund is seeking to trade, and overall market conditions at the time of the trade. It also is
important to note that given the number of different types of venues providing undisplayed liquidity, it
is difficult to provide an all encompassing view about the order execution quality provided by these
types of venues.

28

For example, as we stated in our comment letter on the Commission’s recent proposal relating to non-public trading
interest, certain aspects of that proposal could result in ATSs becoming more “dark” to avoid regulation and/or brokerdealers increasing their execution of orders internally, continuing the lack of transparency to investors. Similarly, instead of
sending out IOIs, a trading venue could instead use IOC orders to “ping” the market. As discussed below, our members
report that IOC orders themselves can prove problematic for funds as they trade large blocks. See ICI Non-Public Trading
Interest Letter, supra note 5.
29

Currently, only a small portion of trades in ATSs take place in venues specializing in trading large blocks of securities.
More often, funds must break up their larger “parent” orders into smaller “child” orders and execute these orders in other
types of ATSs. The liquidity for the majority of fund orders often cannot be found in the specialized block ATSs.
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B. Public Price Discovery and Undisplayed Liquidity
A long-standing concern regarding undisplayed liquidity is whether its trading volume has
reached a sufficiently significant level that it impairs the quality of public price discovery. The Institute
has expressed concerns in the past about the impact of undisplayed liquidity on the price discovery
process. We believe the time is ripe for the Commission to examine the impact of certain undisplayed
liquidity on price discovery, as well as potential ways to encourage the further public display of orders.
1.

Undisplayed Liquidity Handled by Market Makers – Internalization

Broker-dealer internalized order flow represents a significant portion of undisplayed liquidity
that funds do not have an opportunity, for the most part, to trade against, and that therefore can make
trading large orders more difficult. The Commission seeks comment on undisplayed liquidity handled
by market makers through internalization. According to the Release, broker-dealer internalization
accounts for approximately 17.5 percent of the total share volume of NMS stocks, more than the
amount of share volume attributed to dark pools as a whole.
Internalization raises a variety of concerns. For example, internalization may increase market
fragmentation because it can result in customer orders not being publicly exposed to the market. In
addition, internalization may raise conflicts between broker-dealers and their customers because they
can result in broker-dealers executing customer orders at the displayed quotations, thus foregoing the
opportunity for price improvement for those orders in order to maximize the profits of the brokerdealers involved in such relationships.30
The Commission has attempted to address certain aspects of the practice of internalization in a
variety of ways, most significantly through disclosure of broker-dealer order handling practices and the
requirement that broker-dealers give special scrutiny to internalization during their regular and
rigorous best execution reviews.31 Both of these approaches, however, provide only a limited means to
deal with the conflict of interests that may exist in, and concerns related to, the practice.
30

See Colby/Sirri Article, supra note 6, at p. 174 (“The liquidity provider’s direct trading with these orders may or may not
benefit the orders themselves, depending on the prices and conditions under which they are executed, and the degree of
competitiveness in the market to purchase order flow. Irrespective of whether the orders are benefited, however, the
fragmentation of trading that results from the internalization of these orders necessarily reduces the interaction of orders
that helps create liquidity.”).
31

In particular, the Commission adopted amendments to Rule 10b-10 under the Securities Exchange Act of 1934
(“Exchange Act”) to require broker-dealers to include on confirmations a statement whether payment for order flow is
received by the broker-dealer for transactions and the fact that the source and nature of the compensation received in
connection with the particular transaction will be furnished upon written request of the customer. In addition, the
Commission adopted new Exchange Act Rule 11Ac1-3 (now Rule 607 of Regulation NMS) to require broker-dealers to
disclose to customers, when a new account is opened and annually thereafter, (1) the broker-dealers’ policies regarding
receipt of payment for order flow, including a statement as to whether any payment for order flow is received for routing
customer orders and a detailed description of the nature of the compensation received; and (2) the broker-dealers’ policies
for determining where to route customer orders that are the subject of payment for order flow absent specific instructions
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We do not suggest that internalization be prohibited. We recommend, however, that the
Commission take further action to ensure that internalized orders receive meaningful benefits from
being internalized. Specifically, any order executed through internalization should be provided with
“significant” price improvement.32 Such a requirement would ensure that the internalizing brokerdealer provides at least some amount of “significant” price improvement to an internalized order, thus
addressing one of the concerns regarding internalization noted above. It also would address other
concerns by potentially resulting in more customer orders being exposed to the market if the amount of
internalized orders is reduced.
2.

Trade-At Rule and Trade-Through Rule with Depth of Book Protection

The Release requests comment whether the Commission should consider a “trade-at” rule that
would prohibit any trading center from executing a trade at the price of the NBBO unless the trading
center was displaying that price at the time it received the incoming contra-side order.33 The Release
also revisits the issue of a trade-through rule with depth of book protection and requests comment
whether trade through protections should be expanded to cover the depth of the book. Regulation
NMS’ trade through rule only prohibits a trading center from trading through the best displayed quote
of a market center.
When Regulation NMS was proposed, the Institute supported the establishment of a uniform
trade-through rule for all market centers.34 Our comment letter stated that, by affirming the principle
of price priority, a trade-through rule should encourage the display of limit orders, which in turn would
improve the price discovery process and contribute to increased market depth and liquidity. The letter
also stated that a trade-through rule would increase investor confidence in the securities markets by
helping to eliminate an impression of unfairness when an investor’s order executes at a price worse than
the displayed quote.
The Institute believes the same arguments set forth in support of the trade-through rule would
apply to a trade-at rule and a trade-through rule with depth of book protection. However, at this time,
the Institute does not support the adoption of a trade-at rule for the securities markets or the expansion
from customers, including a description of the extent to which orders can be executed at prices superior to the national best
bid and national best offer.
32

We question whether providing price improvement to internalized orders in, for example, increments of hundredths of a
penny is providing meaningful price improvement.
33

The Release notes that under this type of rule, a trading center that was not displaying the NBBO at the time it received
an incoming marketable order could either: (1) execute the order with significant price improvement (such as the minimum
allowable quoting increment (generally one cent)); or (2) route intermarket sweep orders (“ISOs”) to full displayed size of
NBBO quotations and then execute the balance of the order at the NBBO price.

34

See ICI Regulation NMS Letter, supra note 5.
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of the trade-through rule to cover depth of book protection. Most significantly, a trade-at rule would
be difficult to implement and operate under the current market environment. As the Release notes,
published quotes today may not reliably indicate the true prices that are actually available to investors
due to the disparities that exist in the fees charged by market participants. In particular, many trading
venues that display their quotes in the public quotation system typically charge per share “access fees” to
non-subscriber market participants that trade with the orders that the venues display. The Institute
does not believe that access fees should be reflected in the displayed quote because, as the Release notes,
this would lead to subpenny pricing, which we oppose, for the reasons set forth below.35
A trade-through rule with depth of book protection also has potential downsides. Such a rule
could, to some extent, turn the market into a large consolidated limit order book, a so-called “CLOB.”
While some Institute members would support a CLOB-like market structure, others believe that a
CLOB could stifle the creation of new or different ATSs and could make it more difficult for a brokerdealer to work a large order, as it would have to satisfy interest on one or more markets that was below
the top of book.36
3.

Subpennies

The Release notes that there may be greater incentives for broker-dealer internalization in lowpriced stocks as the minimum one cent per share pricing increment established under Regulation NMS
is much larger on a percentage basis than it is in higher-priced stocks. In response to this concern, the
Commission requests comment on whether it should consider reducing the minimum pricing
increment for lower priced stocks (i.e., allow for “subpennies”).37
35

At this time we also are not recommending the adoption of a “trade-at” rule to address concerns relating to
internalization. A trade-at rule could stifle development of ATSs that act in a purely agency capacity by limiting their ability
to execute if they are not quoting at the NBBO. Moreover, under a trade-at rule, a market maker could quote at the NBBO
and still internalize orders without providing any price improvement. Consequently, it would be far more useful for the
Commission to require significant price improvement for internalized orders than to force a trade-at rule for all trading
centers.
36

Some market participants have suggested that the Commission revisit instituting an “opt-out” exception to a tradethrough rule. The Institute did not support the trade-through proposal’s “opt-out” exception when Regulation NMS was
proposed, and our position has not changed. We see no practical reason why a market participant would ignore better
priced orders in the market, especially if a market participant can access and execute against those orders, automatically and
with certainty. In addition, an opt-out exception is inconsistent with the principle of price protection for limit orders. We
continue to believe that an opt-out exception would undermine the ability of the Commission’s proposals to achieve their
stated objectives of encouraging the display of limit orders and enhancing investor confidence in the markets.

37

In proposing Regulation NMS, the Commission expressed concerns that superior subpenny quotes on alternative markets
that were not transparent and readily accessible to average investors could be harmful to those investors and to the markets
as a whole. At the same time, the Commission believed that including subpenny quotes in the best publicly disseminated
prices could also harm investors and the markets. Among other things, the Commission was concerned that subpenny
quoting was likely to further decrease market depth and increase the incidence of market participants stepping ahead of
standing limit orders for an economically insignificant amount. Moreover, the Commission was concerned that the
potential benefits of marginally better prices that subpenny quotes might offer in securities priced above $1.00 per share
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While the Institute strongly supported the move to decimalization and the trading of securities
in minimum increments of one penny, we have strongly opposed the entry of orders and the quoting of
securities in subpennies. As we noted in our comment letter in response to the Commission’s concept
release regarding the impact of trading and potentially quoting securities in subpennies,38 permitting
the entry of orders and the quoting of securities in subpennies would eliminate much of the benefit
brought by decimalization and would exacerbate many of the unintended consequences that have arisen
in the securities markets since its implementation, which have proven harmful to funds and their
shareholders.
Most significantly, many of the difficulties that funds have faced trading large orders has been
caused by increased instances of stepping-ahead of orders. Permitting the entry of orders and the
quoting of securities in subpennies would allow a trader to gain priority over another trader by bidding
as little as $0.001 more for the same security, an amount that is virtually meaningless in terms of actual
costs of obtaining the position (i.e., ten cents for 100 shares). This potential for the increased steppingahead of orders would exacerbate the current disincentive for market participants to enter any sizeable
volume into the markets and would reduce further the value of displaying orders.
The Institute also is concerned about the effect of quoting securities in subpennies on market
transparency and depth. The reduction in quoted market depth as the result of quoting in penny
increments arguably is one of the developments that have adversely affected institutional investors’
ability to execute large orders. The Institute believes that displaying consolidated quotes in subpenny
increments could further reduce the displayed quote size and overall depth of the markets.39 For these
reasons, we would oppose any reduction in the minimum pricing increment for Regulation NMS
stocks.

were not likely to justify the costs that would result from such a change. In response to these concerns, the Commission
adopted Rule 612 of Regulation NMS to prohibit market participants from accepting, ranking, or displaying orders, quotes,
or indications of interest in a pricing increment finer than a penny in any NMS stock, other than those with a share price
below $1.00.
38

39

See Subpenny Concept Release Letter, supra note 5.

“We do not recommend that the minimum price variation be decreased further. We are particularly concerned about the
effect of a small minimum price variation on order display and on transaction costs of large traders.” Angel/Harris/Spatt
Paper, supra note 10.
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V.

High Frequency Trading

One of the focuses of the Release is the impact of high frequency trading on the securities
markets. According to the Release, estimates of HFT volume in the U.S. equity markets typically are 50
percent of the total market volume or higher. Other estimates calculate these figures to be closer to 60
to 70 percent of the total volume. Given the significant market volume that HFT represents, high
frequency traders and issues connected to HFT have garnered the attention of regulators, Congress,
and market participants in general.40
As the Release notes, HFT firms can be organized in a variety of ways, including as a proprietary
trading firm, as the proprietary trading desk of a multi-service broker-dealer, or as a hedge fund. While
there is no formal definition of HFT, the Release notes that characteristics often attributed to HFT
firms are: (1) the use of extraordinarily high-speed and sophisticated computer programs for generating,
routing, and executing orders; (2) use of co-location services and individual data feeds offered by
exchanges and others to minimize network and other types of latencies; (3) very short time-frames for
establishing and liquidating positions; (4) the submission of numerous orders that are cancelled shortly
after submission; and (5) ending the trading day in as close to a flat position as possible (i.e., not
carrying significant, unhedged positions over-night).
The Release distinguishes between long-term investors and professional traders such as high
frequency traders. As the Release notes, long-term investors are market participants who provide
capital investment and are willing to accept the risk of ownership in listed companies for an extended
period of time. Unlike long-term investors, professional traders generally seek to establish and liquidate
positions in a shorter time frame. Accordingly, these traders often have different interests than
investors concerned about the long-term prospects of a company.
A. Impact of HFT on the Securities Markets
The debate about the impact of HFT on the securities markets clearly is still in its infancy and
there is no consensus on the overall impact of HFT on the securities markets.
Funds do not object to HFT per se. HFT arguably brings several benefits to the securities
markets in general and to investors in the markets, including providing liquidity, tightening spreads,
and playing a role as the “new market makers.” At the same time, there are potential concerns
40

See, e.g., Statement of Senator Edward E. Kaufman (Del.), Regulatory Agencies Increasingly Concerned About High
Frequency Trading, March 2, 2010. See also Carol L. Clark, The Federal Reserve Bank of Chicago, Chicago Fed Letter,
“Controlling Risk in a Lightening-Speed Trading Environment,” March 2010; Sal Arnuk and Joseph Saluzzi, Latency
Arbitrage: The Real Power Behind Predatory High Frequency Trading, A Themis Trading LLC White Paper, December 4,
2009; Quantitative Services Group (QSG), Liquidity Charge® & Price Reversals: Is High Frequency Trading Adding Insult to
Injury?, February 2010; and Investment Technology Group, Understanding and Avoiding Adverse Selection in Dark Pools,
November 2009 (“ITG Study”).
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associated with HFT. These include concerns relating to many of the HFT characteristics noted above,
including operational advantages or the potential for gaming through the use of high-speed computer
programs for generating, routing, and executing orders, and the use of co-location services and
individual data feeds offered by exchanges and others to minimize network and other types of latencies.
In addition, the submission of numerous orders that are cancelled shortly after submission can create
unnecessary market traffic and misleading market “noise.” Of particular concern, our members report
that strategies employed by HFT (as well as by other market participants) often are designed to detect
the trading of large blocks of securities by funds and to trade with or ahead of those blocks.41
No matter what the analysis of the benefits and costs of HFT to the markets concludes, we
believe the issues surrounding this trading practice are ripe for further examination by the Commission
because of the significant amount of the daily trading volume that HFT now constitutes.
B. Need for Increased Transparency of High Frequency Traders and HFT Practices
There is an immediate need for more information about high frequency traders and the
practices of HFT firms. Many of the Release’s questions regarding the impact of HFT on long-term
investors, including funds, are difficult to answer in any comprehensive manner due to the lack of
transparency regarding the operations of HFT firms.
As discussed in further detail below, transparency about HFT firms is needed in several areas,
including the manner in which HFT firms trade, liquidity rebates and other incentives for order flow
received by HFT firms, and other potential conflicts of interest that may exist concerning their trading
and routing practices.42 We believe it would be extremely helpful for regulators and investors both to
have access to this information to better understand the impact of HFT on the markets and, for
investors, to make more efficient trading decisions.
We are pleased that the Commission has taken the first step towards increasing transparency
regarding HFT by proposing a large trader reporting system that would allow the Commission to better
identify large market participants, collect information on their trades, and analyze their trading
activity.43
41

See, e.g., ITG Study, supra note 40 (“Although high-frequency trading firms play an important role in displayed markets by
tightening the spreads, they are often the cause of short-term adverse selection in dark pools. And, due to the overwhelming
participation level of high-frequency trading firms in dark pools, adverse selection is occurring much more frequently to the
detriment of buyside participants.”).
42

As discussed above in Section III, we believe transparency is needed regarding the trading practices of many market
participants, not only HFT firms. We therefore are not singling out HFT firms for any particular regulatory requirements
surrounding transparency and suggest that disclosure and other requirements regarding execution practices be applied
uniformly across all trading venues and market participants.

43

See Securities Exchange Act Release No. 61908 (April 14, 2010). See also Statement of SEC Commissioner Elisse B.
Walter at Commission open meeting regarding large trader reporting requirement, April 14, 2010 (“Well-regulated markets
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C.

HFT Strategies

Rather than attempt to create a precise definition of HFT, the Release focuses on particular
strategies and tools that may be used by HFT firms and examines whether these strategies benefit or
harm market structure performance and the interests of long-term investors. The Release discusses four
types of trading strategies – passive market marking, arbitrage, structural, and directional. We will
focus on the impact of two of these strategies on investors, passive market making and directional, and
related issues of liquidity rebates and IOC orders in the markets.44
1.

Liquidity Rebates and Passive Market Making Strategies

The Commission generally seeks comment on the quality of liquidity provided by HFT firms
that engage in “passive market making” and the benefits and drawbacks of liquidity rebates in light of
their use by such firms. The Commission describes “passive market making” as primarily involving the
submission of non-marketable resting orders (bids and offers) that provide liquidity to the marketplace
at specified prices. The Commission notes that while HFT firms engaged in passive market making
may sometimes take liquidity if necessary to liquidate a position rapidly, the primary sources of profits
for HFT firms under this strategy are from earning the spread by buying at the bid and selling at the
offer and capturing any liquidity rebates offered by trading centers to liquidity-supplying orders.45
a.

Background on Liquidity Rebates

Liquidity rebates became a prominent feature of the markets as a result of the business practices
of ECNs and Nasdaq. At the time the Commission incorporated ECN orders into the public
quotation system, ECNs and Nasdaq vigorously competed with each other for order flow. To attract
liquidity onto their limit order books, ECNs and Nasdaq began offering liquidity rebates to reward
market participants for submitting “resting” limit orders that gave depth to the trading book. They also
imposed a per-share access fee on the incoming marketable orders that execute against the resting limit
orders and thereby “remove liquidity” from the book. Because non-subscribers could not place limit
orders on an ECN’s book and therefore could not receive the rebates, the fees that they paid acted as a
subsidy to the subscribers that placed standing limit orders on the ECN’s book.
require that regulators have the tools and information they need to conduct surveillance as well as investigations of
manipulative, abusive, or other illegal activity, and to better understand market participants. To do this effectively,
regulators and self-regulators must have timely and accurate information.”)
44

While our letter focuses on the impact of these two strategies, we believe the other two strategies discussed in the Release –
the arbitrage and structural strategies – also are worthy of examination.

45

The practice of providing liquidity rebates is associated with what is often referred to as the “maker/taker” model. In the
maker/taker model, trading venues charge access fees to traders who “take” liquidity with marketable orders and pay rebates
to limit order providers who “make” liquidity by placing standing limit orders.
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The use of liquidity rebates quickly moved to marketplaces other than Nasdaq and ECNs.
Other exchanges began to use rebates or variations of this pricing methodology. Some ATSs other than
ECNs also began to employ rebates in an attempt either to gain order flow for a new market venue
through attractive pricing arrangements or to incentivize the routing of certain types of orders.
As a result of the impact on order routing caused by liquidity rebates and access fees, the
Commission considered a variety of proposals to address these issues when it proposed Regulation
NMS. Ultimately, the Commission limited access fees such that they could not be more than a de
minimis amount.46 While Regulation NMS capped access fees, it did not eliminate or limit liquidity
rebates. If anything, the practice of providing liquidity rebates has become more pronounced in recent
years, and most if not all equity exchanges have moved to a model of providing liquidity rebates to
persons who post liquidity in their markets.
b.

Fairness of Liquidity Rebates

The Commission requests comment whether liquidity rebates are unfair to long-term investors
because they tend to be paid primarily to HFT firms engaging in passive market making strategies, or
whether they generally benefit long-term investors by promoting narrower spreads and more
immediately accessible liquidity.
The Institute believes that the incentives that currently exist for market participants to route
orders to particular venues, and any related conflicts of interest that may arise due to these incentives,
need to be examined. For example, we are concerned that brokers may refrain from posting limit orders
on a particular exchange because it offers lower liquidity rebates than other markets, even though that
exchange offers the best possibility of an execution for those limit orders. Practices such as these, in
turn, may ultimately harm investors because their limit orders may not be executed.47 At the same time,
it is unclear what benefits liquidity rebates provide to investors.
The Institute does not recommend that liquidity rebates be prohibited at this time, as more
should be learned about the effects of this practice. We instead suggest that the Commission, at the
very least, require more transparency surrounding rebates and the revenue to market participants
generated by rebates, as well as other incentives provided to route orders. This would provide regulators
and the public with important information to assess routing decisions. We further recommend that

46

In particular, Rule 610 of Regulation NMS limits the fees that can be charged for access to quotations to $0.003 per share
(or 0.3 percent of the quotation price per share for quotations less than $1.00).

47

“[T]he ‘make or take’ model for pricing exchange services has led to perverse outcomes …. We recommend that the SEC
require that all brokers pass through the fees and liquidity rebates to their clients. The SEC also should indicate clearly that
the principles of best execution apply to net prices and not to quoted prices.” See Angel/Harris/Spatt Paper, supra note 10.
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the Commission examine the data generated about liquidity rebate practices and determine whether
further rulemaking is necessary to address concerns in this area.
2.

Directional Strategies

The Release discusses two types of “directional strategies,” order anticipation strategies and
momentum ignition strategies, where a HFT firm takes a significant, unhedged position based on an
anticipation of an intra-day price movement of a particular direction that may contribute to the quality
of price discovery in a stock. The Release notes that these strategies may pose particular problems for
long-term investors.
a.

Order Anticipation Strategies

The Release states that an order anticipation strategy occurs when a HFT firm seeks to
ascertain the existence of one or more large buyers (sellers) in the market and to buy (sell) ahead of the
large orders with the goal of capturing a price movement in the direction of the large trading interest.
After a profitable price movement, the HFT firm then may attempt to sell to (buy from) the large buyer
(seller) or be the counterparty to the large buyer’s (seller’s) trading. In addition, the HFT firm may
view the trading interest of the large buyer (seller) as a free option to trade against if the price moves
contrary to the HFT firm’s position.48
As the Release notes, there is nothing illegal per se about an order anticipation strategy. Many
market participants, in addition to HFT firms, utilize sophisticated pattern recognition software to
ascertain from available information the existence of a large buyer or seller or use orders to “ping” the
markets in an attempt to locate and trade ahead of large buyers and sellers. Merely because this
behavior is not per se illegal, however, does not mean that this type of strategy is beneficial to the
markets or to investors, or that it does not interfere with efficient price discovery.
Funds have been concerned about this type of market practice for years. Many market
participants, including floor brokers and market makers, used these techniques in the past to obtain an
advantage over funds. What has changed, as the Release correctly recognizes, is the technology available
to HFT firms that has allowed them to better identify and execute these trading strategies. Technology
has made the use of these strategies much easier and cheaper to employ, thereby lowering the risk to
users of these strategies. This, in turn, has made trading more difficult for funds that are interested in
buying and selling large positions and that are hurt by market participants that trade in front of their
orders.

48

The Release notes that any proprietary firm or other person that violates a duty to a large buyer or seller or
misappropriates their order information and then uses the information for its own trading to the detriment of the large
buyer and seller has engaged in misconduct that already is prohibited, such as forms of front running.
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While this strategy may not be in violation of any specific regulation, several aspects of the
strategy are akin to methods that market participants may use to game the markets. We therefore
recommend that the Commission examine whether any new regulations are necessary to address firms
that are conducting an order anticipation strategy and whether certain order anticipation strategies
should be considered as improper or manipulative activity.49
b. Practice of “Pinging”
The Commission requests comment on whether the use of “pinging” orders to access
undisplayed liquidity should be prohibited or restricted. The Commission describes a “pinging” order
as an IOC order that can be used to search for and access all types of undisplayed liquidity, including
liquidity at dark pools and undisplayed order types at exchanges and ECNs. 50
Pinging orders have increased recently due arguably, in part, to the growth in HFT. The
frequent use of these orders is a double-edged sword. High frequency traders employing these orders
provide liquidity to the market. On the other hand, our members are concerned that much of the order
flow from these types of orders only provide “noise” to the market in that they offer only fleeting
liquidity in small size. The frequent placement and cancellation of orders also can provide a confusing
and disjointed indication of the current NBBO. Finally, we are concerned that some of these orders are
predicated upon informational advantages about trades or orders (through, for example, the use of
high-speed tape feeds) or are attempts to ferret out the existence of larger orders being executed
(through algorithms or broker handling) in order to trade ahead of these orders.
The Institute believes that the Commission should act to address the increasing number of
order cancellations in the securities markets. At the very least, this is an area worthy of further
Commission examination including considering whether requirements should be put in place to
restrict certain types of “pinging” in specific contexts, or whether a fee or “penalty” should be imposed
on cancelled orders that would discourage the current risk-free use of orders.

49

A “momentum ignition strategy” occurs when the HFT firm may initiate a series of orders and trades (potentially along
with spreading false rumors in the marketplace) in an attempt to ignite a rapid price move either up or down. For example,
the trader may intend that the rapid submission and cancellation of many orders, along with the execution of some trades,
will “spoof” the algorithms of other traders into action and cause them to buy (sell) more aggressively. We believe this
strategy raises concerns similar to the order anticipation strategy and should be addressed by the Commission in the same
manner as recommended above.

50

IOC orders are defined as market or limit orders that are automatically executed against the full size of a displayed
quotation, with any unexecuted portion of the orders immediately cancelled. See, e.g., NYSE Rule 13 (definition of a
“Regulation NMS-compliant Immediate or Cancel Order”). IOC orders have been around since at least the 1970s. See, e.g.,
Securities Exchange Act Release No. 14987 (July 24, 1978), 43 FR 33854 (August 1, 1978) (order approving a proposed rule
change by the Midwest Stock Exchange to adopt several order types, including an “immediate or cancel” order).
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D.

Tools Utilized by HFT to Obtain Market Access

There are a number of tools that HFT firms use to obtain the fastest market access possible to
satisfy the manner in which they need to trade. One of these tools is “co-location.” Another is using
certain advantages arising from the current structure of trading center data feeds and market data
distribution.51
1. Co-Location
The Commission requests comment on the fairness of co-location services and whether they
benefit or harm long-term investors and market quality, including whether they provide HFT firms
with an unfair advantage. As the Commission describes in the Release, co-location is a service offered
by trading centers that operate their own data centers and by third-parties that host the matching
engines of trading centers. The trading center or third-party rents space to market participants that
enables them to place their servers in close physical proximity to a trading center’s matching engine.
Co-location helps minimize network and other types of latencies between the matching engine of
trading centers and the servers of market participants. They assist HFT firms in that they reduce the
time to access trading venues to submit orders, as well as to receive execution reports and other messages
from the trading venue.52
The Commission has taken the position that co-location services offered by exchanges are
subject to the requirements in the Exchange Act. The terms of co-location services therefore must not
be unfairly discriminatory and the fees must be equitably allocated and reasonable. The Institute
believes that these are the appropriate standards by which the Commission should judge co-location
services offered by exchanges and, rather than banning such services, the Commission should subject
them to standards that ensure fairness and equity in their allocation.
2. Trading Center Data Feeds and Market Data Distribution
The Release states that an important tool used by HFT firms is the individual data feeds offered
by many exchanges and ECNs. Specifically, some HFT firms opt to use individual data feeds to avoid
the latency between consolidated data feeds and individual trading center data feeds. The Release notes
that when the Commission adopted Regulation NMS, it did not require a market center to synchronize
the delivery of its data to end-users with delivery of data by a plan processor to end-users. In particular,
51

The Commission has proposed to address other tools used by high frequency traders that have raised concerns for the
securities markets including certain market access arrangements and flash orders. The Institute supported requiring brokerdealers to implement risk management controls and supervisory procedures reasonably designed to manage the risks
associated with market access. See ICI Flash Order Letter, supra note 5. The Institute also supported the Commission’s
proposal to eliminate the exception for “flash orders” from the quoting requirements of the Exchange Act. Id.
52

The Release cites obtaining the fastest delivery of market data through co-location arrangements as an example of a
structural strategy used by HFT, i.e., exploiting structural vulnerabilities in the market or in certain market participants.
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the Commission decided to eliminate the provisions in the Exchange Act that prohibited the
independent distribution of market data. In making this change, the Commission only required that
market data be distributed on terms that are “fair and reasonable” and “not unreasonably
discriminatory.”
Given the extra step required for market centers to transmit data to plan processors, and for
plan processors to consolidate the information and distribute the information to the public, the
information in individual data feeds of exchanges and ECNs generally reaches market participants
faster than the same information in the consolidated data feeds. The Commission estimates that the
average latency in the provision of information on quotes and trades by plan processors as opposed to
direct feeds from market centers is less than 10 milliseconds. While this latency may seem de minimis,
in reality it may provide a valuable advantage to those who obtain direct feeds from market venues as
those persons may be able to perceive a pricing change and act upon it before the change is discernable
to the rest of the marketplace.
To address concerns about the latency for investors receiving market data, the Institute believes
that the Commission should consider eliminating the two-tiered distribution of consolidated quote
and tape information. Specifically, we recommend that all market participants receive market data
feeds from the same source, so that there is no time advantage available to some market participants
from the choice of data feed. We recognize that some market participants will still have access to faster
data transmission through more powerful computer capabilities on their end after distribution of the
data to a common source, but that is merely a function of the participant’s choice of resources to devote
to their own internal computer processing. We believe this type of advantage is different than a built-in
advantage due to the choice of data feed lines.
E. Regulatory Obligations on HFT Firms
As the Release notes, firms that employ passive market making strategies largely have replaced
more traditional types of liquidity providers in the equity markets, such as exchange specialists on
manual trading floors and OTC market makers that trade directly with customers. While such passive
market making firms are liquidity providers like specialists, they generally are not given special time and
place privileges in exchange trading. They also are not subject to the trading obligations that in the past
had accompanied such privileges.
Specialists traditionally had been subject to special restrictions on their trading activity in light
of their time and place advantages in the exchange markets. In particular, specialists had two primary
duties: (1) performing their “negative obligation” to execute customer orders at the most advantageous
price with minimal dealer intervention, and (2) fulfilling their “affirmative obligation” to offset
imbalances in supply and demand. Specialists were required to participate as both broker (or agent),
absenting themselves from the market to pair executable customer orders against each other, and as
dealer (or principal), trading for the specialists’ dealer or proprietary accounts when needed to facilitate
price continuity and fill customer orders when there was no available contra parties to those orders.
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Since the adoption of Regulation NMS and the corresponding increase of electronic trading,
the NYSE has replaced its specialist system with a Designated Market Maker (“DMM”) system and has
scaled back on the negative and affirmative obligations of the DMMs.53 Non-specialist market makers
on other exchanges are not subject to negative obligations, but they are subject to a requirement to
maintain a fair and orderly market. Exchanges vary as to the specific obligations imposed on market
makers to fulfill this responsibility. While OTC market makers are not subject to such negative and
affirmative obligations, they are subject to certain quoting obligations under the Exchange Act and
SRO rules.54
While HFT firms provide liquidity to the markets, they are under no obligation to do so and
pick and choose to provide liquidity and capture spreads when it is in their interest. HFT firms can
therefore act as de facto market makers at times of their choosing without being subject to any quoting
obligations. To address these issues, we recommend that the Commission examine the trading activity
of HFT firms versus the liquidity they provide and consider whether HFT firms should be subjected to
quoting obligations similar to that of OTC market makers or any other regulations similar to the
affirmative and negative obligations of specialists and market makers.
F. Exchange Traded Funds
In the section of the Release discussing the arbitrage strategy employed by high frequency
traders, the Release asks several questions regarding ETFs, including whether the impact of ETF trading
has been positive or negative for long-term investors and overall market quality.
As the Release notes, ETFs have become an increasingly popular investment vehicle. Over the
past decade, demand for ETFs has grown markedly as investors – both institutional and retail – have
increasingly turned to them as investment options in their portfolios. As of the end of 2009, there were
797 ETFs on the market with more than $777 billion in total net assets.55
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In particular, Rule 602 of Regulation NMS (the firm quote rule) requires an OTC market maker to submit its best bids,
best offers and quotation sizes for an exchange-traded security to a national securities association if the volume of the OTC
market maker’s transactions for that security exceeds one percent of the aggregate reported trading volume for that security
during the most recent calendar quarter. In light of Nasdaq’s registration as an exchange, the Commission has granted an
exemption from this requirement that allows an OTC market maker to communicate its best bids, best offers and quotation
sizes to Nasdaq (as opposed to FINRA), provided Nasdaq meets certain conditions. Under Nasdaq Rule 4612, OTC
market makers seeking to post quotations in Nasdaq must register as market makers. As registered market makers, they are
obligated under Nasdaq Rule 4613 to engage in a course of dealings for their own account to assist in the maintenance,
insofar as reasonably practicable, of fair and orderly markets, and to enter and maintain two-sided quotations and trade for
their own accounts on a continuous basis.
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ETFs bring several benefits to the securities markets, and to investors in the markets. For
example, the trading of ETFs provides liquidity not only in the ETF itself, but also in the underlying
securities comprising the ETF. In addition, ETFs provide market participants, such as market makers,
with an efficient way to hedge their positions. ETFs also allow investors better and more diversified
access to markets they may not otherwise have had, including narrow sectors of the markets and
relatively illiquid markets. For these reasons, we believe the impact of ETF trading has been positive for
overall market quality.
VI.

Impact of Market Structure on Other Areas

The Release focuses on the structure of the equity markets and does not focus on the markets
for other types of instruments that are related to equities. The Release nevertheless requests comment
on the extent to which the issues identified in the Release are intertwined with other markets and on
the impact of globalization on the U.S. market structure.
A. Review of Fixed Income Markets Needed
Compared to the attention given to the equity markets by regulators and Congress relating to
regulatory reform, there has been far less debate about the fixed income markets. This clearly has not
been the result of the lack of need for reform in this area.56 Many of the issues discussed above with
respect to the equity markets, such as the need for increased transparency by certain market
participants, addressing conflicts of interest that may be present, and whether regulation in general has
kept pace with how securities are traded, are all present in the fixed income markets, perhaps to an even
greater degree. The Institute has long advocated for reform in this area, particularly relating to
municipal securities.57
Disclosure in the municipal securities markets is significantly substandard when compared to
that available to equity investors. Comprehensive, accurate, and accessible disclosure is critical to
investors in the municipal securities markets, particularly because of the complexity, diversity, and sheer
number of securities in this market. At the end of 2009, investors held 35 percent of the $2.8 trillion
municipal securities market through funds, and households held another 35 percent directly.58 These
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investors need timely and efficient access to information to perform credit analysis, make informed
investment decisions, monitor their securities portfolios, and protect themselves from fraud.
Legislative action will be necessary to develop a more robust disclosure regime for municipal
securities. The Tower Amendment, adopted in 1975, currently prohibits the Commission (and the
Municipal Securities Rulemaking Board) from directly or indirectly requiring issuers of municipal
securities to file documents with them before the securities are sold. Because of these restrictions, the
disclosure regime for municipal securities is woefully inadequate and the regulatory framework is
insufficient for many investors in today’s complex marketplace.59 Most significantly, the disclosure is
limited, non-standardized, and often stale, and the disparities from the corporate issuer disclosure
regime are numerous. As active participants in the municipal securities markets, our members are
keenly interested in having timely access to relevant and reliable information relating to municipal
securities offerings.
Municipal securities are only one segment of the fixed income market. Attention also should be
given to issues such as trade reporting for fixed income securities and certain trading practices of brokerdealers and other market participants in the fixed income area. As a start, we urge the Commission to
issue a comprehensive concept release examining the fixed income markets to gather comments from a
wide variety of market participants to assist in determining what regulatory changes are needed to best
serve investors. The Institute believes that such an examination is long overdue and that investors
would be well served by a study of developments in this area.
B. Globalization
The issues surrounding the trading of securities by funds and other institutional investors are
no longer purely a domestic matter. Many funds have intricately linked global trading desks and must
be concerned not only about the regulation and structure of the securities markets in the United States
but also in other jurisdictions in which they trade.
Jurisdictions around the world are starting to, or are already facing, many of the issues raised by
the Release.60 As the Commission examines its current, and considers further, initiatives relating to the
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See, e.g., Speech by SEC Commissioner Elisse B. Walter, Regulation of the Municipal Securities Market: Investors Are Not
Second-Class Citizens, 10th Annual A. A. Sommer, Jr. Corporate, Securities and Financial Law Lecture, New York, New
York, October 28, 2009 (“In my view, we should no longer treat muni investors as second-class citizens – hence the subtitle
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tolerate investors in municipal securities being given ‘second class treatment’ under the federal securities laws. Investors
deserve the same level of high-quality disclosure and protection in the municipal market as they currently get in the
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reform of the regulation of the U.S. securities markets, we urge it to work closely with foreign regulators
to create consistent and sensible cross-border regulations.
We commend the Commission for its participation in several global efforts to reform the
regulation of the securities markets, such as the efforts of the International Organization of Securities
Commission’s (“IOSCO”) and the Committee of European Securities Regulators (“CESR”). We urge
the Commission to work with these and other groups and to coordinate actions when possible. Our
increasingly global markets demand such cooperation among national regulators to avoid negative
consequences of incongruent regulatory requirements and to encourage regulatory synergies as funds
pursue an increasing cross-border presence in the interest of fund shareholders.
*

*

*

*

*

If you have any questions on our comment letter, please feel free to contact me directly at (202)
326-5815, or Ari Burstein at (202) 371-5408.
Sincerely,
/s/ Karrie McMillan
Karrie McMillan
General Counsel
cc:

The Honorable Mary L. Schapiro
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Robert W. Cook, Director
James Brigagliano, Deputy Director
David Shillman, Associate Director
Division of Trading and Markets
Andrew “Buddy” Donohue, Director
Division of Investment Management
Henry T. C. Hu, Director
Division of Risk, Strategy, and Financial Innovation
U.S. Securities and Exchange Commission

alternative trading venues, raising many related market structure issues such as an increase of HFT and concerns about the
dissemination of market information.

