4

e,

iquicinest QUCas

March 26, 2010
By e-mail

Securities and Exchange Commission
100 F Street, NE

Washington, D.C. 20549-1050
rule-comments@sec.gov

Re: File Number $7-02-10
Concept Release on Equity Market Structure
Release No. 34-61358

Ladies and Gentlemen,

Liquidnet, Inc. appreciates the opportunity to comment on the Securities and Exchange

. : PR
Commission’s Concept Release on Equity Market Structure.

-

We appreciate the Commission’s decision to issue the Concept Release as we believe that market
structure issues are best considered and addressed in a comprehensive manner. The Concept
Release addresses, and requests comment on, a series of issues affecting the current market
structure. We commend the Commission for identifying these issues and requesting public

comment.
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If we had to sum up our comments on the proposal in one sentence, we would say the following:

If we provide institutional traders with the appropriate disclosures
regarding how their customer block orders are handled and we give
institutional traders the choice of how to execute their customer block
orders, they will make the best decisions for their customers, resulting in
reduced trading costs, and higher investment returns, for the tens of
millions of U.S. households that invest in mutual funds, pension funds and

other collective investment vehicles.

Securities Exchange Act Release No. 61358 (January 14, 2010}, 75 FR 3594 (January 21, 2010),
http://sec.gov/rules/concept/2010/34-61358.pdf {accessed March 22, 2010). {“Concept Release”)
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We write this letter following detailed discussions over the past few months with more than 50
head traders at buy-side institutions. We do not claim that our buy-side customers endorse all of
our specific positions. In fact, not all buy-side traders agree with each other on every issue. But as
a firm whose primary customer base is large mutual funds and other long-term investors, we
determine our positions based on extensive discussions with buy-side traders and based on what
we believe will most benefit our institutional customers, and we believe our views are generally
consistent with those of our buy-side customers. If there is one theme that we hear from the
institutional traders who are our primary customer base, it is that they are in the best position to
determine how to handle their customer orders.

It is extremely important in connection with any rule proposals relating to market structure that
the Commission carefully considers the views of the buy-side institutions that trade on behaif of
tens of millions of American households, including mutual fund and pension fund beneficiaries.

* ¥ ¥ k %

In Annex A we discuss the importance of ensuring that the market structure best supports the
interests of long-term investors. Long-term investors include the 42 million U.S. households that
invest in mutual funds” and millions of other households that are the beneficiaries of public-sector

and private-sector employee retirement accounts.?

In Annex B we present commentary from industry experts on the current market structure. These
industry experts generally take the view that competition and innovation in equity trading have
been beneficial for long-term investors. We agree with this view.

While taking a generally favorable view of competition, industry experts identify a concern
regarding the lack of clarity in order handling practices. In particular, institutional and retail
investors do not have sufficient information regarding how their orders are handled. If market
intermediaries are obligated to provide accurate and detailed disclosure to customers regarding
order handling practices and execution quality, this will enable long-term investors to make better
and more informed decisions regarding the handling of their orders. This ultimately will result in

? Investment Company Institute, 2009 investment Company Fact Book, 49" Edition, Section 6, www.icifactbook.org
{accessed March 22, 2010).

* As an example, the Teacher Retirement System of Texas notes in its recent comment letter on the Commission’s
rule proposal on “Regulation of Non-Public Trading Interest” that TRS serves more than 1,273,582 participants,
including public and higher education members and retirement recipients. Letter from Britt Harris, Chief
Investment Officer, Teacher Retirement System of Texas, February 22, 2010, commenting on the Commission’s
rule proposal on “Regulation of Non-Public Trading Interest”, Securities Exchange Act Release No. 60997,
hitp://sec.gzov/comments/s7-27-09/572709-54.pdf {accessed March 22, 2010}. (“TRS Letter”)
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better execution of customer orders. In Annex F we discuss in detail our recommendations for

providing improved disclosure to long-term investors.

While we support and encourage proposals that improve disclosure to customers, we generally
are skeptical of proposals that seek to limit competition and innovation. Often, these types of
proposals, which restrict investor choice, are put forth by industry competitors to support their
competitive positions. We are particularly concerned with restrictions on competition and
innovation that benefit short-term traders at the expense of long-term investors. We categorize
these types of regulations as “regulatory subsidies” hecause they restrict the choices of [ong-term
investors through regutations that primarily benefit short-term traders. We define a “regulatory
subsidy” as a regulatory restriction on a class of market participants that primarily benefits
another class of market participants.

In Annexes C, D and E we discuss three types of restrictions on long-term investors. In each case,
the primary beneficiary of the restriction is short-term traders. The three categories of restriction
are:

e  Order protection obligations without an opt-out provision {discussed in Annex C). In
Annex C we explain how the order protection rule without an opt-out provisionis a
reguiatory subsidy that benefits short-term traders at the expense of long-term
investors because short-term traders who “step-ahead” of long-term investors secure
the benefits of the order protection rule. This would become a very serious issue if
sub-penny quoting were reintroduced as it would make it less costly for short-term
traders to step-ahead of long-term investor orders, taking advantage of the order
protection rule to the detriment of long-term investors.

*  Fair access restrictions {discussed in Annex D). An institutional trader with a block
order should decide how to execute that order. If a trader wants to interact with
short-term traders on a block order, she should have that choice. if she only wants to
interact with other long-term investors on a block order, she also should have that
choice. In certain cases, it will be beneficial for an institutional trader to interact with
short-term traders; in other cases, it will not be beneficial. Forcing institutionai traders
to interact with shart-term traders in those instances where they would have chosen
otherwise will mean higher trading costs for institutions and the beneficiaries of the
accounts that they manage.

® Restrictions on undisplayed liquidity {discussed in Annex E). An institutional trader
should decide how he wants or does not want to display his customer’s block order. In
certain cases, it will be beneficial for an institutional trader to display his customer
order to short-term traders; in other cases, it will not be beneficial. Forcing
institutional traders to display their orders to short-term traders in those instances
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where they would have chosen otherwise will mean higher trading costs for
institutions and the beneficiaries of the accounts that they manage.

In each of these areas, the current regulations provide sufficient flexibility for long-term investors,
such that the adverse impact on long-term investors has been limited. However, the imposition of
additional restrictions in the future relating to order protection, fair access or undisplayed liquidity
would be problematic for long-term investors. We discuss this concern in detail in Annexes C, D
and E.

In Annex F we discuss five propaosals relating to market structure that will specifically benefit long-

term investors:

+ Mandate disclosure of specific order handling practices by institutional brokers

* improve execution disclosure for retail brokerage customers

¢ Mandate immediate reporting of all electronic executions

* Consolidate market surveillance

¢ Enhance the review process for new ATSs and material changes by ATSs; provide
transparent ATS registration; expand the capacity, integrity and security obligations to all

ATSs.

Consistent with our discussion above, the first two proposals are aimed at providing greater
transparency regarding order handling practices and order execution quality. The five sets of
proposals that we discuss are a preferable alternative to regulatory proposals that restrict the

choices of long-term investors.

In Annex G we discuss various other issues presented in the Concept Release, including high-
frequency trading strategies, co-location, internalization, sub-penny trading, hidden orders,
venues for undisplayed liquidity, depth-of-book order protection, fragmentation, anti-gaming

tools and systemic risk.
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We would like to thank the Commission for the opportunity to comment on this proposal, and we
look forward to participating in a thoughtful and reasoned analysis of the current market structure
issues. This process has been extremely beneficial so far in creating greater awareness of how the
equity markets operate, and we look forward to the ongoing discussion of market structure issues.

Very truly yours,

— .
"
Howard Meyerson, General Counsel

L s

Vlad Khandros, Corporate Strategy



Annex A

The importance of protecting long-term investors

Long-term investors

In the Concept Release, the Commission emphasizes the importance of protecting long-term
investors. The Commission writes:

“In assessing the performance of the current equity market structure and
whether it is meeting the relevant Exchange Act objectives, the
Commission is particutarly focused on the interests of long-term investors.
These are the market participants who provide capital investment and are
willing to accept the risk of ownership in listed companies for an extended
period of time.

Given the difference in time horizons ... the trading needs of long-term
investors and short-term professional traders often may diverge.
Professional trading is a highly competitive endeavor in which success or
failure may depend on employing the fastest systems and the most
sophisticated trading strategies that require major expenditures to develop
and operate. Such systems and strategies may not be particularly useful, in
contrast, for investors seeking to establish a long-term position rather than
profit from fleeting price movements. Where the interests of long-term
investors and short-term professional traders diverge, the Commission
repeatedly has emphasized that its duty is to uphold the interests of long-
term investors.”*

We appreciate the Commission’s focus in this passage on protecting the interests of long-term
investors. According to the Investment Company Institute {ICl), 42 million American households
invest in equity mutual funds.” It is essential that any proposals relating to market structure take
into account the challenges faced by institutional investors in the current market environment
when they trade on behalf of the 42 million American households that invest in mutual funds and
millions of other households that are pension and retirement fund beneficiaries .

Liguidnet is an agency-only firm. Qur primary customer hase is the large asset managers who
manage investments on behalf of tens of millions of American households. Our objective since we

a
Concept Release, pp. 33-34.

* Investment Company Institute, 2002 Investment Compuany Fact Book, 29" Edition, Section 6, www.icifactbook.org

{(accessed March 22, 2010).
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commenced trading in April 2001 has been to provide the most efficient execution of institutional
block orders. For calendar year 2008, BrokerEdge™ ranked Liquidnet as the #1 broker overall for
equity trade cost performance across global trading firms. In this survey, Liquidnet also ranked #1
in 23 of 37 execution performance categories.® For calendar year 2009, Liquidnet again ranked #1
in execution performance across all global brokers in the annual BrokerEdge™ report.’

Based on our experience, the most important thing the Commission can do from a market
structure standpoint to protect these tens of millions of households is to ensure that institutional
traders have the ability to decide how to execute their customer orders without being subject to
regulatory restrictions that force long-term investors to interact with short-term traders on terms
that are disadvantageous to the long-term investor, thereby subsidizing short-term traders.

Restrictions on investor choice vs. providing improved disclosure to investors

In evaluating different regulatory propoesals, we make an important distinction between
regulatory proposals that restrict investor choice and regulatory proposals that empower
investors by providing them better information. We support proposals that better disclosure to
investors regarding order handling practices and execution quality. We generally are skeptical of
propasals from industry competitors that restrict investor choice.

Long-term investors should have the choice to decide how their orders are executed. This will
facilitate long-term investors achieving best execution for their customer orders.

Distinguishing between short-term traders and long-term investors

in the Concept Release, the Commission requests comments “on the practicality of distinguishing
the interests of long-term investors from those of short-term professional traders when assessing

market structure issues.”®

The key distinction between short-term traders and long-term investors is the average time period
for which they hold positions, sometimes referred to as “turnover” or “portfolio turnover”. This is
a well-understood concept. For example, as part of Form N-1A, the Commission requires mutual
funds to disclose their “Portfolio Turnover”’

® investment Technology Group “ITG Broker Edge™ Core Broker Report” for U.S. trades for the four quarters
ended December 31, 2008, cited in April 30, 2009 press release, “Liquidnet Ranked #1 in 62% of all Execution
Categories According to ITG Broker Edge™ Core Broker Report”.

Tradewatch Pensions & Investments, March 8, 2010,

bes.dli/article?AlD=

tart (accessed March 22, 2010).
Concept Release, p. 34.

? See Instruction 5 to Item 3 of Commission Form N-1A, http://www.sec.gov/about/forms/formn-1a.pdf (accessed

March 22, 2010).
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There is no bright line that separates short-term traders and long-term investors; rather, itisa
continuum where certain investors may fall somewhere in between the short-term trader and
long-term investor paradigms, yet the average short-term trading firm can clearly be distinguished
from the average long-term investor. For example, we can easily distinguish between a traditional
mutual fund with a 1X or 2X turnover™ and a high-frequency trading firm engaged in a passive
market making, liquidity rebate or order anticipation strategy where positions are opened and

closed muitiple times within the same day.

Because there is no bright fine that separates short-term traders and long-term investors, it is not
practical to draft regulations specifically aimed at short-term traders. For example, it would not be
practical to draft a regulation that defines “short-term traders” and imposes specific restrictions
on them, nor would that be our recommended approach.

Our main concern, as discussed in this letter, is that certain current regulatory provisions restrict
the choices of long-term investors, and the primary beneficiaries of these restrictions are short-
term traders. As a general matter, we should be skeptical of restrictions on investor choice. More
particularly, we should be skeptical of restrictions that benefit short-term traders at the expense

of long-term investors.

' A firm with a 1X turnover refers to a firm that holds its average position for 12 months; a firm with a 2X turnover
refers to a firm that holds its average position for 6 months.
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Annex B

The current market structure for long-term investors

Challenges faced by the institutions that trade for mutual fund investors

To understand how regulations can help or harm long-term investors, we need to understand the
challenges faced by long-term investors in today’s markets. Let’s start with the 42 million
households who invest through mutual funds and the millions of other households that are
pension fund beneficiaries.

First, let’s look at the upside. According to Rosenblatt Securities, an institutional brokerage firm
that provides research on the operation of the US equity markets, high-frequency trading has led
to massive liquidity provision and has “... played a key role in narrowing spreads, which results in
reduced transaction costs for alf investors.”! It also “fosters intense competition between market
centers”, leading to greater innovation and improvements in technology.’ TD Newcrest, a
Canadian broker that issues research reports on the equity markets, similarly reports that “from
the institutional perspective, narrower spreads are a positive.”"

Dr. Erik Sirri, former Director of the Commission’s Division of Trading and Markets, notes that
market developments such as algorithms and block crossing systems have “... enabled large

investors not merely to deal with highly active, automated markets, but to benefit from them.”*

* &k ok ok

Now, let’s look at the challenges. According to Rosenblatt Securities,

“Another cost comes from the effect of HFT market makers having such
superior mathematical and technological prowess that they almost always
beat traditional market participants to posting the best prices first. This
means that HFTs earn the vast majority of exchange rebates while others

subsidize these rebates by paying exchange fees.”*®

Aresearch report by TD Newcrest echoes this point:

! Rosenblatt Securities Inc., “Trading Talk — An In-Depth Look at High-Frequency Trading”, September 20, 2009, p.
25. {"Rosenblatt Securities”)

" Rosenblatt Securities, p. 25.
B The Equity Division of TD Securities, “High Frequency Trading Strikes a Chord with Politicians, Regulations and
Market Participants”, S&P/TSX Bulletin, p. 6. (“TD Newcrest”)
* Erik Sirri, Director, Division of Trading and Markets, Securities and Exchange Commission, “Keynote Speech at
the SIFMA 2008 Dark Pools Symposium”, February 1, 2008, p. 5. (“Sirri”)
* Rosenblatt Securities, p. 23.
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“From the institutional perspective, narrower spreads are a positive,
However, for institutions that tend to like to work orders passively [i.e.,
institutions that like to post bids and offers at the NBBQO], overall trade
execution costs have gone up as they now have to compete more for
passive executions. This is because most of the passive liquidity in the
current market environment is provided by market makers {in other words,

it is not natural).”*®

* ¥ K Kk k

Institutions also face the challenge of signaling their block intent to market intermediaries.
According to TABB Group, a research and consulting firm that conducts extensive research on

trading and markets,

“... institutional investors tend to keep their trades guiet and not telegraph
their intentions. Many investors feel that by placing limit orders or showing
their hand, they will leak information into the market and invite other
traders to take advantage of them.”"

TD Newcrest similarly reports that institutional traders in Canada “... remain concerned over
information leakage that results from sophisticated pattern recognition as well as aggressive
strategies utilized by high frequency traders that are able to maneuver in the market much more
nimbly than traditional traders.”®

Quantitative Services Group, a provider of advanced trading analytics and investment consulting
services, notes similarly in a recent report:

“It's well known that sophisticated stat-arb models routinely monitor
market data and the depth of limit order books to detect asymmetries in
trading interests. The goal is to exploit and profit from them before the
flows reverse and larger traders have a chance to finish their orders. These
HFT strategies increase the costs of completing institutional trades and
often introduce ‘adverse selection’ as orders are completed in names that
are moving contrary to the institutional trader’s investment goals.”**

* %k k Kk %k

¥ TD Newecrest, p. 11.

" The TABB Group, LLC, “US Equity High Frequency Trading: Strategies, Sizing and Market Structure”, September
2008, p. 22. ("TABB Group”)

* TD Newcrest, p. 8.

¥ Quantitative Research Group LLC, “Beware of the VWAP Trap”, Research Note, November 2009, p. 2.
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Greenwich Associates, a firm that provides market research and analysis in the financial services
industry, reports “a complete lack of consensus” among institutions “about high-frequency
trading’s role in equity markets”.?® According to Greenwich Associates,

“The institutions participating in the survey interact with high-frequency
traders on a near constant basis, and these institutions would be affected
more than anyone else by any negative or positive influence from high-
frequency trading strategies .... Yet these institutions are split hetween
those that see high-frequency trading practices as malevolent or benign, as
adding liquidity to global markets or preying on traditional stock

investors.”*

Greenwich Associates further reports,

“Institutions do agree on one thing: They do not have enough information
n22

to make any final judgments about high-frequency trading.
TABB Group reports that most traders do not see high-frequency trading as something that is
either inherently good or inherently bad:

“Because it moves at lightning speed, is high frequency flow even liquidity
at all? When asked if high frequency flow is ‘good’ for their own firm’s
trading style or ‘bad,’ or if they’re just indifferent about it, over half of the
head traders we spoke to expressed the view that high frequency flow is
neither good nor bad, it’s just a fact of the marketplace today, neither

inherently an impediment nor an advantage.”

% % k % %

Regardless of their view as to whether high-frequency trading is harmful or benign for the market,
institutional traders accept the challenge of executing block orders in a market where high-
frequency trading is prevalent. As noted by TABB Group in a recent report:

“In the meantime, head traders at buy-side firms have a job to do, choices
to make, and alpha to capture. And they have made changes in their
trading behavior to adjust to the shifting landscape. The landscape has
some fast-growing players in the game, most recently high frequency

% Greenwich Associates, “High-Frequency Trading: Lack of Data Means Regulators Should Move Slowly”, October
2009, p. 1. {“Greenwich Associates”)

* Greenwich Associates, p. 1.

 Greenwich Associates, p.-1.

¥ |aurie Berke, TABB Group, “Institutional Equity Trading 2009/10: Dark Pools, Transparency and Consequences”,
November 18, 2009, p. 8. {“TABB Group Institutional Equity Trading”)
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traders .... Buy-side traders are continually challenged to adapt and adjust
their trading behavior in the face of this constant wave of market
evolution. They are increasingly sophisticated, increasingly knowledgeable,
and want to decide their own fate.”

* ok k k ok

Institutions also are chalienged by the complexity and opaqueness of how their orders are
handled. According to TABB Group:

“... hedge funds and asset managers would like to see more transparency
on dark pool executions, beginning with standard terminology and
reporting for volume figures, Furthermore, they 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.””

TABB Group further notes:

“Even many market participants believe the current market structure is too
opaque. Dark pool reporting is voluntary, unverifiable and not necessarily
standardized.?® Independent analysis comparing execution quality across
dark pools is non-existent. Order handling has become so complex that
even the most sophisticated institutional investors are not fully aware of
what is or could happen to an order.””’

Adam Sussman of TABB Group echoed this concern in his recent testimony before a U.S. Senate
Subcommittee:

“They [institutions] need to use these tools [trading systems] ... to
efficiently interact with the marketplace, ... to efficiently distribute their
orders ... trading against other institutional investors, trading against high-
frequency traders. But the issue is how much do they really understand
about the algorithms and the dark pools that they're handling.

... sometimes they feel overburdened by the amount of information that
they have to keep track of in order to execute these orders. But { don't

** TABB Group Institutional Equity Trading, p. 6.

® TABB Group, p. 25.

* The authors are not referring here to reporting of specific trades because all trades in dark poaols are publicly
reported. The authors are referring to the fact that reporting of aggregated dark pool volume is voluntary and not
standardized.

 TABB Group, p. 30.
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think that they would ... ask for anything else .... This is a challenge that
they accept wholeheartedly as a part of their job, and they would rather
have the responsibility of understanding these pieces ... rather than some
regulatory framewaork force them to act one way or another.

... Freedom is obviously a responsibility as well as a right, and they accept

that challenge.”®

Challenges faced by retail brokerage customers

Retail brokerage customers have benefited from lower commissions, reduced spreads, reduced
execution times and increased liquidity for retail-sized orders. Robert Colby, former Deputy
Director of the Commission’s Division of Trading and Markets, recently noted at a webinar
sponsored by the Investment Company Institute that “the retail investbr has never had better
trading conditions than it has today.”” He noted specificaily that there are “brokers that are
willing to trade at very low commission rates and you can get both a narrow spread and a low
commission rate.”*° The Commission has noted the “very substantial availability of undisplayed
liquidity for executing retail orders at non-exchange venues, particularly OTC market makers and
liquidity pools sponsored by broker-dealers.”*' The Commission further notes that “this
undisplayed liguidity enables retail investors to receive executions for most of their orders at
prices equal to or better than the NBBO, regardless of the displayed size at the NBBO.”*

Finally, execution times continue to improve. According to data from Rute 605 reports compiled
by Thomson Transaction Analytics Reports, the average execution time for NYSE-listed securities
decreased from 10.5 seconds in 2004 to 1.2 seconds in 2009, and the average execution time for
NASDAQ-listed securities decreased from 2.8 seconds in 2004 to 1.6 seconds in 2009.%

% % ok k¥

% Transcript of the Hearing of the Securities, Insurance and Investment Subcommittee of The Senate Banking,
Housing and Urban Affairs Committee on “Dark Pocls, Flash Orders, High Frequency Trading and Other Market
Structure issues”, October 28, 2009, p. 18. (“Senate Subcommittee Hearing Transcript”}. Senator Bob Corker, one
of the Senators who attended the hearing, praised Mr. Sussman’s testimony: “1 do want to say, Mr. Sussman, ... |
thought your presentation was cutstanding and very easy to understand.” Senate Subcommittee Hearing
Transcript, p. 40.

s “Trading 101: Webinar on the Basic Elements of Securities Trading and Market Structure for Funds”, sponsored
by the Investment Company Institute, Novernber 16, 2008. {“ICl Webinar”)

* |Ct Webinar.

* securities Exchange Act Release No. 59039, “Self-Regulatory Organizations; NYSE Arca, Inc.; Order Setting Aside
Action by Delegated Authority and Approving Proposed Rule Change Relating to NYSE Arca Data”, December 2,
2008, http://sec.gov/rules/sro/nysearca/2008/34-59039.pdf (accessed March 22, 2010), p. 96. (“NYSE Arca Order”)
*2 NYSE Arca Order, p. 96.

3 Rule 605 data compiled by Thomson Transaction Analytics Reports, 2004 and 2009. 2009 data is through
October 2009. Data is for market and marketable limit orders between 100 and 499 shares.
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As far as challenges, according to TD Newcrest, retail orders (like institutional orders) “... are being
forced more and more to cross spreads, as bids and offers are stacked with so many other market

maker orders that it becomes very difficult to passively buy or sell stock.”**

The TABB Group reports that,

“Individual investors are at the mercy of their brokers to manage their
order flow with dexterity. Many retail brokers do not have access to the
same sophisticated technology as larger brokers or investors, and hence
sell their flow to wholesalers who typically have better execution
facilities.”>

Another potential challenge for retail investors is price improvement. Rule 605 data for 2009 as
compited by Thomson Transaction Analytics Reports, shows that the industry as a whole provided

slightly negative price improvement (close to 0%).*°

¥ %k Kk ¥ k

Any regulatory proposals to change the current market structure should specifically address the
challenges faced by long-term investors and take into account the current realities of the equity
markets. For example, industry reports indicate that short-term traders typically are represented
at the best bid and offer. This means that short-term traders are the primary beneficiaries of rules,
such as the order protection rule without an opt-out provision, specifically designed to protect
displayed liquidity. This must be taken into account as we consider proposals, such as sub-penny
quoting, that would make it easier for short-term traders to utilize the order protection rule to

step-ahead of long-term investors.

* TD Newcrest, p. 7. Passively buying stock refers to posting a bid or offer at the NBBO.

** TABB Group, p. 24.

** Rule 605 data compiled by Thomson Transaction Analytics Reports, January to December 2009. Data is for
market and marketable limit orders between 100 and 499 shares. The average quoted spread in the market during
this period, as compiled by Thomson Transaction Analytics Reports from Rule 605 data, was 1.39 cents. The
average effective spread for the industry during the period was 1.40 cents. The difference between the average
quoted spread of 1.39 cents and average effective spread of 1.40 cents {-.01 cents) represents the negative price
improvement provided by the industry (-1%). We note that certain orders are exempt from Rule 605 reporting, so
we would be interested to see if other market participants have data showing that the Thomson data is not
representative of the overall market.

B-6



Annex C

Order protection rule

Customer protection vs. liquidity display protection

As noted by the Commission in the Concept Release there are two primary policy justifications for
the order protection rule:

¢ Customer protection. Customers should be protected from executions outside the
national best bid and offer (“NBBO"} without their express consent.

e Liquidity display protection. Customers who display limit orders should be protected.”

We agree with the first justification for the order protection rule; we disagree with the second
justification. Accordingly, we support the order protection rule, subject to an opt-out right for
investors,

Customer protection is an important policy goal of the order protection rule

Regarding customer protection, every customer absolutely should have the right to insist on an
execution within the NBBO if that is what the customer wanis. This should be the customer’s
choice. We note the specific concern that retail brokers could secure opt-out consent from retail
customers without providing appropriate disclosure, and we would support any reasonable
regulatory controls to address this concern and ensure that any opt-out is specific, voluntary and
made after all the facts have been clearly presented to the customer.

Liquidity display protection primarily benefits short-term traders

Liquidity display protection, on the other hand, is a regulatory subsidy primarily for the benefit of
short-term traders and is not an appropriate policy justification for the order protection rule.

Rosenblatt Securities writes that high-frequency traders have “... such superior mathematical and
technological prowess that they almost always beat traditional market participants to posting the
best prices first.”*® According to Rosenblatt, other investors, including institutions, often “have to
cross the spread and incur a take fee.”* TABB Group similarly reports that “institutional investors
are generally liquidity takers and not posters.”*® TD Newcrest, similarly reports that “... orders are

* see, for example, p. 27 of the Concept Release.
* Rosenblatt Securities, p. 23.

* Rosenblatt Securities, pp. 23-24.

“° TABB Group, p. 22.
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being forced more and more to cross spreads, as bids and offers are stacked with so many other
market maker orders that it becomes difficult to passively buy or sell stock.”*

We can see from the analysis of industry experts that the primary beneficiaries of any rules
designed specifically to protect displayed limit orders are high-frequency traders and other market

intermediaries, and not long-term investors.
Do we need to subsidize short-term traders who provide liquidity?

It could be argued that even though short-term traders are the primary beneficiary of rules
designed to protect displayed limit orders, we still need those rules to ensure sufficient displayed
liguidity in the market. We disagree with this argument because all the evidence shows that

market forces incentivize the display of liquidity.
Market forces incentivize markets to provide display facilities

First, we have to understand that market forces incentivize market providers to provide facilities
for the posting of displayed bids and offers because this attracts order flow to the markets that
they operate.

As recently explained by the NYSE and NASDAQ in a brief that they filed jointly, market forces
incentivize markets to provide facilities for displayed liquidity:

“Wide distribution of an exchange’s market data, including depth-of-book
order data, increases market participants’ knowledge of all displayed
orders that are available on that exchange. This means that buyers
interested in purchasing securities at particular prices have better chances
of locating on that exchange sellers willing to meet those prices, resulting
in more trades executed on that exchange and more revenue from
transaction fees.”*

In support of their argument, the NYSE and NASDAQ cite “the real-world example of Island ECN”.
According to the NYSE and NASDAQ;

“' TD Newcrest, p. 7. “Passively” buying or selling stock refers to posting bids and offers at the NBBO.

“? |nitial Brief of Intervenors NYSE ARCA, Inc. and NASDAQ Stock Market, LLC, in the case of NetCoalition; Securities
Industry and Financial Markets Association, Petitioners, Securities and Exchange Commission, Respondent, United
States Court of Appeals for the District of Columbia Circuit, Appeal Nos. 09-1042 & 09-1045, November 16, 2009, p.
17. (“NYSE and NASDAQ Joint Brief”)
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“After Island ceased displaying its order book to the public in three very
active exchange-traded funds ... in which it enjoyed a substantial market
share, Island experienced a 50% drop in its market share in those funds.”*?

A second important benefit for market providers in providing facilities for displayed liquidity is the
ability to charge for market data. For display markets that are registered as exchanges, this
includes the ability to share in the fees that are paid to exchanges for contributing to the
consolidated quote and last sale data feeds.™ It also includes the ability for all display markets,
whether or not they are registered as exchanges, to charge directly for access to their market
data.”

The benefits for market providers in providing display facilities are evidenced by the recent
successes of BATS and Direct Edge, both of which operate markets that display quotes.” The
advantages of this business model also are evident globally with the success of Chi-X in Europe
and Canada.”’

Market forces incentivize market participants to display liquidity

Market forces also incentivize market participants to display liquidity. Market participants who
display liquidity benefit from the ability to capture market spreads. They also benefit from other
financial incentives provided by markets to participants who display liquidity.

Displayed liquidity and quoted spreads

The data on quoted spreads clearly supports the conclusion that market forces incentivize market
participants to display liquidity. If market forces were not incentivizing the display of liguidity, the
premium charged by short-term traders to quote would increase, resulting in wider spreads. But
this is not consistent with the data. To the contrary, quoted spreads continue to narrow.

According to Rule 605 data compiled by Thomson Transaction Analytics Reports, the average
quoted spread for NYSE-listed securities decreased from 5.60 cents in 2004 to 1.35 cents in 2009,

* NYSE and NASDAQ Joint Brief, p. 18.

** See CTA Plan: Second Restatement of Plan Submitted to the Securities and Exchange Commission Pursuant to
Rule 11Aa3-1 Under the Securities Exchange Act of 1934,

http://www_ nyxdata.com/nysedata/CTA/tabid/227/DMXModule/1515/Entryld/29533/Command/Core Download
{Default.aspx {accessed March 22, 2010).

* Securities Exchange Act Release No. 50870 {December 16, 2004}, 69 FR 77424 (December 27, 2004), section V,
http://sec.gov/rules/proposed/34-50870.htm (accessed March 22, 2010).

“ See, for example, Alexandra Zendrian, “Direct Edge: Exchange in 2009,” Forbes.com, May 19, 2009,
http://www.forbes.com/2009/05/19/stocks-exchanges-direct-markets-economy-sec-equities.html {(accessed
March 22, 2010); and Jonathan Stempel, “BATS Trading wins SEC approval for exchange status,” Reuters, August
19, 2008, http://www.reuters.com/article/idUSN1845653320080819 (accessed March 22, 2010).

* see, for exampie, “Chi-X Europe Wins ‘Best MTF in Waters EuroFIT Awards”, http://www.chi-x.com/chi-x-press-
releases/chi-x-europe-waters-eurofit-awards.pdf {accessed March 22, 2010).
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and the average quoted spread for NASDAQ-listed securities has decreased from 12.36 cents in
2004 to 1.82 cents in 2009.%

We also look at our own internal data, which shows the same trend.® For the years 2004 through
2009 we computed the weighted average quoted spread in the market at the time of execution
for all executions in our negotiation system. If you consider the sample size (the total number of
negotiated executions in our system over the six-year period), there is a high statistical probability
that this data reflects overall market trends.*

Liquidnet trade data (2004 through 2010)

Average Quoted Spread at Time of Execution
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As demonstrated by the table above, there is a consistent trend towards narrowing of quoted
spreads, excluding 2008, when heightened market volatility caused a temporary widening of
quoted spreads. In 2009 and 2010 the historical trend towards narrowing spreads has continued,
and any temporary effects of 2008 have been fully reversed. This data shows that market forces
are incentivizing the display of liquidity. The data directly contradicts the assertion that venues for
undisplayed liquidity are adversely affecting the display markets.

*® Rule 605 data compiled by Thomson Transaction Analytics Reports, 2004 and 2009. Data is for market and
marketable limit orders between 100 and 499 shares.

* We believe the Thomson data, compiled from Rule 605 reports, is important to consider. We are aware that
certain order types are excluded from Rule 605 reporting and we would be interested to see if other market
participants have evidence that this data is not representative of the overall market. Ultimately, we look to our
internal data, which shows a clear and consistent trend towards narrowing of spreads.

* Liguidnet tends to execute a higher percentage of shares in mid and small-cap stocks relative to the overall
market, which would explain why Liquidnet’s spread numbers show a wider spread than the overall market
numbers compiled by Thomson, but the trend towards narrowing of spreads evidenced by the Liquidnet data
should be consistent with the overall market trend.
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Fairness of protecting displayed limit orders

One of the justifications for protecting displayed limit orders is the fairness argument. Let’s
assume that the best displayed bid in the market is $10.01 and the best displayed offer is $10.03.
It would seem unfair to the trader who has posted the best bid at $10.01 if another market
participant with a buy order at $10.00 is executed in a different venue ahead of the buyer who has

posted at $10.01.

But we should consider the fairness argument from the other perspective. Let’s assume that an
institution with a buy order for 100,000 shares posts a bid for 500 shares at $10.00. Let’s further
assume that a short-term trader is able to detect the large buy order and posts a bid at $10.01 to
purchase ahead of the institution.* The short-term trader continues to buy ahead of the
institution and can later sell back to the institution at a higher price. In this scenario, is the order
protection rule without an opt-out provision fair to the institution?

This example illustrates our point that the order protection rule without an opt-out provision
effectively is a regulatory subsidy by long-term investors primarily for the benefit of short-term

traders.
Impact of order protection rule without an opt-out provision

While we identify certain concerns with the current version of the order protection rule that does
not provide an opt-out, we believe the Commission has taken certain steps to minimize the
adverse impact on long-term investors. For example, in connection with the adoption of
Regulation NMS, the Commission issued a series of FAQs providing interpretive guidance on
various aspects of Regulation NMS.> In FAQ 3.23, the Commission provided an interpretation to
facilitate execution of negotiated block orders by institutional brokers in compliance with the
order protection rule.” This is an example of an action by the Commission that has helped
minimize the adverse impact of the order protection rule on long-term investors.

Nevertheless, we believe the order protection rule without an opt-out provision could become a
concern as markets continue to evolve, for example, as a result of the increasing sophistication of
high-frequency trading strategies. In addition, potential future regulatory changes, such as the
introduction of sub-penny quoting, would be problematic given the current order protection rule.

Order protection rule without an opt-out provision and speed of access to markets

*! See, for example, the Commission’s discussion of order anticipation strategies on pages 54-56 of the Concept
Release.

%2 “Responses to Frequently Asked Questions Concerning Rule 611 and Rule 610 of Regulation NMS”,
http://sec.gov/divisions/marketreg/nmsfag610-11.htm (accessed March 22, 2010).

Responses to Frequently Asked Questions Concerning Rule 611 and Rule 610 of Regulation NMS”, Question
3.23: Agency Block Transactions with Non-Trade-Through Prices that are Individually Negotiated,
http://sec.gov/divisions/marketreg/nmsfag610-11.htm {accessed March 22, 2010).
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in the Concept Release, the Commission identifies the fairness of co-location servicesasa
potential concern for market participants. For example, the Commission asks whether co-location
provides “proprietary firms an unfair advantage because they generally will have greater
resources and sophistication to take advantage of co-location services than other market
participants, including long-term investors.”** The Commission asks whether exchanges and other
trading centers could “batch process all orders each second and, if s0, what would be the effect of
such a policy on market quality?”>*

In his comment letter on the Commission’s rule proposal on non-displayed trading interest,
Robert Schwartz, Professor of Finance at the Zicklin School of Business, Baruch College, CUNY,
identifies the issue of “temporal fragmentation”. He defines “temperal fragmentation” as the
“problem of how orders meet each other in time in a continuous trading environment.”* He
suggests that continuous trading can increase intra-day volatility and cites a study that velatility in
trading of Nasdaq stocks after the market open and prior to the market close decreased after

Nasdaq introduced electronic call auctions to open and close the Nasdaq market.”’

We do not support regulatory proposals to mandate batch executicn by trading centers, nor do
we believe that Professor Schwartz is specifically recommending this, but what if a trading center
believed that a market that batched orders every second, every five seconds, every ten seconds or
at some other time interval could better serve the interests of investors? Or what if a market
wanted to offer both discrete and continuous order types? The order protection rule would
effectively prohibit this type of system. We do not know whether such a system would be feasible
or would benefit investors, but we would suggest that a more flexible approach to market
structure regulation could foster innovation that ultimately benefits long-term investors. As an
example, the Commission could consider on a pilot basis an opt-out provision for participation in a
system that proposes to execute orders at discrete time intervals.

Order protection rule without an opt-out provision and sub-penny quoting

In the Concept Release, the Commission requests comment on the advisability of reducing the
minimum quoting increments to permit sub-penny quoting.>® Alfowing markets to determine their
pricing increments should lead to optimal pricing for different investor groups, but thisisin a
world where there is no order protection obligation. When you have an order protection rule

> Concept Release, p. 60.

> Concept Release, p. 61.

%% Letter from Robert A. Schwartz, Marvin M. Speiser Professor of Finance, Zicklin School of Business, Baruch
College, CUNY, New York, NY, commenting on the Commission’s rule proposal on “Regulation of Non-Public
Trading Interest”, Securities Exchange Act Release No. 609597, February 22, 2010, http://sec.zcov/comments/s7-27-
09/s72709-52.pdf {accessed March 22, 2010}, p. 3. (“Schwartz Letter”)

* Schwartz Letter, p. 7, citing Michael S, Pagano, Lin Peng and Robert A Schwartz, “The Quality of Market Opening
and Closing Prices: Evidence from the Nasdag Stock Market”, 2010, working paper.
8 Concept Release, p. 72.
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without an opt-out provision, sub-penny quoting becomes problematic because it exacerbates the
regulatory subsidy that the order protection rule provides to short-term traders.

Let’s consider the example above where an institution with a buy order for 100,000 shares posts a
bid for 500 shares at $10.00. Let’s assume again that a short-term trader is able to detect the large
buy order. In the example above, the short-term trader was able to buy ahead of the institution
and seli back to the institution at a higher price. When you introduce sub-penny quoting into the
equation, the short-term trader can still buy ahead of the institution, but he can do so at a lower
cost. Assuming that quoting In tenths of a cent is permitted, the shart-term trader can buy ahead
of the institution while only improving the posted bid by 1/10™ of a cent. Since the cost of trading
ahead is reduced, the prevalence of trading ahead would likely increase, to the detriment of long-

term investors.

As noted above, the order protection rule without an opt-out provision is a regulatory subsidy
provided by long-term investors, and the primary beneficiary of this regulatory subsidy is short-
term traders. The flexibility of the current regulatory structure has minimized the adverse impact
on institutions. The introduction of sub-penny quoting could change this for the worse.

Order protection rule without an opt-out provision and access fees

Ancther concern relates to the interaction between the order protection rule and access fees.
When access fees are taken into account, the order protection rule sometimes forces investors to
buy or sell at an inferior price. We use the example of a flea market to illustrate this point.

Let’s assume that there are two flea markets across the street from each other. Each has various
stalls operated by independent vendors, and there is a stall at each flea market that sells fruits
and vegetables. Let’s assume that an apple at the fruit and vegetable stall at the 1% flea market
costs $1.00, while an apple at the stall at the 2™ flea market costs $1.25. The owner of the 1% flea
market charges a 50% service fee on any purchases at the flea market. The owner of the 2™ flea
market does not charge a fee. Let’s assume for purposes of this example that the apples are of
comparable quality.

Assuming that the order protection rule applied to flea markets and apples, customers would be
obligated to buy their apples at the 1% flea market because the independent vendor at the 1% flea
market is offering a lower sale price. The flea market regulators would justify this policy on the
grounds that it would not be fair to the independent vendor at the 1% flea market to permit the
customer to buy his apples at the 2nd flea market. However, the total cost to the customer in
purchasing at the 1* flea market is $1.50, while the total cost to the customer in purchasing at the
2" flea market is $1.25. It would seem unfair to the customer in this instance to require him to

purchase his apples at the 1* flea market.

Now it is true that when a broker acts as agent for a customer access fees are paid by the broker
and not by the customer, but ultimately the fotal cost to the customer and his agent is the
relevant benchmark. Considering the flea market example, if the purchaser of the apple is a child,
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and the flea market rules require that parents pay the 50% service fee to the flea market on
behalf of the child, the total cost to the child and his parents (the all-in cost to the family) is still
51.50.

Mandating order protection at venues that charge access fees is a regulatory subsidy for the
venue that charges the access fee. This is in addition to the regulatory subsidy already provided to
the party that posts liquidity. Of course, the primary subsidy still rests with the party that posts
the liquidity because most of the access fee charged by a market goes towards paying the liquidity

rebate to the liquidity poster.

As in the case with sub-penny quoting and sub-second trading, access fees should not be
problematic in themselves,” but the order protection ruie, when combined with access fees,
creates a situation where long-term investors can be forced into a worse execution, taking into

account the execution price and access fee.

** The assertion that access fees should not be problematic in themselves assumes that access fees are properly
disclosed to the end-customer and that-principal-agency issues are properly addressed. These are separate issues
to consider. Our proposals in Annex F seek to improve disclosure to customers.
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Annex D

Fair Access

Retuail order flow has access to dark pools and other ATSs

Under Regulation ATS, alternative trading systems that exceed certain volume thresholds become
subject to the Regulation ATS “fair access” obligation.” An ATS that is subject to the fair access
obligation cannot “unreasonably prohibit or limit any person in respect to access to services
offered by such alternative trading system by applying” its access standards “in an unfair or
discriminatory manner.”®* The Commission asks whether “all types of dark pools can comply with
this fair access requirement, yet still achieve the objective of enabling institutional investors to
trade in large size with minimal price impact?”®

We consider the Regulation ATS fair access obligation to be another regulatory restriction on long-
term investors that primarily benefits short-term traders. We have read every page of every
comment letter submitted in response to the Commission’s rule proposal on regulation of non-
public trading interest,*® and we did not see one claim, or even suggestion, that a retail broker was
being excluded from a dark pool or other ATS.%

As we noted in our December comment letter on this rule proposal,” our Liquidnet H20 system
welcomes participation by retail brokers and other market intermediaries who represent retail
orders. As we noted in that letter, publicly-filed Rule 606 reports provide evidence that retail
order flow accesses Liquidnet H20. If we look at the Rule 606 reports filed by E*Trade and TD
Ameritrade for the 3™ quarter of 2009, it appears that E*Trade and TD Ameritrade route the
majority of their customer limit orders to DirectEdge.* DirectEdge is a participant in Liquidnet
H20, which provides price improvement for retail orders that DirectbEdge routes to Liquidnet H20.
More generally, the NYSE and BATS, two of the three largest exchange groups, and DirectEdge,
the leading ECN, participate in Liquidnet H20, which includes access for their retail order flow.

* Rule 301(b)(5} of Regulation ATS. 17 CFR 242.301(b)(5).

*! Rule 301(b}(5) of Regulation ATS. 17 CFR 242.301{b)(5).

82 Concept Release, p. 73.

® Securities Exchange Act Release No. 60997 {November 13, 2009), 74 FR 61208 {November 23, 2009},
http://sec.gov/rules/proposed/2005/34-60997. pdf (accessed March 22, 2010). {“Rule Proposal on Regulation of
Non-Public Trading interest”)

® Comment letters on the Rule Proposal on Regulation of Non-Public Trading Interest are posted on
hitp://sec.gov/comments/s7-27-09/s72709.shtmi (last accessed March 22, 2010}.

® Letter from Seth Merrin, Chief Executive Officer, Anthony Barchetto, Head of Trading Strategy, Jay Biancamano,
Global Head of Marketplace, Vlad Khandros, Market Structure Analyst and Howard Meyerson, General Counsel,
December 21, 2009, commenting on the Commission’s Rule Proposal on Regulation of Non-Public Trading Interest,
http://sec.gov/comments/s7-27-09/572709-25 pdf (accessed March 22, 2010), pages B-21 to B-23. (“Liquidnet
Letter”)

® Rule 606 Reports.
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It is clear from the discussion above that retail brokers are not excluded from Liquidnet and other
dark pools. In addition, to the extent that retail brokers effectively outscurce their routing process
to other market participants such as DirectEdge, those market participants have access to dark
pools such as Liquidnet H20 for executing retail order flow.

Institutional investors participate in dark pools

We also know that institutional investors participate in, and benefit from, dark pools.®” The
investment Company Institute wrote as follows in its comment letter on the Commission’s rule

proposal on regulation of non-public trading interest:

“Much of the current debate over the structure of the U.5. securities
markets have centered on the proliferation of non-public trading interest
and the venues that provide such interest, particularly ‘dark pools’. Mutual
funds are significant users of these trading venues, which provide a
mechanism for transactions to interact without displaying the fult 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 shelter their large block size trading interest from 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, the confidentiality of
information regarding mutual fund trades is of significant concern 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.”®

The primary beneficiaries of fair access requirements are short-term traders

If institutional investors, retail brokers and other market participants representing retail order
flow all have the opportunity to participate in dark pools, who benefits from fair access obligations
imposed on dark pools? The clear answer is that fair access mandates benefit short-term traders

at the expense of long-term investors.

* If retail and institutional investors both have access to dark pools, this directly contradicts the false assertion
that dark pools create a “two-tiered” market.

® Letter from Karrie McMillan, General Counsel, Investment Company Institute, February 22, 2010, commenting
on the Commission’s rule proposal on “Regulation of Non-Public Trading Interest”, http://sec.gov/comments/s7-
27-09/s72709-58.pdf {accessed March 22, 2010). (“ICI Letter”}. As noted in footnote 1 to the ICl Letter, the iCl is

the national association of U.S. investment companies, including mutual funds, closed-end funds, exchange-traded
funds (ETFs} and unit investment trusts (UITs). Members of ICl manage total assets of $11.82 trillion and serve
almost 90 million shareholders.
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As noted above, we do not support regulatory restrictions on how short-term traders conduct
their business. But we also do not support regulatory restrictions that force institutions to reveal
their block order information to short-term traders. As an example, if there were a mandate for
Liquidnet to admit short-term traders to participate directly in our negotiation system, this would
be harmful for the large institutions that participate on our negotiation system and would impede

their ability to achieve cost savings for their investors.
Practical aspects of a fair access requirement

In the past, Liguidnet has discussed with the staff of the Division of Trading and Markets the
application of the fair access requirement to Liquidnet’s negotiation system. In connection with
these discussions, we discussed internally at Liquidnet various alternatives for addressing fair
access. For example, we could provide a customer list to all of our customers and allow customers
to choose which customers they wanted to interact with. But many of our customers consider
their participation on Liquidnet to be confidential, so providing this type of list was not feasible. At
the end of the day, we determined there was no feasible way for us to address this issue without

adversely impacting our system and our customers.*

We acknowledge there could be potential abuses if ATSs restrict access in an arbitrary or
unreasonable manner, but any solution we can think of to address this potential concern creates
more problems for long-term investors than it solves. Since any solution will generate new
problems, we need to consider and evaluate the scope of the existing problem.

We note that our H20 system provides access to brokers; however, we seek to do so in a manner
that protects the confidentiality of our customers’ block order information. We also note that
many dark pools and other ATSs welcome participation from short-term traders and other
brokers. It is important to keep in mind that brokers, ATSs and other market participants seek to
attract liquidity because more liquidity typically means more business.

Absent evidence that retail and institutional customers are being excluded from dark pools, we
would oppose the expansion of fair access obligations, as it would result in higher trading costs for
institutional investors, and we do not see any countervailing benefit for long-term investors in

imposing new cbligations in this area.

* The Commission also recognized the potential adverse impact on long-term investors that could result if
institutions participating in our negotiation system were required to expose their orders to short-term traders. Our
discussions with the Commission resulted in the issuance by the Commission of an exemptive order exempting
Liguidnet from the reduction of the Regulation ATS fair access threshold that was adopted as part of Regulation
NMS. Securities Exchange Act Release No. 52514 (September 27, 2005}, “Order Granting Exemption to Liquidnet,
Inc. from Certain Provisions of Regulation ATS under the Securities Exchange Act of 1934”,
http://sec.gov/rules/exorders/34-52514.pdf {accessed March 22, 2010).

D-3



Annex E

Undispiayed liquidity

Dark pools - order execution quality, public price discovery and fair access

In the Concept Release “the Commission requests comment on all forms of undisplayed liquidity
in the current market structure.”’® In particutar, the Commission requests comment on “the effect
of undisplayed liquidity on order execution quality, the effect of undisplayed liquidity on public

price discovery, and fair access to sources of undisplayed liquidity.””

With regard to order execution quality, we agree with the Investment Company Institute’s
position that venues that provide non-public trading interest, including dark pools, “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.””? We note, for example, that BrokerEdge ranked Liquidnet #1 in execution
performance across all global brokers in its annual reports for 2008 and 2009.”

We also believe, as discussed in more detail below, that dark pools can reduce execution costs for
retail brokerage customers by providing significant price improvement for retail orders. If we look
at Liquidnet's Rule 605 data for 2009 as compiled by Thomson Transaction Analytics Reports, we
see that for orders transmitted by Liquidnet H20 participants and executed by Liquidnet H20,
Liquidnet provided average price improvement of 1.26 cents per share, or 91% of the quoted
spread.” This price improvement of 91% is in contrast to the industry as a whole which, according
to the same Rule 605 data compiled by Thomson Transaction Analytics Reports, provided slightly

negative price improvement (close to 0%).”

”® Concept Release, p. 66.
. Concept Release, pp. 66-67.

72
ICl Letter, pp. 3-4.
” Investment Technology Group “ITG Broker Edge™ Core Broker Report” for U.S. trades for the four quarters

ended December 31, 2008, cited in Aprit 30, 2008 press release, “Liquidnet Ranked #1 in 62% of all Execution
Categories According to ITG Broker Edge™ Core Broker Report”. Tradewatch, Pensions & Investments, March 8,
2010,
http://www.pionline.com/apps/pbcs.dll/article?AID=/20100308/CHART/100309924 & crit=liquidnet&template=prin
tart (accessed March 22, 2010). '

™ Rule 605 data compiled by Thamson Transaction Analytics Reports, January to October 2009. Data is for market
and marketable limit orders between 100 and 499 shares. The average quoted spread in the market during this
period, as compiled by Thomson Transaction Analytics Reports from Rule 605 data, was 1.39 cents. Liquidnet
H20’s average effective spread during the period was .13 cents. The difference between the average quoted
spread of 1.39 cents and Liquidnet’s average effective spread of .13 cents {1.26 cents) represents the price
improvement provided by Liquidnet. Liquidnet’s price improvement (1.26 cents) relative to the average quoted
spread {1.29 cents} represents Liquidnet’s price improvement percentage (91%).

”* Rule 605 data compiled by Thomson Transaction Analytics Reports, January to October 2009. Data is for market
and marketable limit orders between 100 and 499 shares. The average quoted spread in the market during this
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With regard to public price discovery, we have shown in Annex C that quoted spreads continue to
narrow, directly contradicting the assertion that dark pools have adversely affected public price
discovery. As discussed in Annex C, market forces incentivize the display of liquidity, and rules that
mandate the public display of liquidity by long-term investors can result in a regulatory subsidy
that benefits short-term traders at the expense of long-term investors.

Please see Annex D for our views on fair access to undisplayed liquidity.
Commission rule proposal on actionable I01s

An important issue relating to undisplayed liquidity is the use of so-called “actionable IQ1s”, This
was a major area of focus in the Commission’s recent rule proposal on “Regulation of Non-Public
Trading Interest”. In the rule proposal, the Commission proposed a reduction in the threshold at
which ATSs become subject to the order display requirement, with the intent of such change
being to reduce the use of actionable 101s by ATSs.

in the rule proposal the Commission proposes an exemption from the ATS order display
requirement for certain block orders. In our December comment letter on the rule proposal, we
proposed three modifications to the Commission’s proposed block exemption’:

» Definition of a block. We proposed that the definition of block order be expanded to
facilitate efficient execution of block orders for mid, small and micro-cap stocks. We
proposed that a block order be defined as an order with a principal value of $200,000, an
order for 10,000 shares or more, or an order that represents 1% or more of a stock’s
average daily trading volume {ADV).” We also proposed providing flexibility to the
Commission at any time to set the block threshold at $200,000 for any or all of the 50-
most actively traded stocks in the market. '

» Flexibility for execution of a block order. In proposing the block exemption, the
Commission recognized the institution’s legitimate interest in protecting its customers’
block order information. This interest should apply regardless of whether the institution’s
block order is executed in one large execution or in multiple smaller executions. We
proposed that the block exception should apply as long as the order notification sent by
the broker or ATS is of block size.

period, as compiled by Thomson Transaction Analytics Reports from Rule 605 data, was 1.39 cents. The average
effective spread for the industry during the period was 1.40 cents. The difference between the average quoted
spread of 1.39 cents and average effective spread of 1.40 cents {-.01 cents) represents the negative price
improvement provided by the industry {-1%). Negative price improvement results when the average effective
spread exceeds the average quoted spread.

® We also proposed in cur December comment letter that public identification of the ATS where a trade is
executed should be on an end-of-day or other delayed basis.

7 we proposed measuring ADV based on a 10-day trailing average.
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Program trades. We recommended that the Commission provide an exemption for
program trades where the principal amount of the program is $3,000,000 or higher.

Actionable 10Is vs. order notifications

You will note in our December comment letter that we use the phrase “order notification” rather
than the phrase “actionable 101”. In the adopting release for Regulation ATS,”® the Commission
sets forth a clear distinction between orders and indications of interest (or 10Is}. The Commission
states that the term “order” is defined as “any firm indication of a willingness to buy or sell a
security.””” The Commission goes on further to say that “[a]t a minimum, an indication of interest
will be considered firm if it can be executed without the further agreement of the person entering
the indication.”™® In Regulation ATS, the Commission sets forth a clear distinction between orders
and |0Ols: an order can be executed without a further affirmative action by the party providing the
order; an 101 requires a further affirmative action by the party providing the 10! before an

execution can occur.

The term “actionable 101" appears somewhat confusing from our perspective because, according
to the Commission’s guidance, an intention to trade can be firm, in which case it is an order, or an
intention to trade can be non-firm, in which case it is an indication or I0l. The term “actionable
I0I” appears to combine two contradictory terms into one expression. We prefer to use the term
“order notification” for clarity, but our analysis is the same regardless of the terminology used.

Actionable 10Is have been used since the dawn of trading and are used today by many types of
market participants other than ATSs

“Actionable 101s” as defined by the Commission {or order notifications, as we refer to them) have
been used since the dawn of trading, and they are used today by many equity market participants
other than ATSs. Let’s consider some of the other market participants that use “actionable 10Is";

s Block trading desks use actionable 101s. A b