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Submission on the CSA Alternative Trading
System (“ATS’) Proposal

On 2 July 1999, the Ontario Securities Commission, together with the other members of the
Canadian SecuritiesAdministrators(* CSA”) staff, published for comment a seriesof documents
collectively referred to as the “ Alternative Trading System Proposal” (the * Proposal” ) and
requested comments from interested parties. The Bank of Canada has prepared a submission
which comments on the issues raised, with particular attention paid to the implications for
Canadian markets for fixed-income securities. The Bank of Canada submission is provided in
the text that follows.

A.General Comments

The Bank of Canadawelcomesthe CSA’sinitiativeand consultativeprocessin proposing new
regulationfor ATSs. Weappreciatethe opportunity to respond to the CSA Proposal directly.
The Bank of Canada concurs with the CSA that éectronic trading systems represent a
sgnificant sour ce of changefor financial markets, and that thereisaneed for an appropriate
regulatory framewor k within which all mar ketsboth new and traditional, can oper ate. Interms
of the Proposal’s transparency provisions, the implications for fixed-income investors are
generally viewed as positive by the Bank of Canada. Specifically, the Bank of Canada has,
for several years, supported developments that increase the level of transparency in the
Government of Canada (GoC) securitiesmarket such as screen-based information systems
that display pricesand tradesin the secondary market for GoC securities.

In what follows, we provide a brief description of how the fixed-income (and government
securities) markets arestructured and how trading practicesdiffer from equity markets. We
also provide some examples of wheretheregulation contained in the CSA, which haslar gely



beeninformed by equity marketsconcer ns, may not necessarily beappropriateor applicable
to fixed-income markets. Note that the comments provided below are not meant to be
exhaustive or complete, but arepresented toillustratethepotential impact of the CSA’SATS
Proposal on fixed-income markets.

B.Current Market Microstructure

As opposed to most equity markets, fixed-incomemarketsin Canada are multiple-dealer (or
guote-driven) markets. Under thismarket structure, dealers (mar ket makers) intermediate
all transactions. Themicr ostructur eof gover nment secur itiesor, mor egener ally, fixed-income
marketsis most easily under stood by examining how trading takes placein these markets.
There exist two parallel and, in effect, separate markets: a public trading environment were
customerstradeexclusively (and bilater ally) with mar ket maker s—what wecall thecustomer
(public) sphere— and a interdealer trading environment, where dealers trade among
themselves exclusively —what we call the interdealer sphere. The interdealer sphereis
segmented further into two trading mechanisms. Dealer s have the choice of either trading
bilaterally with each other or trading indirectly and anonymoudy with each other via an
interdealer broker (IDB). Given thisstructure, customers seeking mar ket making services
(i.e., liquidity) will be served exclusively by dealers (the market makers) and, thus, do not
trade with each other for these services! Moreover, dealers have exclusive access to
interdealer brokers.

It isimportant to notethat the (final) customer (or account) in fixed-income marketsrefers
almost exclusively tofinancial ingtitutionssuch asmutual fundsand insurancecompanies(and
other non-market maker broker-dealers). This differs from equity markets where a much
greater proportion of cussomers are individual (personal) investors. Ingtitutional investors
differ from personal investors in their degree of sophistication, the amount of market
information they posses or have accessto, and their ability to extract rentsfrom dealers.

To be exact, market makers (dealers) act as principle when trading with customers. There are instances when
dealers will act asagentsfor customersin afixed-incometransaction, but thisimpliesthat thedealer isnot acting
as amarket maker in thisinstance (and, by definition, customers are not seeking liquidity).



Canadian multiple-dealer debt markets also differ from Canadian, and most foreign equity
markets in the fact that they are decentralized, whereas equity markets are generally
centralized. Dealer and customer orders alike do not “meet” or get executed in a single
physical (or eectronic) location. Nor isthe market integrated in such a way that customer
orders (viabrokersacting asagents) get (€ ectronically) matched against thebest bid or ask.?
Given thecurrent lack of transparency in Canadian marketable debt markets, it ispossible
for smultaneous customer -dealer transactionsto occur at different prices. Astransparency
in theinterdealer sphereimproves, as data consolidators smilar to CanPX or GovPX take
hold, customer s will beableto assurethemselvesof trading at pricesequal to, or better than,
the best bid or ask priceavailablein theinterdealer sphere(alsoknown astheinside spread).
Finally, it should be emphasized that, because trading in fixed-income securitiestakes place
via multiple dealersand in two separate trading spheres, there does not exist a primary or
central marketplace asisthe case for most Canadian equity markets.

C.IDBsas Marketplaces

Thedefinition of a marketplace in the CSA Proposal effectively excludes traditional dealer
(to client) trading activity from the marketplace concept. However, interdealer brokers
(IDBs) will, under this definition, be considered marketplaces. This, in turn, impliesthat the
| DB marketplaceparticipantsarethedealer sin thiscase, sincethey aretheonly entitiesthat
have accessto | DBs. Under theassumption that | DBswill chooseto be AT Ss, theProposal’s
main impact on the current structure of Canadian fixed-income markets comes from the
mar ket consolidation/integration regulation.

Giventhefact that therearecurrently several | DBs, themarket-integr ation provisionsimply
that dealer ssubscribing to only onel DB would not only be ableto view the (standing) orders
at all 1DBs, but would be ableto executeagainst any oneof thosedisplayed or der seven when
that dealer does not subscribetothat IDB’sservices. Given that most fixed-income mar ket
makers subscribe to all existing fixed-income IDB systems, this market-consolidation
provison would not, at thistime, significantly increase the degree of market-consolidation

For example, even though NASDAQ operates as an OTC market (as does Canadian fixed-income markets), itis
nonethel essintegrated or linked together el ectronically. Deal ersacting asmarket makersinthe NASDA Q market
get ordersrouted to them if they have the best standing bid or ask quotations.



that currently existsin the interdealer sphere. Moreover, the structure of the interdealer
sphere would be little changed with the continued existence of two paralld trading
environments.

However, going forward, a major structural change would occur if a client-to-client ATS
arrived on the scene. Thiswould engender a significant change in the structur e of thefixed-
income mar ket, since customer swould not only be ableto trade among themselves, which in
itself would alter significantly the current structure, but would have access to execution
against ordersinthedealer sphere. Thiswould removetheeffectivesepar ation that currently
exists between the interdealer sphere and the customer sphere, centralizing fixed-income
markets.

Thismay affect the current fixed-income (and the gover nment securities) market structure
in a number of ways. First, under the proposed CSA regulation, thefuturearrival of an ATS
platformthat allowscustomer-to-customer fixed-incometradingwould necessarily reducethe
gze of the customer base transacting with dealers. Customers will have the option of
bypassing the current set of dealersto completetrades. ThisATSwould essentially act asa
new competitor to the current set of dealers, possibly engendering reduced bid-ask spreads
(reduced trading costs) asdealerstry to hold on to their market shares.

Another, likely more profound, consequence of the proposal isthat the dynamics of market
making will befundamentally altered. Currently, thetwo-sphereparalle trading environment
per mits dealer sto anonymoudy unwind risky inventory positions without directly signalling
the size (and direction) of their tradeintentions, thusavoiding the possibility of other dealers
taking advantage of them with thisinformation. Basically, this paralld trading environment
allows the dealersto sharetheir position risks, taken on while trading with customers, with
therest of thedealer sphere. Given that thebid-ask spread thedealer offerstothecustomers
depends on the dealer’ s ability to manage its position risks, and thisin turn depends partly
on the setup of the IDB system and the two-spher e nature of the market, it is possible that
the public customer smay be subject tolessliquidity (wider bid-ask spreads) asaresult of the
proposed ATSregulation and thearrival of acustomer sphere AT Sthat hasaccessto | DBs
(and the interdealer sphere). In summary, because the Proposal introduces principles
associated with agency auction markets (likethe TSE) to quote-driven dealer markets, and
the fact that thelevel of support in termsof market making afforded by thedealer iscritical,



it could beargued that attemptsto under minetheroleof thedealer could serioudy reducethe
liquidity and efficiency® of thesecondary mar ket and could ultimately raisethecost toissuers
of government securities.

Therearelikely tobeother more subtlepostiveor negativeimplicationsfrom the proposed
mar ket-integration regulation that would require further study.

D.Terminology

Throughout the Proposal, there are often references to market structuresthat do not exist
in fixed-income markets. We provide a few examples here. There are references to order
booksor limit orders. Fixed-incomedealer’ sdon’t hold customer limit orders(on their books)
as isthe case for the NASDAQ market makers. Assuch, customer or investor limit orders
do not exist in thesemarketsand in turn thereareno order books. Theterm board lotsisnot
used in fixed-income markets.

E.Implications of Regulation Aimed at Reducing (Equity)
Fragmentation

F.Phasein of Consolidation Plan

The mar ket-consolidation/integration plan proposed by the CSA would requirethat each ATS
(IDBs) be linked to a principal market. However, without an existing principal market for
fixed-income securitiesit isnot clear how this consolidation plan can be implemented.

G.Registering as an Exchange (per cent rule)
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Efficiency isrelated to the price discovery processin that, a market that functionswell (and is efficient) is
onethat incorporates all information concerning the value of an asset into its price.



Under the Proposal, if trading volumes (in any type of AT Ssecurity) on an ATSareequal to,
or greater than, 40 per cent of theaveragedaily dollar valuetrading volumein that security
onall AT Ssthat tradein it, that AT Swould berequired toregister asan exchange. Thistype
of percentage rule may trandate into a fixed-income | DB becoming an exchange, which in
turn would requirethat | DB to providealisting function for fixed-incomeissuer ssuch asthe
Government of Canada. It isunlikely that the Gover nment of Canadawould adheretolisting
regulations.

Thisisan example of the Proposal’ sattempt to limit the degr ee of fragmentation that would
be engendered with the proliferation of equity ATSs. However, as mentioned above, fixed-
income markets are currently decentralised (fully fragmented) and, thus, it isnot clear how
effortstomaintain acertain degreeof centralization for equity marketscan beequally applied
tofixed- incomemarketswithout affecting, perhapsnegatively, theliquidity and efficiency of
these markets.

H.Trading Rulesand Market Regulation

|.Market Regulation SROs

The proposed Trading Rulesar ethosethat will beenfor ced by an SRO that AT Ssmust either
join (i.e., an exchange) or havea contract with. Given the current lack of an existing national
SROfor market regulation, the CSA Proposal suggest that AT Sswill useexisting exchanges
to do such regulation. Theproblem with thisisthat exchangeshave only regulated tradingin
equity securities. Given that IDBswill be considered AT Ss under the Proposal, exchanges
arelikeytobeill suited toregulatetradingin fixed-incomesecurities. M or eover, it isunclear
how market-regulation surveillance performed by an exchange would not conflict with pre-
existing I nvestment Dealer sAssociation (IDA) regulationssuch asthel DA Codeof Conduct
(a.k.a. IDA Policy #5).



J.Front Running

The Bank’s interpretation of the Proposal’s front running regulation is that front running
occurs when a marketplace participant (dealers are marketplace participantsin IDB type
AT Sg) transacts in a marketplace with the knowledge of an existing or potential order to
transact in the same security on amarketplace. (Or, when a mar ketplace par ticipant informs
somebody else of the existing or potential order.)

How does this influence fixed-income trading practices? The extent of the affect hinges on
the underlined passage. Under the current market structure, dealers perform their market-
making in a two-stage process. When trading with customers, dealers will rebalance their
inventory position in theinterdealer sphere(or, alter natively, wait for an offsetting customer
order or hedge their position in the futures market). Given that dealers have proprietary
knowledge of their own customer orders, one could arguethat dealer sarein essence always
front running the other dealers as they rebalance their inventory using interdealer trades.
Dealers know that thisisthe natur e of the game and trade with each other in theinterdealer
sphere given this mutual awareness. However, because existing and potential customer
(dealer-to-customer) ordersarenot occurring in amarketplace (IDBs), dealer swould not be
in violation of the front running rules (and, thus, would not have to display publicly their
customer orders) under the Bank’sinterpretation of the proposed ATSregulation.

It should bemadeexplicitly clear, however, whether the Proposal’ sfront running regulation,
applies only to front running transactions that occur in a marketplace (in an ATS). If this
underlined phrase (on a marketplace) were left out of thedefinition of front running, then this
regulation would likely seriously impinge upon the current two-stagetrading process. In this
case, in order tocomply with the proposed regulation it isprobablethat dealer swill befor ced
to reveal their proprietary cussomer order flow to IDB marketplace participants (other
dealers) if they choseto tradein an IDB. Thiswould likely have a material negativeimpact
on the liquidity the dealers would offer to customers?* At a minimum, it would likely reduce
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Thisis one example where greater transparency, the real-time display of customer-dealer transactions, is
likely to be detrimental to the quality of fixed-income markets. Delayed reporting of these trades,
would likely not be detrimental to the efficiency and liquidity of the markets. The concerns around
reporting dealer-customer fixed-income transaction parallel concerns being voiced about the London
Stock Exchange’ s delayed reporting of large transactions. Note that there is currently no definitive



the amount of trading that dealers conducted via IDBs.
K.Short Selling Does Not Represent Market Manipulation

A dealer in fixed-income markets (the government securities market in particular) sdls
“short” a security it doesnot own by carrying out a paralld transaction in therepo market.
In fact much of the repo market activity ssemsfrom the need to cover short sales. When it
comestimeto deliver the security the dealer does not own, the dealer will enter into arepo
transaction (areverserepotransaction to be precise) with another dealer or acustomer. The
dealer can close out itsrepo position sometimein thefutureby purchasing thecash security.
Short sellersin the fixed-income market are almost exclusively dealers. This short selling
allows dealerstoleveragearédatively small amount of mar ket-makinginventory intoamuch
greater amount of inventory, aiding the dealer in providing its market-making services to
customers. Note also that dealers can use short sales to hedge their (long) undesired
inventory positions.

Therefore, selling a cash government security short does not necessarily imply market
manipulationnor adealer’ sdesireto movethepriceof aparticular security but often reflects
the natural cour se of market-making businessfor dealers. Restrictingthedealers ability to
sell short may, in fact, reduce market liquidity since, as mentioned above, the dealers
mar ket- making activities are influenced by their ability to hedgetheir undesired inventory
positions and their ability to fund these positions.

view, in academic circles, on the appropriate level of dealer-customer transaction transparency.



