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average of 42 holders of 0.1% or more of their outstanding shares. In 2008, this number
has increased (by 48%) to 62. This breadth of holders is promoting more equitable and
efficient access to blocks via dark trading. In addition, many global investors are accus-
tomed to using sophisticated technologies to seek out liquidity. Dark trading addresses the
fragmentation of holders and provides low market impact and low information leakage
trading of blocks. Since 2002, average trade size has fallen from 2000 shares to 600
shares (Exhibit 6). Since 2004 the proportion of upstairs trading in Canada has fallen from
35% to 16% (Exhibit 7). The evolution of dark liquidity in Canada is a natural response to
this change in market structure.

Exhibit 6. Average trade execution size on TSX since May 2002
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Exhibit 7. Decline of Upstairs Trading in Canada since January 2004
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To the extent that they can attract incremental liquidity into the Canadian mar-
ket, ATSs may reduce market impact costs. There are two ways that new venues can
attract incremental liquidity. First, they attract new liquidity when discretionary blocks are
placed in dark venues, searching out the opposing side without tipping their hand. Many
portfolio managers have orders that they would execute if a certain size appeared but

at the same time do not want to signal the market with IOls or aggressive quotes on the
board. An all-or-none or minimum fill size dark order allows the investor to take advantage
of potential liquidity while remaining hidden to smaller sized orders.

Second, the argument is often made that price improvement resulting from connectivity to
multiple market places reduces market impact costs. This is only true if one is interacting
with new liquidity. If the TSX order book is spread among three venues instead of one,
there is no real gain to the institutional investor in terms of market impact costs and they
stand to lose if they continue to trade only on the TSX. The light ATSs are trying to attract
new liquidity with faster trading engines, lower fees, and innovative order types. If this
liquidity materializes, and it already has in Europe, ATSs will bring increased liquidity to the
Canadian market, reducing market impact costs. It is important to note that this flow must
be carefully monitored to ensure that investors are not experiencing adverse selection.

To the extent that each venue brings new functionality to the Canadian market,
ATSs can add value by driving innovation. Regardless of which ATSs succeed or fail,
the innovation in technology, order types, and costs will push the entire market to take
important steps forward.

Increased market fragmentation can bring further focus on execution quality

and unbundling. Unbundling refers to the separation of traditional brokerage services
supplied to investment managers such as research, initial public offerings, and access to
management from execution services. As the marketplaces fragment, traders must be free
to trade with the brokers who have built the tools required to provide best execution.

Suggestions for Institutional Investors

Institutional investors should respond to these changes by questioning their brokers and analyzing
information available:

What is the nature of the SOR underlying their Canadian direct market access,
algorithmic, and agency orders? There are two major ways in which smart routers can
differ: connectivity and order placement strategy. The development of SORs in Canada is
recent, making it essential to question which destinations they access and how:

e Are all fully displayed markets accessed (i.e., Pure, Alpha, Chi-X, and Omega)?

e  Are dark venues checked for price improvement (i.e., MATCH Now)?
e Does the SOR use direct connectivity to all destinations?
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The SOR’s strategy regarding order placement is also very important:

e What is the primary exchange of the SOR (if any)?

e Does the SOR post outside of its primary exchange and if so how does it choose
where and how much to post? Is it destination-agnostic?

e s the SOR configurable as to which destinations receive priority?

e Does the SOR use parallel rather than serial spraying of orders?

e How does the SOR respond to hidden, reserve, and dark liquidity?

e Does the SOR reevaluate market conditions and respond to changes in the quote
to obtain the best price?

It is important to note that exchanges and ATSs have various incentive fees for brokers.

In addition, there are ownership conflicts and alliances among various brokers and ATSs.
Institutional investors should look for a SOR that will act to the advantage of your order at
every decision point rather than working to reduce the trading fees of a particular broker.

Are your orders accessing U.S. light and dark liquidity on interlisted names? Many
Canadian names are also listed on U.S. exchanges. As trading technology has evolved,
routers for making the best choices among U.S. and Canadian liquidity have been devel-
oped and the markets trade closely in step. Both block and small-sized trades go up in
dark and light markets on both sides of the border. If traders are not accessing both U.S.
and Canadian markets they will lose out to arbitrageurs in performance while missing valu-
able liquidity. Investors should require SORs capable of incorporating FX routers and dark
venues to access all sources of liquidity on both sides of the border.

Study the information value of fills received from various destinations. Regular
monitoring of fills will ensure that you are not receiving price improvement at the cost of
market impact. Evaluate trades by venue on a short-term, day-long, and multi-day horizon.
Break down each destination’s fills by size or sector to further investigate the nature of
trading on each venue. Depending on your trading style, these value calculations may
require an offsetting hedging calculation to strip market trends out of the analysis. As
enough data accumulates, trends can alert investors as to where to find liquidity and the
information value of that liquidity. Post-trade transaction cost analysis provides investors
with the tools to answer these questions and monitor trends in trading costs with a view to
improving trading performance.

Value execution and other broker services separately. Ensure that the commis-
sions you pay for execution accurately reflect the value received from your bro-
kers. There is an increasing disparity among the execution capabilities of various brokers in
Canada. Thus, prioritizing brokers with superior connectivity and execution tools is essen-
tial. Employing a Commission Sharing Arrangement allows you to pay brokers who have
not built the connectivity and tools to respond to the changing marketplace while minimiz-
ing trading costs. If the current trend in ATS market share continues, by the first quarter

of 2009, the disparity in connectivity and execution tools amongst Canadian brokers will
make these questions essential to ensure competitive execution.
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Conclusions

Numerous factors are simultaneously shaping the evolution of Canadian equity market structure:
Alpha‘s launch will shake up the competitive landscape, the CSA's decision on trade-through is
expected in the coming months, and client sophistication is growing along with concerns that their
brokers are potentially leaving money on the table.

While change is accelerating in Canada, these issues will not resolve overnight. Enforcement of
current best price legislation is inconsistent. Some larger players have resisted the new connectivity
requirements in hopes of protecting their dominant market position. Information will be vital
during this transition and investors should be questioning the methods used to execute their
Canadian trades.

As the landscape evolves, further studies examining the nature and value of the flow heading to
each of the venues will be required. Canadians will likely turn their attention to the questions cur-
rently being raised in the U.S: “Do liquidity aggregators accelerate information leakage? What is
the best way to use dark venues and hidden order types?” 1 Studies such as these will be essential to
move ahead of the trading curve in Canada and ensure that all participants receive the best execu-
tion possible.

Is chaos good? It remains to be seen what lasting changes will result from the launch of the new
ATSs. What is clear, however, is that Canadian investors have more choice and competition for their
trading flow than ever before. Market structure evolution is driving innovation and efficiency; a
benefit to all Canadian equity market investors.

“A version of this article is forthcoming in Institutional Investor’s Guide to Liquidity”

'Domowitz, ., Finkelshteyn, 1., and Yegerman, H. “Cul de Sacs and Highways: An Optical Tour of Dark Pool Trading Performance.”

Any opinions expressed in this presentation solely reflect the judgment of the individual speaker on this date and are subject to change. Broker-dealer
products and services offered in Canada by ITG Canada Corp., Member CIPF and IROC. MATCH Now*™ offered by Triact Canada Marketplace LP.
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