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Dear Ms. Murphy:

The NASDAQ OMX Group, Inc. (“NASDAQ”) supports the Securities and Exchange
Commission’s solicitation of public and industry input on the broad range of topics raised in the
Concept Release on Equity Market Structure (the “Release”).! NASDAQ applauds the
Commission for working to optimize market structure and to achieve Congress’ directive to
facilitate a national market system, promote investor protection, and maintain fair and orderly
markets. NASDAQ’s analysis of the Release and of market structure issues generally is guided
by broad principles.

Reliable and liquid public reference prices have been and should remain the
touchstone of the national market system. The strength of our public reference prices —
comprised exclusively of trading interest displayed on public markets such as NASDAQ -- has
made U.S. capital markets the economic engine of the world. The public reference price broadly
underpins the U.S. financial system by providing a mechanism for pricing primary and
secondary trading of cash equities, as well as for pricing options, futures, and other equity
derivatives.® While un-displayed liquidity is valuable to some investors at some junctures,

NASDAQ OMX Group, Inc. files this comment on behalf of the three equities markets it operates in the
U.S., The NASDAQ Stock Market LLC, NASDAQ OMX PHLX, Inc., and NASDAQ OMX BX, Inc.

NASDAQ intends to comment on the impact of “maker/taker” pricing on the public reference price in
response to the Commission’s proposal to limit access fees in the options markets. See Proposed
Amendments to Rule 610 of Regulation NMS (File No. S7-09-10), Exchange Act Release No. 61902)
(Apr. 14, 2010).



Ms. Elizabeth M. Murphy
April 30, 2010
Page 2 of 25

market centers that contribute displayed quotes to the public reference price provide unsurpassed
economic value to all investors and to the market as a whole.

All investors are entitled to a *“fair deal” and to consistently transparent markets.
Average investors must not be placed at a disadvantage to professional traders by rules that
permit selective disclosure of information, preferential access to trading interest, or the
appearance of a two-tiered market. All markets that trade the same securities should be equally
transparent about their operations, including the rules governing their trading systems, the
criteria for admission and the prices of comparable services. The Commission must re-examine
the policy basis for existing differences between the transparency of exchange markets and of
other markets, and determine whether such differences are justified or whether they contribute to
regulatory arbitrage.

Regulation must evolve with market structure and technology. No matter how the
broader transparency debate is resolved, there should be no doubt that transparency to regulators
underpins fair markets. NASDAQ has made and continues to make significant investments in
regulatory technology and the training of regulatory staff to maintain the fairness of its rapidly
evolving and highly automated markets. In this evolving market environment we should consider
having better coordinated regulation across markets through a consolidated audit trail that
provides full transparency into the conduct of market participants. In addition, better
coordination by regulators is essential to ensure effective cross-market surveillance.

Fair and open access to trading systems and trading interest must be preserved. Open
access fosters order interaction, price discovery and market efficiency; restricted access creates
order isolation, price opacity and inefficiency. Technological advances in routing, linkages, and
data may help mitigate the harmful effects of fragmentation, but they cannot overcome operating
rules that promote market segregation. Segregated markets reduce order interaction and do not
contribute to price discovery.

Regulation is no substitute for competition on a level playing field. Markets and
investors have benefited from the Commission’s policy to let “a thousand flowers bloom.” Over
200 market centers now report execution and routing quality statistical reports, and a dozen
exchanges contribute to the public reference prices. Market structure will serve investors best by
ensuring the broadest possible mix of participants rather than attempting to rank or otherwise
elevate some investors over others. The open interaction of diverse trading interests and
strategies — whether long term, short term, retail, institutional, or proprietary -- promotes
continued innovation, and efficiency. Vilifying or excluding entire sets of market participants,
such as high speed automated traders, undermines historical Commission policies favoring
competition.

NASDAQ’s Global Experience. NASDAQ developed and honed these core principles
over its 40-year transformation from an opaque segment of the over-the-counter market to global
prominence as the largest exchange operator on the planet. Launched in 1971 to provide
transparency to the over-the-counter market, NASDAQ became the first electronic market and
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the first market to use technology to organize dispersed quotations. NASDAQ pioneered the
competing-dealer market model when no meaningful challenge existed to the specialist model.
NASDAQ introduced widespread public display of price and size information communicated via
electronic data feeds when exchange trading floors were still the world’s largest dark pools.

Throughout the 1980s and 1990s, NASDAQ focused on increasing transparency and
developing new execution functionality. During that period, NASDAQ added real-time trade
reporting for both domestic and foreign stocks, real-time dissemination of trade reports, and real-
time dissemination of regulatory information. NASDAQ continued to leverage technology,
developing new order routing and negotiation systems that led to later automated execution
systems. NASDAQ continually provided open access to a diverse set of market makers and
order entry firms, and it became the first market to welcome Electronic Communications
Networks as participants. During that period, NASDAQ provided a unique and welcoming
listing venue, enabling innovative issuers to raise trillions of dollars in capital and spur new
industries.

In the 2000s, NASDAQ continued transforming itself and the industry by focusing on
technology, transparency, display and competition. In 2004 and 2005, NASDAQ acquired state-
of-the-art trading systems developed by leading innovators, and it deployed those technologies in
a single platform in 2006. Also in 2006, NASDAQ became the first new equities exchange in
over 60 years to receive Commission approval to register. NASDAQ’s innovations and state-of-
the-art technology made it a market leader during a period of the fastest growth in trading
volumes and velocity the industry has ever recorded. In 2008, NASDAQ capped a
transformative decade by acquiring Sweden’s OMX Group to become the world's largest
exchange company.

NASDAQ has continually harnessed the power of technology, transparency and
competition to become the leading exchange operator, delivering exchange technology and
public company services across six continents, with approximately 3,700 listed companies.
NASDAQ OMX has multi-asset, multi-service capabilities across the globe including operating
twenty-two markets and ten clearinghouses world-wide, providing technology to over 70
exchanges, clearing organizations and central securities depositories in over 50 countries, and
regulating, listing, trading and clearing equities, options, commodities, and derivatives across the
globe. NASDAQ-owned or operated systems touch one in ten securities transactions on the
planet.

U.S. Equity Markets Are Strong and Dynamic. As NASDAQ has evolved and
transformed so have the other participants in the market and the character of the markets
themselves. NASDAQ demonstrated that computers could carry out many of the regulatory and
operational functions previously carried out by exchanges’ floor personnel. Other observant
innovators realized that trading related functions also could be carried out more quickly, more
accurately, more efficiently, and more openly though automation. Through its actions, the
Commission has encouraged the adoption of information technology systems in all aspects of
securities trading in order to spur competition among markets and market participants. While
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market automation has created winners and losers within the industry, the undisputable
beneficiary is rightly and without question the U.S. investor.

The metrics for evaluating the performance of the equity markets reflect significant
improvements over the recent past. The average relative quoted spread for NASDAQ-listed
stocks as fallen from 119 basis points in 1996 to 7 basis points in early 2010. Reflecting the
lower costs provided by both reductions in the spread and reductions in trading fees, executed
volume in the U.S. equity markets has increased 19.5% per annum between 1996 and 2009, well
above the overall growth rate of the economy. More recently, the value of displayed liquidity at
the inside in NASDAQ-listed securities has increased 23% January, 2008 to January, 2010 in
spite of a 22% decline in securities prices due to the recent market downturn.

Proactive management and continual refinement of market structure has contributed to
these positive trends for investors. Based on NASDAQ’s core principles — display, transparency,
fair access, and competition — and its history and global perspective, NASDAQ believes that the
following policies should be priorities as the Commission plans the next incremental
improvements to the U.S. equities markets.

Strengthen Regulation by modernizing systems and increasing transparency to
regulators. NASDAQ supports the development of a consolidated audit trail and new
regulatory tools to help regulators keep pace with technology and other changes in the
markets. The Commission should take steps to reduce regulatory arbitrage.

Encourage Public Price Discovery. Internalization should be permitted provided the
internalizing firm simultaneously displays a protected quote at the NBBO or provides
meaningful price improvement over the NBBO.

Enhance Transparency by restoring dark pools to their original function of facilitating
block transactions. NASDAQ supports the Commission’s proposals to include actionable
indications of interest within the definition of bids and offers; to reduce the threshold for
display of dark liquidity; and to establish post-trade transparency for dark pool
executions. Modifications to the market data revenue allocation formula could also
emphasize the value of public quotations.

Promote Technology, Fair Access and Regulation. Rather than vilify or limit
technological advances, the Commission should ensure that all investors are treated fairly
and not disadvantaged by them. Co-location of servers, automated trading, and
proprietary data feeds can be deployed in a manner that ensures fair access.

Create Equivalent and Effective Regulation. The Commission should explain whether,
and if so why, the “light-touch” regulatory framework of Regulation ATS remains sound
policy. Investors would be better served by a unified model that regulates markets and
trading systems according to their function rather than their status.
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Adopt Intelligent Tick Sizes. The current quotation regime creates artificially wide
public reference prices for some low-priced and liquid securities, driving some price
discovery into dark markets. Simultaneously it contributes to excessive, inefficient
quoting in some higher-priced securities. Investors would benefit from a more intelligent
tick size regime.

Accurately Measure Market Performance. Investors need modernized execution and
routing performance metrics to account for changed market conditions. Changes would
include finer speed measurements, consistent definitions of market centers and covered
orders, and coverage of the life of each order.

NASDAQ appreciates the Commission’s thoughtful consideration of these issues, and it will
actively participate in the dialogue regarding specific proposals that emanate from this process.

. Modern, Comprehensive, and Effective Regulation

Regulation is an integral component of market structure. NASDAQ), as the operator of
three well-regulated public markets in the U.S. (and eight in Europe), undertakes an important
obligation to (i) protect investors and issuers energetically; (ii) effectively to surveil for, detect,
and prosecute fraud and manipulation; and (iii) to operate open and fair markets. NASDAQ
believes that modern, comprehensive, and effective regulation should be a goal of market
structure. The importance of achieving that goal should inform the debate of individual market
structure issues.

Like market structure itself, regulation must keep pace with technology and change.
NASDAQ believes that the Commission’s development of a consolidated audit trail covering
trading in all equities by all market participants across all markets is critical to concentrate
surveillance of our widely dispersed market. A comprehensive audit system with well-designed
surveillance tools will enable regulators to better understand the operation and impact of a
market characterized by fragmentation, direct market access, high volumes of quotations, un-
displayed liquidity, and remarkable speed. Regulators in each market have rules in place and
routinely examine for abusive or manipulative trading, but they lack a comprehensive view of
trading across markets. A consolidated audit trail is an essential element of the obligation to
provide comprehensive regulation and to protect investors.

NASDAQ also sees merit in some commentors’ suggestion that regulation may be
enhanced and made more efficient by consolidating regulatory responsibilities or activities
within a single entity.® Liquidnet, for example, made important observations about spreading

See, e.g., letter from Janet M. Kissane, Corporate Secretary, NYSE Euronext, dated April 23, 2010 atp. 6 -
7, http://sec.gov/comments/s7-02-10/s70210-154.pdf; letter of the Financial Industry Regulatory Authority,
dated April 23, 2010, Marcia E. Asquith, Corporate Secretary, FINRA, dated April 23, 2010, at p.
http://sec.gov/comments/s7-02-10/s70210-153.pdf.



http://sec.gov/comments/s7-02-10/s70210-154.pdf�
http://sec.gov/comments/s7-02-10/s70210-153.pdf�

Ms. Elizabeth M. Murphy
April 30, 2010
Page 6 of 25

regulatory costs across the industry.* Such consolidation, or at least cooperation, could increase
efficiency and decrease regulatory arbitrage, whereby market participants avoid effective
regulation at one market center by trading instead at less well-regulated market centers that offer
similar trading services. Commission rule-making should be done with an eye towards reducing
the opportunity for regulatory arbitrage wherever possible.’

Regulators need a completely transparent view of the market and market participants.
There is a critical difference between transparency to investors and transparency to regulators;
there may be room to debate appropriate levels of transparency to investors, but there can be no
doubt about regulators’ need for complete transparency. In this regard, NASDAQ has been a
leader in attempting to rationalize the surveillance and regulation of sponsored access.® In its
comment letter supporting the Commission’s proposal to adopt new Rule 15¢3-5 governing
market access, NASDAQ argued that each sponsored participant must have a separate market
participant identifier (“MPID”). NASDAQ and other regulators use MPIDs in multiple
surveillance tools and procedures, and NASDAQ believes that the added clarity provided by
separate MPIDs is unquestionable.

NASDAQ describes in more detail below other measures that might improve
transparency. For example, NASDAQ supports increased transparency concerning the operation
of ATSs that increasingly are utilized to execute retail customer’s orders. We also propose
numerous ways the Commission can update market performance metrics that could increase
transparency into the way market centers handle customer orders, particularly those designated
as “special handling” orders. As described below, NASDAQ also supports additional
transparency regarding actionable indications of interest and dark pool transactions that will help
reassure investors that the U.S. markets are fair and safe.

1. Augment Transparency and Price Discovery

A reliable public reference price is the culmination of the entire effort of securities
markets, from listing, to trading, to data dissemination, to regulation. It is so critical that, in
1975, Congress directed the Commission to facilitate the development of a national market
system for the expressed purpose of creating a strong public reference price and disseminating it
widely to investors.” Transparent consolidated data was then and is now viewed as critical to

4 See letter from Seth Merrin, Chief Executive Officer, Liquidnet dated March 26, 2010, at Annex F,
http://sec.gov/comments/s7-02-10/s70210-62.pdf.

For example, NASDAQ applauds the Commission’s recent efforts to address the potential for regulatory
arbitrage created by disparate membership and registration standards at various market centers.

See Risk Management Controls for Brokers or Dealers with Market Access (File No. S7-03-10), Securities
Exchange Act Release No. 61379 (Jan. 19, 2010). NASDAQ also filed and had approved a new sponsored
access rule, NASDAQ Rule 4611(d), which contains many provisions of proposed SEC Rule 15¢3-5. See

Securities Exchange Act Release No. 61345 (Jan. 13, 2010) (approving SR-NASDAQ-2008-104).

! Pub. L. No. 94-29, 89 Stat. 97 (1975) ("1975 Amendments").
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investors for myriad reasons: to inform investors of the best available prices, to enable investors
to achieve the best execution of their orders, to encourage the display of trading interest, to
facilitate order interaction and avoid private markets, and to increase overall market efficiency.
The value of public reference prices to investors and U.S. capital markets cannot be overstated.

The Commission (and its staff) has since 1975 worked diligently to increase

transparency, preserve the public reference price, and avoid the development of private markets.
The Commission has led the markets to increased transparency incrementally from the
origination and growth of the national market system plans, to the Market 2000 Study,® the Order
Handling Rules,® Regulation ATS,* the Fragmentation Release,** the Advisory Commission on
Market Data,* and Regulation NMS.*

The Commission has been concerned particularly with avoiding the development of a

two-tiered or private market. In adopting the Order Handling Rules, for example, the
Commission stated:

10

11

12

13

See Markets 2000: An Examination of Current Equity Market Developments, Division of Market
Regulation, Jan. 27, 1994, at 2 (“Information on quotations, trading volume, and trading prices is essential
to the effective operation of the markets. Selective or partial disclosure of information impairs the
secondary market pricing mechanism, weakens the ability of markets to compete, and prevents customers
from monitoring the quality of their executions. Although U.S. markets are the most transparent in the
world, the markets should redouble their efforts to ensure that full market information is being
comprehensively disclosed in a cost-effective manner.”).

See Order Execution Obligations, Exchange Act Release No. 37619A,; 61 FR 48289 (Sept. 12, 1996) (“...
brokers today may quote one price publicly to retail customers, while showing a better price privately to
other investors and dealers on an ECN. In addition, the quotes displayed to public investors may not
accurately reflect the best price for a security because limit orders, which specify the price at which
customers will buy or sell a security, are not uniformly required to be included in the quote™).

See Securities Exchange Act Release No. 39884 (April 21, 1998), 63 FR 23504, 23514 (April 29, 1998)
(“Regulation ATS Proposing Release”) ("Recent evidence suggests that the failure of the current regulatory
approach to fully integrate trading on alternative trading systems into [the national market system]
mechanisms has impaired the quality and pricing efficiency of secondary equity markets, particularly in
light of the explosive growth in trading volume on such alternative trading systems™).

See Concept Release on Market Fragmentation, Securities Exchange Act Release No. 42450 (February 23,
2000), 65 FR 10577, 10581 (February 28, 2000) (“the Commission is concerned that the fragmentation of
trading interest among competing market centers not inappropriately isolate orders, interfering with
vigorous price competition, public price discovery, the best execution of investor orders, and market
liquidity™).

See Report of the Advisory Committee On Market Information: A Blueprint For Responsible Change, Sept.
14, 2001, at fn. 210 and accompanying text (“Price transparency is essential for efficient price discovery
and the best execution of customer orders. Investors need ready access to real-time prices from the various
markets in which a security is trading in order to make informed decisions and obtain the best price.”).

See Securities Exchange Act Release No. 51808 (June 9, 2005), 70 FR 37632, 70866 (June. 29, 2005)
(“Regulation NMS Adopting Release”).
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In light of the stated fundamental purposes of the 1975 Amendments and clear evidence
of a two-tiered market, the Commission believes it is imperative to amend the Quote Rule
to ensure the public dissemination of accurate quotes that represent the best prices that
market makers and specialists widely disseminate. Thus, the ECN amendment is
intended to integrate into the public quote the prices of market makers and specialists that
are nowlxvidely disseminated to ECN subscribers but are not available to the rest of the
market.

The Commission also believed that Regulation ATS could reduce the problem of private
markets: “in light of the significant trading volume on some alternative trading systems,
integration of institutional and non-market maker broker-dealer orders into the national market
system is essential to prevent the development of a two-tiered market.”**

Despite the Commission’s efforts to prevent the development of two-tiered, private
markets, that is precisely what has occurred recently in ATSs. NASDAQ estimates that over
30% of U.S. equity volume is executed without full pre-trade transparency. The majority of this
activity is concentrated in lower price stocks most often bought and sold by small individual
investors. In addition, over the last 14 months average daily share volume on displayed markets
has fallen 40% compared with only a 10% reduction in their dark counterparts. In short, if these
trends continue, the public market will increasingly represent a smaller and smaller portion of
overall equity trading, placing in peril the public market’s ability to serve an accurate and open
price discovery mechanism for the nation. The Commission must take steps to ensure that the
appropriate amount of trading interest interact in the public market.

First, the Commission should consider adopting rules that permit internalization but
require internalizing dealers to either (a) simultaneously display a protected quote at the NBBO
or (b) provide meaningful price improvement over the NBBO. NASDAQ recognizes that the
practice of “trading at” the NBBO can, when considered on an order-by-order basis, enable
internalizing firms efficiently to allocate capital to investors’ orders, often at high speed and with
nominal price improvement. Taken in aggregate, however, the practice of trading at the best
price rather than with the order setting the best price leads to order isolation and opacity.
Imposing a small cost on a practice that isolates orders by requiring either a public quote or
meaningful price improvement is a modest step to increase order interaction and promote price
discovery.

Second, the Commission should adopt many proposals it made in the Regulation of Non-
Public Trading Interest, including treating actionable indications of interest identically to
quotations, reducing the display threshold for ATSs that are dark pools, and requiring some level
of post-trade transparency for executions that occur in dark pools.** NASDAQ recognizes that

1 See Order Execution Obligation, supra fn. 6, at 42309, fn. 226 and accompanying text.

1 See Securities Exchange Act Release No. 40760 (December 8, 1998), 63 FR 70844, 70866 (Dec. 22, 1998)
(“Regulation ATS Adopting Release”).

16 See Securities Exchange Act Release No. 60997 (Nov. 13, 2009) (File S7-27-09).
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the availability of dark trading venues is important for larger institutional orders, and it believes
that the Commission’s proposals appropriately balance those needs with the dual goals of
promoting market efficiency and protecting investors.

That Release proposes changes that NASDAQ believes will increase public display of
accessible trading interest and thereby strengthen the public quote. The Commission’s proposal
to treat actionable 10Ils as bids or offers recognizes the way such 10Is are viewed by their
recipients, namely as an accessible firm offer to buy or sell a specific number of shares at a
specified price. Today, actionable 10Is leak information to sophisticated investors while keeping
other investors literally in the dark, thereby creating the two-tiered market that Regulation NMS
and Regulation ATS were intended to eliminate. Under the proposal, these 101s would be
displayed and protected."’

Similarly, investors will benefit from the Commission’s proposal to lower, from five
percent to 0.25 percent, the volume threshold after which an ATS would be required to publicly
display its best-priced orders. Owing to increased fragmentation, a single ATS that executes less
than five percent of total volume can, nonetheless, have a material negative impact on price
discovery, and multiple ATSs executing smaller volumes even more so. Adding even a fraction
of liquidity from ATSs back into the consolidated quote stream will improve the public reference
price that ATSs use for their own trading.

In proposing new rules, the Commission will need to be explicit regarding the obligations
of market participants, to limit creative interpretations that seek to avoid transparency mandates.
For example, the new rules will need to address how the 0.25 percent threshold applies to
multiple ATSs operating under common ownership or control where no single ATS meets the
volume threshold but may in aggregate they do. In addition, the Commission should consider
whether dark pools that are not under common control could become so numerous that in
aggregate they execute a meaningful percentage of total volume although no single venue does.

The Commission’s proposal to mandate post-trade disclosure of the identity of ATSs that
execute trades may also provide meaningful transparency provided that such disclosure does not
negatively impact the ability of market participants to execute large share orders. Therefore,
NASDAQ does not feel it is necessary to require real time display of the identity of the specific
dark pool submitting a transaction report. Rather, NASDAQ suggests that the Commission
consider alternatives, such as end-of-day disclosure.

o NASDAQ urges the Commission to monitor vigilantly how this new rule operates in the markets and to

update regularly its guidance on the proper application of this rule to market practices. When today’s
actionable 101s become subject to new regulation, it is conveivable that market participants will seek new
methods of communicating information in a selective, un-displayed manner. For example, market
participants could send messages inviting other participants to send I0ls, thereby initiating a
communications process that is as destined to end in an execution as an 101 is today.



Ms. Elizabeth M. Murphy
April 30, 2010
Page 10 of 25

In light of the legitimate need to minimize price impacts associated with the execution of
large orders, NASDAQ supports the proposed exemption for 10Is having a market value of at
least $200,000 that are communicated only to those who are reasonably believed to have contra-
party interest of at least that same $200,000 amount. These proposed “size-discovery 101s”
would be excused from the display obligations applicable to smaller 101s and thus retain the
ability to execute large blocks away from the public market. Of particular importance is the
requirement that size-discovery 101 only be communicated to potential contra-parties that are
reasonably expected to have a sufficient interest that may result in a response. This requirement
will ensure that larger orders are not simply sprayed to numerous qualified and unqualified
contra-parties and 101s will only be exempted from a display requirement if they are truly
institutional in nature.'®

Finally, in order to create incentives for firms to display trading interest, the Commission
could modify the allocation of market data revenue pursuant to the formula set forth in
Allocation Amendment under Regulation NMS. The rationale supporting the Allocation
Amendment are equally applicable today and perhaps more so; dark executions still add limited
value to pre-trade transparency and incentives towards public display are still needed to
counteract increasing market fragmentation. Increased fragmentation, speed, and competition
such as markets are currently experiencing today only heighten these concerns.

I11.  Promote Technology and Fair Access.

NASDAQ does not share the skepticism expressed by some in the media towards the
automation and acceleration of trading practices. Healthy markets have always harnessed the
power of rapid communication to drive trading efficiency — from the pony express in the U.S.
frontier to today’s computers and telecommunications. Viewed through a longer lens, the
practice of co-locating servers nearest to exchange facilities resembles traders’ historical efforts
to locate nearest the trading post. Likewise, proprietary data directly from exchanges resembles
trading on information directly from the crowd. In contrast to the historical exclusivity of
proximity to the post and to the crowd, today’s technological analogies are inclusive, offering all
market participants the opportunity to use these tools. Seen in the full light of history, a decision
artificially to dampen speed and limit technology would be a true departure and a mistake.

On a superficial level, speed does offer trading advantages to those that possess it. The
important policy question, though, is whether the availability of those advantages is fair and
beneficial or not. In NASDAQ’s view, speed in and of itself is neither inherently fair nor unfair.
Speed is simply one among many elements of competition, including price, services, research
and development, branding, performance and others. The market must be populated by a mix of
participants that compete by using diverse but equally valid strategies. Each participant, whether
trading for long term or short term investors, must freely determine the competitive elements
upon which to focus. Some emphasize speed by purchasing supercomputers and developing

18 NASDAQ recommends that the Commission consider adopting a more flexible definition of block orders

that take into account the relevant price of individual securities.
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algorithms; others focus on service and branding by opening storefronts and running televised
advertisements. Competition, not regulation, should determine where competitors focus their
efforts and upon which battlefield competition occurs.

A more appropriate goal of regulation is to ensure equality of availability and fair access.
If every market participant has equal opportunity to co-locate its servers, those that choose not to
co-locate cannot cry foul. If every market participant has equal opportunity to receive and
utilize proprietary data feeds, those that choose not to are not unfairly deprived. Some traders
will invest in algorithms; others invest elsewhere for their own legitimate reasons. NASDAQ
fully supports regulators’ efforts to eliminate artificial barriers that favor one participant or set of
participants over another by, for example, making co-location or proprietary data available only
to select members.”

Another manifestation of speed about which some are skeptical is so-called “High
Frequency Trading.” It is important to understand that the term high frequency trading is not
clearly defined and is used to describe numerous different strategies and practices. To
NASDAQ, high frequency trading is best understood as the use of high speed automated trading
technology to generate and route orders according to computer algorithms. As a practice, high
frequency trading is employed by both specialized boutiques and within larger financial services
firms, as well as by proprietary traders and on behalf of institutions.

NASDAQ believes that high frequency trading, as described above, benefits the market
by adding liquidity and contributing to narrower spreads. The Commission has identified
various strategies that it has associated with high frequency trading and has requested comment
on those. NASDAQ will not comment on them except to say that speed is not inherently unfair
or harmful, it is the misuse or misapplication of speed that may harm investors or markets. As
stated above, regulation and surveillance must keep pace with technology. Working with
FINRA and the SEC, NASDAQ believes that it and other regulators can continue to evolve to
meet any challenge posed by high frequency trading. Presumably, the Commission will, as
always, require evidence of harmful intent or impact before modifying existing rules or adopting

B Co-location of participant trading systems at regulated exchange data centers is not only appropriate, but

the fairest and most equitable option when available. NASDAQ’s co-location offering is becoming part of
its published rule set and as such it is made available under the same premise as general access to its
markets; transparent and non-discriminatory. See Exchange Act Release No. 61488 (Feb. 10, 2010) (SR-
NASDAQ-2010-019. Co-location outside regulated exchanges would be beyond the Commission’s
jurisdiction and could take other, less desirable forms.
2 The Commission determined preliminarily in the Fall of 2009 that investors did not have equal access to
“flash” orders and it proposed to ban them. See Elimination of Flash Order Exception from Rule 602 of
Regulation NMS, Exchange Act Release No. 60684 (Sept. 18, 2009). NASDAQ voluntarily withdrew its
Flash functionality rather than create even the appearance of unfairness in its market. The Commission has
not acted on that proposal and, in fact, it recently approved the registration of a new exchange despite its
continued practice of flashing orders, indicating that flashing orders may be consistent with the statute and,
thus, available for use by other markets.
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new rules targeting specific behaviors.

IV.  Create Equivalent and Effective Regulation

As the Commission examines regulations governing market structure, it should examine
whether ATSs and their exchange competitors operate on a “level playing field,” and if not,
whether there are policy bases for disparities in regulation. The concept of ATSs as a distinct
category from the national securities exchange has become so ingrained in market structure
parlance that some forget the findings the Commission made when it adopted Regulation ATS:

Until now, the Commission’s interpretation of the exchange definition reflected relatively
rigid regulatory requirements and classifications for “exchange” and “broker-dealers.”
Advancing technology has increasingly blurred these distinctions, and alternative trading
systems today are used by market participants as functional equivalents of exchanges.
Accordingly, the Commission’s new interpretation of exchange contained in Rule 3b-16
encompasses these equivalent markets and the Commission’s new general exemptive
authority enables it to craft a new regulatory framework.**

The definition of “exchange” the Commission adopted includes “any organization,
association, or group of persons” that “brings together the orders of multiple buyers and sellers”
and that “uses established, non-discretionary methods ... under which such orders interact with
each other, and the buyers and sellers ... agree to the terms of a trade.”?* Thus, the definition is
focused exclusively on order matching and execution: other activities traditionally undertaken
by national securities exchanges, such as enforcing compliance with issuer listing standards or
member conduct rules are irrelevant to the question of what is an exchange. Rather, the mere
fact of operating a trading system whose core business is order matching and execution brings an
entity within the Commission’s definition of an exchange. The Commission chose to exempt
ATSs from the requirements of exchange registration, provided they do not broadly regulate
subscriber conduct and comply with the requirements of Regulation ATS.

Overall, this alternative regulatory structure has benefited markets and investors.
Regulation ATS provided legal certainty for new entrants into the exchange space by offering a
clear and comprehensive exemption. This exemption facilitated easy competitive entry, which
has promoted active competition among all exchanges and ATSs. Competition has dramatically
lowered trading costs, spurred the pervasive use of fast and efficient electronic trading systems,
and fostered market structure innovations such as smart order routing, new order types, and new
pricing paradigms.

The choice between registering as an exchange and registering as an ATS is complex.
Exchanges are subject to higher regulatory requirements, including requirements to file rules

2 Regulation ATS Adopting Release, supra at n. 13, at 40771.

2 SEC Rule 3b-16.
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governing the operation of their trading systems and their fees with the Commission for review
and/or approval; undertaking operational and financial burdens and risks associated with
regulating members; and subjecting their capital structure and governance processes to
Commission review and regulation. Exchanges are, however, able to conduct a listings business,
receive maximum tape revenues under national market system plans, and do not incur clearing
costs. ATSs operate in a far more flexible regulatory structure, but are subject to broker-dealer
net capital rules, pay for clearing, and receive tape revenue only through trade reporting facility
revenue sharing programs.

Based on recent experience, it appears that the ratio of burdens and benefits favors ATS
registration for new market entrants, but that equation tips in favor of exchange registration once
an ATS achieves a certain size. To launch, an ATS needs only funding, equipment, competent
personnel, and a 20-day notice filing with the SEC. As ATSs grow, however, Regulation ATS
imposes greater obligations, and the opportunity costs associated with lower tape revenue
become a powerful inducement to achieve exchange status. Examples of this phenomenon
include Archipelago ECN, which became a facility of the Pacific Exchange before being
acquired by the New York Stock Exchange, and Island ECN, which closely allied itself with the
National Stock Exchange to maximize tape revenue while still remaining an ATS. More recently,
BATS and Direct Edge filed successful exchange registration applications after capturing
significant market share.

Regulation ATS provides useful perspective on the Commission’s ability to administer
principles-based as opposed to rules-based regulation. It is often said that the rigid structure of
the Securities Exchange Act of 1934 requires the Commission to administer a system of rules-
based regulation, while the Commodity Futures Trading Commission and the financial services
authorities of Europe are permitted to use more flexible principles-based regulation. Regulation
ATS demonstrates, however, that the Commission has flexibility to adopt a more principles-
based regulatory structure, and experience in administering such a structure. The Commission
could use that authority to level the competitive playing field between ATSs and exchanges.?

The disparate regulation of exchanges and ATSs stems from the premises underlying
Regulation ATS at the time of adoption. The Commission viewed exchange rule-making as
inextricably linked with the self-regulatory function.?* At that time, exchanges were primarily

2 This would also allow the Commission to redirect resources away from detailed rule review and toward

market surveillance, compliance and inspections oversight, and enforcement.
o “One of the central functions performed by exchanges under the current regulatory structure is the self-
regulatory function, which includes the implementation and enforcement of rules for trading on the
exchange, and surveillance of members’ trading and sales activities. The self-regulatory role of exchanges
is vital to the effective management of the securities industry. Therefore, as a prerequisite for the
Commission’s approval of an exchange’s application for registration, an exchange would have to organize
and have the capacity to carry out the purposes of the Exchange Act. Specifically, an exchange would have
to be able to enforce compliance by its members and persons associated with its members with the federal
securities laws an