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Introduction

Dark trading continues to rise, but headline figures in insolation belie the true picture. As
the European trilogue looks to finalise regulation on dark trading, there is widespread
confusion in Brussels as to what is the best course of action. Automated dark volumes
that include broker crossing systems (BCS) and multilateral trading facility (MTF) venues
may be increasing, but proportionately, it is the independent MTF venues that are gaining
market share (see exhibit 1). Secondly, the consequences of recent dark pool regulation
in Canada illustrate that, despite best endeavours, dark trading has not automatically
switched to the lit but has in fact reappeared.! So what should European regulators do
next?

Market participants remain polarised as to the value of dark venues. Those in favour
argue that dark venues reduce slippage costs and are essential to achieving best execu-
tion for the underlying investor. According to an independent study by Intelligent Finan-
cial Systems (IFS), in August 2013, buy-side order flow received an average price im-
provement of 12.22 basis points®* compared to a strategy of sending aggressive orders to
the best lit venue.

Opponents claim dark trading is costing investors billions due to damage it inflicts on

overall price discovery and market quality.®> Those that feel dark pools need to be re-
stricted have called on regulators to introduce dramatic changes, including minimum

trade size requirements and preferential treatment for lit venues. The more extreme
proposals could signal the demise of dark pools entirely.

Exhibit 1
Current European Dark Volumes
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! TABB Group, Canadian Equity Market Structure: Dark Liquidity, September 2013
2 Intelligent Financial Systems, LiquidMetrix Guide to European Dark Pools, August 2013
3 Capital Markets Cooperative Research Centre, Sydney
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Dark trading does not equate to over-the-counter (OTC) activity. OTC figures will also
include a variety of trade reporting functions, such as beneficial ownership, price adjust-
ments, fund-to-fund crosses, ‘broker-to-broker’, ‘give-up/give-in’ activity and so forth.
For the purposes of this report, we focus on ‘addressable’ dark pool liquidity — systematic
internalisers, BCSs and MTFs - which currently stand at 11% of European equity turnover
year to date. (see exhibit 2).

Exhibit 2
BCS and MTF activity as Addressable Liquidity
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Regulators want greater transparency over the marketplace, which is right and fair if they
are to be able to ensure a robust and well-functioning market. The debate is whether
greater regulation of dark pools will deliver this, or whether it will inadvertently create
greater opacity. We would argue that rather than impose blanket regulation on all ‘dark’
trading, regulation would achieve more by ‘cleaning up’ dark trading, clarifying the rules
and restricting activity that offers little real value to institutional investors.

Dark trading in some form has always existed. Historically, institutional asset managers
looking to trade in size would turn to their trusted broker to execute trades using risk
capital or to find a ‘natural block’ on the other side. As methods of trading and invest-
ment have altered, the rise of passive index trading has diminished the number of natu-
ral blocks available. In addition, the inclination to execute using risk pricing has dimin-
ished in light of the capital constraints banks now face.

Changing methods in investment and execution are also eroding differences between ex-
changes, brokers, and the sell side and buy side. As electronic trading reduces the re-
quirement for human interaction, the cost of trading has declined, but so too has the
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ability to generate revenue for both exchanges and the sell side. The loss of revenue has
led the exchanges to search for new willing counterparties - such as high-frequency
traders —whose activities may be counterproductive to the revenues of longer-term in-
vestors.

BCSs, which generate much of the controversy surrounding dark trading, offer the sell
side the ability to net off costs and remain competitive in a shrinking market. Unlike
conventional exchanges, where transaction prices and participants are published, BCSs
provide a market-making facility where buyers and sellers are matched electronically in
anonymity. Brokers then pay a lower fee to the market operator than if the trade was
completed on a public market, which enables them to offer reduced cost of trading to the
buy side.

The growth of automated dark pools has enabled liquidity to be democratised rather than
remain locked in a handful of exclusive bilateral relationships. Yet levels of darkness
among the pools themselves vary - there are even some dark pools on exchange. Re-
cent developments at Nasdag OMX illustrate just how far the decline in revenues gener-
ated is altering the rules of the game and ultimately making markets more complex.
Proposals to offer high-frequency trading (HFT) clients an anonymous ID they can trade
under would appear to be offering preferential treatment to certain clients, at precisely
the juncture when the industry should be delivering greater transparency for all.

While the majority of exchanges and MTFs remain non-discriminatory, the buy side de-
mands brokers to differentiate between different types of flow, resting times, counterpar-
ties and exposure to other pools. Some brokers may have chosen to obfuscate certain
activity historically, which has inevitably added to the controversy. However, for the
purposes of this report, all European brokers we spoke to voluntarily provided their BCS
data in order to help deliver greater transparency on the issue of dark trading in Europe.

Automated trading has undoubtedly created more efficient markets for retail and institu-
tional investors - spreads have narrowed, commission rates have fallen and market im-

pact has been reduced. However, the cost of trading has focused on explicit costs of ex-
ecution. As the cost of trading is scrutinised, implicit costs now need to be considered -
and that is where some participants believe the quick hit of certain dark trading venues

fails.

Execution performance differs according to the venue selected; this is where the regula-
tors should focus their attention if they wish to curtail the volume of European dark trad-
ing. The underlying activity of individual pools needs to be understood. While every or-
der will have different execution requirements, this is no longer merely a dark versus lit
argument, but a question of how different trading strategies and execution venues should
be regulated and fit together for the benefit of all market participants. It is now a ques-
tion of clarity.
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The View from the Buy Side

Currently, 98% of European institutional investors chose to trade in the dark.* The in-
creasing fiduciary responsibility the asset manager is how under to achieve best execu-
tion has led to a shift in the balance of power from the sell side to the buy side. Large-
in-size orders are no longer automatically handed to a trusted broker, but are increasing-
ly automated and executed in piecemeal order sizes in a bid to limit negative market im-
pact. Generating record fund performance on research is only one stage of the invest-
ment process; alpha can very easily be lost through poor execution.

The ability to reduce the signalling of trading intentions has been compounded by the
overall decline in turnover (see exhibit 3) - thin volumes expose trading intentions and
impact performance as a result. Combine this with a reduction in available traditional
brokerage services for the majority of European buy-side participants and it is easy to
see why the institutional investor flocks to the dark. The loss of the sales trader to a re-
source-strained buy side makes the liquidity and price improvement they find in the dark
hard to ignore (see exhibit 4).

Exhibits 3 and 4
Rise in Automation/Reasons To Execute in the Dark
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Myth or Fact

The market-wide perception among institutional investors is that their orders may be
‘gamed’ by other participants in lit markets. This may be true; Europe experiences geo-
graphical latencies between trading venues that — combined with the relative speed dif-
ferences of varying market participants - create the opportunity for such activity to oc-
cur.®> Public venues do attract firms capable of high-frequency activity who will react
quickly to available information. However, both exchanges and public MTFs are continu-
ally developing anti-gaming technology specifically to address this.

4 TABB Group, forthcoming European Equity Trading 2013
5 Intelligent Financial Systems, Liquidity Matrix, Briefing - HFT Latency Gaming 2013
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The benefit of trading on lit venues is a far greater degree of certainty of execution than
any other venue, which becomes decreasingly less likely the purer the dark pool (see
exhibit 5). The trade-off is the increase in information leakage. However, the use of
more sophisticated, intelligent and intuitive algorithms can mask trading intentions to a
degree. By monitoring and controlling micro decisions, such as venue selection and order
types, overall performance can be improved on lit venues.

Exhibit 5
The Trade-off between Certainty of Execution and Information Leakage
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In reality, there is little incentive to take the risky option of sending an order for a possi-

ble match in a dark pool when a lit match at the same price is available. Yet the buy-side
belief remains that with even just the possibility of execution, the enhanced performance

they are able to achieve in the dark will continue to ensure these venues remain the des-
tination of choice.

As HFT and automated trading have become more heavily constrained by European regu-
lation®, the return of the institutional investor has contributed to the increase in dark ac-
tivity. As regulators look to contain volatile activity and reduce turnover, they are inad-
vertently creating favourable conditions for dark trading to grow. Without requisite vol-
ume in the lit venues in low-volatility markets, institutional investors are forced to turn to
dark venues in order to limit information leakage, which can be damaging for wholesale
activity.

8 TABB Group, European Equity Trends 2013, January 2013
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Differences in the Dark

In order to increase the ability to execute on non-lit venues, the provision of liquidity has
to be made more attractive. This is achieved either through improving the quality of li-
quidity or lowering the costs of trading. Systematic internalisers (SIs) can achieve this
by offering risk prices from internal books, while BCSs - as yet unregulated - offer a
myriad of options, from risk reduction to strict counterparty controlled venues, through to
crossing internal flow in order to reduce external exchange fees (see exhibit 6).

Exhibit 6
Current Automated Dark Options
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Trades on a BCS are far less correlated with primary market movements, delivering en-
hanced performance for certain trading strategies. As there is less short-term adverse
selection or mean reversion on a BCS, time and volume-weighted strategies will perform
better.” This is due to the principal advantage of a BCS; the ability to control counterpar-
ty access to the pool, as well as what type of flow participants interact with. BCSs can
include proprietary trading and market-making business within their volume figures,
which MTFs cannot. BCSs also typically accept order flow from broker-supplied trading
algorithms. Mixing proprietary flow and client flow provides the buy side with the match-
es they want, while internal market making can execute without incurring the spread on
the open market.

7 IFs LiquidMetrix Briefing, Adverse Selection Following Fills, 2013
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And therein lays the dilemma. BCSs that heavily ring-fence the quality of their flow will
also, by default, reduce the quantity of their flow and ultimately the success of their dark
pool. Attracting greater liquidity inherently means being less selective and less stringent
on the type of flow to enter the pool. As the buy side have become more demanding in
terms of BCS activity, brokers have been left with little wiggle room but to split their sys-
tems to accommodate different order flow from different market participants. As such,
most broker crossing systems now have at least two pools within their system, diluting
the overall available liquidity for the institutional investor, leading the buy side to move
towards dark aggregators in search of liquidity. As volume shifts from BCSs to MTFs,
certain broker crossing pools will by default diminish over time, as liquidity begets liquidi-
ty (see exhibit 7).

Exhibit 7
MTF versus BCS Market Share (August 2012 - October 2013)
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The Growth of the MTF

Within the MTFs, there are three further categories:
« Open MTF dark pools: Chi-Delta, BATS Dark, Turquoise Dark, Nordic@Mid, UBS
MTF;
* Agency broker/independent dark pools: BlockMatch, ITG POSIT, Liquidnet;
* Those that offer the buy side the ability to negotiate and cross larger blocks, such
as Liquidnet.
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Currently, nearly 99% of orders sent to MTFs are conducted on just seven venues with
more than three-quarters of activity on just four venues (see exhibit 8). The economics
of maintaining an MTF in the current economic climate are not favourable, so further con-
solidation is likely over time. Independent or agency dark pools have been outperform-
ing of late, which in fact illustrates the success of MIiFID I in delivering fair competition
among trading venues. The lack of conflict of interest enables these venues to focus
solely on offering best execution for the benefit of the underlying investor.

Exhibit 8
Growing Concentration of Dark MTF Flow
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Source: Thomson Reuters EMSR / TABB Group

Historically, dark pools matched orders using the primary market mid-price. This was a
market standard seen as fair given that the primary (national) market accounted for the
majority of trading volumes. However, while this theory works for large liquid names,
recent research has shown that the European best bid and offer (EBBO) mid-prices can
be manipulated fairly easily by faster market participants posting inside the primary best
bid/offer (BBO), then executing on the EBBO mid to their own advantage, then cancelling
the original order on the primary exchange.®

Market participants are already adapting to provide workable solutions without regulation
being imposed. New industry initiatives are emerging, such as Instinet’s BlockMatch,
which now offers EBBO mid-matches so there is less opportunity for direct arbitrage.
Turquoise Uncross™ also offers a new smart ‘periodic’ matching that will prevent passive

8 IFs LiquidMetrix, Bid Offer Dark Pools — a Free Lunch? February 2013
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buy-side order flow from being disadvantaged. The ability to offer continuous midpoint
matching where, with no pre-trade display, both buyers and sellers can rest passive or-
ders that may match at a random uncrossing period will contribute to quality and fairness
for both sides.

Moving from the Mid to the Touch

In the battle for liquidity, some MTF venues have begun to offer the option of matching
orders based on the primary or EBBO touch prices rather than the mid. The benefits for
the passive order is rather than splitting the spread with the aggressive side of the trade,
those who are prepared to wait can capture the full spread as compensation for providing
liquidity. Therefore, market participants are able to obtain the same benefits as provid-
ing liquidity on a lit venue but without needing to disclose the size of the full order, offer-
ing greater protection from market impact.

While the argument for this development Exhibit 9 ) o o
appears fair, it is muddying the waters in ::;:del))nal;l_(,Tradmg be Limited to Midpoint Exe-
terms of the reasons for entering a dark

pool. Institutional investors were polar-
ised on this issue back in the summer,
highlighting the different requirements
according to the type of order flow being
executed. Unfortunately, it would appear
we have now reached the juncture where
dark pools can no longer be a variety pick
and mix but will require clarification and,
in some cases, a reduction in offerings in
order to deliver market standardisation
and simplification. As such, market par- mYes =No = Callibration Required
ticipants are moving towards an ac- Source: TABB Group

ceptance that crossing at mid will be the
norm for dark pools in the future (see exhibit 9).

5%

Pure Dark

Dark pools that offer the spread are likely to encourage greater liquidity to be provided
and are therefore more likely to offer a better overall probability of getting a match. But
in terms of market impact, the pure midpoint pool remains the outright winner, ensuring
both sides of each trade receive a fair reference price for all their matched trades as well
as being as uncorrelated as possible with primary market mid-price movements.

Trades that occur at a price which fairly divides the EBBO market spread between the
aggressive and resting sides of the trade ensure that even when prices are moving, fast
participants are prevented from taking preferential prices based on the current mid which
may not fully reflect a short term market movement. Trading at the mid enables both
parties (buyer/seller) to limit information leakage, reduce any impact on price formation,
thereby having zero directional impact on overall market activity.
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If an execution in a dark pool is preferable to a similar execution on a lit venue - as it will
lower costs, reduce market impact and offer potential price improvement - it would seem
that continued growth in the dark is a certainty. What would be of greater benefit would
be to get dark trading back to its original purpose: assisting institutional investors with
wholesale order flow, whether in one parent block or in child-order activity. Only greater
clarity over what is occurring where will put market participants back on a level playing
field.
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The Right Regulation

Clear, simple guidelines, such as the threshold block rule in the US (10,000 shares or
$200,000), together with the ability for the European Securities and Markets Authority to
adjust any proposed thresholds in consultation with the marketplace, are the most effi-
cient methods to restrict unnecessary dark trading, according to the buy side. This could
be achieved without having significant negative impact on both pension funds and SME
activity.

Cumbersome regulation, such as the proposed volume cap or minimum-order sizes at
very prescriptive levels, will only serve to deliver a new level of complexity and incon-
sistency, which would further reduce confidence in the market, as well as create new
challenges for regulators to monitor and surveil.

To OTF or Not

The retention of the equity organised trading facility (OTF) category with clear boundaries
could limit activity and reach (see exhibit 10), whereas its demise is likely to force BCSs
to morph into both SIs and MTFs, which would further add to the complexity and opacity
of European equity markets. This could potentially double the current number of venues
as BCSs have to be replaced by SIs and MTFs in order to cater for different client activity.

Exhibit 10

Eliminating the Equity OTF
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While the reintroduction of the equity OTF category by the European Commission recog-
nised that brokers have an important role in matching investor’ trades in circumstances
where there is increased market risk, the continued ban on OTF-operator deployment of
own capital, together with the loss of matched-principal trading, will negatively impact on
equity trading in second and third line names, making the advantage of the equity OTF
category fairly redundant. If there is no simultaneous, equal and opposing trade to
match any client order, investment firms will need to take on their clients’ positions
against their own risk book until either an opposing client order is found or the position
can be unwound against multiple other orders within the OTF or another trading venue.

The latest proposals to restrict dark trading at 4 and 8% have the potential to inadvert-
ently create greater opacity as well as seriously impact institutional investors ability to

execute order flow. Only 14% of institutional investors do not have concerns regarding
the introduction of the volume cap proposals (see exhibit 11). The vast majority antici-
pate the impact will be severe, forcing them

to return to more traditional forms of exe- Exhibit 11
cution Do you have concerns regarding the introduction

of Volume Caps on Dark Pools?
The Commission on the other hand perceive
that the introduction of this regulation will
not lead to a disruption of trading despite
the fact that if an individual cap in an in-
strument is breached, the national compe-
tent authority which authorises the use of
this waiver will be obliged to suspend it for
a period of 6 months.

The second area of regulation has focussed
on the subject of waivers. Buy-side institu-
tions claim they rely on pre-trade transpar- m Very Detrimental m Potentially Defrimental = NoIssue
ency waivers to reduce trading costs and

increase investment returns. Yet there is a
trade-off. Opaque markets serve no-one; at best order flow becomes harder to execute,
and at worst, inappropriate activity is masked. If regulators are concerned, exemption
from pre-trade transparency could be restricted to those providing a value to long-term
investors, namely European pension funds, above and beyond what is available on a dis-
played market. This could be achieved by focusing on two key areas.

Pre-trade for Large in Scale

The proposal that there should be minimum dark sizes must allow firstly for calibration of
what can be considered large in size. By developing market-specific benchmarks rather
than blanket legislation, the accuracy of price formation can be better assessed and more
effective decisions can be made pre-trade. In particular, a recalibration of the large-in-
scale waiver to more practical levels based on average daily volumes (ADV) traded or
nominal market size (NMS) would benefit institutional trading.
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Secondly, ‘large in size’ should be made applicable for the full order, including order
‘stubs’. If the order size is 1 million Vodafone and 500/- are executed, the balance of the
order will fall outside the large-in-scale waiver. There are certain strategies, such as
those that spread trading out over a single day to achieve an average price, that require
the use of small trades in the dark. The small crosses (child orders) can roll up to be
part of the larger (parent) order. As execution responsibility shifts from the sell side to
the buy side, this type of execution behaviour is likely to increase. Appropriate order
flagging to allow traceability of child orders up to a larger parent would distinguish those
orders that justifiably should be allowed to trade in the dark. New initiatives are current-
ly under discussion with market participants spearheaded by the UK-based Investment
Management Association.

Maintaining the Reference Price Waiver

The reference price waiver (RPW) protects wholesale trades against market impact,
providing efficiency and accessibility for investors in the execution of their orders. The
RPW, if restricted to trading at the midpoint, provides price improvement. There is an
argument that the use of the midpoint only provides an incentive to trade in the dark.
However, without the ability to trade through the spread, there would be less flexibility
within a dark venue to execute, thereby encouraging traders to return to the venue
where they have greatest certainty of execution - the lit. Trades based on the RPW exe-
cuted at the midpoint will only ensure value is provided to long-term investors - in the
form of material price improvement — without having any significant or adverse impact
on price formation.

Since MIFID I, recent data for European markets suggests that dark MTFs (the majority of
which use the RPW) traded just 4.5% of overall turnover in European equities in 2013.
Therefore, restricting the RPW is unlikely to shift significant volume to the lit markets.
Instead, it is more likely to reduce the willingness of investors to trade, increase transac-
tion costs and materially reduce aggregate volumes of trading, thus limiting liquidity

Capping activity at the midpoint based on the RPW would offer clear price improvement
and ensure dark pools returned to their original purpose. This would also clear up in-
creasing concerns regarding the significant growth of touch trading. Venues trading at
the midpoint represented a low of 1.99% of overall market volume during December
2012, versus a previous high of only 2.33% of overall market volume in August 2012.°

From Canadato Italy

The basis for increased regulation is that this will shift those trades previously executed
in the dark to the lit, thereby enabling investors to detect a credible price signal, however
the evidence so far would prove the reality is likely to be different. In Italy the clamp-
down on OTC trading pushed flow back on the primary market. However an increased
proportion was traded bilaterally and only reported on-exchange. While initially there
was a 20% increase in trades on the primary exchange, the volume of continuous activity

° Liquidnet, Views on MIFIR (Article 4) - Granting of Waivers, 2013
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in the lit market overall has declined. Similarly while there was an initial reprieve in or-
ders traded OTC and reported to BOAT, this too has now reversed®°.

To limit the execution of small orders, Canadian regulators made amendments to the
definition of dark orders under the Universal Market Integrity Rules (UMIR). The reason-
ing behind this appears to be that small, dark orders impaired price discovery and unfair-
ly limited interaction for displayed orders.!!

The UMIR amendments limit dark order interaction to be either (a) at a “better price”
(price improved at least one trading increment or midpoint) or (b) an order of more than
50 standard trading units or having a value of more than C$100,000. The revised defini-
tion of “dark order” was designed to provide smaller active (that is, retail) orders the op-
portunity to receive “meaningful price improvement” and protect small displayed passive

) orders (although passively displayed orders most often represent high-frequency orders,
rather than retail orders).

The outcome proved to be somewhat different. The implementation of the order
amendments led to an initial significant drop in volumes and initially left retail orders in-
) curring higher fees on lit venues. However subsequent activity has returned to

‘ 0 0 MatchNow, illustrating that market participants find value in trading in the dark and will
continue to gravitate towards those venues that are able to provide dark liquidity (see
exhibit 12)

Exhibit 12
Return of Dark Activity in Canada post regulation
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10 European Equity Trends - Mid Year Review 2013, TABB Group
1 TABB Group, Canadian Equity Market Structure: Dark Liquidity
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Data Education

The main argument against dark pools is that they damage price discovery — yet institu-
tional market participants do not perceive this to be the case. The only way to establish
the truth is by increased use of independent data analysis within a standardised frame-
work.

Mandated under MiIFID I, greater responsibility was placed on the asset manager to de-
liver best execution to their underlying client. It is only with the use of greater automa-
tion and standardised measurements, such as Financial Information eXchange (FIX) Pro-
tocol tags, which will provide the correct level of post-trade analysis to deliver effective
pre-trade transparency. As such, there has been a significant increase in the use of data
analysis by institutional asset managers to ensure they meet their fiduciary responsibility
of best execution (see exhibits 13 and 14)

Exhibit 13 and 14
Increased Use of TCA /Reasons for Using TCA
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Performance 66%
Measure

Performance
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Source: TABB Group

Yet any analysis must also be placed into context. Understanding that the quality of exe-
cution data can be skewed by the fact that the earliest and easiest executions occur off
exchange - and by the time executions occur on the lit market, the information has
leaked - will ensure effective use of both dark and lit venues at the appropriate juncture
for the benefit of underlying investors, such as pension funds.

As market participants are increasingly able to piece together a more detailed picture as
to the toxicity of both activity and venue, fund performance will ultimately benefit. Pre-
vious poor analysis of some dark pools has now been attributed to incorrect usage of a
particular pool, rather than the venue itself. Buy-side traders are using true-cost ac-
counting (TCA) to understand their own performance, as well as monitoring the perfor-
mance of the underlying broker or the venue.

The Future Ahead

Using post-trade statistical analysis to measure toxic activity in a dark pool is still subop-
timal. Mean reversion analysis takes a time and price stamp for each instance that an
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order interacted with a dark pool and then looks at the price at different time intervals to
see if a statistically significant pattern of price behaviour emerges. While this analysis
can provide valuable information, the damage has already been done, and it assumes
that the situation will remain static. Preventative, real-time analysis and liquidity profil-
ing will enable market participants to combine the benefits of thorough post-trade mean
reversion analysis with effective predictive models as markets move (see exhibit 15).

Exhibit 15
The Future Value of TCA
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Simplification of market structure will ensure clarity of the rules and should include
standardisation of client facilitation of order flow, restrictive onward routing and the min-
Y imal number of order types.

"}x

Greater simplification will divorce fact from fiction and the buy side believe that more
could be done to improve this. As buy-side firms invest in greater analytic technology,
the requirement for improved data grows. Transparency may be improving but there is
inconsistency in TAG codes and data that requires sufficient cleaning before any mean-
ingful conclusions can be drawn (see exhibit 15).

While the buy side is increasingly requesting greater detail in FIX messages for automat-
ed orders, there is little or no data available for those trades executed via phone orders
in dark venues. Looking ahead, the same level of transparency for phone/voice business
as for automated/algorithmic trading will also need to be mandated.
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Exhibit 16
Is There Sufficient Post Trade Transparency in BCS?
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New initiatives, such as BXTR by BATS Chi-X Europe, which offers market participants the
ability to report OTC trades via Market Model Typology (MMT), will improve standardisa-
tion and increase transparency. With a focus on prevention rather than cure, improved
data standards will not only provide increased transparency within the dark but also en-
sure robust monitoring and more effective supervision in the process.
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Conclusion: Finding a Solution

Canadian dark volumes are now back at 3%. Italy’s dark decline has now reversed.
What should regulators do? Haunted by the mythical figure of 40%, dark trading re-
mains ostracised. However, failure to understand the true level of dark trading activity
and that OTC activity does not equate to executable dark activity risks imposing unwork-
able regulation, as well as impacting innocent bystanders unnecessarily — namely pension
funds and SMEs.

The current quality of lit venues, the economic environment and growing fiduciary re-
sponsibilities to deliver best execution continues to ensure the buy side remains willing
participants in the dark. Proposed legislation will not automatically return trading to the
lit. However, greater understanding of what happens when order flow is traded on any
particular venue - dark or lit - thereby ensuring buy-side traders have full control of their
implicit as well as explicit trading costs, will be critical to improve confidence in current
European market structure.

There is market speculation that the increase in dark activity is predominantly based on
touch activity rather than at the traditional midpoint. Unfortunately, without mandated
reporting, all this will simply remain speculation. Until a system of mandated reporting
exists based on FPL FIX Tags or MMT typology, there is no incentive for all participants to
detail all activity in the dark. Some may choose to be fully transparent with individual
clients but this is based on preferential treatment rather than an industry standard.

The ability to measure performance and prevent the potential toxicity of certain dark
pools will be far more valuable in the longer term. Ultimately the buy side will vote with
their feet, and the ability to correctly analyse individual venue performance will deter-
mine where institutional investors choose to trade - provided dark pools are not regulat-
ed out of existence in the meantime.

We have reached the nadir. Either the industry opens up and allows greater transparen-
cy in the dark or we will end up being forced to trade by alternate means. We risk creat-
ing greater opacity through inadvertent negligence.

However, a conciliatory tone is required. We are unlikely to find a solution that will be
satisfactory for everyone. From buy side to sell side, exchanges to vendors, market par-
ticipants are beginning to establish industry solutions as the buy side exerts more control
over what happens to their order flow and the trading counterparties they choose to en-
gage with. Anti-gaming and opt-out functions, currently the prerequisite for broker dark
pools, also require the buy side to step up and educate themselves.

As execution becomes further divorced from the research process, proving best execution
has been delivered will be critical. Full disclosure of execution, dark or lit, will become
mandatory. Now is the time for dark trading to come clean: it is a question of clarity.
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