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U.S. Securities and Exchange Commission
100 F Street, N.E.

Washington, DC 20549-1090

Attention: Elizabeth M. Murphy, Secretary

COMMENT LETTER AND PETITION FOR DISAPPROVAL

Re: Notice of Filing and Immediate Effectiveness of Proposed Rule Change to
Extend Fee Pilot Program for NASDAQ Last Sale, File No. SR-NASDAQ-
2012-078, Exchange Act Release No. 67376, 77 Fed. Reg. 41467 (July 13, 2012).

Dear Ms. Murphy:

SIFMA' and NetCoalition” appreciate the opportunity to comment on the above-captioned
Notice, under which The NASDAQ Stock Market LILC (“Exchange”) proposed a rule to
extend for three months the fee pilot for distribution of Nasdaq Last Sale market data
products.

The proposed rule change is purported to become effective upon filing with the U.S.
Securities and Exchange Commission (the “Commission”) under Section 19(b)(3)(A) of the
Securities Exchange Act of 1934, as amended (the “Exchange Act”).” For the reasons set
out below, and because the Exchange’s actions are inconsistent with the recent decision of
the United States Court of Appeals for the District of Columbia Circuit in NetCoalition v.
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Securities and Excchange Commission,' we respectfully petition the Commission to temporarily
suspend this rule change under recently amended Section 19(b)(3)(C) of the Exchange Act’
and institute proceedings to disapprove (or properly approve) those changes under Section
19(b)(2)(B) of the Exchange Act.’

This is not the first time the Commission has allowed the Exchange and other national
securities exchanges to file for immediate effectiveness market data fee rules that do not
comport with the standards the Court established in NesCoalition. Instead of passively
acquiescing in the filing of such rules, which amounts to an abdication of the Commission’s
statutory responsibility, the Commission should immediately suspend the effect of this and
other similar unlawful market data fee rule changes proposed by self-regulatory
organizations. The Commission staff should not be accepting such rule change filings as
complete, and those rule changes cannot become effective upon filing, if on their face they
are unlawful. The rule change at issue here is unlawful because it was based on invalid
grounds, omitting cost data, and otherwise failed to comport with the Exchange Act as
interpreted by the Court in NesCoalition. We therefore urge the Commission to act
immediately to suspend this and other similar fee rule changes until the Commission and the
public have had ample time to determine whether they should be disapproved.

A. Market Data Fees Must be “Fair and Reasonable.”

Under the Exchange Act, the SEC has a duty to ensure that the proposed fees are, among
other things, “fair and reasonable.”” SIFMA disagtrees with any notion that the amendment
to Section 19(b)(3)(A) of the Exchange Act in Section 916 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010 (the “Dodd-Frank Act”)® reflects a
presumption that all fees are constrained by competition and that the Commission is
therefore relieved of its obligation to ensure that the data fees are “fair and reasonable”
within the meaning of Sections 11A(c)(1)(C) of the Exchange Act.” Neither the plain
language of the recent amendment to Section 19(b)(3)(A) of the Exchange Act, nor the
available legislative history of that amendment, supports the Exchange’s contention that the
amendment reflects such a presumption.’

Nasdaq’s characterization of NetCoalition is incorrect. The Court there did reject the
argument that the SEC must use a cost-based approach rather than a market-based approach
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in determining the fairness and reasonableness of a “non-core” exchange market data fee."
Nevertheless, the Court stated, “we do not mean to say that a cost analysis is irrelevant,” that
“lo]n the contrary, in a competitive market, the price of a product is supposed to approach
its marginal cost,”'* and that, in general, the SEC’s effort to show that the market data fees
there in question were subject to significant competitive forces “failjed] the APA reasoned
decisionmaking standard.”” The Court further found that the SEC’s and the exchange’s
various anecdotes, economic postulates and theories did not suffice to establish the fairness
and reasonableness of the market data fees there in question without looking, as a reality
check, at the cost of collecting and distributing the market data."*

B. The Exchanges Have Not Shown that These Market Data Fees are
Constrained by Competitive Forces.

The Commission has not required the Exchange to show, and the Exchange has not shown,
that it is subject to significant competitive forces that would limit it to charging reasonable
fees in pricing this market data. As noted above, NesCoalition made it clear that costs
incurred in providing data are relevant in assessing the reasonableness of the fees an
exchange charges to provide the data because “in a competitive market, the price of a
product is supposed to approach its marginal cost, i.e., the seller’s cost of producing one
additional unit.”"” On the other hand, “[sJupracompetitive pricing may be evidence of
‘monopoly,” or market power . .. Thus the costs of collecting and distributing market data
can indicate whether an exchange is taking ‘excessive profits’ or subsidizing its service with
another source of revenue . ...”"" The cost of producing market data would be direct
evidence of whether competition constrains the ability to impose supracompetitive fees.'’
The Notice, however, does not contain any evidence of the Exchange’s costs of collecting
and distributing the market data and does not provide the Commission with the type of
substantial evidence the NetCoalition court found to be necessary to sustain the
Commission’s approval of an exchange rule seeking to impose a market data fee.

The Exchanges does not support its argument that order flow competition constrains
market data fees.

The Exchange does not provide any evidence that this data fee is subject to competitive
forces, but concludes there must be competition because order flow data is a component of
its market data, and the market for order flow is subject to competitive forces. Moreover,
the Exchange postulates that market data fee competition must exist because broker-dealers
have numerous venues available to which they may route order flow and those venues
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produce market data of various types. The Court in NesCoalition rejected the order flow
argument because, like here, there was no support for the assertion that order flow
competition constrained the ability of the exchange to charge supracompetitive prices for
data. In rejecting the argument, the Court discounted the statements made by various
exchanges to the effect that the exchanges consider the impact on attracting order flow in
setting data prices. “The self-serving views of the regulated entities ... provide little support
to establish that significant competitive forces affect their pricing decisions.”"®

The Exchange does not support its contention that there are reasonable substitutes
for the market data.

The Exchange also asserts that several alternatives to the data products at issue are available,
but it does not provide any evidence that the alternatives are reasonable substitutes for, and
therefore competitors with, this market data product such that pricing of the data is
constrained by competitive forces. Under the Court’s holding in NetCoalition, a market data
provider must evaluate the number of potential users of its data and assess how those users
might react to changes in the price of that data."” The Exchange provides no evidence, only
theories, as to how broker-dealers might react to changes in the prices of its data products.
Just as in NetCoalition, here the Exchange has the exclusive ability to offer the products they
propose to sell. Other exchanges and/or venues may offer similar products, but only the
Exchange is able to offer the data in the proposed products at the same speed.

The “platform competition” approach does not support the exchanges’ contention
that the proposed data prices are constrained by competition.

The Exchange’s “platform competition” approach to pricing these data products is
inherently flawed because that approach (1) simply rehashes the argument rejected by the
Court in NetCoalition that the competitive need to attract order flow acts as a significant
competitive force in regulating the price of market data, (2) does not support the contention
that the market data prices are constrained by competitive forces, and (3) is inconsistent with
the Exchange Act. Under a platform competition approach to pricing, market data and
trade executions are viewed as “joint” products and are priced in the aggregate.” Under
such a theory, an exchange could price its data fees higher and execution fees lower, or vice
versa, but would be constrained by competitive forces from pricing those fees in the
aggregate above the price of joint products on other exchanges or trading venues. The
platform competition approach is inconsistent with the “fair and reasonable” requirement of
Section 11A(c)(1)(C) of the Exchange Act because, just as the Court in NetCoalition found,
there is no substantial evidence here to support the contention that competition for order
flow constrains market data fees. The Exchange has presented no evidence to support its
recast theory, only the same type of conclusory statements as the Court dismissed in
NetCoalition.

18 1d. at 541.
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In addition, the platform theory is flawed because under the platform approach to pricing,
the Exchange may set market data prices at supracompetitive levels, notwithstanding the
exchanges’ contention that market data prices are constrained by competitive forces, as long
as they charge less for other services, even though some users of the data may consume only
these data services, and not the Exchange’s other services, such as trade execution. This
approach to pricing would therefore immunize data fees from review by wrapping them
together with fees for other services and would thus nullify the “fair and reasonable”
standard. If two products are bought and sold separately, the price of each should be the
result of the distinct competitive conditions confronting each product.”’ The alternative is to
unfairly burden the purchasers of only one service while subsidizing those who purchase
only the other service. In fact, market data is bought and sold separately from execution
services, as evidenced by the fact that SIFMA member firms’ customers often buy market
data on their own, and NetCoalition members are not broker-dealers who purchase the
exchanges’ execution services.

Conclusion

We believe NetCoalition requires the Commission to review cost data as an essential
element of considering whether there is substantial evidence of any kind to meet the
Commission’s “competitive forces” test, before approving this or any other future market
data fee filings. Neither the Commission nor the exchanges should circumvent the court’s
tindings in NesCoalition through the procedural mechanism of Section 19(b)(3)(A). The
failure to address the court’s concerns regarding the market forces test renders this market
data rule filing unenforceable under Section 19(b)(3)(C).”

For the reasons set out above, and given the absence of cost data or any other evidence
supporting the Exchange’s contention that these data fees are constrained by competitive
forces, we respectfully request that the Commission temporarily suspend the proposed rules
establishing these market data fees under Section 19(b)(3)(C) of the Exchange Act, and
institute proceedings to disapprove the proposed rule under Section 19(b)(2)(B) of the
Exchange Act. We respectfully point out in that regard that it likely would be better to
evaluate this rule filing in the context of a normal notice-and-comment proceeding under
Section 19(b) than to let the 60-day period pass without action, which would prompt
consideration of further action by SIFMA, NetCoalition, and our members.

* * *
21 See Gartenberg v. Merrill Lynch Asset Mgmt., Inc., 694 F.2d 923, 929 (2d Cir. 1982).
22 As noted above, Section 19(b)(3)(C) provides: “Any proposed rule change of a self-regulatory

organization which has taken effect pursuant to subparagraph (A) or (B) of this subparagraph may be
enforced by such organization to the extent it is not inconsistent with the provisions of this title, the
rules and regulations thereunder, and applicable federal and state law.”



If you have any questions or you would like to discuss these matters further, please call
Melissa MacGregor, Managing Director and Associate General Counsel at SIFMA, at 202-
962-7385.

Respectfully submitted,

Ira D. Hammerman Markham Erickson
Senior Managing Director & General Counsel Executive Director & General Counsel
SIFMA NetCoalition



