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CChanges in the demand  
for off-exChange trading

The stock exchange is a significant source of 
funds for firms, providing access to additional 
liquidity for listed companies. At the same 
time, through a wide variety of available in-
vestment options, the stock exchange also of-
fers investors an opportunity for risk manage-
ment. in theory, stock exchange regulations 
guarantee a safe and transparent trading venue 
for buyers and sellers finding each other on 
the trading platform.

The evolution of stock market prices has 

been put under scientific scrutiny by numer-
ous experts over the past few centuries. Nev-
ertheless, despite the multitude of theories, it 
is difficult to pinpoint the factors influencing 
stock price developments. 

some analysts attribute more significance 
to speedy price discovery,1 while others main-
tain that the interaction of investors’ deci-
sions,2 i.e. the human motive, plays a more 
important role in stock price movements. 

since increasingly technology-driven trad-
ing has reduced average transaction size drasti-
cally in recent years [from euR 22,266 in 2006 
to euR 9,923 in 2009 – Report on regula-
tion of trading in financial instruments – ‘dark 
pools’ etc., 2010/2075(iNi)]3, the regulations 
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of stock exchange trading and compliance with 
pre-trade transparency requirements have had 
an increasingly distorting effect on prices. in 
practice this meant that the announcement of 
a sizeable buy or sell trade modified the market 
price to a greater extent than before. 

There was growing demand, therefore, 
for off-exchange trading in order to execute 
certain large-volume exchange-traded trans-
actions without information leakage and a 
major market impact (Réz, 2011). The con-
centration rule was removed in the europe-
an union by the adoption of MiFid, a then 
novel eu regulation on capital markets, on 1 
November 2007, which opened up the pos-
sibility of the operation of MtFs (multilateral 
trading facilities)4. Similar alternative venues, 
the so-called alternative trading facilities, had 
been launched about twenty years earlier in 
the united states.

Off-exchange trading forms are common-
ly referred to as dark liquidity. dark liquid-
ity means trading methods where the bid/ask 
quote is made public to the rest of the market 
players only after the execution of the trans-
action. such transactions are normally ex-
ecuted over the counter either in dark pools 
or through internalisation, although even ex-
changes offer an increasing number of dark 
trading options nowadays. 

dark pools constitute a subset of regulat-
ed, hence legally operating, private execution 
venues5, which operate on the basis of limited 
pre-trade transparency requirements accord-
ing to pre-defined exemptions. The original 
purpose of their establishment was to conceal 
the execution of large-volume transactions 
and thus avoid any price distorting effect. 

internalisation takes place when the invest-
ment service provider engaged by the investor 
executes the transaction constituting the order 
by filling the client’s order from its available 
“inventory” or “stock”. internalisation, then, 
means that the brokerage firm fills the client’s 

order from its own account (HFsA, 2006a). 
during internalisation, the brokerage firm 
may make a profit on the spread, i.e. differ-
ence between the ask price and the bid price 
(seC, 2014). According to the literature, 
there is a close correlation between dark pools 
and internalisation. More than three quarters 
of the trades executed in dark pools are likely 
to be internalised (Weaver, 2011).

Both internalisers and dark pools play an 
increasingly important role as possible venues 
for executing trades. 

Clearly, the original reason for the creation 
of dark pools was to avoid price influencing 
information leakage in the case of large trades. 

in recent years, however, these dark trading 
venues have not only been used by traders for 
block trades, but on a general scale, in relation 
to any transaction, in order to avoid pre-trade 
transparency requirements (which cannot be 
avoided in the open market) (saraiya – Mittal, 
2009). Average trade sizes in dark pools have 
declined significantly; a typical trade size to-
day ranges from 200 to 1,000 shares. Chart 1 
presents the reduction of trade size in the us 
dark pool market between 2009 and 2013: 
while more than 430 shares were sold on aver-
age during a transaction in 2009, by 2013 this 
number declined to around 200 shares. 

This is stemming from investors’  needs on 
the one hand and, on the other hand, from 
the business attitude of dark pool venue op-
erators6, who often place more emphasis on 
increasing trading volumes than maintaining 
the quality of execution.

At the same time, the most crucial ben-
efit of dark pools, namely, zero information 
leakage, is not always achieved fully. This is 
because the size of the buy order and the sell 
order is seldom the same. 

if you have a 50,000 share buy order in a dark 
pool and the transaction is, all of a sudden, ex-
ecuted, it is reasonable to assume that there were 
more than 50,000 shares on the sell side. These 
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“excess shares” have to be sold somewhere, which 
will inevitably drive down the price. if the price 
is actually pushed down, the buyer will perceive 
his transaction price as a loss. 

using the same example (a buy order of 
50,000 shares), if someone announces a sell 
order of 100 shares and the order is filled, the 
seller will have reason to assume that there is a 
relatively significant intention to buy. He can 
now afford to wait until the buyer is forced to 
buy in the open market, thereby moving the 
prices in his favour (Fishler, 2011).

The existence of a size discrepancy between 
the buy and the sell side may entail informa-
tion leakage with every execution which, in 
turn, may lead to adverse selection. This is a 
direct and perceivable effect of the purchase 
and sale transactions concluded in dark pools, 
which also manifests itself in public trading 
venues (Concha et al., 2011).

it is obvious that traders are constantly on 
the lookout for signs or information pointing 
to the existence of large orders resting in dark 
pools in order to earn large profits at mini-
mum risk.

There are several methods available for this 
purpose. For instance, they can use “front 
running” when, being aware of the details of 
the client’s order, before filling the client’s or-
der the executor of the order submits an order 
to the investment service provider on his own 
behalf to take advantage of the impact the 
client’s order will have on the prices (HFsA, 
Annual Report 2011). Another common 
method is “pinging”, where traders attempt to 
gain information about potential large deals 
concealed in dark pools by executing various 
smaller trades. if several smaller trades are exe-
cuted, there is a good chance that the “sharks” 
or “gamers” have stumbled into the tip of an 

Chart 1

AverAge execution sizes At dArk pools in the us

Source: Celent securities: dark Pools: in the eye of the storm, 2013
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iceberg, i.e. a large trade waiting to be execut-
ed (WsJ, 2008).

How widespread these off-exchange trading 
forms have become is an important but elu-
sive question, and it is difficult to gauge the 
exact percentage of transactions executed in 
“dark” venues. 

stoCk market exodUs, inCreasing 
dark liqUidity

The market share of dark pools is extremely 
difficult to assess as the relevant data are not 
readily available. in 2013, for instance, the most 
influential dark pool of the world, Credit su-
isse Crossfinder (McCrank, 2013) stopped its 
voluntary data reporting to Rosenblatt securities, 
an agency disclosing up-to-date statistics on dark 
pools in its monthly newsletter and to tABB 
Group, a consulting firm publishing regular 
reports to assess the activities of dark pools.7 

Among other things, this step, as well as the 
need for a clearer understanding of the situa-
tion drove the us Financial industry Regula-
tory Authority (FiNRA) to impose, as of April 
2014, a reporting obligation on all alternative 
trading venues.8

despite the difficulties involved in access-
ing data, it is plain to see that the volume of 
transactions executed in dark pools has shown 
a steeply rising trend in recent years. trad-
ing in dark pools, of course, is much more 
prevalent in the united states than in europe. 
While in 2010 the market share of dark pools 
was around 2 per cent in europe according to 
Rosenblatt securities and over 3 per cent ac-
cording to Thomson Reuters, this ratio stood 
at 8.5 per cent in 2014 (Thomson Reuters, 
2014). Moreover, Rosenblatt securities re-
ported an unprecedented 11 per cent market 
share in september 2013. 

in the united states, dark pool trading vol-
umes accounted for 13.3 per cent of the con-

solidated trading volume in december 2012 
and 14.3 per cent a year later (Rosenblatt se-
curities inc., 2014).

The exodus from traditional exchanges has 
become a general phenomenon, for several 
reasons. Brokers usually weigh a number of 
factors in deciding whether to match the buy 
and sell orders “internally” within the broker-
age firm itself, sell the order to another inter-
naliser, place it in dark pools or trade it on the 
stock exchange. One such factor is the trans-
action fee. stock exchanges typically charge 
higher fees than dark trading venues. As Manoj 
Narang, CeO of high-frequency trading firm 
tradeworx, put it: “the exchanges have basi-
cally become the liquidity venue of last resort”; 
in other words, only those trades get to be ex-
ecuted on traditional exchanges which cannot 
be concluded on more favourable terms on 
any other trading platform (McCrank, 2014). 
in addition, exchanges have become the bas-
tion of technology-driven, algorithmic trading 
(high-frequency trading, HFt). 

in the us, off-exchange trading grew from 
25 per cent in 2009 to 35 per cent on 2013 
(seC, 2013) and, based on Bloomberg’s fig-
ures, the market share was 40.4 per cent on 
10 June 2014. 

Chart 2 illustrates the gaining ground of dark 
trading venues in the united states (percentage 
of trading volume, based on daily close).

The us market has fragmented into 12 tra-
ditional exchanges and about 45 alternative 
trading venues, most of them dark pools. in 
addition, more than 200 firms are involved 
in internalisation. More shares change hands 
nowadays in dark pools than on the New York 
stock exchange (Mamudi, 2014).

Table 1 shows us trading venues and their 
respective market shares in March 2012, while 
Chart 3 presents the market share of dark 
pools in the united states.

The level of fragmentation in the european 
financial market differs from that in the united 
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states in several regards. since europe does not 
have a uniform data reporting system in place 
(such as the consolidated tape in the united 
states), it is often difficult to compare data col-
lected from various sources, and the settlement 
of cross-platform transactions is also more 
problematic. (Lengyel ‒ Réz ‒ szép, 2011)

Although europe has rapidly become 
the second most important player after the 
united states in respect of non-lit trading 
venues, electronic and dark trading gained 
true momentum only after the adoption of 
MiFid i. The possibility of dark trading had 
existed even before 2007 in the form of the 
dark liquidity options (reserve order or non-
displayed order) offered by broker pools or 
public trading venues.

MiFid had been preceded by several crossing 
networks10 where client orders are crossed against 
each other: POsit Match and Liquidnet arrived 

in europe in 1998 and 2002, respectively. in real-
ity, MiFid only intensified the competition for 
clients and forced traditional exchanges to re-
think their existing business models. By the end 
of 2009, more than two dozen dark-liquidity pro-
viders had entered the race for transactions: tradi-
tional exchanges, crossing networks and system-
atic internalisers. The following venues were 
counted among the most important players: 
Lse, deutsche Boerse, swiss stock exchange, 
euronext, Madrid stock exchange, as well as 
electronic platforms such as Aqueduct-Berliner 
Boerse, NYFiX euro Millennium, NAsdAQ 
OMX europe, BAts europe, NYse smartpool 
and Chi-X europe (Banks, 2010).

Numerous financial institutions decided to 
enter the MtF-market as part of consortia: by 
simultaneously supporting several emerging 
funds, they not only reduced risk, but also ac-
quired a stake in funds which were to become 

Chart 2 

the gAining ground of dArk trAding venues in the united stAtes

Bats global markets inc. merged with direct edge holdings llC on feb. 3. Before that date, Bats trading volume includes direct edge volume.

Source: Bloomberg, mamudi, 2014



 studies 

Public Finance Quarterly  2015/1 83

Table 1

us trAding venues And their mArket shAre (mArch 2012)

venue AverAge mArket shAre of 
consolidAted volume (per cent)

nasdaq stock market 18.1

new york stock exchange 12.3

nyse arca 11.7

Bats BZx exchange 8.3

direct edge edgx exchange 6.3

nasdaq omx Bx (formerly the Boston stock exchange) 2.8

direct edge edga exchange 2.7

Bats y-exchange (Byx) 2.6

nasdaq omx Psx (formerly the Philadelphia stock exchange) 1.0

national stock exchange (nsx) 0.4

Chicago stock exchange (Chx) 0.4

nyse mkt (formerly nyse amex/american stock exchange) 0.2

CBoe stock exchange 0.2

Total exchanges 67.0

lavaflow 1.8

Total electronic communication networks (ECNs)9 1.8

Credit suisse Crossfinder 1.9

goldman sachs sigma x 1.5

knight link 1.4

getco getmatched 1.2

Barclays lx 1.1

deutsche Bank superx 0.8

UBs Pin 0.7

knight match 0.7

morgan stanley ms Pool 0.7

level ats 0.6

liquidnet 0.6

Bids trading 0.5

instinet Cross 0.5

Citi match 0.5

Convergex millennium 0.3

Convergex Vortex 0.2

Total dark pools 13.2

more than 200 hundred other otC trading firms 18.0

Total other venues (internalisation, alternative trading venues, etc.) 18.0

ToTal 100.0

Source: Cfa institute (2012b) based on data from taBB liquiditymatrix, thomson reuters equity market share reporter, www.lavatrading.com, 

and Us seC.
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key players in dark trading. in 2008, for in-
stance, ten financial institutions participated 
in the foundation of Burgundy MtF. 

The tradition of large-volume (block) trad-
ing was another driving force behind the dy-
namic development of off-exchange markets 
in europe.

At the same time, partly owing to the lack 
of a uniform data reporting system, the new 
and complex european markets emerging are 
less transparent. 

Table 2 indicates the main market partici-
pants based on market share.

the imPaCt of dark trading on the 
qUality of the market –  
an oVerVieW of the literatUre

An important element of the factors considered 
by investors and brokers in selecting trading 
venues is the quality of the market in the 

given venue. The lower the investor’s explicit 
costs (such as transaction costs) and the more 
favourable the terms governing the execution 
of the same transaction, the more attractive 
the market is.

The quality of the market may be influ-
enced by several factors, the two most impor-
tant of which are market depth and the bid-
offer spread. A market can be considered good 
quality if its depth allows for the execution 
of larger transactions with the lowest possi-
ble price distorting effect. By similar analogy, 
the smaller the bid-offer spread, the better the 
market quality.

A survey conducted by the CFA institute 
found that up to a certain level, dark pool 
trading activity has a clearly positive im-
pact on market quality: it reduces bid-offer 
spreads and increases market depth. However, 
this effect reverses beyond a certain thresh-
old (which, according to the estimate of the 
CFA institute, occurs when more than 46.7 

Chart 3 

mArket shAre of dArk pools in the united stAtes  
(mArch 2012)

Source: Cfa institute (2012b) based on data from taBB liquiditymatrix, thomson reuters equity market share reporter, www.lavatrading.com, 

and Us seC.

total dark pools
total other venues

total exchanges
total electronic communication networks 
(eCns)
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per cent of stock trading takes place in undis-
played venues) (CFA Magazine, 2012a).

By contrast, in their study written in Aus-
tralia Comerton-Forde and Putniņš set this 
threshold well below fifty per cent. examining 
the effect of dark trading on price discovery, 

they drew a similar conclusion to that of the 
staff of the CFA institute: low levels of dark 
trading may have a positive effect on mar-
kets; however, dark trading above the ten per 
cent “tipping point” is associated with a steep 
decline in information efficiency; in other 

Table 2

mAin mArket pArticipAnts by mArket shAre

venue volume of on-site trAding As A percentAge of totAl 
volume – five-dAy AverAge (14 June 2014 – 18 June 2014)

lse group 39.41

Bats Chi-x europe 14.24

nyse euronext 12.36

turquoise 7.54

Bolsa de madrid 8.55

nasdaq omx 3.94

xetra 2.83

oslo Bors 1.54

six swiss exchange 1.38

irish stock exchange 0.66

equiduct 0.53

Wiener Börse 0.1

aquis 0.04

tom mtf 0.02

lit order books (total) 93.14

Bats Chi-x europe 1.98

UBs mtf 1.2

turquoise 1.08

liquidnet 0.38

sigma x mtf 0.78

itg Posit 0.93

instinet Blockmatch 0.44

nordic@mid 0.01

smartpool 0.04

Blink mtf 0.02

SlS 0.00

Dark order books (total) 6.86

Source: Bats trading, market share by market, June 18, 2014, Volume summary
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words, lack of pre-trade information impedes 
the price discovery process of the market (it 
is more difficult to factor private information 
into prices). Adverse selection is more likely 
to occur in “lit” markets, which will drive up 
spreads (Comerton-Forde, Putniņš, 2013).

Degryse, de Jong and van Kervel analysed the 
relationship between dark trading and market 
liquidity and found that dark trading harms 
liquidity. They argue that, in line with the 
principle of “cream-skimming”, dark markets 
attract less informed investors, which leads to 
adverse selection in traditional, lit markets. 
The authors stress that limit orders tend to mi-
grate from traditional markets to the compet-
ing alternative venues, which leaves investors 
trading strictly in the traditional market worse 
off (degryse et al, 2011).

According to Hatheway, Kwan and Zheng, 
the activity of dark pools damages the qual-
ity of us markets and hampers price discov-
ery, except for larger transactions. Based on 
their findings, the authors concluded that 

dark pools caused market segmentation. This 
means that dark pools pay investment service 
providers by the share (offering a price slightly 
more favourable than the mid-quote price, i.e. 
they offer sub-penny price improvement) in 
order to attract the service provider to place 
the order with them (payment for order flow).11 
Another phenomenon facilitating market seg-
mentation is called the uninformed retail or-
der. Being “uninformed”, retail traders have 
little information about the origin or destina-
tion of the share, and in the lack of adequate 
information they are willing to buy or sell 
the given share practically at any price. such 
investors are attractive to both brokers and 
trading venues as, due to the investor’s lack of 
information, the trading venue can be chosen 
fairly freely, and there is a better opportunity 
to take advantage of the spread (although the 
“best execution” principle is intended to curb 
this practice).12

dark venues attract uninformed small or-
ders, “skimming” liquidity from lit markets. 

Chart 4

mArket shAre of dArk order books in europe (AverAge totAl volume,  
14 June 2014 – 18 June 2014)

Source: Bats trading, market share by market, 18 June 2014, Volume summary

lit order books (total) dark order books (total)



 studies 

Public Finance Quarterly  2015/1 87

By contrast, Zhu (2013) arrives at the ex-
act opposite conclusion: adding a dark pool 
alongside a traditional exchange in his model, 
he finds that dark pools improve the efficiency 
of price discovery as informed traders tend to 
concentrate on exchanges. At the same time, 
improved price discovery is associated with 
reduced exchange liquidity; thus the social 
welfare implications are not straightforward. 
Zhu also stresses that dark pools attract unin-
formed orders which, essentially, divides the 
market into two parts in terms of the presence 
of relevant information. 

All this clearly demonstrates that money 
markets and investment options are extremely 
fragmented these days. Regulators therefore 
focus their efforts on limiting dark trading 
to transaction sizes that truly influence mar-
ket price and on facilitating the disclosure, as 
much as possible, of the key details of dark 
trades, such as participants, transaction types 
and transaction matching technologies. The 
latter is particularly important from the per-
spective of data collection (aimed at deter-
mining what percentage and which portion 
of trading is concluded in dark venues); in 
addition, it fosters efficient price discovery in 
traditional “lit” venues. 

regUlation

The vast majority of the literature concentrating 
on dark liquidity – Hatheway, Kwan and Zheng 
(2013), CFA institute (2012b), Comerton-
Forde and Putniņš (2012), degryse, de Jong 
and van Kervel (2011) – concludes that the 
migration of trading to dark venues may 
deteriorate the quality of “lit” markets. The 
experts, however, express different opinions in 
respect of the dark percentage at which these 
negative effects may emerge. 

The reason for this discrepancy may be the 
different databases used by the authors for 

drawing their conclusions (authors analysed, 
for instance, respective parts of the Austral-
ian, us and european markets). The extent 
to which experts considered endogeneity also 
differed (i.e. the correlation between specific 
factors: for instance, non-block dark transac-
tions, spreads and market depth are not neces-
sarily in a clear, causal relationship with one 
another; a change in one may have an impact 
on another). 

This may be the reason why the authors 
determined the “tipping point” so differently: 
while the study of the CFA institute deter-
mined the threshold above which dark trad-
ing may harm open markets at nearly fifty 
per cent, the Australian securities and invest-
ments Commission (AsiC, 2013), as well as 
Comerton-Forde and Putniņš found that, if 
used for the execution of non-block transac-
tions, dark pools may impair spreads and mar-
ket depth on “lit” platforms above as little as a 
market share of 10 per cent.

There is no consensus, then, about the 
threshold; most of the literature, however, 
agrees that lit markets and traders may be hurt 
overall if an excessive part of trading is per-
formed in dark venues. 

Another problem that may arise in relation 
to dark trading is the fact that numerous ven-
ues provide their clients with sponsored access 
to certain trading platforms, which may give 
rise to fraud: some traders may gain access to 
benefits at the expense of others under ambig-
uous conditions (for example, the company 
providing sponsored access may belong to the 
same group as the sponsor). investors have an 
interest in being provided with equal, simulta-
neous and non-discriminatory access. 

difficulty in accessing data on dark trading 
have also given rise to concerns. This problem 
may (also) be explained by dark platforms’ 
vested interest in keeping confidential the 
data pertaining to their own business models 
or clients.13
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in summary, the contradiction is stem-
ming from the fact that the short-term pri-
vate interests (lower transaction costs, sig-
nificantly better prices for investors, etc.) of 
market participants providing and using dark 
trading services are in conflict with the over-
all market’s longer-term (public) interests 
which call for more information in order to 
facilitate efficient price discovery and inves-
tor confidence. 

in view of the above, regulatory authori-
ties considered it necessary in several coun-
tries to revise the existing rules on the once 
negligible, but today fairly substantial, dark 
liquidity in the market. The next part of this 
paper presents the main features of european 
and us regulations and highlights the regu-
latory dilemmas arising in relation to dark 
pools. 

in the united states, Regulation NMs 
(National Market system) was revised and 
reformed in 2005. With regard to the regula-
tion of dark pools,14 Rule 610 provides that 
market participants should have fair and non-
discriminatory access to different venues and 
prices. This regulation is not applicable to 
alternative trading systems (Ats) unless they 
execute more than five per cent of the trades 
in the given share. According to the seC, at 
present none of the alternative trading sys-
tems exceed this threshold. Consequently, 
under the regulation alternative trading sys-
tems may legally operate dark platforms. Rule 
610 allows investors to access a particular 
trading centre through so-called private link-
ages; however, the trading centres may not 
impose unfairly discriminatory terms. it lim-
its the fees that a trading centre can charge 
investors for access to its protected quotations 
to no more than usd 0.003 per share (CFA, 
2012b).

The main difference between the logic of us 
and european regulation is the fact that, while 
the us regulation distinguishes traditional ex-

changes (subject to stricter rules) from alter-
native trading systems (viewed as brokers or 
traders subject to less stringent requirements), 
europeans treat all MtFs in a uniform fash-
ion. in theory, the same rules are applicable 
to all MtFs (including dark pool operators) 
which, however, may apply for exemption 
from the pre-trade transparency requirements 
if certain conditions are met (Boskovic ‒ Cer-
ruti ‒ Noel, 2009).

Possible waivers apply to large (well above 
average market size) transactions, transactions 
with a reference price, negotiated transactions 
(a volume weighted average price transaction), 
orders held in an order management facility 
(which gave rise to “iceberg orders” on regu-
lated markets or MtFs). Various concerns 
have arisen in respect of these exemptions over 
the past seven years including the inconsist-
ent application of the rules by certain Member 
states and markets, which had an adverse ef-
fect on price discovery (CesR, 2010). The re-
vision of the MiFid commenced in 2010, one 
of its primary objectives being to eliminate 
the abovementioned inconsistencies. Another 
objective is to extend the scope of the regula-
tion to crossing networks, given that currently 
the transactions executed there fully qualify as 
OtC transactions.

Although similar regulations are also in 
place in Australia and Canada, the proposals 
to maximise the ratio of dark trading by the 
end of 2016 are highly debated (according 
to the proposals, only up to 8 per cent of the 
total daily trading volume of a share can be 
traded in dark markets, and maximum 4 per 
cent of the daily quantity sold can be executed 
in a single dark venue). 

similarly, us regulators have been contem-
plating to impose restrictions on dark trading: 
they would only permit the execution of a 
transaction in a dark platform if the alterna-
tive trading system offers a meaningful price 
improvement for the investor.15 
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According to iOsCO, the regulatory princi-
ples addressing dark liquidity are designed to:

•	minimise the adverse impact of the increased 
use of dark pools and dark orders in 
transparent markets on the price discovery 
process;

•	mitigate the effect of any potential 
fragmentation of information and liquidity;

•	help to ensure that regulators have access to 
adequate information to monitor the use of 
dark pools and dark orders;

•	help to ensure that investors have sufficient 
information so that they are able to 
understand the manner in which orders 
will be handled and executed16;

•	increase the monitoring of dark orders 
and dark pools in order to facilitate an 
appropriate regulatory response (iOsCO, 
2010a).

traditional exchanges, which seek to “win 
back” customers, are set to benefit from the 
adoption of the relevant restrictions and 
changes. Obviously, dark pools gained ground 
because they satisfy existing market demand. 
This is precisely why traditional exchanges 
engaged in setting up dark pools themselves 
or initiated cooperation with market partici-
pants with well-established dark pools (smout 
‒ Hutchison, 2014). They are also prepared 
for a potential restriction on dark trading in 
money markets: the London stock exchange, 
for instance, envisages the introduction of a 
“mid-session auction” in order to offer traders 
some of the advantages of anonymous trad-
ing, while remaining within the bounds of the 
new regulations. 

For the duration of the auction, normal 
trade would be suspended, and buyers and 
sellers would submit their offers with an al-
gorithm used to determine the price. Brian 
Schwieger, Lse’s head of equities said that the 
mid-session auction may offer an alternative 
to those who have no access to a dark pool for 
executing larger trades (Cave, 2014).

sUmmary

exemption from pre-trade transparency 
requirements in off-exchange venues provides 
an opportunity for the execution of block 
trades without information leakage and a ma-
jor market impact. 

While there are numerous dark trading 
platforms, this paper merely touched upon 
systematical internalisers and crossing net-
works, and was intended to focus primarily 
on dark pools. The trade size of dark pools has 
practically shrunk to stock exchange size by 
now, whereas their use has become extremely 
widespread (with a steadily growing number 
of transactions). in addition, it is not entirely 
true that these platforms offer meaningfully 
better prices to investors. 

This means that they do not fill the market 
role originally intended by the authorities. 

the increasing popularity of dark trad-
ing and the liquidity drainage observed in 
exchanges force regulators to revise the ex-
isting rules. there are concerns that large-
scale dark trading (the exact extent of which 
is subject to professional debate) has an ad-
verse effect on efficient price discovery in 
traditional “lit” markets, and that sponsored 
access to certain services restricts the group 
of potential investors, impairing non-dis-
criminatory market participation. dark pool 
owners, in turn, are in the position to per-
ceive certain trading trends earlier than other 
market players, which they can easily turn to 
their advantage. 

The functioning of dark pools lacks trans-
parency and it can be understood in retrospect 
at most; meanwhile, the area of dark trading 
witnesses an enormous technological progress 
as automated trading is gaining ground. All 
this leaves regulators perpetually one step 
behind (they can respond to market changes 
only on a retrospective basis). 

These dilemmas prompted regulatory au-
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thorities to initiate consultations about stand-
ards restricting the level of dark trading and 
setting forth their nature in more detail. As 
dark trading is a response to existing and jus-
tified market needs, regulators do not seek to 
eliminate this form of trading, but rather to 

curb their excessive use. This is a fully war-
ranted effort. 

Accordingly, we are likely to see the re-
trenchment of dark trading options in the 
near future, and market participants should 
prepare themselves accordingly. 

Notes

1 investment principles relying on fundamental 
analysis essentially attempt to determine a given 
investment’s real intrinsic value and under- or 
overvalued status (and hence, the magnitude of an 
expected price movement) in consideration of the 
macroeconomic and industry environment and 
the position of the company in the real economy 
(financial management indicators, financial 
statements).

2 technical analysis, in turn, provides projections 
based on shifts in supply and demand and investor 
“sentiment” in respect of a stock exchange product.

3 High-frequency trading is a possible and increasingly 
popular form of automated trading, which involves 
incredibly rapid, technology-driven response. 
Moving in and out of positions in fractions of a 
second provides an opportunity for outperforming 
the rest of the market players. HFt is typically a 
form of proprietary trading with small bid sizes, 
short holding periods and positions closed at the 
end of the day (Réz, 2011). HFt has become so 
widespread that HFt quotes account for 70 per 
cent of all trades on the New York stock exchange 
(Portnoy, 2011).

4 MtFs are trading platforms competing with 
traditional stock exchanges. They gained ground 
in europe following the adoption of the MiFid 
directive in 2007, when the concentration rule was 
abolished. Previously, investment service providers 
were permitted to trade quoted shares and other 
securities on stock exchanges only. After 2007, the 

most important MtFs have been Chi-X, BtAs exc-
hange and turquoise. The increasing market share of 
MtFs can be explained by their use of sophisticated 
it technologies and lower fees than those offered by 
traditional stock exchanges (Fioravanti – Gentile, 
2011).

5 When an investor instructs its investment service 
provider to execute a certain transaction, the provider 
has several options in respect of the venue and 
method of execution. For instance, it may decide to 
execute the transaction on a regular stock exchange 
or it may opt to turn to a third party, i.e. market 
makers. These firms buy and sell stocks at publicly 
quoted prices and, in order to attract orders, they are 
willing to pay consideration to the investor or to the 
entity acting on the investor’s behalf, i.e. the broker. 
(This is usually a certain sum of money per share 
known as “payment for order flow”). Obviously, the 
provider may choose a dark trading venue as well, 
if it deems such a venue more favourable. As a rule, 
service providers must essentially adhere to the “best 
execution” principle; in other words, they must 
strive to find the optimal solution best serving the 
client’s interests (HFsA, 2006b).

6 dark pools are usually operated by banks or 
alternative trading platforms. 

7 Based on the article published on 4 February 2014 
in The trade News: http://www.thetradenews.
com/news/Asset_Classes/equities/FiNRA_dark_
reporting_plan_approved_but_concerns_remain.
aspx
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8 Alternative trading venues are required to report 
weekly trading volume data to FiNRA, which 
publishes on its website data on liquid instruments 
with a two-week delay, and information on less 
liquid products with a four-week delay. 

9 Brokerage firms/exchanges which can be accessed 
directly only by members (institutional investors, 
brokerage firms and market makers), while private 
investors’ orders can only be routed through 
brokerage firms (Réz, 2011).

10 Crossing network: Crossing networks are private 
execution venues typically operated by larger 
investment banks and brokerage firms (unregulated 
markets and MtFs), and are exempt from pre-
trade transparency requirements. Their transactions 
currently qualify as over-the-counter (OtC) trades. 
CNs are available only to the clientele defined by the 
operator and they ensure anonymity to their clients 
(Réz, 2011); while they are similar to dark pools, 
in europe they operate outside and independently 
of regulated markets and MtFs (Fese, 2010, 2). 
By contrast, they are considered to be alternative 
trading systems (Ats) in the united states, and are 
subject to the rules imposed on Ats trading (World 
Bank, 2009, 8).

11 see footnote 5

12 see footnote 5

13 According to the technical Committee of the inter-
national Organization of securities Commissions 
(iOsCO), a body analysing, among other things, 
the regulatory environment, the challenges to be 
tackled by dark pool regulations cover three main 
issues:
•	 the impact on the price discovery process where 

there is a substantial number of dark orders 
and/or orders submitted into dark pools which 
may or may not be published;

•	 the impact of potential fragmentation on 
information and liquidity searches; and

•	 the impact on market integrity due to possible 
differences in access to markets and information 
(iOsCO, 2010b).

14 Rule 611 is aimed at price protection and provides 
that a transaction must be executed at the best possible 
price. With that in mind, quotations available on 
various trading platforms must be compared and 
if a better price is identified, the transaction must 
be routed to that platform. since dark pools do not 
display their quotations, transactions concluded 
there do not enjoy the same protection.   
in theory, Rule 612 (the so-called “sub-penny 
rule”) is intended to prevent certain market 
participants from gaining advantages through mi-
nor, sub-penny price improvements, which would 
lead to excessive market fragmentation.   
Rules 601 and 603, in turn, introduce obligations in 
respect of data reporting.

15 Mary Jo White, Chair of seC justified stricter 
regulations by the following: “[...] the consensus 
of the research is that the current extent of dark 
trading can sometimes detract from market quality, 
including the informational efficiency of prices. [...] 
transparency has long been a hallmark of the u.s. 
securities markets, and i am concerned by the lack 
of it in these dark venues. transparency is one of the 
primary tools used by investors to protect their own 
interests, yet investors know very little about many 
trading venues that handle their orders” (Mary Jo 
White, 2014).

16 in respect of ensuring investors’ access to information 
it should be noted that in June 2014 the Chief 
Prosecutor of New York sate filed civil law charges 
against Barclays PLC Bank for running its highly 
popular dark pool, LX, in a manner misleading 
investors. Barclays allegedly favoured high-
frequency traders in LX over other investors while 
downplaying the role of the high-frequency trading 
dark pool. According to the Chief Prosecutor, 
Barclays PLC intentionally deceived its investors by 
misrepresenting the operations of LX. 
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