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AUSSIE RULES –  
THE NEw TRAdING 
LANdScAPE FOR  
AUSTRALIAN EqUITIES
Steve Grob

W
ith ASX’s launch of its new smart order 
routing system, ASX Best, and the go-
live of Chi-X in Australia, it is clear that 
the Australian trading landscape is going 
through a period of rapid transformation 
and re-alignment.
This is the first in a series of papers that 

draw on Fidessa’s international experience to place these changes in 
a global context and to investigate how all parties involved in the 
trading of Australian equities can best adjust to meet the challenges 
ahead. Subsequent papers will address the specific issues for retail 
and institutional investors, brokers, high-frequency traders and ven-
ues in more detail.

All change in Australia
When the Markets in Financial Instruments Directive (MiFID) re-
laxed the concentration rule and opened up Europe’s capital markets 
to greater competition, many of the incumbent exchanges buried 
their heads in the sand. As if suffering from great loss, they went 
through the five Kubler-Ross stages of grief – denial, anger, bargain-
ing, depression, acceptance – but spent far too long in the first few. 
By the time they got to stage five and accepted reality, a number of 

alternative trading venues had already established a presence. Cross-
ing networks and dark pools were increasingly used, and traditional 
venues struggled to catch up to the new reality.

In contrast, the Australian Securities Exchange (ASX) has taken 
a more robust view to forthcoming regulatory change and is em-
bracing the idea of greater competition in the Australian market. 
The amendment of legislation to transfer market supervision from 
the ASX to the Australian Securities and Investments Commission 
(ASIC), has paved the way for alternative trading venue Chi-X to 
open its doors in the fourth quarter of 2011. 

In the meantime, ASX has launched VolumeMatch, a new dark 
pool, and will shortly be adding the low-latency venue PureMatch to 
the mix. It has also introduced a new co-location centre, upgraded 
many elements of its core operating structure and adjusted its fees.

The introduction of competition among venues, and the conse-
quent fragmentation of liquidity, is an almost irresistible global trend, 
which Australia is now adopting, albeit with local nuances and im-
portant but subtle differences. If, as seems likely, Australia follows a 
similar pattern to that seen in European and North American mar-
kets, then other venues, both dark and lit, will follow, creating a trad-
ing landscape that continuously changes and renews itself.

As a result, strictly one-directional, linear trading flows from buy-
side blotter through sell-side trading desk, traditional exchange and 
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on to a central clearing house will become a thing of the 
past. Instead, orders will be broken up and traded across 
more than one venue. Ultimately they could then be 
cleared through a number of clearing and settlement pro-
viders too. Either way, the constituent parts of the order 
will then need to be reassembled to present a complete and 
unified picture back to the end customer.

With more options between trader and final execution, 
orders may get filled in any number of ways. As buy-side 
crossing networks, broker pools, and Alternative Trading 
Systems (ATSs) enter the market and compete to become 
primary destinations of order flow, the choices available 
and decisions to be made can only increase.

Practical implications of fragmentation
Despite the changes, the goal remains the same: obtaining 
the optimal balance between securing the best price (not 
necessarily the lowest or the highest), certainty of execu-
tion and minimal information leakage. However, there are 
inevitably a number of practical implications for trading 
in a multi-venue environment. Regardless of the way that 
fragmentation develops in Australia, a key lesson from the 
rest of the world is that no-one can afford to ignore it.

All parties involved in trading will require complete vis-
ibility of the entire market as it evolves. When liquidity was 
centred on single domestic exchanges in Europe, this did 
not present a significant challenge. However, these venues 
are no longer the only source of liquidity: a simple look at 
the FTSE 100 shows how its constituents are now traded 
on multiple lit venues as shown in Figure 2.

When other non-lit categories of trading such as dark 
pools, systematic internalisers and OTC trades are con-
sidered, the picture becomes even more complex, seen in 
Figure 3.

What’s more, the rate at which fragmentation has pro-
ceeded has differed considerably across different regula-
tory jurisdictions and even within them.

The Fidessa Fragmentation Index (FFI) is a freely 
available tool that has become the de facto measure of li-
quidity fragmentation globally. Figure 4 shows the rate of 
fragmentation across different global indices measured us-
ing its standard methodology. 

The next challenge, therefore, is forming an accurate 
view of how liquidity is spread across these venues. A 
multi-faceted marketplace demands a consolidated view 
of prices, displayed orders and market data for fungible 
securities – not only to identify liquidity sources but to en-
sure that traders can connect and intelligently route orders 
to the right venues. Real-time capabilities also extend to 
keeping clients informed on a pre-trade as well as a post-
trade basis.

Finding the best route to market is also complicated by 
the fact that different venues will typically offer rebates for 
posting liquidity (passive orders) and charge for taking or 
removing liquidity (aggressive orders). In this way, venue 
Execution Cost Analysis (ECA) goes hand in hand with 
Transaction Cost Analysis (TCA).

Underpinning all this, of course, is the need to demon-
strate best execution, however the regulatory body chooses 
to define or prescribe it. This is the driver behind Reg-
NMS in the US, MiFID in Europe, UMIR in Canada, 
the ASIC market integrity rules in Australia and others 
around the world. The challenge is to demonstrate to in-
vestors that the right decision was made at the right time, 
and that produced the best achievable outcome given the 
prevailing market conditions, the nature of that order and 
the strategic requirements of the institutional or retail in-
vestor.

None of this can be achieved manually: to operate suc-
cessfully, market participants need Smart Order Routing 
(SOR) capabilities that can view, analyse, sweep and re-
port back on the entire marketplace. As different market 
models evolve, firms must be able to adapt their approach 
to reflect these changes and the structures that emerge. 
The marketplace in Europe has continued to change 
shape since the introduction of MiFID, for example, and 
the European Securities and Markets Authority (ESMA) 
is now introducing the second round of legislation to ad-
dress the anomalies that resulted from the first.

Figure 2

Figure 1
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Like a self-fulfilling prophecy, as more and more SOR 
systems are switched on, the pace of fragmentation ac-
celerates. This snowball effect makes it easier for alter-
native venues to become ‘legitimate’ destinations and so 
grow the liquidity on their platforms even further. What-
ever form the Australian market takes, it is unlikely to 
reach a point of stasis any time soon and technology will 
need to be able to adapt to future changes.

Evidence from around the world also indicates that in a 
fragmented market, all parties have to re-evaluate where 
they fit in the trading food chain. In many instances, 
they will borrow pieces of each other’s business models 
in the quest to be at the front of the queue for order flow.

Those players that can establish an effective smart 
footprint within their customers tend to become the ag-
gregators of liquidity (both lit and dark), which is crucial 
for long-term domination. This leads to a period of ‘co-
opetition’ where all players assess whether it is better to 
work with their competitors or against them to provide a 
one-stop shop for the buy-side trading community. No-
one yet knows what happens after this stage as none of 
the geographic regions has developed beyond this point. 
However, there is some evidence to suggest that co-ope-
tition becomes the new normal, with constant waves of 
alliances forming and breaking with each new techno-
logical or regulatory advance. Flexibility is key and the 

adoption of open standards becomes crucial in being 
able to play in this new game of ‘frenemies’.

Competition and liquidity fragmentation also create 
an ideal hunting ground for the High Frequency Trad-
ing (HFT) community both in terms of Electronic Li-
quidity Provision (ELP) and venue/statistical arbitrage 
strategies. These will be the subjects of later papers in 
this series, but overall, the new liquidity landscape could 
be viewed as something like Figure 5.

Not all SORs are created equal
In preparation for these changes many Australian firms 
have looked to the rest of the world for indications as to 
how the market may develop locally. Canada is an obvi-
ous starting point given its political and cultural similari-
ties, its resource-driven economy and the fact that, like 
their Australian counterparts, most of its banks largely 
sat on the sidelines during the GFC.

Analysis of the global regulatory spectrum in Figure 6, 
however, shows that Canada may not be much of a proxy 
in this instance. The ASIC regulations are closer to those 
in Europe in terms of adopting a principles-based rather 
than rules-based approach to best execution. But Europe 
has opted for firmer treatment of dark pools and a com-
mitment to the provision of a single source of post-trade 
consolidated trade data and so, even it is not an exact 
blueprint for Australia.

The net effect for Australia is that it will take its own 
place in the global experiment that is bringing together 
regulation and technology. The irony of all this is that 
although regulation is fragmenting liquidity by intro-
ducing competition, it is the job of technology firms to 
reconstitute that liquidity so it can be viewed and ma-
nipulated as a whole.

This, too, has a profound impact on technology se-
lection. The concept of better or fairer execution was 
highlighted with RegNMS in the US, and a number of 
vendors developed SOR models specifically for the US 
market. But when fragmentation crossed the Atlantic, it 
became clear that SORs are region specific. Those firms 
that attempted to drop their US solutions onto the Euro-
pean market found they did not travel well.

This was because the American model was based 
upon a trade-through rule that effectively prohibited a 
venue from filling an order if there was a better price 
at another venue. This works by reference to a National 
Best Bid and Offer (NBBO) that brings together the dif-
ferent prices from the different lit venues. Canada has 
adopted a similar approach but goes even further and 
imposes its Order Protection Rule right down through 
the depth of the order book.

The principles-based approach adopted by ASIC and 
MiFID means that the obligation for achieving best ex-
ecution lies firmly with the broker and there is no man-
dated linkage at the venue level. Each broker can have 
its own best execution policy that includes as many – or 
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as few – venues as it likes. Provided the broker can dem-
onstrate that it is following its best execution policy, it is 
complying with the regulations. In this sense, best exe-
cution becomes a relative concept rather than an absolute 
truth as we see in the US and Canada.

The fundamental differences between the US and 
European models – as well as the more nuanced varia-
tions between Canada and the US – demand a new set of 
tools that are created specifically for local market condi-
tions. Any firm that seeks to implement or adapt North 
American technology for Australia may be in for a nasty 
surprise. What is needed instead is a balanced approach 
that draws experience from the EU, the US and Canada 
but uses it to inform, rather than recreate, a solution that 
is specific to the Australian marketplace.

Smart workflow going beyond SOR
The winners in this new environment will be those or-
ganisations that can successfully combine smart routing 
across lit and dark liquidity, with real distribution and 
intelligent workflow. However, there is more to navigat-
ing the fragmented marketplace than a SOR. Experi-

ence suggests that end-to-end workflow is the key factor, 
which brings a number of additional considerations to 
the equation.

The first of these is developing a business and techni-
cal strategy for connecting to the new venues. Etablish-
ing a direct connection to the latest ‘hot’ venue is not 
a trivial decision. It involves substantial effort, resource 
and investment to build and maintain good quality mar-
ket gateways. Multiple executions need to be fed all the 
way through to the back office, while remaining associ-
ated with the original order.

This concept of persistence goes beyond just the venue 
of execution, however. For example, if the short-sale tag-
ging requirement becomes mandatory in Australia, then 
the tag will need to be passed down the chain from the 
parent order to its child, and even grandchild orders, and 
then all the way back again.

Speed used to be one of many issues for trading sys-
tems, and is clearly becoming the issue in fragmented 
markets. Latency is important for all participants in an 
automated multi-market environment, not just the high-
frequency traders. The initial aggressive phases of the 
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Figure 5



www.fsadvice.com.au
Volume 06  Number 04  |  2011

30

THE AUSTRALIAN JOURNAL OF FINANcIAL PLANNING•  FS Advice

Applied financial planning

smart order algorithm need to be executed at the high-
est possible speeds, and any elements of the trading in-
frastructure that hinder the performance of a very fast 
algorithm will need to be removed, replaced or retuned.

Algorithms are also needed to understand and inter-
pret activity across the market. They have to deal with 
the variations in models and rules among different ven-
ues, such as conventions around minimum order sizes, 
notification of dealing capacity and other rules of par-
ticipation, in an optimal way. They must also be capable 
of handling the specific types of orders offered by dark 
venues in the appropriate manner. For example, a fill-or-
kill order will fail if one element of a multi-leg order isn’t 
completed. A SOR algorithm must take into account this 
risk and deal with it accordingly.

Algorithms should also ensure that splitting an order 
between venues doesn’t create an odd lot that can’t be 
traded because the venue in question doesn’t support 
them. Any SOR strategy should ensure that, when order 
placement is passive and opportunities become available 
on an alternative venue, there is a mechanism to reduce 
the possibility of missed trading opportunities.

All of which requires a reassessment of the relationship 
between the execution-style SOR algorithms and order-
level algorithmic techniques like Volume Weighted Aver-
age Price (VWAP) or Percent of Volume (POV). One of 
the interesting effects of fragmentation is how it distorts 

common benchmarks: there is no longer a single venue to 
benchmark price when a stock is heavily fragmented and, 
where there is no consolidated tape, there is no agreed 
market price for a stock. Since most VWAP algorithms 
reference the home exchange for a particular stock they 
are becoming increasingly unreliable as an indication of 
broker performance. Even when multiple venues are to 
be included in the VWAP calculation it will become a 
meaningless measure because different brokers will use 
different criteria in its calculation.

This brings us onto perhaps the biggest challenge of 
all: demonstrating best execution. Central to any best 
execution policy is the ability to understand exactly how 
and why an order was executed. Both brokers and buy-
sides need the tools to effectively enter a time machine 
and go back to analyse their performance and perform 
various ‘what if’ scenarios, if best execution policies are 
to have any weight.

This enables brokers to demonstrate the overall effec-
tiveness of their SOR strategy, and to confirm that the 
resulting trades complied with its best execution policy. 
Perhaps less exciting than the front-end SOR arena, ad-
dressing this need is an essential part of any coherent 
strategy in today’s market.

A SOR system that does not have a workflow-centric 
approach behind it has a limited application, and firms 
should be wary of implementing a SOR as an adjunct 

Figure 6
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to their existing Order Management Sys-
tem (OMS). What’s more, SOR technology 
needs to be integrated with other forms of 
sponsored access provided by other brokers.

The efficient integration of core functions 
is key. Markets are fragmenting, but tech-
nology cannot: using different core trading 
technologies loosely grouped together to 
solve the problem is far from ideal. If too 
many of the functions involved in electronic 
trading across multiple markets operate in-
dependently it adds latency, increases the 
risk of operational inefficiencies and errors 
and leads to trading opportunities being 
missed. Smart routing really needs to be 
seen in the context of smart workflow that 
provides intelligent access to and manage-
ment of fragmented liquidity.

conclusion
As brokers, buy-sides and venues in North 
America and Europe have demonstrated, 
clinging to the status quo is not an option 
in a market of markets. Australia will be-
come part of the global fragmented liquidity 
landscape and its financial community will 
undoubtedly go through many of the same 
challenges as their counterparts in other 
parts of the world. Aspects of these changes 
will doubtlessly be uniquely Australian both 
in their nature and in their ultimate resolu-
tion, but those firms that can take advantage 
of the global picture will be at a distinct ad-
vantage. fs


