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British Columbia Securities Commisson et d. November 2, 1999

Dear Sr9Mesdames:

Re:  Proposed National Instrument 21-101 Market
Place Operation, National I nstrument 23-101
Trading Rules, Ontario Securities Commission
Rule 23-501, Designation as M arket Participant and
Discussion Paper entitled “ Consolidation Plan for
a Consolidated Canadian Market” and related
companion policies and forms (the “ Proposal”)

[ I ntroduction

Ingtinet wel comes the opportunity to comment on the first nationd initiative by Canadian
securities regulatory authorities to adopt a uniform gpproach to the regulation of Alternative Trading
Sysems (eech an “ATS’). Indtinet has worked consstently over the past decade to advance the
acceptance of dectronic trading in Canada. It is hoped that the views offered here, which reflect
Instinet’ s experience both as a global provider of dectronic brokerage services and as a participant
in the Canadian trading community, will be vauable to the Commissons. This|etter is submitted by
Ingtinet Canada Limited (“ICL”") on its own behaf and on behdf of Ingtinet Corporation. Thisletter
responds to issues and questions concerning ATSs in the Proposal published on July 2, 1999 by
the Ontario Securities Commission (the “OSC” or the “Commission”) and by the Canadian
Securities Administrators (“CSA”) at (1999) 22 OSCB (ATS Supp).

Ingtinet Corporation, the world' s largest agency brokerage firm, tradesin over 40 globa
markets daily and, directly and through affiliates, isamember of 18 stock exchangesin North
America, Europe and Asa Thefirm is committed to bringing efficiencies to capitd raising
worldwide by using technology in securities trading and research to bring issuers and investors
closer together.

Ingtinet gpplies advanced technology to agency trading in securities. Clients can
communicate and trade eectronicaly ether directly with each other using Ingtinet’s block
brokerage service or can link to exchanges. Ingtinet’s technology enables it to represent pieces of a
sgngle dient order smultaneoudy in multiple markets for asecurity. Clients are able to enter order
on-screen and trade with ingtitutiond investors broker/dedlers, market makers and exchange
specidigts around the world.
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Unlike an ECN which provides only asmple order routing mechanism, Ingtinet providesits
clients with the benefits of discretion and flexibility in trade execution through awide variety of
trading products and services. For example, Ingtinet, the globa agency broker, offersits dlients
trading research, economic research and analysis and access to the research and investment
products of third party vendors via“ soft dollar” arrangements.

ICL’ s comments are divided into three parts: (i) general comments on the Proposd, (ii)
specific comments on the Proposa (including answers to the questions raised in the Proposal) and
(i) concluding remarks.

[ General Comments on the Proposal
Need for Consistency

A concept elaborated upon in our comments below is the fundamenta importance of
consistency between the content of the Proposal and US Rule ATS. This Proposal cannot be
viewed in isolation as US ATS and Canadian ATS. A fallure to achieve consistency of regulation
among globa markets will act as a Sgnificant deterrent to foreign-based entrants expanding their
operations to include Canada.

The“Marketplace” Concept in the Proposal Needs Elabor ation

The CSA and the Commission have eected to base the Proposa on the regulation of all
“marketplaces’.?  This critica definition requires elaboration in a number of respects.

Fird, the concepts of “exchange’ and “ quotation and trade reporting system”, each of
which represents a distinct marketplace category, are not defined in the Insrument. Each term
needs an explicit definition having Satutory effect. Though the term “exchange’ isindirectly defined
in both paragraph (c) of the definition of ATS and in section 3.1(2) of Companion Policy 21-101
CP (“Market Operation Policy”), the Policy warns “that the criteriafor identifying an exchange are
not exclusive’ and reserves the right in unspecified “ other instances’ to rewrite the ground rules.

Second, the line of demarcation in the Proposa between atraditional block trading desk
and an ATSisdrawn in amanner that perhagps unintentionaly favours more traditiond trading

! Draft National Instrument 21-101 (“NI") section 1.1 (“marketplace”).
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operations. A traditiona block trading desk that telephonicaly matches buy and sdl ordersin the
upstairs market is distinguished from an ATS (and is therefore not regulated as an ATS) whereiit
retains discretion over order execution technique including, for example, the discretion to commit
capital to make-up the other side of an order.> Thus, a broker that elects to trade as principal and
commit capita to its trading activity escapes regulation as an ATS and will never be regulated as an
exchange no matter how largeitsvolumeis. Thisresult isinappropriate.

Third, in the definition of a“marketplace’ the boundary between an ATS and a “traditiona
deder” is made to depend on the degree to which “non-discretionary” methods are employed for
ordersto interact with each other. Where a technologically advanced trading operation like Instinet
affordsits users avariety of discretionary methods for trading, it does not seem gppropriate to tresat
that entity as amarketplace for that reason done. Thisagain produces atilting of the Proposd in
favour of traditiona brokers.

Treatment of ATSs in the Proposal failsto distinguish AT Ss sufficiently from Exchanges

Ingtinet believes that in order for the Proposal to achieve its desired impact, there must be a
clear digtinction between the role, method of operation and regulation of ATSs and exchanges
unlessan ATS itsdlf eects to be regulated as an exchange. Although the Proposd issaid to be
condstent with Regulation ATS in the United States, it in fact deviatesin certain substantial and
important respects that make the proposed method of ATS regulation in Canada more closely
resemble the regulation of exchanges than ATSs under the US rule.

The following comments identify technologicd and other factors that put difficultiesin the
way of an ATS that is dready complying with United States rules.

First, the Proposal envisages the imposition by an ATS through a self-regulatory
organization of codes of conduct on ATS users. This approach is more akin to exchange regulation
which by definition sets requirements governing the conduct of its participants. Even though the
CSA has preliminarily asserted* that the requirement to police subscribers does not create an

2 Market Operation Policy, section 2.1(5)
NI, section 1.1 definition of “marketplace” (paragraph c (iii)).

4 See Companion Policy 21-101 CP- Marketplace Operation, section 3.3(2)
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incongstency between ATS and exchange regulation, this conclusion is directly at odds with its own
description of exchange characteristics in the Market Operation Policy.

Second, the gpproach of limiting types of ATS security to defined categories and of
emphasizing in the permitted categories securities that are listed on organized markets makes AT Ss
function like exchanges. No compelling reason is given for limiting the types of security an ATS
trades and no such limitations are imposed in the United States. If ATSs are truly intended to be
distinguishable from an exchange, and Ingtinet believes that they must be, this result is undesirable.

Third, the prohibition on principa trading by ATSsis not given any policy judtification
beyond operating as a disincentive to existing exchange members which do principa trading as part
of their business and might, in the absence of the disincentive, wish to withdraw from those
exchanges and start free-standing ATS operations. This prohibition should be abandoned in the
absence of aggnificant policy judtification.

Fourth, proposed restrictions on “ after hours’ trading tie AT Ss unreasonably to the
exchanges hours of operation and again make exchanges and AT Ss difficult to distinguish.

Other Comment on the Scope of AT S regulation

A fundamenta matter is the degree to which the ATS regulatory structure is successtul in
reaching commercid entities that purport merely to sdll technology to marketplaces but are, in
substance, proper candidates for ATS regulation. Ingtinet is not referring here to conventiona
arrangements for the outsourcing of technology. Rather, where avendor sdllstechnology to a stock
exchange and the stock exchange and the technology vendor enters into ajoint venture to exploit
the economic benefits of the technology, both entities should be treated as the operators of the
dternative trading syssem. The technology vendor should not escape regulation as an ATS.

Principles of the Consolidation Plan Need M or e Study

The Proposa mandates the display of pre-trade information and mandates aso that
investors have access to the best price available for execution. The second mandatory requirement
posits an entitlement on the part of dl investors to interact with orders on every system in operation
in Canada. Indtinet urges that this approach be revisited for the following reasons.

Firgt, the impact of the Proposa on existing ATS operations has to be considered in the
context of any technological enhancements the Proposal may require and the cost of those
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enhancements and the usua operationd difficulties of adapting to somewhat inconsstent regulatory
regimes. Ingtinet and other current and prospective participants in the Canadian markets have
aready made enormous technology investments and other changes to accommodate US Rule ATS.
Additiona costs will discourage participation in the Canadian market.

Second, start-up operations should not be exposed to excessive technological barriersto
entry.

Third, the existence of atechnologicad means of achieving the consolidation plan issmply
taken for granted in the Proposal yet the intended result may not be achievable. U.S. experiencein
thisregard isingructive. While adisplay rule was implemented for securities quoted on the Nasdaqg
Stock Market in 1997, Nasdaq already had the necessary technology, SelectNet, in place. A
amilar digplay rule for listed equities has never been implemented because exchangesin the United
States have been unable to devise a method of accomplishing it.

Fourth, the nature of the technology used by the proposed data consolidator and market
integrator has policy implications that are not consdered in the Proposal. 1n the Discussion Paper
addressing the consolidation plan, the data consolidator al one appears to be responsible for
determining the message protocol and the technica specifications of the data feed(s) sent by each
sysem.® Any decision on these matters can entail potentidly significant financia invesment by
participating AT Ss and can produce significant delays in implementation. The Request for Proposal
process should require a consultative process with ATS candidates to ensure that the technologica
requirements of the data consolidator are the least costly and disruptive achievable.

Fifth, until the technologica possibilities are known and the RFP process is complete, the
contribution of data to a data consolidator and the market integrator should not be made mandatory
but should rather be treated as a proposed feature of the system.

Sixth, the consolidation plan entails radica changesin the way that order flow is handled
which have not received as much attention as other aspects of the Proposa such as the much-
debated notion of establishing a separate category of regidtration for ATSs. Theseradica changes
need more debate, are not entirely consistent with Rule ATS and US regulation and include the
following specific issues

Discussion Paper - “Consolidation Plan for a Consolidated Canadian Market”, section 111, B.
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B mandatory display of order flow: There are a least three Sgnificant
matters to grapple with in this context: (i) what party ownsthe order, i.e.,
can an ATS display an order on its own initiative® (i) will forced exposure
of order flow on ATSs cause orders to migrate to other jurisdictions and
(i) is an even hand being maintained between AT Ss and traditiona brokers
in the way this change isimplemented

B mandatory access by any party to ordersdisplayed on any ATS: The
Proposal essentidly forces dl orders to interact which is an unprecedented
change in regulaion. It issgnificant that the U.S. gpproach is more open
minded in its approach than the Proposal. 1n a speech reported on
September 24, 1999, the chairman of the Securities and Exchange
Commission merdly raised the possibility of pulling together dl limit orders
and interndly displayed quotes and caled upon the leaders of the securities
markets to embark on a congderation of the matter. The Proposal is much
more aggressive and does not canvass or even solicits comment on what
Chairman Levitt refers to as the *historic conflict between competition and
centrdity”. Evenif the objective of the Proposd isto achieve asingle limit
order book, more input is needed on the technique.

B linkage with principal markets. The nature of a“connection” to a
principal market isleft undeveloped and the case for such a mandatory
linkage is not made ot.

[l Specific Comments and Answers to questions posed in Proposal

Question 1:

AT Ssarerequired to notify securitiesregulators and to become subject to
exchangeregulation if they achieve prescribed shares of total trading activity in any ATS

Consider in this context the Toronto Stock Exchange order exposure rule which contemplates
customers being able to instruct on atrade by trade basis that ordersnot be exposed. See

TSE Equities Trading Manual at p.1604.

l See “Excerpt from S.E.C. Chairman’s Prepared Remarks’ New York Times, September 24, 1999
at p.C8.
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Security. 1s40% of the average daily dollar value of the trading volume in any type of
security traded in Canada an appropriate threshold or should it be lower (for example
10% or 20%)?

Ingtinet believes that the 40% volume threshold is an acceptable sarting point. Such
thresholds are aways arbitrary and can have unanticipated consequences and, accordingly, they
should be subject to periodic review. Thered test of the fairness of the threshold iswhether it is
applied consstently to market participants. For example, if an entity that was regulated not as an
ATS but merely as a broker surpassed the volume threshold, it would seem appropriate to give it
the same reporting requirement that would apply to an ATS since its gpparent dominance in the
trading of a particular security would warrant reconsderation of its regulatory treatment.

A question that deserves additiona thought is whether the achievement of the 40% trading
volume in asingle security is an adequate bagis for reclassfying an ATS as an exchange. 1t may
make sense to impose this requirement only when this level of trading penetration is achieved for
severd securitiesor many. Thisis particularly true in Canada where markets tend to beilliquid.

Question 2:

Should the CSA retain a second volumethreshold set out in paragraph 6.5(1)(b). of
the Instrument relating to 50% of the average daily dollar value of the trading volumein
any security and 5% of the average daily dollar value of the trading volume in any type of
securitiestrading in Canada?

The comments made concerning consstency of application visavistraditiond brokers and

ATSsin answer to question 1 dso apply here. The 5% ceiling in any type of security seemstoo
low and may prematurely and unfairly pendize eectronic brokers that are successful.

Question 3:

Isit feasibleto require AT Ssto calculate the volume threshold when dealing with
foreign markets?

Even if it were feasble as a mechanica matter for ATSsto cdculate the volume threshold
when dedling with foreign markets, the effect of the rule isto pendize ATSsfor their successin
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foreign markets by adding their share of trading in those markets to the loca share which may be
very modest. This does not seem to be adesirable result on policy terms because Canada will
presumably want to attract experienced ATSsto its jurisdiction.

Question 4:

Should trading of securities of reporting issuerson an AT S be limited to securities
that arelisted on arecognized exchange?

No. Limiting securitiesthat can be traded on an ATS to exchange-traded securities istoo
redrictive and in effect imposes on ATSs an additiona “stock exchange function”. The United
States Rule ATS places no limitations on the types of securities traded by an ATS and, in this
respect, the Proposd isinconsstent with the U.S. approach and needlesdy limiting. The prohibition
contemplated in this question would mean that Instinet would be unable to trade on behdf of
Canadian clientsin over the counter stock and “pink sheet stocks’ that are not quoted on the
Nasdag Stock Market, securities which Instinet currently trades. The Proposal does not present
any judtification for regulating categories of ATS securities. Thisisa meatter of fundamental
importance because it limits the range of activities of ATSs and undermines the distinction between
ATSs and exchanges.

Question 5:
What foreign markets should be included in the Appendix to the Instrument?
In keegping with the answer to question 4, Indtinet believes that there should be no
redtrictions on the markets in which an ATS can trade securities.
Question 6:

Should there bea de minimisexemption for principal trading in order to encourage
dealerstoinvest in AT Ss?

Ingtinet is troubled by the reasoning behind the suggested prohibition on principa trading.
Firdt, it does not gppear to Ingtinet that such a broad prohibition would achieve the gods articulated
intherelease. Whether or not dedlers elect to withdraw from exchanges, the Proposa will dlow
them to set up non-member AT Ss that compete directly with the exchanges thereby producing the
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very evil tha the prohibition was designed to avoid. Of equa concern is that the Proposal tilts the
playing field in favour of exchanges by giving an incentive to join them, i.e,, the ability to trade as
principa and avoid ATS regulation.

Second, by denying AT Ssthe right to make an independent business judgment about the
securities traded, an ATS is driven to more nearly resemble an exchange than an “dternative’
trading system initsfunction. While an ATS may not engage in proprietary trading now, it may
decide as a matter of business practice to engage in such activity at alater time.

Question 7:

What type of activities should lead the CSA to the conclusion that an ATSis
carrying on businessin jurisdiction?

Question 8:

What limitations should be placed on the ATS s activitiesin adealers jurisdiction
if the CSA adoptsthe Home Jurisdiction Approach?

Question 9:
Arethere alter native approaches that should be considered by the CSA?

Instinet believes these questions are related. The home jurisdiction approach
recommended by the Canadian regulatorsin response to question 7, 8 and 9 is at odds with the
gatutory scheme of securities regulation across Canada. The approach taken in these jurisdictions
isgenerdly that entities trading in a particular jurisdiction should do so in rdliance on clear
exemptions or ese under alicence regardless of how they are registered in the home jurisdiction.

A sensible approach for ATSsthat are subject to substantiad home jurisdiction regulation
would be to have ardativey light form of regidration avalable for ATSs with requirements smilar
to those in the “internationa dedler” category of regigtration in Ontario supplemented by ATS
reporting requirements as under the Proposd. This would enable regulatorsin each province to
track the activities of different trading systems, extract a submission to jurisdiction from the ATS
operator and have atorneys for service of process and the like. At the same time the registration
requirements would not be excessvely onerous.
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The test proposed in the Proposal for accepting Home Jurisdiction regulation isthat the
ATS s only contact be with dedersregistered in the particular jurisdiction. But once the ATSisin
operation, the contacts are bound to be more far-reaching. The ATSwill a the very best be
indirectly marketed to investors by the dedlers with which the ATS deals. Moreovey, if the “deder”
is nothing more than aregistered conduit conveying order flow directly to an end user via ectronic
trading or internet trading, it will be difficult to argue that the ATS is not marketing directly or
traning users directly. Over time, the method of differentiating between Home Jurisdictions
recognition of ATSs and AT Ss that need direct regulation will become difficult and unworkable.

Question 10:

Should the foreign ATS berequired to be aregulated entity in its home
jurisdiction? If so, mugt it beregulated under the securitieslaws of the homejurisdiction?

Question 11:

Should accessto the foreign AT S be through a Canadian dealer contacting a dealer
that isregulated in theforeign jurisdiction (homejurisdiction on theforeign ATS)?

Question 12

Should this approach be limited to acceptable home jurisdictions, and if so what
jurisdictions should be approved as acceptable?

Ingtinet consider questions 10, 11 and 12 to be related and would answer each in the
affirmative. Ingtinet agrees with an approach in which the home jurisdiction provides ective
regulation and thinks this is an acceptable basis for the local Canadian regulator to defer to aforeign
regulator. Theloca form of regulation should be securities regulation for two reasons. Firgt,
securities regulation is the most gppropriate form of regulation for a securities trading system
regardless of how automated it is and second, it is unreasonable to expect Canadian securities
regulators to defer to aform of regulaion which is not familiar to them. Ingtinet would suggest, in
response to the second part of question 12, that two appropriate jurisdictions would be the United
States and the United Kingdom because they have sophisticated securities regulators, important
capita markets and have each devoted considerable thought to the gppropriate regulation of trading
systems.

Question 13:
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Should the availability of the Home Jurisdiction Approach depend on the activities
of theregistered dealer in thejurisdiction wheretheinvestor islocated?

Question 14:

Should the answer to the above question depend upon whether the home
jurisdiction isanother Canadian jurisdiction or aforeign jurisdiction?

Question 15:

Should the availability of the Home Jurisdiction Approach depend on whether the
activities of the Canadian registered dealer isan affiliate of the ATS?

Question 16:

Should remote access be limited to dealer swhich are member s of a self-regulatory
organization?

Quedtions 13, 14, 15 and 16 are related and concern order routing and remote access
issues. The form of regulation applied to these functions should depend for its comprehensiveness
on the relative complexity of the functions. Whether the home jurisdiction is Canadian or foreign
should not matter if the loca jurisdiction has gppropriate rules. If an order routing capability only is
in question and the customers are relaively sophidticated, alimited licence such as that of an
internationd deder may very well be gppropriate. Before ingsting on membership in a sdif-
regulatory organization, the necessity for a comprehensive form of registration hasto be
demondrated. Ontario has an actud record of experience with the international dealer license and,
in the absence of afinding that it has been ingppropriate, there does not seem to be any need to
revigt this matter.

Question 17:

Should AT Ssbe allowed to trade outside the closing bid-ask of the principal
market or should they berequired to trade within the closing bid-ask on the principal
market? Should this change if the exchanges extend to include evening hour s?
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Question 18:

Should AT Ss oper ate in the pre-opening period of the principal market or should
there be a no-trade time period until the principal market has opened for trading?

This response addresses questions 17 and 18. The whole purpose of recognizing ATSs
and of changing their form of regulation to exchange regulation when they become “ successful” is
that their activities should be less restricted before the relevant success threshold is reached. In
particular, al brokers whether traditiona or eectronic brokers should be able to handle client
trading outside the closing bid-ask as long as the information that is drawing the trades outside the
closng ispublicly avallable. Thefact that stock exchanges in Canada have not gone to 24 hour a
day trading should not preclude ATSs from doing S0 or from functioning when exchanges are
closed. Instinet trades 23 hours per day.

For the same reasons, pre-open trading should not be restricted.
Question 19:

Should the display of data include the volume at each price level for the best five
priceson the bid and offer for each participant system?

Ingtinet would answer this question in the negative. A better gpproach would be to display
the best bid and offer and aggregate quantity across dl systems contributing deta to the data
consolidator. Thisis the gpproach followed under the CanPX Modd for the Canadian market in
government debt. Customers should have the authority to regulate the degree to which their orders
are made the subject of mandatory display obligations. This should continue. Also, currently on
the TSE, the rules gpplicable to proprietary trading systems alow them not to display orders on the
TSE where orders for aminimum of 10,000 shares having a value of not less than $100,000 are
involved.

Question 20:

Should an AT S have to contract with the exchange on which a security islisted or
should it still be ableto choose the exchanges that will perform the market regulation
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function? Thisquestion should be considered from both of the following per spectives. pre-
exchange restructuring and post-exchange restructuring.

Question 21:

If an ATSisgoingtotradeall listed equities (senior and junior) should it be
required to contract with both exchangesfor oversight or with only one? Thisquestion
should be considered from both of the following per spectives: pre-exchange restructuring
and post-exchange restructuring.

Ingtinet would answer both questions 20 and 21 in the negative. To avoid conflicts of
interest, an ATS should not be compelled to contract for market regulations services from the
principa market. It should have achoice. A demongtrably disinterested self-regulatory
organization should perform whatever market regulation functions are ultimately decided to be
essentia for ATSs purposes. Indtinet reiterates its concern that the more intrusive market
regulatory requirements become the smdler the distinction that will exist between AT Ss and Stock
Exchanges. ATSs should not regulate their own participants or else they risk losing their
distinctiveness.

Question 22

Should any restrictions be placed upon an ATSwhen thereisa regulatory halt
imposed by the market where the security islisted or quoted? Should it matter if a halt is
imposed by a recognized quotation and trade reporting system?

Whatever restrictions are put on an ATS, it should not be put in the position of having to
send out messages received from aregulator. Rather, the regulator should have an eectronic
messaging capability cgpable of being engaged unilaterdly by the regulator that will automaticaly
communicate the appropriate messages to ATS users. The extent of the intervention should be
hdts for the dissemination of information not halts produced by order imbaancesin competing
market environments.

AV Concluding Remarks
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Ingtinet believes that the CSA should be commended in its efforts to make Canadian
markets more competitive. The CSA has done important work in attempting to arrive at anationa
regulatory framework to promote competition between different trading venues. The success of the
Proposd will, in Ingtinet’ s respectful view, hinge largely on the compatihility of the proposed rules
with the United States Rule ATS.

We will be pleased to discuss any of the comments in thisletter with the Commission or its
gaff. 1f we can of further assistance to the Commission in this regard, please do not hesitate to
contact the undersigned at (416-368-2211), Paul Merolla, our General Counsdl (212-310-7548),
Elizabeth Coley, our Associate Genera Counsd (212-310-7619), or René Sorell of McCarthy
Tétrault, our Canadian Counsdl (416-601-7947).

Yours very truly,

Joie P Watts, CFA
Managing Director



