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Overview 
On June 20, the House Financial Services Committee’s Subcommittee on Capital Markets and 
Government Sponsored Enterprises held a hearing on “Market Structure: Ensuring Orderly, 
Efficient, Innovative and Competitive Markets for Issuers and Investors.”  The hearing focused on 
ways to improve public confidence in the markets, whether a “trade at” rule should be implemented, 
how dark pools have impacted the markets, and whether and how the tick size for trading in small- 
and medium- sized company stock should be changed. 
 
Topics discussed at this hearing included, but were not limited to: (1) Exchange Rulemaking; (2) 
“Trade At” Rule; (3) Public Confidence; (4) Dark Pools; (5) Small-Mid Cap Companies; (6) 
Jumpstart Our Business Startups Act (JOBS) Act; (7) Arbitrage/Hedging; (8) Competition; (9) Tick 
Size; (10) Spreads and Liquidity; (11) Market Makers; and (12) IPOs.   
 
Members Statements 
Chairman Scott Garrett (D-NJ) stated that when Congress examines the U.S. equity market 
structure the focus must first focus on data, which shows that the U.S. equity markets are the best in 
the world for execution, speed, and pricing.  He expressed hope to learn about ways that Congress 
and regulators can maintain the success of these markets.   Chairman Garrett advocated for 
improved competition, liquidity and pricing. He stated that Regulation NMS has helped improve 
data seen in the equity markets. Chairman Garrett stated that competition should lower barriers to 
entry and increased innovation should remain a priority.  He noted the isolated issues the markets 
have faced recently, but he claimed that the data on the whole shows the success of the markets.  
Chairman Garrett stated that the Jumpstart Our Business Startups Act (JOBS Act) helps to 
improve capital formation, increase liquidity and trading.  He noted one recent proposal, 
Representative Patrick McHenry’s (R-NC) “Liquidity Enhancement for Small Public Companies 
Act,” to ensure that adequate liquidity exists for smaller issuers; and a provision in the JOBS Act on 
the “tick-size” study offered by Representative David Schweikert (R-AZ).  Chairman Garrett stated 
that any changes in regulation should “first do no harm” and need to be thoughtful.   
 
Question and Answer 
Exchange Rulemaking 
Chairman Garrett noted several common themes in witness testimony including: (1) benefits of 
competition and (2) importance of information and data.  He noted that the rulemaking process for 
exchanges is time consuming and cumbersome. He stated that section 916 of the Dodd-Frank Act 
(DFA) was supposed to help this process but the draft period for rule changes is still cumbersome.  
Chairman Garrett asked what needs to be done to make the exchange rulemaking process operate 
better.  Duncan Niederauer (NYSE-Euronext) stated that NYSE was “optimistic” section 916 
would “work in practice” but he stated that this has not been the case. He stated that NYSE is in 
favor of increased competition but he claimed that exchanges need a “level playing field” so that 
non-exchanges are faced with a similar rulemaking processes.  He suggested that the slowed 
rulemaking process for exchanges harms their ability to innovate.  Thomas Joyce (Knight Capital 
Group) stated that regulators and Congress need to “keep in mind” that “exchanges are exchanges 
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and broker-dealers are broker-dealers.”  He urged caution when comparing exchange rule processes 
to broker-dealer rule processes because it is like “comparing apples to oranges.”  Joyce stated that 
exchanges have different responsibilities than broker-dealers who have a fiduciary responsibility to 
get “best execution” for customers.  Joe Gawronski (Rosenblatt Securities, Inc.) stated that there 
is not a level playing field in the markets. He stated that when Regulation ATS was adopted there 
was not as much competition as there is today.  He claimed that as a result of Regulation ATS the 
markets have fragmented which could be reversed if the playing field is leveled.  He noted that the 
SEC has stated that it is their responsibility to balance competition between exchanges with 
competition among orders. He claimed that the “pendulum has swung too far.”  Joyce urged the 
Committee to “tread carefully” because no data shows that fragmentation has harmed investors.  He 
claimed that dark pools and off-exchange trading was developed to solve investor problems.   
 
Representative Michael Grimm (R-NY) claimed that exchanges are heavily regulated under the 
Exchange Act of 1934.  He claimed that Alternative Trading Systems (ATSs) are not as heavily 
regulated under Regulation ATS.  He asked whether competitors should have similar burdens as 
exchanges.  Niederauer stated that if the playing field is uneven and an ATS is more of an exchange 
than a broker-dealer then: (1) it can be made easier for exchanges to compete; or (2) burdens on the 
ATSs can be increased.  He suggested that the line between ATSs and exchanges has “blurred in the 
favor of ATSs” because exchanges cannot operate broker-dealers but ATS can have an exchange-
like operation.  Additionally, he stated that exchanges should only have to pay regulatory costs 
consistent with their market share.   
 
Chairman Garrett noted that a “one size fits all” approach is not appropriate. He asked about the 
“cumbersome” rule process for exchanges and SROs.  David Weild (Capital Markets Advisory 
Partners) stated that markets have become “homogenized” because of Regulation ATS.  He 
claimed that it is unwise to create open ended liability for exchanges and he claimed that the 
representation of issuers has been “undermined.”  He stated that control over tick size will give 
issuers a “seat at the table” again.  Dan Mathisson (Credit Suisse Securities, LLC) noted that 
there are 13 exchanges in the U.S. and there would be more if the 20% ownership restriction for 
broker-dealers is removed.  He claimed that if an exchange collapsed there would be 12 others there 
to take its place.  He noted no issue with a tick size pilot program but claimed that it “would not 
change IPOs or the ability to raise capital.” However, he agreed that the pilot would not harm the 
markets.  William O’Brien (Direct Edge) noted that Direct Edge started as a broker-dealer and 
then became an exchange.  He stated that the rule process can be improved but it has been working 
for the exchanges and SROs.  He explained that DFA was supposed to make the rule process better 
but it has not helped as the SEC has filed more rule disapprovals.   
 
“Trade At” Rule 
 Ranking Member Maxine Waters (D-CA) noted that Canada has adopted a “trade at” rule and 
Europe and Australia have a similar proposal. She asked whether the U.S. should adopt a similar 
“trade at” rule. Additionally, she asked about conflicts at broker-dealers due to internalization.  
Gawronski stated that the U.S. should consider a similar rule to Canada but should be careful when 
making such a big change.  He stated that he would not suggest that all off-exchange trading be 
eliminated but that when trading looks similar to on-exchange trading it should be pushed to a 
public display.  He suggested that a “trade at” rule could require size and price improvement rather 
than eliminating off-exchange trading.  In regards to broker-dealer conflicts, Gawronski stated that 
conflicts are “rampant” as they “put the rebate that they will receive or the lower cost fee ahead of 
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best execution for the customer.” He stated that even though this could mean more regulation 
regarding whether a broker-dealer has done the best job for its customers, he welcomed it, adding 
that he does not see the same type of resolve by the “vast majority” of broker-dealers.  Kevin 
Cronin (INVESCO on behalf of Investment Company Institute) stated that institutional 
investors have concerns over hidden liquidity. He recognized the benefits of internalization but 
claimed that if price improvement is only 10% then the costs might outweigh the benefits.  He 
noted complications around a “trade at” rule because of the possible move to “sub-penny” quoting.  
Joyce stated that there are more retail investors in the U.S. than there are people in the countries 
enacting “trade at” rules.  He advocated for data driven decisions which do not simply “follow 
smaller countries.”   
 
Public Confidence 
Representative John Campbell (R-CA) stated that Congress needs to “look at the forest not just 
the trees.”  He stated that public trust in the markets is at an “all-time low.” He claimed that there 
are generally four types of participants in the markets: investors, traders, speculators, and gamblers.  
He suggested that trading, speculation and gambling have all increased while investing has decreased.  
Representative Campbell asked how more of a focus on investing can be developed.  Niederauer 
stated that equity markets are operating well but more work can be done to improve them. He stated 
that the public has “never felt more disconnected from the markets” and market participants need 
to work together to improve public confidence.   Niederauer claimed that speed has been thought 
of as “synonymous” with market quality but this is not always the case.  Representative Campbell 
noted that Joyce mentioned holding prices for a second. He claimed that most people trade “in and 
out” in 30 milliseconds and have no faith in prices.   Representative Campbell asked for thoughts 
on this.  Cronin stated that institutional investors want public confidence to increase. He stated that 
work is needed to improve investor confidence and ensure that manipulation and “erroneous” 
behavior is prosecuted.   
 
Dark Pools 
Representative Carolyn Maloney (D-NY) noted the growing number of dark pools. She stated 
that the DFA was aimed at getting more trading “on-exchange” yet the number of dark pools seems 
to be increasing. She asked what percentage of the market is in dark pools, why dark pools are 
growing, and the impact dark pools have on competition.  Cameron Smith (Quantlab Financial 
LLC) noted concerns with market fragmentation.  Gawronski stated that 14-15% of the market is 
in dark pools which double when internalization is included.   
 
Representative Maloney asked how “dark pool” is defined. Gawronski stated that a dark pool is 
when no quote is displayed.  Representative Maloney asked whether dark pools are regulated by 
the CFTC.  Gawronski stated that the SEC regulates dark pools and some broker-dealers not falling 
under Regulation ATS are regulated by FINRA.  Representative Maloney asked why dark pools 
are growing.  Gawronski stated that dark pools are growing because of fee differentials and 
arbitrage activity between displayed and dark markets. He noted that some institutional investors 
“seek refuge” in dark pools. Representative Maloney asked why dark pools do not have to be 
more visible and display their quotes.  Joyce stated that dark pools started because there was a 
problem with institutional investors accessing the markets without moving the markets.  He 
suggested that dark pools were a way that innovation served the needs of investors.  Representative 
Maloney asked why spreads have decreased lately.  Joyce stated that reduced spreads make it 
cheaper to trade which is a net benefit.   
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Representative Randy Neugebauer (R-TX) asked whether dark pools provide protections for 
large investors.  Joyce stated that internalization benefits institutional investors.  He stated that there 
are many types of investors in the markets and retail investors cannot worry about “fifteen second” 
time horizons.  He stated that work needs to be done on education because there are plenty of 
strategies to build wealth.   
 
Representative Steve Stivers (R-OH) asked whether exchange price transparency benefits the 
markets to which Niederauer agreed.  Representative Stivers asked whether exchange prices 
show the alternatives to shares traded in dark pools.  Niederauer stated that the National Best Bid 
or Offer (NBBO) is typically the reference price for opaque markets.  He claimed that it is the 
obligation of the exchanges to publish bids/offers at all times with an associated size.  He stated that 
exchanges typically have no argument with dark pools unless “it is clearly better for the executing 
broker but it is less clear that it is better for the customer.”  
 
Representative Stivers asked whether the rise in dark pool trading volumes has harmed exchange 
volumes.  Niederauer stated that volumes over the past six months have been lower. He claimed 
that overall volumes in the markets have been rising after decimalization. He claimed market share 
in transparent markets has been decreasing at the expense of opaque markets.   
 
Representative Stivers asked whether dark pools have done anything to reduce the efficiency of 
the markets. Niederauer stated that competition increases liquidity but the issue is with how 
liquidity is displayed.  He stated that Regulation NMS was designed to improve the display of 
liquidity and foster competition.  He claimed that Regulation NMS has “clearly” fostered 
competition but he is less certain that it has led to more display in liquidity.   Cronin stated that 
institutional investors understand that if they go to market with big orders some people will take 
advantage of them. He claimed that dark pools are a way for institutional investors to interact and 
get big trades accomplished.   
 
Small-Mid Cap Companies 
Representative Robert Hurt (R-VA) asked for solutions to the disproportionate impact trading 
rules have on small-mid cap companies. He asked how access to markets can be improved and how 
access to capital for small-mid cap companies can be improved.  Joyce stated that small-mid cap 
companies trade differently because they have less float and fewer investors.  Joyce noted support 
for any of the new rules, including the JOBS Act, which will lead to an increase in research on small-
mid cap companies.  He claimed that wider spreads would help small-mid cap companies, along with 
allowing market makers to sponsor small-mid cap companies.  Niederauer stated that the JOBS Act 
is a “great start” to helping small-mid cap companies. He noted the challenges of “reconciling” the 
JOBS Act opportunities with small and medium-sized enterprises (SMEs) who are already in the 
market.  He expressed support for experimenting with companies selecting their own tick size and 
the “experiment” with liquidity incentive programs.  
 
Jumpstart Our Business Startups Act (JOBS) Act Representative Hurt asked when the results 
of the JOBS Act could be measured.  Niederauer stated that assuming rules implementation 
remains on track results could be seen by early next year. He noted that NYSE has had 
“conversations” with 50-100 companies that they would not have had prior to the JOBS Act.   
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Arbitrage/Hedging 
Representative Al Green (D-TX) asked whether the ability to arbitrage is good or bad.  Joyce 
stated that arbitrage is positive. He claimed that a “healthy” market needs a variety of market 
participants and arbitrage benefits the markets.   
 
Representative Green asked how hedging benefits the markets.  Cronin stated that “in the world 
of trading” risk management is an important component.  He stated that hedging risk is a feature of 
finding liquidity.   
 
Representative Green stated that hedging and arbitrage have a “thin distinction” with gambling.  
He asked when the line is crossed between hedging/arbitrage and gambling.  Daniel Coleman 
(GETCO) stated that generally hedging decreases risks while gambling increases risks. Joyce 
suggested that gambling cannot be quantified but is “in the eye of the beholder.”   
 
Competition 
Representative Neugebauer claimed that small investors often feel “disenfranchised” about the 
markets.  He urged policy makers to refrain from trying to make markets where there are no losers.  
He stated that innovation creates new opportunities and he asked whether competition is a good 
thing. Niederauer stated that the markets ought to serve customers. He stated that the increased 
opacity of the markets is hard to reconcile with the lessons learned in the 2008 financial crisis.   
Niederauer claimed that competition is good. However, he suggested that data on the benefits of 
competition will be “inconclusive.”  He suggested that broker-dealers are doing nothing “nefarious” 
in the markets but are executing trades based on the rules they are given. He stated that broker-
dealers will use internalization when profits will be greater.  Niederauer noted that in the past five 
to ten years broker-dealers have been allowed to own platforms that look like exchanges and yet 
exchanges are not allowed to own anything that looks like a broker-dealer.  He suggested that dark 
pools are “alright” if the trades within are larger and at a better price than the “lit” markets. 
However, he claimed that data will show that average trades in dark pools are smaller than the lit 
markets.   
 
Tick Size 
Representative David Schweikert (R-AZ) asked for the “pros/cons” of small cap companies 
choosing their own “tick size.”  Coleman stated that GETCO would prefer exchanges decide tick 
size. Cronin stated that INVESCO is not certain who should choose tick sizes but claimed that 
exchanges or investors would be a better choice than issuers.   Joyce agreed and stated that not all 
companies would understand the proper tick size for their needs.  Niederauer stated that the 
general consensus is that a change in tick size would help liquidity. He claimed that there should not 
be too many tick sizes as that would confuse the markets. He suggested that it would be easy to 
change the system to deal with different tick sizes.  Smith claimed that investors are interested in 
having an appropriate tick size. He stated that Europe has tick sizes based upon the value of the 
stock and suggested a similar method for the U.S.   
 
Representative Schweikert asked whether a change in tick size would help more companies enter 
the markets.  Smith stated his support for “calibrated” tick sizes. Niederauer claimed that the 
JOBS Act and Regulation A “opened the door” for new companies, whether through the IPO On-
ramp, liquidity provisions or incentives for research.   
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Representative Nan Hayworth (R-NY) asked how a tick size pilot program should be run.  
Niederauer stated that the pilot could either: (1) tie tick size to basis points, which would be 
inadequate for many companies, or (2) could allow for flexibility.  Joyce cautioned that builders of 
the pilot not get “caught up” in the technology of how participants trade. He stated that regulators 
should investigate the possibility of having market makers sponsor small companies and work to get 
more research.  Joyce voiced his support for the proposal of Representative Patrick McHenry (R-
NC).  Toes claimed that the core function of the Securities Act of 1933 was to create a market 
which allowed for customer to customer activity. He stated that the role of market makers is 
supposed to offset “imbalances.”  He suggested that the best way to measure proper tick size is to 
look at the price and the dollar volume of the stock.  O’Brien stated that two principles should be 
adhered to: (1) it should be easy to assess the impact of the change in tick size, and (2) it should be 
easy for investors to understand.  He stated that variables used should include: the size of the 
company and trading volume.  He noted that the pilot needs to be implemented for a period of time 
so that there is time for the market to “work through it.”   
 
Representative Hayworth asked who should administer the pilot. Weild stated that a “critical 
mass” of stocks is necessary, 500 or so over a 2-3 year period.  He claimed that adequate 
representation should be based on “float or volumes.”  He stated that the pilot should be discussed 
with investors and issuers because market forces will lead to better results than regulators.  Jeffrey 
Solomon (Cowen and Company) stated that “round numbers are good.” He claimed that 
increments which are easy to understand will be better for market participants and the pilot “needs 
time to work through the system.”   
 
Representative Hayworth asked whether the switch to decimalization has impacted research.  
Additionally, she asked who should be involved in a tick size pilot program.  Niederauer stated that 
NYSE and other exchanges should “take the lead” on the pilot and work with issuers and investors.  
Cronin noted support for a pilot because “the more things to help liquidity the better.”  He 
advocated for investor involvement in the pilot.   
 
Representative Schweikert asked whether having a choice of tick size will actually bring more 
companies to the markets.  Weild stated that because of different market values having one tick size 
decreases the ability to create liquidity.  He claimed that market participants need a way to be 
compensated for taking on the risk of a smaller company.  Solomon stated that it is important that 
“after-market” support exists.  He claimed that more research coverage will help generate interest in 
small companies.   
 
Representative Schweikert asked whether small companies should be able to offer “blind” 
compensation for research.  Solomon stated that he is not in favor of “paid research.”  He stated 
that the “research independence” rules are good and the integrity of research should “be held 
sacrosanct” and that it should not have to do with what issuers want research to do for them.  He 
stated that if tick increments could be set much wider, then the marketplace will react and there will 
be incentives for middlemen to come in and make markets or write research.   
 
Representative Schweikert asked who should make the decision about tick size.  O’Brien stated 
that it would depend on what the company needs. He stated that it would not be smart to create a 
problem where a new investor cannot sell what they recently bought.  O’Brien claimed that 



 
 

Page 8 of 26 
 

701 8th Street, N. W., Suite 500 ● Washington, DC 20001 ● TELEPHONE 202.659.8201 ● FACSIMILE 202.659.5249 
 
 

increased tick size will help with “ease of use” for investors. He noted that issuers will look to their 
advisors on tick size.  He suggested that “standardization” would be a good idea for retail investors.   
 
Representative Schweikert asked whether increased tick sizes will bring more IPOs to the market.  
Jim Toes (Security Traders Association) stated that the costs of maintaining a trading center are 
based on transactions.  He claimed that when there are multiple price points and a trade needs to be 
cleared and when a quote is stored, “those are all transactional type costs that the trading center is 
incurring.”  He stated that whether the trading center is clearing 100 shares or one million shares the 
costs are the same because it is based on a transaction.  Toes stated that when the number of price 
points is reduced from 100 to 20 price points, the transactional costs on market data and clearing 
fees is reduced.    
 
Spreads and Liquidity 
Representative Grimm observed that “overall spreads are tightening and there is better execution.”  
He claimed that companies are less concerned with spreads and more concerned with liquidity.  He 
asked about the correlation between spreads and liquidity.   Joyce stated that Knight Capital has 
ended up with an “out-sized” market share because making a market in small companies is tough 
and other firms have abandoned marking markets for these companies’ stock.  He stated that likely 
there will be more liquidity if spreads widen.   
 
Representative Patrick McHenry (R-NC) noted his bill proposal that would help incentivize 
companies moving to the public markets.  He asked what should be included in possible “liquidity 
support agreements.” Joyce claimed that most jobs are created “post- IPO.”  He suggested that: (1) 
if tick sizes are wider then more market makers would participate; and (2) there should be some 
check to ensure that an investment bank and research entity relation works well.  He stated that 
issuers should be allowed to pay for market making support, research should be allowed, and tick 
sizes should differ.  Niederauer stated that Europe already uses something similar to liquidity 
support agreements. He expressed his hope that wider spreads will help the markets and keep 
transactions “on exchange.”    
 
Market Makers 
Representative Grimm asked whether having more market makers would lead to more research.  
Joyce stated that “a lot of firms tie research coverage to market making.”   
 
IPOs 
Representative Campbell noted pleasure that there is “unanimity” by the witnesses in the desire to 
re-engage small companies.  He noted that Congress and the markets seem focused on increasing 
liquidity and spreads at the expense of public confidence.  He suggested that transparency and 
openness has been sacrificed for speed and price.  Representative Campbell asked why companies 
are not going public. He claimed that many companies claim that they do not want the value of their 
company being decided by an investor with a short investment timeline.  He asked how to get more 
investors, not just traders, into the market.  Toes stated that speed helps investor confidence since 
investors want to know that the price they see on their screen is the actual price they will get when 
they hit the “buy/sell” button.  Solomon stated that there are many different kinds of investors and 
many issuers want long term investors rather than short term investors.  He stated that there should 
be a focus on creating a market where a middle man can take a risk position to create liquidity and 



 
 

Page 9 of 26 
 

701 8th Street, N. W., Suite 500 ● Washington, DC 20001 ● TELEPHONE 202.659.8201 ● FACSIMILE 202.659.5249 
 
 

move a product.  He claimed that speed plays into this equation but is not as important.  Toes 
claimed that larger tick size is more important than trading strategies.   
 
Excerpts from Witness Testimony 
Panel I 
Mr. Daniel Coleman, Chief Executive Officer, GETCO  

• GETCO fundamentally believes that one of the primary purposes of a financial market is to 
allocate risk to those persons or entities best able to bear it. 

• Over the last 15 years, technology advancements and regulatory changes have created a U.S. 
equity market that is open, efficient, stable, transparent, competitive, and innovative. 

• The market events of May 6, 2010 revealed flaws in the US equity market structure. GETCO 
is very supportive of the SEC’s and CFTC’s well-reasoned reforms since then, which limit 
the potential for another, similar event. 

• A few weeks ago, the SEC approved the securities exchanges’ and FINRA’s Volatility Plan -- 
a market-wide limit up-limit down mechanism to address extraordinary market volatility. 
GETCO supported this new Plan, which is intended to replace the single-stock circuit 
breaker pilot that was put in place beginning in June 2010. 

• In addition, in November 2011, the SEC adopted a ban on naked sponsored access and 
required broker-dealers that provide access to trading on an exchange or alternative trading 
system to implement prudent risk management controls. 

• Accordingly, GETCO supported the market access rules because any market participant 
with the ability to directly enter orders onto a market should be subject to the same pre-trade 
risk management and supervisory procedures as registered broker-dealers. 

• Finally, GETCO supports the creation of a Consolidated Audit Trail to provide the SEC and 
the SROs with efficient access to a robust and effective cross-market order and execution 
tracking system. We do not, however, believe that a “real time” audit trail is necessary to 
achieve this objective and would impose significant costs on both regulators and the 
industry. 

• GETCO supports this recommendation and believe that fair questions have been raised 
about current market rules that impose no real quoting or trading requirements on market 
makers, nor provide adequate incentives. 

• As articulated in our letter, to the SEC staff in July of 2010, we, along with Virtu Financial 
and Knight Securities, believe the obligations associated with market making need to be 
modernized to reflect the current electronic markets that evolved over the last 10 years. 

• GETCO believes that there are incremental market-based changes that the SEC could make 
that would promote price discovery, without reducing the choices that investors have 
regarding where to trade and preserving the ability of new market centers to innovate, 
develop, and compete. 

• As discussed in more detail below, GETCO believes that the SEC could adjust tick sizes for 
certain high and low priced securities, treat actionable indications of interest (IOIs) as 
quotations, and lower the threshold for requiring display into the public quote stream of 
IOIs and other quotations. 

• GETCO believes that all orders in the US, especially retail orders, would routinely receive 
better-priced executions if the minimum tick size were correlated to the share price of the 
security. 
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• GETCO supports transparency and its role in the public price discovery process. We 
support the SEC’s proposal to treat actionable IOIs as quotations, subject to the same 
obligations as explicit firm quotes under SEC rules. 

• We believe that when participants in exchanges or ATSs have access to information about 
potential trades that other market participants do not have, it creates a two-tiered market 
that is inconsistent with an efficient market structure. 

• GETCO supports the SEC’s proposal to lower the threshold at which ATSs must display 
the best priced orders in the public quotation stream. 

• To help institutional investors navigate this divide, there needs to be greater clarity around 
order execution quality for professional participants. Furthermore, institutional investors 
need to understand the trade-offs and financial incentives involved in routing decisions by 
their brokers. 

• We believe that co‐location is a positive development because it equalizes access for 
participants who wish to be near the center of price discovery. Any market participant that 
determines that speed is an essential component to its trading strategy or risk management, 
can invest in co‐location. 

• GETCO also notes that, if proprietary data feeds were prohibited or delayed, large market 
participants would have an informational advantage over small participants. Large 
participants would have immediate access to their own trading activity, while other market 
participants would have to wait until the consolidated data feed or delayed exchange data 
feed reached. 

• Clearing in the swaps market is the critical first step in this process. There’s little 
disagreement about the systemic benefits of clearing the most standardized and liquid swaps. 
By substituting the clearing house as the counterparty in a swaps transaction, clearing 
reduces counterparty credit risk by mutualizing exposure. 

• The ability of a greater diversity of market participants to act as dealers in a cleared swaps 
market, would reduce the systemic risk we face today with a few large “too big to fail” banks 
as the sole counterparties in these swaps markets. 

 
Mr. Kevin Cronin, Global Head of Equity Trading, INVESCO, on behalf of the Investment Company 
Institute 

• To ensure long-term investor confidence, it is incumbent upon regulators to address issues 
raised by developments in the structure and operation of the securities markets and the 
impact of those developments on investors. ICI believes that regulators have fallen short of 
this important objective, most likely because the implementation of the Dodd-Frank Act has 
diverted SEC resources to mandated rulemaking. Significantly, numerous issues raised by the 
SEC’s concept release examining the structure of the U.S. securities markets have not been 
addressed, including issues surrounding high frequency trading and undisplayed liquidity, as 
well as the adequacy of information provided to investors about their orders.  In addition, 
the events of May 6, 2010 brought to the forefront several inefficiencies in the current 
market structure. Several of these issues have been addressed by regulators; nevertheless, 
issues relating to the role of market makers and high frequency traders during the “flash 
crash” remain unresolved. ICI believes it is time for regulators and market participants alike 
to address, and take action on, many of the difficult and complex issues that have concerned 
investors for several years, including:  
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• (1) Issues surrounding automated trading and high frequency trading, including the number 
of cancelled orders in the markets- ICI believes certain high frequency trading strategies 
arguably bring several benefits to the securities markets and to investors, including providing 
liquidity and tightening spreads in certain types of stocks. At the same time, several practices 
that have become associated with high frequency trading have created concerns. We have 
recommended on several occasions that regulators examine whether a fee should be 
imposed on cancelled orders above a certain ratio of orders to executed transactions, 
designed to discourage the current risk free use of certain types of orders and to protect the 
integrity of the markets’ infrastructure. While several exchanges have recently proposed such 
fees, we believe those proposals will be ineffectual; they will impact only the most extreme 
outliers, and the fee associated with the proposals is so small that it would not act as a 
deterrent. We therefore urge regulators and market participants to address concerns 
regarding cancelled orders and consider truly meaningful fees or other deterrents that would 
adequately address this behavior. 

• (2) The need for enhanced surveillance capabilities to detect potentially abusive and 
manipulative trading practices - We support action by regulators to clearly define practices 
involving automated trading strategies and high frequency trading strategies that may 
constitute market manipulation. In addition, we strongly support regulators having access to 
accurate, timely and detailed information about market participants and trades that are 
executed and the establishment of a more robust transaction reporting regime to enable 
regulators to monitor the activities of firms, ensure compliance with regulations, and 
monitor for market abuses. 

• (3) Conflicts of interest that exist in the markets, particularly those surrounding liquidity 
rebates and the creation of new and complex order types - We therefore recommend that 
the SEC work with the exchanges and other market participants to establish a pilot program 
where a certain set of securities would be prohibited from being subject to liquidity rebates. 
In this manner, the SEC can examine the data generated about liquidity rebate practices and 
determine whether rulemaking is necessary to address concerns in this area. - We therefore 
recommend that regulators vigorously examine the specific order types that exchanges and 
other trading venues offer and any conflicts of interest raised by the use of these order types. 
Sufficient transparency of the details of order types offered by exchanges and other trading 
venues also must be ensured and such information must be readily and easily available to 
investors. 

• (4) The need for increased transparency of order routing and execution practices - At a 
minimum, we recommend that brokers, upon request from a customer, be required to 
provide certain standardized information about an execution including the type of execution 
venue used (i.e., an exchange or an alternative trading venue), the capacity in which the trade 
was executed (i.e., agency vs. principal), and each destination to which an order was routed 
(whether an execution was received or not). Increased information regarding payments and 
other incentives provided or received to direct order flow to particular trading venues also 
would be valuable. Such increased transparency should assist in better understanding 
conflicts of interest that exist and would allow investors to make better informed investment 
decisions. 

• (5) Difficulties surrounding capital formation, particularly for small and mid-sized 
companies, and the need to examine the implementation of higher minimum quote 
variations (i.e., greater than $.01) for certain securities - We therefore believe it is necessary 
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to examine ways to increase market liquidity and the depth of markets in securities that have 
not benefited from the move to penny spreads. Specifically, we recommend that a pilot 
program be established to examine wider spreads in certain stocks.  We believe this pilot 
should be wide ranging, with different minimum spreads established for different types of 
stocks. A pilot program would generate valuable data on the impact on liquidity in these 
stocks, allowing the SEC to determine whether changes to the minimum quoting variation 
should be implemented.  

• (6) Issues associated with undisplayed liquidity, particularly those related to broker-dealer 
internalization - ICI therefore has strongly supported efforts to provide incentives for 
market participants to use transparent orders. Until we create a more efficient market 
structure for the execution of institutional sized orders, however, it is imperative that venues 
providing undisplayed liquidity remain available to funds and that the regulations overseeing 
these venues facilitate their continued use. We recommend that the SEC take action to 
ensure that internalized orders receive best execution. Specifically, any internalized order 
should be provided with “significant” price improvement. This requirement could result in 
more customer orders being exposed to the market if the amount of internalized orders is 
reduced, thus furthering public display of orders and potentially improving price discovery. 

• Regulators state that they have been reluctant to act on many of these issues, citing the 
insufficiency of data to ensure that any new or revised regulations will not adversely impact 
the securities markets. In our judgment, if the data currently available is insufficient to make 
these determinations, steps should be taken to obtain such data.  This might be done by 
instituting pilot programs to generate data, such as in the areas of liquidity rebates and 
minimum spreads. 

 
Mr. Joe Gawronski, President and Chief Operating Officer, Rosenblatt Securities Inc. 

• We believe that there are two major points regarding market structure that must be 
understood above all others by the Subcommittee: 

o First, today’s market structure is a Rube Goldberg of sorts. It is the product of a 
gradual, 15‐year evolution, during which government repeatedly acted in big ways 
and market forces repeatedly reacted accordingly. 

o But despite its complexity and the largely ad hoc way in which it was created, modern 
market structure generally results in better outcomes, for both retail and institutional 
investors, than what it replaced.  

• Importantly, this does not mean that things are perfect. Indeed, there are a few critical, 
problematic gaps in today’s structure that merit exploration by regulators and legislators for 
potential fixes. Among these are the rules regarding off--‐exchange trading, safeguards 
against systemic risk and the quality of markets for shares of smaller companies. 

• As you can see, the current market structure has been patched together over many years, 
with the industry reacting to significant government reforms in ways that often prompted 
further regulatory adjustments and further cycles of unintended consequences and even 
more new rules.  

• One such cause for concern is the explosion in off-exchange trading in recent years. 
According to our analysis of public data, 16.4% of US equity volume was executed away 
from markets that display price quotes in January 2008.  By January 2012 non-displayed 
trading had more than doubled, to an all-time high of 34.2%.  In May, 31.2% of US equity 
trades were executed off-board.  



 
 

Page 13 of 26 
 

701 8th Street, N. W., Suite 500 ● Washington, DC 20001 ● TELEPHONE 202.659.8201 ● FACSIMILE 202.659.5249 
 
 

• Based on our understanding of how these platforms work, we believe that the majority of 
trades executed in dark pools receive significantly better outcomes than would be readily 
available on exchanges. But a significant fraction of off-exchange trades do not result in 
materially better outcomes than would be readily available on exchanges. A minority of 
trades in the aforementioned dark pools simply matches the NBBO or offers de minimis 
improvement over the best prices quoted on exchanges. 

• Current prohibitions on sub-penny quoting by exchanges, as well as rules that permit de 
minimis price improvement and no size improvement for internalized trades, mean that the 
field of play is currently tilted away from exchanges and toward brokers. 

• This results in attempts by exchange groups to come up with new, creative order types and 
rules in efforts to compete with the off-exchange market, such as the NYSE’s proposed 
Retail Liquidity Program, which would add yet another layer of complexity to the Rube 
Goldberg contraption. 

• The SEC in early 2010 floated the idea of a “trade‐at” rule, which would prohibit 
internalization without significant size or price improvement. We believe the US should 
consider seriously this and other mechanisms that would maximize the interaction of orders 
in the secondary markets, with the goal of optimizing price discovery and efficient capital 
allocation. 

• Another area that merits continued regulatory scrutiny is the reality that today’s automated, 
fragmented markets, although they deliver better outcomes for investors under normal 
circumstances, do not perform as well under stress as the more manual, consolidated 
markets that preceded them. 

• The latter mechanism essentially prevents securities from trading at prices that are outside of 
pre-determined bands, based on movements away from the previous day’s closing price. 
Such a system may prevent flash-crash-like dislocations that result from technological 
glitches or mistakes. But we worry that they may also inhibit price discovery for stocks that 
are affected by significant news — including earnings and other corporate events — that 
legitimately affects their prices. 

• For these reasons, we support experimentation by regulators and legislators to provide new 
incentives for making markets in the shares of smaller companies. 

• The provision of the recently adopted JOBS Act requiring the SEC to study whether wider 
minimum price increments would improve market quality for emerging-growth companies is 
one example of measures that could address this issue.  

• The subcommittee is also considering the notion of allowing issuers to pay market makers. 
Although we don’t know what form such programs would take, we have reservations about 
this idea, whether these payments are made directly or funneled through exchanges. 

 
Mr. Thomas Joyce, Chairman and Chief Executive Officer, Knight Capital Group 

• The U.S. equity markets are the fairest, most transparent and most liquid markets in the 
entire world. Remember that during the course of the last few years, with the exception of 
two notable exceptions, the equity markets worked flawlessly. 

• High speed computers, dark pools, etc. are not the problem; indeed, they are the culmination 
of our free-market system – competition. Competition has led to better executions (both 
speed and price) for investors. We should not look to impede competition; rather we should 
always look for ways to enhance it. 
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• Regulatory fine tuning is necessary in a market as dynamic as U.S. equities. Given the many 
market structure changes that have taken place in recent years, a holistic examination of the 
U.S. equity market structure is timely, relevant and necessary. We believe it is especially 
important to craft effective trading rules. 

• We urge the SEC to look closely at the statistical evidence of how efficiently the equities 
markets currently operate; to assess how much value the current system brings to all 
investors; and, to insure that any rulemaking withstands a rigorous cost-benefit analysis. 

• Knight has advocated repeatedly that competition, rather than mandated and prescribed 
paths to trading, benefits market participants and all investors. 

• We believe the dramatic decrease in brokerage commissions and the split-second executions 
for most marketable orders in recent years is a direct result of these competitive forces; it 
was not driven by regulatory fiat. 

• We urge the SEC and other regulators to never lose sight of the importance of cost-benefit 
analysis. 

• A “trade-at” regime, or moves to limit internalization, would add significant costs to retail 
and institutional orders: implicitly by minimizing competition and competitive innovation, 
explicitly by forcing many users of lower cost alternative venues to pay access fees. It would 
minimize the opportunities for price improvement (and eliminate sub-penny price 
improvement) to retail orders as they would always trade at the NBBO. 

• In October 2011, the NYSE submitted a rule proposal to the SEC in which it seeks to 
establish a liquidity program to attract retail order flow to the NYSE through the provision 
of price improvement from non-displayed sub-penny orders posted by professional Retail 
Liquidity Providers (“RLPs”) on the NYSE book. 

• We have filed comment letters with the SEC in which we have urged the SEC to carefully 
study and analyze the sweeping implications of this proposed rule filing, especially the 
impact on Regulation NMS and the move to sub-penny quoting/ranking, prior to making a 
final decision on the rule. 

• Accordingly, in determining whether to approve or adopt new rules (e.g., trade at, RLP, etc.), 
we have urged the SEC to evaluate carefully all available empirical evidence, consider 
thoroughly the potential for unintended consequences, and insure that the benefits 
associated with any such proposal far exceed the costs. 

• Some have argued that the value of the displayed markets is somehow eroded when trading 
occurs off an exchange. We disagree. We believe the displayed or “lit” markets are robust, 
execute the majority of trading volume in U.S. equities and, thus, the NBBO is a fair and 
accurate representation of the best prices available in the marketplace. As a result, trades 
executed off of an exchange predominately occur at the NBBO (or better) which is 
completely consistent with both the letter and spirit of Regulation NMS. 

• We believe that the following rule changes are worthy of serious consideration and may help 
to restore investor confidence.  

o Representative Patrick McHenry proposal.  
o A consolidated audit trail.  
o A review of access fees, including the elimination of the maker/taker model.  
o Wider spreads for certain tiers of securities; e.g., high-priced stocks, less liquid 

stocks, etc.  
o Market maker obligations, including a time in force for market maker quotations.  
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• Representative Patrick McHenry has drafted a legislative proposal, the “Liquidity 
Enhancement for Small Public Companies Act,” to ensure that adequate liquidity exists for 
smaller issuers. Knight fully supports this proposal. The bill seeks to promote the 
development of market quality incentive programs by permitting issuers, exchanges, or any 
other company approved by the SEC or an exchange to provide financial incentives to 
market makers that adhere to standards of market quality established by an exchange. 

• We believe that the McHenry and Nasdaq proposals will benefit all market participants 
including, issuers, investors (institutional and retail), liquidity providers, and the overall U.S. 
economy by encouraging smaller companies to go public. 

• Knight supports the SEC’s stated goal of creating a more robust and effective cross-market 
order and execution tracking system. Knight supports market transparency and a thoughtful 
regulatory reporting structure that allows trading information to be made available to SROs 
and the SEC in a timely and consistent manner. In determining whether to adopt CAT, we 
have urged the SEC to evaluate and leverage all existing regulatory systems. 

• We therefore suggest that the SEC re-evaluate access fees in connection with its review of 
equity market structure, and consider eliminating the maker/taker model to insure we 
properly align market incentives with bona fide trading activities. 

• Knight fully supports the proposal to widen spreads for certain tiers of securities, including 
higher priced stocks, less liquid stocks, etc. In a one-penny spread environment it is very 
often difficult to aggregate meaningful volume at the one-penny increments for certain 
securities. 

• Knight fully support the “tick-size” study offered by Representative David Schweikert that 
was included in Title I, Section 106(b) of the JOBS Act. 

• Knight has previously proposed to the SEC that it consider adopting additional market 
maker obligations. While there are important specific elements that must be considered 
when adopting any new market maker rules, as a policy matter we support rules that would 
impose even stronger obligations on market makers. 

• We urge the Committee, Subcommittee, and the SEC to look closely at the statistical 
evidence of how efficiently the equities markets currently operate; to assess how much value 
the current system brings to all investors; and to insure that any rulemaking withstands a 
rigorous cost-benefit analysis. 

 
Mr. Duncan Niederauer, Chief Executive Officer, NYSE-Euronext 

• Fair Competition among our markets should produce confidence among investors 
• Increased market competition has also led to unintended negative consequences- We believe 

that investors are more likely to have confidence in the securities markets if they believe that 
they are receiving fair prices when they buy and sell securities. As trading volume has shifted 
to new trading centers that operate with less transparency and fewer regulatory requirements, 
more and more information is outside of public view and excluded from the price discovery 
process. With incomplete public information concerning the full extent of market activity, 
combined with ever-increasing complexity regarding routing practices and sometimes limited 
transparency, it can be difficult to assess whether a customer is getting best order execution. 
Regulated exchanges, such as the NYSE, serve as price-makers. Price makers are critical to 
the price discovery process as they show the best available quotes for securities on both 
sides of the market (the lowest prices at which sellers are willing to sell and the highest prices 
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at which buyers are willing to buy). These best available quotes, referred to as the national 
best bid and offer (NBBO), are constantly changing with activity in the markets. Price 
makers show the NBBO at any given point in time. Alternative trading venues, by contrast, 
are price matchers: they match willing buyers and sellers that participate in their venues, but 
do not contribute to price discovery by displaying quotes to be included in the NBBO. That 
is, the off-exchange trading centers provide so-called “undisplayed liquidity”. We recognize 
that undisplayed liquidity has played a role in equity market structure, in one form or 
another, for many years. For example, it can serve an important function for investors 
seeking to trade large blocks of securities. With the development of non-exchange trading 
venues and new trading practices, however, undisplayed trading now accounts for a 
substantial volume of overall equity trading. But we need to ask ourselves at what level does 
price discovery materially suffer from gains in the market share by price matchers? 

• Protecting investors requires listening carefully for cautionary signals- Intuitively, as this 
bifurcation grows and more volume moves toward non-exchange trading centers, the price 
discovery mechanism deteriorates. However, there is also data that reinforces this intuition 
and it is this data, in large part, which has NYX, NASDAQ OMX and BATS exchanges 
concerned. In a recent report issued by Rosenblatt Securities, the report suggests that off-
exchange trading, i.e., “dark liquidity,” has not narrowed spreads.8 In fact, the Rosenblatt 
research associated dark liquidity at best with static spreads and at worst associated with 
wider spreads and higher price volatility. The data also shows that dark pool market share is 
inversely proportional with volatility. This means that traders retreat to the public markets 
(exchanges) when markets are stressed. The market events of May 6th, 2010 are the best 
evidence of the retreat to public markets during times of volatility. As the CFTC-SEC 
Advisory Committee stated in its final report on the events of May 6th, so-called 
internalizers, such as OTC market makers and block positioners, decreased their 
internalizations during these market events. That is, they decreased the volume of their 
customers’ orders that they executed on a principal or riskless principal basis. In some 
instances, when they tried to route these orders to other internalizers or to dark pools, the 
orders were rebuffed. In such instances, “[i]nternalizers instead routed orders to the 
exchanges, putting further pressure on the liquidity that remained in those venues.”  A study 
by Professor Daniel Weaver of Rutgers Business School provides evidence of a causal link 
between dark trading and market quality. Professor Weaver found empirical evidence that 
higher off-exchange trading is associated with a reduction in market quality, and in particular 
with wider spreads, increased price impact, and volatility from less available exchange 
depth.10 common argument made in support of the growth in off-exchange trading is that 
spreads have decreased dramatically as a result of the increased level of competition to 
exchanges through the adoption of Regulation NMS. However, since 2006, in percentage 
terms, spreads are actually wider by 2.9 basis points.11 Again, what this tells us is that there 
is a dilution of market quality to the detriment of investors.  Finally, as evidenced in SEC 
Rule 605 data, it appears that higher quality order flows are being routed to dark markets. As 
a result, orders sent to exchanges and incorporated into the public quote – the only price 
discovery function – is the more toxic order flow. For example, in March 2012, NYSE-
realized spreads were 0.3 basis points versus 3.9 basis points for executions reported to the 
TRF. This means that execution prices in off-exchange venues move 3.9 basis points over a 
five minute period whereas they only move 0.3 basis points when executed on NYSE. This 
data suggests that sophisticated market participants executing against order flow in off-
exchange venues are more likely to capture revenue from that trade than if the same 
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execution were done on an exchange, highlighting the desire for sophisticated investors to 
conduct more off-exchange trading despite the policy questions about best execution and 
price discovery. 

• The focus of securities regulatory policy should be on improving public confidence 
• Promote public price discovery - As previously discussed, we believe that investor 

confidence in markets is of utmost importance and that a deterioration of price discovery is 
not only bad for exchanges and markets, but also contributes to a lack of investor 
confidence. As discussed in our comment letter to the SEC’s Concept Release we believe 
internalization should be permitted, provided the internalizing firm simultaneously displays a 
protected quote at the NBBO or provides meaningful price improvement over the NBBO. 
The exchange believes this approach accomplishes several goals. First, requiring a 
contribution to the NBBO will result in a greater number of orders included in the price 
discovery process and therefore assist in establishing an NBBO that better reflects the “true” 
market. Additionally, if an internalizing firm does not want to contribute to the NBBO, 
investors’ orders that are internalized will need to receive meaningful price improvement 
over the NBBO. 

• Create a consolidated audit trail that can adequately surveil the market - NYX believes that a 
consolidated audit trail is necessary to appropriately surveil the U.S. capital markets. Neither 
the SEC nor private industry has the resources to surveil markets in real-time. This is why 
NYX and FINRA jointly supported the SEC adopting a rule two years ago that would have 
advanced the project by using existing infrastructure to create an audit trail with end-of-day 
reporting. It is unfortunate that a consolidated audit trail has still not been adopted but we 
are optimistic that the SEC will seek adoption of a proposal in the near term. 

• Move forward with outstanding rulemaking proposals - We believe that the SEC should 
move forward with its 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 as was proposed in its 2009 
proposal, Regulation of Non-Public Trading Interest. 

• Level the competitive playing field- SEC Filings. Registered exchanges are required to make 
public rule filings concerning various changes to their businesses. The regulatory process 
often includes a substantive review and takes considerable time and effort to complete. The 
current rules also require exchanges to make public disclosures regarding business strategies 
and fee structures. In contrast, ATSs are required to make only limited notice filings on 
Form ATS twenty days prior to implementing any material changes. This regulatory 
inequality allows ATSs to innovate quickly without SEC approval, while exchanges must 
undergo a rigorous and lengthy regulatory review process to initiate change. By way of 
example, NYX filed a proposal with the SEC after over 9 months of negotiations with staff. 
The innovative proposal, which would guarantee retail customers price improvement, is the 
first of its kind to allow exchanges to segment retail order flow from other order flow. The 
proposal received opposition from several dark markets due to the program’s guarantee of 
price improvement and the likely outcome that it may attract valuable order flow away from 
the dark trading venues. First filed publicly with the SEC in November 2011, the SEC has 
still not taken action over 220 days later. During that time, non-Exchanges have had the 
opportunity to object to the proposal and our exchange competition has had the opportunity 
to develop their own similar programs to propose. We believe that the costs associated with 
going through this process do not outweigh the benefit of the SEC’s review process. 
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However, it is the competitive advantage that non-exchanges have over exchanges that 
troubles us most. The lack of regulatory scrutiny of non-exchanges also can lead to the 
proliferation of unfair trading practices such as the flash order structure and actionable 
indications of interest privately transmitted by non-exchanges to only select market 
participants. 

• Fair Access. Registered exchanges are required to have membership rules and procedures 
specifically designed to ensure access to exchange facilities is granted in a fair and impartial 
manner. The fair access requirements applicable to ATSs are far narrower. ATSs must 
comply with general fair access requirements only if a five percent trading volume threshold 
in an individual security is exceeded, and certain exceptions apply. The narrower fair access 
requirements have resulted in extreme levels of discrimination by ATSs against their 
customers. For example, dark markets often segment certain customers from others, giving 
one customer a first look at the order flow the ATS receives before showing it to other 
customers. In fact, it is common practice for orders to flow through many non-exchange 
trading centers before being executed. Although certain retail customers benefit from this 
process, pension funds and mutual funds that represent the majority of retail investors in the 
markets are often not allowed access since they too have more sophisticated trading 
strategies. Accordingly, NYX believes comparable fair access requirements should be 
applicable to all venues. 

• Market Surveillance. Under the current market structure, registered exchanges have self-
regulatory responsibilities and must either maintain an extensive regulatory organization to 
conduct market surveillance or enter into a regulatory services agreement with another self-
regulatory organization, either of which involve significant time and resources. Non-
exchange trading venues are not subject to the same rules and are free from any self-
regulatory requirements. NYX estimates that it will spend nearly $85 million for U.S. equity 
market surveillance in 2012; however our exchanges only accounted for 24.7 percent share 
of U.S. equity trading in May 2012. We believe all market centers should share the same 
responsibilities and contribute to the cost of market surveillance based on their respective 
market shares. In addition, NYX believes consideration should be given to the establishment 
of one self-regulatory organization with responsibility for surveillance across the entire 
marketplace. These general issues of client segmentation, fair access and market surveillance 
also highlight the excessive level of focus on the “trees” rather than the “forest.” While there 
continues to be increasing levels of compliance focus on Exchanges’ rules and prohibitions, 
the level of activity that is not subject to any of these requirements continues to grow 
unfettered. 

• Addressing market structure for SMEs- One area of concern is whether the current market 
structure itself, which treats all stocks similarly, impacts small cap stocks in an adverse 
manner. Accordingly, NYX has advocated that a market-wide pilot program requiring wider 
spread increments for less liquid securities could be a worthwhile experiment. During the 
pilot period, market participants and the SEC could review data to determine whether the 
impact is providing added investor benefits to less-liquid securities. A pilot program would 
also provide the SEC with additional data that can be utilized in a cost-benefit analysis 
should it decide to make the pilot permanent. With regard to Chairman McHenry’s draft 
legislation, we believe the creation of a program in which exchanges could provide incentives 
to market makers for meeting liquidity requirements is a worthwhile endeavor. In fact, NYX 
currently has a proposal out for comment with the SEC that would allow a similar pilot 
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program for exchange-traded products. Today, market makers receive more favorable 
economics for meeting our market maker liquidity and quoting requirements as their primary 
incentive from the exchange to provide liquidity. Although FINRA rules adopted in 1997 
prohibit any direct or indirect payment by an issuer to a market maker, NYX believes 
Chairman McHenry’s legislation may warrant further review by both FINRA and the SEC, 
and is a topic that we have been pursuing. We would also note that this is a process allowed 
in Europe and academic research has shown beneficial effects on the liquidity of smaller 
issuers. 

• The JOBS Act and NYSE Big StartUp - We believe exchanges have a responsibility to help 
small companies grow by providing entrepreneurs with a source of capital. In the best of 
times, exchanges may facilitate a hundred or more companies executing an IPO each year. 
However, given the scale of our current jobs challenge, exchanges must look beyond the 
IPO and offer new avenues to allow small businesses access capital markets.  Last month, 
NYX joined with other organizations to launch an initiative aimed at accelerating growth for 
small businesses. Our idea, “The NYSE Big StartUp”, is aimed at encouraging big 
companies to help small companies. It’s a pathway for corporate America to provide 
banking services, financial training, accounting services, legal services, marketing and 
logistics support, website construction, and other essential tools to enable small companies 
which lack those resources to get to the next level. The program also offers training, 
mentoring and education programs for startups and entrepreneurs, as well as a fund to help 
ensure that capital is available to those least able to access it from traditional sources. 

 
Mr. Cameron Smith, President, Quantlab Financial LLC 

• While the general trend of improving market quality is clear, there still remains a great deal 
of misunderstanding around the role of professional trading, and so-called high frequency 
trading in particular. 

• Further, the general approach of competitive traders identifying and trading towards fair 
value explains why studies that have compared high frequency trading to the rest of the 
market find that it tends to improve price discovery and lower, not increase, short term 
volatility in the market. 

• One policy that must be implemented in the short term is a reporting regime that ensures 
that regulators have access to all the data they need to adequately surveil our markets and 
continue to ensure they operate with the highest integrity. In this regard, we have 
consistently supported initiatives such as consolidated audit trails and the large trader 
reporting system. 

• As regulators develop more robust market surveillance tools, however, it would be a mistake 
to focus attention solely on one group of market participants, as now seems to be the case 
with efforts by some to define “high frequency trading.” Instead, the programs should 
surveil the activities of all market participants, and then focus on specific unusual activity, 
regardless of their perceived strategy or use of automation. 

• Effective risk management by broker dealers, coupled with another line of defense at the 
exchanges through circuit breakers or limit up/limit down protections, are important to 
protect our markets from the effects of computer errors, software bugs or unintended 
interactions. The SEC’s proposals in these areas are right on the mark and should greatly 
reduce the potential impacts of errors while preserving the tremendous benefits of 
automation for investors. 
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• A third area that policymakers must continue to monitor and perhaps make some 
incremental changes involves the issue of fragmentation. We must, therefore, ensure that the 
current regulations don’t inadvertently contribute to fragmentation by hindering the ability 
of public markets to compete with private markets. 

• In this regard, two adjustments to the current regulatory scheme are worth considering. 
First, consider allowing “locked” markets – that is, permitting quotes to be displayed when 
the “bid” price and the “ask” price are the same. Second, policymakers should create 
categories of stocks with different quote increments. 

• My final suggestion involves improving our overall approach to how we monitor and 
evaluate market performance. Specifically, I believe it is imperative for the equity market 
community to develop commonly accepted measures of market quality that are monitored 
consistently over time and provide a common-ground for market structure discussions. 

• It should be a priority of the policymakers to develop and specify the proper metrics before 
taking any significant steps toward altering the current market structure that has generally 
served investors well. 

• Stated that Gus Sauder, Chief Investment Officer of Vanguard has stated that Vanguard 
investors have seen a fifty percent reduction in trading costs over the past decade which 
means that investors saving for retirement over thirty years have seen balances in their 
accounts increase by thirty percent.   

 
Panel II 
Mr. Dan Mathisson, Managing Director, Credit Suisse Securities LLC 

• Credit Suisse suggests four policy changes, each of which is designed to make markets more 
reliable than they are today, reduce investor cost, or increase fairness for investors: 

• (1) Repeal the rules that give for-profit exchanges immunity from liability. Restoring moral 
hazard to the exchanges will increase exchange management’s level of caution on new 
technology rollouts and QA (Quality Assurance) procedures, and reduce the odds of future 
situations like the chaos that hit the market on the day of the Facebook IPO.  

• (2) Eliminate the market order. A sell “at the market” is an order to sell with a price of zero. 
A buy “at the market” is an order to buy with a price of infinity. An easy way to reduce the 
chances of large gaps in prices is to force investors to enter a limit price on every order.  

• (3) Perform a review of the pricing and rebate system operated by the consolidated tape 
plans. The CTA plans collect approximately $400 million a year from the investing public, 
which then get rebated to the for-profit exchanges that collectively run the plans. These 
plans were set up in November 1972, when the SEC adopted Rule 17a-15. After 40 years, we 
believe the current tape revenue model is obsolete and rife with problems, and we 
recommend a full review of the tape revenue system.  

• (4) Lift the restrictions that limit broker-dealers to 20% ownership in exchanges. Now that 
most exchanges outsource most of their regulatory functions to FINRA, we believe that this 
restriction is obsolete. Exchanges and ATS’s are both for-profit, technology-intensive firms 
performing mostly the same tasks. We suggest repealing this rule and allowing ATS’s to 
become exchanges and therefore compete on a level playing field.  

• The 4 big economic advantages exchanges have over ATS’s: (1) Exchanges have absolute 
immunity on errors, having historically been considered quasi-governmental entities.8 Courts 
have typically ruled that exchange immunity holds even in cases of gross negligence or willful 
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misconduct. ATS’s are regular businesses that have liability for their actions. (2) Exchanges 
receive “tape revenue”. The CTA (Consolidated Tape Association) has a legal monopoly on 
providing a consolidated stream of real-time data from our nation’s stock markets. The CTA 
makes a profit of approximately $400 million per year, which is then rebated to its 
participant exchanges based on a complex formula. The revenue that exchanges receive from 
these rebates is significant – for example, Nasdaq reported receiving $116 million in rebates 
in 2011 from the CTA. ATS’s do not receive tape revenue.  (3) Exchanges pay no clearing 
fees. An ATS is a party to both sides of each transaction that passes through it, while an 
exchange merely facilitates the transaction. Therefore ATS’s pay tens of millions of dollars in 
clearing fees annually, whereas exchanges pay no clearing fees. (4) Exchanges have no net 
capital requirements. Because they are not a party to the transactions that occur on their 
systems, exchanges do not need to hold capital to stand behind their trades. 

 
Mr. William O’Brien, Chief Executive Officer, Direct Edge 

• Direct Edge believes that through careful examination, appropriate steps can be taken to 
improve investor confidence in a fair and orderly market without restricting innovation, 
competition or efficiency. 

• An intellectually consistent and operationally feasible plan is needed to start the process of 
restoring that confidence. This is essential to return the stock market to its rightful place – 
for investors and entrepreneurs alike – as a pivotal tool for achieving the American dream. 

• Direct Edge does not believe investors will have more confidence in the stock market by 
reducing the number of choices that investors and their brokers have. 

• The proliferation of trading alternatives has only served to lower costs, improve technology 
and give each investor a solution that is better tailored to their trading and investing needs. 

• At the same time, cooperation among competing venues does need to be improved. The 
May 6, 2010 “flash crash” and recent IPO troubles were not caused or made worse by 
fragmentation, but by insufficient communication and coordination between exchanges to 
deal with these situations. 

• The market-wide single stock circuit breakers and recent SEC approval of a “limit up/limit 
down” mechanism help assure that all trading venues will deal with sharp and sudden 
changes in stock prices in a cohesive manner. 

• While it is true that exchanges and non-exchange venues have different responsibilities and 
privileges, the focus should be on ensuring that exchanges can consistently provide great 
results for a broad spectrum of investors. Direct Edge believes we are better as both a 
country and a company when exchanges have to earn their business, and have a robust 
capability to do so. 

• Section 6 of the Securities Exchange Act of 1934 should be modified to clarify that 
exchanges have the freedom to provide tailored solutions for institutional and retail orders. 
Stock exchanges function best when diverse participants all believe they are getting a near-
optimal outcome. 

• Rather than criticize the increase in off-exchange trading, empower exchanges to offer a 
better product and experience to long-term investors. Not only would this help restore 
investor confidence, it would prospectively improve trading outcomes. 
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• The priority and primacy of these efforts can be augmented by formally proposing and 
adopting the SEC’s Automation Review Policy (“ARP”) as official regulation under the 
federal securities laws. 

• Proposing and adopting ARP as an official rule of the Commission would provide even 
greater authority to ensure that complex trading technology and infrastructure is managed 
prudently and with the ongoing stability of our stock market as a principal objective. 

• Thus the increasing automation of the stock market should be viewed as something that 
works to greatly improve investor confidence. But yet it remains a significant source of 
angst. 

• Efforts to make trading slower generally, or restrict the technological capabilities of certain 
players are both unfeasible and undesirable. Efforts can be made to encourage and monitor 
how trading technologies are used so the benefits automation brings are not overshadowed 
by aberrant or inefficient behavior. 

• The order-routing disclosures of SEC Rule 606 could be expanded to list not just exchanges 
and other market centers where investor orders are executed, but where they are routed 
(whether executed or not) as well. For institutional and other savvy investors, standardized 
market identification codes can be implemented to provide this information on an order-by-
order basis. 

• An unintended consequence of Regulation NMS is the tendency to impose a “one size fits 
all” version of market structure on issuers, regardless of their characteristics and needs. 

• The legislative proposal put forth by Representative McHenry would be an important first 
step in making exchange markets a more hospitable place for small public companies. The 
proposal, which would allow exchanges to create and administer incentives to ensure the 
provision of liquidity for their stocks, would give companies more meaningful choices. 

• Renewed efforts should be made to broaden the availability and lower the price of depth-of-
book market data to investors. 

• A potential solution, recently discussed in a research paper authored by the research firm the 
TABB Group, is to create a nation-wide depth-of-book data feed through the existing 
infrastructure that exists for top-of-book data. Doing so would eliminate significant costs 
and produce material market efficiencies. 

• Clearly demonstrating that regulators have appropriate information is thus essential to 
making sure that investors remain confident in how are markets our working. 

• Direct Edge urges prompt SEC approval of the proposal to create a consolidated audit trail 
(“CAT”) as a means not only to detect inappropriate activity, but to serve as the “gold 
standard” for regulators, academics, exchanges and others to truly understand how our 
markets are operating. 

• Exchanges and other industry-wide organizations need to make significant investment in 
basic investor education and communication to counter these allegations with facts and 
supporting information, so even competing market participants feel like partners in 
demonstrating that our nation’s stock market is the best in the world. 

 
Mr. Jeffrey Solomon, Chief Executive Officer, Cowen and Company 

• I do believe that we need to be extremely careful to examine how regulations imposed over 
the past decade have adversely impacted the equity markets and damaged capital formation 
at the very time it is most needed. 



 
 

Page 23 of 26 
 

701 8th Street, N. W., Suite 500 ● Washington, DC 20001 ● TELEPHONE 202.659.8201 ● FACSIMILE 202.659.5249 
 
 

• The last decade has shown a significant decrease in the trading liquidity for most small cap 
issuers. At the same time, retail investors are less relevant than institutional investors in 
individual stocks as evidenced by the popularity of mutual funds and Exchange Traded 
Funds, who are now the dominant market participants. A lack of liquidity in any small cap 
stock makes it difficult for investors to accumulate a position. Moreover, portfolio managers 
carefully assess liquidity when determining position size and price as they know it may be 
hard to get out of the stock when their price targets are reached or should they need to sell 
to generate liquidity to meet investor redemptions. This dynamic has severely narrowed the 
investor universe for small cap companies thereby making it difficult for them to raise capital 
to expand. Indeed the number of IPOs raising less than $60 million has fallen precipitously 
over the past decade. 

• One of the principal reasons for the lack of liquidity in small cap stocks can be directly 
attributed to the advent of decimalization, meaning trading in penny increments. As a direct 
result of reduced trading spreads, professional market makers and specialists, whose job was 
to provide liquidity for their clientele, were forced to overhaul, sell or dissolve their 
businesses to contend with much lower revenues. This, in turn, gave rise to two market 
forces affecting market structure - electronic trading and reduced research coverage of small 
cap stocks. 

• Key trends taking place with regard to market structure in the U.S., including: (1) The 
undercoverage of small cap stocks by sell-side research analysts; (2) The decline in “Small 
IPOs”, or IPO transactions raising $60 million in proceeds or less; (3) The decline in 
companies listed on U.S. exchanges and U.S. exchanges’ global competitiveness; and (4) The 
relationship between employment and IPO activity. 

• We have the opportunity to re-examine current market trading structures to further support 
the positive initiatives created in the JOBS Act. By pursuing modifications to existing 
legislation and regulations around decimalization that bring back market makers for small 
cap stocks, Congress and the regulators will be telling Wall Street executives how they can 
allocate their resources to profitably meet the needs of their clients while fostering job 
growth in America. We can still be the leader in funding successful innovation in the U.S. 
But in order to thrive once again, we must make it more economically viable for small 
companies to access the capital markets to fund their growth, create new industries and 
provide Americans with the job growth from the private sector we so dearly want. 

 
Mr. Jim Toes, President and Chief Executive Officer, Security Traders Association 

• Our testimony will focus on three areas of concern STA has with today’s market structure: 
investor confidence; capital formation; and the quality of regulation. 

• Fostering greater operational capability should be the foremost consideration of any 
regulatory or legislative entity that has oversight or influence on our financial markets. It is 
imperative that such entities ensure no demands are made on the operational capacity of the 
industry that result in its being unable to deliver the services it purports to offer. 

• Therefore, it is critical that behavior which is deemed potentially harmful to the overall 
operational capability of our markets not be allowed to exist unimpeded. 

• SEC approval of SRO rules, and SRO rules in certain cases that are effective upon filing, 
presents unique problems. Our concerns reside in the lack of criteria that are used in 
deciding which process better serves investor confidence when rules are proposed. 
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• The Commission should consider alternative approaches to the approval of important SRO 
rule proposals that have material market-wide implications on the structure of the market. 
Rather than picking and choosing between the proposals or in the alternative, approving all 
of them, in cases where multiple rule filings are made that are identical or very closely related 
or where the SRO rule filings have material market-wide implications, the Commission 
should consider substituting a proposal for a uniform, market-wide SEC rule in lieu of those 
of the SROs. 

• STA believes that in addition to the review of the specifics of SEC and SRO rule proposals, 
the quality of regulation would be improved and investor protection served if the SEC 
addressed the increased need for industry input on technology and back office operations in 
its rule approval process. 

• We submit that the SEC needs to take formal action on regulations, and particularly before 
adopting those imposing significant technological or operational burdens on the markets, to 
create advisory or implementation committees as permitted by law to ensure it receives input 
from the trading community, including experts in trading systems and products, and 
develops an understanding of the operational demands of the proposed rules. 

• The STA is concerned that consideration and approval of these rules often takes place 
without adequate input to, and consideration by, the Commission concerning the technical 
difficulties, costs, and cost-benefit analysis associated with them. It is necessary, therefore, 
for the SEC to not only consider these proposals on their own merits, but to include in its 
analysis the likely multiplication of complexity, technological demands, and costs and 
benefits on a market wide basis. 

• Finally, Commission rule review and approval would be improved if more attention was paid 
to possible "unintended consequences" in connection with the approval of a rule. No one 
can predict the future, but experts can often demonstrate the most likely outcomes of some 
changes, and traditionally the SEC has not given much weight to such testimony, preferring 
instead to approve a rule and allow competition to decide whether it will work efficiently or 
not. 

• The unintended consequences of decimalization have been dramatic, most noticeably, in the 
significant decline in the quantity of liquidity providers in the stocks of smaller and medium 
sized companies and those with less than active trading markets. 

• Regulations should be reviewed to remove disincentives to the commitment of capital by 
trading operations with market making, both electronic and traditional, and block trading. 
STA is encouraged that the Jumpstart Our Business Startups (JOBS) Act included a 
requirement for the SEC to examine the impact decimalization has had on IPOs and on 
liquidity for small and mid- cap company securities. 

• STA recommends an examination of the impact of decimalization on electronic and 
traditional market making, as well as on other liquidity providers, considering: the costs of 
maintaining a trading operation in a decimalization regime; and the balance of market maker 
obligations with the benefits they may receive from that status. 

• One way to conduct such an examination is through a Commission initiated pilot program 
utilizing a statistically significant number of small and middle capitalization company 
securities to study the impact on the secondary markets of quoting and trading securities in 
pricing increments of greater than one penny. 
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Mr. David Weild, Senior Advisor, Capital Markets Group, Grant Thornton, and Chairman and Chief 
Executive Officer, Capital Markets Advisory Partners 

• The current U.S. market structure fails to support the needs of small and mid-sized 
companies that are critical to U.S. economic success. The information I present today 
demonstrates the following key structural challenges that the U.S. public stock markets must 
confront in order to foster the growth of small companies and, thus, the economy: 

• Inadequate tick sizes (the smallest increment by which a stock can be bought or sold) have 
eroded the economic infrastructure required to support small cap stocks. Inadequate tick 
sizes leave insufficient revenue to pay for needed visibility (research and sales) and liquidity 
(capital commitment) that support investment in small capitalization stocks once they are 
public. Fewer IPOs means fewer U.S. jobs. We now have a stock market that covers the cost 
of trade-execution services only. 

• We estimate that had the Order Handling Rules, Regulation ATS, Decimalization and 
Regulation NMS not been applied unilaterally to companies of all sizes: a. instead of 
averaging 128 IPOs per year in the U.S. since the year 2000, we would be averaging between 
500 and 1,000 IPOs per year; b. instead of shrinking the number of listed companies on our 
stock markets, we would be growing our stock markets significantly; and c. the United States 
would have created millions — possibly over 10 million — new jobs. 

• We also believe that inadequate tick sizes have undermined Wall Street’s fundamental ability 
to properly execute IPOs. The evidence is that while companies that go public today are 
much more mature than they were in the 1990s, IPOs fail at increasingly higher rates. More 
deals are being withdrawn, more deals are being priced below their initial filing range, and 
more deals are trading below their IPO price. 

• Finally, U.S. stock market structure is clearly optimized for trading big brand and large cap 
stocks. This structure encourages computerized trading and speculation at the expense of 
fundamental investment. It does not create essential visibility for small cap companies and 
those companies that lack natural brand-driven visibility. There is ample rationale for 
treating small company stocks differently and allowing issuers to choose their own tick size 
within a certain range — say, 1 cent to 25 cents per share — to encourage support for their 
stock. Providing better economic incentives to support small cap stocks will lead to 
increased IPOs and, in turn, higher rates of capital formation and job growth at both 
already-public companies and private companies. 

• Tick size choice for issuers: We recommend that the SEC also initiate a pilot program to let 
emerging growth and other small cap companies choose their own tick size, preferably 
between 1 cent and 25 cents (although the SEC must take care not to let trading rebates 
within the spread undermine the intent to pay for needed sales, research and capital 
commitment), following parameters determined by the SEC. We believe that managements 
and their boards must have input into market structure and the impact on shareholders, and 
an equal voice to balance that of the trading community. What better way to do this than to 
give issuers control over their own tick size?  During this pilot program, the SEC could also 
gather valuable research and data to inform the debate on how to best structure the U.S. 
capital markets to support capital formation and job growth. The SEC could evaluate the 
impact of different tick sizes on the pricing and trading patterns of emerging growth and 
small cap companies, and track variances across specific industries and company sizes. 
These, among other areas of study, would help define optimum tick sizes to keep costs low 
for investors and attract the necessary infrastructure support. Market forces would then 
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become the determinant of tick sizes, and small companies would no longer be adversely 
affected by a one-size-fits-all market structure. Since today’s investment banks lose money 
supporting most IPOs in the aftermarket, increasing aftermarket incentives is required to 
fuel investments in equity distribution, sales and aftermarket support for small public 
companies. Increases in tick sizes would create instant mass customization of stock markets 
and their choices. Markets would also realign and refocus distribution on investors, not 
traders, and improve the performance of IPO shares and investor returns — all while laying 
a foundation for increased IPOs, economic growth and job creation.  Small-, micro- and 
nano-cap listed companies represent only 6.6% of cumulative market value, yet they 
represent fully 80% of all publicly listed companies. Thus, as a public policy matter, there is 
ample rationale for treating small company stocks differently and allowing issuers to choose 
— by setting their own tick size — how the market trades their stock.  

 
 


