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Thank you Chairman Huizenga and Ranking Member Maloney for the opportunity to testify
today on “U.S. Equity Market Structure Part 1: A review of the Evolution of Today’s Equity Market
Structure and How We Got Here.” I applaud the hard work of this Subcommittee over the last several
years to help bolster our public markets. As you know Mr. Chairman, Nasdaq recently launched an
initiative to promote ideas that we think will enhance the public markets and revitalize the pathway
for IPOs and improve the public company experience. This effort is built upon outreach to our
customers, including listed companies and market participants, and other experts to produce
actionable recommendations for the SEC, Congress and the new Administration. We recently
released our proposals to reconstruct the regulatory framework, enhance market structure and
promote long-termism and they can be reviewed at: http://business.nasdaq.com/revitalize. We also
ask that our Revitalize Blue Print be added to the Committee record as Attachment I in our
testimony.

Let me begin by stating a few observations about the U.S. marketplace for equity securities:
1) Our markets are the strongest and fairest capital markets around the globe. They are the envy
of the world.
2) U.S. equities are unmatched in liquidity, depth and transparency. We should be careful not to
tip the balance. Regulation NMS is not perfect, but it has achieved its intended target of

enhanced competition among exchanges, improved resiliency and lowered the overall cost of
trading. Only data driven analysis should underpin potential changes.
3) Self-Regulation remains critical to investors and the US equities market. Investors must have
confidence that markets are fair and well-regulated. SROs make a critical contribution to fair
and well-regulated markets by investing heavily in state-of-the-art technology and welltrained people dedicated to real-time market surveillance and enforcement. The modern
exchange self-regulatory model is a necessary and effective partner to the SEC to add a realtime view and years of regulatory expertise. Without SROs, the SEC would face serious
challenges to protect investors and ensures a fair and transparent market is available to all.
Without SROs, the SEC would have to grow significantly.
4) The SEC’s Equity Market Structure Advisory Committee (EMSAC) does not have listing
exchange membership, online retail broker membership or public company membership
beyond financial services. This lack of key viewpoints has led to recommendations that are
not representative of some of the broader and deeper issues – such as the lack of capital
formation.
5) Speaking of capital formation, it is the central issue facing the markets today! The focus of
all market structure discussions should be centered on one issue: How do we improve the
liquidity and trading experience of small public companies? The trading environment for
public companies fails to take into account the size and needs of smaller public companies.
Market structure has real, and at times unintended, impact. A small regional bank in your
district is expected to attract liquidity and trading volume under the same rules that apply to
trading Apple, Google and Amazon. The smallest companies have their trading spread
among 12 exchanges and about 40 dark pools. CEOs and CFOs see the trading
characteristics of small issues and are dismayed to observe that price discovery is scattered
over 50 venues in order to comply with a national standard designed for the trading of billion
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dollar plus companies. Simply put, regulation that applies a one-size-fits-all market structure
does not serve a diverse set of issuers or investors well.
6) Market Structure is evolving to better serve investors without regulatory or legislative action:
For example, the last time Nasdaq testified before this subcommittee, the speed and resilience
of market data was discussed often. Since then, Nasdaq has enhanced the Nasdaq Securities
Information Processor (SIP) with state-of-the-art technology that simultaneously
strengthened resiliency and reduced processing time by over 90 percent, a technological
advancement that Nasdaq is especially proud to deliver to the markets. The consolidated data
feed is now one of the fastest in the industry; in fact it is faster than several direct markets
direct feeds.
7) The duty to provide fair and equal access should be harmonized across all platforms to
protect investors from unfair discrimination, avoid two-tiered markets, and unify liquidity
that is fragmented across over 50 execution venues. Regulators must consider the structural
advantages of off-exchange trading when considering new layers of regulation that could
push additional trading off exchanges.

Nasdaq’s perspective on market structure is unique; we operate closer to the intersection of capital
formation and market structure than any market participant. Across its global exchanges, Nasdaq
lists more than 3,700 companies from 35 countries, representing more than $10 trillion in total
market value. $10 Trillion dollars is very significant; that is $10 Trillion dollars that not only
supports corporations that make jobs around the globe but that also leads to growth in millions of US
Citizens savings and retirement accounts. Nasdaq serves issuers through all stages of growth, in all
phases of their operations, and on every continent. From liquidity events on the Nasdaq Private
Market through initial public offerings and secondary trading to fixed income issuance and
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derivatives hedging, Nasdaq lives at the heart of capital allocation. Nasdaq issuers, in turn, are the
engine of the U.S. and global economy, spurring innovation, creating jobs, and driving economic
growth.

In addition to our role as the owner and operator of 35 markets, clearinghouses in central securities
depositories in the U.S. and Europe, we also are the market infrastructure technology supplier to 85
markets, clearinghouses, and regulators, across the globe. Therefore, Nasdaq is uniquely focused on
the value of liquidity that is instantaneously accessible to global investors.

For over 400 years, governments and institutions have recognized that well-functioning public
markets are the backbone of effective capital formation. Initial public offerings depend upon readily
available secondary markets, which in turn depend upon public price discovery and displayed
liquidity. Displayed bids and offers, which are immediately accessible help form the public
reference price that millions of investors rely on, not only for valuing individual stocks, but also for
valuing trillions of dollars of equities exchange traded funds and mutual funds, not to mention the
larger pool of options, futures, and other derivatives tied to that reference price. And, for small
issuers, that reference price is not being cultivated according to their specific needs.
A key ingredient in our Revitalize Blue Print was enhancing the market structure for small public
companies. Our Revitalize recommendations center on items this committee has already considered
as part of the Financial CHOICE Act, H.R. 10, which Nasdaq supported publicly and has hopes that
the U.S. Senate will use as its guidepost as it crafts its own plan.
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As you will see in our plan, Nasdaq recommends that policy-makers reconstruct the regulatory
framework for public companies (through changes to tax policy, litigation policy, reforming the
proxy process and ease the burdens of corporate disclosure), modernize securities market structure to
help the trading experience of small public companies and promote long-termism to protect a critical
sector of investors in our public markets. In many ways, today’s markets bear little resemblance to
those of just a decade ago. The old images of brokers fielding telephone calls and floor traders
hollering orders has long since given way to a profoundly interconnected, technology-driven
marketplace that transacts across an astonishing array of exchanges and trading venues. As a pioneer
in the development of electronic trading, Nasdaq views market innovation as a tremendous force for
good, unlocking competition and unleashing the flow of capital to catalyze economic activity. Yet, as
markets have advanced, the fundamental structure that underpins them has not evolved to benefit all
market segments equally. While efficient markets benefit both issuers and investors, inefficient
markets can choke the flow of capital, become a drain on growth, and block companies—particularly
small and medium growth companies—from reaching their fullest potential.

The key regulations that form the foundation of today’s markets—including Reg. NMS and Reg.
ATS—were developed and implemented more than a decade ago. Despite improvements to markets
after implementation of these regulations, liquidity and the trading experience for small and medium
growth companies and investors in these companies still lag far behind that of larger issuers. As such,
policy makers should be hyper-focused on addressing the one-size-fits-all regulatory regime. For
small and medium growth companies—those with a market capitalization below $1 billion,
particularly when the lower market cap is accompanied by low daily trading volume— relatively
small orders can create dramatic price movements. This increases costs for both the companies and
their investors. For example, regardless of the listing market that a company may choose, small and
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medium growth companies have shown a worsening incidence of high-volatility days, which
increases investor confusion and undermines confidence in our markets.

This liquidity dilemma stems from a long-term trend towards fragmentation, where liquidity has
spread across an increasing number of trading venues. As recently as 15 years ago, more than 90% of
liquidity was often concentrated in a single exchange with the small remainder spread over an
additional eight to ten other exchanges and electronic communications networks. Today, liquidity in
small and medium growth companies is spread thinly across fifty or more venues (there are 12
exchanges alone), and no single market controls even 25% of trading. As a result, every venue has a
very thin crust of liquidity for small and medium growth companies, a crust that can be broken by a
single large order. When the liquidity crust is broken, the order can quickly impact the market’s
ability to efficiently absorb it, resulting in a poor experience for investors. Compounding that trend,
liquidity has also moved off exchanges and onto alternative trading venues, making it more difficult
to find latent liquidity. Nearly half of U.S. publicly traded small and medium growth companies have
more than 50% of their trading occurring off-exchange, away from the benefits of price formation
and transparency offered by U.S. exchanges.

Nasdaq believes concentrating liquidity for small and medium growth companies onto a single
exchange will allow investors to better source liquidity. The introduction of Unlisted Trading
Privileges (UTP) gave rise to fragmentation, combined with a proliferation of alternative trading
systems. In 1975, Congress determined that investors would benefit from greater competition if
securities listed on one exchange were available for trading on all other exchanges and in over-thecounter trading venues. In 1998, determining that further steps were necessary to foster competition,
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the Securities and Exchange Commission enacted Regulation ATS, which lowered the bar for the
launch of alternative trading systems. Advances in technology and further regulatory changes, most
notably Regulation NMS, enacted in 2006, then led to an explosion of ATSs and exchanges,
culminating in the current environment in which we have 50-plus active trading venues.

While these changes have spurred competition that has brought benefits to larger issuers, they have
proven extremely challenging for less liquid companies. When it comes to UTP, the law of
diminishing marginal returns applies—and we have far exceeded the point at which the benefit
outweighs the costs.

Give issuers choice: To consolidate liquidity and improve trading quality, Nasdaq recommends
permitting issuers to choose to trade in an environment with consolidated liquidity. By creating a
market for smaller issuers that is voluntary for issuers to join and that is largely exempt from the
UTP obligations—subject to key exclusions—we can concentrate liquidity to reduce volatility,
preserve choice improve the trading experience, and spur market innovation that supports smaller
issuers.

Eliminating UTP for small and medium growth companies would allow liquidity to develop, and for
supply and demand to find one another. Without the rigidity of Regulation NMS which was enacted
to cater to a UTP market model, the new markets would also create natural opportunities for other
market structures to innovate – for example, intraday auctions to bring together supply and demand
for the benefit of all. The net effect our recommendations will be a substantial “thickening” of the
liquidity crust on the exchange that lists the security.
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Nasdaq has learned from experience that for small and medium sized issuers, consolidation offers
significant benefits to investors. On Nasdaq’s First North market in Sweden, which lists small and
medium stocks, liquidity is concentrated on a single market rather than distributed over many
markets. When comparing the trading characteristics of the securities on the un-fragmented First
North market with the corresponding stocks in the fragmented U.S. markets, spreads are 37% better
and volatility is also lower on First North, even though the stocks listed are smaller than those listed
in the U.S. In addition to the potential benefits to specific issuers and their investors, consolidation
in this segment of the market could reduce the level of complexity arising from the interconnections
of multiple exchanges. Furthermore, order types designed specifically to accommodate market
fragmentation can be removed, increasing simplicity and decreasing risk.

Reducing fragmentation does not have to come at the cost of reduced resilience. The listing exchange
should ensure that a robust backup system is in place—as well as a named backup exchange—to
ensure resiliency for the trading of these securities. For example, Nasdaq has a proud history of
maintaining resiliency in markets, including robust testing and geographically diverse systems. In
sum, these changes would result in a “net” benefit to small and medium growth companies and their
investors.

Deploy intelligent tick sizes: Every company listed on U.S. markets trades with the same standard
tick sizes, but advancements in technology make this standardization completely unnecessary.
Nasdaq’s experience and research demonstrates that a one-size-fits-all approach to tick size is
suboptimal, particularly small and medium growth companies. Nasdaq believes that these companies
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should have the ability to trade on sub-penny, penny, nickel, or even dime increments. Transparent
and standardized methodologies can and should be used to accurately determine the optimal tick size
to increase liquidity and reduce trading costs. Both Nasdaq and the NYSE petitioned the SEC for this
reform many years ago and to date nothing has happened on those petitions.

Implement an intelligent rebate/fee structure that promotes liquidity and avoids market
distortions: Over the last decade, technological advancements and competition have dramatically
lowered the cost of executing trades. This trend obscures the fact that fees and rebates, particularly
rebates, are critically important for listed companies too, and not just a factor for traders. Nasdaq
relies on liquidity rebates to motivate market makers to enter aggressive quotations which in turn
ensures that price discovery is accurate and reliable. For active securities with strong order flow
competition, these rebates may be less material, but for illiquid securities rebates can be critically
important to a sound market.

Nasdaq believes that any study that looks at fee or rebate levels must be well-designed to help
develop an intelligent fee and rebate regime, which would align with the Intelligent Tick Size regime
Nasdaq has long recommended. We firmly believe that a blunt access fee pilot that does not consider
the impact on liquidity could harm smaller company stocks that already face liquidity head-winds.
Additionally, issuers should be given a choice as to their stock’s participation in any pilot that is
developed, in recognition of the potential impact to their shares and shareholders. We need to be
very careful about policies that would eliminate or significantly reduce liquidity incentives such as
rebates in the context of less liquid stocks where the gain or loss of market making will have the most
impact.
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All market structure policies must emanate from data driven policy analysis. Any reform of our
powerful equity markets should be approached prudently. Those calling for reforms must present
compelling empirical evidence to demonstrate that our world-class system has a problem or problems
that need fixing before producing a solution in search of a problem. Reformers must state clear
policy goals, and proposed reforms should be closely tied to those policies and designed to avoid
harming the markets in unanticipated ways. Any data driven analysis must be accompanied by
meaningful reform of the metrics used to evaluate the behaviors and successes of the U.S. Equities
Markets. Metrics must evolve with the markets to support ongoing, meaningful disclosure. Investors
must be able to easily and accurately assess the performance of their agents, brokers, and exchanges
alike; regulators and policy makers must be able to apply meaningful regulatory scrutiny. Today’s
metrics fall short on both measures. For example, based on Nasdaq’s review, Rule 605 reports for
three major markets now cover only 29 to 54 percent of total trading activity, and virtually all
covered orders fall into a single time-measurement category because the rules’ speed measurements
are so far out of date.

Therefore, Nasdaq recommends a substantial modernization of Rules 605 and 606 before or
at least simultaneous with revisions to other components of the Regulation NMS. Time
measurements and quality metrics must be updated to reflect the vast improvements in technology
that occurred after the adoption of Regulation NMS. With this enhanced data set, other metrics and
analytics could be developed to guide the evolution of market structure while preserving the many
benefits investors currently enjoy. The Commission has already released the Order Handling Disclosure
proposal which recommends enhancements to Rule 605 and 606. The proposal includes customerspecific disclosures that are designed to enable customers to assess their broker-dealers’ services,
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including the handling of potential conflicts of interest, risks of information leakage, and best execution.
The proposal includes disclosure of fees, rebates, payment for order flow, and other incentives that might
impact the execution and routing of orders by broker-dealers and ATSs.

Market participants also need a clearer statement of the Duty of Best Execution. While Best
Execution and Rule 611 both ensure order protection, their interaction is not well defined or
understood. Rule 611 is the exchange-centric mechanism that ensures that, with limited exceptions,
the best-priced orders are executed and not bypassed in favor of orders entered at worse prices. The
Duty of Best Execution is the brokers-dealer centric regime administered by FINRA that governs the
handling of customer orders and their execution on and off exchanges. The Order Protection Rule
more narrowly governs the treatment of displayed quotations of automated market centers within the
national market system. Market participants must understand the role Best Execution is intended to
play, and how it interacts with the version of Rule 611 that emerges from this debate.

For example, European regulators recently enhanced and clarified the equivalent Duty of
Best Execution under MiFID II, Article 27. MiFID II establishes a new standard requiring brokers to
take "all sufficient steps" to achieve the best possible results for clients. In addition, policy makers
enumerated and clarified multiple factors brokers must evaluate when attempting to comply with the
new standard, including speed, price, costs, settlement, size, and many others. Such restatement and
modernization is highly beneficial to investors and market professionals.

Once metrics are in place and the Duty of Best Execution is modernized, Nasdaq could support an
access fee pilot provided that it is well constructed and properly adopted. In adopting Regulation
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NMS, particularly Rules 610 and 611, the Commission was concerned that imposing strong order
protection necessitated a corresponding cap on access fees, lest venues with protected quotes raise
access fees unreasonably. Since 2005, competition for order flow has further constrained access fees,
and increased the use of rebates as incentives for displaying liquidity. Thus, high access fees
generally persist only where accompanied by high rebates, and the highest access fees correlate
strongly with the highest rebates. Since transactions always involve both an access fee and a fee
rebate, the issue of access fees is not about gross fee revenue but access fee revenue net of rebates.
The questions then become whether the combination of fees and rebates supports or undermines
public policy goals, such as the promoting the display of liquidity, protecting orders, or protecting
investors. These questions have broad implications for any proposed access fee pilot. First, if the
Commission were to eliminate the Order Protection Rule (which Nasdaq opposes), there becomes no
justification for Commission-determined fee cap. Likewise, if the Commission were simply to
weaken the Order Protection Rule, the justification for a fee cap would also be weakened.

Second, as discussed earlier, the pilot should study the impact on issuers of liquidity rebates.
Limiting fees is an ineffective way to study the impact pricing models would have on liquidity and
on issuers; it would be wrong to assume that capping fees would effectively illustrate the most
suitable liquidity incentives for issuers that need them most. A well-designed study might also be
useful in assessing the impact of rebates on locked markets behavior, also a regular topic of
discussion. Technological limitations that once supported the rule against locked and crossed markets
no longer exist. The Commission could consider studying both liquidity rebates and also a relaxation
of that prohibition, at least for some groups of securities if not all. Third, the pilot should harmonize
the fees and incentives permitted in both on-exchange and off-exchange trading to maintain a healthy
balance of Exchange and OTC trading. Access fees and rebates are each a component of that
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balance. Limiting fees and rebates on one segment of the market could tilt trading into the other.
This could result in a higher percentage of orders executing in venues that are not required to provide
fair and equal access under Regulation NMS, or to comply with the resiliency requirements of
Regulation SCI.

Putting aside the relative merits and drawbacks of the current system of access fees and rebates, it is
clear that the one-size-fits-all approach is sub-optimal. The interplay among access fees, liquidity
rebates, minimum tick increments and the locked/crossed markets rule impacts different stocks
differently, and is particularly detrimental for low-priced, low-liquidity stocks

Markets and market structure are interconnected: In Nasdaq’s experience, the building blocks of
market structure are fundamentally interconnected; they cannot be separated and they cannot be
examined in isolation. Nasdaq, therefore, supports only a broad and integrated approach to market
structure revisions, one that re-examines all related elements and that analyzes the costs and benefits
of changing one element, and the ways in which that change may affect other elements.

Establish regulatory harmony to protect more investors. Investor orders should be equally and well
protection wherever executed. The Commission must explain why the 60 percent of orders are executed
on exchanges merit a higher level of protection than the 40 percent of orders that are executed off
exchange. In times of stress or crisis, the Commission naturally turns to exchanges add safety nets and
protections; circuit breakers, limit-up-limit-down, Reg SCI, Reg SHO and many other regulations rely
disproportionately on exchange effort. Investors would be better served by a unified regulatory model
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that treats multi-lateral trading systems according to their function rather than their status, the approach
taken by European regulators under MiFID II.

The duty to provide fair and equal access should be harmonized across platforms to protect investors from
unfair discrimination, eliminate burgeoning elements of a two-tiered market, and unify liquidity that is
fragmented across over 50 execution venues. Permitting execution venues to capture significant liquidity
for the benefit of a select few can no longer be justified as sound policy, any more than can the unfettered
ability to segment prices by some execution venues and not others. Can policy makers continue to ignore
the reality that off-exchange payment for order flow has the same economic impact as exchange rebates in
determining where orders are touted and ultimately executed? Investors deserve at least the same
visibility into fees and rebates on and off exchange, to promote not only fairness but also competition.

One Size Does Not Fit All. Well-functioning markets require a mix of markets, participants, issuers,
and investors. The system must accommodate passive investing, high frequency trading, and
business models in between. Rational regulations must simultaneously preserve the value of
Exchange and OTC liquidity, maintain an appropriate balance between them, and limit regulatory
arbitrage that harms investors. And, perhaps most importantly, the markets must work effectively for
all issuers, from a market capitalization of $50 million to $750 billion; from average daily share
volume of 50,000 to 50 million; from start-up to a centuries-old mature company.

Conclusion: The U.S. equities markets are the envy of the world because they are singularly
effective at attracting and allocating capital to innovative companies that create millions of jobs and
trillions of dollars of shareholder value, companies like Apple, Google, Facebook, Amazon, Cisco
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Systems, Gilead, and thousands of other Nasdaq issuers. We believe Congress could enhance the
experience in the marketplace and restore the attractiveness of our capital markets if the policy
debate centered on:
1) Revoking unlisted trading privileges (UTP) for small and medium size company shares to
allow more concentration of the liquidity in the market – giving the company some choice
over the market structure in which they would be subjected.
2) Adopt Intelligent Tick sizes that will allow companies to trade in the most efficient and liquid
manner.
3) And, approach the rebate discussion with the liquidity needs of the smallest issues in mind
and approach the other end of the debate with data driven facts. Our markets are too
important to job creation and economic vitality to take unjustified risks to the system.
4) Protect issuers and investors from increasing fragmentation in the market by requiring fair
and equal access on all trading platforms.
We look forward to working with the Subcommittee on these important issues and appreciate the
opportunity to present our views.
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THE
PROMISE
OF MARKET
REFORM
Reigniting America’s
Economic Engine

ADENA FRIEDMAN
PRESIDENT AND CHIEF EXECUTIVE OFFICER
The U.S. equities markets exist to facilitate job creation and wealth creation
for millions of people, ultimately driving economic growth for our country.
Main Street investors can access thousands of public companies’ stocks
and funds safely, quickly and at low cost. Issuers can tap the deepest pool
of public capital available anywhere in the world. Broker-dealers can
efficiently and effectively source liquidity from multiple venues and
channels. Exceptional market returns in recent years reflect the growing
strength of the U.S. and global economy and continued confidence in the
health of U.S. markets.
There is no question that our markets and our economy are fundamentally
healthier than they were a decade ago. But even amidst steadily rising
indexes and market tranquility, there is a growing need to address
fundamental structural concerns.
To maintain healthy markets, we need to understand these concerns and
take action now. The markets have become more complex and costly for
issuers, particularly for publicly-listed small and medium growth companies
and for private companies that might consider public offerings. If the volume
of IPOs continues to fall and more companies choose to stay or go private,
job creation and economic growth could suffer, and income inequality could
worsen as average investors become increasingly shut out of the most
attractive offerings.
The challenges impeding the success of public markets may be complex, but
they are entirely fixable—and we can do so in a way that benefits all market
participants. Historically, Nasdaq has positioned itself as a neutral market
provider, principally interested in bringing buyers and sellers together
on equal footing. We take the responsibility for ensuring fairness for all
participants extremely seriously. We believe that U.S. equites markets are
built on timeless principles, but our views of the market are not static or
rigid, they are driven by modern and evolving practices. During my tenure
as CEO, we will not shy away from advocating for the reforms that reflect
this view in order to keep U.S. markets the envy of the world.
What follows is our blueprint for these critically-needed reforms. We hope
that what follows sparks a dialogue—and action—among investors, public
and private companies, industry groups, and policymakers.
Sincerely,
Adena Friedman
President and Chief Executive Officer
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EXECUTIVE SUMMARY
Robust public markets are the fuel that ignites America’s economic
engine and wealth creation. Companies list on U.S. exchanges to access
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a steady, dependable stream of capital to grow and create jobs, and
investors choose our markets because they are the world’s most trusted
venues for long-term wealth creation.
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Built on the shoulders of entrepreneurs with great ideas, public
companies drive innovation, job creation, growth and opportunity
across the global economy. A central reason for the success of U.S.
capital markets is that American public companies are among the
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most innovative and transparent in the world. Additionally, the
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fair and equal access—providing a solid foundation for the diversity
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mechanisms that govern our markets ensure opportunity through
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our capital markets.
There is no question that companies that choose to participate in
equities markets and make their shares available to the public take on a
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greater obligation for transparency and responsible corporate practices.
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Regulations are needed to maintain these “rules of the road.” But as the
U.S. has continued to add layer after layer of obligation, we have reached
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a point where companies increasingly question whether the benefits
of public ownership are worth the burdens. If not addressed, this could
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ultimately represent an existential threat to our markets. In fact, in
recent years, a growing number of companies have been choosing to
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remain private—and some public companies are reversing course and
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shareholder litigation, c) pressure to prioritize short term returns over
long-term strategic growth, d) burdensome costs and headaches of the
proxy process as well as irrelevant but required disclosures, to name a

Private Capital Assets Under Management 2002–2015**

few. Once public, particularly smaller issuers sometimes find that the

4,500

cost of accessing equity capital to fund growth can be expensive given

4,000

the distributed nature of trading across markets and trading venues
today. Therefore, they seek private sources of capital, and in today’s
environment, many dynamic companies are finding an abundant supply
of that capital available.
While the risk of a diminishing public capital market may not yet be
fully realized, it is not difficult to anticipate what may lie ahead: since

3,500
3,000
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2,000
1,500
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not everyone has the opportunity to invest in private companies, main
street investors may lose the chance to share in wealth creation, which
could foster a greater divide between the wealthiest and everyone else.
Additionally, American companies could increasingly consider foreign
public markets; and top international companies might opt not to list in
the United States.

Dry Powder ($bn)

Unrealized value ($bn)

**Direct lending is excluded prior to 2006
Source: Preqin: 2016 Preqin Global Private Equity & Venture Capital Report
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FIVE TOP TECH COMPANIES BY MARKET CAP AND GROWTH SINCE IPO

* Combined market capitalization of GOOG and GOOGL.
** Current Market Cap as of 4/27/2017
Source: Nasdaq

The case for strong public markets is overwhelming. Since 1970,

funds that exist on behalf of American workers, and that is indeed

92% of job creation has occurred after IPO.1 The vast majority of

true. However, today, pension funds are slowly shrinking and

Americans are invested in and count on public markets, either

being replaced with defined contribution retirement plans as the

directly through stock ownership or through pension funds,

core savings vehicles for average American workers. Additionally

mutual funds, and retirement accounts.

pension plans allocate only a small percentage of their overall

Additionally, with more investors choosing index strategies to meet
their investment needs, funds and ETP providers are relying upon
a deep and healthy selection of public companies across industries
and at various stages of maturity and growth to provide investors
a wide range of index strategies with strong return profiles. Investor
access to vibrant and growing public capital markets is a
critical driver of wealth creation and financial security for the
American people.
Private investment firms (a.k.a. alternative asset managers) state

portfolios to private alternative funds because the underlying
investments are very illiquid and difficult to value. Defined
contribution plans are even more limited in their ability to invest in
private securities and private equity funds today due to the lack of
liquidity and valuation transparency. Therefore, for the foreseeable
future, pension funds and most mutual funds that serve average
investors will continue to rely heavily on the public markets to
supply investment opportunities that will help them reach their
return thresholds. That will get harder and harder if there are fewer
growth-oriented companies coming into the public markets.

that they represent average investors indirectly by serving pension

1

“Rebuilding the IPO On-Ramp,” https://www.sec.gov/info/smallbus/acsec/rebuilding_the_ipo_on-ramp.pdf.
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Nasdaq believes that private markets do serve an important role in our economy. Our goal is
to apply the best aspects of private markets—including the ability for companies to manage
themselves to the longer-term—to the public markets. At the same time, we are advocates for
private markets that also adapt to feature the best aspects of public markets—including the
opportunity for more frequent liquidity events with price discovery—to open up the private

Nasdaq believes that
private markets do serve
an important role in our

markets to a broader client base, most notably defined contribution plans.

economy. Our goal is to

Our concerns over the state of our public markets fall into three categories:

apply the best aspects of

First, a complex patchwork of regulation that disincentivizes market participation.
Second, a one-size-fits-all market structure that deprives companies of the benefits they

private markets—including
the ability for companies

need to participate and succeed in public markets, particularly for small and medium

to manage themselves to

growth companies;

the longer-term—to the

And third, a culture in the investment community and in the mainstream media that

public markets.

increasingly values short-term returns at the cost of long-term growth.
We focus on concrete solutions across three topic areas:
1. Reconstructing the Regulatory Framework
Nasdaq strongly believes that safe markets need guardrails. The regulations enacted
during and immediately after the credit crisis accomplished some important goals in key
areas of systemic risk. However, for issuers much-needed improvements to the capital
markets have been largely ignored while regulators shoulder the burden of shoring up the
most critical components of the financial system. Therefore, during this period of relative
market calm, now is the time to address those burdens on public companies that create an
unwelcome capital market environment.
One crucial area of regulatory reform is in the proxy process. While proxy voting
can be an important tool to raise legitimate concerns, it is far too often used for
unhelpful purposes that cause a nuisance and significant financial strain on companies,
particularly smaller ones. A number of simple, common-sense reforms can protect the
shareholder voice while filtering out needless and costly headaches.
Nasdaq believes it is long past time to move away from a one-size-fits-all approach to
corporate disclosure. Transparency is critical to healthy markets, but technology and
markets have evolved to a point where a reasonable degree of flexibility can allow for
disclosure requirements that are shareholder-friendly while reducing the burden on
companies. For example, if companies report all key financial and business details in
quarterly press releases, we should consider eliminating the archaic 10-Q form, which
is duplicative and bureaucratic. We should also study options that allow for greater
flexibility in reporting schedules, so that as long as companies are transparent with
shareholders, they have the flexibility to report on a less-rigid structure. This would
also promote our third goal of promoting long-termism.
We also believe that companies of all sizes will benefit from comprehensive
litigation and tax reform, two topics that are debated endlessly but have yet to see
comprehensive action.
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We are seeing a record rate of securities class action lawsuits

3. Promoting Long-Termism

and a record number of dismissals. In fact, filing these cases

A variety of factors in recent years have made it more difficult

has become its own cottage industry. But companies and

for companies to focus on the long-term goals of innovation,

shareholders are paying a steep price for these frivolous cases,

expansion and job creation, which are critical to healthy markets

which also discourage private companies from going public.

and a strong U.S. economy. In addition to harming companies,

Nasdaq supports the current administration’s efforts to lower
tax rates for U.S. companies, as well as a territorial taxation

the trend away from long-termism also harms the vast
majority of investors.

system for foreign corporate earnings. We also advocate

While the term “activist investing” is complex and some forms

for lower taxes for individuals, specifically related to their

of activism achieve worthy goals, the trend toward exerting

investments in public securities. Appropriate tax reform will

pressure for short-term gains at the expense of long-term

encourage companies and investors to put more of their

health is concerning. Nasdaq especially believes that the goals,

dollars to work to grow and/or gain financial security. We

tactics and financial arrangements of activist investors should

are particularly intrigued by the concept of creating a tax

be examined by policy makers and made transparent to the

structure for individual investors that ties a low-level of taxes

companies and their other shareholders.

on investments to the overall value of the account, rather than
a higher dividends and capital gains tax on earnings within the
account. This could result in a dramatic rise in the number of
individual investors and more of the dollars staying with the
investors to shore up their longer-term financial security.
2. Modernizing Market Structure
The last ten years have seen extraordinary technological
advances and regulatory changes to the way markets
function. As a result, just as bridges built for pedestrians
required rebuilding for the age of automobiles, the regulatory
infrastructure upon which yesterday’s markets were built must
be modernized to support the complex markets of today.

We also support dual class structures in appropriate situations.
America is a breeding ground and magnet for entrepreneurship
and innovation, and in order to maintain this strength, we must
offer entrepreneurs multiple paths to participate in public
markets. Dual class structures allow investors to invest side-byside with innovators and high-growth companies, enjoying the
financial benefits of these companies’ success.
In the following pages, we offer a broad range of policy
recommendations that we believe will accomplish these critical
goals. Some of these proposals are straightforward and ready to be
implemented today. Others are more conceptual and require further
study. Some have long been debated, while others are newer. For

One of the unintended consequences of current market

these reasons, we consider this document a blueprint to engage

structure is that small and medium growth companies (and

stakeholders and move the conversation toward concrete action.

investors in them) are not receiving a proportional share of
the benefits. The relatively high volatility and low transaction
volume of smaller issues is exacerbated by an inflexible onesize-fits-all construct that spreads already-thin trading across

If investors, industry groups and policymakers come together,
we can construct healthier U.S. equities markets and a durable
economy that works for all Americans.

too many venues. In fact, thoughtful market reforms will
broadly benefit companies of all sizes. Modern markets can
and must be flexible markets. We need to move past the rigid,
one-size-fits-all thinking of the past and leverage technology
to solve emerging problems and benefit all market participants.
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SECTION ONE:
RECONSTRUCTING THE
REGULATORY FRAMEWORK
The flurry of regulation following the financial crisis accomplished

representing the views of a meaningful percentage

some important goals, but we have also seen many unintended

of the companies’ long-term owners are considered

consequences and corners of the market that are still desperately

at shareholder meetings.3

in need of modernization. The result is an inconsistent regulatory
patchwork that under-regulates some areas and overregulates others.
Public companies—and those contemplating an entrance into public
markets—are increasingly hamstrung by the complexity and cost
of navigating this regulatory maze, and investors are harmed both
by the impact of these costs on companies that do go public and
the shrinking investment options as more companies avoid going
public. Establishing a modern framework that can adapt to different
industries and types of companies will unleash economic productivity
across our economy by reducing costs and complexity and allowing
companies to focus on growing and innovating, to the benefit of both
issuers and investors.
• Reform the proxy proposal process.
Nasdaq supports shareholder-friendly regulations that provide
healthy interactions between public companies and shareholders.
However, current regulations governing the way shareholders
access a company’s proxy statement can poison the companyshareholder relationship by amplifying the voice of a tiny
minority over the best interests of the vast majority. The cost to
public companies in legal expense, let alone the time and attention
of management and boards, is real and significant.2 Therefore, the
following reforms are crucial:
++ Raise the minimum ownership amount and holding period

proposals from proxies. Congress should adopt the Choice Act
proposal to significantly increase the shareholder support that
a proxy proposal must receive before the same proposal can
be reintroduced at future meetings. The SEC should study the
categories of topics suitable for shareholder proxies and modify
its rules accordingly to ensure that proposals considered at
annual meetings are properly placed before shareholders, are
meaningful to the business of the company, and are not related
to ordinary business matters.
++ Create transparency and fairness in the proxy advisory industry.
Due to the large number of proposals they must consider
within a concentrated time period, institutional investors have
come to rely on proxy advisory firms to analyze corporate
proxy votes and provide insight into how to vote. While this
service is valuable in theory, in practice the industry is a largely
unregulated black box, rife with opacity, lack of accountability
and conflicts of interest. Absent requirements to explain their
criteria or to provide companies a means to question analysis or
even correct factual errors, the outcome of critical decisions is
often at the whim of unpredictable and impenetrable advisory
firms. Additionally, these firms are not even required to disclose
whether they have a financial relationship or ownership stake in

to ensure proposals have meaningful shareholder backing.

the companies on which they report. The SEC took preliminary

SEC rules allow any shareholder holding $2,000 or more

steps to address these concerns with the proxy advisory industry

of company stock for one year or longer the ability to

several years ago, but these efforts are far from sufficient. Proxy

include an issue on the company proxy for a shareholder

advisors must have a line of communication with the companies

vote, even if the issue is not material or relevant to the

they analyze and clear transparency around ownership of, or

company’s business. A study sponsored by the Manhattan

short interest in, covered companies.

Institute reported that one-third of shareholder-led proxy
proposals in 2016 were driven by six small investors and
their families. The current process is costly, time-consuming
and frustrating for companies, which in aggregate must
address thousands of such proposals each year. Deleting
this meaningless dollar threshold and instead requiring that
a proposing shareholder hold at least 1% of the issuer’s
securities entitled to vote and increasing the holding period
to three years, would ensure that shareholder proposals
2
3

++ Update the SEC process for removing repetitive, unsuccessful

• Reduce the burden of corporate disclosure.
Investors demand and deserve clear, consistent reporting of key
company information on a regular basis. Nasdaq fully supports the
transparent and robust disclosure, which is one of the reasons why
U.S. markets are the world’s most trusted. However, this necessary
disclosure must be re-evaluated to reduce the cost and burden for
smaller companies while maintaining the level of access and detail
that investors need.

Stephen Davidoff Solomon, “Grappling with the cost of corporate gadflies,” The New York Times, August 19, 2014.
Nasdaq’s proposed thresholds mirror Section 844 of the recently introduced Financial CHOICE Act of 2017 (“Choice Act”) that, in addition to adopting the standards
we propose, would give the SEC discretion to set the ownership threshold even higher than 1%. This would enable the Commission to utilize data and input from
investors to determine what is in the best interests of long-term shareholders.
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++ Offer flexibility on quarterly reporting. For many large

to navigate; as a result, fewer companies benefit from the

companies, quarterly reporting remains the ideal vehicle

spirit of these carve-outs. They should be expanded and

for regular disclosure. However, some companies looking

simplified by: expanding the JOBS Act’s “test-the-waters”

to encourage long-termism and reduce costs would benefit

provisions, allowing emerging growth companies to

from the flexibility to provide full reports semiannually, as

communicate with certain potential investors, and file their

has been done in the United Kingdom. Companies would

registration statement confidentially to all companies and

be able to update key metrics for any material changes

all capital raising transactions.

between mandated reports using the tools readily available
to communicate directly with shareholders.
++ Streamline quarterly reporting obligations for small and
medium growth companies. In today’s market, between
detailed, annual Form 10K disclosures, companies provide
key data via an earnings press release each quarter. For
virtually all investors, the press release is the quarterly
report. Yet companies are then required to file a formal
Form 10-Q document with the SEC, which is complex,

–– Raising the revenue cap to qualify as emerging growth
company from the current $1 billion (subject to inflation
adjustment every five years) to $1.5 billion and deleting
the current phase-out five years after the IPO.
–– Harmonizing the definitions for smaller reporting
company and non-accelerated filer with those of
emerging growth company to avoid a patch work
of inconsistent and illogical exemptions.

time-consuming, and provides little additional actionable

On a broader level, the SEC should complete its 2016

information that cannot be found in the press release. By

“Disclosure Effectiveness Initiative” to strip out unnecessary

establishing simple guidelines, the press release can replace

and duplicative requirements to simplify requirements so

the 10-Q entirely for issuers that prefer to report information

that disclosure is less onerous for companies and more

quarterly, aligning regulatory and shareholder interests and

meaningful to investors. In a similar vein, the Commission

significantly decreasing corporate reporting red tape without

should consider ways to streamline the offering process

reducing the key disclosure that investors rely upon. Detailed

by giving all public companies the opportunity to raise

disclosures would continue to be available through the annual

capital using simplified and faster “shelf registrations” and

Form 10-K process.

reducing the requirements for supplemental forms and

Along the same lines, advancing technology has created
new alternatives that many feel reduce the usefulness of

other bureaucracy associated with capital raising that serve
no meaningful purpose.

extensible Business Reporting Language (XBRL), the XML

• Roll back politically-motivated disclosure requirements.

standard language that public companies are required to

We can and should make a clearer distinction between

use in order to tag data in their financial statements and

disclosure of material information that investors require to

related footnote disclosures. With many analysts deploying

evaluate a company’s financial performance and economic

their own sophisticated research tools, XBRL should

prospects and those that are motivated by social and political

be reconsidered to ensure that the benefit to investors

causes or otherwise aren’t relevant to a company’s bottom

outweighs the complexity and burden of implementation.

line. For example, we support the elimination of the currently-

++ Expand classifications for disclosure relief. Current
regulations permit certain types of companies, including
small growth companies, to submit disclosure reports that
are robust and transparent but far less burdensome than
those required for more mature companies. This important
exemption makes being public far more appealing for private
companies contemplating the regulatory requirements

required reporting of conflicts minerals and executive pay
ratio, along with a comprehensive review of all disclosure
requirements and the elimination of those that do not have
a clear connection with a company’s financial performance,
practices and outlook. These disclosures impose costs and
burdens on public companies that their private competitors
do not face, without a concomitant benefit to their investors.

of going public, and significantly decreases the resources
necessary to file until the company has become mature.
However, the definitions of classes like “smaller reporting
company,” “emerging growth company” and “non-accelerated
filer” are narrow, sometimes limited in duration, and difficult
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• Litigation reform.

Nasdaq supports reforms that reduce the burden of meritless

Defending meritless class action lawsuits is more than a “cost of

class actions, recognizing that it can be difficult to distinguish

doing business” for public companies. 2016 saw a record number

legitimate from frivolous cases. Litigation rules can raise the

of securities class actions—and a record number of dismissals.

bar for filing class actions by, for example, making it easier to

4

Class actions target public companies more than private ones;
the broader public disclosures and the greater number of
shareholders offer class action mills greater leverage to extract
settlements and legal fees.5 Class action settlements also tend

impose sanctions for frivolous suits. Steps to promote conclusive
resolution of cases at an earlier stage would reduce the amount
and duration of leverage enjoyed by class action profiteers.
++ Support Congressional action. Nasdaq supports the enactment

to benefit one set of stockholders (investors at the time

of legislation currently before Congress that addresses

of the alleged fraud) at the expense of another set

litigation reform.8 The legislation would, among other things:

(more recent investors).

6

–– Ease the standard for imposing sanctions on lawyers

Nuisance cases that result in dismissal are not costless. The mere
filing of a securities class action has been estimated to wipe
out an average of 3.5% of the equity value of a company, and
companies must bear the cost of defense, estimated to exceed
$1 billion per year in aggregate. As the rate of these cases rises,

bringing frivolous lawsuits.
–– Tighten the requirements for granting class certification.
–– Facilitate interlocutory appeal of decisions to grant
class certification.

it has become a major reason cited by private companies for
staying out of the public markets. Given the trend of third-party

–– Require disclosure of third-party financing of litigation.

investors financing these cases, there is every reason to

–– Limit plaintiff legal fees.

7

expect that the number of cases filed will only increase—along
with the burden placed on public companies—unless litigation
reform is prioritized.

4
5
6
7
8

Boettrich and Starykh, “Recent Trends in Securities Class Action Litigation: 2016 Full-Year Review” (2017).
Ibid.
U.S. Chamber Institute for Legal Reform, “What’s Wrong with Securities Class Action Lawsuits? The Cost to Investors of Today’s Private Securities Class Action System Far Outweighs
Any Benefits” (2014).
http://www.instituteforlegalreform.com/issues/third-party-litigation-funding.
HR 720, HR 725, and HR 985.
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++ Expand scope of provisions under Congressional consideration. Congress should also
consider enhancing this legislation with additional similar provisions that would:
–– Allow interlocutory appeals from the denial of a motion to dismiss.
–– Allow a plaintiff to amend its complaint only once.
–– Further codify the standards for pleading with respect to scienter and
loss causation, and clarify the exclusive nature of federal jurisdiction
over securities claims.

The personal savings rate in
the U.S. is half what it was
in the 1950s and 1960s, and
in 2015 the U.S. savings rate
is near the bottom of the
OECD member countries.

–– Require proof of actual knowledge of material misstatements or omissions
(as opposed to mere recklessness).
–– Make SEC findings in enforcement consent decrees inadmissible in private litigation.
++ Study longer-term comprehensive reform. Given the significant costs of the current
system and questions about whom the system actually benefits, long-term consideration
should also be given to more comprehensive changes. These might include:
–– For securities class action suits, adopt the English system of requiring the loser
to pay legal fees of the winner, and ensure that plaintiffs have adequate resources
to cover such fees by requiring them to post a bond or demonstrate financing.
–– Allow companies to adopt charter/by-law provisions that require stockholders
to pursue claims against the company, directors, and officers through arbitration.
• Tax reform.
The federal government has repeatedly failed to enact meaningful tax reform for more
than thirty years. As a result, public companies and investors are left with a tax system
that is complex, burdensome, inefficient, and does not properly incentivize longterm investing. It is long past time to reform U.S. tax policies to promote, rather than
discourage, saving and investment in the U.S. economy. The personal savings rate in the
U.S. is half what it was in the 1950s and 1960s,9 and in 2015 the U.S. savings rate was
near the bottom of the OECD member countries.10 Nasdaq supports strong consideration
of modern, forward-looking solutions.
++ Offer “investment savings accounts” for investors. In 2012, Sweden introduced a
compelling new structure that ties taxes on investment to the value of a Swedish
investment savings account (or “ISK account”), rather than earnings (known as capital
gains) within the account.11 The ISK account is available to individual investors and there
is no maximum amount which an investor may contribute to an ISK account.
The individual investor manages the ISK account and can freely move funds within the
account. Funds in the ISK account may be invested in cash (including foreign currency),
financial instruments which are traded on a regulated market, or financial instruments
traded on a multilateral trading facility. The investments may be made in either the
Swedish or global marketplace.

9 http://www.tradingeconomics.com/united-states/personal-savings
10 https://data.oecd.org/natincome/saving-rate.htm
11 Swedish law enacting investment accounts: lag (2011:1268) om investeringssparkonto
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In a relatively short time, this investor-friendly concept

We also recommend considering shortening the ownership

has attracted approximately 1.6 million Swedish individual

tenure requirement from five years to three years, and

investors (approximately 16% of the total Swedish population)

increasing the maximum asset threshold from $50 million to

to the ISK accounts as of 2015, and the number of ISK accounts

$100 million. This shareholder-friendly move would enable

held by Swedish citizens has more than doubled in 2014-

these smaller companies to access the public markets.

2015. Based on other information made available by the
12

Swedish Tax Agency (or “STA”),13 the value in such accounts
increased 68% in 2014-2015, as compared to a decrease in
the OMX Stockholm 30 Index of 1% over the same period.
We can also ascertain from the information published by the
STA that the value of the ISK accounts have been taxed at a
rate of approximately 0.3% to 0.6% for the years 2012-2015.
Using the S&P 500 index as a benchmark to track the value
of a U.S. equity investment account, if the ISK account model
had been adopted in the U.S. over the past ten years, investors
would have benefited from considerably lower taxes on their
investments, allowing for increased longer-term savings.
Over the same period of time, from 2014-16, the number of
IPOs in Sweden has almost doubled, with two-thirds of the
new companies listing on the First North market, a market
dedicated to smaller growth companies. It is early days for
statistical gathering of ISK’s impact on the market. That said,
after four years, the data indicates a correlation between ISK
and the Swedish IPO Market.
Nasdaq supports the creation of this optional type of
investment account in which U.S. investors may invest in the
global markets. Alternatively, investments solely in the U.S.
markets are also acceptable.
++ Expand tax exemption on sale of small business stock to

++ Enact 100% dividends received deduction for holders of
corporate stock. One of the most irrational elements of our
current tax code is the double taxation of corporate profits.
The company pays taxes on profits, and then the shareholder
is taxed on distributions derived from those profits. For
individuals, the rate of taxation on dividends can be as high
as the tax rate applied to ordinary income. Nasdaq strongly
supports complete elimination of the double taxation
of corporate profits through a 100% dividends received
deduction for holders of qualified domestic corporate stock.
++ Eliminate net investment income tax. Enacted in 2013,
individual investors currently pay a surcharge tax—above
and beyond the tax applied to dividends and capital gains—
of 3.8%.16 This tax increases the over-taxation of corporate
profits and penalizes individuals from participating in
markets. It should be repealed.
++ Exclude dividends and capital gains from income for purposes
of determining the phase-out of itemized deductions. Enacted
in 1991, individual taxpayers’ itemized deductions are limited
if their gross income exceeds certain levels. Nasdaq supports
continuation of the phase-out of itemized deductions for
higher earners, however investment income should be
excluded in determining this phase-out as a means to
encourage greater investment.

the secondary market. The tax code currently includes an
exemption from tax on the sale of the stock of small startup
businesses;14 however, the exemption is narrowly defined.
Because in practice it will be difficult to apply this exemption
to shares of public companies, the benefits accrue only to
venture capitalists and high net worth individuals—not to the
potential broader class of smaller shareholders of companies
seeking public funding. Furthermore, due to the complexity
of these rules, this provision of the tax code is rarely used by
taxpayers.15 This exemption should be expanded to include
all qualified domestic corporations.

12
13
14
15
16

https://www.skatteverket.se/omoss/varverksamhet/statistik/skattpakapital/beskattningavvinsterochforluster. 4.3152d9ac158968eb8fd296c.html
http://www.skatteverket.se/privat/skatter/vardepapper/investeringssparkonto.
Internal Revenue Code § 1202
https://www.pehub.com/2016/07/heres-how-to-make-qsbs-work-for-the-entrepreneurial-ecosystem/
Internal Revenue Code § 1411
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SECTION TWO:
MODERNIZING MARKET STRUCTURE
In many ways, today’s markets bear little resemblance to those

This liquidity dilemma stems from a long-term trend towards

of just a decade ago. The old images of brokers fielding telephone

fragmentation, where liquidity has spread across an increasing

calls and floor traders hollering orders has long since given way to

number of trading venues. As recently as 15 years ago, more than

a profoundly interconnected, technology-driven marketplace that

90% of liquidity was often concentrated in a single exchange with

transacts across an astonishing array of exchanges and trading

the small remainder spread over an additional eight to ten

venues. As the founder of electronic trading, Nasdaq views market

other exchanges and electronic communications networks.

innovation as a tremendous force for good, unlocking competition

Today, liquidity is spread thinly across fifty or more venues

and unleashing the flow of capital to catalyze economic activity.

(there are 12 exchanges alone), and no single market controls

Yet, as markets have advanced, the fundamental structure that

even 25% of trading.

underpins them has not evolved to benefit all market segments
equally. While efficient markets benefit both issuers and investors,
inefficient markets can choke the flow of capital, become a drain
on growth, and block companies—particularly small and medium
growth companies—from reaching their fullest potential. We sit in
a unique position to observe both the areas of excellence and of
challenge in our markets, and to recommend solutions that improve
conditions for issuers, investors, and our economy.
Many of the regulations that form the foundation of today’s
markets—including Reg NMS and Reg ATS—were developed and
implemented more than a decade ago.17 Now is the time to write
new rules of the road that ensure U.S. equities markets continue
to enable efficient capital flow and formation to support the U.S.
economic engine. We can accomplish this with new and improved
market constructs that account for the different needs amongst
market participants and the fluid nature of our markets. It’s time

Source: Nasdaq

to address the one-size-fits-all regulatory regime.
• Strengthen markets for smaller companies. Despite incremental
improvements to markets in recent years, liquidity and the
trading experience for small and medium growth companies and
investors in these companies still lag far behind that of larger
issuers. For small and medium growth companies—those with
a market capitalization below $1 billion, particularly when the

As a result, every venue has a very thin crust of liquidity
for small and medium growth companies, a crust that can be
broken by a single large order. When the liquidity crust is
broken, the order can quickly impact the market’s ability to
efficiently absorb it, resulting in a poor experience for the
investor who placed the order.

lower market cap is accompanied by low daily trading volume—

Compounding that trend, liquidity has also moved off exchanges

relatively small orders can create dramatic price movements.

and onto alternative trading venues, making it more difficult

This increases costs for both the companies and their investors.

to find latent liquidity. Nearly half of U.S. publicly traded small

For example, regardless of the listing market that a company

and medium growth companies have more than 50% of their

may choose, small and medium growth companies have shown

trading occurring off-exchange, away from the benefits of price

a worsening incidence of high-volatility days, which increases

formation and transparency of U.S. exchanges.19

investor confusion and undermines confidence in our markets.18

17 Securities Exchange Act Release No. 51808 (June 9, 2005) 70 FR 37496, 37500 & n.21, 37501 (June 29, 2005); Securities Exchange Act Release No. 40760 (December 8, 1998), 63
FR 70844 (December 22, 1998).
18 For the purposes of this paper, small and medium growth companies are defined as non-exchange traded product, market capitalization of less than $1 billion, and volume average
weighted price of more than $1. The percent of trading days where individual small and medium growth stocks listed in the U.S. experienced volatility of 5% or more increased
from 21% of trading days to 35% of trading days from 2013 to 2016, respectively.
19 729 out of 2,227 companies exceeded 50% over the past twelve months ending April 25, 2017, or 33%. Nasdaq Economic Research..
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Nasdaq believes concentrating that disaggregated liquidity onto a single exchange, with
limited exceptions, will allow investors to better source liquidity. In addition, investors will
enjoy a higher level of transparency because exchanges are required to display their best
quotes to the public, and most exchanges choose also to publish full supply and demand
information (i.e. order book depth information) within their markets.

Nasdaq recommends
permitting issuers to choose
to trade in an environment
with consolidated liquidity.

The introduction of Unlisted Trading Privileges (UTP) gave rise to fragmentation, combined
with a proliferation of alternative trading systems. In 1975, Congress determined that
investors would benefit from greater competition if securities listed on one exchange
were available for trading on all other exchanges and in over-the-counter trading venues.
In 1998, determining that further steps were necessary to foster competition, the
Securities and Exchange Commission enacted Regulation ATS, which lowered the bar for
the launch of alternative trading systems. Advances in technology and further regulatory
changes, most notably Regulation NMS, enacted in 2006, then led to an explosion of ATSs
and exchanges, culminating in the current environment in which we have 50-plus active
trading venues. While these changes have spurred competition that has brought benefits
to larger issuers, they have proven extremely challenging for less liquid companies.
When it comes to UTP, the law of diminishing marginal returns applies—and we have far
exceeded the point at which the benefit outweighs the costs.
With creativity and flexibility, this liquidity challenge can be solved, making capital
markets far more cost-effective and attractive for small and medium growth companies:
• Give issuers choice to consolidate liquidity and improve trading quality.
Nasdaq recommends permitting issuers to choose to trade in an environment with
consolidated liquidity. By creating a market for smaller issuers that is voluntary for
issuers to join and that is largely exempt from the UTP obligations—subject to key
exclusions—we can concentrate liquidity to reduce volatility and improve the trading
experience. Eliminating UTP for small and medium growth companies would reduce
the number of exchanges authorized to trade them; most importantly, it would allow
liquidity to develop, and for supply and demand to find one another. Without the rigidity
of Regulation NMS which was enacted to cater to a UTP market model, the new markets
would also create natural opportunities for other market structures to develop and thrive
– for example, intraday auctions to bring together supply and demand for the benefit of
all. Further requirements for off-exchange trading, described below, would likely further
concentrate liquidity and limit fragmentation. The net effect would be a substantial
“thickening” of the liquidity crust on the exchange that lists the security.
Off-exchange trading represents 38.4% of small and medium growth company trading
volume today.20 While there are great benefits to consolidating on-exchange trading,
there is also important value provided by off-exchange trading that merit consideration,
especially block trades and price-improved trades. The network of off-exchange brokers
also supports systemic resiliency for the trading of these securities. We want to work with
the industry towards constructive solutions that balance on- and off- exchange activities.
Nasdaq has learned from experience that for small and medium sized issuers,
consolidation offers significant benefits to investors. Nasdaq operates the First North
market in Sweden, containing small and medium low liquidity stocks in an even less liquid
Swedish market. Unlike in the U.S., the limited liquidity is concentrated on a single market
20 Nasdaq Economic Research.
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rather than distributed over many markets. When comparing the

choose to list in a non-UTP structure, much of that complex

trading characteristics of the securities on the unfragmented First

functionality will no longer be necessary to trade these

North market with the corresponding stocks in the fragmented

companies. In addition, with the consolidation of liquidity,

U.S. markets, spreads are 37% better and volatility is also better

the listing exchange is appropriately incented to develop

on First North, even though the stocks listed are smaller than

innovative solutions designed to cultivate liquidity and

those listed in the U.S.

improve the trading experience for investors in small and

21

Some may wonder—separate from the impact to specific issuers
and their investors—whether consolidation creates more systemic
risk than we have today. Consolidation for this segment of the
market will reduce the level of unnecessary complexity related
to the many interconnections of exchanges. Furthermore,
order types designed specifically to accommodate market
fragmentation can be removed also increasing simplicity and
decreasing risk. Reducing fragmentation does not have to come
at the cost of reduced resilience. The listing exchange should

medium growth companies. In a world where liquidity is more
effectively nurtured, we will be able to address the unique
needs of small and medium growth companies. We recognize
the cost of adopting new technology across the industry in
considering such innovations and believe that any such cost
would be outweighed by the benefit to the market. We have
several key ideas we’ve been working on and look forward to
discussing in further detail with the industry.
++ Implement an intelligent rebate/fee structure that promotes

ensure that a robust “hot-hot” backup system is in place—as well

liquidity and avoids market distortions. Nasdaq is committed

as a named backup exchange—to ensure resiliency for the trading

to balancing the privileges and obligations for market makers

of these securities. For example, Nasdaq has a proud history

in small and medium growth securities to help incentivize

of maintaining resiliency in markets, including robust testing,

tight spreads and a high-quality trading environment for

geographically diverse systems, primary/backup systems

all participants in these less liquid stocks. The opportunity

operating simultaneously which could be replicated here. In

for market making reforms and the impact of these changes

sum, these changes would work to bring additional benefits to

would be magnified in a world where liquidity is concentrated

small and medium growth companies and their investors.

as Nasdaq proposes. We do need to be very careful about

++ Deploy intelligent tick sizes for small and medium growth
companies. Every company listed on U.S. markets trades
with the same standard tick sizes, but technology makes
this standardization unnecessary. Nasdaq’s experience and

policies that would eliminate or significantly reduce rebates
in the context of less liquid stocks where incentivization of
market making is most impactful.
++ Ensure fair and reasonable pricing for participants in the

research demonstrates that a one-size-fits-all approach

context of limiting exchange competition. If UTP were to be

to tick size is suboptimal for many, particularly small and

revoked for small and medium growth companies, flexible

medium growth companies, which should trade in a suitable

tick sizes and liquidity incentivization must occur within

tick regime determined by their listing exchange. Nasdaq

a construct that preserves competition amongst market

believes that these companies should have the ability to

participants and does not inappropriately advantage

trade on sub-penny, penny, nickel, or dime increments.

the market operator itself.22 The SEC plays an important

Transparent and standardized methodologies can and should

role for efficient and well-operating markets, and to help

be used to accurately determine the optimal tick size to

establish appropriate pricing policies to address the goals of

increase liquidity and reduce trading costs.

stakeholders. We are committed to working with the industry

++ Cultivate innovative market-level solutions that improve the
trading of small and medium growth companies. Much of the

to ensure that a consolidated ecosystem operates effectively
for investors, issuers and all other market participants.

trading and routing functionality in use today was designed
in response to UTP and Regulation NMS. For issuers that

21 Ibid.
22 It is notable that both listing market and trading market competition would provide competitive discipline on exchanges operating in a UTP-revoked environment. Since 2005, an
average of 33 Issuers per year have switched their listing exchange. OTC trading of blocks and customer internalized orders would also serve to provide competitive discipline to
the exchanges operating in a UTP-revoked environment. Lastly, the SEC approval process for pricing actions could be bolstered to ensure that all participants have a fair ability to
provide feedback on all pricing proposals. Additionally, the SEC could choose still to include best bid and offer and last sale trading data for these non-UTP-eligible market in the
consolidated data plans.
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Nasdaq is focused here on the elements of market structure and

energetically on the critical topics already being discussed, including

regulation that directly impact small and medium growth companies.

protection of investors’ orders, measures of market performance,

While many of our targeted proposals would change Regulation

market maker incentive structures (including rebate structures),

NMS as it currently applies to these companies, we view our current

availability and uses of market data, and systemic risk and resiliency.

analysis as separate from the broader, more comprehensive review

That broad review of Regulation NMS is important, but that review

of Regulation NMS that the SEC has undertaken through the Equity

should not delay or defer changes that Nasdaq proposes that are vital

Market Structure Advisory Committee. Nasdaq will continue to engage

to small and medium growth companies.

SECTION THREE:
PROMOTING LONG-TERMISM
Nasdaq understands and respects that there are many investing

that ultimately act as an overall detriment to the public markets,

strategies, and we believe that this mix of approaches help ensure

especially with respect to long-termism. It is possible to begin to

vibrant markets. However, in recent years, a variety of market

separate the first category of activist investing from the second

dynamics have started to disfavor long-term investors and long-

with the following commonsense steps:

term corporate strategies. Market participants and the investing
community have become less patient with corporate management,
boards of directors and their overarching strategies to deliver
shareholder returns.

++ Call to action for industry dialogue. There are many
dimensions to this issue and Nasdaq is a strong believer in
the capital markets ecosystem, exchanges, issuers, investors,
coming together to develop a comprehensive solution to

Against this backdrop, private companies are forced to weigh the

this topic. For instance, Nasdaq strongly supports, and has

capital raising benefits of public markets with the risks that they will

built into its rule book, the need for greater transparency

be unable to pursue productive long-term strategies. The trend away

around arrangements by which activist investors tie director

from long-term thinking is also harmful to investors with long-term

compensation to share price, which creates the potential

outlooks and to the broader American economy, because sustained

for conflicts between the activist’s and the company’s best

job creation and economic output depends on a company’s ability to

interest. This dialogue can and should focus on several key

measure performance not in quarters or fiscal years, but in decades.

issues that promote transparency so that investors and

Nasdaq advocates for reforms that help public companies plan and
execute for long-term growth, job creation and innovation, and
ensure that long-term investors are able to participate in wealth

activists are on a level playing field when engaging with
the company.
++ Equalize short interest transparency. Currently, securities

creation on a level playing field with those who focus on speed and

laws require certain investors to disclose their long

market timing.

positions 45 days after the end of each quarter and require

• Address concerns regarding activist investors
“Activist investing” is a complex term. Over the last five years,
shareholder activism has become less taboo and has dramatically
evolved into its own distinct investment style. Accordingly, this
approach now includes a broad assortment of perspectives,
motivations and strategies. Consequently, this swift development
and unique classification has also placed a higher degree of
complexity and confusion within the space. The investment
community continues to think of activism on par with “value,”

institutions to make disclosure within ten days after their
position reaches or exceeds 5% of a company’s outstanding
shares. There are no corresponding disclosure requirements
applicable to short positions. Legitimate short selling
contributes to efficient price formation, enhances liquidity,
and facilitates risk management, and short sellers may
benefit the market and investors in other important ways,
including by identifying and ferreting out instances of fraud
and other misconduct at public companies.

“growth” or “GARP,” however it has proven itself far harder to
define. Regardless, while some activism has proven to be benign
and beneficial, there exist some particular aspects of the style
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However, the asymmetry of information between long investors and those with short
positions deprives companies of insights into trading activity and limits their ability
to engage with investors and it deprives investors of information necessary to make

Asymmetry of information
between long investors and

meaningful investment decisions.

those with short positions

Several European countries require disclosure of short positions. Within the U.S., the

deprives companies of

policies that underlie the Section 13 disclosure requirements applicable to investors
with long positions—transparency, fairness and efficiency—apply equally to investors

insights into trading activity

with significant short positions. Moreover, investors with short positions can pursue

and limits their ability to

strategies designed to invisibly drive down share prices or rely on regulatory
processes to inexpensively challenge key intellectual property of a company, intending

engage with investors and

to profit from the uncertainty created. To provide transparency to other investors

it deprives investors of

and the affected companies, we therefore support extending existing disclosure
requirements for long investors, such as on Form 13F, Schedule 13D and Schedule

information necessary

13G, to persons with short positions, including any agreements and understandings

to make meaningful

that allow an investor to profit from a loss in value of the subject security.

investment decisions.

++ Continue to support dual class structure. One of America’s greatest strengths is that
we are a magnet for entrepreneurship and innovation. Central to cultivating this
strength is establishing multiple paths entrepreneurs can take to public markets. Each
publicly-traded company should have flexibility to determine a class structure that
is most appropriate and beneficial for them, so long as this structure is transparent
and disclosed up-front so that investors have complete visibility into the company.
Dual class structures allow investors to invest side-by-side with innovators and highgrowth companies, enjoying the financial benefits of these companies’ success.
++ Encourage, rather than mandate, ESG disclosure. According to CSRHub research, as
much as 84% of all Nasdaq-listed companies make some Environmental, Social and
Governance disclosures. They do this not just because they believe in responsible
business practices and because they understand that investors are increasingly
expecting to analyze ESG metrics in their decision-making process. Many ESG
disclosures and policies are intrinsically long-term in their focus. By being proactive
in ESG disclosure, companies can set the tone in their long-term focus. Further, many
companies find that the lack of ESG disclosure gives rise to activist concerns. As a
result, companies end up needing to deploy an immediate, short term response to
their challenge. By addressing ESG proactively, and on their terms, companies can
keep their focus on more orderly long-term business planning and execution. In
keeping with our support of custom solutions for complex markets, we generally
support the principle that ESG reporting shouldn’t become so prescriptive that it
loses its value. Many companies are already doing a great job identifying the proper
and appropriate ways to report material ESG metrics for their business practices and
industry. This should be encouraged, rather than mandated.

16

IMMEDIATE ACTION
AND FURTHER STUDY
Comprehensive market reform is extraordinarily complex. Nasdaq

Further Study:

recognizes that it would be unrealistic and imprudent to enact all

++ Investment Accounts

the reforms we recommend at once. Some are “shovel-ready” and

++ Expand tax exemption on sale of small business stock

could be implemented immediately with great benefits and little to
no disruptions, while other reforms we support require additional
study and fine-tuning.

++ Study longer-term comprehensive litigation reform
(loser pays)
++ Mandatory arbitration

Because this report is meant to be a blueprint that catalyzes
dialogue and action, the summary below clarifies our view on

Modernizing Market Structure

which reforms are ready for immediate action and which are

Immediate Action:

part of a longer-term strategy.

• Allow issuer choice to revoke UTP for small and medium
companies with select exemptions

Reconstructing the Regulatory Framework
Immediate Action:
• Reform the proxy process
++ Raise minimum ownership amount and holding period
++ Streamline the SEC process for removing nuisance proxy
proposals from the docket
++ Create transparency and fairness in the proxy
advisory industry
• Reduce the burden of corporate disclosure
++ Offer flexibility on quarterly reporting
++ Eliminate 10-Qs and reconsider XBRL tagging requirement
while keeping annual 10-Ks.
++ Expand and harmonize classifications for disclosure relief
++ Roll back politically-motivated disclosure requirements

• Deploy intelligent tick sizes for small and medium
growth companies
• Cultivate innovative market level solutions that improve
the trading of small and medium growth
• Incentivize quality market making
Further Study:
• Broader market structure review
Promoting Long-Termism
Immediate Action:
++ Continue to provide choice on share class structure
++ Equalize short interest transparency
Further Study:
• Address concerns regarding activist investors specific to tactics
that coerce companies into short-term actions to the detriment

• Litigation reform

of long-term planning and actions

++ Reduce the burden of litigation
++ Support Congressional action
++ Expand scope of provisions under Congressional consideration
• Tax Reform
++ Enact 100% dividends received deduction
++ Eliminate net investment income tax
++ Exclude dividends and capital gains from income for purposes
of determining the phase-out of itemized deductions

© 2017 Nasdaq, Inc.

17

