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Covering all the Angles:

FIXGlobal brings you the perspective of a Proprietary Trading System (PTS) operator.

PTSIN JAPANH A D& 5

Yoichi Ishikawa of kabu.com Securities navigates the developments of PTSs in Japan
and their effects on markets, traders and regulators.

(1) Could you tell us about the
history of PTS in Japan and its
growth over the past 3 years?

The history of Proprietary Trading
Systems (PTS) in Japan began

with the launch of PTS trading in
September 2000 as the country's first
alternative stock trading platform.
Initially, two brokerages developed
and launched PTS operations geared
primarily toward after-hours trading
for retail investors, using the closing
price at exchanges and VWAP for
certain institutional investors. As a
result, until April 2007, PTS trading
never accounted for more than 0.2%
of overall market volume (monthly
basis). PTS trading volume, however,
gradually began to expand starting
in the second half of 2007 owing to
the added liquidity provided by new
link-ups between PTS operators and
brokerage houses. In 2008, PTS mid-
day trading was launched, offering
smaller minimum price movements
than the exchanges. PTS operators
expanded to six firms, and a small
number of international brokers
began smart-order routing (SOR)
operations. 2009 brought even
smaller minimum price movements
- less than 1yen - and the launch of
PTS stock price streaming through
major information vendors such as
Thomson Reuters, Bloomberg and
QUICK. As a result of these advances,
PTS trading exceeded 1% of overall
market volume (monthly basis)

for the first time in October 2009.
Although the launch of the Tokyo
Stock Exchange's (TSE) advanced
trading platform, Arrowhead, at the
start of 2010 resulted in reduced
latency and reduction of tick size,
overall market trading value, including
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the Tokyo bourse, has not witnessed a
significant increase. While PTS trading
value, too, has not seen much in the
way of growth, PTS trading is now
primarily used by brokerage houses
for algorithmic and electronic trading
to capitalize on arbitrage trading
opportunities to leverage the price
discrepancy between the Arrowhead
System and the smaller PTS price
ticks. Arbitrage trading will likely grow
to represent over half of all trading

on the kabu.com PTS platform.

(2) What are the implications of the
growth of alternative platforms/PTS
- On clients?

Since 2009, Japan Consolidated
Tape, which displays the best price
from multiple markets (traditional
exchanges and PTSs) using streams
from major information vendors,

has become the focus of attention
regarding the trend toward a reduction
of tick size, including less than 1 yen.
While institutional investors are
considering using SOR to efficiently
execute trades at this best price,

the challenges faced include:
developing systems (OMS, back
office administration, etc.) to link
with PTSs, which have not been used
until now; the formulation of internal
rules and regulations; and dealing
with environmental changes arising
from greater liquidity in the Japanese
equities markets, including PTSs.

- On sell-side firms?

Brokerage houses have focused
attention on organizing internal
policy governing PTS usage, the
pursuit of reduced latency using
collocation and the review of
whether PTSs represent a viable
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“..the ability to
develop advanced
and sophisticated IT
systems, including
reduced latency
networks and direct
feeds from the
markets, represents
a pressing need in
the battle for best
execution,...”
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“..the evolution

of market
infrastructure, such
as collocation,

new alternative
trading systems
and SOR brings
the possibility that
high frequency
trading (HFT) may
grow more active in
Japan..."

alternative market trading platform
and the capabilities of SOR, such
as whether orders can be routed
efficiently to multiple markets.
From a policy perspective, after
the start of 2010 several brokerage
houses in Japan have revised

their best execution policy

to clarify SOR connections to PTSs.

As for settlement cost and
counterparty risk, a growing number
of firms, including those who
previously avoided connecting to
PTSs, are now considering using
PTSs more intently because the
Japan Securities Clearing Corporation
(JSCC) will offer clearing services

to alleviate these risks from July
2010. On the other hand, in terms

of technology, the ability to develop
advanced and sophisticated IT
systems, including reduced latency
networks and direct feeds from the
markets, represents a pressing need
in the battle for best execution,
especially considering prices can
fluctuate by the millisecond in SOR.

- On the venues, including exchanges?
In July 2010, JSCC plans to offer

clearing for PTS trades. Of the six
PTS operators in Japan today, the
brokerage house-centered PTSs
Kabu.com Securities, SBI Japannext,
and Chi-X Japan (a planned market
entry) are to participate in the JSCC
clearing system. With JSCC as the
central counter party (CCP), PTS-
based trading can expect more
efficient settlement through netting
of exchange trades as well as
reduced counterparty risk. On the
other hand, compared to the 105
listed firms on the TSE, each PTS
contains less than 10 securities, so
PTS operators will need to use JSCC
clearing as a means to expand the
number of participating securities
to increase liquidity going forward.

- And on the regulators?

In March 2010, the Financial Services
Agency (FSA) revised part of the
Comprehensive Guidelines for
Supervision of Financial Instruments
Business Operators, etc. Regarding
PTSs, these revisions clarify guidelines
on the need for PTS licensing through
order matching within firms, specify
that margin trading is not allowed
using PTSs and set forth the need

to match PTS short selling practices
with short selling regulations
implemented by the exchanges.

In May 2010, the Japan Securities
Dealers Association (JSDA) set up
the Equity Trading on Alternative
Trading Platforms Policy Development
Working Group to address short
selling on PTSs by seeking to develop
its own and other regulations.

(3) Looking forward, how do you
see competition playing out? What
will be the impact of increased
competition on technology?
Starting in 2010, firms have moved
forward with SOR operations that
link to viable alternative markets for
the buy-side and sell-side, and policy
development has also progressed
regarding the role of JSCC and short
selling on PTSs, etc. In addition,
Chi-X, with its experience operating
alternative trading platforms in
Europe, plans to launch its own PTS
in Japan on the premise of JSCC
clearing. Neither trading volume nor

value has seen an uptick since the
TSE Arrowhead System went into
operation in January 2010, but the
evolution of market infrastructure,
such as collocation, new alternative
trading systems and SOR brings

the possibility that high frequency
trading (HFT) may grow more active
in Japan as well. Amid these changes,
we believe there will be significant
growth in the roles of PTS operators
and brokerage houses with the
ability to respond quickly to policy
changes and the competencies

to provide trading platforms that
reduce latency in matching systems,
OMS, and networks with speeds in
the sub-millisecond to millisecond
level. We also feel that it will be
important for the entire securities
industry in Japan to grasp and
practice the idea of “best execution
in multiple markets,” which is such
an integral part of markets in Europe
and North America, to generate
new and enhanced competition
amongst equities markets.

(1)Could you tell us about the

history of PTS in Japan and its

growth over the past 3 years?
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(2) What are the implications of the
growth of alternative platforms/PTS
- On Clients?

2009 F U .PTSICE T2/ =%
EHEEDRHDFENDE KRICEEL
T RFBHEARNVY—ICLDEHTH
(BEIFTEPTS) ND R BB Z R
I5HAMBEEIRE=F— (Japanese
consolidated tape) hSEESN 2D
% BRI ERIE. CORBIEER TDRNER
IR EIT D=6, SORDFER DIRET Z
HTWBH, —AHINETEGE|Z LT
Mo PTSICH T 2R T LABE(OMS
ENYIA T ATOEE) AR D
EfE. I5ICPTSEZ&H AT B SR
DREMEIEARNDIRIEDZE AL EREE 7R
2TW5,

- On sell-side firms?
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- On the venues including exchanges?
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- And on the regulators?
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(3) Looking forward, how do you

see competition playing out, what

will be the impact of increased
competition on technology?
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Any thoughts about this or other articles?

Please send any comments direct to:
editorial@fixglobal.com






