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The Securities and Futures Commission
8/F Chater House
I Connaught Road Central

HongKong
R.e: Consuhation Pat¡er on the Requlation ofElectronic Tradinq

Dear Sir or Madam:

The Investment Company Institute ("ICI") and ICI Global strongly support the Securities and
Futures Commission's ("SFC") issuance of a consultation seeking comment on proposals relating to the
regularion of electronic trading.r The Consultation raises a number of issues of importance to ICI and

ICI Global members.
ICI

is the national association of U.S. investment companies, including mutual funds, closed-

("UITs").' The scructure of the
significant impact on ICI members, who are investors of over $ t3 trillion
of assets. 'll'e are institutional invesrors, bur invesr on behalf of over 90 million individual
end funds, exchange-traded funds ("ETFs"), and unit invesrmenr trusts
global financial markets has

a

shareholders.3

ICI Global is a global fund trade organization based in London; memlrers include regulated
U.S. and non-U.S. based funds publicly offered to investors in jurisdictions worldwide. ICI Global
to advance the common interests and to promote public understanding of global investment
funds, their managers, and investors. Members of ICI Global manage total assets of over $1 trillion in
seeks

non-U.S. funds.

I Consuhation Paper on the Regulation of .E/ectronic Trading, Securities and Futures Cornmission, (24July

20lZ)

("Consultation").
2

ICI

seeks to elìcourâge adherence to

high ethical standards, promoce public understanding and otherwise advance the

interests offunds, their shareholdcrs, directors, and advisers.
3

For more in[ormacion on the U.S. registered inve stment cornpany industry,

Book at www.iciÊlictbook.org.
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ICI and ICI Global mernbers, and their shareholders, have a strong interest in ensuring that the
global financial markets are highly competitive, transparent and effrcient, and that the regulatory
structure that governs rhe financial markets encourages, rather than impedes, liquidiry, transparency,
and price discovery. Consistent with these goals, we have strongly supported the examination of issues

other issues that may impact the fair and orderly operation of the
'W'e
have long advocated for
global financial markets and investor confidence in those markets.
appropriate regulatory changes to address invescor concerns; our comments on the Consultation
reiterate many of the comments made in prior ICI and ICI Global letters on other proposals and
related to electronic trading

as

well

as

consultations related to electronic trading.a
\Øe are filing this response jointly as the issues surrounding the trading of securities by funds
clearly are of global importance. Many funds utilize intricately linked global trading desks and are
concerned about rhe regulation and srrucrure of the financial markets in all jurisdictions in which they
trade. In particular, our members are very active in the Hong Kong markets and are the refore

particularly interested in the SFC consultation.

Our comments and recommendations on the issues raised in the Consulcation follow below.

I.

Summary of Comments and Recommendations

Scope ofthe Proposals (Question 1)

.

\Øe believe the scope of the regulation of electronic trading should be broad with respect to the
rypes of electronic trading and products covered by the proposals and agree with the focus of
the Consultation on intermediaries.

.

\Øe recommend that the SFC clari& the specific provisions in the proposal that would apply to
fund managers, the scope of those provisions, and how fund managers would comply with such
proposed, it is unclear how fund managers would cornply with many of the
proposals due ro rhe nature in which funds trade and use electronic trading systems.

provisions;

as

General Requirements on Electronic Trading (Questions 2-6)

o

'S?'e

believe an intermediary should have the ultimate responsibility for the orders sent to the
market through irs electronic trading system ancl for the compliance of the orders with

applicable regulatory requirements.

a

For

a

comprehensive list oÂ and links to,

structure issues, sra Appendix.

ICI and ICI Global comment letters and staternents on trading and rnarket
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\Øe believe the establishment of robust pre- and post-trade risk controls is critical given the
prevalence of electronic trading and support proposed measures that would require an

intermediary to ensure rhe integriry and adequacy of the electronic trading systern.
strongly support requiring an intermediary to employ adequate and appropriate security
controls to prorect the electronic rrading system it uses or provides to clients from being

'ùØe

abused, including effective techniques to protect the confidentialiry and integrity

information stored in the system and

of

passed between internal and external networks.

Specifìc Requirements on Internet Trading and DMA (Questions 7-10)

o

'Sü'e

strongly support subjecting DMA orders to robust pre- and post-trade controls.

Specific Requirements on Algorithmic Trading (Questions f l-15)

r

ìØe support subjecting algorithms to appropriate rules and controls, such as requirements for
policies and procedures aimed at preventing algorithms from operating in an unintended
manner and the use of clearly delineated development and testing methodologies.

Electronic Trading System not Developed by Licensed or Registered Person (Questions 16-17)

¡
II.

lØe believe an inrermediary should remain responsible for the electronic trading system and/or
trading algorithms provided to ir by a service provider.
General Comments

The global equity market structure has undergone significanr changes over the past several
years. Clearly, a primary driver and enable r of these changes has been the continual evolution of
technologies for generatin& routing ancl executing orders and related improvements to the speed,
capacity and sophistication of the trading functions available to investors. Funds rely heavily on
technology for the efficient execution oftheir trades. \Øe are therefore pleased that the SFC has
determined to take a comprehensive look at system.s and controls necessary for the current electronic
trading environment.

In addition,

as

the Consultation recognizes, jurisdictions around the world are already

addressing the issues discussed in the Consultation, and we believe

it is therefore desirable to achieve a

broad consistency ofapproach to issues surrounding electronic trading across different jurisdictions
given the links between the financial markets in Hong Kong and rhe rest of the worlcl. As the SFC
considers initiatives relating to the reform of the regulation of dre Hong Kong financial markets, we

Securities and Futures Commission
Sepcember 24,2012
Page 4

urge

of 9

it to work

closely

with regulators around the globe to create consistent and sensible cross-border

regulations.
Finally, we urge the SFC to rake

a

measured approach in any responses

necessary to address the irnpact of electronic trading on market efficiency and
are too restrictive, they may

it

feels appropriate and

integrity. If regulations

unintentionally limit the use of evolving market practices and technological

algorithms. In
addition, if regulations are too onerous or costly for some market participants, those participants may
decide not to offer certain produccs or seryices to investors. Similarly, the cost of trading may increase
as market parricipants shift the burden of compliance with new requirements to investors. \Øe
therefore urge the SFC to carefully balance these potential costs with the benefics any new regulations
would provide to investors.
developments and thus impede funds' use of new and innovative trading tools, such

III.

as

Proposals on the Regulation ofElectronic Trading

ICI and ICI Global have spent a significant amount of time examining the impact of electronic
trading on the financial markets and on investors. The proliferation of electronic trading has forced
funds and other institutional investors to modifr their own trading strategies. When decermining the
most effìcient approach ro executing a trade, funds must now take into account, (1) the impact of the
increase in volume of rrading attributed to certain market participants such as high frequency traders
and the significant âmount of electronic trading in general; (2) fragmentation in the markets and the
number and rypes of alternative tradingvenues available; and (3) the new technology and tools available
to funds when trading.
'W'e

therefore strongly supporr establishingprinciples and requirernents for intermediaries
regarding electronic trading internet trading and direct market access, and algorithmic trading that
address key issues such as systems capacity, testing,

staffing and recordkeeping. \7e believe

a

robust

compliance and risk management program is critical given the prominence of electronic trading.

The Consukation nores several benefits of a highly automated trading environment. One of
the benefits of technological developments for funds and other institutional investors clearly has been
improvements in the sophistication of rhe tradingfunctions available to investors. The increased
number and variety of electronic trading tools and systems available to funds has resulted in less
dependence on "high touch" trading and has contribured to lower overall trading costs and higher
overall efiìciency of trading.

At the same time, as the Consultation

recognizes, there are challenges raised by technological

developmcnts, including the need to ensure the integrity of the marke t and that trading via direct
marker access or by the use of trading algorithms is conducted in

a

fair and orderly manner. As
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discussed further below, the increased use of electronic trading has raised several valid regulatory
concerns.

A.

Scope ofthe Proposals (Question

l)

Given the proliferation of the types of electronic rading and the presence of electronic trading
ICI and ICI Global believe that the scope of the reprlation of electronic

across all types of asset classes,

trading should be broad with respect to the rypes of electronic trading and products covered by the
proposals. In addition, we agree with the focus of the Consultation on inrermediaries and on the
regulatory requirements for intermediaries to manage and mitigate the risks that arise from using or
providing an electronic tracling system and from trading in an electronic trading environment overall.
The Consultation, however, also proposes that the principles and requirements be incorporated

into the Fund Manager Code of Conduct.5 ICI and ICI Global members, therefore, would be subject
to the majority of the proposed principles and requirements (except for those applicable to DMA) in
their trading as funds ofren would be conducting "electronic trading" as defined in the proposal.

ìühile we support the need to address risks to the markets from electronic trading, æ proposed,
it is unclear how fund managers would comply with many of the principles and requirements due to the
nature in which funds trade and use electronic trading systems,

as

well

as

the nature of the relationships

between ftrnds and intermediaries. For example, many of the general requirements on electronic

trading are written with respect to systems that are normally operated solely by an intermediary or
provided by an intermediary to a customer, not systems that are used by a fund manager to conduct
trading for a fund. Similarþ, some proposed principles and requirem ents (e.g., proposed requirements
regarding system capacity and contingencies) clearly could not apply to fund managers as funds do not
provide electronic trading systems for use by clients in the manner contemplated by the proposals.

In addition, Section 9.2 of Draft Part IV of the Fund Manager Code of Conduct states that "A
Fund Manager should comply with the following principles and requirements, where applicable, when
conducting electronic trading on behalf of collecdve investment scheme managed by it." (emphasis
added). .ùØe believe this section adds to the ambiguiq' of how the proposed principles and requirements
would apply to a fund manager and may create a risk of differing interpretations of the principles and
requirements between a fund mânager and the SFC.

5

Specifically, the Consultation would add Part

IV to rhe Funcl Manager Code of Conduct and require that a Fund Manager

comply with certain principles and requiren-rents when conducting elecrronic trading on behalf of
schene managed by it, in particular, paragraphs 18.3 to 18.7 and 18.9 to
by or Registered

Codc.

l8.l I

with the Securities and Futures Commission and paragraphs

a

collective investment

of the Code of Conduct for Persons Licensed

l l to 2.1 and 3.1 to 3.4 of Schedule

7 to that
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'W'e

therefore recommend that the SFC clarifr the specific provisions in the proposal that
would apply to fund managers, the scope of those provisions, and how fund managers would comply
with such provisions. In doing so, the proposals can be berter tailored to the manner in which funds
and other institutional investors conduct electronic tracling.

B.

General Requirements on Electronic Trading (Questions 2-6)

As discussed above, a primary clriver of many of the changes to the structure of the financial
markets has been the evolution of technology and electronic trading. It is clear, however, that
regulations governing the financial markets have not kept pace with the proliferation of electronic
trading or the significant changes in market participants' trading practices overall.
'W'e

believe, as the Consultation proposes, that an intermediary should have the ultimate
responsibiliry for the orders sent to the marker rhrough its electronic trading system and for the

compliance of the orders with applicable regulatory requirements. This responsibility should include all
aspecrs of the electronic tradingsystem including: the design, development, deployment and operation
of the system it uses or provides to clients for use; the system's reliabilicy, security and capacity; and the
maincenance ofproper records regarding the operation of the system.
'W'e

also believe the establishment of robust pre- and post-trade risk controls is critical given the

prevalence of electronic trading. \Øe therefore support proposed measures that would require an

intermediary to ensure the integriry arrd adequacy of the electronic trading system. As the
Consultation notes, these include control measures to prevent the system from generating and sending
orders to the market that may be erroneous or not compliant with the applicable regulatory
requirements and effective controls to enable an intermediary to cancel unexecuted orders in the
markets, so that it can intervene or halt outstanding trades when necessary. Recent "market disruption"
events, such as the flash crash in rhe United Srares, have highlighted the need for such mechanisms.
Sirnilarly, we support proposed requirements for an intermediary to ensure that the electronic
trading system and all rnodifications to the system are adequately tested before deployment and are
regularly reviewed to ensure that the system and modifications are reliable. \Øe also support requiring
an intermediary to promptly report any material service interruption or other significant issues related
to the system. Given the potential impact on the financial markets as a whole of a significant incident
related to an elecrronic trading system, it is crucial that regrrlators have access to accurate and timely
information and are aware of any significant risks to the sound operation of electronic trading systems
that arise to ensure a robust regulatory scheme.

Finally, we strongly support requiring an intermediary to employ adequate and appropriate
security controls to protect the electronic trading systeûì ir uses or provides to clients frorn being abused

including, among other things, effective techniques to protect the confidentiality and integriry

of
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information stored in the system and passed between internal and external networks. The
confidentialiry of informarion regarding orders is arguably the most significant consideration for funds
when trading. As we have stated in several letters to the U.S. Securities and Exchange Commission
("SfC"¡,n any premature or improper disclosure of this information can lead ro fronrrunning of a
fund's trades, adversely impacting the price of rhe stock that the fund is buying or selling.

C.

Specific Requirements on Internet Trading and DMA (Questions 7-10)

ICI and ICI Global strongly support subjecting DMA orders to robust pre- and post-trade
controls. Much of the focus in the United States and Europe around pre- and post-trade risk controls
has been on the establishment of requirements relating to sponsored access and other rypes of market
access artangements. Risks related to automated trading can arise when an automated trader uses the
facilities of another firm to access the market. For example, when firms allow their trading IDs to be
used by other firms, it can pose potendal risks not only to the intermediary firm, but to other firms
throughout the trading chain.
ICI strongly supported the adoption by the SEC of rules ro require broker-dealers to
implement risk management controls and supervisory procedures reasonably designed to manage the
risks associated with market access.T Similarly, we supporred efforts by IOSCO in its consultarion
report on direct electronic access to provide a framework for crafting regulations on these
arrangements.s At the same time, we have urged regulators to ensure that the scope of any regulations
in this area does not unnecess arily affect the various me thods that funds use to trade securities through
broker-dealers or lead to unintended consequences for funds and other institutional investors using
market access arrangements, particularly regarding the confidentialiry of trading information.e
6

Sce, e.g., Letters

from Paul Schott Stevens, President, Investment Company Institute, to Christopher Cox, Chairman,

Securities and Exchange Commission, dated Septembe

r 14,2005 (available

at

http://www.ici.org/pd[/comment leakage*05.pd0; August 29,2006 (available at
http://www.ici,org/pdflcomment-leakage 06.pdÐ; and Sepcembe r 19, 2008 (available at
htrp://www.ici.orslodf/comrnent leakase 08.odf).
7

SeeLerrer from

Ari Burstein, Senior Counsel, Investment Company Institute, ro Elizabeth M. Murphy, Secretary,

Securitics and Exchange Commission, dated March 29,2010; available at http://www.ici.org/pdf/24210.pdf. Specifically,
the controls and procedures adopted by the SEC will, among other things, prevenr the entry oforders unless there has been
compliance with regulatory requirements that must be satisffed on

a

pre-order entry basis.

f .i¿¿ Letter from
Karrie McMillan, General Counsel, Invest¡nent Company Insritute, to tüØerner Bijkerk, Senior Policy
Advisor, IOSCO, <lated August 12,2011 available athtp://www.ici.org/pd|/25408.pdf.

eTo acldress these concerns in the United States, ICI recommended that, ac the very least, (l) unless expressly authorized to
the contrary by a customer, access to information regarding a market access cnstorne r's orders and trades be lirnited to
broker-dealer compliance personnel directly associated with overseeing market access controls and procedures; (Z) rhar
information required to be disclosed rnust be relevant to specifìc risk cor¡cerns created by rnarket access; and (3) that the
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Specifìc Requirements onAlgorithmic Trading (Questions 1l-15)

The use of algorithrnic trading has significantly increasecl over just the past several years and is
an important part of the ways fund trade. The increased use of algorithms, however, raises important
questions regarding the risks to the markets of algorithmic trading. These risks include algorithms that
may acr in an unexpected or unintended manner leading to sudden liquidiry imbalances that quickly
drive prices up or down.

ICI and ICI Global therefore supporr subjecting algorithms to appropriate rules and controls,
such as requirements for policies and procedures aimed at prevenring algorithms from operating in an
use of clearly delineated
development and testing methodologies to seek to ensure that, among other things, the operation of
trading algorithms is compadble with an inrermediary's obligations under relevant reguladons, that the
compliance and risk management controls embedded in the system or algorithm work as intended, and

unintended manner. \Øe also support draft guidelines related to the

that the algorithm can continue to work effectively in stressed market conditions.
lW-e also believe

it

is reasonable that persons involved

in the design and development of or

approved ro use, an intermediary's algorithmic trading system and trading algorithms are suitably
qualifìed. Similarly, an intermediary should ensure that the algorithmic trading system and trading
algorirhms it uses or provides to clients for use are adequately tested to ensure that they operate as
designed at all dmes and should have effective controls to ensure che integriry of its algorithmic trading
sysrem and trading algorithms and rhat they operate in the interest of the integrity of the market.
Finally, proper recordkeeping will be important regarding the design, development, deployment and

operation of its algorithmic trading system and trading algorichms.

E.

Electronic Trading System not Developed by the Licensed or Registered Person
(Questions 16-17)

nØe agree that an intermediary should remain responsible for the electronic trading system
and/or trading algorirhms provided to ir by a service provider and perform appropriate due diligence to
ensure that the service provider meets the proposed requirements in its use of the system or algorithms.

SEC make clear that broker-dealers who obrain information also havc adequate conficlentialiry safeguards and controls in
place to prorecr such information and that the information bc used exclusively for regulatory purposes.
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We offer our assistance as the issues under the Consultation continue to be examined. Ifyou
have any questions on our comments, please feel free to contact the undersigned, or Ari Burstein at 1202-37 I -5408 or abursrei n lÐici.ors.
Sincerely,

/s/ Karrie McMillan
Karrie

/s/ Dan\Øaters

McMillan
Counsel

Dan'W'aters

1-202-326-5815

Managing Director
ICI Global
44-203-009-3101

kmcmillanØici.orc

dan.warerstØici.ors

General

Investment Company

Institute
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