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“It just happened before the practice
got technological.”

In a sense then dark pools of liquidity
have always been with us and are
nothing new. The best definition
of them in their modern form though
is as a non-displayed order type.
“That is to say there is no information
revealed prior to a trade actually
occurring and there’s much more
limited information post trade as well,”
adds Easthope.

In terms of where dark liquidity
resides there are a number of different
sources. It can reside on crossing
networks, where shares can be
exchanged without parties knowing
who is on the other side — potentially
dangerous but still attractive. The larger
brokerage firms, such as Lehman
Brothers with its LX system, also have
their own internalised dark pools
of liquidity. A number of independent
platforms, such as ITG’s Posit
and Liquidnet have also arisen,
to offer alternative venues and indeed
these independents have already taken
a large chunk of the traffic in the
US - a fate large investment banks
will be keen to avoid on this side
of the Atlantic. Broker consortiums,
who don’t want to pay fees and instead
follow a utility model, such as the eBX
LeveL platform, have also sprung up, as
have tech company offerings such as
NYFIX Euro Millennium. Naturally, the
major exchanges are keen not to miss
out on this bonanza so there
are exchange-sponsored venues, or
brought-in platforms, where dark
liquidity might be accessed as well
- for instance, NYSE Euronext’s
Matchpoint and Arca electronic trading
platforms. The latter now has a new
routing service that the exchange says
involves numerous participating
broker-dealers and alternative trading
systems (ATS’s), providing investors
with access to non-displayed quotes
across 29 unnamed destinations.

Market and technology impacts

All these potential venues to access
dark liquidity mean that the need for
more and connections is growing
as the market fragments — speed is not
necessarily so important, at least not
at the moment for dark services,

but connectivity is and good integration
into order management systems is vital.
After all if access to dark liquidity
is on a separate terminal it’'ll never
be used.

The fragmentation pattern seen in the
US market, necessitating more
connectivity and integration, is already
being replicated in Europe to a lesser
extent, as can be seen by the launch
of new alternative trading venues here,
such as Chi-X (the only one actually
up and running at the moment),
Borse Berlin’s Equiduct, BATS, and
Project Turquoise (a consortium
of several leading investment banks that
is expected to challenge the London
Stock Exchange and other domestic
exchanges). The latter two venues
are due to launch in the autumn of this
year and are expected to use dark
liquidity pools as part of their offering.
Speaking at last year’s Sibos industry
gathering in Boston, USA, during
a session entitled The 2013 Securities
Landscape, Adrian Farnham, a Project
Turquoise spokesman who works
at Morgan Stanley, confirmed that

of software to seek out dark liquidity
and obliterate it as fast as they can —
Credit Suisse’s Sniper programme does
just this. The buy-side, or fund
managers acting for pension or hedge
funds, will of course want to protect
their liquidity and avoid sharp practices
by the sell-side so a certain tension will
exist. Dark liquidity aggregator
algorithms are however certainly
a likely future technology trend in this
area. Another likely development is the
spread of dark pools of liquidity into
other niches. What started out as
a challenge to traditional brokers
in the crossing of large block trades may
well spread to other areas, with dark
pools becoming common in many
different niches as the buy-side seeks
to protect its anonymity.

Of course, the regulatory and societal
differences between Europe and the
US mean that the uses to which
dark liquidity is put will differ
but there seems little doubt that Europe
is moving to the dark side as
markets become more automated and
transparent. Asia is likely to follow the

“In the US there are now 40 or more dark pools of
liquidity and 60 or more alternative trading platforms
— and that is just for equities”

“we have found a way to electronically
reconcile dark pools and other trades”.
With the proliferation of new trading
venues, many are predicting that
there will eventually have to be a
contraction with some new entrants
or perhaps some of the older national
stock exchanges going out of business.
Alternatively some of the established
players may buy up more nimble
rivals who perhaps lack the money
to invest in providing enough capacity
to meet surging trade volumes.
One thing is for sure and that’s that
broker-dealers will not want to be
caught by the systematic internalisation
rules, introduced with  MiFID,
which require you to reveal quotes and
make them transparent to the market.
Algo trading also plays into this
space with many brokers keen to use
algorithms or sophisticated pieces

trend too and go dark. In the end
though, regulators on both sides
of the Atlantic and around the world
will catch up with what is going on and
force dark pools of liquidity out into the
light, requiring them to be more
transparent and regulated as their
popularity grows. This is even more
likely to happen in the wake of the sub-
prime crisis which has lead to increased
public calls for tighter regulation
but there is of course a danger in
rushing in hasty regulations too quickly
that may stifle a market as the Sarbanes-
Oxley law did in the US. As so often
happens, when and if a new law comes
into force it is at this point that
another alternative way to trade
away from prying eyes will probably
be invented by some smart player
anyway and the market place will once
again shift. [Fsk



