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SEC’s Equity Market Structure Concept Release Highlights Potential New 
Regulatory Initiatives 

The Securities and Exchange Commission (“Commission” or “SEC”) recently issued a concept release 
(“Concept Release”)1 requesting comment on a variety of issues related to the U.S. equity markets, 
including the performance of the equity markets, high frequency trading (“HFT”), order routing, market 
data linkages, and undisplayed or “dark” liquidity.  The Concept Release comes on the heels of a series 
of SEC rule proposals under the Securities Exchange Act of 1934 (“Exchange Act”) regarding certain 
market practices and business models that recently have been the subjects of intense media coverage 
and Congressional scrutiny.2  Specifically, over the past five months, the SEC has proposed rules  that 
would ban flash orders,3 increase certain pre- and post-trade activities of “dark pool” alternative trading 
systems (“ATSs”)4 and require greater pre-trade risk management controls in sponsored access 
arrangements that, effectively, would ban “naked” or “unfiltered” market access.5  The Commission 
intends to use responses to the Concept Release to help assess whether market structure rules have 
kept pace with trading and technological developments in the equity markets more generally,6 and to 
determine whether additional regulatory measures may be needed to improve U.S. equity markets.   

I. Summary 

The Concept Release first outlines the goals and objectives of the national market system set forth in the 
Exchange Act 7 and provides an overview of the current market structure.  It describes shifts in recent 
years in the manner in which securities are traded within the equity markets including, for example, 
changes in the nature of trading for New York Stock Exchange (“NYSE”) listed stocks: in January 2005, 
the NYSE executed approximately 79 percent of the consolidated share volume of its listed stocks 
compared to 25.1 percent in October 2009.8  It also describes the importance of linkages among trading 
centers given the dispersion of order flow among competing markets, and the trade-through protection 
provided under Rule 611 of Regulation NMS.9  Throughout the Concept Release, the Commission 
focuses on (1) distinctions between trading centers that display quotations in the consolidated quotation 
system (registered exchanges and electronic communications networks (“ECNs”)) and those that do not 
                                                 
1 Exchange Act Rel. No. 61358 (Jan. 14, 2010) (“Concept Release”). 
2 See, e.g., Press Release from Edward Kaufman, United States Senator (Sept. 14, 2009), available here. 
3 Exchange Act Rel. No. 60684 (Sept. 18, 2009), 74 Fed. Reg. 48632 (Sept. 23, 2009) (“Flash Order Release”).  See 
also Proposed Ban of Flash Orders: A New Chapter in the Market Structure Debate, WilmerHale Client Alert (Sept. 
22, 2009), available here.  
4 Exchange Act Rel. No. 60997 (Nov. 13, 2009), 74 Fed. Reg. 61208 (Nov. 23, 2009) (“Dark Pool Release”).  See 
also Proposed National Market System Changes Aim to Lighten Dark Pools, WilmerHale Client Alert (Nov. 19, 
2009), available here. 
5 Exchange Act Rel. No. 61379 (Jan. 19, 2010). 
6 Concept Release at 8. 
7 Exchange Act Section 11A(a)(1)(C) describes Congress’s five national market system objectives:  economically 
efficient execution of transactions, fair competition between and among broker-dealers and markets, availability of 
quotation and transaction information to broker-dealers and investors, best execution of investor orders, and the 
execution of investor orders without dealer participation when consistent with efficiency and best execution.  15 
U.S.C. 78-k-1.  See Concept Release at 10.  The Concept Release also mentions the Commission’s dual mission of 
investor protection and capital formation facilitation.  Id. at 9. 
8 Id. at 6. 
9 Exchange Act Rel. No. 51808 (June 9, 2005), 70 Fed. Reg. 37496 (June 29, 2005)(“Regulation NMS”). 

http://kaufman.senate.gov/press/press_releases/release/?id=ac8f0163-2240-4853-83fd-4349c9e93344
http://www.wilmerhale.com/publications/whPubsDetail.aspx?publication=9258
http://www.wilmerhale.com/publications/whPubsDetail.aspx?publication=9311
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display the trading interest of their users (dark pools and broker-dealer internalization systems), and (2) 
differences between the interests of long-term and short term investors and the fairness of the current 
equity market structure to long-term investors.   

More specifically, the Concept Release requests comments on: 

• Equity market structure performance, including market quality metrics and fairness considerations, 
(specifically with regard to the interests of long-term investors), and other measures of market 
performance; 

• The strategies, tools and risks related to HFT.  The Concept Release describes passive market 
making, arbitrage, structural, and certain directional strategies as commonly used in HFT.  The 
Commission also requests comment on the use of co-location and private data feeds by HFT 
market participants, and asks whether HFT poses systemic risks to the integrity of current market 
structure; and  

• Undisplayed liquidity, including order execution quality, public price discovery, and fair access 
and other ATS regulation.  

Comments on the Concept Release are due 90 days after publication in the Federal Register. 

II. Request for Comments 

 A. Market Structure Performance 

Much as it explained in the Flash Order Release, the Commission emphasizes its focus on the interests 
of long-term “investors” as opposed to short-term “professional traders” in assessing current market 
performance and related market structure issues.10  While acknowledging that the interests of long-term 
investors and professional traders “may at times be aligned,” the Commission raises concerns throughout 
the Concept Release that these interests often may be more contradictory than complementary.11  Thus, 
much of the Concept Release focuses on whether long-term investors and their brokers have adequate 
tools to protect their interests in a dispersed and complex market structure, and whether technological 
developments perhaps more directly relevant to professional traders – including, for example, increases 
in the speed of trading – have, on balance, benefited or harmed long-term investors.12 

The Commission also discusses the metrics it has considered in past assessments of market 
performance, including spreads (such as quoted, effective, and realized spreads),13 execution speed, 
short-term volatility (including variance ratios), and measures of immediately available depth.14  The 
Commission notes that its focus traditionally has been on metrics for smaller orders rather than larger 
orders.  It also notes changes in the manner in which investors trade, including, for example, that a large 
number of individual investor orders are executed at market opening prices, and that institutional investor 
orders often are broken up and executed as smaller “child orders,” complicating the already difficult 
process of assessing the execution quality of large orders.15  The Commission asks whether current 
market quality metrics provide sufficiently useful order execution and routing information.16 

                                                 
10 Concept Release at 33, 34.  See also Flash Order Release at 48635-6, 48638. 
11 Concept Release at 33. 
12 Id. at 41. 
13 Id. at 36. 
14 Id. at 38. 
15 Id. at 38.     
16 For example, the Commission questions whether Rule 605 (requiring disclosure of order execution information) 
and Rule 606 (requiring disclosure of order routing information) of Regulation NMS provide .  Id. at 43-44. See 17 
C.F.R. 242.605; 17 C.F.R. 242.606. 
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The Commission requests public comment on a number of issues relating to the current performance of 
the equity markets, including, among others: 

• Who should be considered a “long-term investor”?   

• What metrics are useful for assessing how well the current market structure performs?  In 
particular, are metrics that focus on the execution of smaller orders useful? 

• Which recent market structure developments have most affected market quality?  Are any current 
regulations harming market quality, and how could any such regulations be modified to more 
properly fit the current market? 

• Are equity market issues identified in the Concept Release intertwined with other markets such 
that market participants may shift to alternative financial instruments if equity markets are not 
meeting their trading objectives?  Similarly, what effect does global competition for trading activity 
have on U.S. market structure? 

 B. High Frequency Trading and Proprietary Firms 

HFT typically is used to refer to trading by professional traders, that engage in a proprietary capacity in 
strategies that generate a large number of trades on a daily basis.17   Although the Commission does not 
define HFT and notes that the lack of a clear definition complicates its review of market structure issues, it 
does identify certain characteristics often attributed to so-called “proprietary firms” engaged in HFT18:   

• The use of extraordinarily high-speed and sophisticated order generating, routing, and executing 
programs; 

• The use of co-location services and data feeds from individual market centers to minimize 
latencies; 

• Very short time-frames for establishing and liquidating positions;  

• The submission of numerous orders that are cancelled shortly after submission; and  

• Ending the trading day in a flat or near-flat position.19 

In addition, the Commission notes that most estimates of HFT equity trading volume are 50% of total 
volume or higher, and therefore HFT “is a dominant component of the current market structure” and 
greatly affects market structure performance.20 

 1. HFT Strategies 

The Commission discusses four proprietary firm trading strategies in particular – passive market making, 
arbitrage, structural, and directional.21   

• Passive market making.  The Commission describes passive market making as the submission of 
non-marketable resting orders that provide marketplace liquidity at specified prices, where the 
primary profit source is from earning the bid-offer spread and capturing any liquidity-supplying 

                                                 
17 Id. at 45. 
18 Id. at 45-46.  The Commission uses the term “proprietary firm” to encompass professional traders acting in a 
proprietary capacity, whether organized as a registered broker-dealer and FINRA member or as a hedge fund.  Id.   
19 Concept Release at 45. 
20 Id. 
21 Id. at 49.   



 
January 2010 | SECURITIES 

 

WILMER CUTLER PICKERING HALE AND DORR LLP 
 
 

 
 

4 

rebates offered by trading centers.22  The SEC notes that proprietary firms engaging in passive 
market making largely have replaced exchange specialists and OTC market makers as liquidity 
providers, but that such firms do not have affirmative or negative obligations that characterize 
exchange specialists (nor do they have the time and place advantages of traditional floor 
specialists); and, unlike OTC market makers, proprietary trading firms do not have ongoing 
relationships with customers that might require them to provide liquidity in adverse trading 
conditions or in less liquid stocks.23  

• Arbitrage trading strategies capture pricing inefficiencies between related products or markets.  
The Commission asks a series of questions about such strategies aimed at ascertaining whether 
they benefit or harm long-term investors and market quality.  In particular, the SEC asks about 
arbitrage involving exchange traded funds (“ETFs”), as well as arbitrage strategies aimed at 
capturing pricing differences among NMS stock trading centers.24 

• Structural trading strategies are defined by the SEC as those that may exploit structural 
vulnerabilities in markets or certain market participants, such as identifying stale prices or taking 
both sides of a guarantee match trade.25  The Commission asks whether proprietary firms are 
able to exploit these structural vulnerabilities to make a profit, to what extent proprietary firms 
engage in these types of strategies, and what the effects may be on market quality.26 

• “Directional” strategies.  A proprietary firm engaged in a “directional” strategy might take a 
significant unhedged position in a stock in anticipation of an intra-day price movement in a 
particular direction.27  The Commission discusses “order anticipation” and “momentum ignition” 
directional strategies in detail.   

o As described by the Commission, an order anticipation strategy involves any means to 
ascertain the existence of a large buyer or seller in the market and to trade in the 
direction of that trading interest in a way that does not involve violation of a duty to that 
buyer or seller, a misappropriation of information, or other misconduct.28  The SEC draws 
a distinction between order anticipation and a “normal” search for liquidity to implement a 
trading strategy.29  Although the Concept Release purports to be position neutral on the 
topics for comment,30 the Commission seems particularly skeptical of order anticipation 
trading strategies,31 and its questions in this area focus on the potential harms and 
regulatory tools that might be used to address order anticipation strategies.32        

 

                                                 
22 Id. at 48-49. 
23 Id. at 49-50. 
24 Id. at 51-52. 
25 The Concept Release asks whether some proprietary firms may engage in structural strategies involving the 
submission of a small limit order to establish a new NBBO in order to trigger executions elsewhere by market 
participants offering guaranteed matching of the NBBO.  Concept Release at 52-53. 
26 Id. at 52-53. 
27 Id. at 53. 
28 Examples include the use of sophisticated pattern recognition software to ascertain the existence of a large buyer 
or seller from publicly available information, or the use of orders to ping market centers to locate and trade in front 
of large buyers or sellers.  Id. at 54-55. 
29 The SEC explains that a proprietary firm engaging in an order anticipation strategy is largely indifferent as to 
whether it finds a large buyer or a large seller, and that the large buyer or seller is harmed when the proprietary firm 
trades in front of it.  By contrast, a normal liquidity search seeks specifically either to establish or liquidate a 
position, and both the large buyer/seller and the long-term investor benefit from the resulting trade.  Id. at 55. 
30 Id. at 9 (“The discussions and questions in this release should not be interpreted as slanted in any particular way 
on any particular issue.”). 
31 The Concept Release cites treatise language describing order anticipation as a “parasitic” strategy that does not 
improve price information or market liquidity.  Id. at 55. 
32 Id. at 55-56. 
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o Momentum ignition strategies involve the use of a series of orders or trades in an attempt 
to create a rapid increase or decrease in prices by other market participants (such as by 
triggering other traders’ algorithms into buying or selling more aggressively, or by 
triggering standing stop loss orders that would help cause a price decline).  If the 
proprietary firm using a momentum strategy is successful, it may profit by subsequently 
liquidating an earlier established position.  The Commission notes that such strategies 
may sometimes be manipulative or used in conjunction with illegal activities, such as 
spreading false rumors in the marketplace to cause price movement. Such activities are 
illegal and are already subject to regulatory enforcement.  Nonetheless, the Commission 
is focused on whether additional regulatory tools are needed to address these illegal 
practices, particularly since it is often difficult to track down false rumors and their 
source.33   

  2. Tools Used by Proprietary Firms 

The Commission focuses on two specific “tools” – co-location and trading center data feeds – that 
facilitate proprietary firm trading by reducing network and other latencies and permitting such firms to be 
faster than competitors, even if only by microseconds.34  Co-location permits market participants to place 
servers in close physical proximity to a trading center’s matching engine.  The Commission states that it 
believes co-location services offered by registered exchanges are subject to the Exchange Act, and that 
registered exchanges must file and receive SEC approval of proposed rule changes before offering co-
location services to customers.  The terms of such co-location services must not be unfairly discriminatory, 
and the fees must be equitably allocated and reasonable.35   

The Commission acknowledges that third parties that operate data facilities close to trading engines are 
not regulated entities subject to the Exchange Act, but based on its requests for comment, it may be 
considering various alternatives to remedy this disparity.  The SEC asks specifically whether third party 
data centers should be deemed facilities of an exchange, or whether trading centers should be required 
to obtain contractual commitments from third parties to provide any co-location services on terms 
consistent with the Exchange Act and Commission rules.36  More fundamentally, the Commission asks 
whether it is fair for some market participants to pay to obtain better access to the markets than is 
available to those not in a position to pay for or otherwise obtain co-location services.37  In this regard, the 
Commission also asks whether it should restrict or prohibit exchanges and other trading centers such as 
ATSs from offering co-location services, whether it could require exchanges and other trading centers to 
“batch process” all orders each second, and whether market participants that obtain co-location services 
should be subject to affirmative or negative obligations regarding their trading behavior, such as 
prohibitions from aggressively taking liquidity or requirements to provide liquidity.38 

The Commission also discusses the use of individual market data feeds by proprietary trading firms.  
These data feeds, offered by many exchanges and ECNs, generally include the best-priced quotations 
and trades of the exchange or ECN, as well as depth-of-book information,39 and are faster than the 
consolidated data feeds.  The Commission seeks comment on whether any disparity in the transmission 
of market data is fair to investors and market participants that rely on consolidated data feeds, including, 
presumably, many long-term investors.   

As a more general matter, the Commission asks whether HFT poses systemic risk to the current equity 
market structure integrity.  It asks whether the high speed and large message traffic of ATSs threaten 

                                                 
33 Id. at 56. 
34 Id. at 58. 
35 Id. at 58.  See also SR-NASDAQ-2010-004 (proposing Nasdaq rule change to codify pricing for co-location 
services). 
36 Concept Release at 58.   
37 Id. at 59. 
38 Id. at 59-61. 
39 Id. at 61. 
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trading center operational integrity, as well as whether the possibility of simultaneously occurring 
significant losses among proprietary firms could lead to widespread financial distress.  However, the SEC 
also asks whether proprietary traders help promote market integrity by providing liquidity in difficult trading 
conditions, such as the 2008 financial crisis.   Other topics of SEC interest include the benefits or 
drawbacks of liquidity rebates, and the volume of odd lot trading and its potential contribution to price 
discovery if included in the consolidated trade data. 

  3. Request for Comment on HFT and Proprietary Trading 

The Commission requests public comment on a number of issues relating to HFT and proprietary firms, 
including, among others: 

• What strategies are employed by HFT and do they benefit or harm market structure performance 
and the interests of long-term investors?  What regulatory actions should the Commission take 
with respect to any harmful strategies, and should proprietary firms be subject to trading 
obligations designed to promote market quality and prevent harmful conduct?  

• Does order anticipation significantly detract from market quality and harm institutional investors?  
What regulatory tools would address concerns about order anticipation without interfering with 
other beneficial strategies? 

• What objective indicia could reliably identify problematic strategies such as momentum ignition 
strategies that have caused harm?  What regulatory tools aside from existing anti-fraud and anti-
manipulation provisions would effectively reduce or eliminate the use of momentum ignition 
strategies with minimal impact on other beneficial strategies? 

• Is systemic risk appropriately minimized in the current regulatory structure, or, if not, what further 
steps should the Commission take to address systemic risk?  Should all proprietary firms be 
required to register as broker-dealers and become FINRA members to help assure their 
operations are subject to full regulatory oversight? 

 C. Undisplayed Liquidity 

Although the Commission recognizes that undisplayed liquidity facilitates the trading in large size with 
minimized transaction costs, it is concerned about the effect of undisplayed liquidity on order execution 
quality and public price discovery.  The Concept Release also raises concerns regarding fair access to 
undisplayed liquidity sources.  The Commission describes the internalization of orders by OTC market 
makers as one source of undisplayed liquidity and seeks comment regarding the quality of executions 
individual investors receive when their orders are routed to OTC market makers.  The SEC also is 
concerned about whether dark pools improve execution quality for large orders of institutional investors, 
including whether undisplayed liquidity at dark pools and broker-dealers provides more efficient trading 
for institutional investors than execution through exchanges and ECNs.   

In addition, the Commission raises questions about whether undisplayed liquidity trading volume is 
significant enough to detract from the quality of public price discovery and execution quality, resulting, for 
example, in increased spreads, reduced depth, or increased short-term volatility in displaying trading 
centers.  The Commission appears worried about the seeming increase in the proportion of long-term 
investor orders executed in undisplayed trading centers, and what impact this may have on long-term 
investors and market quality.40  The SEC asks, for example, whether it should expand trade-through 

                                                 
40 The SEC asks whether changes in market share such as the NYSE capturing a smaller percentage of trading in 
NYSE-listed stocks (79.1% of consolidated share volume in January 2005 compared to 25.1% in October 2009), 
while the overall volume in NYSE stocks has increased dramatically (2.1 billion shares in 2005 compared to 5.9 
billion shares in January-October 2009) reflect such a shift of log-term investor orders to dark pools and OTC 
market makers.  Id. at 70 (citing Concept Release footnotes 8, 10, and accompanying text). 
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protection under Rule 611 of Regulation NMS to include the displayed “depth-of-book” quotations of a 
trading center, and whether this would significantly promote greater display of trading interest.41 

The Commission also appears to be considering the potential usefulness of a “trade-at” rule that would 
prohibit any trading center from executing a trade at the national best bid or offer (“NBBO”) unless the 
trading center was displaying that price at the time it received the incoming contra-side order.  Such a rule 
would require a trading center not displaying the NBBO at the time it received an incoming marketable 
order either to execute the order with significant price improvement (e.g., the minimum allowable quoting 
increment), or route intermarket sweep orders (“ISOs”) to full displayed size of NBBO quotations and then 
execute the balance of the order at the NBBO price.  The SEC asks a number of questions about such a 
rule’s ability to promote pre-trade price discovery, whether it should apply to all types of trading centers, 
and whether “trade-at” protection should be conditioned on a small or no access fee.42   

Rule 301(b)(5) of Regulation ATS requires ATSs that have five percent or more of the average daily 
trading volume in an NMS stock for four of the preceding six calendar months to establish written 
standards for granting access to their trading systems and to apply such standards in a fair and non-
discriminatory manner.43  The Concept Release asks whether the fair access threshold should be lowered 
from the five percent threshold.  The Commission poses a series of questions regarding the ability of dark 
pools to comply with the fair access requirement while still enabling institutional investors to trade in large 
size with minimized price impact.44  The Commission also asks whether multiservice broker-dealers 
operating dark pools can apply objective fair access standards reasonably to prevent predatory trading 
without using those standards as a means to discriminate based on their competitive self-interest.45     

The Commission requests public comment on a number of issues relating to undisplayed liquidity, 
including, among others: 

• Do dark pools and OTC market makers offer substantial advantages in order execution quality to 
long-term investors that justify the diversion of a large percentage of investor order flow away 
from the displayed markets that play a more prominent role in providing public price discovery? 

• Does execution quality vary across different types of dark pools?  What are the advantages and 
disadvantages of each form of undisplayed liquidity?   

• Has the current level of undisplayed liquidity detracted from the quality of public price discovery?  
If not, is there a level of undisplayed liquidity at which the Commission should be concerned?  

• Do payment for order flow arrangements between routing brokers and OTC market makers (as 
well as internalization arrangements when routing brokers and OTC market makers are affiliated) 
detract from the quality of investor order executions? 

 

 

 

 

                                                 
41 Id. at 71-72. 
42 More specifically, the SEC contemplates an access fee that is much smaller than the current 0.3 cent per share cap 
in Rule 610(c) of Regulation NMS.  Id. at 71. 
43 17 C.F.R. 240.301(b)(5).  See also Exchange Act Rel No. 40760 (Dec. 8, 1998), 63 Fed. Reg. 70844 (Dec. 22, 
1998) (adopting Regulation ATS). 
44 Concept Release at 73. 
45 Id. at 73. 
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III. Implications 

It has been well over a decade since the last comprehensive review of the structure of the equity 
markets,46 and five years or more since the more significant regulatory reforms in equity trading.47  During 
that time, technology has occasioned significant developments in trading strategies and an enhanced role 
for new market participants.  Whether the Concept Release ultimately serves as a roadmap for the 
Commission’s future regulatory initiatives remains to be seen.  However, the Concept Release sets forth 
certain fundamental questions regarding the markets including, for example, the relationship between the 
interests of long-term and professional traders, whether regulators can or should seek to “harness” 
technology, whether and the extent to which access to undisplayed trading mechanisms should be 
curbed to facilitate better consolidated pricing, and whether disparate access to technology and market 
services among market participants raises regulatory concerns about fairness and, if so, whether or how 
additional or amended regulation should address such fairness concerns.  Market participants interested 
in such issues should monitor industry, regulatory, and legislative responses to the Concept Release, as 
well as Commission developments regarding its recent set of market structure rule proposals.48 
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46 See Securities and Exchange Commission, Division of Market Regulation, Market 2000: An Examination of 
Current Equity Market Developments (Jan. 1994). 
47 See, e.g., Regulation NMS; Regulation ATS; Exchange Act Rel. No. 37619A (Sept. 6, 1996), 61 Fed. Reg. 48290  
(Sept. 12, 1996) (“Order Handling Rules”).   
48The issues in the Concept Release also are relevant to various recent proposals of the SEC, such as the Dark Pools 
proposals and the proposed ban on flash orders.  Commissioners at the SEC open meeting on the Concept Release 
cautioned against taking intermediate steps in addressing market structure issues without first forming a holistic 
view of current equity market structure. Notwithstanding this, there has been significant Congressional pressure to 
act quickly regarding certain market practices such as flash orders and sponsored access. 
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