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PROCEEDI NGS

(10:10 a. m
COMMI SSI ONER O MALI A: Thank you very
much. Thank everybody for attending and
participating. We have kind of a three-ring circus
here today. We have the full TAC comm ttee members

sitting around the table. We have the Data

St andards Working Group on our |left and we have the
new Hi gh Frequency Trading ATS Subcommi ttee on my
right, and we're going to have a series of three
panel s here today. So | greatly appreciate

everybody com ng today and participating and we'l

get the fifth Technol ogy Advisory Comm ttee off to
start here.

We've covered a variety of issues thus
far, including pre-trade functionality. One of our
first groups, Dr. Gorham hel ped us establish that
wor ki ng group, the first working group we ever had.
We've had the SEF Showcase, and now we're going to
tackle high frequency trading in addition to the
work that the Data Standard Subcomm ttee has
presented us today.

Despite its ubiquitous utilization in our

mar kets, high frequency trading is not only -- 1is

not well wunderstood by the public and the relevant

)

a
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regul atory bodies, as | believe it should be. So
that's one of the reasons we're going to tackle
t hat .

Today's discussion will cover three
different topics. Our first panel will discuss the
role high frequency trading plays in our markets.
Wor ki ng with our chief economi st, Andrei Kirilenko,
we have selected 24 individuals to participate in
the new subcomm ttee on automated and high frequency
tradi ng, and hopefully over the next several months,
depending on their work product and time tables, we
can have much better clarity into the practices and
the definition into this -- into this area.

The second panel will focus on the fina
recommendati ons of the subcomm ttee on data
standardi zati on. As | have said before, data is the
foundati on of our markets and essential to
supporting our transparency requirements. Our
ability to capture market data is -- in a universal
electronic formis essential to automating our
surveillance and oversight programs.

The third panel will explore the
depl oyment of technol ogy solutions in the swaps
mar ket with a specific focus on evaluating the costs

and technol ogical and scheduling chall enge posed by
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integrating pre-trade credit checks by October

I'"minterested to
Il develop a seam ess

DCMs and CCPs to

the true driver of

in our markets and continues to dictate its

fully
1, 2012, as a technol ogical substitute for
document ati on. In particular,
understand how the industry wi
i nterconnection of FCMs, SEFs,
ensure that trade -- trades come off without
breakage.
Technol ogy has been
change
evol ut

ion. Aut omat ed and high frequency trading

strategies have narrowed market pricing and provided

l'iquid

to ens

ity. The Commi ssion's chall enge, however, is

ure that as markets evol

ve, the Comm ssion is

able to keep pace and devel op oversight and

surveillance capacity to ensure markets function in

their

appropriate manner.

There is little empi

rical data regarding

the i mpact of HFT strategies on market pricing and

over al
defini
devel o
story

tradin

| mar ket behavior and better data and standard

tion of these market behaviors must be

ped. It seems on a weekly basis there's a new

about automated trading

and high frequency

g. In fact, today in The New York Times |I

read Nat hani el Popper's story

Bentl e

y of Progress Software,

guoting Richard

and many of you know
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Progress because John Bates serves on the

subcommi ttee. He could not make it today. And Mr
Bentl ey said, we've managed over the past several
years to equip traders with Ferraris and the

regul ators are trying to keep up with them on

bi cycl es.

Recent headli nes have announced the FIA
Principal Traders Group and the FI A European
Principal Traders Association devel opi ng
recommendati ons on procedures for the devel opment
and testing of deployment of trading software. Last
week the UN Conference on Trade Devel opment
published a report which purports to demonstrate an
econom c correlation between high frequency trading
and distorted commodity prices.

We also witnessed the i mpact of -- poor
computing coding can have on a market with the
unfortunate computer glitch associated with the | PO
of BATS on its own exchange. And on Tuesday | read
that the EU is considering a definition of
addi tional controls on HFT strategies as part of its
Met hod 2 proposal, and they have four to five
different proposals, very specific in that paper.
And Mar kus Popper, the | awmaker who -- or Markus

Ferber, who is the | awmaker steering that proposal
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t hrough, has advocated also a 500-mlisecond resting
period for ATS orders.

There are definitely strong opinions on
both sides of the HFT debate, and on both sides of
the Atlantic, for that matter. In an effort to
undertake and define this practice, |ast November

sent out a letter to the subcomm ttee members, or

the full comm ttee members, asking them for their
opi nion and definition of HFT. And as | noted
earlier, | have asked Andrei Kirilenko, the chi ef

econom st of the CFTC, to lead a subcomm ttee to
devel op an appropriate definition in the -- of HFT
within the university ATS, the Automated Trading
Systems.

My goal is to have a working description
of the attributes of HFT in order to better
understand the i mpact they have on our market.

Devel oping a nomencl ature is important, if only as a
means to study the trading activity on a consi stent
basi s. Wor king with Andrei, it is up to the
wor ki ngs groups to establish their own working
schedul e and meetings and to devel op recommendati ons
for the full Technology Advisory Commttee to
consider within the broad parameters of that

subcommi ttee.
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I have

and Exchange Commi ssi on,

Schapiro,
wor ki ng groups,
by our two agenci

partici pation of

to send staff

as wel |

al so requested that the Securities
wor ki ng with Chairman

to participate in these
to ensure full coordination
es. And we are pleased to have the

Dan Grey and M ke Watson from the

SEC.

Today we will

kick off our debate
have three goals in
One is to establish
exchange oversi ght

activity
and Mar k Wassersug.
sorry,
wi ||

testify regardi

and controls monitoring of

in the markets today.

and Mark Wassersug from | CE wi l

hear from four witnesses to

on the ATS/HFT debate. And
m nd for today's discussion.

-- to establish the existing
HFT
We have Dean Payton
Dean Payton from CME, |'m
identify --
ng what

each exchange is doing

to manage trading on their

respective exchanges.

Second,

we will

eval uate and discuss the

current

identifying and analyzing ATS behavi or

econom C
Hasbr ouck,

econom ¢

And third,

strategies and the firms and to the extent

st ate of

i mpact,

who wi |

research as wel |,

economi Cc

research regarding

and their

and we're pleased to have Joe

provi de an update on the current
from New York University.
identify the attributes of ATS

i n which




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

t hey participate and i mpact futures markets. Sean
Castette from GETCO will provide his perspective on
ATS/ HFT strategi es.

Before | turn to my coll eagues for their
remarks, | want to let the members of the TAC and
the two subcomm ttees know how much | greatly
appreci ate your service. | rem nd my coll eagues
that everybody here is serving -- has a full-time
job and is serving in -- using extra time and taking
time away from their famlies and their jobs to come
support our efforts to understand these markets
better.

| personally have benefited enormously by
your participation and your influence and your ideas
and | greatly appreciate that and | know the
Commi ssion policy will be better served through your
support. I do want to recognize, and | think |I said
earlier, we're a little early for the data standards
guys. I think they're comng in after |lunch, but
t hey have put in an enormous amount of work and
effort doing calls that have been open to the
public, but have worked extremely hard to put
toget her four working group papers that will be
presented here today, and we greatly appreciate

their service.

10
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Recogni ze everybody on the HFT, the 24

members who are going to participate in that. We
greatly appreciate your time as well. And | want to
al so thank our staff facilitators, and probably the
best time to recognize them we have -- if you'l

just stand up, so we need to make the |ink between

the HFT Working Group and our staff. On Wobr ki ng
Group 1, Joan Manl ey and George Pullen. On Wbr ki ng
Group 2, we have Harry Hild and George Herrada.
Wor ki ng Group 3 we have Andrei Kirilenko, Richard
Haynes and Jeremy Cusi mano. Wor ki ng Group 4 we have
Andrei Kirilenko, Richard Haynes and JonMarc Buff a.

Ri ght after lunch, Andrei, | think, is
going to lead a brief meeting to make sure we --
that we're able to get the staff with the working
groups so you're famliar, you can exchange contact
informati on, and begin to |lay out a strategy for
your meetings and time table. So | appreciate
everybody's cooperation, willingness to come and
partici pate today.

Il'"m going to turn it over to the chairman
for his comments.

CHAlI RMAN GENSLER: Thank you Commi ssi oner
O Malia, or should |I say Chairman of the Technol ogy

Advi sory Committee, for convening this meeting of

11
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the Technol ogy Advisory Commi ttee, and also
convening the first meeting of the Subcomm ttee on
Aut omat ed and Hi gh Frequency Trading of the
Technol ogy Advisory Commttee, if | got all the

words right.

I also want to thank all the members of
the full commttee and all of the members who are
willing to advise us and serve on the High Frequency

Tradi ng and Automated - -

COMMI SSI ONER O MALI A: It's a mout hful .
ATS/ HFT, whatever you want.

CHAI RMAN GENSLER: Well, being willing to
associ ate yourself with the word "high frequency
trading” in itself is a really interesting thing.

So we appl aud that. But financial reform means the

Commi ssi on must continue to adapt our oversight to a
changing market structure, including emerging trends
in electronic trading, and you've been tal king about
that for some time.

But of course in the markets, one thing we
can be quite sure of is that means of communication
and technology will continue to advance and affect
our markets. This was true in the 19th Century when
tel egraphs came al ong. It was -- it led to the

introduction of the ticker tapers we all know. It

12
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also is true in the 20th Century when tel ephones
first allowed a central quote system where market
partici pants could get instantaneous bids and offers
at that point in time. And |I'm sure there was a | ot
of debate and controversy at that time.

It was further true during the |ast decade
when futures markets went from | argely open outcry
to now nearly 90 percent traded electronically. So
where mar ket makers used to meet on the floor of
exchanges, they now often sit at computers miles
away or even in another continent. And whil e market
partici pants used to be involved in each of their
trades, they now often rely on algorithms to execute
t hose trades.

So humans are much more frequently relying
on the judgment programmed into their machines,
which will then initiate and execute their trading
strategy. The markets have evolved to where we
increasingly find machines competing with each
ot her. So regulators, | believe, cannot assume that
the algorithms in the markets are necessarily wel
desi gned, tested or supervised. Our regul ations
have to adapt as the markets increasingly move from
man to machi ne.

Only through adaptive regulation can

13
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hedgers and investors have confidence in the markets
and the integrity of those markets. This year the
Commi ssion will continue to adapt and work on our
oversight of these changing markets, including
emerging trends relating to electronic trading. The
Comm ssion's already taken a number of steps, and
you've already been very helpful in these in that
regard.

As it relates to both trading and
clearing, the Comm ssion has proposed that there be
pre-trade filters to protect the markets and the
clearing system and our proposed designated contract
mar ket rules and our proposed swap execution
facility rules. These trading platforms were
required to put in place effective risk controls,

i ncludi ng pauses and/or halts to trade in event of
extraordinary market events.

We al so sought and received many hel pful

comments on possibly requiring additional risk

controls, things like price collars, limts on
maxi mum order sizes, stop loss and kill buttons.

And | know | ater today, | think one of the groups is
going to be tal king about that, which will be very
hel pful .

This month we did actually finalize some

14
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rules to strengthen risk management procedures and
clearing members. The final rule requires that

futures comm ssion merchants and deal ers and the

i ke establish risk-based Ilimts on their customers
and house accounts. Basically risk filters and
procedures would help secure the financial integrity

of the clearing system

In addition, the Comm ssion finalized
internal business conduct rules with regard to swap
deal ers. Doesn't necessarily affect many of you
now, but there m ght be a time that some of you wil
be electronically trading swaps and this will be
hel pful because within those rules, maybe not wel
noticed, but within those rules a risk management
procedure requiring swap dealers to have policies
and procedures that detect, identify and promptly
correct deficiencies and operating and information
systems.

Furthermore, the risk management
procedures are required to be tested and revi ewed.
So taken together, these requirements are i mportant
enhancements to protect a rapidly changi ng market,
because one day swaps may be in a simlar place that
our futures markets are now.

Further, | expect the Comm ssion wil

15
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consi der putting out for comment a concept rel ease
concerning testing and supervision of automated
mar ket participants, especially those with direct
mar ket access. Concepts will be designed to address
potential market disruptions at high frequency
traders and others who have automated systems and
access and costs.

The Commi ssion's also |ooking to propose a

rule when reporting of ownership and control

informati on for trading accounts. That will give us
more information as well. These rules would enhance
our surveillance capabilities, increase transparency

of trading.

So again, I'd like to thank Comm ssioner
O Malia for his work on this, as well as Chief
Economi st Andrei Kirilenko. I note that both of
themride to work on a bicycle every day, so | know

that this article was probably referring to you.
But some of us just run or wal k as regul ators.
t hink, Commi ssioner Wetjen, you ride a bike as well
ri ght?

Yeah, so | think they're referring to the
three of you. But the work of this commttee and
this subcommi ttee hel ps inform and infuse good

advi se and your thoughts in all that we're doing.

16
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That which we've already done | think was better for
it. That which we've put into the designated
contract market and SEF proposals came right after
the FIA and this commttee, and | think under your
| eadership was wor ki ng about a year ago or 18 months
ago into that, and | think it will really help us as
we continue to move forward to adapt to changing
mar ket structures.

So | thank Scott. | thank all of you,
t hose particularly willing to associ ate yourself
wi th high frequency trading.

COMMI SSI ONER O MALI A: Thank you, M.
Chai r man. Commi ssi oner Sommers?

COMMI SSI ONER SOMMERS: Thank you. And |

just want to echo the gratitude of my colleagues to

all of you and to the Comm ssion staff that are
willing to put in extra hours on these very
i mportant issues. | can't say enough about how

i mportant it is for this Commi ssion to be more
informed and to have a greater understanding about
the types of new market activities and the type --
the ways that these markets are evol ving.

The Commi ssion has a |ong history of
regul ating actors within the markets for their

specific behaviors, floor brokers, CPOs, CTAs, |Bs,

17
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with regard to their different activities in the

mar ket . But we've never based our regulatory scheme
on the type of access that someone has or the

di fferent hardware or software that they utilize.

| believe that it's absolutely appropriate
for us to understand and recognize different trading
activities and to i mpose different regul atory
obligations on those activities. But | believe it
woul d be unprecedented for this Comm ssion to decide
that we draw distinctions between market behaviors
or met hodol ogi es. In my m nd, this would be |ike
regul ating the guy on the outside of the ring
differently than you do in the guy in the inside of
a trading pit based on their |l ocation difference,
based on their different trading style, or maybe
even the sound of their voice.

Hopefully with the help of this advisory
comm ttee and the ATS/HFT Subcommi ttee, we can
define and devel op the appropriate regul atory
framework for the specific market activities. [''m
confident that this further analysis can prevent us
fromrequiring certain market participants to be
registered in categories that do not fit their
activity and help us to avoid policy decisions with

the potential to cause adverse market implications.

18
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Again, just to echo what the chairman said
about Commi ssion O Malia's work on all of these
i ssues, this particular advisory commttee and the
subcommi ttees that he's devel oped | hope will help
us gain a better understanding and help us to
i mprove our oversight regi me.

COMMI SSI ONER O MALI A: I think we have
Commi ssi oner Chilton on the phone?

COMMI SSI ONER CHI LTON: Yeah, |'m here.
Good mor ni ng.

COMMI SSI ONER O MALI A: Al'l yours, Bart.

COMMI SSI ONER CHI LTON: Well, I'll echo
what my coll eagues have said, but thanking you,
Scott. | do so privately a |lot of times guys.
Commi ssioner O Malia has done a great job on this,
as has his staff, and | very much appreciate it.
You've done more with the advisory comm ttees than
|"ve seen in the time that |I've been here, and
really to be commended.

| appreciate you doing this over the

phone. I won't be long here, and |I'm just going to
be around for the morning, Scott, and I'Il1l just
listen after this. But | came across an interesting

statistic a couple of weeks ago and it was in

wor ki ng with DPCC, and then talking with somebody

19
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who's pretty smart
There are

transactions taking

and that's not

day,

bank. But it's 160

transactions taking

it's just sort of

normal size and breadth of
traders are not just
exchange, but

wor | d.

cheetahs as | call

and burning up the fiber

the exchanges for

they're arbitraging al

And these things are --

on this stuff.

over 160 mllion financi al

pl ace around the world every
people, a check clearing their

mllion market-related financi al
And

pl ace all around the worl d.

amazi ng when you think about a

the markets and how
up on one mar ket or one
across the

the HFTs, the

them are sort of churning away
24/ 71 365.
It's pretty amazing actually and I commend
the work they've done, that we
They do a

don't
really good job of
t hat sai d,
falls and I won't

they are.

The argument

Commi ssi oner

to it, but | hear

cheetah -- the FHTs

of the day trader.

see more problems than we do.

trying to keep track of it.

get

Sommers and Chairman Gensl er

this a

But

there has been some noticeable trips and

into those. You know what

that | hear a lot, and both

referred

| ot, that while the

are really just an extrapolation

It's just like the pits. You

20
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know, these guys are basing their trades upon intel
that they just get. It's as sophisticated as it can
be, that they try to execute fast in order to get an
advant age. And they try to be essentially flat or
have as little exposure as possible at the end of
the trading day.

So while |I accept that those are
simlarities with the day traders, you know, there
are still -- that's still an argument that some
people use to say to regulators, so since they're
i ke the day traders, there's nothing to see here.
Move al ong fol ks.

Remember that old day tripper song, the
Beatl es song, it says got a good reason for taking
t he easy way out. Got a good reason for taking the
easy way out. Well, | understand why some peopl e
woul d make that argument. They don't want to be
regul at ed. That's the easy way out. And for us
it's naive to think that these things aren't
different, that the cheetah traders aren't different
t han day traders, and dangerous from a regul atory

perspective.

And so | really appreciate the fact that
we're | ooking at this. | know you all believe that
we need to understand it better. | tal ked about not

21
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only registration, but of the pre-trade

functionality testing essentially before HFT

programs go into the production environment, about
kill switches in case the programs go sterile.
Those are three things that | think make some sort
of obvious sense.

But | appreciate the work that everybody's
done there. | appreciate all that the TAC and the
subcomm ttee for --subcommttee for your future
wor k. And let's just hope that if we go forward

with this in the right way and have a bal anced

approach, as Comm ssioner Sommers is talking about,

that technology in market isn't simply a one-way

ticket. Thank you.
COMMI SSI ONER O' MALI A: Thank you,

Commi ssi oner Chilton. Commi ssi oner Wetj en.

COMMI SSI ONER WETJEN: Thanks Commi ssioner

O Mali a. I was just going to add my voice to the

chorus of praise for Commi ssioner O Malia and al

his hard work on this issue, and his effective use

of the advisory commttee has been -- you've

very clever and effective in figuring out how to use

us as a useful tool, and not just for the
Commi ssion, but | think also for the benefit

mar ket participants.

been

of

22
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| also appreciate the fact that today with
this meeting there's some targeted issues that
hopefully everyone here in the room are going to be
able to help us grapple with, and I think focusing
the discussion that way is especially good for the
Commi ssi on

And then lastly, again just want to pile
on, | guess, with what the others have said. | know
-- | know how difficult it can be for folks that are
here today to make time to do this kind of thing,
but again, it's very -- it's very, very useful to
us, very, very important to get your input. So
appreciate the fact that you trekked to D.C. if
you're from out of town and taking yourselves away
from your regular day jobs. We really benefit from
it and really appreciate it.

So | ook forward to the discussion today.

COMMI SSI ONER O MALI A: Thank you very
much. Next we're going to hear from Andre
Kirilenko, our chief econom st.

MR. KI RI LENKO: Thank you, Commi ssioner
O Mali a. l"d just like to make a few brief remarks
to introduce the new Subcomm ttee on Automated and
Hi gh Frequency Trading of the Technol ogy Advisory

Commi ttee. | think this is going to be a terrific

23
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effort and highly anticipated effort, as you can see
by all the comm ssioners and the chair man.
This subcommi ttee includes 24 very, very

abl e individuals who have kindly agreed to devote

their time to public service. They're extremely
wel | qualified. They represent a diverse set of

Vi ews. We have exchanges, designated contract

mar ket s. We have futures comm ssion merchants. We
have a variety of different HFTs. We have traders
who are still human traders. We have a variety of

experts, experts both on the technology of automated
and high frequency trading and experts on the i mpact
of it.

We al so have data vendors. Data is an
integral part of this ecosystem So we really | ook
forward to their participation on this. We've split
up this 24 very able individuals into four working
groups. We' ve done this before. This is done for
-- to make -- to basically make this operational, to
make this work in a sort of focus, to have each
wor ki ng group focused on specific tasks.

The first working group is going to work
on the definition of HFTs. The second will work on
different types and maybe tag HFTs. The third wil

| ook at surveillance, regulation, other things. And
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the fourth one will |ook at sort of broader market
m crostructure issues, as Chairman Gensler said,
whi ch has been evol ving, and we need to think of
adapting our regulation and oversight.

The objective of each working group would
be to see -- to produce written recommendati ons that

could be consumed by the public and used by the

Commi ssion for consideration and adopti on. These
recommendations will be then given to the Technol ogy
Advi sory Comm ttee and you will see how it's done

sort of later this afternoon where the other
subcommi ttee that we have on data standardization
will be giving their recommendati ons to the
Technol ogy Advisory Committee.

So that's sort of what the endpoint sort
of | ooks Ilike. It doesn't mean that sort of work
ends here. We think of this as a catalytic effort.
There's an effort where we catalyze with you and
with us a sort of broader trends within the industry
to move towards an environment where these automated
and high frequency trading is better understood,
where it's better understood what oversight and
regul atory measures need to be in place in |light of
their presence in the markets.

So I'"'mvery excited that we are starting
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this process. As Comm ssioner O Malia has said, you
and the working groups are going to have a chance to
meet very dedicated staff of the Comm ssion and
observers from other agencies who will be working
with you. They' |l be facilitating. |"ve heard
there will be -- they will be there to serve your
needs. But you're the advisory subcommittee. You
will be the ones advising all of us.

We have -- to get things started for the
subcommi ttee, we've select -- we asked four
representatives of the subcommttee to speak on a
number of issues related to exchange oversight,
academ c review and sort of a practitioner's view to
get things started. We anticipate to have some

addi tional public meetings of this subcommttee

going forward where you'll have a chance to speak in
public, where each working group will have a chance
to present its views in full public view.

We have curtains drawn so we can be seen
by anyone. This is time for these issues to come
clearly out in the open by people who know what
they're tal king about, and they're excited to have
this opportunity to start this process today.

Thank you all again.

COMMI SSI ONER O' MALI A: Gr eat . Thank you,
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Andr ei . As | noted, | started this creation by
sendi ng out a definition of what is ATS/HFT. And |

sent that to the Technol ogy Advisory Committee.

think to start it off, I'd like to recognize Richard
Gorelick. He has some comments to make about this
i ssue.

If any of the other TAC members haven't --
want to say something, that's fine. We can arrange
for that and then we'll go to the panels. So
Ri chard, thank you.

MR. GORELI CK: Thank you very much,

Chai r man. Thank you, members and staff of the
Commi ssion, for inviting me to participate in this
i mportant discussion. |"m the CEO of RGM Advisors,
a principal trading firm based in Austin, Texas.

I have consistently supported regul ation
that promotes fair competition, enhances
transparency, manages systemi c risk, |lowers costs
for investors and hedgers, and gives regul ators the
tools they need to detect and deter abuse. Most
i mportantly, | believe that any inquiry should be
driven by empirical evidence of what's actually
going on in these markets.

Ri ght now the Commi ssion, through its own

records and through the exchanges, has unique access
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to fully attributed audit trail data on every single
order and trade in the futures markets.

An essential first step is for the
Commi ssion to analyze this information that's
available to it. If the Comm ssion does not believe
that it has the technol ogy or the expertise to
archive or evaluate such data, this group, the
Technol ogy Advisory Commttee, is well suited to
advi se the Commi ssion.

Two areas warrant special exam nation
within the data. First, what is the overall quality
of the market? Existing research consistently shows

| ower trading costs, tighter bid-ask spreads,

greater liquidity, reduced short-term volatility and
approved price discovery over recent years. But
don't just take my word for it. It's appropriate

for the Comm ssion to | ook at the data independently
to get to the bottom of what it says about market
guality.

The second issue is to surveil the audit
trail for improper market behavior. Unfortunately,
di scussi ons of abusive or disruptive trading
practices are |argely driven by suspicion, emotion,
rumor and anecdote. That's the wrong way to make

good policy. Rat her, why not | ook at the data, get
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evidence, investigate and take appropriate action?

One of the great virtues of public
el ectronic markets is transparency. | urge the
Commi ssion to shine |light on what's really going on
in the markets before engaging in finger pointing at
a particular group.

Where to start? At the December TAC
meeting, as Chairman O Malia indicated, | suggested
that the Comm ssion define a group of direct ATS
participants, firms that use an automated trading
strategy directly connected to an exchange. I nst ead
of starting with a narrow group defined by arbitrary
threshol ds, by starting with this broad universe and
then sorting and filtering based on relevant
criteria, regulators would get a complete picture of
mar ket activity.

Recal |l that an automated trade by a mutual
fund was an i mportant factor in the Flash Crash. |t
does not make sense to turn a blind eye to some
mar ket activity by defining your way at the outset.
Mor eover, it would be a shame to have spent such
considerable time and effort attempting to study
hi gh frequency trading only to realize that we stil
don't have a full understanding of what's going on

in the markets.
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That's why we maintain that anyone trading
shoul d have proper risk controls and should be
subject to appropriate market surveillance, no
matter at what frequency they operate.

Mr. Chairman, |'m hopeful that the actions
today will help us to move beyond the preoccupation
with high frequency trading and to take thoughtf ul
and concrete steps based on real evidence to
strengthen our markets. Thank you.

COMMI SSI ONER O MALI A: Thank you very

much. Anyone else fromthe TAC want to make a
comment? We're going to go to the -- our four
panelists, and I'd rem nd everybody, everybody's got

m crophones in front of them You can ask any
gquestion. We're going to ask questions. And we're
getting m crophones for the HFT members as well so
you can ask questions. And we'll go down the I|ine
and take questions after each panelist -- at the end
of the panel. " m sorry.

Panel 1, we have Mark Wassersug, Vvice
presi dent of Operations of | CE. Mar k has been with

| CE since 2001, has been vice president of

Operations since 2004. He is responsible for
overseeing all trading and clearing platform
technol ogy operations, including the global network
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and infrastructure design and operation. It's my
understandi ng that Mark's job is to cover these
mar kets |i ke stucco.

So we have Mark in the first panel,
foll owed by Dean Payton, managi ng director and
deputy chief regulatory officer of the CME Group
and has been in that position since November of
2009, and responsible for overseeing CME Group's
regul atory efforts for CME, CBOT, NYMEX and COMEX.

Foll owi ng Dean we have -- Joel Hasbrouck
has been at the Ken Langone Professor of Business
Admi ni stration and Professor of Finance at the Stern
School of Business at New York University, and his
research focuses on the analysis, design and
regul ati on of securities trading and mechani sms, and
he's the author of empirical -- of empirical market
m crostructures study, Oxford 2006, and numerous
ot her articles. We're pleased to have your
participation as well

And Sean Castette is chief information
officer at GETCO, a little small firm some of you
have heard of, and he is -- joined themin 2001 and
currently leads the firms fixed income commodities
and currencies trading groups. In his role, Sean is

responsi bl e for overseeing GETCO s gl obal trading
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activities in these asset classes, including the
identification and devel opment of new and enhanced
trading strategies and technologies initiatives. He
al so serves on the GETCO seni or management team
hel pi ng guide the firm s overall strategy.

We're very pleased to have all of you here
t oday. We're going to start with Mark and work our
way acr oss. So Mark, it's all yours. Thank you.

MR. WASSERSUG: Thank you, Commi ssioner
O Malia, and the rest of the Comm ssion, for
inviting me to speak today. | am vice president of
operations for ICE, and as Comm ssioner O Malia
said, yes, | cover the ICE markets |ike stucco. But
really I would say it's more |ike the purple skin on
an eggpl ant.

What | would like to talk about today is
our oversight of automated trading systems and
controls and functions that we have within the
exchange to cover those systems. So it's a --
have a very brief presentation. Happy to take
guestions throughout the presentation, or at the end
of the presentation.

So the first slide I"d like to just
di scuss how ICE, we at ICE, from an operations

perspective and compliance perspective, think about
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automated trading systems. To me, the category is
very broad. It's with two main focuses, one,
automat ed order submi ssions, and two, direct market
access.

So we have a broad view of clients who
automatically submt orders to the | CE exchange. We
can be tal king about a simple ISV that has a
spreadsheet hook to it through to an auto-spreader,
or finally to a significant and sophisticated bl ack
box al gorithm But all of these customers maintain
a direct market access. From t he exchange
perspective, that's how we would evaluate an ATS,
and we really don't | ook at subcategories beyond
that from a monitoring and a compliance perspective.

As many of you have tal ked about, the
benefits of ATS are providing liquidity, market
maki ng abilities and tighter bid offer spreads, but
unli ke with any benefits, there are risks also
associated with these same types of activities.

Next slide, please.

From a risk perspective, we really | ook at
two broad sides of risk, one, the operational risk,
and two, compliance risk. As you can i magi ne over
the last five years, we've seen significant growth

in transaction rates and order and message
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processing and just with the amount of data that
we've had to consume and analyze.

This is -- one of the risks to our
exchange obviously is to be able to keep pace with
technol ogy, bandwi dth, monitoring, et cetera, to
mat ch the demands that our clients have for the
consumption of that -- of that technol ogy.

These -- the types of processing that
we're doing could potentially impact performance,
not only from the exchange by slowi ng down the flow
of messages and flow of transactions, but also our
users can be impacted as a result of having consumed
more and more information and process that
information.

The second set of risks that we | ook about
-- look at from an exchange perspective is a
compliance risk. So we have to be able to monitor
and closely analyze purposeful or accidental market
i mpacts for -- from orders comng into the market at
a very high rate on a |arge scale and have the
capacity and the ability and the tools to actually
moni tor, report on and analyze this data in rea
time as well as in the past. Next slide.

Over the 11 years that 1've been at |1CE,

we have put in a significant number of controls,
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aut omated and manual, to help alleviate some of the
ri sks that we have within the exchange. And t hese
controls are not -- were not put in place to deal
with automated trading to do with HFTs in
particul ar.

Our view is that these controls are
system c and need to be in place for any type of
user on the exchange, whether they are a user using
a mouse or a computer trading against the exchange.
Some of the controls that | want to speak about
really fall into two categories, automated order
entry validations and then manual validations and
controls.

From an automated perspective, what our

mandate is from the exchange side is to protect the

exchange from errant events, anomali es. So here |
have listed five sort of the high-level controls

t hat we put in place. Message throttle Ilimts for
one. So we throttle an individual user, an

i ndi vi dual market session with a certain number of
messages over a certain period of time. So we can
control a runaway API. We can control a user
potentially floating hundreds or thousands of
messages in a given period of time.

This allows -- this allows us to not only
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moni tor and regul ate the amount of messages com ng
in from a particular user, but it also gives us a
good understandi ng of how a user's trading strategy
can be used, and we will work with the user to
figure out appropriate message threshol ds based upon
their activity.

Anot her automated control we have in place
are maxi mum quantity limts. So you mi ght | ook at
-- you've heard fat finger error, where a user m ght
be | ooking to bid or offer 10 and they accidentally
type in 10, 000. Well, we have set quantity limts
across the exchange by market, which will elim nate
the ability for a user to make a fat finger error
such as this. An order that comes in beyond a
maxi mum quantity |limt would be rejected and an
alert would go into our operation center, as well as
to the user that the message was rejected and the
reason it was rejected.

I think one of the unique features that we
have as commodity exchanges, both CME and | CE, are
the price reasonability validations. What we - -
what price reasonability means basically is we
collar an upper and a | ower range of price
acceptance based upon the current market price at

any given time. And that range is preset by market
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and will reject any order that comes in above or
bel ow t hat particul ar range.

So for example, much |like the fat finger
error on max quantity, if a user is attempting to
float a bid at 10 and it's 10,000, we would -- we
woul d be rejecting that price Iimt through our
reasonability validations and the order, again,
woul d be rejected and the user would be notified.

The fourth point is our position
val i dation, so whereas the first three were more
along the lines of floating an order, position

validation is actually | ooking at real time

position, long or short position, and rejecting
orders for trades once a position |imt was --
position limt was met.

That is controlled not by the trader, but
more at the risk manager |evel or at the clearing
firm member | evel, whereas these are credit checks
t hat can be done again in real time based upon
active live position from a particular user, or a
particul ar account.

And finally, one of the things fromthe
FI A principles is the order to move upon | og-out.
All I CE users who are disconnected from the system

can -- will have all of their orders removed from
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t he mar ket upon disconnect. Now we do have the
ability for a user to float an order that stays live
after disconnect, but by default orders are removed
upon | og-out. So we don't have orders sitting in a
mar ket where a user may have | ost connectivity or
there m ght be a problem on their end or on our end.

From a manual validation perspective, one
of the key features that we have is a log off user
and kill all button, so whereas simlar to once
users log out, all their orders are pulled, again,
ri sk managers, clearing members have the ability to
log in and remove a user from a market, which woul d
kill all of their orders that were live at the
mar ket at that time.

We also give clearing members another tool
that allows them to suspend, close, deactivate
clearing accounts, which again elim nates a user's
ability to trade at any given time, thus pulling al
of the orders out of the market. Agai n, these are
risks controls that we feel go beyond just the
trader's ability or the trading firms ability, but
sit at the heart of mitigating risks at the clearing
perspective.

We have a very well documented cl eared

trade policy, error trade policy, as well as no
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cancel l ati on range across all of our markets and
across all of our exchanges. So those are -- those
are really the controls that we have in place. One
of the unique features that we just added to |ICE two

weeks ago is something called the Interval Price

Limt. It's something we've been working on for
about a year and a half. And we began this work as
a result of the Flash Crash. Next slide, please.

The Interval Price Limt is basically
| CE's circuit breaker to prevent or protect agai nst
price spikes. What the I PL does is it provides a
rolling floor or ceiling price over a given time
frame that is configurable to a particular market.
This rolling price recal culates on a particular X
interval, or Y interval, X interval over time and at
a particular interval height up or down, and it
elimnates the ability for a user to either offer

t hrough the market or bid above the market.

What the -- how the IPL works is if we --
if a market hits a | ow point along the IPL, let's
say the interval price limt is set to $10 and --
the price of the -- sorry, the price of the -- the

price of the future is trading at $20 and we have an
| PL of -- range of $10, we would have a low |limit of

10 and a high limt of 30. If that low Ilimt were
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enacted, it traded bel ow or offered below that

[imt, the market would be put in a hold state. Now
hol d doesn't mean closing the market. It doesn't
mean suspending all transactions. What it means is
it holds the ability for any offers to come in bel ow

that $10 low |limt, but allows bids to come in to be

able to stop any gap down that mi ght be taking

pl ace. And it also allows the ability for
trade above that low hold limt.
The hold is configurable. Gener

our system right now it's configured anywh
five to 30 seconds across different market
and al though it hasn't been triggered, we
to be | ooking at what those intervals are

resetting them based upon market activity.

people to

ally on
ere from
types,
are going

and

What's important is the notification of

t hat hold goes out to the market in real t
all users are aware in real time that the

hel d, why the market was held, the price i
t hat put the market in a hold state and wh
interval will be and when the hold will be
And finally, once the hold ends, a new |IPL
| ower Iimt are calculated and trading can
If we go to the next slide.

| put a diagram together to sort

i me, so
mar ket is
nformation
at the
lifted.
upper and

resume.

of
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represent what that -- what this m ght [ook |ike.

So on the first section on the left there, you've

got this -- our IPL interval. You can see APs

are -- we're calling it the average price, anchor
price of the market at any given time. The
reasonability limts are what we won't |let the price

trade above or bel ow at any given time in the
mar ket, and our |IPL range is the thick upper and
| ower 1lines.

As you can see after the first interval,
the average price is going down. We recal culate the
| PL, but the price now has some precipitous drop and
we see a trade below or attempted below the | ower
I PL |imt. This i mmedi ately puts the market in a
halt state, or hold state, so no trading below that
IPL Iimt can take place. However, trading can take
pl ace within that trading allowed range and above
the lower IPL Iimt.

And then our assumption and our hope is

that we see mar ket orders come into the market that

will add some strength to the | ower end and the
mar ket will rebound off the low, elimnating or --
elim nating the ability for the market to spike

downward where we would see potential stop orders

start comng into the market and you would see a
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pre

[if

on

sli

ci pitous drop in price. As the -- as a hold is
ted, a new IPL calculated and we continue to move
in a direction of normalcy afterwards. Next

de, please.

The second side of the controls scheme

that we |l ook at are really the system monitoring and

the

fun

of

mar

abo

abl

wo u

system controls. So whereas the first were our
ctional controls within the system this is more
our oversight and monitoring of particular
kets at any given ti me.

We have -- | guess one of the key points
ut having any ATS in your marketplace is being
e to validate that ATS performs in a way that you

| d expect it to perform We have a rigorous

testing and conformance program that is run out of
| CE which requires all ATSs to actually conform with
particul ar test cases and a particular program, and
until that ATS is certified by the conformance test
and meets all the criteria of the performance test,
it will not be permtted to trade on the |ICE
exchange.

One of the -- | think the key features is
the recertification as either |1 CE goes through

changes on the trading system that could i mpact ATSs

or

ATSs go through significant changes within their
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technol ogy or functionality. We do require
recertifications as well.

We al so, much like our -- the message
t hreshol ds we tal ked about, we have message rate
t hreshol ds, whereas the regul ator on an individual
| D | ooked at particular |Ds. We actually | ook at
message rates across a particular market over any
given time period. So we're able to monitor if
there's a spike of activity, a flurry activity, not
just by an individual user, but again, at the entire
mar ket | evel, and we've got our operations team that
is responsible and surveillance team that is
responsi ble for handling any of these types of
i ssues, any of these types of alerts.

We generate system performance reports
internally, it seems |like within every five m nutes
of the day, that are responsible for basically
| ooking at the exchange at any given perspective,
| ooki ng at performance |evels, traffic |evels,
capacity | evels, and being able to identify any
potential -- any potential issues that m ght have
taken place within the last time interval that we
| ook at.

We al so generate, | think, which is unique

to the industry, an ATS efficiency report where we
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| ook at particular ATSs on the exchange and we

desi gnate what their message efficiency |ooks I|ike,
really | ooking at the quality of the messages in
orders that they are generating compared to the
number of transactions and the number of -- and the
amount of volume that is being traded.

Two ot her key pieces that | am going to
touch upon briefly are our SMART system, which is
our real time compliance surveillance system, and
our message policy and WR reports. So SMARTS, we
did the demo this |ast week to the CFTC. We' re not
prepared to do a demo today, but it's our real time
mar ket surveill ance. It's essentially a real time
hi storical graphical representation of an entire

mar ket at any given time over any given period of

time.

The -- our SMARTS system is used by our
surveillance teams in Atlanta, Chicago, New York and
London. It's able to reconstruct a full order book

and synchronize a playback for a particular market
| ooking at very granul ar individual orders and time
stamps of orders comng into the market based upon
user information.

We' ve been able to -- we've had SMARTS in

pl ace for about two years. We' ve been able to
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customi ze

a tremendous number of alerts that all ow

us to detect anomalies, significant price movements,

potenti al

gener at ed

mar ket abuses, and those alerts are then

into our compliance and our operations

teams to allow them to further diagnose and analyze

any particular issues that SMARTS may alert us to.

hi stori cal

There's also a significant amount of

information that's presented in SMARTS

where we can go back and do multiple analyses based

upon anything that happened in the past. The --

next slide, please.

The key -- one of the other key points

that we want to talk about, and this is specific to

ATS, is our messaging policy. | CE has had a

messagi ng

three of t

policy really for the |last four years, but

he four years was -- we really |ooked

simplistically at overall messages or orders com ng

into the market based upon the number or within

ratio to t

he number of |lots traded. And what we

realized was that really wasn't giving us a good

pi cture of
customers
qual ity of

mar ket .

how the markets operated and how our
particularly operated with regards to the

the orders that were being placed in the

What we established | ast January and
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i mpl emented | ast March of 2011 was a new policy
where we | ook to discourage inefficient messaging
basically by penalizing messages that were further
away from the market at the time of their entry and
rewardi ng the messages that were on the market or
close to the market at the time of entry. This --
we coined this the WR or Weighted Volume Ratio.

WR is really, the weighting is a
mul tiplier that's based upon the proximty of that
order at any given time. Our policy's enforced at
the firmlevel and it's enforced on firms only
meeting a particular number of submi ssions on a
gi ven day, so a threshol d. And we broke the policy
down into multiple tiers, really a mnor tier and a
maj or tier, and |I'Il get into that in a little bit.
Next slide, please.

So the weighting that | mentioned earlier
| ooks at the time of subm ssion where that order is
in relation to the best bid or offer at the time.
So what we realized, that we |ike market makers, we
|li ke ATSs who are submtting prices at the market,
best in market, a tick off the market, two ticks off
the market, and we wanted to reward that behavior.
But we wanted to penalize those users who were three

to five or five ticks outside of the market at any
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given time. Al t hough we realized there are
strategies that implement those procedures, we
didn't want -- we wanted to at | east force the ATSs
to take a | ook at why and how they were entering
orders, the proximty of those orders, so they could
better assess whether that strategy could be refined
to be i mproved.

The cal cul ation that we use is simply the
mul tiplier, so where that message is, by its
proximty times the number of messages that come in
di vided by the total sum of the lots, to come up
with our weighted volume ratio. And what we found
was that with m nimal prodding, the ATSs were able
to back and refine their strategies where they
didn't necessarily reduce the number of messages
that they were sending. But they were able to
refine those messages and make them tighter into the
mar ket, and it ultimately allowed us to have more
efficient markets, essentially tighter markets with
fewer outliers outside of particular price bands
that we felt were not reasonably tradeable. Next
slide.

One of the ways we were able to share this
information with ATS is fromthe feedback we were

able to give them What we provide every one of our
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ATSs who submits orders onto the exchange, is a
report daily that basically gives them a breakdown
of where every single order was, the percentage of
t hose orders, the average quantity across a
particul ar market, and where they fell within those
buckets that | mentioned, the better, at one tick
away, et cetera.

So we were able to provide a report such
as this, and this is just a sample from one user
from one particular day, back to the ATSs, so they
could go back and evaluate their strategi es agai nst
actual performance data that they had fromthe
previ ous day. And this was, | think, a significant
breakt hrough froma | ot of the understandings of the
ATSs, because really this data was not avail able to
them from a market perspective outside of through
the 1 CE exchange.

So -- and again, we made this avail abl e
for free on our website. | f a user does violate a
particular |low threshold or upper threshold, they'l|
receive a simlar report to this e-mailed to them
directly next business day, but it will actually
show t hem where they violated, what user viol ated
the particular policy. And again, we'll be able to

allow themto go and dig into the strategies that
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they are using to help refine their approach going
forward.
We feel that working with our customers in

this way we've had significant advantages i mproving

message efficiency and order -- on order ratios
within the exchange, and | think we can show that by
t he next slide. Overall on ICE we implemented this
a year ago. It's been one year of data. We've seen

a 33 percent reduction in the WR ratios over the
past cal endar -- over the past year, and we've seen
some significant reductions in our U.S. futures, in
our OTC markets and good reductions in our U. K.
mar ket s.

| think what's the | argest standout st at
here to me is that we've seen a 93 percent reduction
in the amount of major violations, so reaching a VR
-- WR threshold of 500 since we implemented this
procedure. And again, we haven't necessarily seen a
reduction in the number of orders, but what we have
seen is much efficient orders that are much tighter
to the market.

This concludes my presentation and |I'm
happy to answer any questi ons. Thank you.

COMMI SSI ONER O MALI A: Thank you very

much. I know the chairman's got a coupl e of
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gquestions already, so we will just go ahead with
guestions.

CHAI RMAN GENSLER: I m going to | ay out
all three of my questions. One of the earlier
pages, you had, |I'm going to call it message
throttle limts. So I was kind of curious whether
we're on a country road and your speed Ilimt's 20
m |l es an hour, you're on a highway, it's 70, or it's
the I ndy Speedway and it's 210, but it would be
really interesting to know what the speed Iim¢t is.
Some example you could use, | don't know, you're
Henry Hubb contractor, you know, just something that
we're fam liar with.

Second question | had is just overall, if
you could give us a sense of what is the ratio of
messaging to transactions? | mean, | occasionally

use something in a speech that Andrei's given me,

but I'"m not sure the number's right. I mean,
Andrei's always right, but |I'm not sure that -- I'd
i ke to know what your -- what's the average that

| CE, or if you can give some contract.

And then the third thing is, if |
understand this Weighted Volume Rati o approach, is
it possible that you could have an inadvertent

reaction that you'd have |l ess depth to book, and so
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in quickly moving or volatile markets if you're
di s-incentivizing people to be five and six ticks
away that you m ght find that you actually have sort
of something you didn't want, but then the thing
could just blow right through?

So those are my three questions.

MR. WASSERSUG: Sure. Let's take them

fromthe top, M. Chairman. Thank you.

The messaging threshold Iimts, so that is
actually set on a -- by a particular individual
basi s. So the range can be very broad. For

exampl e, a particular Webl CE user --

CHAlI RMAN GENSLER: So different speed
[imt. Rick's got a different speed |limt than
maybe each of the 24 members of the new advisory
comm ttee.

MR. WASSERSUG: Correct. And that speed
limt can vary based upon how that -- based upon how
many cars are driving on the highway. So if a
particul ar user is trading just Henry Hubb, that
speed Ilimt is going to change if that particul ar
user -- it's going to be different than if that user
is trading Henry Hubb and sugar, for example.

So we have to allow for that speed limt

to be able to handle both markets at the same ti me.
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The user has the ability to trade multiple markets
across the same -- across the same trading session.
After a certain period of time though, our
recommendation to that user is that they split up
the individual sessions, so they put sugar in one
car and they put Henry Hubb in another car, and then
we can reduce the speed Iimt overall on the

hi ghway.

CHAI RMAN GENSLER: So just because there's
probably a | ot of questions, a lot to go through, if
you could provide the five of us just something that
is in plain English, just to understand.

MR. WASSERSUG: Sure.

CHAlI RMAN GENSLER: You know, is it |like a
-- you know, you can put 1,000 messages in sixXx
nanoseconds, or is it like 100 messages in three
seconds? You know, |I'm just trying to understand.

MR. WASSERSUG: From an ATS perspective,
messages per second perspective, on a initial put
orders into the market, the setting that we go with
generally by rule of thumb is 300 orders in one
second for an ATS. For single clicker Webl CE
session it's an order of magnitude | ess than that.

CHAlI RMAN GENSLER: That's hel pful. It

just gives it perspective. And then on the other
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how many orders per transaction do you -- whether
it's Henry Hubb or sugar, on average?

MR. WASSERSUG: Can you back up one slide?
So | ooking at this -- this is our analysis for our
Wei ght ed Volume Rati o. This is across the entire
exchange here, so our Weighted Volume Ratio, the red
line is a 30-day movi ng aver age. It's roughly 12.5
orders, messages, per |lot traded. That's on the
wei ghting side, 12.5 messages per |l ot traded across
the entire -- all of our exchanges.

CHAI RMAN GENSLER: So Andrei, if |
i nadvertently included in a speech or two a 80 to
90, what's that number compared to this?

MR. KI RI LENKO: l"d like to understand
better what | think that the ot came in one --
what's the definition of the lot? One contract?

MR. WASSERSUG: One contract, yeah. And
again, we're blending this across our U.S. future,
our U.K. futures, our Canadian futures and our OTC
contracts.

CHAI RMAN GENSLER: So maybe just, you
know, over the next couple weeks you guys, it wil
be just hel pful to understand that.

MR. WASSERSUG: | can provide that.

COMMI SSI ONER O' MALI A: Can you go back to
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maybe on page 12 in your sugar example?
MR. HASBROUCK: Excuse me, Scott. If you
don't mind?

COMMI SSI ONER O MALI A: Yeah, sure.

MR. HASBROUCK: | think the chairman had
one | ast question | was going to try to respond to.
You were asking, | think, does the -- this WR

policy, does it have an adverse effect of

potentially reducing liquidity, three, five, seven
ticks away from the market? And | think we
experimented with a | ot of settings, by the way, in
| ooking historically at what would it | ook like if

we had had various weightings in.

And | think the important thing to
remember on this is these -- this policy doesn't
even kick in until you -- unless you're a user that
subm ts a m ni mum number of orders per day, which is
a very high number. So all of those users that have
resting orders in could be hedgers, could be anyone
have resting orders in at three, five, 10, 100 ticks
away from the market. None of those are affected by
this. Those are all -- rest in there. There's no
penalty to anybody for that.

So this is -- this is targeted

specifically at users who spend a -- send a very
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| arge number of orders.

is

CHAlI RMAN GENSLER: Chuck, your thought is

if you're pretty active in the market, an ATS, if

you're a

| ow-1 atency trader, you can adapt, and a

very quickly moving market could then put the next

set in.

MR. HASBROUCK: We just saw that there was
a -- | think there was a | ot of order changing
activity far away from the market. There are al
ki nds of |evels of HFTs out there and they've all

gotten smarter and better and more proficient, |

t hi

nk, at

their algorithms. But some are, you know,

in early days may not be terribly elegant.

mar

ket s,

And so if there are being different

they could be frequently changing the

prices 30 ticks away from the market and they're

changing it every second, and that really doesn't
add any value to anybody. So what we were trying to
-- we're trying to drive that out.

for

t hat

CHAI RMAN GENSLER: That's hel pful. Thanks
answer .

COMMI SSI ONER O' MALI A: And | assume your

Wei ghted Volume Ratio is also integrated with your

| nt

approach?

erval

Price Limt, which is your circuit breaker
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MR. WASSERSUG: The Weighted Volume Ratio
is really a next day analysis, whereas the Interval
Price Limt is a real time throttle.

COMMI SSI ONER O MALI A: And to address,
think the question the chairman had about the

volume, the messages versus |ots traded on page 12,

| assume that on that top line that messages means
the number of messages submitted. Just want to wal k
us through what we're seeing on that top line?

MR. WASSERSUG: Sur e. So we're | ooking at
a particular strip. This is the Sugar 11 contract

for U. S. futures for May 2013. So in this

particul ar contract, this particular firm-- this is
based on the firm|level, submtted 5,477 orders.
That's -- that was 13.8 percent of the total orders

that they submtted within the Sugar 11 futures
contract.

The average quantity that they submtted
across all 5,400 of those orders is 4.82, and 91.91

percent of those orders were the best bid or offer

at the time that they were submtted. And then as
they -- as you go out, 5.2 percent were at the
mar ket . So they matched the best bid or offer at

the time, and et cetera, et cetera as you go out.

Based upon all 5,477 orders that were
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submi tted,

each trans

there were two transactions generated and

action was one lot, or a total quantity of

two | ots were generated. And then as you go down

the row, we're | ooking at again same -- different

strips, bu

sampl e of
don't add

is just an

t the same metrics used throughout.

And again, this is just a -- this was a
one user. It's not the entire percentage
up to 100 there, as you'll see. So this

excerpt from one report.

CHAI RMAN GENSLER: So just whispering

to -- Andrei tells me that some numbers that he had
| ooked at were 99 messages to every one transaction
in the E-m ni that must be what |'ve been using in
some -- so it would be very interesting just to --
because |I'm sure each of these markets are a little
different and sugar is probably different than Henry
Hubb, just to understand message to transaction

vol umes, which you think is maybe closer to 12 or 15

at least o

for Mark?

clarificat

that's ove

n that other page?
MR. WASSERSUG: Correct.

COMMI SSI ONER O MALI A: Any ot her questions

Oh, M chael .
MR. COSGROVE: First of all, just a
ion. Is the messaging, that 12 to 1

rall market? That's not 12 to 1 for high
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frequency traders, right?

MR. WASSERSUG: That's correct. It's
overall market.

MR. COSGROVE: So that could be a basis
for some discrepancy, if the 80 to 1 is being is
bei ng applied to high frequency traders, whereas --
t he whole market, okay?

MR. KI Rl LENKO: There's a whole market,

E-m ni .

MR. COSGROVE: It's the whole market? Got
it.

MR. KI RI LENKO: Okay, we have -- we have
CME representatives here. They may wish to say
something if they feel |ike.

MR. PAYTON: | think in terms of our
messagi ng policy, with respect to E-M ni, we
actually have a ratio of 4 to 1 in the E-M ni. So

four messages to every one lot traded is the
threshold for our messaging efficiency policy. So
it's actually the tightest of any of the products

t hat we have on the exchange.

MR. COSGROVE: Gr eat . I do have two
guestions. I was curious, how do you adjust price
reasonability validation? |Is that adjusted

automatically in real time, daily?
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MR. WASSERSUG: Yes. That's adjusted in

real time automatically through our trading system

So for every -- for every price update, the new

reasonabi

ity is calcul at ed.

MR. COSGROVE: And then my | ast question,

since the speed Iimt is applied to individual users
or individuals companies, is there a sort of
standard that -- sort of a standard that applies to

anyone, you know, if you do this volume of business

you get t

st andar di

his, or not volume, but is that
zed or is that somewhat --

MR. WASSERSUG: That's a good question.

We have called default settings initially, so that

300 setting, the 30 setting, and then over time we
will work with the individuals fromthe firms to
understand their trading patterns. So we don't have

any, okay once you've done X amount of transactions,

you've fallen into a particular bucket. Everybody
can be a little bit different. And as strategies
change, so m ght the speed I[imts change as well

So it's more on -- it's a unique setting
per user per session.

i mportant

MR. COSGROVE: Thank you.
MR. HASBROUCK: Il think it's just

to -- this is an operational protection.
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It's not -- it's not a mechanism for rationing

bandwi dt h or capacity or anything else. It's a
really a -- it's really a mutual discovery with the
customer and us and trying -- what is it you're

doing in this session, this log in? Wat's the
typical type of activity so that we know what to
expect, you know what to expect, so if we're -- so
we can set a |limt so that it doesn't |et something

beyond what you're expecting to be normal go on

So it's -- that's what that's for. It's
really what Mark's talking about when we say -- when
you're doing -- when you're trading four very liquid

mar kets with one session |ID, part of the reason
we' re suggesting you break that out into two or
three IDs is so that if you have a problem with one
of them, it's only affecting one of the markets
you're trading in as opposed to some of the others.
It's all -- that part of it is much more
operationally, you know, redundancy oriented as
opposed to compliance or |evel playing field
oriented.
MR. KI Rl LENKO: | have a question about
this. " m sorry, about the cal cul ati on. Let's say
-- let's say hypothetically you have 100 messages

per one transaction and that transaction was for 100
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| ots. So woul d your cal culation be one message | ot
traded? So either one of you.

MR. WASSERSUG: Our ratio is based upon
messages per quantity of lots traded, not based upon
transactions. So in that case, the ratio would be
one.

MR. KI Rl LENKO: One to one?

MR. WASSERSUG: Yes.

MR. KI RI LENKO: Right, so if the average
transaction size is not one lot, then you wil
di vide by that average transaction size and get to
the number of your lots, right?

MR. WASSERSUG: Yes.

MS. DOYLE: It's purely void.

MS. BOUL TWOOD: Mar k, 1 was wondering if
you could comment, to what extent are these controls
that you've implemented that's practiced, and is
there a form for comparing across exchanges? You
tal ked about the ordered renewed based on an FIA
principle. How much of this is common? How much do
you think ICE is just ahead of the pack?

MR. WASSERSUG: Well 1 think ICE is ahead
of the pack. There's actually multiple principles
that the FIA comes down with from an exchange

perspective on how we should mtigate risks in the
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mar kets, and | think every one of those bull et
points was one of FIA's best practices. So | feel
like we're well positioned froma risk mitigation
standpoi nt and an FI A best practices recommendation
standpoi nt.

I know that our exchanges in particular
you know, we | ook at reasonability limts. We | ook
at things like flash crashes. So | think we are --
we, CME and ICE, are both ahead of the game when you
| ook at us compared to the equity exchanges, stock

exchanges.

But again, you know, | think from an
i nnovation standpoint, I|IPL that we just recently
released is quite innovative. I don't think anybody

in the industry is doing anything |ike that. We're
constantly trying to tweak our technol ogy and tweak
the exchange to offer more and more -- you know,
more and more risk mtigation and best practices
within our systens.

COMMI SSI ONER O MALI A: Steve?

MR. JOACHI M: Yeah. I have two questions.
One is, do market participants know what the
threshold, the dynam c thresholds are for the |PL,
and if so, how do you communicate to them on an

ongoi ng basis what those thresholds | ook |ike?
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And my second question is, and a whol e
different direction is, is test cases. I"m curious
to know how you construct your test cases before
partici pants come onboard. How do you ensure that
they have fully and adequately tested those
facilities to ensure that there's no damage as a
result of the connections?

MR. WASSERSUG: Good question, Steve.
Regarding the I PL, we provide a framework for how
the IPL is going to operate, so we will provide
informati on on our website to customers that tel
t hem how I ong the I PL period is, how long the hold
period is, and what the range to the upper and | ower
threshold is.

So if a customer wanted to, they could in
real time calculate that based upon average price at
a particular time. But it's more important for them
to understand the range that an IPL is going to be
in as opposed to what the actual number is at any
given time. So that's well communicated to our
customers.

Again, we rolled this out two weeks ago,
so it's a |learning process for all of us. And as we
make changes to IPL imts, | think we're going to

have to continue to work with our customers so they
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understand what those |limts are going to be.

That answered your first question.
Regardi ng test cases, so | mentioned that we have a
pretty significant conformance testing team and
program that all ATSs must go through. We have a
relatively stringent and very long test program that
ATSs must follow, so we give them actual specific
test cases throughout all of the scenarios that we
envision they will deal with from a trading
perspective, and we're actually | ooking for what the
out put of that test case is fromthe ATS.

So they have to fill out a questionnaire,
run through a scenario, fill out what the output is,
generate that back to our team and then our team
will score the ATS's response to us.

We have separate and dedi cated
environments, testing environments where an ATS can
go and they will schedule time to run through a test
program so there's no outside influence, potenti al
anomal i es taking place within the -- with that test
system. So we know that they can -- that their test
cases are going to be accurate and valid.

COMMI SSI ONER O' MALI A: Anyone el se? Okay,
M chael .

MR. GORHAM: Qui ck question. The SMARTS
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charts on slide nine, I'mjust trying to figure out
how to read that. Can you kind of -- I"m not sure
what those little balls are on the top between the
green and the red.

MR. WASSERSUG: | put this thing small so
you couldn't read it. | just wanted to make sure.
So what we have is the balls between the green and
the red are actual traded -- are actual trades that
t ake pl ace. We have offers and bids, so red is
of fers, green is bids. And then you can actually
drill down into those individual data points and you
can | ook at a particular transaction.

So you can see counter-party information.
You can see time stamp i nformation. You can see al
that information in there. And then you can zoom in
and actually |l ook at what the bid offer spread was
at any given point along that curve as well.

MR. GORHAM: And the bars along the
bott om?

MR. WASSERSUG: | " m assum ng those are
just volume bars, total volume that was traded over
that particular time band.

MR. GORHAM: Great thanks.

COMMI SSI ONER O MALI A: For this HFT

Subcommi ttee, guys, we do have microphones if you
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want to grab -- if you have a question. I think
there are one on either end. Any ot her questions?
All right, Dean, you're up

While they're switching over, | think it's
useful to point out, we asked both Mark and Dean to
come in | ast week and give a simlar presentation of
the slides they're showi ng today to our staff just
so we could develop a baseline for what is being
undertaken by the exchanges in our markets today,
and it was a well-attended event and | think very
useful for our staff.

We were in this room and many of the seats
were full, so we appreciate their in-house
presentation as well

MR. PAYTON: Hi . Good mor ni ng. Thank
you, Commi ssioner O Malia, for hosting this dialogue
today. What | want to do in the time that we have
today is talk a little bit about electronic trading
at CME Group and hopefully to Richard's point that
he made earlier, give people a little bit of
competence with respect to how much information that
we actually have and the capabilities that we have
in the context of oversight for automated trading,
el ectronic trading generally.

So our industry, and obviously the gl obal
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financial markets in general, right, have
experienced tremendous change and innovation over
the course of the |l ast decade. And technol ogy has
certainly been a critical -- critical driver in that
evol ution.

| actually began my regul atory career when
we still had IBM Selectrics and white-out in the
of fice, and certainly things have evol ved
tremendously. We have broader markets, much | arger
mar kets, faster markets and more automated markets
t han we've ever had before, and that's certainly
required us to change the way that we think about
mar ket oversight and ri sk management.

That being said, certainly again, just to
echo what Richard was saying earlier, automation
itself is fundamentally a good thing, and certainly
most of these studies that have been done in terms
of | ooking at what we've seen with the
el ectronification of trading is that the market
guality metrics have substantially improved over
time.

And that said, right, I think everybody in
this room certainly agrees that -- that changes have
al so dictated that we needed to change the types of

systems and the types of capabilities that we have
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froma risk perspective and a market oversight

perspective.

So to give just a quick picture of kind of

where we are today, electronic trading volume at
Group accounts for 88 percent of our total
competitively executed volume with open outcry

accounting for the other 12 percent. W thin that

percent that was traded electronically, that really

CME

88

accounts for predom nately the overwhel m ng majority

of our futures transactions and probably just under

a third of our options transactions.

W thin that overall space though, there

certain degrees of automation that really are
differentiated by asset cl ass. So the more

financial asset classes |like FX, interest rates,

S

equity indices, those tend to be more automated than

the commodity asset classes, you know, energy,

metal s and agricultural.

So if you take a quick |l ook at this chart,

this tells us a little bit about the evolution of

what we've seen over time and the i mprovements that

we've made to our trading infrastructure at CME
Group, along with the broader technol ogy changes
that you've seen in the marketplace have resulted

much more efficient markets in terms of the

n
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turnaround time that you see fromthe time that the
mat ch engi ne receives a particular order entry or
order request, and the time that we acknowl edge t hat
back to the customer.

So that's actually down to just about 3.5
mlliseconds in terms of round trip time, and what
we see there is not surprising, that as the markets
have become more efficient and become faster and
become more automated, you also see correspondi ng
growth in the market and growth in the messagi ng.

Wth that adm ttedly cursory backdrop of
where we are from an electronic trading perspective,
now the question I think is where does that |eave us
in terms of how market oversight is evolved? 1've
hi ghl i ghted four particular topics here and we
certainly could spend days, and probably a | ot of
folks in this room have spent days thinking about
and tal king about these issues.

But | just want to touch on four of them
relatively briefly today. The first has to do with
fair access. The second, which we've tal ked a | ot
about and Mark spent a fair amount of time talking
about ICE's controls, is the risk of market
di sruption. The third, which I think Richard was

pointing to earlier, is the scope of what the
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oversi ght capabilities are. And then fourth,
concerns about trading practices and are there
t hi ngs that we need to focus on there?

So starting with fair access -- so
starting with full fair access, | mean, there's no
guestion that market participants have different
needs and different business models and make
different choices in terms of how they want to
empl oy technol ogy in the marketpl ace. I think
what's important for people to take away is that as
these markets have evolved, what -- we've created a
very |l evel playing field in terms of access and
opportunity to access the markets. So today, all
partici pants have non-discrim natory access to the
same connectivity options at the same prices. So
that's -- creating that, that |evel playing field
t hat everybody has the same opportunity.

Additionally, a lot of this talk about
concerns about high frequency trading actually
originated with the press about flash orders that
came out of the equity markets a couple years back.
And what's i mportant again to understand in our
mar kets is that all the market data is dissem nated
to every participant at the same time, and it's the

identical market data. So again, there's a

70




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

fundamental fairness in the way the market operates.
And third, the match engi ne obviously is
unfailingly objective in terms of the way that it
mat ches orders. Those matching algorithms that
Gl obex uses are obviously very transparent to the
mar ket pl ace. Everybody understands how they work
and they work the same way for everybody every time.
You know, we at CME Group, | think many
fol ks know recently |l aunched our co-location
facility at the -- at the end of January. Agai n,
there's been a | ot of talk about co-location in the
context of fair access and that actually continues
the drive toward fair access for all participants.
So you have a situation where everybody
has access to the co-location facility, again, at
the same prices and on the same terms. Today |

think we have about 120 firms that are |ive at the

co-location facility, and that includes a diversity
of firms. There is proprietary trading firms.
There's hedge funds. There's intermedi ari es and
banks. And i mportantly, there are service providers
who take space at the co-location facility and make

that available to a broader set of market
partici pants.

And again, within that facility, it is
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ensuring that everybody has equidistant -- precisely
equi di stant connections to the match engine to
support that fairness in the process.

So the second issue is how regul ators can
actually oversee what's happening in these very
dynam c markets. Today, we have a very, very
granul ar audit trail that allows us to track every
order, every modification, every cancel ation, every
transaction, every book state change, and we can do
all of that at the mllisecond |evel.

So in terms of some of the points that
Ri chard was making, there really isn't any nmystery
as to what actually is being transacted in the
mar ket pl ace and how each order and each change to an
order is interfacing with the broader market.

So if we take just a quick picture of the
scope of some of the audit trail tools and the
amount of information that we're taking in from a
regul atory perspective, on the order entry side,

t hrough our RAPID system we're taking in somewhere
north of 250 mllion messages a day, and each of
those messages has up to 35 data fields. We al so
have the cleared trade data, which is the process
data that's com ng through the clearing house. That

data is very enriched, includes a |ot of additional
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attributes, 120 data fields, 7.5 mllion
transactions a day.

And then our market data system, which is
giving us all the order book information, price
vol ume, book state changes, and that's another 80 to
100 mllion messages that we're taking into our
regul atory systems every day. So that's a
tremendous amount of detailed, very detail ed
transactional data that is on the desktops of the
regul atory team and we'll talk a little bit more
about these tools that we used to actually review
that activity.

One other thing to keep in mnd is in
addition to all the transactional data that we have,
we obviously have |l arge trader reporting in our
i ndustry and so we not only have the transaction
data, but we have the end-of-day position data of
partici pants in our market.

So we know what's happening in the market.
The question then is do we know who is acting in our
mar ket place? And again, just going to the point of
how much detailed information that we have, when an
order comes in to us at CME Group, we obviously get
the clearing firmthat's guaranteeing the trade, the

trading firmthat's submtting the trade, the
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session I D, which basically is the connection that
Mar k was tal king about earlier, that are all
identified as part of the order.
We al so have an account number --
COMMI SSI ONER O' MALI A: Hey, Dean, can you
pull up your microphone a little cl oser?

MR. PAYTON: Sur e. We al so have

attri butes, including the account number, which for
all member and member accounts at the exchange are
actually registered. We have the country of origin

from which the order originated. We have this ATS
order identifier, which was something that we
introduced | ast year which designates whether a
particul ar order is being entered into the system
t hrough automated means or manual means.

So those are some attributes on the
peri phery of what comes in. | mportantly, in the
center here you have two additional -- two
addi ti onal pieces of information. First is the
operator I D or the Tag 50. This is a unique
identifier for the particular individual who's
interacting with the system So essentially it's
t he person who is entering the order into Globex.
We register all member, member firm employee

operator |Ds. We have their names. We know who
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t hose individuals are.

And in the case of an automated trading
system, the way those are registered is that you
have a head trader and you also have the team of
i ndi viduals who support that ATS. So you may have a
ri sk manager. You may have a secondary trader. You
may have a monitor. All those fol ks would be
regi stered with the exchange for those Tag 50s t hat
are required to be registered.

Additionally, something that we do
internally at CME Group is identify the market
participant |D. And so when we are | ooking at
information on our regulatory systems and there's a
transaction for a particular account, we not only
know this unique account number at this firm but we
al so know who the controller is of that account. So
we have a name associated with each of these
transactions.

So again, there's very deep visibility in
terms of who's participating in the market and
exactly what it is that they're doing. And when you
t hi nk about this in the context of what regul ators
are able to see in an electronic environment, | mean
this is an incredibly precise, rigorous audit trail

t hat has been devel oped, right? And this has been
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evolving over time, things |ike the country of
origin ID and the ATS order identifier or newer
tags.

You know, the market participant ID is

somet hing that we devel oped over time because it

substantiated the types of surveillance that we were
doing in our market. So we've got all this data,
very good data, and the question is, well, how does

the oversight work within the exchange? And it's
really a multifaceted operation that we use in order
to effectively oversee trading at CME Group.

So I'll start up in the left with the
gl obal command center. So that -- the globa
command center is really the epicenter of market
operations for our electronic trading facility and
the staff there has terrific technology that they're
using to monitor the markets 24/ 7. So they run
shifts of people who are constantly monitoring
what's going on in the market.

This is the group that also works to
establish the risk parameters for the risk controls
that we'll talk about in a little bit. They are the
fol ks who manage our messaging efficiency program
They have tools that allow them to carefully monitor

kind of the guts of what's happening on Gl obex and
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manage messaging efficiency. They're also the group
t hat handl es our trade cancel ation and price

adjust ment policy, and they would manage any issues
associated with trading halts.

The clearing house risk group is another
group that has important functions, the context of
how we oversee automated trading. This group is
responsi ble for doing risk management reviews of al
of our clearing firms in terms of how they manage
risks, credit risks and electronic execution risks
for each of the clearing firms.

We'll also talk a little bit about Gl obex
credit controls, but they adm nister those i mportant
controls for us. And we've al so devel oped certain
types of alerting capabilities that is on a live
basis monitoring what's going on on the Gl obex
pl atform, keeping track by account of positions in
each particular contract.

So the alerts that we have will identify
both position alerts and volume alerts, both on an
absolute | evel and based on something that's
anomal ous for that particular account. And we have
staff in clearing risk that are monitoring those,
again, on a real time basis throughout the day.

And then Market Regulation is responsible
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obvi ously for conducting trade practice

surveill ance. We have a wi de variety of progranms
and research efforts that we use to monitor the
activity in our markets for potential market abuses
and concerns that we m ght have there, and there's
very robust data query and anal ytical tools that
support those efforts, including the tools that --
we have both the position and volume live alerting
tools, as well as market alerting tools that
identify on a |live basis for us when there are
anomalies in terms of the amount of volume trading
in a particular product or a price move in a
particul ar product.

So we've got a number of different
transactional systems. And again, this is kind of
what's key to how we evolved in terms of oversight
of these markets. What we've done, we anticipated a
| ot of the changes in the growth in the markets and
devel oped capabilities that really allow us to see
deeply in terms of what's happening, who's doing
what and when.

So our RAPID system is actually a system
that's connected into the Gl obex infrastructure and
we use this on both a |live and historical basis.

But it's a very powerful tool that allows us to read
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and aggregate up to a billion messages per second.
So we can i mmedi ately pull up any detail that we
want about orders or trades that occur on the Gl obex
system. We're able to aggregate that data extremely
rapidly, so to the extent that | wanted to identify
who the highest messaging Tag 50s or firms were in
the E-mni over the |last quarter, | mean, literally
that's an exercise that takes seconds for us to do
with the tools that we have avail able to us.

It also allows us to reconstruct the order
books, both on an individual basis, so we can see an
order book and who's behind each of the orders at
the price levels in the order book.

Our SMARTS system is the system that we
use that is a very highly enriched data set. So we
have a tremendous amount of data in the system We
use it on a T+1 basis and it captures information
fromall the venues that we trade on at the
exchange. But the capabilities of the system are
very sophisticated. We maintain participant and
mar ket profiles for all of our markets and everybody
who trades within our markets, and what that allows
us to do is to identify anomalies and to al so use
those anomalies in the context of the pattern

detection capabilities that we have.
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So we have identified a host of different
types of potential market abuses that we use the
pattern detection capability to identify and it
really allows the analysts in the market regul ation
group to do a whole host of things that really allow
us to protect the integrity of the marketpl ace.

The volumetric analysis again is something
that gives us pictures into what's happening in the
mar ket . So for example, if we wanted a picture of
what happened during a day or a 10-mi nute period
during the day, it will break out for us on a
m nute-by-m nute basis, a second-by-second basis,
you know, how much volume was trading, what the
price move was, and show that to us graphically in
order to pinpoint places that we may need to focus
on.

The Armada systemis a third system that
is our order data system It allows us to | ook at

all of the data that is being distributed probably

to the mar ket pl ace. So we can see the book as any
mar ket participant would see the book. And what
that allows us to do as well is replay the market.

So any time we want to, we can take a particular
slice of the market and we can go in and basically

do a market replay and we can do that at speeds that
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humans can actually understand what's going on. So
we can slow it down and actually see message by
message what's happening in the market and how
that's impacting the marketpl ace.

Wthin the market regul ati on department,
there's a host of different types of surveill ance
and investigations that we conduct and |'ve
hi ghlighted a few of them here. So one type of case
that we will work on are cases related to disruptive
ri sk management probl ems. So as fol ks have tal ked
about around the table this morning, one of the
ri sks of highly automated mar ket pl aces is that
t hings can go wrong with technol ogy, and that does
happen fromtime to time.

And so when we go in we're |ooking at the
risk controls, the testing, the supervision
processes that people have in place to prevent those
types of events from occurring. There's also the
potential for disruptive trading or messaging
practices. There's been significant talk about
i ssues related to spoofing, manipulative conduct in
the mar ket pl ace. And again, as | think Richard was
poi nting out earlier, the data, very granular and
precise data is there for us to be able to | ook at

how particul ar participants are interfacing in the
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mar ket pl ace and to identify whether or not there is
somet hing that's problematic around that activity.

There's also a variety of trade practice
abuses that we have patterned detection modules to
identify and certainly we're focused on various
types of anomalies in the marketplace and followi ng
t hrough on complaints that we receive from market
participants.

So the fourth piece is really the issue
around ri sks. And at CME, again, as the markets
have evolved and technol ogy has evolved, we've
really worked on building very robust risk
management and volatility mtigation tools that
allow us to protect the market, and a | ot of these
tools are simlar to those that Mark tal ked about.
And so in the interest of time, 1'Il focus on a
couple of them that are different than those that
Mar k tal ked about.

So the protection points for market and

stop orders, if somebody enters a market order into
a CME Group market, it will automatically assign a
l[imt price to that order. So that market order can
only move the market so far and if it's not filled
in its full quantity at that level, it becomes a

[imt order at that point.
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So a lot of the issues that we saw in the
context of the Flash Crash on the equity side where
you have mar ket orders going into the marketpl ace
and trading down to zero or up to exorbitant |evels,
those types of events can't occur in this market
because a market order is going to be stopped before
it moves through that far in the book, and the same
with stop orders.

We have simlar to I CE, dynami c price
bandi ng, maxi mum order size protection and we al so
have stop logic functionality, which again

identifies within the marketplace the potential for

stops to be elected and cascade down. And so what
we'll do when that condition is identified within
the engine, we'll actually pause the market for

somewhere between five and 20 seconds, depending on
the particular market.

And again, what that does is allow
liquidity to come into the marketplace, and assum ng
that it does, that market will then reopen after
t hat short pause.

COMMI SSI ONER O MALI A: Hey Dean?

MR. PAYTON: Yes?

COMMI SSI ONER O MALI A: Wap it up.

MR. PAYTON: Okay. The |l ast two are the
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messagi ng volume controls. And again, simlar to
those that I CE has, we do that on a rolling time
period and then on the Gl obex credit controls, these
are controls that were built, again, something that
was quite innovative, because people were reluctant
to use controls from the standpoint that it i mpacted
the | atency.

So the Gl obex credit controls were built
in a way that it doesn't impact |atency in terms of

com ng to the engine, and it provides firms with the

ability to get e-mail notifications when somebody
reaches a particular threshold. If they breach a
threshold, it allows them to take any number of

automated actions in the marketpl ace.

So I'll leave it there for the moment and
open it up to any questions.

COMMI SSI ONER O MALI A: Thank you, Dean.
have -- your Tag 50 discussion in 128, Mark, |
assume |ICE has simlar tags?

MR. WASSERSUG: Yes, that's correct. We

do. It's not exactly the simlar tag numbers and
names. We don't tag as many tags as they have on
those fixed orders. We rely actually on a few

secondary systems that are outside of the order

itself for the registration of ATSs and the names
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and the countries and all those types of things.

COMMI SSI ONER O MALI A: But in the data
t hat we would receive that you provided the
Commi ssion, we would know whether it's an ATS or
not ?

MR. WASSERSUG: Correct. Yes.

COMMI SSI ONER O MALI A: Dean, on the market
abuse area you identified in this disruptive trading
and messagi ng, have you -- | assume you have, and
you've referred it to us, but can you identify a
nefarious practice that you've identified that
you've kind of worked through and said, you know,
this really isn't good for our markets and kicked it
off? And if so, what was that?

MR. PAYTON: Sur e. You know, there's any
number of them, but if we start at the top, we've
obvi ously had situations where somebody had an
al gorithm that was operating in the market that
mal functioned and didn't operate the way that it was
intended to operate.

COMMI SSI ONER O MALI A: Can you speak up a

little bit? Get a little closer.
MR. PAYTON: Yeah. In those cases, we've
actually gone in, investigated what led to the

di sruption in the marketplace and took appropriate
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action with respect to the firms and al so ensured
that the remedial actions were taken in terms of the
risk controls and having appropriate testing and
supervision in place.

From a disrupted trading practices
standpoint, we've had a |ot of discussion with the
Commi ssion around those topics and in the context,
for exampl e, of spoofing, one type of practice that
from an exchange standpoint that we find disruptive
and would be a problem would be a situation where
somebody is entering an order without the intent to
execute that order for the purpose of misleading
ot her mar ket participants and then exploiting that
deception for their own benefit.

And we recently had a case that | think
the Comm ssion is aware of where we identified that
type of conduct and again, took appropriate
di sci plinary action.

There's other types of conduct that we've
identified in terms of activity during the
pre-openi ng period, so activity that occurs prior to
the time that the market is open, but orders are
comng into the market. And there was activity that
was designed to be mani pul ative in terms of the kind

of conduct that was being transacted. And agai n,
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we're able to identify that conduct, deal with it
froma regul atory perspective.

COMMI SSI ONER O MALI A: Any questions? Any
ot her questions?

MR. KI RI LENKO: | have a question, Dean,
about -- | think you mentioned in passing about
somet hi ng about particular methods, a throttling
policy that you have for the E-Mni. Coul d you
maybe el aborate more broadly about what your message
for the throttle policy is?

MR. PAYTON: There's actually two
different issues. One is the messaging efficiency
program, which very much |like Mark talked about is
really an operational program that is designed to
work with market participants to ensure that the
messagi ng that they're bringing into our marketpl ace
is responsi ble and efficient.

So for each of our select product groups,
we identify a product benchmark. So again, that is
the total number of messages relative to the total
volume that's executed. And those benchmar ks are
different depending on the profile of the particul ar
product, and our gl obal command center teamis the
team that works with market participants in the

event that they breach one of those messagi ng
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threshol ds. They'll work with that participant in
order to help them fine tune their messaging
practices in a way that serves the marketplace in a
more effective manner.

The messaging throttles are something
different. That's really a risk control that's
designed to protect against a market disruption, a
runaway al gorithm In those cases, we've got
particul ar standards that we set in terms of the
number of messages over a rolling time period and in
the event that that's breached, we have the ability
to either reject those messages com ng in, and at
some point they can actually be automatically
di sconnect ed.

So it really goes through three stages of
war ning, reject, disconnect.

COMMI SSI ONER O MALI A: When we -- when Dr
Gor ham put together a pre-trade functionality, we
spent a | ot of talk -- we spent a | ot of time
tal king about the wash sale issue and what checks
exchanges can do to prevent excessive amounts of
wash sal es. It never made it in to the trade
practice -- abuse pre-trade functionality to ban it.
Has there been any evolution as a technology with a

| ot of trading across market? People are invariably
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hitting themselves in terms of trades. How are you
m nim zing that?

MR. PAYTON: Yeah. Well, there's two
ways. So first, the technology is out there for

front-end systems to i mpl ement wash bl ocker

functionality. So basically what wash bl ocker
functionality does is if | have an offer at 10
sitting in the market and | decide that | want to

buy 10s, when |I enter my order to pay 10 for 100,
what that will do is automatically cancel my offer
before my buy order goes in.

So that functionality is widely avail able
and wi dely used. So that's probably the primary way
t hat mar ket participants avoid trading with
themsel ves. From our standpoint, in terms of the
way that we police issues related to wash trading,

to the extent that there are inadvertent washes,

again, that's a situation where we will identify the
conduct through our surveillance programs and then
we will work with those market participants to

identify what are the circumstances that are | eading
themto trade with themsel ves.

In some cases, market participants don't
have -- again, their algorithms aligned or tuned in

the most optimal way and we'll work with themto
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address t hat.
CHAI RMAN GENSLER:

O Malia has raised this,

-- we've all talked about

"1l leave it at that.

You
avail able for market
you sai d.

MR. PAYTON:

CHAI RMAN GENSLER:
wi dely used?

MR. PAYTON: I

because this

on a number of

partici pants,

do think it’

" m glad Commi ssioner
is one that's

occasi ons.

say wash bl ocking software is

wi dely avail abl e

Correct.

Do you think it's

s fairly widely

used. It'"s not -- it's not all market participants.
And again, there may be situations when that wash
bl ocker functionality doesn't quite work, because

you have the cancel
two messages t hat
they'll miss each other

occur anyway. But - -

CHAI RMAN GENSLER:
a hypothetical.

MR. PAYTON:

CHAlI RMAN GENSLER:
avail able and wi dely used,

should see in our

and the order

are going in,

So if |

Sur e.

surveill ance data that

entry, which are

and someti mes

and the transactions wil

can ask you in

If it's widely

do you think that we

firms are
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meeting themsel ves on a regul ar basis
rare basis?

MR. PAYTON: | think that vy

or on a very

ou will see

that it's rare in the context of the overal

activity. So --

CHAI RMAN GENSLER: And if we're seeing one

firm hypothetically that is not rare,
t hat mean?

MR. PAYTON: Well, | think

what woul d

t hat you'd have

to ook at it and understand what's happening in

t hat particul ar situation.

CHAlI RMAN GENSLER: Do you c

onsider -- 1"11

pick on Rich, because he's sitting there. But if

Rich's firm meets Rich's firm on some

regul ar and

repetitive basis, that's a bunch of wash sales? I'm

just -- but there wasn't a -- it could have been --

MR. PAYTON: Yeah, it really depends on

the circumstance. So Rich may have 20 different

traders working for him Each of those traders is a

separate operator and separate individual in the

mar ket running separate algorithms.

In that case,

if there's no intent for those two algorithms or two

traders to meet each other, that does
fundamentally constitute a wash sal e.

traders in a broker place.

n't

Those are two
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CHAI RMAN GENSLER: I don't know. That was
your Vview. I don't know if it's the Comm ssion's
Vi ew. I don't know --

MR. PAYTON: Okay, well, from our
standpoint, a wash sale requires intent. So if you

have two i ndependent traders that are inadvertently
meeting in the marketpl ace --

CHAlI RMAN GENSLER: So my |l ast question, do
you think people are using wash blockers to ensure
that two of their traders don't meet, or that one
trader doesn't meet themselves?

MR. PAYTON: Yeah. It's predomi nately for
one trader not meeting themself.

CHAI RMAN GENSLER: Okay. Thank you. You
want to respond?

MR. GORELI CK: Since the chairman picked
on me, | just wanted to chime in a little bit. One
point is generally speaking, firms don't want to
have wash sal es because they're expensive. I f we
could match a trade internally, we don't pay for
t hat . If we purchase that service from an exchange,
it's quite expensive. So we do have a | ot of
motivation to use the tools to prevent those washes
where they are avail abl e.

CHAlI RMAN GENSLER: So you're saying that
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if you had 20 i ndependent traders, you would prefer
that if one is buying and one is selling that you
did that internally and you didn't go through and
pay the whatever fees?

MR. GORELI CK: Exactly.

CHAI RMAN GENSLER: And do you use this
wash bl ocker software?

MR. GORELI CK: You know, |I'm not -- |I'm
not sure if we use the specific feature that he's
mentioning at the CME, but | know we use that type
of technol ogy on a variety of exchanges wherever
it's offered.

CHAlI RMAN GENSLER: Oh, I'm sorry, so it's
an exchange software, or is it something they have
had?

MR. PAYTON: No. This is front-end
sof tware as opposed to an exchange software.

MR. GORELI CK: But many - -

MR. PAYTON: There are exchanges that have
t hat .

CHAI RMAN GENSLER: I'"d be interested, as
these subcommi ttees work, to |learn more about this
whol e area that Comm ssioner O Malia raised, and
certainly been one that a number of us have been

tal king about is how to in this rapid environment,

93




stay with the spirit and the letter of the | aw
agai nst wash sal es.

MR. VI CE: If I may just comment there.
think from an exchange standpoint, we would -- if

Rich's firm accounted for let's say 5 percent of the

volume in a given market, then -- and we knew t hat

he had traders running independent strategies in

t hat mar ket and our strategy and some other type of

strategy, then we wouldn't expect himto run into

his own traders more than 5 percent of the ti me.
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So |

metrics there that

type of thing,
currency that,
there some i nt
as opposed to
i ndependent|y.
And
t hat those ind
the bid offer
affiliated str
saying a fund
at one time,
good for

So |

think there are some kind of rough

we | ook at, probability analysis

that would -- if it's much higher

then you have to ask yourself is
ent here and something else going on

i ndependent strategies being executed

I think it's important that they --
ependent strategies be able to rely on
in that market, even if it's an

at egy. Ot herwi se, you're essentially

can only run one strategy in a market

and | don't think that's going to be
the markets or liquidity.
think -- and | don't |ike using the
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term "wash trading" s

intent is a key eleme

o |l oosely either. It does --

nt of that. We refer to it as

paired trading for lack of a better term Pai red

tradi ng. And t hen we
occurrences to see if
wash trading, of actu

some i ntent that we c

| ook at paired trade
this is a possible evidence of
al wash trading where there is

an see.

CHAlI RMAN GENSLER: But | take it from what

Ri ch was saying, they

would |ike to take the paired

trades and match themin their own world because

then they logically wouldn't be transferring some of

their economi c return
operator. You mi ght
trades to the exchang
MR. VI CE:
moti vated to not do t
| mean, we've got the

of priorities above a

s to you as an exchange

want them to take their paired

e. There mi ght be --

I mean, clearly they're

hat, as Rich said. We don't --
priorities of the day, a | ot

consi deration |ike that.

COMMI SSI ONER O' MALI A: I do think this

issue is probably rig

probably the working

ht in the wheel house of

group four, kind of a

m crostructure issue. So hopefully they'll address
it. Steven?
MR. JOACHI M: This will be a question for

both Mark and Dean.

Do you do any cross-market
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surveillance? Do you cooperate in terms of

regul atory activity, so if you have a few pieces in
one market, do you share information across the

ot her market?

And then a corollary to that is do you
al so |l ook at the underlying cash markets that --
where there are cash markets, and for arbitrage
abuses across those markets?

MR. PAYTON: Yeah. I think that broadly
speaking the cross-market surveillance primarily
occurs outside of the particular exchange venue.
That being said, to the extent that we have
information in our markets that creates concerns for
us, we're members of, for example, the Intermarket
Surveillance Group.

So we have had occasi on where we may be
| ooking at something in our E-M ni contract and in
order to conduct the kind of analysis that we want
to conduct, we require information from one of these
securities exchanges, and the cooperate and provide
that information, as we would to them

So | think that some of the cross-market
surveillance issues, | think, are an area where the
federal regulators need to have a significant i mpact

on that.
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MR. WASSERSUG: Just to add to what Dean
was saying. From a cross-market perspective, we
actually | ook at, since we have some compli mentary
mar kets, to SEM markets as well. We are actually
| ooking at SEM data feeds as we do our analysis.
So as | showed you that SMARTS anal ytical tool,
we'll actually pull in SEM data feed prices so we
can | ook at alerts not only on our market, but also
at the SEM market for complimentary markets, to
determne if there m ght be an anomaly in one market
and how that mi ght impact our market as well.

MS. BOUL TWOOD: A rel ated question on
cross-mar ket kind of opportunities, because the
reality is you compete as exchanges on specific
| ocati ons, contracts. And how do you | ook at
busi ness practices that one thing m ght be
encouragi ng volume, |ike co-location facilities,
which you both have, or volume rebates to
participants, or the initial margin rates that you
charge on contracts that mi ght be very simlar in
cases where you do compete? |Is there an exchange of
i nformation on those types of items, or do you just
l et the market work so to speak?

MR. PAYTON: | think broadly speaking we

do what we think is right for our market and market
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partici pants. So when you talk about something |ike
mar gin, that's not a competitive issue for us.
That's a risk issue for us. So we're setting our
margin | evels at those levels that we think are
appropriate for our marketplace in order to manage
the risk that we have to manage at the clearing
house.

So something like that isn't a competitive
issue for us. From t he standpoint of something |ike
co-location, certainly the efficiency of your market
infrastructure is a competitive issue, and from CME
Group's perspective, we're always going to be
| ooking to innovate and be able to provide our
customers with the kinds of services and products
that will attract them to our exchange.

MR. WASSERSUG: We do compete with the
CME. We make publicly available information that is
deemed to be publicly avail able and necessary for
our participants to be able to determ ne where they
want to do their business.

I think for some of the inside basebal
pi eces, that we keep that very close at heart. And
we don't really |look to share information outside of
our company that is -- that we deem to be val uable

to us.
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CHAlI RMAN GENSLER: Do you keep it like
stucco?

MR. WASSERSUG: Alittle bit, yeah

COMMI SSI ONER O MALI A: Any ot her
guestions? Then we'll get on to our next panelist,

Joel Hasbrouck.

MR. HASBROUCK: First, thank you,

Commi ssioners, for the opportunity to discuss these

i ssues. " mgoing to talk a little bit about some
of the broad-brushed stuff that is going on in the
academi c research.

First, in the studies |I'"m going to be

di scussi ng, most of them are based on what's going

on in the equities markets. This is important

two reasons. First, equities are in futures

second, the market structure is different.

for

and

The

equity markets are very fragmented. When we see

somet hing, we ask ourselves, is this an attempt to

somehow, or an artifact of somebody trying to tie

these di sparate markets together?
When people discuss high frequency

traders, there's no precise definition, but

gets implemented in practice, they tend to be

They cover multiple markets, not just one.

say, not just one exchange. They co-1|ocate.

as

it
| arge.
shoul d

They
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account for a |l ot of the message traffic, and they

react very quickly.

The trading styles, the studies will be
able to generalize. There are high rates of order
cancel ati on. There's high turnover, as very tight

position management, meaning not only do you go home
flat, you go to lunch fl at. You end every five

m nutes fl at. It's very, by and | arge, very

di sci plined and very control |l ed.

And for that reason, we often compare them
to market makers. And in fact, many of them do
trade passively |ike market makers, putting out a
bid or an ask and waiting for somebody to come in
and hit it, but not all the time. They al so trade
very actively as necessary when they need to |ay off
the position or when they need to simply take
advant age of market tim ng.

Now most of the studies are equity market
studi es. The first one I'm going to discuss is not.
This is a study that Andrei did with people in the
CFTC and outsi de.

One aspect of it certainly was |ooking at
the May 6th crash, and the main conclusion there was
that the high frequency traders didn't trigger it

certainly, but they weren't complete bystanders
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either. But for today's purposes, the more

i mportant thing is how do the high frequency traders
behave in normal times, and the answer, according to
the study, is that they behave |ike market makers,

| ow i nventories, high turnover. But by compari son
with our traditional market makers, they do tend to
trade more actively.

Anot her recent study, this one is from
European equities, and it's interesting, because it
shows the effect of the entry of high frequency
trading. It's a study by Albert Menkveld on the
Chi - X system, which is an alternative market to the
Euronext Equities Markets. The Chi-X is dom nated
by one high frequency trader.

What Al bert found is that when this trader
entered spreads at all the markets, that is, the
Euronext markets, the so-called primary markets,
dropped as well. The high frequency trader, to
nobody's surprise, is profitable. Most of these
profits occur in positions that are held five
seconds or | ess. So very quick, rapid profit
realization and 80 percent of its trades are
passi ve.

Gi deon Saar, Cornell and I have | ooked at

about 500 stocks on NASDAQ s I net system and when we
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| ook at our strategies of cancel and replaces and
seen their effect on what's going on in the book --

and generally when this kind of thing takes off, you

see | ower posted spreads, | ower effective spreads,
short-term volatility drops, and there's increased
dept h.

Now t he reason causes here is in quotes is
that in econometric analysis, we use that as a
statistical causality, not a mechanical or deep
relationship causality. NASDAQ made a contribution
| ast year putting together a collection of trades
from members that it identified as high frequency
traders by the usual criteria, co-location, high
turnover and so forth, and their data, which they've
made publicly and generally avail able to al
academi cs, records all the trades and all the
prevailing quotes.

And here there have been a coupl e of
studi es using this data. One, high frequency
traders are very active. They're involved in about
68 percent of the volume, sometimes demandi ng
liquidity, often supplying it. Their strategies
tend to be correl ated. That is, they're not
i ndependent . They tend to move in the same

direction. They tend to herd.
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There's also some evidence that they can
predict future order flow, and that's an i mportant
point 1'll come back to, because it alludes to their
-- the source of high frequency trading profits.
What do they do to volatility? Well, it depends.
Does volatility draw in high frequency trading? It
depends whet her you're talking about the broad
mar ket or stock specific. If it's broad market
volatility, high frequency trading in the individual
i ssues tends to increase.

But if stock specific volatility goes up,
HF activity tends to drop. Going in the other
direction, if high frequency trading increases, that
tends to be followed by reduced volatility. Agai n,
that's an associ ation, not necessarily a causal
mechani sm

Terry is also participating, and Ryan
Ri ordan have also | ooked at these data and find that
the high frequency traders, when they're trading
actively, they tend to anticipate subsequent price
movement s. In other words, they seem to have better
information.

The conclusion this study draws is that
hi gh frequency activity enhances what's called price

di scovery, price formation, and al so market
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efficiency, that is, information gets into the price
more quickly.

So if we can summarize these studies, and
this is just some of the key ones, the effect of

hi gh frequency trading seenms to be beneficial or

beni gn. Now having drawn that reassuring
conclusion, I'd like to point out some of the
limtations. First of all, we're not quite sure

what information is driving high frequency trading
activity and how it makes markets more efficient.
The other qualification is that these
studi es characterize average or routine or ordinary
mar ket behavi or, not sort of the extremes. These
are important points, so |let me el aborate.
Efficiency, we say a market is more efficient when
it reflects information more quickly. This idea is
a hol dover from the idea of fundamental information.
If there are fundamental econom c devel opments, we
want them to be in the price as soon as possible.
For example, we have regulation, FD in the
equities markets. Company makes an announcement.
Everybody has to get the same info at the same ti me.
The value of informational efficiency is |ess clear
when one player is trading on advance knowl edge of

anot her trader's order, or an advanced guess.
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And a paper by

| ooked at that and conclu

out this is an empirical

not an empirical one -- t
obvi ously dysfunctional.
Now |'d

extreme behaviors. Al t ho

li ke to tal k about

Jarrow and Protter have

ded -- and | might point

paper, a theoretical paper,

hey point out this is

some of the

ugh volatility and high

frequency trading seenms to not exacerbate each other
in normal times, when you | ook at the data, you see
some rather strange cases that are difficult to

expl ain. Now t hese are from the equity markets, so
nobody in this room has to feel threatened. You
didn't regulate it. You didn't run the market which
it arose.

But the question is, can it -- can it
occur in the futures markets? So here -- and | also
don't mean to imply that these are -- that there was
mani pul ative intent here. But |I'"m going to show you
t wo cases. This is the National Best Bid and Offer
for ticker symbol AEPI. And there are -- this is
not a singular case. There are many cases |ike
this. The National Best Bid is in blue. The
Nati onal Best Offer is in red, froma typical day
about a year ago.

Now t here's not a | ot of fundament al
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information hitting the market here. And yet, in
the hours shortly before noon, we have incredible
volatility in the bid. | f you stepped into the
mar ket to trade during this time, if you' d been
using a market order, the price you would have

received would have depended on whet her your order

came in on an even mllisecond or an odd
mllisecond. This is difficult for us to reconcile
with a well-functioning market, particularly when
there's no fundamental information arriving.

Here's anot her exampl e. This one is from

the I net system going back about three years on a
nice day in June. Here this is a 10-mi nute wi ndow.
The message traffic is clicking along at about five
to 10 messages per second, and then all of a sudden
shortly after 12:18 somebody throws the switch and
the message traffic jumps up to over 200. St ays

that way for a little over a m nute, then they hit

the off switch and it drops back down to five to 10.

Again, this is very difficult. Did it
cause a meltdown? No. Did it cause a crash? No.
And yet it imposed certainly a burden on the
systems. Prices were changing during this time and

| would say it introduced noise into the market

process that other participants had to react to. So
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again, not one of your markets, anybody in the room,
but the question is, could it happen?

Thank you.

COMMI SSI ONER O MALI A: Any questions?

Joe, in the back. There's a mi crophone down here.
Probably have to turn it on. You can just -- it's
remote, so just grab it.

MR. SALUZZI : Hi . | just had a quick
question for the professor. Woul d you agree, in the
equity markets, of course, that there are two
different sets of quotes, one that you can create
yourself if you had all the technol ogy, being that
we're in a fragmented market, 13 stock exchanges and
so on, and one that the SIP, or the Security
| nformati on Process, provides to the general public?
And if these two quotes are different, is one faster
or slower than the other?

MR. HASBROUCK: Okay, it's common
knowl edge that the consolidated feed is slower than

the subscri ber feeds that the exchanges make

avail able to their subscribers. If you want to cal
that two different sets of quotes, |'d agree with
you. As far as that being sort of a deliberate

techni que of sort of a two-tier information and

two-tier pricing, that | can't address.
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| believe that they -- the exchanges
claim and | see no reason to doubt this, that they
make the information available to their subscribers
and to the SIP at the same time.

MS. BOUL TWOOD: Joel, have there been any
academ c studies |ooking at product rates of high
frequency trading? You talked about equities, but
then you | ooked at sugar or you | ooked at oil

And then kind of a related question. | f
you put gl obal contracts aside, like a WIl contract
are we studying at geographic differences in high
frequency trading?

MR. HASBROUCK: Al'l right, I can give you
a partial answer to that, which is that we observed
what we think of now as high frequency trading firs
in U S. equities markets, not initially at |east in
European equities markets. And the reason was at
the time they had cancell ation fees and throttling.

They have since decided to compete on

| atency and as a result, what you have over there i
starting to resemble a | ot more closely what we hav
here. But that | would say -- oh, and I should als

-- another anecdote from the Foreign Exchange
Mar ket . The people at Intercap tell me that when

they introduced an automated feed, an application

t

S

e

(0]
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program i nterface to their foreign exchange trading
systems, the traffic just exploded.

So you certainly need the means. You
certainly need a |low-cost structure, and then it
seems to be why not?

MR. GORHAM: The second to the | ast chart

on AEPlI, so this is -- |looks like an incredible
illiquid stock. You go for an hour, it |l ooks like
wi t hout even a single trade. So what's your
interpretation of this activity? |Is it a few orders

come in and then there's a | ot of --
MR. HASBROUCK: The trades are not
i ndicated on this graph. As it happens, there was
trading activity near the market open and near the
mar ket cl ose, but not during the period of time when
| -- when | referred to the high frequency activity.
Now you can conclude that because there
were no trades, no harm no foul. But we see
simlar instances where there do seemto be trades,
and even if there aren't trades, | view the bids and
asks as important price signals that other

participants are relying on, and any noise in them

at all is cause for concern.
That said, when | | ook in greater detai
at these episodes, | can tell a story about what's
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goi ng on. On the bid side, | see a series of
attempts to sequentially ramp up the price and then
cancel it, almost as if somebody were trying to run
an auction. But that's specul ation.

And if they were trying to run an auction

it did not ultimately end up with a success.

MR. GORELI CK: First of all, | wanted to
appl aud the professor's work today. I think this
the kind of empirical work that | was talking about
both in terms of the overall market quality side an

in terms of the anomal ous trading side.

A couple things I did want to point out,
these | ast couple of slides, which clearly are
unusual graphs and does | ead peopl e asking question

about what's going on here. | think as Commi ssione

S

d

S

r

Chilton said early on in his presentation today that

there are 160 mllion daily transactions every day
around the world in the financial markets, and with
that volume of transactions, it's not surprising to
me that you'll be able to find anomal ous behavi or i
particul ar markets.

And as Professor Gorham pointed out, this
may be a relatively illiquid security where you're
probably more |likely to see that kind of thing. Bu

that said, it's exactly the type of unusual behavio

n

t

r
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that we should surveil for, that the exchanges, if
they see something unusual, they should get to the
bottom of it. They should call up whoever sent

t hese orders and ask them why they did it,
especially if it's the kind of thing that happens on
a regul ar basis.

And it's exactly the type of unusual

behavi or that should be pretty easy to surveil for.
MR. HASBROUCK: | want to be clear. I
don't -- | have no evidence, or actually any

suspicions that there was any kind of nefarious
intent here.

COMMI SSI ONER O MALI A: The ol d adage about
shooting the messenger. |l s there anything we can do
as a Comm ssion to improve the data, to i mprove your
research, to help things along?

MR. HASBROUCK: We are al ways hel ped by
better, more timely data, whether it comes fromthe
Commi ssi on or whether from the exchanges themsel ves.
Andrei in particular has been very hel pful at
engagi ng academ cs and maki ng opportunities
avail able, and we urge the Comm ssion to continue in
t hat vein.

CHAlI RMAN GENSLER: One thing that | think

|"ve said this publicly somewhere, but though we've
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been strained on funding as an agency, we have
gotten a little bit more funding on technol ogy. And
so earlier this year, we initiated a project where
we' d start downl oadi ng order data as well on a
regul ar basis.

We' ve been bl essed for years -- whomever
did it it was before we were at the Comm ssion --
that we daily get open positions and transaction
data from the exchanges, and that's worked pretty
wel | . The SEC does not get that data as a contrast.
So like 9:00 in the morning May 7, we already had
the downl oad of everything, as we do every day.

But we don't normally get the order data
unl ess we go out and ask the exchanges for it, but
we're initiating now because data storage costs have
come down a lot to actually download the order data
into the CFTC. It's going to take a while. It's
not going to happen in a couple months. But it's

just sort of a 18-month to two-year project that

we'll be working with, and | think the exchanges
already know this. If you didn't, I"mtelling you
this, so that we can in our surveillance and

enforcement have that in the futures world as well
MR. TABB: s this on? Now it's on. When

you | ook at HFT basically being a more efficient way
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to make markets, | guess, or creating efficiencies
in the market, are you | ooking, and are the symbol s
that you | ooked at, are they more | arge cap names or
are they across the capital spectrum?

So are we, you know, having a selection
bi as because we're only | ooking at the more |iquid
stocks because that tends to be where they play?
Are we | ooking across the broad spectrum of
capitalization?

MR. HASBROUCK: Initially they were
playing in the high cap stocks, but now | believe it
is much more broad. And my i mpression also is that
the strategies are shifting from being single market
to multiple market strategies, and |I'm basing that
observation on the increased prem um that technol ogy
provi ders seem to be stressing on |long distance
| atency del ays, building high-speed networks for
example, to span the Atlantic.

That suggests to me that multiple market
strategies are becom ng more i mportant.

COMMI SSI ONER O MALI A: Sur e, Chuck.

MR. VI CE: | guess |I'm struggling to
understand the significance a little bit. | mean,
we put the charts up with squiggly |ines and

everybody kind of, what's going on here? As an
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exchange operator, I'mtrying to read, what should I
be doing about this type of activity on one hand?
think both CME and | CE have tal ked today about a | ot
of steps we take to discourage extraneous messagi ng.
So to the extent that these orders are far
away from the market, and if no interest to anyone,

| think we got effective policies in place to try to

deter that. To the extent someone's running an
auction, and | take that to mean, and you correct me
if I"mwrong, an HFT potentially, or any other

traders i mproving their bid gradually to see if

there's interest, | call that trading and hel pful to
anyone who's |l ooking to sell stock on the other side
of that.

So I'd like to hear a little more col or
fromthis very -- you know, this expert group in the
room of what we're to make of this, because |I'm

struggling a little.

MR. HASBROUCK: First, if | could just

make one point. This is not deep in the book. Thi s
is the national best bid. And al so though, I can

assure you, | am puzzled myself about how to | ook at
it. It imposes a cost on participants, yet it also

makes opportunities avail abl e.

CHAlI RMAN GENSLER: I find myself somewhat
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thinking the same question Chuck just raised. Thi s

is $29.30 to 29.70, and somebody's probing, as you

say, maybe creating opportunities. If there was no

transaction in that time frame, then of course there

may have been, as you said, some costs. But if

somebody actually had executed at one of those

prices, they would have done so willingly, | assume.

MR. HASBROUCK: On the equities markets,

t here would be special concerns because the MBBOs

are being used as reference prices for other trades.

So in a futures market, this would not be a concern

On an equities market, it would be -- it mi ght be.
COMMI SSI ONER O MALI A: I think Chuck has
given us a good opportunity. We'll let the pane

think a little bit about it. We're going to go to
Sean to keep things moving, and then we can come

back and maybe you all can reflect on that point.

MR. CASTETTE: | think we have the
technol ogy here figured out. It's often times
harder than it seems |like it should be, which

think is a theme for us.

Thank you, Comm ssioner O Malia, for the

invitation to speak today and the invitation to be

on the subcomm ttee to define high frequency

trading. As you mentioned at the opening, |'ve been
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with GETCO now a little over -- right around 11
years, and in that time |I've had a variety of roles,
including chief technol ogy officer, and I'm

currently head of fixed income commodities and
currencies globally for the firm

In my roles at GETCO, one of the things
that |1've been able to do is to see a |lot of the
tremendous change in electronification of the
mar kets that we've seen over the |ast 10 years in a
very first-hand manner.

" m going to share some of that
perspective with you today because | feel it's going
to be beneficial to some of the work that we're
going to do in our subcommittees. " m going to do
it by giving you some aspects of the history of
GETCO, and along the way providing some perspective
on some of the changes.

We were founded in 1999 with the express
goal of facilitating the transfer of markets from
t he anal og model of pit and phone trading to the
el ectronic digital age. As we've quoted a coupl e of
times today, that transition has been highly
successful, and we believe that we were a part of
maki ng that happen.

Our early years were dedication to moving
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the liquidity of the pits in Chicago to the

el ectronic platforms being devel oped by the CME and
CBOT. Our first trades involved traders in the
pits, communicating with traders using click-based
trading screens to keep the markets synchroni zed.

It was a highly competitive endeavor, and in the

| argest products, we and others were able to achieve
our goals of moving price discovery fromthe pits to
the screens where the true market could be seen by
everyone at the same time, not just the select few
at the pits in Chicago.

Foll owi ng our successes in moving
liquidity to the screens, we began mar ket making
t hese products. Essentially, we moved our traders
in the pits who were making two-sided quotes
upstairs and into an electronic venue. The traders
used technology to calculate the prices of their
mar kets and manually manage their orders.

At this point, we had hel ped to achieve
our fundamental goal of improving transparency and
competition in the markets. However, we stil
believed that spreads could be tightened and
liquidity i mproved. This feeling pushed us toward
the world of automated trading.

Bef ore tal king about our experiences and
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automated mar ket maker, | want you to know a fe
beliefs that drive GETCO. The core of our bel
come from our founder's view that strong financ
mar kets are the |ifeblood of the economy. They
believe that the best markets are the ones that
combi ne a relentless push for efficiency with t
| owest friction as necessary to ensure the safe
the mar ket itself. You can see these beliefs
constant push for increased competition,
transparency and smart regul ation.

What our founders did not set out to

create in GETCO is another trading firmthat's

w key
efs

i al

he
ty of

n our

i nwardly focused on profits. They set out fromthe

beginning to build a 100-year business that the
knew that in order to do that, we had to offer
service to the market that was well received.

service had to be competitive and priced well s

y

a

That

(0]

that customers would want to continue to use it.

This has focused GETCO on what we be
is best for the market, and we believe that as
as we align our business with what's best for t
mar kets, we will continue to be successful. Th
beliefs drive the firmas we | ook toward the --
adapt to the constant change that occurs in our

mar ket s.

i eve
| ong
he
ese

to
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For most of our last 10 years, we've spent
our energy focused on devel opment and i mprovement of
our automated trading -- our automated mar ket making
capabilities. The core of the service that we offer
to the markets is a continuous two-sided market at
good prices. Providing a service to more than 50
mar kets around the world has taken a constant focus
on both the technology that we use to make the
mar kets and the operational excellence required to
successfully manage the many forms of risk
associated with | arge-scale participation in the
mar ket s.

Our technol ogy has changed, along with the
| evel of efficiency in the market. The changes have
come across the whole spectrum of our trading
process fromrisk management evaluation to order
management . And the biggest and most visible aspect
of our innovations and those in many of the other
partici pants, have come in the area of speed.

Speed, as we generally view it, is an important part
of being able to provide the tightest, best quotes
in the market. The faster we're able to react, the
tighter and | arger we can quote. The sl ower we can
react, the wider or smaller we can quote.

Our goal has al ways been to tighten
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spreads and so it's imperative that we are among the
fastest participants. The reason that speed matters
so much to market makers like us is that we're
providing firm quotations to the market for a | arge
number of products. The transition fromthe fl oor
model to the electronic world has been accompani ed
with a transition to firm quotes that come with the
obligation to trade. That means that a market maker
who is showing a competitive two-sided marketing,
every Euro/dollar expiration is taking substantially
more risk today than they did in a pit model. That
risk is mtigated if the market maker can adjust or
change its quotes very fast in response to changes
in the market.

Failure to react fast enough means the

mar ket maker's quotes will be acted on by other
participants, most likely to the detri ment of the
mar ket maker . Ten years ago, acceptable reaction

times for market making systems were measured in
seconds or hundreds of mlliseconds. Today they are
measured in single digit m croseconds, single digit
mlliseconds, and someti mes even mi croseconds.

Anot her area where we have invested a | ot
of time and energy is in operational excellence.

For us this means that we take very seriously our
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responsibility to participate in the markets on a
conti nuous basis. We focus on building the
protections and safeguards into our systems that
allow themto trade -- allow them to provide markets
in some of the most extreme conditions, |ike those
experienced on May 6th.

The protections and safeguards in our

systems are an ever evolving set of checks and

monitors both pre- and post-order entry. These
checks protect the markets by limting what our
traders can do in areas |like the frequency that

orders can be entered or modified, the size of the
orders, the prices that can be traded, and we work
diligently to i mprove our protections in the system
every day.

We believe that most automated market
makers hold -- build simlar checks into their
systems with simlar goals and simlar results.

In recent years there has also been a
significant increase in the risk management and
monitoring capabilities produced by the exchanges,
as we've heard from both I CE and CME today. These
protections augment our internal protections and the
protections that other participants build into their

systems.

121




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

This combi nation of protections very much
decreases the |ikelihood of one of these events
occurring. The better the combination of our checks
and monitors with the exchanges, the more confidence
| have in our ability to provide competitive
mar ket s.

On May 6th, we were one of the few market
makers who actively provided liquidity during a
peri od of highest uncertainty. We believe that we
were able to do this in part because of our trust
t hat our systems and everything around them worked
properly in the face of highly uncertain conditions.
And we believe that that trust comes from our
experience and our focus on these risk management
and operational concerns.

Whil e the markets have changed
significantly over the past few years, a few things
haven't. We believe that the fundamental traders,

i ke investors and hedgers, continue to provide the
core price direction in the markets. I ntermedi ari es
continue to provide the service as necessary for the
mar ket to find equilibrium What's changed for

t hese participants is the technol ogies and practices
that are necessary for them to be successful.

We believe that the percentage of the
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mar ket that's done using automated or algorithmc
trading is increasing and in our estimation this
will continue as end users gain more trust in the
new breed of technol ogy enabl ed intermediaries. As
users adopt those -- these technologies in their
trading, end users will | ook more and more |ike
their currently automated counterparts. They wil

al so present simlar operational risks to the

mar ket .

Anot her key aspect of the market that is
unchanged is the uncertainty around future prices of
products. This seems |ike a trial point, but I
state it because intermediaries can be criticized
for not accumul ating | arge positions in the face of
real and bal ances of demand, |i ke those seen on May
6t h. An event |like this -- in events |ike this,

intermedi ari es absorb the risk that they are

prepared to manage. When that [imt is exceeded,
the intermediaries -- or experience something
outside of norm-- their normal expectations, and

when this occurs, they need to assume that the
mar ket knows more than they do.

We do not believe that the risks that
intermediaries are willing to take is fundamentally

any different now than it was in the days of pit
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trading. I ntermedi ari es have | ong had the
responsibility to understand the ebbs and fl ows of
their markets and to be in tune with their natura
rhyt hms. We believe that technol ogy has all owed
intermedi aries to automate this feeling and to be
more precise in managing it, but that there are
capital and risk management responsibilities that
[imt the maxi mum positions of any intermediaries at
any given moment.

So much has changed in the last 10 years,
it's hard to list it all, but there are two items |

feel are worth highlighting. Both of these topics

represent aspects of the overall improved efficiency
of today's market relative to 10 years ago. Cost s
for individual transactions have come down. Thi s

means that it costs a lot less for investors and
hedgers to execute the fundamental business of the
mar ket s. That's a good thing.

And these costs include explicit costs
i ke clearing cost and exchange fees, as well as
implicit costs |ike slippage or spread widths. I n
some markets that we participate in, the cost of an
estimate, to be down approximately 60 percent over
the last 10 years. We received feedback from

partici pants |ike Vanguard that these savings are
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bei ng passed directly on to investors in the form of
hi gher returns and | ower fees.

Whil e transaction costs are down on
average, operating costs for liquidity providers has
increased dramatically over the last 10 years. The
investments and technol ogy that are necessary to be
successful -- a successful liquidity provider in
today's markets require a much higher |evel of
expense on both the technology itself and the talent
necessary to bring it to life.

These investments by automated
participants continue to rise as the bar for
competing at the highest |evels continues to raise.
Whil e these costs are high, they are not exclusive.
As the CME pointed out earlier, the fair access
rules of the exchanges |level the playing field for
all participants and allow new entrants to enter the
mar ket freely. The markets remain highly
competitive because new entrants are taking
advant age of this and are able to raise the capital
and investment in these capabilities. There are
few, if any, barriers to entry in the modern markets
in our opinion.

Anot her maj or improvement in the markets

over the last 10 years has been the tremendous
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change in transparency. The area where we are most
excited about is the ability of regulators and
academi cs to do the in-depth analysis on the
behavi or of the markets |ike the ones we've seen
today and the ones we've read about on May 6th.

This ability did not -- sorry. Thi s
ability did not exist 10 years ago, and while there
is certainly more data to sift through today, the
availability of the data for analysis opens up a
tremendous capability for our regulators to ensure
the fair and orderly behavior of the market.

My view as a participant in the markets
that there have al ways been people who abuse the
system. They were there when the markets were
primarily in the pits, and they're there in our
el ectronic markets of today. But | believe that
many of the behaviors that have been attributed to
hi gh frequency trading have al ways been
characteristic of intermediaries in the markets.
What's changed is our ability of regulators to
| everage the unprecedented access to market
informati on and that that provides me with the

confidence that they can monitor and catch

S

undesirable behaviors in a way that was not possible

vyears ago.
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Overall, there's been a tremendous change
in the market over the last 10 years, and we believe
that the changes have made the markets significantly
more efficient. These efficiencies have come with
changes in technol ogi es necessary to be an
intermedi ary exchange or regul ator, but changes will
continue in the future as more parts of the market
become aut omat ed.

That automation will continue to affect
t he behaviors of all participants. In the equities
mar kets, we have seen customer orders become
increasingly executed by smart al gorithms, and doi ng
this has allowed customers to execute their orders
in even | ower overall net costs.

We al so believe that the fundament al
stability of the markets is a concern that everyone
must take seriously. Events |i ke May 6th underm ne
t he confidence of people in the markets themsel ves,
and we believe that regul ators, exchanges and mar ket
participants have all worked steadily to i mprove the
reliability of the markets and the protections built
within it, but there is much additional work ahead
of wus.

An open di al ogue and discussion |ike the

one we planned for the subcommttee, is the best
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tool for bringing awareness to potential problems
and stopping them before they occur. | believe the
subcommi ttee is going to produce very positive
change in the safety and stability of the markets.

I want to thank you for the opportunity to
present these views and to participate in this
subcommi ttee.

COMMI SSI ONER O MALI A: Sean, | don't know
if you're aware, FlI Principal Traders Group, which
understand GETCO s a member of, put out in November
2010, recommendations for risk controls for trading
firms, kind of a baseline for best practices.
guess in March of 2010, about a week ago, FI
European Principal Traders Association put out
sof tware devel opment change management .

Now this is only a month ol d. This is a
year and a half old, or something. What is the
status of deployment of PTG members abiding by the
standards listed in here; are you aware?

MR. CASTETTE: | am not aware of the

status of the deployment of those risk protections

across all the members of the PTG

COMMI SSI ONER O' MALI A: I would assume that
if you signed up for it, you're doing all of these
t hi ngs.
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MR. CASTETTE: We have put considerable
effort over the last 11 years in implementing those
and ot her measures into our systems.

COMMI SSI ONER O MALI A: Yeah. A |l ot of the
things that were raised by the exchange, change
management and testing, conformance testing, error

controls, pre-trade risk management price coll ars,

volatility, fat finger, et cetera. The interesting
thing about this -- the European version, or
European software devel opment, it talks about

mai nt ai ni ng source codes, source code review and
audit-ability, and all of this will be maintained,
who is -- | assume it means maintained at the firm
Woul d that be available to the Comm ssion, for
exampl e?

MR. CASTETTE: l"m not -- | don't think
" m qualified to comment on whether or not it would
be avail able i mmedi ately. I do know that we have
had our codes subpoenaed by the SEC and we have
provi ded and worked with them to make sure that they
understand the particular parts of anything that
they've asked for.

| assume there are some firms that are
both members of the U.S. I f anybody wants to

comment on this. This is an interesting piece and
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" m just kind of wondering what -- what's intended
by it. Anybody?

MR. GORELI CK: My firm participated in th
drafting of both of those with a | ot of other firms
| know GETCO had representatives on both as well
think they're just good demonstrations of the fact
t hat the industry participants have been thinking
about these issues for a long time. It's not I|ike
we woke up in 2008 and started trading with
computers and you never thought about risk or
sof tware controls or any of the types of risks that
we deal with daily.

As Sean mentioned, this has been sort of
an i mportant skill for our business since they were
founded. The purpose of these efforts is to really
benefit not only fromthe | earning that's come from
i ndi vidual firms within the walls of those firnms,
but to broaden out and talk as an industry and make
sure that we're thinking about the types of risks
t hat not only have we experienced personally or
t hought of personally, but that our peers and
competitors have as well.

COMMI SSI ONER O MALI A: Maybe we coul d get
an update as to where firms are in applying these

t hings and maybe that's the FI A needs to provide

e
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some sort of update on that. | know this is a new

document, but it raises a number of questions about

MR. CASTETTE: Even though they're new
documents, by the time most of these practices --
these are best practices that are documented by the
FI A. Most of those practices have been in place at
firms |like ours or Richard's for a number of years.
What we're doing is codifying them so that other
partici pants can learn fromthe practices that we've
devel oped.

And many of them are taken from other
i ndustries as well. The software devel opment
practices of code control and things |like that, and
testing, are commonpl ace.

COMMI SSI ONER O MALI A: I think everyone
heard the chairman. He kind of |aid out that we're
al so |l ooking at new initiatives, and if you're
al ready doing these things, maybe you can hel p us
understand what -- if there's any gaps or we're
m ssing anything, et cetera, that you aren't already
doing or the exchanges aren't already doing.
mean, that's what kind of this meeting was about, is
to establish that baseline for where we are today.

Anyone el se have a question?
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MR. VI CE: Scott?

COMMI SSI ONER O MALI A: Yes.

MR. VI CE: In that regard, | CE, about a
mont h or two ago, sent a survey out to our -- a
group of high frequency traders, defined with direct
mar ket access, automated trading, asking themif
t hey've adopted those by best practices, and point
by point. At this point, it's just a survey. I
think it's certainly sent out with an expectation
t hat they do, and we've asked them where they don't,
to just explain why they don't.

We'll be happy to share the high-1level
survey results, not individual results obviously,

but high-level results of that when we finish that

activity.

COMMI SSI ONER O MALI A: Great . That's very
hel pful . Thank you.

Any ot her thoughts, questions? Yeah, Dr
Gor ham.

MR. GORHAM: You probably know also that
t he Chicago Federal Reserve Bank has been doing over
the | ast year or so a survey of firms and exchanges,
firms and vendors, and they've come out with two
reports so far that | know of, one on exchanges, one

on vendors. | don't know if the one on firms has
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come out, but you mi ght be able to -- you can get
their raw data. That mi ght be useful to the

Commi ssi on.

COMMI SSI ONER O' MALI A: I wasn't aware of
t hat . Thank you. In my packet of kind of research
material, | also had this interesting, provocative
study that came out | ast week, | think, David

Bicchetti and Nicolas Maystre, synchroni zed and
| ong-1lasting structural change on commodity markets
and evidence from high frequency trading.

This is a provocative study, to say the
| east, about the role HFT has had in commodity
mar ket s. And if you think you had a problem with
any of the slides that M. Hasbrouck put up there,
you should read this study.

But we will |eave that for another day.
We are over our time. And | do want to thank the
panelists here, thank the HFT. We're going to

excuse everybody but the HFT Subcomm ttee because we

want to have a brief organizational meeting. So |
appreci ate everybody's participation. If the
subcommi ttee would stay around, |'d appreciate it.

Thank you very much to our panelists.
We'I'l be back at 2:00.

(Whereupon, at 1:02 p.m, a luncheon
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recess was taken.)
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AFTERNOON SESSI ON
(2:18 p.m.)

COMMI SSI ONER O' MALI A: Bef ore we begin, we
have our | egal disclaimer that we have to deal with.
In order to -- Nancy will explain the process for
receiving the documents and the recommendati ons.
Nancy Doyle is our assistant general counsel.

MS. DOYLE: Good afternoon. This is
pretty much for the record and | apol ogize for those
t hat worked on the Data Standardization
Subcommi tt ee, because it may be repetitive of what
you already know.

As we expl ained at the outset of the Data
St andardi zati on Subcomm ttee process, the charter --
this is a federal advisory group, charter for it --

provides that it renders advice, proposals and

recommendations to the full Technol ogy Advisory
Commi ttee. We have met with representatives of the
TAC to vet and process these proposals. Done a

great job. And they're here today to present the
Data Standardi zation's Subcommi ttee's four working
group proposals to the full TAC. It's presented to
you today.

And |l et me explain what the TAC s role on

this is just in terms of FACA, advisory commttees
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and charters. The FACA -- this is being passed
through the main commttee up to the Comm ssion

The FACA receives these and recommends that they be
submtted to the Comm ssion for its deliberations.
When you receive these, and generally recommend, you
are not having to formally vote. You won't have to
formally vote, although we have a quorum here today.

What you will be doing by a voice approval
when Commi ssioner O Malia calls you to the end --
you may want to know this -- is agreeing that these
are worthy of being relayed to the Comm ssion for
its consideration. So please do not feel -- and |I'm
stating this publicly with a court reporter here --
that you are signing on to every footnote in every
one of these working group reports you've been
viewi ng for the |last three months. You'll be happy
to know that.

So just |like a good |awyer, just to repeat
again, here's the written words. The purposes of
today, for these materials, which have already been
previewed to this commttee in its previous
meetings, is to be formally received by the full TAC
for recommending for delivery to the Commi ssion with
your general endorsement.

TAC subcommi ttee members are free to
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di scuss, comment on or dissem nate the
recommendati ons as they see fit, but of course,
neither the Subcomm ttee on Data Standardization or
t he TAC should say that the Comm ssion now at this
st age endorses the recommendati ons.

The Commi ssion itself isn't taking action
t oday, of course. What actions, proposals,
endorsements or deliberations the Commi ssion
undertakes with respect to any or all of these four
wor ki ng group reports will be at the Comm ssion's
future election and discretion.

So if anyone has any questions on this,
"Il be avail able to help you, but it's important to
just clarify what it is and what it isn't, and
t hought it would be of some comfort to the TAC
members in particular to know about.

COMMI SSI ONER O MALI A: Thank you, Nancy.
We're going to proceed right away to Doug Harris,
full TAC Comm ttee member, to present the
recommendati ons on working groups two and four
Doug.

MR. HARRI S: Thank you, Commi ssioner
O Malia, and good afternoon. ' m pleased that you
asked me to vet the recommendati ons of the

subcommi ttee two and four. | realize that this is
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an i mportant step in --

COMMI SSI ONER O MALI A: Doug, can you pul
t hat mi crophone cl oser?

MR. HARRI S: -- an important step in
bringing additional clarity to the obligations of
swap entities, DCOs, DCMs, SDRs under Title VII of
Dodd- Frank Act and the Comm ssion's expectations
with respect to the reporting, maintenance and
retrieval of swap dat a.

l'"d like to take just a moment to thank my
boss, Gene Ludwi g, for making the firm -- CEO of
Promont ory Fi nancial Group, for making the firms
resources available to me and to engage in this
vetting. And | want to particularly thank Evelyn
Fuhrer, who's sitting here with me. She's the head
of Promontory's Financial Services Technol ogy Group,
and | relied upon her quite a bit in doing this
vetting.

| also want to say that Promontory doesn't
have any particular proprietary interest in any of
t hese working group recommendati ons, nor did we
approach the review of these recommendati ons from
any one client's perspective. Our clients have
included the CFTC, existing DCOs, DCMs and ot her

entities or registered swap deal ers. So our concern
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here was on the integrity of the reporting process
and the accuracy of the reporting process.

In conducting the vetting, we determ ned
that there were five considerations that we should
assess each of these recommendati ons agai nst,
consistency with Dodd-Frank Act, the statutory
provi sions and rul e-maki ngs, cost and ease of
i mpl ementation, time to market, consistency with
current industry initiatives, and action-ability.

First the recommendati ons of working grou
t wo. The first recommendation is adopt the generic
product representation for reporting of complex and
Bl SPO (ph) products to equip regulators with an
appropriate |level of information while preserving
the ability of the marketplace to innovate.

We support this recommendati on, but we're
aware that the generic product representation would

not fully comply with the existing CFTC reporting

p

rules under Part 43 and Part 45. So currently there

is a process for 180 -- 180-day exemption from the
reporting requirement for complex and BI SPO

products. We think that this exemption is going to

need to be extended over time. In fact, what we
think is that there will need to be a long-term
exemption for complex and Bl SPO products. As new
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products are devel oped and evolve, it will always be
the case that the generic product representation
will not fully capture all of the primary economi c
turns.

So we would suggest that the TAC suggest
to the CFTC that they consider a |long-term exemption
for BlI SPO and compl ex products and possibly consi der
a process whereby over time, as new products are
devel oped, that the CFT -- the CFTC assess whether
certain complex and BI SPO products are now
adequately captured by the generic product
representation and no |longer need an exemption

Recommendati on two, |everage the | SDA
standard credit support annex initiative to create a
hi ghly standardi zed data representation of the | SDA
SCSA and explore possibility and options for
el ectronic execution. Again, we support this
recommendati on and we think that the TAC should
recommend to the -- that the CFTC continue outside
of the formal rule-making process to encourage the
devel op of the SCSA, and thereafter a
machi ne-readabl e representati on of the SCSA.

And we note that this effort would be
consistent with current industry initiatives of | SDA

to create the SCSA and at -- FpML has al so put
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toget her a working group to develop an electronic
representation of the SCSA. So that was one of the
factors strongly in favor of our support of this
recommendati on.

Recommendati on three, regarding | egacy
portfolio | egal agreements finalized and industry
wi de survey to identify | egal agreement information
relevant to systemc risk. The survey will confirm
scope, feasibility and collate information relevant
to a cost benefit analysis.

On this recommendati on, we actually
suggest that the CFT -- that the TAC suggest to the
CFTC that it delay taking action on this
recommendation, though we think that gathering this
informati on from | egacy portfolio document agreement
is going to be very important for the CFTC in order
to better assess system c risk in the swap market.

We also think that -- that the obligations
i mposed by Title VIl have already put a strain on
the resources of many firms and especially the
technol ogy resources. And we would recommend t hat
the CFTC consider delaying the survey until after
i ndustry participants have compl eted some of their
initial compliance efforts under Title VII.

We're going to switch now. You're going
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to have to switch documents to the recommendati ons
of wor king number four. The first recommendati on,
la, concerns data format. The recommendation is the
first step to standardized trade reporting across
mar ket sectors should be develop -- to develop a set
of common XML el ements and then work towards
establishing a unified set of XML tags over time.
Further, setting up a process to manage
and evolve standards over time using the expertise
of industry groups is the best way to achieve
success in standardization projects. We agree with
the direction of this recommendation, but if in fact
the recommendation is intended to mean that the CFTC
shoul d undertake that effort, we don't think that
that is the best use of CFTC resources. We t hink
that the TAC should recommend to the CFTC that the
CFTC provide guidance on the initiative and support
to the industry in further developing the common XML
el ements and a unified set of XML tags.
Recommendati on 1b, data format. The CFTC
should not dictate the input format to the SDR as
| ong as the SDR can produce output to the CFTC in a
format that the CFTC finds acceptabl e. We agree
with this recommendati on and in fact, we don't think

any further action really needs to be taken here
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because the CFTC has already effectively implemented
this recommendation in 17 C.F.R. Part 45 by not
dictating the input format to the SDR. However, we
al so believe that implicit in this recommendation is
an obligation on the part of the CFTC to define
acceptable data transm ssion output formats for
recording to the CFTC and di ssem nating these
requirements in a timely manner to SDRs so that they
have sufficient time to comply.

Recommendati on 2a deals with storage. The
recommendation is it is likely that there will need
to be a way to reformat or transfer old records into
newer media fromtime to time. SDRs will need
procedures to do this in a way that still maintains
the integrity of the original data by maintaining
the readability over time. In this area it would be
hel pful to have further guidance to clarify first,
to clarify best practices for devel oping and
i mpl ementing such procedures.

We note that this is absolutely consistent
with the existing regulatory requirements. Part 49
requires SDRs to establish sufficient procedures and
policies and procedures to prevent a valid swap from
being invalidated. We agree with this

recommendati on and we think it would be extremely
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hel pful for the CFTC to provide guidance on
sufficient policies and procedures. And further, we
have some ideas as to what those policies and
procedures should be, and they would include robust
change management policy -- policies and procedures
t hat address periodically updating storage medi a,

dat abases and associ ated application systems.

We think the TAC should al so suggest to
the CFTC that the CFTC consider providing SDRs with
further guidance on establishing a control framework
that is reasonably designed to ensure that the data
continues to be credible and useful over time.

Recommendati on 2b al so deals with storage.
The | ong duration of some swaps may require that
original data be maintained in its native format for
extended peri ods. The term "data file format"”
appears to need further definition, as it is unclear
whet her this means the format created by a sender of
data, the format that might exist in transm ssion,
or the format that a receiver of data uses to state
t he data.

The working group believes that for a
cleared swap trade, the native format of the
transaction record is that used and mai ntained by

the DCO for a privately-negotiated trade reported to
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t he SDR. The native format would be that used and
mai nt ai ned by the SDR

This one we actually have some issues
with. We think that possibly the focus on the
native format may be too restrictive, and what's
actually more important is the integrity and
credibility and accuracy of the data over time. So
we think the TAC should recommend that the CFTC

consider providing guidance on devel oping

appropriate controls and audit trails to ensure that

stored data remains credible.

Now t he one issue we -- that possibly goes

agai nst our conclusion, is the fact that native

data, native file format may be necessary in certain

enforcement proceedings. We haven't made t hat
determ nation and so |I think what would be
appropriate, is to first have some kind of |egal

opi nion or analysis as to whether the data native

file format will be required for the CFTC to pursue
enforcement actions. But aside from that issue, we
think the real issue is the ongoing credibility and

integrity of the data.
Recommendati on 3 deals with versions.
Rat her than allow every m nor change to a product

definition to result in a new and distinct product
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| D, keep product |IDs stable by associating a version
with product | Ds. It would be important to match
t he product 1D and the version, particularly when
contract |ifetimes are long compared to the duration
of a given version.

We agree with this recommendati on

primarily because it is consistent with current

i ndustry initiatives. Currently identifiers are
used. Versions are used for CDS and we know that to
use to a UPI initiative will involve versioning of

the UPI and product taxonomy for all asset classes.
Recommendati on 4a. In order to make it
efficient for interested parties to retrieve data,
every SDR should provide the same standardi zed API.
Access to different parts of the data would be
configurable so that all parties could use the same
API . We al so agree with this recommendati on and we
think that it would assist the industry and the SDRs
to comply with the reporting requirements and
facilitate retrieval and analysis of data.
Recommendati on 4b al so deals with storage.

Swap participants should be given the ability to

view all data reported to SDRs on swaps that they
are party to over the life of such transactions.
The reporting entity will need to be able to
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directly amend data, although this ability should be
limted to reported data only.

The counter-parties should have the
ability to report errors in data so that they may be
corrected by the original reporting party, or
subject to some form of dispute resolution. We
agree with this recommendati on, but we don't believe
that the CFTC should necessarily prescribe the
process by which SDRs accomplish these tasks.
Different SDRs may have different methods for
correcting data and providing access to data, and we
guestioned -- we questioned whether a reporting

entity needs to be able to actually directly amend

t he dat a.

That would imply that the reporting entity
actually has -- can go into the system and report
t he data. That presents, in our m nds, certain
security issues. And so therefore, we think that

it's probably best that the TAC recommend to the
CFTC that the CFTC allow SDRs to follow through on
this recommendati on and to allow access -- to allow
data to be corrected in the formthat it sees fit.
Recommendati on 4c, access, the CFTC should
establish more detailed requirements for the

analysis of data by SDRs on a regul ar basis, as wel
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as for ad hoc requests by the CFTC, until the CFTC

establishes more detailed requirements, including
the expected types and urgency of requests. It is
unknown what future functionality SDRs will need to

support, which has important implications from a

software perspective.

This information will also help SDRs
determ ne the need -- the needed computi ng
horsepower for their m ddle offices. We note that

SDRs are expected to routinely monitor data for the

purposes of any ongoing swap surveillance and
objectives of the CFTC, as well as for ad hoc
requests.

We support this recommendati on because we
once again believe that the more lead time and
direction that the SDRs have as to what the future

surveillance objectives of the CFTC will be, the

better equi pped they will be to respond to requests.

And we note that there is going to always be a cost
associated with complying with these requests. So
the earlier that the CFTC provides us guidance to
the SDRs, the more efficiently they can carry out
their responsibilities to respond.

Finally, recommendation 5 goes to tim ng.

The initial data | oaded into SDRs should be OTC swap
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data, as the primary goal of the relevant portion of
the Dodd- Frank Act is to bring transparency to this
sector of the market. Wth this in m nd, the
subcomm ttee recommends the followi ng sequence for
required reporting into SDRs.

Phase 1, ensure SDR requirements are
internati onal and applied consistently. Phase 2,
begin reporting of non-cleared trades. Phase 3,
begin dissem nation of public data on a real time
basi s. Phase 4, require the reporting of cleared
trades into SDRs. Phase 5, provide query
functionality to regul ators. And Phase 6, provide
more compl ex portfolio analytics to the regul ators.

It's pretty clear that the working group
in this case phased in these various requirements
based on information that they thought was going to
be most i mportant to the CFTC' s surveillance and
monitoring activities. We woul d approach it
slightly differently. We woul d suggest that the TAC
recommend to the CFTC the CFTC go after the
| ow- hanging fruit first, and that would be reporting
cleared trades and non-cleared trades, then
di ssemi nating public data, then providing query
functionality, and then providing more compl ex

portfolio analytics.
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What we disagree with is that Phase 1,
whi ch would seem to have to occur before these other
phases occur, is the proper first thing to try to
tackl e. We think international consistency is going
to be hard to achieve, and in our view, it should be
an ongoing process doing these other phases rather
than the first phase that has to be accomplished
before these other requirement -- reporting
requirements are put into place.

As we see at the end, we think the
reporting of cleared trades can be achieved fairly
easily and it would be considered to be a big win
for the Commi ssion.

And that's it.

COMMI SSI ONER O MALI A: Thank you very
much. It goes without saying, but I will say, |
can't thank both Doug and R.J. and their respective
teams for all the hard work they did to take all the
wor k of the data group, and | greatly appreciate the
data group's work to assemble all this and to make
your recommendati ons on a very short time.

I know our staff appreciates your
assi stance. | do. And | know | speak for the
Commi ssi on on that. So thank you very much --

MR. HARRI S: You're wel come.
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COMMI SSI ONER O MALI A: -- for all the work
you did to distill this and give thoughtful
reflection on the rules -- or on the reports. R.J.,

you ready?

MR. CUMM NGS: Yeah.

COMMI SSI ONER O MALI A: Fire away.

MR. CUMM NGS: Okay, |I'm going to move
t hrough mi ne pretty quickly. We had to do
recommendati ons on the group one and group three,
product and entity identification, specifically UP
and LElI, and then group three was the use of
semantic descriptions for financial instruments.

We went through the TAC' s recommendati ons
t hat were provided in December. And what we have is
that we recommend the use of an asset class accepted
product taxonomy for Part 43 reporting, real time
reporting, and move the fields listed in the Part
43's table Al. We feel that those -- that table's a
little bit restrictive.

As the use of UPI for Part 43 is optional,
| SDA has taken on the sort of optiona
responsibility to complete taxonomy definitions for
all asset classes that would ensure that required
fields are covered for reporting purposes. We al so

recommend that UPlIs will only be provided for Part
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45 reporting where appropriate, and to continue to
work with the CFTC in order to get detailed guidance
for granularity of UPIs. This specifically relates
to standardi zed products versus exotic or bespoke
products on each of the asset cl asses.

This will further categorize products for
system c risk management until such time that the
taxonomy provides sufficient m nimum classification.
The existing rules of operations documents are
avail abl e. The government changed process for OTC
taxonom es at | SDA. It's a working framework right
now. And at this point, for a July 16th
i mpl ementati on date for credit and interest rates,
the industry should adopt the | SDA proposed taxonomy
to allow for timely i mplementation.

We also recognize that the taxonomy
approach that | SDA has put forward can change over
time. UPl s have a unique appeal for product
classification, but the difference in definition and
use of a common UPI in Parts 43 and 45 to some
degree limts the value that UPI would represent for
SDR reporting.

An absence of clear guidance on UPI
granul arity should allow the industry infrastructure

providers to | everage proxy UPlIs until such time as
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the CFTC can prescribe a more universal approach to
product classification.

So the taxonomy approach serves to
cat egorize OTC asset classes in a meaningful way in
the i mmedi ate term We believe the CFTC should
continue a dialogue with other regulators to ensure
consi stent application of the OTC taxonomy
recommendati ons.

The governments of the steering groups or

aut hors of taxonomy and UPI categorization materials

need additional analysis. Primarily, industry
groups have not formally recognized, and | stress
formally, DCO, DCM, SDR and SEF participation in
current classification activities.

As these entities will have to adopt and
support data transm ssion activities to one another
a mechanism for dispute resolution will be required
Current steering commttee guidelines have not
previously had to formally acknow edge -- | stress
formally again -- confidentially -- confidentiality
or non-disclosure practices with a wi de range of
commercially competitive entities now tasked with
participating in a product classification process.
New product innovations and tim ng consi derations

will have a |l arger role to play.
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LElI, we recommend the support for Part 45
LElI initiative being coordinated by FSB that
| everages the 1SO 17442 LE standard for CFTC
reporting. SW FT, DTCC and ANNA are devel opi ng an

i ndustry solution to address the roles of the

registration authority, facilities manager and
third-party provisioning capabilities for LEISs.
That process is well underway today.

We recommend the i mmediate notification
and distribution of existing LElI records industry
wi de where avail abl e. We understand that there are
roughly 50,000 cleansed LElIs and there are probably
about 9,000 that are ready to go today.

We recommend the use of proxy LEls until
such time as the industry can fully adopt and
support |1SO 17442 for designated swap deal ers where
LElI's don't yet exist. We recommend an appropriate
i ndustry integration and testing period in advance
of required reporting compliance data.

I ntegration and testing should allow for
beta phase of no less than nine months, in our
opinion, and a live implementation period with a
definitive compliance date. LEl's are consi stent
with and highly correlated to several other

Dodd- Frank initiatives, including LSOC and position

a
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limts.
of

preempt

proxy LEIls

obj ectives.

rel ated Dodd- Frank

adoption of

In some cases,

in order

So we have

condition here.

The actual

the stated compliance dates

to meet

alittle bit

reporting
standardi zed LEIl s

paral l el

i mpl ement ati on cost

requi rements could
in favor of
reporting

of a race

associ at ed

with the initial development and distribution of the
i ndustry solution for LEls does remain unclear, and
it's not entirely clear if there is uniform

i nternational support or agreement for the CFTC' s
LElI approach, as foreign sovereign regul ator --

regul atory mandates simlar in nature to Dodd-Frank
are either in draft form still under discussion or
have yet to begin in earnest. The CFTC should

continue to actively push for

an international

solution while endorsing a proxy LEI

approach for

mar ket s under

its jurisdiction to allow for

sufficient

integration and testing time.

Group three, semantic representation of
financial instruments. We recommend the continued
use of XML-based reporting schemas, FpML and FI XML
in order to capitalize on the existing technol ogy

and framewor k

regul atory

reporting.

i nvest ment

of the industry for

The standards avail able to
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the industry infrastructure providers, clearing
members and trading entities today are capabl e of
addressing the needs of the industry and regul ators
with little, if any technical modification.

We recommend that any additional parallel
anal ysis on the i mplementation i mpacts of
ont ol ogi cal or semantic technol ogy should be
deferred until existing Dodd-Frank initiatives can
mat ure and be reviewed for additional efficiencies
and capabilities.

The proposed benefits and opportunities of
semantic representation of data appear encouraging
with regard to the enhanced cl assification and
anal ysis of data. However, a proper cost benefit
analysis should be done before further investing in
this area. A good starting point could be a gap
anal ysis of the reporting infrastructure once it's
fully devel oped by the industry, in line with
regul atory requirements. We believe that any
attempt to force the use of semantic representation
would only serve to complicate existing reporting
requi rements.

COMMI SSI ONER O MALI A: Thank you very
much. You want to say anything about it, Chuck, as

a full TAC member ?
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MR. VI CE: Ot her than | guess as a full

TAC member 1'1l recommend R.J.'s -- the working
group's recommendati ons on those two topics. And
would also just like to add one point of concern for

the CFTC to consider going forward on the proposed
solution for -- recommended solution for LE
determ nation and the entities mentioned there to
provi de that.

We do support it. However, we do
recognize that that's essentially going to be --
this was not put out for an RFP, and so this is
essentially a monopoly service and we just -- we
want to make sure that the concerns are addressed in
terms of how this is paid for and the costs are
determ ned and fees are determ ned and so forth.

MS. BOUL TWOOD: Can | just clarify that?

COMMI SSI ONER O MALI A: Yeah.

MS. BOUL TWOOQOD: | mean, it wasn't clear to
me in reading the recommendati ons who's responsi bl e,
what are the roles and responsibilities in terms of
the UPls, the LEls, you know, creation and
assignments, | guess. And then also, didn't we also
di scuss transaction identifiers?

MR. VI CE: "Il tell you my high-1Ievel

understanding and R.J. can correct me where | get it
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wrong. The LEls, | believe it's SWFT, DTCC and
ANNA, there's three organi zations there that have
been more or |l ess recognized gl obally. There is
some gl obal momentum behind that solution and
think it makes the most sense.

And so they will -- determ ning an LEI
will be a fairly straight forward thing, a corporate
entity or hedge fund or swaps deal er, whoever it may
be that doesn't have one. | equate it to some
extent to the old Dunn and Bradstreet codes that
every company had. So | think it's a pretty
straight forward thing. You just need to have a
code so everybody knows that when they see that code
that that's you

The UPI, 1 think what they're recommendi ng
there is more of a process of determ ning a UPI code
as opposed to the codes themselves, so that it has
the flexibility as new products come al ong,
vari ations of products are devel oped, anyone can use
the taxonomy to derive the same product code as
anyone el se.

And then | believe the USI, |I'm not sure
that was a topic of one of the working groups.

MR. GORELI CK: No, that wasn't. That

wasn't a topic. Wel | said.
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MS. BOUL TWOOD: Transaction identifiers

are something to be addressed in the future or --

MR. VI CE: There -- in some of the
rul e-making, | mean, | think in terms of SEF
establishes those. | think if the SEF traded --
mean, there are some guidelines emerging. Maybe
they're even in the rule-making; | can't recall
COMMI SSI ONER O MALI A: Well, a lot of this
data is -- you know, hopefully we can adopt,

consider it as part of our decision making going
forward and how we're going to implement it and what
the chall enges are from a technol ogy cost, et
cetera.

Gl obal coordination on the LEI is critical
and | believe it's this week that meetings in Basal
are occurring to kind of harmonize, make sure
everybody's on the same page. There is some issues
to Chuck's point regarding the governance that |
think are still being considered, but by and | arge,
the standardi zati on of how they're going to be --
you know, what's going to be implemented and how
soon they can be implemented using this proxy
proposal, is moving forward. But there are a couple
of items still |left open and we will have to use the

proxy to move forward.
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The four working group papers are on our
website and both R.J. and Doug here have kind of
provided their review through Chuck as well, to make
recommendati ons or recommendati ons on those worKking
groups to be kind of forwarded to the Comm ssion for
consi deration.

So what I'll ask you to do here is to
basically approve both of them to make sure that
the Comm ssion's aware of both of them Since this
is an open meeting and a public record, we wil
all ow for other comments to come in on both the
papers and the recommendati ons themsel ves. So if
you have any further thoughts, we're -- we'l
include all of that and provide that as a
recommendation to the Commi ssi on.

A ot of their -- the LElI's a good exanmple
of something that is very near term and i mmedi at e.
And there are some other concepts that both -- some
of the other working groups considered that are
farther range and will be valuable to us in
consi dering how we tackle these issues. Even there
was in one working group no specific single
consensus, so on the taxonomy, that's a chall enge
for all of us to figure out what the next steps are

on that.
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But it really will provide us a good range
i deas and concepts that we need to think about,
only for immediate rules, but I[onger range
es, and how we're going to integrate further

omati ng and creating a universal record for al

this trading, and to automate all of it.

Because as we heard this morning, the

umes and the speed in which all of this occurs

really dictates kind of a computer-aided strategy

her

| s

e. So I can't thank enough the working groups --

ee them sprinkled about here -- who have

partici pated, and | greatly appreciate your input

and

and

you

the

al

the

any

efforts on that. It was extremely val uabl e.
These are very thorough recommendati ons
reports. They're on our website. | encourage
to take a |l ook at them and downl oad them, review
m et cetera. Provi de comment. We're going to
ow for that.
But if you would, | will just ask if
re's kind of a unani mous consent, or if there's

objection to forwarding all of this on to the

Commi ssi on. Does anybody have any objection on the

TAC from forwarding all of these documents and

rec

ommendations to the Comm ssion? Well thank you

very much and | thank the Data Standards WbrKking
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Group for their service to provide this information
as wel | .

We are going -- anything else froma | egal
standpoi nt?

MS. DOYLE: No. Just to clarify what's

happeni ng, for the record. | think it's clear, but
in case | misheard it, it's not just the four
wor ki ng group reports. Al so the work product. Mr .

R.J. Cummi ngs and Mr. Douglass Harris and their
organi zati ons, which again, this is an educati onal

process for staff too, this whole working group has

been really grateful. It's great working with you.
That will also be forwarded on to the

Commi ssion for reading too. And | already said it,

but I'"Il repeat it again. I n agreeing to do this,

you're not agreeing to any footnote in anything, of
bi ndi ng any of your organizations. The entire point
of FACA is that people come from their own industry
perspective and they share it with the government,
and we consider it for further action, if any, we
m ght take with respect to one or not.

COMMI SSI ONER O MALI A: All right. we' | |
move to panel three. Thank you very much, R.J. and
Doug, Chuck, thank you.

(Pause)
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somebody's getting your

have a seat.

the third panel

We won't

for

COMMI SSI ONER O MALI A: We're get --
name tents. If you'll just
|l et that hold us up. This is
t he day. This is an idea. We
tal ked

had a rule-making a couple weeks ago that

about documentation and how we're going to solve for
a trade breakage and issues going forward. We want
to make sure that through documentation that there
woul dn't be any anti-competitive behaviors.

We i mposed some rules on that, but what
fascinated me the most about this is what are we
for? Wat will the Comm ssion be for? What is the
i ndustry for in integrating the swaps market from a
transaction to clearing perspective, keeping in m nd

that this is different

are going to have more SEFs. We had

two prom nent players in the futures

And in the swaps market,

Ssee many more transactions or

we're

than the futures markets? W

| CE and CME,
mar ket s.

lucky to

transacti on venues,

swap execution facilities.

We have to

i ntegrate the

FCMs.

houses.

We have to make through multiple clearing

It all has to happen in less than a blink

of an eye.

sure that

And so our challenge is obviously to make

from a technol ogy standpoint that this
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functions effectively, efficiently and a time frame

t hat we have -- we have created our rul e-making and
t hat you can all transact without any problem
So this is the panel, what are we for?

What is possible? And it's clear to me that it's an
i ndustry solution and we're going to rely heavily on
the industry. The good news is when we first put
our proposal of rule-making on the documentation,
document -- that's when the documentation |ifespan
ended and the next concepts began.

The four gentlemen we have here today have

taken a very active role, buy side, sell side.
We' ve got execution. We've got confirmation to try
to give you a representation of all elements in a

very short panel of how we're thinking, how the
i ndustry is thinking about it and how we can expect

the transac going forward to make sure that we have

credit checks on all of our trades.
We have the ringleader, Randall Costa,
managi ng director of Citadel. He is responsible for

a range of strategic initiatives for Citadel,

i ncluding OTC derivatives. Prior to joining Citadel

in 2007, he was a CAO of fixed income in Citi-group
We al so have Paul Ham |l with UBS, and who

did not send in a bio. He's managi ng director of
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UBS and has spent a |lot more time in Washington,
because we've seen hima | ot more.

Then we have Jeffrey Maron, managing
director of MarkitSERV. Jeff served -- joined
Mar kit SERV in 2000 -- in January of this year as
managi ng director and a member of the management
comm ttee. Prior to this he was head of client
technol ogy and the head of adm nistration of
E-Commerce at GFI with over 20 years of experience
in the financial markets.

And then finally we have Jim Rucker, head
of Credit and Risk, Market Axess. Jim served as
chief operations and credit and risk officer at
Mar ket Axess Hol dings from 2010 to February of 2011
and previously served as the CFO, June 2004 to 2010.
Al so served as head of finance as well, vice
president of international fixed income operations

at Chase Manhattan before that.

So gentlemen, | don't know if you have a
specific order. | don't. But you're free to start.
Wth Paul HamI|I. And if you want to give us any of
your background, | apol ogi ze. | just didn't have a

document for you.
MR. HAM LL: (Of f m crophone).

COMMI SSI ONER O' MALI A: Okay. Hit the

165




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

button. Light it up and --

MR. HAM LL: Okay. Thanks. I guess what
we t hought we would do by way of introduction is
just give some history to sort of the working group
and the business problem just so people have the

context of kind of what we're going to talk about

t oday.

From a business standpoint, the probl em
here is one of certainty of execution and | think as
a group of market participants, industry

partici pants, we started to talk about that in
various forms throughout the course of mostly | ast
year, and really that is as we move to an
environment where the products we trade are subject
to some sort of mandatory clearing requirement, then
the kind of trade is not done until the trade is
cleared, and that's obviously different to the world
we live in today and was a problem that we would
have to solve for.

So that kind of certainty of execution
problem started to manifest itself more quickly as
we started to talk about some of the sort of
standardi zed documentation structures that we were
| ooking to put in place as an industry, especially

| ast year.
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A small working group formed around about

June | ast year and started to | ook at how ot her

mar kets solved this problem and what are the

technol ogi es and ot her solutions mi ght be out there

to achieve some of

the things that

were being

di scussed

trilateral

in the documentation so we have the

documentation structure.

But

It

was al so

a view that

we should think about

how technol ogy

m ght solve some of those problems, and start to
exam ne how ot her markets worked.

So we did that, and that small group
wor ked closely with CCPs, SEFs, buy side, sell side,

you know,

a mar ket standpoint, and
some principles,

i nto what

pretty much anyone who was

sort of

and then ultimately that

i nterested from

tried to establish

fol ded

whi ch

became the FI A as the working group,

was then used to kind of more broadly socialize some

of the issues and the concepts to try to get more of

a consensus view across the market and what the

outcomes kind of m ght be.

So | would say -- and currently the FIA as

the working group is probably best described as

being in the process of sort of finalizing the

consensus around what those principles are, and |

think we'll talk about a few of those today.
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Wth that, 1'll probably hand over to
Randal I .

MR. COSTA: And further just to set the
stage, there was a slide, | don't know -- there's
one. Oh, it m ght be on here. Well, I'Il start and

then if we can get the slide. The purpose is to
really set the stage for -- this is a really
interesting problem set, because it's at the
intersection of risk, legal, plumbing and market
structure, so where the money flows, and how markets
evolve or -- and at what pace?

As Paul set up, once a swap is accepted

for clearing, bilateral counter-party credit risks

or performance risk, is elimnated through the
interposition of the clearing house. Then the
clearing house becomes the buyer. We know. So the

gquestion is, how do we get from the point of
execution to the point of clearing acceptance or
make them the same?

Looking at the illustration, if alpha fund
executes a swap with swap dealer Y with the
intention to clear it, and were any time to el apse
bet ween the point when the parties say done and the
point the clearing house accepts it, there is risk,

however small, that the trade is not accepted,
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mostly |ikely because one party exceeded its credit

limt for clearing.

If the trade is not accepted and time has

passed, the replacement price for the non-breaking

party may be different than the price for the trade

originally executed, the difference in price we
refer to as breakage.

The discussion topic here is how to dea

with this risk. This is not a new chall enge. It's

been solved in a range of existing cleared
derivatives markets, as Paul alluded to, such as
futures, |listed equity derivatives, and energy
swaps. And in part based on those existing
framewor ks, solutions are built or under

construction for cleared OTC derivati ves.

We hope -- | don't know what the protocol
is typically for this panel, but while we represent
buy side, sell side, trading venue and m ddl eware -

and confirmation, there are clearing houses
represented on the panel that are very much a part
of our solution process here, our industry. So we

hope they can speak freely as we go al ong.

When we | ook big picture at those existing

mar kets -- and what we're | ooking at today already

with cleared OTC derivatives, there are two
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operational models -- there's host execution

clearing acceptance and pre-execution clearing

guar ant ees. If we were to walk quickly through --
can try to refer to the diagram-- | know these are
very familiar to most people in the room-- in

post-execution acceptance, the trade is executed, so
it would be alpha fund and swap deal er Y. They
woul d execute it through whatever modality, voice,
SEF. They woul d execute it and the trade would be
submtted to the CCP for clearing.

Bef ore the CCP can accept it, it has to
run through some fundamental checks. If we | ook at
this diagram it's first of all, of course, is the
product one that they accept for clearing. And the
SEF or the trade capturing utility may already have

filtered for that.

Two, is the swap dealer. Let's i magine
the swap deal er was self-clearing. Are they within
their Iimts at the clearing house? Three, is alpha
fund within its [imt set by its clearing member
such that the clearing member will say, | accept
this? | stand for this trade? And four, is
clearing member X also within its |imts at the

clearing house?

If the CCP runs through all those checks

170




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

and those are affirmative, it sends a message back
to the participants, trade accepted. What | just
described is all known to you as Cl earPort. Happens
in seconds, breaks very rarely, if -- very, very,
very rarely. That's the post-execution acceptance
model .

In the pre-execution guarantee model, the
counter-parties to the trade are not able to trade.
They're not permtted to trade unless they first
pass a filter that assures that they have already
sufficient clearing limt, and the focus in all of
these industry discussions for the bulk of this time
has been around the client, presumably the greater
risk.

So the filter, as we're going to discuss a
| ot here, can be held at the SEF, or the limt could
be in principle reserved on a trade-by-trade basi s,
and we'll talk through some of those different
options that would overcomplicate the diagramif we
had put it here.

But the point is that if alpha fund goes
to trade with swap dealer Y, if there's already a
facility in it in place where swap dealer Y can rely
on clearing member X on behalf of alpha fund, having

vouched for that trade, in other words, through
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automati on, alpha fund goes to input the trade, and
it passes a filter, the effect of which is to say
t hat clearing member X is going to stand for its
client in that trade, then swap dealer Y doesn't
have to worry about even the hypothetical
possibility that the trade would break in a
post-execution context.

And what | just described is all very wel

known to you from for example, and there are many

examples, |ike Globex. In effect, |I think even this

morning it seemed there was some di scussion about
t hose kinds of filters, those pre-execution filters
that ensure that the parties through the trade know

that the trade is going to get cleared.

The CME rul es say basically, if we see a
match trade done in Globex, it's accepted. In
principle, that's because the CME -- the clearing

house can rely on those checks having been done.
And of course, CME is watching its clearing members
as you go along, so it knows that that trade is
stood for, especially when we're talking about an
indirect clearing participant or alpha fund, the
client. We know that the clearing member is going
to stand for that trade.

The -- if post-execution acceptance
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operates in real time, that is, if the parties to
the trade know i mmedi ately whether the trade is
accepted, even in the post-model, then if the trade
is not accepted, there is no trade and there is no
breakage. Again, we're talking something famliar
to all of you in the ClearPort model

However, if time were to pass in the
post-execution approach between execution and
clearing acceptance or rejection, there would be the
ri sk of breakage. The pre-execution guarantee model

prevents parties from even entering into the trade

unl ess there is sufficient clearing limts set aside
to ensure that it will be accepted.
However, a pre-execution model, as we're

bound to talk about here, creates more processing
steps and credit Iimt management complexity. The
-- just one big picture, market structure point, if
t hrough post-trade real time acceptance or through
especially pre-execution guarantees, the risk of
breakage is elim nated, then each party is free to
trade with any other party and secure best avail able
pricing. Real time or guaranteed acceptance is
fundamental therefore, to anonymous central and

m d- order book trading since each participant in the

club doesn't know who it's trading with and needs to
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rely on the framework to ensure that its trade gets
done. Also for the club, because execution prices
are displayed to the market in real time, they need
to be definitive.

Finally, real time acceptance or
pre-execution guarantee by elim nating the risk of
breakage elim nates the need for any documentation
bet ween executing counter-parties that would seek to
all ocate the risk of breakage. If there's no
breakage, there's no need to have documentation that
all ocates that risk. And that in turn eliminates,
from our perspective, on the buy side, a huge
barrier to getting up and running with clearing.

So we have to, before we trade, exchange
perspectives. In terms of the big picture
principles that we're moving forward with in the
FIA, is the working group, which is a working group
t hat works by consensus. It's a bunch of folks
com ng together with the spur, the incentive, the
framewor k of regulation, the incentive, econom c
incentives of collectively maintaining a healthy
mar ket, and al so avoiding building infrastructure
t hat people won't use.

So there's a sort of a collective need,

even if we have different perspectives, to try to
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arrange where we can around standardized sol utions
where we don't see competitive advantage. So in

t hat context, there's a broad consensus that while

t he post works and is working and, you know, if
there was an economic crisis and | as a buy side
firm had a choice between not clearing or clearing,
we could live with that just fine. There's a broad
-- 1'"d say a broad consensus to move to pre, because
it will enable all forms of trade execution, all the
di fferent modalities that we just touched on.

And how we build that requires
clarification on where we put the |limts, where we
particularly house -- and we have to break it into
two discussions. One is where we put the customer
credit limts established by the clearing member,
and then separately, how we treat -- how we treat
the clearing members or self-clearing or direct
clearing participants.

Again, we're solving for something that's
been solved for in many other markets, so we have
t he benefit of transposing technology and workfl ow
that exists in those with the difference, as
Commi ssi oner O Malia, you pointed out, that we're --
here we have a mar ket where -- well, in some markets

we have multiple clearing houses, so we solve for
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t hat. We now may have a | arger group of execution
pl atf orms and modalities going at the same time.

I don't know if you want to speak to -- |
mean, there has been some movement toward consensus.
| don't know, Paul, if you want to speak to it, in
the group, but then we can each offer perspectives
from our stakehol der positions.

MR. HAM LL: That summarizes it well. I
mean, | think you could debate this question of need
for pre or post all day |long, and you could sort of
debate the idea that technology is going to get you
to that place where posts can happen quick enough.

I think however |ong you debate it,
there's a feeling froma risk standpoint by the
maj ority, as Randall pointed out, of the market
participants that when executing these kind of
trades, such as like a credit default swap, that the
risk of the product requires that you know you have
a trade at the point of execution.

It's just simply too much concern out

t here that people have around doing trades and

finding out |ater that they don't exist. It's just
not a deep liquid market where you're perhaps just
going online to trade or break it or whatever. You
know, the market could have moved materially. A
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series of events |likely to occur along the |ines of
someone having a trade rejected and a very volatile
mar ket could result in big |osses.

And | think most people involved in the
group are just concerned generally that the market

is illiquid enough. A | ot of the changes that are

going to occur already create some risks that people

will |l eave the product or not understand how the
product now worKks. And so what we certainly don't
want to do is introduce sort of another |ayer of
risk which is a lack of certainty around execution
as an unintended consequence of the way in which we

choose to clear the trades.

So that's really been -- it may seem a
smal |l point, but it's been very, very relevant to a
| ot of the participants. And | think even if over

time it's fantastic if we do get to a place where
t hi ngs happen post, | think in the initial stages
it's essential that we have pre -- pre-trade credit
checks to get people confortable.

So I think we talked through a range of

di fferent options. We obviously have this -- a

worl d where you could do something like a trilateral

where everyone would communicate a |[imt to each

ot her via document. That's quite complicated.
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Al ong that spectrum you have a world where
everyone -- you could communicate limts to all the
di fferent execution venues, such as SEFs and ot her
people, which is even more fragmented and
complicated, or you could have -- where you
communicate limts through CCPs or lastly, some kind
of uber (ph) single central hub type model.

I think where the industry sort of came

out was on the set of CCP solution, |largely because
people are focused on using -- you know, focused on
costs. They're focused on using infrastructure and

pi pes and plumbing that exists today, focused on

time to market and obviously concerned with well the
idea of this kind of hub thing is a nice idea. It
only works if you only have one hub. What if you

have five? Suddenly you're then back to the same
probl em where you kind of wish you were just using
the three CCPs, or however many it is that we have.
So | think there's recognition that each
of the solutions has pros and cons and some fl aws.
Generally | think we've sort of gotten to a place
where it's a pre-trade -- pre-trade credit check by
and | arge residing with [imts at the CCP, which the
SEFs and other sort of execution venues will be able

to tap into for credit checking at the point of
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executi on.

MR. COSTA: And if | can just set up a few

vocabul ary words that | know we're going to keep

tal ki ng about. It's the -- we tal ked about -- it's

the three Ps. We tal ked about post. We're going to

tal k about ping and we're going to talk about push.

So the ping is the higher |atency. The

notion would be that wherever the credit |limts are
housed -- let's take Paul's exampl e. Let's say
those Iimts, as with ClearPort with -- let's say

they're up at the CCP. An al pha fund is going to
trade with swap dealer Y, let's say on an RFQ.
Before al pha fund -- it says |I'm going to introduce
my RFQ and | want it to go through the SEF and be
di spl ayed to five deal ers.

The way to secure this pre-trade workfl ow
in a ping model would be that the SEF would --
before allowing my RFQ to go through to those five
deal ers, would ping the credit Iimt housing
facility at the CCP where it would say, hey, alpha
fund wants to do a trade of 10 in X, is there a
limt for that, yes or no?

And the Iimt housing facility having
stored and the Iimts set by clearing member X

dynami cally changed through the course of the day
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and dynami cally changed automatically as automation
gets -- you know, is built around it -- would say
yes, limt lock, |limt reserved. And that would --
and the message would go back and then the SEF would
allow the RFQ to go out to the five dealers and the
deal ers would know that because it was all owed

t hrough by the SEF it has that clearing member

sponsorship behind it.

The push by -- so that's fine in a higher
| atency environment. And that means that you have
one little -- one pot, let's say in my example of

CME, CDS, credit for alpha fund established by
clearing member X. So you draw from that pot. It
goes and it reserves 10. If the trade gets done, it
consumes that 10. If the trade doesn't get done,
it's unlocked, and you could proceed all day like
t hat .

And that |limt again, that pot could
change dynami cally, depending on clearing member X's
vi ew at any given point of alpha funds credit. | f
instead we weren't particularly motivated by a need
for a lower |atency, let's say we want a |imt order
book and we don't want to be held up even for those
-- that round trip of the ping, then we have a push,

which is al pha fund says to clearing member X, | ook,
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you can keep my single pot up there at the clearing
house. That's good. You gave me a hundred in
[imt. But | want you to put 40 at SEF X, Y, Z.
That's a cl oud. So that the filter is held right at
t he SEF.

And every trade as | go to enter into that
order, or aggress an order is -- either passes the
filter, or as | said before, it doesn't happen if it
doesn't reach it. So the counter-party on the other
side isn't exposed to the risks of breakage. So
that's the push.

COMMI SSI ONER O' MALI A: Jim | think we'l
go to you and then Jeffrey.

MR. RUCKER: Thanks, Commi ssioner O Mali a.
Let me just preface what |'m about to say by saying
t hat Mar ket Axess is an electronic trading platform
in the credit space. So the class of swaps are
traded on the platform as CDS. So the solutions
that we build are specifically for CDS. I would
i magi ne that they're not dissim |l ar for other types
of swaps, but that's not what -- the only swaps that
trade on the platform of CDS.

We took a bold step a little while ago
building in pre-execution credit |imt checks on our

pl atform based on what we were hearing fromthe
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i ndustry. We currently have two ways for those
pre-execution credit Iimt checks to take pl ace.
The first of those is we allow FCMs to upload to us
at the beginning of the day their credit limts for
their clients.

As trades are done over the platformthen,
when the inquiry or the order is created, we check
agai nst those |limts of the FCMs as they're provided
to us. If it passes the credit check, then the
inquiry can progress and the trade can be conmpl et ed.
If it doesn't pass the credit Iimt checks, the
trade is held up at that point and it can't progress
any further.

We collect trades during the day so we're
moni toring the gross notional trades executed
against the Ilimt and we would expect that every
mor ni ng we would receive new [imts updated fromthe
FCM agai nst which we would check the trades of the
com ng day.

So that's method number one. The second
way we have of doing this is when an inquiry or
order is created on a platform we have the ability
to message out to an FCM, or the ping method that
Randal |l spoke about that allows the FCM then to

confirm back to us whether the inquiry or order is
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within the limts that the FCM has for their

clients.

Now obvi ously that second method al so
opens itself up. I nstead of |limts being managed by
each individual FCM at the central credit limt hub

it's pretty easy for us to have messagi ng out to a
central limt hub rather than messaging out to each
i ndi vi dual FCM. The reason that we built it that
way is to give us the flexibility, depending on
which solution the industry chooses to do it both
ways.

But that's essentially what we've built so
far. In terms of the cost of doing that, we spent
something in the range of $200,000 to date in
programm ng those solutions into the platform At
this point, we halted devel opment of this stage,
waiting to hear more about the industry feedback and

the work of the FIA as a group.

To really round out the credit |imt
checking, we need to do some additional work. If it
remai ns along the current |ines of the SEF
monitoring limts and reaching out to either the

FCMs or central hub, we estimate there's probably
anot her hundred thousand doll ars of devel opment

spending we need to make to really complete the
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credit Iimt checking on the platform So we
estimate the solution, when completed, will cost us
in the region of $300, 000.

So that basically is what we have. The
one thing I would add is |I think we would be
supportive of some industry solution that created
some central method after checking credit limts.

Now obvi ously there would be substantial work to do

if we had to create the connectivity and the

messaging with all of the FCMs that would have

clients participating on a platform That itself

woul d create some additional work.

So as | say, we would be in favor of
finding some sort of central solution.

MR. COSTA: Directly responsive to that, |
should mention that a key work product for the FIA,
as to working group, is -- so the first is what Paul
said, which is a defined set of consensus principles
to the extent possible so that there is guidance
t here. Separately though, there is a technol ogy
group that is being formed literally this week whose
charge is to establish a messaging protocol to be

st andardi zed across the

point that -- you know,

competitive tritiation

i ndustry. That's to that

nobody, | think, sees

in messagi ng protocols.
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And what messagi ng protocol means is at
one |l evel highly technical, so that all of the
stakehol ders in that diagram can communi cate
according to the same -- using the same | anguage.
But more specifically, in alignment with the
principles as you work through the use cases, some
of which we've just described in general here, there
woul d be agreed messaging, little sequences so the
protocol for a ping sequence comng froma SEF to
the credit |limt housing facility and back again,
woul d be fully standardi zed, so that we're
elim nating barriers to entry across all the
different SEFs, and m nim zing the extent of access
i nvest ment around standardization that's good for
everyone.

MR. RUCKER: A standard messagi ng protocol
would clearly be a significant benefit to us in
ensuring that the work in connecting to all of the
i ndi vi dual FCMs was m ni mal .

CHAI RMAN GENSLER: Just one question.
Your hub, the document that |I'm |l ooking at, which |
assume i s Mar ket SERV' s. So it's Jeffrey's hub, but
| apol ogi ze, because Jim tal ked about hubs.

MR. MARON: We're all in this together.

CHAlI RMAN GENSLER: What's that?
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MR. MARON: We're all in this together.

CHAlI RMAN GENSLER: That's right. To bring
-- to bring transparency to Ameri ca. "1l wait for
Jeffrey, but the question that |I'Il have for both of
you is just how your respective hub or hubs relate
to the rules that we just finalized a week or so
ago.

MR. MARON: We can talk through that.

That woul d be great. Thank you.

So Randall did a very nice job of walking
us through and describing a |ot of the issues. My
grandmot her al ways said, a picture's worth a
t housand words. So I'lIl talk you through some of
the diagrams as well.

Just by explanation, MarkitSERV currently
is involved in the infrastructure in the industry.
We're the messaging system that people use today
from execution to clearing houses to the DTCC, which
is one of our parents, in terms of warehouse, al
the way through.

So we already have a good understandi ng of
what the structures are. We currently house a | ot
of the static data that would be required to make
this operate properly. And we already communicate

with the clearing houses.
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So let's just quickly through some of the
potential models as Randall described them So the
first one is the CCP holds the limt, and in which
case, each FCM provides a CCP, but they provide each
CCP with a Iimt, which means if we have several
CCPs -- we do around the room today. We've got | CE
We've got CME. We've got | DCG.

Each FCM woul d have to everyday deci de how
much to give to each CCP. They can dynam cally move
intraday, but they're always deciding ahead of time
how much line to | eave each one of their clients at
each one of the CCPs. And as we have Eurex and
ot hers that are | ooking to enter the market, that's
going to continue to fracture out the liquidity
that's available for clients to execute and move
liquidity around intraday.

The second is for the SEF to hold the

limt as allocated by the FCM, and we all know - -
God knows how many SEFS we're going to have. There
seems to be more every day. We're going to settle

down to fewer than we have today, but even still,
that results in fracturing the lines that are

avail abl e out there, each FCM to have to manage now
across all the different SEFs, how much |limt to

make avail abl e.
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Going clockwi se, the FCM can hold the
l[imt and do it per trade query, in which case, they
hold it centrally. They know in real time what's
avail abl e. They can view it against the futures and
options positions. They can do it against cash and
do basis, but that means that every SEF needs to
contact out to every FCM And al t hough that's been
done to some degree thus far for asset class, we
woul d need to have a proliferation of those.

The fourth choice in the |ower |eft-hand

corner is the hub holds the Ilimt, in which case
there's one central location for all the FCMs to get
together and put the Iimts in place for all the
SEFs to go to to ook for those Ilimts, and for al

the CCPs to come in as well.

So how would this actually work? Wat are
the risk measures and what are the different
choices? Well, the FCM could continue to calcul ate
the risk every time a trade came in. They'd have
the benefit of knowing the portfolio and could | ook
at this across a wide variety of options.

However, that adds |atency in its time and
again has to go back to the FCM The hub coul d
calculate it as well, and we've come up with some

met hodol ogi es for optim zing how this could be done
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and in reducing | atency. One of the things that
Mar kit -- our other parent does very well is pricing
of derivatives. So we have the benefit of using

t heir models, which are ready industry standard.

Al so, the SEF could calculate it, but again, each
one's highly autonomous and there are quite a number
of SEFs that are out there.

So when would we reserve the line? As was
menti oned early, the best thing is to do it
pre-trade. So every time the bid or an offer would
be entered into a SEF, they could reach out to the
hub and check at that point in time. And as that
order moved around the market, it would already have
pre-trade certainty. You woul d know that that order
was good, that bid or that offer was available to be
executed agai nst. And therefore, when people | ooked
at the market and | ooked at the SEFs for price
transparency to get an estimate of liquidity, they
woul d know what they could do and they would know
what couldn't be done. And this would work both
froma central order book as well as on an RFQ
basi s.

Well, how would Iimt be calcul ated?

There are a couple different models that are out

there. We could do notional, but as people started
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to get into spreads, got very difficult. We coul d
do it the simple basis, or what we decided to do was
just do a simple DVO1l with a matri x. That t ook
everything down to a pretty common met hodol ogy for
most of the FCMs to work with.

What's acceptable |atency? The answer is
al most none. So folks that were |l ooking for it to
build this platform currently build and operate
exchange trading platforms. We're | ooking for a few
mlliseconds, which means that when a bid or an
of fer goes into the market and joins the bottom of
the stack, by the time it iterates up through, you
al ready know whet her that trade can be done or not.

How do we take care of the individua
fund, which is a significant issue? And you guys

have solved that fairly recently by saying that

we're going to operate almost |ike an I B basis where
it will be done at the block pre-allocation |evel
and then allocation will take place |ater on.

Confidentiality? People were concerned,
if the FCM needs to give the line out to each one of
their individual clients every SEF or every CCP
that's out there, more knowl edge is avail able about
what those |lines are than some fol ks felt

comfortable with.
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By keeping it in the SEF -- sorry, by
keeping it in the hub, that enabled only one
| ocation to know what their true |ine was. And
because today we already know all the trades that
have been executed and no one seems to have an issue
with how well we're keeping confidentiality, we
believe that was a reasonable solution to that
probl em

In terms of failure models, as was
di scussed earlier today by ICE and CME, people
al ready have issues with how to do this and people

al ready have come up with solutions as to how to

handl e di sconnects and other issues. We don't
expect this to happen very often, if at all, but we
need to assume that there's going to be fell over,
there's going to be two live systenms, there's going

to be disaster recovery, that everything be
m rrored, and they all operate in real time, and
that's all built into the solution.

So in summary, what are the pros and cons
of a central credit hub? First, standard messaging
protocol . Randall's 100 percent correct, and the
FIA as the working group is 100 percent correct. We
all need to have a standard met hodol ogy for

communi cating with each other. But if everybody had
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a right to everybody else, in subtly different ways,

or over and over again, that sort of takes away from

having the standard for messagi ng protocol. It's

easier to wite once -- write to one central place.

The cost of building the hub is less than

the total cost of every FCM writing to every CCP and

every SEF that's out there. It also enables a new
entrant to come into the market. So | DCG entered
the market. If someone el se was a creative as they

were and entered | ater on, would every FCM and every

SEF want to be willing to wite to them?

In the case of a hub, they would only

write once and everybody would have equal access to

t hem St andard security, standard monitoring. So

all of the risk measures that were spoken about, and

in the documentation and | ast week's rul e-making,

are avail able in there as well. There's a gl obal
kill switch, so an FCM woul d have access to turn off
a particular client across all SEFs, the same way a

CCP woul d have access to turn off an FCM across
t hose trading failures.

Real time updates, the availability for
every FCM to update all their credit lines in rea
time if they chose, or discreet points in time if

they chose to do that. And it's totally
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i ndependent . It's not owned by any CCP, any
execution venue or anybody el se.

Cons, there's a little bit of l|atency.
It's a couple mlliseconds. I'"m sure some ot her
folks will come up with some other issues as well
but that's the one that we hear the most and we
believe the trade off of having a couple
m |l liseconds of |atency by getting that pre-trade
certainty out of the way benefits the market
overall.

CHAI RMAN GENSLER: So it's free. It's | ow
cost . It's a profit center for -- can | just ask?
How does it fit into the rules we just passed?
You're -- I'mfamliar with the rules, but I'm not

fam liar with your architecture here.

MR. MARON: In terms of the rules of
maki ng sure that every FCM has a series of |imts
for all of their clients, they can put the limt at

the hub and do it once rather than fracturing that
[imt out. Therefore, they have greater certainty
that the Iimts that they establish and the risk
measures they established are all contained in one
pl ace.

We can have the hub, and we plan to have

the hub send notification out to the FCM as a | evel
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of orders builds up to a certain point. So if
someone were to hit orders of 50 percent of their
credit line, we would send a message, then 60, then
65 percent. And by the same token, the FCM could
take a | ook around and see how many orders are

out standing by going to one place and seei ng what

t hose ri sk managers are on a per trade basis.

CHAI RMAN GENSLER: I think what |'m
hearing is your perspective is you're trying to
mar ket to the FCMs -- you didn't use that word --
but market to the FCMs that you could fulfill their
requirements that we just passed, that risk
management filter. They would be hiring you.
They'd still have the |egal obligation, but you'd be
their survey?

MR. MARON: Ri ght.

CHAI RMAN GENSLER: You'd be their
third-party vendor, but what you would be trying to
appeal to themis that you could do it for the whole
mar ket, or at | east a portion of the market, and
t hen folks who actually trade in the market would
have to deci de, because some FCMs probably woul dn't
use the hubs, some would and --

MR. MARON: It would achieve critical

mass?
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CHAlI RMAN GENSLER: What's that?

MR. MARON: Hopefully it would achieve
critical mass.

CHAI RMAN GENSLER: From a business
perspective that's what you're -- | see.

MR. MARON: And then for their own, from
an eligibility perspective, people -- the SEFs would
be able to go directly to the hub and know that this
client can trade this instrument through that FCM
out to this clearing house. Because we know of
mul ti ple clearing houses clearing simlar products,
as well as a kind of equivalent products, whether
it's ears and swaps.

MR. COSTA: What the rule requires is that
there be either immedi ate post or pre-execution
certainty, and the pre-condition for that, going
back to the earlier models, is that either
i mmedi ately after or in advance, the trade has to
pass a credit filter. In respect of a customer
trade, the clearing member has to vouch for it.

So what's at discussion here is that a hub
is one way to try to solve for that. We do face a
chall enge with the different role players about
where to put those credit limts. And it's a

bal ance between getting to market sooner,
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competitive advantage, | atency certainly, and who
has to do what.

So maybe to sharpen the debate and start
to forma little bit of a debate here with regard to
the hub, ultimately you've got risk, so the FCMis
the risk taker. The FCM s going to take risk on ny
behal f. They're going to determ ne at any given
point in the course of a day how much Ilimt they're
willing to extend to me.

An i mportant distinction, and |I take up
with you, is that there's a difference between |imt
and liquidity. So they may decide the liquidity
that | have is the amount they're willing to take.
So JP Morgan's my clearing member. They say | have
100 in limt. The challenge for me across different
clearing houses, let's say -- let's go to the ICE --
the energy example today. | clear in two clearing
houses. My clearing member has to manage t hat
unitary 100 Ilimt across those two clearing houses.

Now the liquidity |I have with my clearing
member is 100. The limts they may prescribe for
me, which are held today at the clearing houses, may
be more, because they know how | trade. They know
me. They know that when | go into a given market |

score on one out of 50.
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And they get to know you over time and

they determine a limt that will always keep me from
bl owi ng my actual 100 Ilimt, but will allow me to
trade within that. And they certainly are prepared,

as they do today, to dynam cally manage between

those two clearing houses.

We should add that any such system -- and

this ties to other aspects of the rules and was
alluded to here -- has to have certain safeguards,
that if there are larger limts than the actua
[iquidity that my clearing member wants to give me,

there need to be safeguards at the SEF |level. So

this is part of the build for the SEFs, and | think

they're all attentive to this, but it does need to
be finalized as we go forward.

Fat finger, a lot of this stuff you saw

for the very high velocity markets this morning need

to be built in for our | ower velocity today. Fat
finger checks, maybe size limts. The kill switch
is critical. If we've got a kill switch that's a

critical safeguard for FCMs, and also for clearing

houses in the event one of their FCMs starts to

wobbl e, then there need to be heartbeat monitors

that ensure that from SEF to clearing house, there's

never a |ost connection, because if they hit the
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kill switch, they know it has to work.

So those are all aspects actually of the
messagi ng protocol. But what the industry would
deci de as the most efficient place to put the credit
limts is very much an open question now in going
forward how we do that.

COMMI SSI ONER O MALI A: Jeffrey?

MR. MARON: If | could. I think you raise
a very good point, and | think the world as it
exi sts today has certain mechanisms for trading,
because you go to the voice broker, you m ght go to
three or four voice brokers and put an offer into
each of them And as soon as the first one takes
t hat offer you'll call yourself off the others, and
you're only exposed really -- you're exposed in
three different voice brokers, but only
realistically you're going to get it done in one.

However, the new ecosystem for swaps,
we're executing through SEFs and el ectronic
pl atforms. Peopl e are building arrogation platforms
to then take the liquidity from all of those SEFs
and arrogate it together. So the likelihood of
someone getting swept and having all of their orders
getting executed i mmediately is now much higher than

it was in the voice broker worl d.
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A number of FCMs have mentioned to us the
concern about assum ng that some of the trades wil
get done and some won't. They are very much
concerned until we actually see how the ecosystem
wor ks and how things shape themselves out, that in
the beginning they may end up having to allocate
more credit line than they expected to because
peopl e do get swept, and all of their orders were
executed rather than just the first one at the first
voi ce broker. Now all three can get done instantly,
and they won't have the opportunity to cancel the
ot her two.

MR. COSTA: But let's be clear. We're not

in a high frequency central |limt order book world
t oday. It's a fair point. We need to plan for it.
That was this morning. | mean, we'll get there,

hope. I was actually thinking it would be great if

in a year we have this morning's presentation for

these markets, but we're not there yet.

And the -- there's an important thing to
realize. We don't even have any functioning central
limt order books for the buy side today. When we

get there, there may be one or two, but the whole
rest of the market is likely to move step by step

t hrough block trading, voice trading and RFQ.
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MR. HAMI LL: If I can make a point.
think that a |lot of these points are really good
poi nts. I do think though the market will change.
| mean, today if you think about maybe the
investment index market, we make |ike 250 up
mar kets, right? | don't see a world where we're
maki ng 10, 250 up markets across 10 SEFs and 10 live
order books. It just won't happen.

So I think a | ot of people have specul ated
t hat avail able trade sizes on platforms will go
down. I would say that's one consequence we woul d
expect to see. So | think it's a valid concern, but
| think there's ways people can react to -- | mean,
no one is going to hang themsel ves out there to get
lifted on 2.5 billion -- you know, if someone finds
some way of doing that. It's just people wil
protect themsel ves.

So I think that's a concern, but | think
there's a way in which people adapt to the
el ectronification of the market and won't try to
trade exactly the same way as they do today to
protect themsel ves.

COMMI SSI ONER O MALI A: Can | ask you a
guestion? To Jeffrey's point, whether it's 2.5

billion or 5 mllion, |I mean, nobody's going to want
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get lifted on multiple.

MR. HAM LL: Il think it will depend --
mean, | don't know the answer to that question,
because we've never lived in a world where there are
10 SEFs, or whatever it might be. But we're
probably going to want to have our markets out on
mul ti ple venues, that's for sure.

And if some of those venues operate any

live environment, which some of them will, because
some of the products kind of already do, |ike the
indices, then I don't think we'll have a choice. So
| think it is definitely a concern. We haven't yet
really begun to sort of think about, or | don't know

if something that the industry themselves can
answer . I don't know if it's more of a regulatory
guestion.

But we foresee a world where we will have
live markets on multiple venues and in theory could
get lifted at the same time and the same product in
mul ti ple venues. And | don't know how we -- one way
in which we sort of protect ourselves fromthat.
It's just the size that we show up.

But that's a natural -- |I'm not saying
that's a bad thing that you show a smaller size.

think some of the SEFs will |ikely create -- well
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two things will happen. Some of

i kely create sort of

functions, is my guess, so that

smal |l er size.

COMMI SSI ONER O MALI A:
product ?

MR. HAM LL: No.

coi nci dence, although

no. What | mean by iceberg

size than what you're --

to trade. So there's the opport

and somehow t hat

execution.
Equally we're al

buil ding technol ogy so that

lifted on a particular platform

liquidity off of other

think that's -- that's not

deal with.

COMMI SSI ONER O' MALI A:

product that

down at Boca, | think, is your

Do you want to mention that? |

i ndustry input on this one. I’

guestions, but |1'd really be int

Sorry,

think they have one.

t han what

is only discovered at

when we do get

pl atforms.

a new feature that

is being offered that

ve got

the SEFs will

i ceberg workup type trading

peopl e can show

Is this another

just a

But

is you show a smaller

you really wan
unity to do more,

t he point

hit or
we can pull our
And again, |

we
Chuck,

an | CE

was announced

Pl us One sol uti on.

would |like to get
a coupl e ot

erested to hear Kk

| CE

t

of

spending time and money

her

i nd
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of the industry comment on this debate.

MR. VI CE: Sur e. Sur e. We -- and we had
to give it a name, because otherwise it was this
thing we're trying to refer to. But this Plus One,
|CE is a active participant and the FIA is the grou
t hat Randall was referring to, and so we're -- as I
CME and other CCPs, and we've all been struggling
with this ping versus push versus hub versus very
complicated solutions, kind of gold-plated solution
with a | ot of moving parts, and | think from our
poi nt of view, operational risk.

We've gone into it with the same
priorities as everyone else, trade -- everyone want
to have as much execution certainty as possible.

The FCMs want to be as fully protected as possi bl e.

We all want as |ow | atency as possible. But | thin
for us, we also want -- we have two other
requirements. There's little operational risk
introduced as possi bl e. And we also have some tigh
deadlines to meet. We can't be -- we don't have

three years to build this.

We're big fans of phase one, phase two,

phase three type of approaches to things. So for
us, what we -- what Plus One was all about, and |
can get into the details of that, if you want. But
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we' ve put out a lot of information about it. But |
think in a nutshell, we've said as a CCP, regardless
of whatever else SEFs and hubs and the industry

does, they're certainly free to do and expect them

to do.

But as a CCP, we're going to have customer
level limts that FCMs will set for their customers
that we will maintain, and as executed trades come
to us from SEFs or other sources, we will check both
sides of that trade against that |imt, accept it,
do all the messaging you would expect, let them know

t hat we accepted it.

And each FCM would set a threshold on each
account and the first trade that puts them over that
threshold will take that trade, so there's certainty
of that trade. But we send a message out to all the
SEFs that that account is essentially disabled until
further notice or further trading.

So what we've tried to do is mnimze as
many moving parts. And this is not rocket science.
| think as someone said earlier, there's variations
of these things out there. And then going forward
we as a CCP may enhance that solution to have more
pre-trade capabilities than that initial version, or

it may be that the FCMs, working with third parties,

204




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

or FCMs working directly with SEFs, adopt one or
more of those models you saw up there to achieve
what ever | ast narrow remaining piece of pre-trade
certainty that they want to have.

| think part of our view is formed by the
fact that we have operated OTC execution platforms,
central limt order books in fact, very -- with high
frequency traders in them with pre-trade |lim'¢t

checks in --

CHAI RMAN GENSLER: It does work, doesn't
it?

MR. VI CE: -- for 10 years. It does work
which is good. I know that's where these guys want
to get to, and we do as well. But we al so know t hat
the experience behind that is it's rarely -- very,
very rare. I mean, far less than .1 percent |ess

t han that, that an order is actually rejected
because it hit a limt.

So I think in terms of the 80/20 rule and
tight deadlines, we take that experience and say,
let's not build this complicated system to deal with
the .001 percent of the time. Let's get something
out that allows the 99 percent to happen
efficiently, and it gives us more time as an

i ndustry to work on more complicated solutions to
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better handle higher frequency trading and interest
rates, credit and some of these other markets.

That's what Plus One was all about.

MR. O CONNOR: | think it's important to
remember that the markets that we were talking about
this morning exist in a vertically, integrated,
exclusive arrangement, and | think that's not what
we're tal king about with a swap market and that
creates a |l ot of complication.

I think with regard to this debate, and |
know that the groups working on it have concentrated
on this issue, and that is, the cost of going from
i nstantaneous or near instantaneous post-trade
acceptance to pre-trade certainty, the cost of
maki ng that very small leap is significant, and |
think it's important that we think about what
benefit are we getting from taking that extra step,
because the costs are -- the costs are substanti al.

And | think we heard a little bit about
where those costs come in, and they come in in two
di fferent ways. Number one, we're having to build a
whol e new set of infrastructure that's going to have
to be funded, and it's not trivial infrastructure.
It's a complex machi ne. And number two, any time

t hat you ask either a clearing house or an FCM to
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extend its resources, its limts beyond its own fou
walls, that they get hair cut. There's just no way

around it.

We heard about various |imt monitoring
systems. We heard gross notional and we heard of
DVO1 matri x. Now | can see how they work from a

r

| atency perspective, but there is no operational OTC

clearing house who monitors their risk in that way.
They use far more compl ex ways of monitoring their
ri sk, which are higher | atency.

So in order to expose ourselves, expose
our resources to that type of environment, we have
to hair cut them There's no way around it. So yo
reduce the Iimt resources available in the system
and you increase the cost of transactions by making
a very small leap in terms of instantaneous
post-trade certainty to pre-trade certainty.

MR. HAM LL: Maybe -- | mean, | ooking at
it from perhaps an execution side of |ooking at the
product, | mean, | don't -- | don't think anyone --
we tal ked about this in the industry group at
| engt h. " m not sure anyone really thinks there is
a question around that.

I think the tradeoff of some kind of

operational cost versus introducing meaningful risk

u
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to the product that could damage the product isn't

really a tradeoff. | mean, today you have a product

t hat when you trade it, it is done. If you move
into a world where you don't have pre-trade checks,
you have a product that you trade it and then you
wait and see.

' m not saying it couldn't be very fast,
but you've changed the way the product works and yo
need to change what people think about managing ris
around it. So froma risk standpoint, | don't know

anyone who thinks that that's a simple question of

u

k

just operational |atency and cost. I think everyone

sees it as a risk question.

MR. O’ CONNOR: | disagree entirely.
think -- I don't --

MR. HAM LL: Then you disagree with
everyone who's in that group basically.

MR. O CONNOR: No.

MR. COSTA: "Il try to speak the m ddle.
| think the bulk of the buy side actually aligned
with more what Garry said. But | ooking forward and

wanting to support efficient electronic trading, we

are very supportive of, well, first of all, the |ICE
model , because that gives that increment of
reassurance. Or ultimately pre-trade, because
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that's what will enable central |limt order books,
very simplistic.

Now, it seems to me as we wal k before we
run, the bulk of trading that's going to be done in
the next six months or nine months, will be much
hi gher | atency. We coul d manage with a sl ower
process, including a slower pre-trade, if we start
to move to central |imt order books. What ever was
said before as a customer, |I'm happy to be
fragment ed.

So if there's a SEF that's a true centr al
limt order book and | atency matters, then take a

pi ece of my single pot, even my post-pot, and go

ahead and push it up, haircut me so that | can take
the |l atency. And then | don't want any intermedi ate
steps. I don't want to wait even a little bit to go

check somebody el se, but only when we get there.

MR. O CONNOR: But it's only required if
you get there.

MR. COSTA: Yeah.

MR. O CONNOR: Let me finish my point
before | upset everybody in the industry. And t hat
is that the way that it works today, | think is what
happens is at the time of transaction, there's a

contemporaneous process of credit check. Now from
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the outside |ooking in, that may feel |ike pre-trade
certainty, but it's not necessarily pre-trade
certainty. A trade may -- a trade may not be
executed because a |limt is not avail able.

Now is that -- you know, in the brave new
worl d, is that instantaneous post-trade approval or
is that pre-trade certainty? 1It's not clear to me
that it's one or the other.

MR. DURKI N: | just wanted to echo some of
the comments that Chuck said earlier. Il mean, we
should not dism ss the models that have been in
pl ace for sometime that deal with both, | think
effectively post- and pre-trade credit checks. And
so when we talk about going down maybe a slightly
different path, you also have to | ook at what has
been put on this industry in general in terms of

operational readiness and the timelines to be able

to get all of this accomplished.
And so while we're all very sensitive to
trying to get to that ultimate end, | do think we

shouldn't dism ss what's out there today and what is

wor king very well as we move towards that direction.
MR. HAM LL: | feel like I'"mthe only one

argui ng though for the pre-trade check, but maybe

"1l just reiterate. | don't think because it's
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easier to have a post-trade check that you do that
and give away safety. Li ke that just doesn't seem
to me |like a sensible trade that anyone would make.
And | think whatever anyone woul d say
about what that group concluded, there was a | arge
maj ority of that working group, including buy and
sell side, who would rather have a pre-trade check.

That's not to say people don't recognize there's

hair in getting it done and it's complicated and

it's hard. But if you ask someone, pretty much

anyone who trades credit default swaps, for exanmple,

at the point of execution, would you rather know

then your trade is done or would you rather wait a

little bit of time? The answer is, |'d rather

my trade is done.

know

But the question is, how do we achieve

that? And no one's saying that's easy, but it
a simple question of -- there's no value in it
let's just | ook at what we have today.

CHAlI RMAN GENSLER: Can | ask this?

s not

, SO

How do

you read the rule that we just finalized if we said

futures commi ssion, everybody's sort of entering
into a cleared trade has to have a futures

commi ssion merchant guaranteeing them? Isn't that
in essence saying it's -- | mean, at |east the FCMs
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on the hook? Whether the FCM is checking pre or
post, the FCMis on the hook so that you can have
anonymous trading and let's hope that the FCM is
managing it in a way -- not more than hope, but tha
they really are managing in a way that works.

MR. HAM LL: Go ahead.

t

MR. COSTA: | would say -- | was actually
-- and this is part of the -- let's call it the
di al ectical synthesis in the sense that on -- the
greater risk in theory is on the customer side. So
| think we would agree that if -- and it's a |ess of
alift for the FCMs to stand for their customer
trades, including through even a ping. We're

hearing that from the SEFs. We're hearing that fro
the FCMs.

Where it gets -- where we really would be
trying to revise the world would be to ask CCPs to
put pre-execution limts out against their FCMs.

MR. MARON: And | think this is an
evol utionary process. We're not | ooking to go whol
hog and get to the end stage i mmedi ately. We woul d
like to get to pre-trade certainty and have that
pre-trade credit check, and it's going to take for
us all to get there. But the FCM has to know about

t hat order that was put in in order for themto

m

e
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stand behind it. And they can either do that by
havi ng each of the SEFs tell them about it, or a
or somebody else tell them about it.

But ot herwi se, how do you get themto
stand behind a trade that they're not aware of un
after it's gone through the clearing house?

CHAI RMAN GENSLER: But |I'm gathering th
you do interpret the rule that we just finalized,
t hat everybody's got to have an FCM standi ng. So
thus, if you enter a market anonymously, and you
don't know who's on the other side, but you know
force of some |law that the party on the other sid
has to be guaranteed by an FCM

MR. MARON: Yes.

CHAI RMAN GENSLER: I mean, that helps t
clearing houses.

MR. HAM LL: Il think we're just tal king
here about the practical i mplementation of that,

right? For an FCM to get comfortable with that,

they have to put that |imt somewhere and be sure
that trade is being read against that limit.
think that's what we're effectively -- 1 think
everyone agrees that's the best -- that's how the
central limt order book needs to work.

MR. COSTA: | think the one section of

hub

til

at

by

e

he

t he
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rule would certainly accommodate Cl earPort, in the
sense that it's real time automated acceptance that
woul d potentially be post.

CHAI RMAN GENSLER: But the FCM still has
to stand behind it?

MR. COSTA: Yes.

CHAI RMAN GENSLER: I was tal king about the
FCMs. | recognize you're talking about the clearing
houses, but | was tal king about the FCMs.

MR. RUCKER: | just wanted to add a point
on the practical implication of this, in my viewis
t hat way or another, the industry does need to reach
a consensus on the way this is happening, because
froma trading venue standpoint, and as hopefully a
SEF, what would be hardest is if we end up with al
these different models we've tal ked about operating
in different circumstances. That, | think, would be
very costly and very inefficient to the industry.

My personal view is that all of the
solutions we've tal ked about could work to ensure
t hat we get a clearing certainty, a point of
execution. But what we do need to decide as an
i ndustry, what is the method we're going to follow?
Ot herwi se, we really will create a |ot of additional

cost.
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MR. HAMI LL:

To that point, | would say, |

think, froma UBS standpoint, being both an FCM and

execute, there may be -- there may be people who try

to set up different

model s. | think the mar ket wil

find its own equilibrium | would not envisage we

will trade on a SEF without a pre-trade credit

check. Just couldn't

see that working. | woul dn't

envi sage that as an FCM we would just waive trades

in not based on some sort of |limt that we have for

t hese kind of products.

So it wil

| sort of self-police itself,

because if someone goes out there and says yeah

hey, I'"m setting up this SEF, it's a essential on

the order book, there

is no pre-trade Iimt check,

we're going to check after the fact, and then

someone el se says,

" m going to set up a central

order book, |I'"m going to require that somehow you

post your |limt to me and ICE is going to give me a

venue to do that and |

m going to push it out there,

and | know -- and they know what the point of

execution that trade is

read as an FCM how much

that's how the market's

So | think we

operate the way --

t hat

done, and | can i mmedi ately
of my limt is being used,
supposed to work.

will go to the venues that

make the most sense from a
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ri sk standpoint for our firms. That's how | think
that stuff polices -- | don't think we'll get to a
single standard. | think that's obvious from some

of the discussions we're havi
CHAI RMAN GENSLER:
a question about your earlier

have in the box trade executi

ng today actually.
Randal |, can | ask you
chart? You happen to

on central and

m d- order RFQ, voice, and | was just curious, does

anything on this chart differ

bet ween those three or

are you sort of neutral? Because you put all three

in the box.
MR. COSTA: Does it
how we address the |limt?

CHAlI RMAN GENSLER

differ in the sense of

Or all of this sort of

the financial integrity of trades.

MR. COSTA: In terms of pulling, a little
bit potentially in the sense that -- |I'm sorry, |I'm
still struggling a little bit about your earlier
guestion that the rul e-making. I think would stil
allow a ClearPort |ike structure even in the sense
that it doesn't -- the trade does not have to pass
to be within the rules. An FCM pre-existing limt
filter, it could be done first and then within real
time accepted. It's a fine point, but it becomes

rel evant to the voice trade context.
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Am | being clear?

CHAlI RMAN GENSLER: That's all right. It's
the plumbing and the plumbing, so I'll try to catch
up | ater.

MR. COSTA: The issue with voice is this.
In the world -- there will always be -- like block
trades, right? There will be voice trades, like on
Gl obex today, we have a huge liquid trade.

CHAI RMAN GENSLER: Actually, 1'll say --
as |'ve said over and over again, block trades,
absol utely.

MR. COSTA: Yeah, they will happen. So
the thing is, we say done -- Paul and | say done off
an RFQ. So there's no way as we're doing -- we're

tal king this through on the phone normally, that we
-- we'll get there, but normally we would do this on
the phone, and then we would input it into a trade
capture facility.

And the way it would be processed, as |

understand it even today, |'m | ooking over at Bryan
at CME, it's like ClearPort. It's i mmedi ate post
acceptance. It would hit the filters, both my FCM

filter and my CCP checking, that it's within the
FCM s |imit. And from my perspective, that wil

work fine forever. It worked for futures for a |long
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time.

If you are -- if you want perfection and
you want pre-execution certainty even on the voice
trade, we can give that to you too, by leveraging

the same infrastructure that we're talking about

here. In principle market access, could -- let's
say there's a trade that -- you know, | could do a
trade and | could do an RFQ. It's going to pass

t hrough our ping filter or the push, and it's going
to go to file. But |'ve got a blocked trade. And |
agree with Paul; we could in theory | everage the
same infrastructure and run it through.

We could put in the trade to one, because

it was bl ocked. It didn't have to go to five. It
goes to one. But before it goes to Paul via
Mar ket Axess, it passes the credit filter. So he

really wants that thousand percent certainty that
there's no risk, that he breaks between the time we
say done and the two seconds that the clearing house
delivers the message back; you could have it that
way .

And it isn't -- | don't think anyone built
it, but it's not hard since everyone is busy
buil ding what Mar ket Axess set up. And we have

certainly tal ked about that in the FIA as to form
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That's the only difference | see.

CHAlI RMAN GENSLER: So you're saying in
voice, or at |least the voice you're identifying,
which is a block, it's for a few seconds bil ateral
Because it's not anonymous. You know it's Paul

Paul knows it's you.

MR. COSTA: Yes. It's not anonymous.
It's between the counter-parties. We woul d say
done, but we're intending to do a clear trade. | f

we're in a mandatory cleared world, there's no
bil ateral trade that gets converted to a cleared
trade. We're doing a cleared trade, but it hasn't
-- it's subject to acceptance and it hasn't been
accepted for the time it takes for the two of us --
if we were using a trade capture utility 1like
Mar kit SERV or I CE Link or VCON, he'd type in the
trade and I'd type in the trade at the same ti me.
The trades would match i mmedi ately, just
like with ClearPort, and as |long as they align,
there weren't an exception kickback, we'd fly to the
clearing house, run through the ClearPort checks and
pop back. And by the time basically we got done
typing and took a breath, we'd have an accepted or
rejected message back.

The buy side view generally is that if
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somehow it was in that .0001 percent of being sort
of rejected because | was stupid enough to blow my
[imt and not watching my fuel gauge, Paul knows who
| am. He can say, oh, it was you. I know you're
okay, or |I'"m wal king, you know, |I'm just wal king
fromthis trade. And | think that's the way the
energy markets have worked and the way futures bl ock
trades worKk.

We don't sue each other. We don't need
execution documentation to get this done. But there
are other -- there are folks who are very concerned
even about that instance. And we have a
technol ogi cal solution to it. It's Market Axess
| everagi ng or MarkitSERV, as a m ddl eware or trade
capturing utility could in theory plug into credit
limt pots as well and deliver the same
functionality, or the CCPs could offer it.

ICE, | think we've talked to I CE about it,
or CME. They could simlarly offer just like they
have Cl earPort today, or ICE Link today. | could
just go to ICE Link and there could be a screen that
woul d function as if it were ICE Link supporting
credit techs or supporting a SEF.

MR. HAM LL: | think it's actually quite

si mpl e. You have one risk limt and you kind of
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have three ways of trading. You're either trading
on a |limt order book or you're trading on a screen
using a request for call or you're trading by voice.

It doesn't really matter which one of those you're

doi ng.

You're sort of doing the same thing and it
just -- it's just more like a slow motion version of
it as you -- on the central limt order book. It's

already there and it's done. On the RFQ, it can be

done. The |limt could be checked as the RFQ is

| aunched. And the voice is very simlar to an RFQ
trade. Sort of by voice trade, someone's calling
you. There's a period of time. You give a price.

I think what's more complicated about the
voice trade is where is it that you're going to | ook
for the imt? Were is that limt exposed to?

Does the clearing house do it through a front end,
or do we check in on a SEF, or whatever it is?

But again, that's not hard. It's just a

decision and it's also a competitive one that |

t hink people will be continuing to try to build the
best mousetraps for. | mean, it's my view that the
-- you know, the risk managers will set up the

clearing house and/or the MarkitSERV hub and if they

want to be successful, they will offer a feature
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t hat

get

goin
al

Octo

thin

does something like this, so that people can
pre-trade certainty on voice trades as well
I don't know that it's all that different

COMMI SSI ONER O MALI A: How Il ong is it

g to take to get to the ideal world of having it

pl umbed and wired? | think our rule says
ber 1 of this year.
MR. COSTA: | just want to -- | don't

k -- 1 think you've heard a number of us say we

don't need to get to the ideal world. You' ve heard

some
to g
prot
arou
cert
t ask

end

bui |
prep
we t

and

aut o

resp

real full ideals expressed here. What we need
et to by October 1 is a standardized messagi ng
ocol . We need to, ideally, if we can, align
nd risk measures for asset class. That woul d
ainly make the FCM s task easier and the CCP's
easi er. But if we didn't, it wouldn't be the
of the world.

We need the SEFs, if they're active, to
d the ping, or if elected, the push. And to be
ared to activate or handle the safeguards that
al ked about that are intrinsic to the system,
also required in the rul e-making.

We need the FCMs to finish the [imt
mati on that they've already undertaken with

ect to their individual customers. And t hen we
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need the CCPs to build their Plus Ones effectively,
or their equival ents. | ve heard all of those

st akehol ders in my discussions with them say --
you've got a bunch of them around the table, that
they're prepared to do that for us to get up and
runni ng.

When we go more high velocity, then we
want to intensify the robust -- the strength of the
infrastructure to handle that | ower |atency.

MR. MARON: And there are interim steps
t hat as was just mentioned, already in place. We
won't be able to achieve that by October for the
hub. We'll have it shortly thereafter, the next
generation credit.

CHAI RMAN GENSLER: Bryan, did that sound
like the -- right roughly?

MR. DURKI N: Yes.

CHAI RMAN GENSLER: Paul , just because
earlier you peaked my interest on something. How
many SEFs do you think there m ght be, you know,
assum ng we do our thing and actually finalize the
rule this summer?

MR. COSTA: Per asset cl ass.

CHAI RMAN GENSLER: No, no, no. Our bet's

a little broader.
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MR. HAM LL: Twenty-five. That's a real
number . |"d say about that.

MR. COSTA: You mean worl dwi de or U.S.?

MR. HAM LL: SEFs are gl obal then?

MR. COSTA: Because | count 14 now that |
---on my list.

COMMI SSI ONER O MALI A: I just want --
Cosgrove said there's -- he was a buyer at 100.

MR. COSGROVE: That was until | saw the
SEF registration form

COMMI SSI ONER O' MALI A: We're just trying

to hel p.

MR. COSGROVE: You are hel ping.

MR. HARRI S: Thirteen SEFs have already
signed up with NFA for -- 13 institutions have

al ready signed up with NFA for regulatory services

and | think it's going to be upwards of that.
MR. COSTA: But I think -- if I can

contextualize, if not all of those are all asset

classes, and very few of them are central |limt

order book. I think that's important to appreciate

as we |l ook at this discussion and deci de what
m | estones we need to hit when.
MR. MARON: I

t hought most of the newer

SEFs that were out there are all central limt order
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book and all the IBs that are offering their
platforms are all central |imt order book. I think

there are a few people today who do dealer client

very well, |ike Market Axess, that will offer RFQ
potentially, a central order book as well, if we're
not -- as they choose as the rules go through.

But | would be a betting person on the

side of more central order book rather than | ess.

CHAI RMAN GENSLER: It somewhat depends on
how we finalize. How we propose is everybody has to
at least facilitate live, actionable ammo. So
execut abl e quotes, bids and offers with full market

access, or impartial access, as Congress said.

I understand that Comm ssioner O Malia is
about to wrap up, so | just wanted to thank
everybody. I think this is just really a terrific
set of advice, advisors. | haven't seen what the
smal | er groups are doing with Andrei, but | think
our Commi ssion all benefits and the public benefits.

We have a |l ot of work in front of us and
as these markets move and change, the technol ogy
component is critical. So | thank you.

COMMI SSI ONER O MALI A: Any ot her final
t houghts of TAC members, panelists? Let me thank

you all very much. | want to thank our teams that
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hel p set this up. Mar gi e Yates and her team. We
have the AV team that makes all of this work
Cornelius Sessions, M chael Jones, Gene Robinson,
Joshua Griffin.

I want to thank my staff, Laura Gardy,

Carl Kennedy, and Nancy Schnabel for their help.

Obvi ously all of the people with the Gener al
Counsel's Office that -- and all of our staff
assistants that will be hel ping out on the working
groups.

| also want to -- just kind of a
housekeepi ng matter. Al'l good things must come to
an end. The TAC Committee is no different. But
it's only version 1.0. TAC 2.0 will be -- we have
to renew the charter. The charter expires in June
and | will renew it. Il will renew -- obviously
there will be seeml ess transition for the ATS and
HFT.

I"minterested in what more work the Data
Commttee is interested in doing, and I'"m certainly
interested in the full commttee's -- and we wil |l

renew it and if you're interested in participating

again on the next one, 2.0, |let me know. Those who
you think would be good candi dates, |let them know.
l"d also |like to know about different topics, as
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well, what do you think would be useful for us to
attack and address going forward?
So this is a useful process. " ve

benefitted a ot in the brief two years that we've

done it. We've got a | ot of work out of you all an
| greatly appreciate it. And so we'll renew this
again, chairman willing, of course.

CHAlI RMAN GENSLER: Commi ssion willing.

It's a Comm ssion, General Services Admi nistration,
things like that. But it's been highly beneficial.

COMMI SSI ONER O' MALI A: Good. So to that

end, we will keep going. Let me know if you're
interested in serving again and we'll move from
t here.

Again, let me thank everybody for their

time, their effort to participate and to support

these groups and to support the Comm ssion. It's
very beneficial. So thank you very much for com ng
today and thanks for your participation. Thanks.

(Whereupon, at 4:14 p.m, the meeting was

adj ourned.)

d
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