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Functions of M_arket Oversight

* Exchange Designations and Review of Rules
* Product Reviews
» Matket & Trade Practice Surveillance
¢ Rule Enforcement Reviews
&

Sivision of Market OV
(DMO) Structure

“iMarkerand o




Chief Counsel Office

» Staffed by attorneys
# Coordinates with other CFTC offices
» Rulemakings
» Enforcement actions
* Processes foreign terminal no action requests-
* Prepares rufemakings related to market and product
Issues .
* Deals with legal policy matters related to
interpretation of rules, novel products, exchanges
proposals, interpretations, no actions, efc.

' Rev;ew of DCM 'SEF and Data Reposztory
Applications
e Validate compliance with designation criteria & core
principles
= Visit facility & assess capabilities
* Multi-divisional team approach
* Filings and comments posted on website
® Approval memo posted on website

viaiket Review:
New Rulesand Rule Changes

» No prior approval reqmred
» Consistent with CFTC oversight role
& Exchange self-certificaiion
» File notice that rles comply with the Act and CFTC
regulations
« Include text off new or revised rules
« No later than day hefore implementation
& One exception—material changes to “enumerated”
agricultural futures




ket Review:
Rule Filings

+ Staff conducts due diligence reviews ta ensure
compliance with core principies and CFIC rules &
policies

» For approval requests, make recommendation to
Commission foraction

* Work informally with exchanges to address issues,
correct deficiencies

» All filings posted on website

oduct Review:
New Product Reviews

* Due diligence reviews for certifications
* Ensure compliance with standards
» Guideline No,1

* Speculative limits or accountability
-« Provide information for effective surveillance

» Develop method for determining deliverable supplies
or cash settlernent :

« Identify potential problems or regulatory issues




Market and Trade Practice Surveillance:
Market Surveillance

* Monitor reports of large trader positions
* Monitor deliverable supply/cash settlement, price
relationships and other information
» Regular contacts with industry experts
+ Exchange surveillance
« Market participants
* Weekly surveillance meetings
* Problems may lead to “jawboning,” warning letters,

emergency actions, referrals to the Division of
Enforcement

Market and Trade Practice Surveillance:
Trade Practice Surveillance and Investigations
+ Trade practice investigations '
+ Independentcheck of fairness of trading
-« Referrals to the Division of Enforcement
» Trading aliead of customer orders/front running
+ Trading against custorner orders
* Marking the close
* Money passes

“Contract Design.

CONMMEBSIAL SHECESS
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Factors for Commercial Success

» Pricevolatility
= Satisfy a hedging need
» Reason to speculate
» Large and active cash market
+ Lack af vertical integration ot matket concentration
« Lack of governmental intervention
« Sufficient data on supply, demand and cask prices
= Futures contract track assets held by hedgers
» Homogenous cash commodity
» Appropriate specification
* Long and short sides of the market have sufficiently different
motives/risk profiles
» Contract is notsusceptible or subject to manipulation

« Contract is not susceptible to manipulation

+ Adequate supplies “
* Accessible supplies

+ Liquid markets

« Lack of controling interests

+ Acress to and availability of delivery facilities
s Reflection of the cash market

+ Qualities and grades

« Movements and fiows

« Delivery mechanisms

Defining Manipulation

» Ability to influence market prices (market power)
+ Specific intent to create artificial prices

» Existence of artificial prices

* Manipulator caused artificial prices




Corners and Squeezes

¢ Corner—a situation where someone owns or controls
enough of the commodity to manipulate its price,
specifically when those who need the carnmodity have

no alternative to acquire it

* Squeeze—a situation where there is a general lack of
deliverable supplies or other conditions that make
delivery difficult, thus forcing the short position
holder to cover their position at higher prices

The Great Candy Bar Corner

¢ The Futures Contract
« Party A agrees to sell Greg 1.candy bar for $1 tomorrow
» The Circumstances
» Party A has no candy bar
* Party B hasa candy bar to sell for 8o cents
« Cost of getting candy bar from Party B to Party A is 20
cents for 2 day delivery and 50 cents for overnight
delivery :
* Greg has a candy bar for sale
» Alocal warehiouse has candy bars to sell

Questions to Consider

. ® What are Party A's alterhatives to satisfying the futures
' contract? .
& What will it cost Party A to fulfill the contract?




Alternatives for Party A

s Alternative :
+ Bty a candy bar from Party B and have it delivered overnight
+ Cost—Be cents + 50 cents = $1.30
« Alternative 2
« Buy the candy bar from Greg and deliver it back to Greg
» Cost—s1.30 Why?
* Alternatives
. 8ﬁ’set the futures contract by buying the contract back frem
He
- Cgst-—sx.3o Why?
¢ Alternative 4
+ Buy a candy bar from the local warehouse
« Cost—g130 Why?

Designing a Contract for Regulatory Success,
or How to Build a Better Candy Bar Contract

« Contract is not susceptible to manipulation
« Adequate supplies
» Accessible supplies
» Liquid markets
+ Lack of controlling interests
« Reflection of the cash market
+ Qualities and grades
» Movements and flows
+ Delivery mechanisms

Adequate Supplies

o Are there adequate supplies of the commodity at the
oli i?
o Are the supplies available throughout the year?
» Atwhat times and at what pace do new supplies enter
the market?




Accessible Supplies

* Liquid markets
+ Can buyers and sellers easily transact in the market?
¢ Controlling interest

* 15 the market free from controlling interests or is it
dominated by a few players?

* Who controls storage or transportation systems?
.* Access to and availability of delivery facilities

= Are conditfons such that delivery facilities will be willing
* to participate

Refiection of the Cash Market

¢ Guideline#: (Appendixte CFTC Part 4o Rules)
= Arcceptable practices from complying with Core Prindples 3and 5
+ Lo Principle 3—rontaces should not be susceptible to manipulation.
» Lote Prisciple g—the board nfh-l::le ehauld adopt nosition Limitatioms or pasition
¥

y for whene
* Qualityand grades
+ Commodity characteristics
= Quality differentlals
* Movementand flows
+ Delivery points/regions
¢ Location differentials
¢ Delivery facilities
» Deliverymechanisms
» Delivery
» Delivery months
= Transpostation
* Delivery instruments

Position Limits
* Spot-Month Limits
= No greater than % of estimated deliverable supply
* Individual non-spot and all-months combined limits
¢ Base of 1000 for tangible non-energy contracts
* Base of 5000 for energy or financials
* Adjustmenis to levels based on open interest




Accountability Levels

* Requirement for tradess to provide information about
positions and consent to possible constraints on their
position

« 12 months after initial contract listing

Trade Practice Surveillance

+ Monitor exchange transactional data for violations
« Wash trading
+ Prearranged trading
» Accommodation trading
» Customer fraud
= Fictitious sales
« Price distortion and manipulation
= Trading ahead/against customers

Exchange setf-regulatory
“xesponsibility to detéct:

anid prevent trading
o Ahuses




Detecting Trading Abuses

* Fraud upon customers

and churning
¢ Fraud upon the market

* Wash trading, bumping or marking the close and
accommeodation trading
* Review (automated) of individual trading activity
= Suspicious patterns
» Common trading partners
= Related violations
* Supporting docurentation

-» Trading ahead, front running, misallocation of filis, bucketing

RER Program

» Regular review for ongoing compliance,
* Examination of compliance over an extended period.

* Assessment of both general program and with respect
to specific program areas,

* Opportunity for review and comment by the exchange,
* Recommendations and follow-up,

RER Program -

* Regular review for ongoing compliance.

* Examination of compliance over an extended period.

* Assessment of both general program and with respect
to specific program areas.

¢ Opportunity for review and comment by the exchange.

* Recommendations and follow-up.

10



|_Fteffents of an Effective
Compliance Program

+ Existence of effective rutes and procedures.
¢ Adequate staffing and rescurces.

* Documentation of compliance efforts.

+ Effective enforcement.

ere do RERs
Regulatory Scheme?

Signated Contra
Core Principles Subject to RERs

» Trade Practice Suarveillance CPs
= 'CPz: Compliance with Rules
* CP1o: Trade Information

¢ CPi2: Protection of Markets and Market Participants
+ CP18: Recordkeeping

# Market Surveillance CPs
* CP4: Moritoring of Trading
+ CPs;: Position Limitations or Accountability

3
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ofe Principle 10
Trade Information

The board of trade shall maintain rules and

contract market to use the information for
purposes of assisting in the prevention of .
customer and market abuses:and providing
evidence of any violations of the rules of the
contract market.

procedures to provide for the rgcggiingmg

" Trade Information

Guidance—A designated contract market
should have arrangements and resources for
recording of full data entry and trade details

and the safe storage of audit trail data. A

designated contract market should have

systems sufficient to enable the contract
- market to use the information for purposes of
assisting in the prevention of customer and
market abuses through reconstruction of

trading =

" Part 38 Acceptable Practices for Core Principle
10—Trade lnformat:on

avearrangementsand
HETHRNd the safe storage of
audit trail data. A ddsignate should have systemns sufficient to
enablethe contract tharket to use the mfumahvn furpurposesufamsﬁng inthe

p ion of and marketab hirough reconstruction of trading.
Acceptable Practices—Anacceptabl httmi[ shouldmclude .original source
& ircluding bil iy identified ds on which trade
mmnoninfmhunisoﬁginal!yrecorded whetherrecorded manyallyor -

i Foreach cust otder (whether filled, unfllled or cancelled,

each of which should be retained or clectmmcallycaptured) suzh records reflect
the terms of the order, an account [dentifier that relates back to the aceount(s}
owner(s), and the time of order entry {For Floor-based contract markets, the time
of report of execution of the order should also be captured.).

12



Part 38 Acceptable Practices for Core Principle
10—Trade Information '

Guidance—Adesignated contract market should have arrangemenigand
resources for recording of full data entry and trade details and the'gafe storage f

audit trail data. A designated coniract market should have systemd
enable the contract market to use the information for purposes of absisting it the
prevention of customer and market abuses through reconstructiof of trading.

Arcept;abl‘e.l’ract'ices—'ﬁlafe storage caf)a.bi.h mv}&és fara method of stormg
thedata iricl_uc!rd iti the transaction history in a manner that protects thedata
froim unauthorized alterztion, as weil as from accidental efasite or ather loss,

Part 38 Acceptable Practices for Core Principle
10—Trade information

Guidance—Adesignated contract market should have arrangements and
nescurcesfurrecordl g nd‘thesafesmrage of

: 'ct to both tustomersand rnarket abuse.

Conducting the RER .

* Preparations
» Focus of the RER
» Putting Together the RER Team
» Document and Interview Requests
+ The Rule Enforcement Review
‘s Assessment of Staff Capabilitiesand Resources
s Review of Office Structure and Procedural Guidelines
« Docurnent and Data Analysis
» Analysis of Procedures
* Interviews

13



Closing Phases

* Perform analysis and draft recommendations.
¢ Share internally at Commission.

* Provide exchange with opportunity to review and
comment.

* Conduct exit conference with exchange,

* Present final draft to Commission and release public
report

* Follow-up with exchange on any recommendations for
corrective actions. :

48

Reference Materials

- # Public Rule Enforcernent Reviews
. fic.goefindusiryOversigh Teading Qrganizations/ DCMs/deagial
fhim

* CFTC Regulations, Part 38 Appendix B
. bgp_:[{_’www,gftcggovlig_wRegg!gtjggl_indgx.htm
s Exchange Rules

* See Exchange Websites—e.g. www.emegroup.com

s
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International Regulators Symposium

October 184, 2011 Chicago, iL

David 3. Amato
Director, Agricultural Market Surveillance

FEDERAL REGULATION

+ In 1974, Congress established the CFTC as an independent
regulatory agency. Regulation of futures was maved from the
U.S. Dept. of Agriculture to the CFTC, an independent
Commission. CFTC has exclusive jurisdiction over futures,

Congress overhauled the Commission’s statutory mandate,
when it enacted the Commodity Futures Modernization Act of
2000 and more recently with the Dodd-Frank Act of financial
reform In July 2010,

« The CFTC has 5 Cammissloners 1 of which serves as the
Chairman. They are appolrted by the President and confirmed
by the Senate to serve staggered 5-year terms.

»

« No mare than 3 Commissioners may be from the same political
party.

&

2

| CFTC Mission

The Commeodity Futures Trading Commission (CFTC) was
created by Congress in 1974 as an independent agency
with the mandate to regulate commaodity futures and
option markets in the United States. The agency
protects market participants against manipulation,
abusive trade practices and fraud. Through effective
regulation and oversight, the CFTC enables the markets
to serve better their important functions in the Nations
economy — providing a mechanism for price discovery

_ and & means of offsetting price risk. ’




Futures Industry Regulation

DIRECT REGULATION OVERSIGHT REGULATION

Derivatives Cleadng Organization (BCO}
Designated Contract-Market (DCM)
Swap Execution Facility (SEF)

Iationat Futures Association (NFA)
ey
i@ 4

e
o CFTC
<
Cerimistlanar Commissioner Ehalrman Tommlsslonar Cottirnissloner
Scott O'Malla Bt Chitan Gory Bonisher it Sommars Michss! Dunn

€
Fhcal Year Sata for scvwely tradad futanes and Sption caitaets.




Growth of the U.S. Futures

Industry
Futures and option volume over 5 times larger than 10 years ago
(Millions of Contracts)
1980 199¢ 2060 2010
Futures 92 277 491 2,765
Options on Fufures 0 64 103 457
Totals 78 344 a4 3222

iy ol s dus 1 rouncing

U.S. Futures Trading Velume
by Type of Commodity in 1980

Fareign All Others <1%
Curency 5%

Interes{ Rate
4% ——

Melals 16%
Agricilitural 65%

(.S, Futures Trading Volume
by Type of Commodity In 2010

A St 1)
nividual Equities, Otter

Precious Metals
(2%} - M

Equity Index
{27%) ~

Interest Rata
(41%}
Forelgn Exchange
(8%}
Energy (3%, Agricultural 9%}




U.8. Futures and Options Trading
Antuz Volur: fmilion conrads) .

- MISSION OF DMO

DIVISION OF MARKET OVERSIGHT

To foster markets that accurately reflect the
forces of supply and demand for the undedying
commodity and are free of abusive trading
activity, thus helping to ensure that the markets
perform the vital economic functions of price
discovery and risk transfer (hedging)

DMO: Market Surveillance

Monitors markets to detect and deter
manipulation with no price bias
+ lLarge-trader raﬁcrting
+ Positions, deliverable supply, price relationships,
and other information
*  Weekly surveillance meetings

« Problems may lead te jawbonlng, warning letters,
emergency actions, referrals to Division of
Enforcement




Layered Approach to Surveillance

Exchange Level — monitors market participants,
examines futures and cash markets daily, and
enforces exchange rules.

* CFTC Level — monitors large traders’ activities,
examines key price relationships, and enforces
CFTC regulations.

+ ECM Level — monitors execution for compliance
with rules and position limits.

» Customer or Trader Level — reports suspicious

activity to exchange and/or CFTC.

A
TRy

S

Surveillance Monitoring Program

+ Price movements

+ Changes in price relationships
* Open interest and volume

» Concentration of positions

* Trading liguidity 2nd successive price
changes

« Deliveries and deliverable supplies

i® | -

Market Monitoring Tools

« Reportable Levels — obtain daily large
trader data on futures and options
positions from clearing members.

« Position Limits — are enforced by the
exchange, violators are subject to
exchange discipline.

» Hedge Exemptions — for bona fide
hedgers or commercial users, must apply
and meet exchange requirements.

& :




|. Large Trader Data

« Examine All Large Positions that Could
Pose a Threat of Market Manipulation

» Enforce Speculative Position Limits
+ Monitor Trader Activity

+ Understand Trading Behavior

« |dentify Owners

+ Provide Useful Information about Market
Composition

R
Ay 18

Reporting Firms

* Reporting firms are clearing members,
futures commission merchants (FCM), and
foreign brokers.

* They file daily reports with the CFTC
showing futures and futures option
positions at or above reportable levels.

1w

Reportable Levels

» Reportable levels vary across different
fufures contracts from as low ag 25
contracis for small markets to as high as
3,000 contracts for large markets,

* Factors that determine the reportable
fevels are: total open interest and the size
of positions held by traders, surveillance
history of the market, and deliverable
supplies (for physically settled markets).

18




Examples of Current
Reporting Levels

Commaodity Number of Contracts
Gold 200
Corn 250
Crude Oil {(WTI) | 350
S&P 500 Index ] 1,000

Large-Trader Reparting: Number of Traders and Parcent of Open
| Interest Held per Futures Contract Market gpispo)

1] o M WL
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Types of Manipulation

+ Long market power—dominant {ong trader
with the intent to cause an artificially high
price—includes corners and squeezes.

+ Short market power—making or
threatening deliveries to drive down
futures prices to liquidate remaining short
positions at profit.




Types of Manipulation
_ {continued) _

» Buying or selling in a manner calculated to
cause an abnormal effect upon prices—
includes pegging or capping the close.

* Issuing or causing to be delivered false or

misfeading reports of conditions that affect
or tend to affect prices.

Surveillance of
Physical-Delivery Markets

* Futures contracts are most susceptible to
manipulation when the deliverable supply on such
contracts Is smatl relative to the size of large
positions as the contract approaches expiration.

* The more difficult and costly it is to augment
deliverable supplies within the time constraints of
the expiring futures contract's defivery terms, the
more susceptible to manipulation the contract
becomes.

Surveillance Questions for Physicél-
Delivery Markets:

1. Are the positions held by the fargest long trader(s)
greater In size than deliverable supplies not already
owned by such trader({s}? :

2. Are the long traders likely to demand delivery? Is
delivery their least costly means of acquiring the
commodity?

3. Towhat extent are the largest short traders capahle
of making delivery? ‘

=0
24




Questions for Physical-Delivery
Markets (continued):

4. To what extent are shorts willing to make
futures delivery? 1s futures defivery their best
market?

5. Does the futures price, as the contract
approaches expiration, reflect the cash market
value of the deliverable commodity?

6. Is the price spread between the expiring future
and the next delivery month reflective of
underlying supply and demand conditions in the
cash market? ’

o
; ES

Futures-Cash
Convergence

As a futures contract approaches
expiration, normal economic forces
will cause the futures price to
converge with the cash price—that
is, the basis will approach zero.

6

Futures-Cash Convergence

#1 Futures Over Cash
— _ ~

B Fatite T
r - -
; — -
¢
€

b Vopngs: Viquidate(Sel). —— e

L Bhorts: Hobd or Sell More

Time to Expiration

F2l

@] NQTE: Shorts can foree convergence beginning or FND




Futures-Cash Convergence

__#2Cash Over Futures
G -
" N
4 ey o
T ! e
i jF > ks
¢ o
e ——
Longs: Held or Buy More
Shaorts: Ligquidate (Buy)

Time to Expiration . LTD

NOTE: Longs can not force convergence until LTD
Fig

Surveillance of
Cash-Settied Markets

* Focus on the integrity of the‘price series/index
used to settle the contract

* Monitor size of futures positions vis-a'-vis its
equivalent in the cash market

® -

Surveillance Questions for -
Cash-Settled Markets:

1. Is the futures price consistent with supply and
demand factors? _

2. How is the settlement cash price series behaving

" compared to simitar cash prices?

3. Are the largest futures traders engaged in cash
trades that affect the settiement cash price? that Is,
do the futures traders have an incentive to engage
in losing cash trades in order to henefit a large
futures pasition? '

10



Reguiatorv Response When Problems
Develop—

+ Jawbone trader/FCM/exchange

* Special call for information (especially from
non-U.S. accounts)

“» Work closely with exchange

® :

Regulatory Response When Problems
Develop—

PUBLIC |
CFTC or exchange emergency action, such as:
— margin increase.
- reguired liquidation of positions.
— extending the delivery period.
— tempaorary closing a market,
= Referral to Division of Enforcement to
investigate for manipulation.

e :

Real World Example: Major Surveillance Concern

July 1988 Soyheans

+ Was there a deliberate attempt to comer
or squeeze the July 1989 soybhean futures
contract?

+ The answer is vet to be determined
because of problems related to
establishing the trader's intention.

« Under Dodd Frank — Disruptive Trading

y

4 8
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Some Basic Facts

+ Firm: Ferruzzi Finanziaria 8.P.A. (Ferruzzi)
based in ltaly held unusually large position in
soybean futures during the spring and early
summer of 1983,

« It owned more than 80% of all cash market
soybeans that were available for delivery,

« As the contract approached expiration, the
futures position were not being liquidated in an
... orderly manner, as required by exchange and

@ CFTC regulations. 34

What happened?

* These events led the Chicago Board of
Trade (CBOT) to take emergency action to
prevent a potential market disruption, with
CFTC agreement.

* Ferruzzi denied allegations that it intended
to manipulate the market.

Ferruzzi's Position

= 22 million bushel fong futures position

« 7 times the speculative position limit

» 5 times larger than any other market
position

» 53% of the contract's open interest

» Owned more than 85% of all cash market
deliverable soybeans.

12



The Emergency Action

+ OnJune 1, 12, 13, 14, 19, and 28, the
CFTC urged Ferruzzi to buy in the cash
market and fiquidate its July futures.

+ July 7, CBOT's Business Conduct
Committee wrote asking for immediate
and substantial reduction of its futures
positions.

* July 10, Ferruzzi made known its intention
to maintain its position.

The Emergency Action (Cont.)

= CBOT took emergency action on July 12,
(7 days before the last trading day)
requiring anyone holding July 1989
soybean futures above 3 million bushels to
liquidate their positions in an orderly
manner prior to expiration.

Hedging or Speculation?

+ Earlier in May, CFTC revoked Ferruzzi's
"hedging exemptions, since it could no
longer provide convincing evidence that its
large futures positions represented bona
fide hedging.

* Regardless, no market participant is

allowed to maintain excessive market

position that pose a threat to orderly
futures liquidation.

2

i
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Some Lingering Thoughts

+ Position did not make economic sense
because local soybean prices were
substantially lower than the futures price.

» From a commercial standpoint, a buyer

. should purchase the commodity where it is
the cheapest.

+ Soybeans remained in storage and not
used for crushing needs as claimed,
according to public records in iate fall

o, 1989 .

40

Conclusion

« CBOT and CFTC concluded that Ferruzzi
was interested in owning futures confracts
rather than the actual soybeans.

- September 15, 1989, Ferruzzi announced
that three grain traders had resighed due
to “differences over trading strategies,”
and the firm began reorganizing its
international trading business.

g
By 4
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Financial Market Surveillance Issues:
betecting and Deterring Market Abuse
October 19, 2011

Gecff Price
Financial Market Survelllance
Divislan of Market Oversight
COMMODITY EUTURES TRADING COMMISSION
525 W. Monroe Street, Sulte 1100
Chicago, IHinols B068%
Telephone: 312-556-0700
Facsimfier 312-336-0712

Overview
Daily 01 reporting to the CFTC of large trader data from FCMs
forms the foundation.
Forra 102 {or Farm 40] reporting provides account identities.
Aggregated positions subject to position fimits.

Summary information avaifable to the public in Commitments of
Traders.

Large Trader Raporting system used by er.nnamis:s for market
surveitlance,

Economists combine karge Frader information with publicly
avatlable market data for purposes of economic analysis.

Expiring contracts are closely menitored for potential congestich or
possible market manipulation.

Summary briefings regularly provided to Commissioners,
Apparent ruie infractions referred to Division of Enforcemant.

Surveillance Questions: Physical
Delivery

Are fong futures concentrated with a few large traders?

Do positions represent significant portion of CTD notes
and bonds?

Do longs have market power with respect to cash market
securities?

What are the traders’ intentions for delivery?
ts taking delivery the least costly means of acquiring the
commodity?

" Are the largest short traders capable of making defivery?

Are there other impediments to orderly contract
liquidation present in the marketplace?




Surveillance Questions: Cash Settled

1. s the futures price consistent with supply and
demand factors?

2. How s the settlement cash price series behaving
compared to similar cash prices?

3. Are the fargest futures traders engaged in cash
trades that affect the settlement cash price?

4. Do the futures traders have an incentive to engage

in losing cash trades in order to benefit a large
futures position?

@ CFTC Daily ‘01 reporting(see cftc.gov)

1. Report Type. Thli report format will be used to report three types of data: long and short
futures and options pasitions, futures delivery notices Issued and stopped, and exchangas of
futuras for physicals bought and sald. Valid values for the report type are “RP" for reparting
positlans, "ON" for reporting notices, and “ER" for reperting exchanges of futures for physicals.
- Reperting Frm. A number by the CFYC to ldentify reparting fizms.

8. Account Number, A unique identifier sssigned by the reporting firm ta each special account,
The Fiafd s zero flled with account number rightjustifiad, :

4, Repart Date, The format If YYYYMMOR, whare YYYY Is the year, MM is the month, and DD is
the day of the month,

S, Exchange, This is a two-cheracter field used to Identlfy the exchange on which a poszltion I
held,

&: Put or Call. Valid values for this field are "C" for a calt eption and "F* for a put optlon. For
dutures, the fleld [s blank.

7.G ity[1). An exchange-assigried: dity eade for the futures or options tentract.
8. Expiration Date [1). The gate format Ts YYYYMMO D and represents the expiration date or
delivery date of the reported futures or options contract, For date-spedific instruments such as
#iexlble prodiacts, the full date must be reported. For ather cptlons and futures, this field
used to report the axpiration year and manth for 2n eptions contract or & delivery year and
mionth for a Sutures contract. The day portien of the field for these contracts contalns spaces.
9, Strika peics. This Is o signed numeric fleld for reporting options strike prices, The strike
prices should he right Justifled and the fleld zero flied, The right most character will represent
both the vaiue of that digit In the number and tha sign of the number.

%ﬁ* CFTC Form 102 (see cftc, gov)

mmwﬂﬂ-&- e e o, a s

e e e e e - -

CFTC Ferm 40 also used far special accounts (see cfte.gov)
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CFTC Commitments of Traders Report .o

CFTC Position Limits (sée cftc.gov)

50,2 Pasltlan imits®
Ma persan may hald or contral pesitians, separstely or In comblnatian, net fong or net short, for the perchase or
futs ‘bask, optk thy L iR excess cf_(

ealacfa dativary or,
Tallawlng:

Speculativa Posttion Limits
{In contract uaits}

Tontracl  Spot manth Siagle mants All manths
Chirago Board of Trade )
ComandMickComt 600 150 2,00
e 142G 2000
Saybeans and Mini-Soybeanst o) 6,500 10,060
‘Wheat and Min-Wheat! 600 S.000 £,500
Soylrean ©F S40 5000 6,500
Soybean Meal 720 5,000 5,500
Minneepalis Grula Exchange
Hard Red Spring Whest 600 5600 5,500
New York Baard of Tade
. Cotton N, 2 00 2,500 LR
Kanzax City Board of Tude

Hard Winter Wheat 600 000 5,500
*For purpases of compliance with thesa fimits, positians in the regutar sized and minksized contracts shall be
aggragated.

*Exchanges also have thelr own limits subject to CFTC eversight

@Exchange Traded Futures and Options

* Treasury Markets: 2, 5, 10 Year Notes and 30
Year and Uttra Long-Term Bonds

+ Short-Term [nterest Rates: Cash-settled
Eurodolfar, LIBOR, Swaps

* Currencies: Euro FX, Yen, Pound, many others

* Equity Index: 5&P 500, Nasdaq, Russell, Nikkei,
single stock futures




Largest Financial Contract Markets'

5.5¢3135

[intares! Folem . U8 Treseory 255 841
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Market Participants

' 3-Month Eurodollar Time Deposit and 1-Month
LIBOR

— Banks, Finance Compames, Corporate Treasury, Swap
Deaters

— Others with exposure to hank lending rates
- International customer base

* Treasury Contract Markets
— Securlty broker-dealers pension funds,
- Qthers participating In government debt trad:ng
- Also has many international users

.Features of Contract Markets

* Eurodollar Time Depésit futures and i-month
LIBOR:

— Cash settled to LIBOR Panel Survey

= U5, Treasury Note and Bond Futures Contracts:

— Physical delivery of basket of eligible securatles via
fedwire {Cheapest-to-Deliver)

— Theoretical 6% coupon and conversion fag:tors
- Month long futures defivery perlod
« Repurchase agreement {repo market} concerns
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@ Surveillance of Expiring Contract
Markets
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Other red flags or surveillance issues:
*  Specialnessin repo market
*  Gross basls, carry and net hasis

*  Complainis to the Exchange or CFTC by market
participants

-+ Storles in the industry publications

*  Unusual spread refationships between nearby and
defarred futures contracts

Surveillance: Red Flags

) Surveillance Coordination

« puplication and coordination with Exchanges

* Inter-Agency Working Group
— CFTC cantact biweekly with IAWG
= NYFed
+ 'Fed Board of Govarnors
* Dept of Treasury
+ S5C
* Summary briefings regularly provided to Commissioners

* Apparent rule infractions referred tg Division of
Enforcement




U.5. Commodity Futures Trading Commission
International Sympasium and Training
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Special Considergtions
For OTC Clearing
‘Wednesday, October 12, 2011
Panelists:
Kathryn Trkla, Partner, Foley & Lardner LLP

Kevin WcClear, General Counsel, (CE Clear Credit LEC
Timothy Maher, Acting Director & Chlef Cotnpliance Officer, CME Clearing

Panelist Bios

KATHRYN TRKLA

s Tekla jelned Feley & Lerdner {LP’s Chicago effice as a partner in 2000, Before .
that, she was Senior Vioe President & Associate General Counse! at the Chizage Board
of Tradle (CBOT). She has aver 25 years experience with the derlvatives and securitles
ndustries, including work for exch {di i¢ ard nan-US), dearingh

Brokerage firms, hedging service providers, professional trading firms, Institutional
investors and other clients. In addition to 11 years comblned at the CBOT, she
practiced as a partner at another Chicego law firm. Duting et CBOT tenure, Ms.
Trkla eep: d the exch at the ennual ings of the 1QSCO [tath
Committee. In 1997-1398, sha chaired a sub-committee of that Committee which
prepared a report oo best practices for the design of futures contracts and exchange
market surveillance programs.

Bz, Trkla is a cum foude graduate of Northwesters: University School of Law, and
Eraduated with a B.A. in public affairs from the Usiversity of Chicago, where she was
elected to Fhi Beta Kappa. She is a member of the Decivatives & Futures Law
Committes of the ABA Business Law Sectlon and of the FiA Law & Compliance
Diviston, She serves on the Adwvisory Board for the Kent State University Master of
Science in Financial Engineering Program,




KEVIN MeCiEAR

Mir. McLlear is the General Counsel of ICE Clear Gredit LLC He also sérves as the €00,
General Counsel and Corporate Secrataty of The Clearing Corporation, which he joined
In 1335, From 1991 to 1999, Mr McClear was with the Chicago Soard of Trade's
{CBOT) Legal Department. ¥rom 1383 to 1991, he traded futures and futures aplions
25 a member of the CBOT and MidAmerica Commodity Exchange. His floor experience
includes trading and brokering of futures, futures options, intercammodity futures and
aptions spreads, and complex valatility options spresds, While trading, he werked
part-time for the law firm of Silets and Martin, where he practiced generzl
commaodities law. Prior to joining the CBOT, Mr, McClear practiced law asa .
commerclal itigator with the law firm of Hinshaw, Culbertson, Mohlman, Hoban and
Fuller.

Mr. McClear holds & Jurls Doctorate degree from Northwastern University Schaol of
taw and a Bachelor of Arts degree in Politicat Science from Denisen University. Ha isn
membar of the American Bar Assoclation, Chicage Bar A i {Futures and
Derivatives Law Committee), and the Law and Compliance Sivision of the Futures
Indusiry Association. He also has served as an arbitrater for the Mational Futures
Assoriation,

TIMOTHY MAHER

Timathy !, Maher is the Acting Chiaf Compliance Officer of CME Clearing. The
Chlef Comnpliance Officer of CME Clearing is responsible for develaplng,

ing and admini andp lures to ensure that CME -
Group and CME Clearing cnmplles with the DCG Core Principles set forth in the
Commodity Exchange Act and ali Gther laws and regulations applicable to the
operation of CME Group clearing services.,

M. Maher has over twenty yuars experience in the exchange traded gerivatives
business serving In legal, regulatary, strategy and business development roles for
the Chicage Board of Trade, Accenture, the Board of Trade Clearing Corperation,
and Goldenberg, Hehmeyer & Company. He has a £.D. {1987} from the John
Marshall School of Law and an MBA (1998) fram the tiniversity of Chicago Booth
Schaol of Business.

Overview of
Regulation of OTC Clearing
Under the Dodd-Frank Act




Overview of Regulation of OTC Clearing
Under the Dodd-Frank Act

CFTC International Symposium & Training Program
October 19, 2011

HKathryn M. Trila, Partrer

Deodd-Frank Act Amendments to the
Commodity Exchange Act and Federal Securities Laws

The Dodd-Frank Wall Streat Reform and Cansumear Protection Act of 201G (Dedd-Frank or
Dodd-Frark Act) was signad Inta law on July 21, 2010,

»  Dodd-Frank made di 4 the i h Act(CEA] and
federal securities laws, Includfn.a the Securiﬂes Exchange M af 1934 (Eﬁ:ciitm e Act), to
establish & comp: vork far (OTC} derlvatives,

cavered by the statutory herms swap * and secutltv haszd swap”

The Commedity Fututes Trading Commission [CFTC) regulates swaps; the Securities and
Exchange Comrn [sslon {SEC] regulates security-based swaps. Both 2gencias Jalntly ragulate
“riked swaps.
~  Securlty-based swaps are securities under the federal securttles laws.
~ Tha CFTCraguister swaps an a broad-bated Index of securhles, Including cradit defauft swaps [£05]
o a braad-based Index of reference obllgations or bsuers.

SEC regulates swaps oa an Indivkdual security or nemow-based Index u!u:umies, Including
singli-name CDS and COS an & narrowr-index of referance obligations or ksue

Codd-Frank amendments seek ta migrate OTC derivatives to centrzlized claaring and trading
thraugh pravisians authcrizing the CFTC and SEC to deslgnate types of swaps or :e:uﬁw—
basad swaps that mustbe cleared.

Dodd-Frank Implementation

Mast amendments were to take effect on the latar of July 38, 2013, or, if o rulemaking Is
required, st laast £ days after the final rulas are published.
~  CFTC and SEC rulomaking to fully imploment Dodd-Frank b still ongaing.

- mcﬁtlndSEcl“uldmdiﬁmﬂ E‘pﬂm e i of many of th
peensions for OT s would have b

Effective July 18, 2011, Dodd—Frank repealad;

- Tha sstutory axempons widad ta atie CEA Iy zog:ncaudng OTC derivatives transaciant [exchuding

Ity 16,

~ Sectlon &03 of the Fedaral Depait
regulation of “muritilateral duﬁng:rlani!albaﬂs for OTC derivatives, m permmed wersw by
afteraative regulatasn, Including the CFIE, the SECar LS. barking ragulatar.

Effective July 16, 2011, under "deamed e for

- A Institutlon that cleared swap: dearing priorta

of Diodd-Frank was deemed registered with the CFTC 45 ¢ DCO and with the SEC a3 4 <hesring agency.
A CFIC-registered DOO thet cleared swaps priar 1o énactiment of Dodd-Frank purruant te an
e;rIwﬁ\g%lan from the SEC from clearing sgency reghiration was deemed regtstered withthe SECasa
<leatlag agenty.

A SEC-reglstered ddaring agency that tledred sm;xwmtoemammt of Oodd-Frank was deemed
registerad a2 DCO with the CFIC.




Mandatory Clearing of Transactions
In Swaps and Security-Based Swaps

*  Dodd-Frank authorlzes the CFT and SEC, Hvely, to y types or o f swaps
or security-hased swaps that must be ciearsd.

= Ifan Is subJecttoa y dearing d
— #twlll be untawfu! ta enter Into a Inthat that Is not to
clearing.
— The Instrument must be execuled on (1) a designated contract market {futures
exchange] or swap execution fuclllt}« I a swap, or [ii} 2 natlenal securities exchany

security-based swiap executlon facllity, If s security-hased swap, In each case provided
that such a trading facility lists the instrument For trading.

*  Anend user may be exempt from the foregping mandatary clearing and trading
i e banad sovan (3

regulrements if it s using the swap or { risk and Is
not 3 financls! entity,
« Dodd-Frank estab the same basle {or the CFTC and SEC to follow to muke

thelr riandatory dearing determmatlans,
= InJuly, the CFTC adopted final procedural rules, which tnok effect on Saptembar 26,
= ThesgC has propesed procedural rules (in December 2010), but has not yet adepted

final rules.
- 2 CFTC may have the guthenity to cornpel a dearinghouse to cleara tYPe or class of swaps,
i‘fcieariﬁg of such swaps will not threaten the financlal Intagrity of the clearinghause.

1a

Reguilation of Swaps Clearinghauses

Under the Dodd-Frank Amendments to the CEA

+  Astearlnghouse far swags [and for listed futures/optians on fitures] raust elther:
= e registered with the CFTC 45 a derivatives clearing orgunization (DGO} or
= Rective 2 CFTC flnm DL ragf hased on the {FIC's determination that the
ssthlect and regultion by* the SEC of
wusngumﬂmmhummd'man
. A deﬂnedlnmc § 13 ofthe CEA, a DCO la:

A g or similar antlty, facifity, system; ar
. orsznlxauun that, with respect ta zn lgm!m!m. coftract, or ransaction—
{1} enables each paitytashe adreernent, comtract, or
otherwise, the vredt of the derivatives clearing organizatian for the credn ahhe ptrtlﬁ,
1 ar provides, basls, for the settl of netting of rasut
{rom. contracts, o executed inthe fearing

wurﬂ:zuun; or

) provides ch or transfer among
plﬁﬁdpinh In d‘udlrl\nﬂvﬂ dnrlng nryl!lutbﬂﬂw eredit dskimkgfmmsu:h ATRATISNS,
{0uiTraets, o tramsiact fors executed by the participants *

+  Thie definition excludes bl-fateral netting systems without » central counterparty: Interbaric

payment systems for settling or netiing cash payments; and clearing falities for commarclal
apat macket commodity transactions.

Reguiatmﬂ of Swaps Clearinghouses
Under the Bodd-Frank Ameﬂdments to the CEA

. ADCO is susbject to core principles set out Iz CEA § Sb, I areas such as :
-~ ¥inanclal and cperational resourees

Clearing partiipant eliglblitty

Product efiglhllity

- Risk management

Settlement peocedures

Trestment of funds

Defauit rules f procedures

- Rule enforcement

System safeguards

¢

— Governance fitness standards

Cenflicts of Interest
~ Board compasitian
‘Well foundad legal framework




Regulation of Swaps Clearinghouses
Under the Dodd-Frank Amendments to the CEA

. Dodd-Frank provisians for cross-market fungibifity for swaps:

~  DCO rules must grovide for non-diseriminatory clearing of OTC swaps and swaps
Exe;:utzd on an unaffifiated futyres sxchange or swap execution faclity, on a fungible
CEIEN

= Buta DOQis not required to accept the credit exposure of another clearinghouse.
~  Cross-market funglbliity does not exist for listed futures and options on futures; this

represents g significant market structura differance [n the regulation of swaps
compared 1 futures and options on futures under the CEA.

*  CFTC DCU Rulemaking:
—  TheLFTC has published several rulemaking propasals that will Impact regulation of
DCOs. The primary releases that address compllance with the 0CO core principles
are:

Risk Management for 2 Clearing O1 75 Fed. Reg. 3698
{lan. 20, 208} {Natice of Propaned Aulemaking).

for Clearing 75 Fad Reg.
7B1E5 (Dec. 15, 2010) (Hotlce of Froposed Rulemzking).

~  The CFTC ks schedufed 1o vote on ﬂnai rules for DCO genersl provisions and core

principles on Tuesday, Getober 18%, 1

Regulation of Clearing Agencies for Security-Based Swaps
Under the Dodd-Frank Amendments to the Exchange Act

» A clearinghouse for securfty-based swaps must either:
~ Bareglstered with the SEC as 2 clearing agency; or

= Recaiva 2n SEC exemption from clearing agency ragistration based on the SEC's
determilnation that the clearinghouse 15 subject to “comparzble, comprehensive
suparvislon and regulation by* the CFC or by Its regulator In its home Jurlsdiction.

. As defined In & 3(a}{23)(A} of the Exchange Act, a clearing agency is:

*.any person who acts as an Intermedlary In maklng payments or dellveries or both In
connection with transactions in securitias or wha provides facllitfes for comparisonof
data respecting the terms of setdement of securities transactions, ta reduce the
nurmbar of af It tons, or for tha all of i
setilement responsibliities, Such term also means any person, such s a securltes
depasltory, who {i] aC5 a5 a eustodian of securities In connection with a system for the
erntral handling of securities whereby all securitles of 2 particular class or sedes of any
[ssuer deposiied within the system are freated a3 funglbis and may be transterred,
loanad, or pledged hv‘haukkaeplnz antry without physical dellvery of securitles

-1 er{ parmils or the of securitiey
transactions or the hypothecation or fending of securities without physicat delivery of
securities cartiflcates.

Regulation of Clearing Agencies for Security-Based Swaps
Under the Dodd-Frank Amendments to the Exchange Act

+ [n the past, the SEC has found the following types of entities
to be dearing agencies within the definition:

— elesring corperations acting as central countarparties
=~ securities depositaries
— sacurties matching services

* Glven the breadth of activities that constitute securities
clearing, to prevent evasion of the Dodd-Frank abjectives, the
SEC has proposed a rule clarifying that when a security-based
swap ts subject to mandatory dearing, transactions in the
instrument must be submitted to a cﬁaring agency that acts
as a central counterparty through inter-positioning between
the counterparties to the trade. ’




Regulatlon of Security-Based Swaps Ciearinghouses

Under the Dodd-Frank Amendments to the Exchanze Act .

*  Acleating agency is subject to standards set out in § 17A of the
Exchange Act, in particular § 17A(BY3NAH), which apply generally to
clearing of securities, including secutity-based swags,

¢ The SECis alse authorized under § 17A(i) of the Exchange Act to
establish standards that apply to & clearing agency that clears seeurity-
based swaps.

- The S£C has pubfished several notices of rulemaking under Dadd-Frank
that will impact regulation of clearing agencies.

—  the primary proposal agdressing elearing sgency standards is Release No.
3464017, Clearing Agency Standardsfor Gperation and Gavernanee, 76
Fed. Reg. 14472 {March 16, 2011).

Clearing Intermediaries for

Swaps and Security-Based Swaps

- . wagsi To provide market users with intermediated access to
DCCs for swaps transactions, a firm must be registered with
the CFTC as a futures commission merchant,

* Security-Based Swaps: To provide market users with
intermediated access to clearing agencies for security-based
swaps, a firm must be registered with the SEC as a broker-
dealer or a security-based swap dealer.

Protection of Funds of Cleared

Swaps and Security-Based Swaps Customers '

+ Swaps:

+  Dodd-Frank added provisions to the CEA for of ci d swap
funds that follow clasely (But not exactly) the exsting CEA provislons for segregation of
futures customer funds.

— TheOFTC hay proposed rules that Impose & segregation approach that differs [
tmportant respects from futures segregation, referred ta as the "Complete Lega!
Sagragation Model.” As proposed: .

lai mbar defauits d
- '“"“"','{‘n‘."é'cﬁ’u;uﬁ“"" r A "u:tvltl\edefam ofan mmnm:;::
separate accouTt, 25 @ mesm to Kalatathe lasses of that eustomar.

= The RCGwyuld not have any recourse to the funds of the nan-defauking customers of the
defuuiting dearing member 1o cssver the lisses of the defauiting cistomer,

* “The CFFC b considering an attemative where tha DCO could hava recoursa 1a the funds of the
rondefaulting customars, but only eftar appiying other levels of s “waterail” of finznclal
resources.




Protection of Funds of Cleared

Swaps and Securig-Based Swaps Customers

* Security-Based Swaps:

- Dodd-Frank added comparable provisions to the Exchange
Act providing for segregation of funds of cleared security-
based swaps customers,

— To date, the SEC hias not proposed any rules to implement
those provisions.

— The pravisions may be incampatible with currenz SEC rules
gaverning how a registered broker-dealer holds funds and
sacurities of its securities customers.

Brief Overview of
OTC Clearing Services Offered By

ICE Ciear Credit
&

CME Clearing

i‘ CFTC international Symposium
Special Considerations for OTC Clearing

>' lce CLEAR CREDIT ) Qclober 1%, 2011




ICE Introduction

IntercontinentalExchange ((CE) Is the leading aperatar of Tntegrated futures and over-the-
counter {QTC) markets, clearing, precassing and data services for global derivatives matkets

= ICE astabilshed in 2000, (NYSE: iCE) market ICE Integrated Marketplace
captalization of §8.098°

= Mamber of 8&F 500 and Russall 1000

+ Ziuwres exchanges and 2 OTC globel marksts acress.
erergy, wgriculturs, equity indaxes, FX. and credit

S clearing haueas for ftures and OTC markets in U.S.,
Furopa & Canada

Mazhet parbcipards fn mare than 70 counties

Significant depth and lnvestment n CDS market

ICE CDS Expertise
*  The ONLY uumparw that has expertizte in exscution, postdrade processing, clearing and’
other icinat and risk spectfic to credt dervatives and
comparate bonds

«. Open platform architecture — each process is avallable Individually end can connect to
#uffiple alternative ssnice providers
* Integrated soiufion offers an easler, more eficient execution and processing experience

+ Topttor GDS velce £nd slectronic srvkatage offaring imovative
sttviogs: erec o

+ Willaftar SEF sxacition services upan implamankstion ¢f the
new raguixtions, kversging s highly successiul adsting
tachnalogy plattarm

* Postirade plattat anmboted to over 520 major COS
Ceslars, DA and buy-tlde fims

« Halps atiants el now rogutatory sequttaments for
wutomation and #ahdsrdization | -

» 4GE Clear Cradit futntarly ICE Trusf) haunched March 2009,
CDS transactions. L=l

ICE CDS Milestones and Volume Cleared

Global Cumulative Volume

* Cvar $23.2 Trifllen nadlonal cleared globally
- ICECr
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CME Group Overview
World's Leading, Most Diverse Derlvafives Marketplaca

+ Daep lquidity in futuras and optiors, tow < Riverse cusfomer baza
BXSCUTON costs .
* Praver CME Clearing
* Strong record of growth, both organically and

o s — Listed futures and options
scquisitions — OTC clear L
= GBOT Hotdngs (2007 OTC clearlng services via CME ClearPort
- MYMEX Haoidinga (2008} * Strong tecord of innovation and customer
fervice
* Mostdivarce proguat line serving customers
worldwids In mare than 150 countriss
& CME Group :
cmee | S NYMEX
S o Db B e it shcinrud tarioas
3 Boardaf Trade I

CME Group OTC Clearing

Overview and Background

= CME Group has worked clossly with buy slde and sell wids participants %o buikd a muft-assat class,
rmarket leading OTC clearing solution

* Over 345 billion in customar notional hed cleared since bunch and open interest i ever $40 bifion

+ 500 active cusiomar acoounts with cleared bades, and 2n edditonal 2500 customer gecaunts
$esting through eur 15 Slasring finns

Eenefits of the Solution

Pt SR

* Utilizen tho sxpertise of CME Glearing, M\Jchlsmek\dmxaadqrmmmhv\inmmwh
the US FCM Cisaring model ared has 3 413 yaar frack fecond without » customer iss of funds:

v Allows the unkfue opperiunity o offer tnparalioted Capital efficisncies via mangin offsetz of RS
positions: sgaingt Eurodolier and Trassury Fubwes

- Pmmmmwwmwﬁmnmwuw valuation reperts and e CME
CORE mangin tool

* Wmaammmmmwms.cns. FX, and Commedities via ena

CME Group Interest Rate Swap Clearirg
Gveﬂhwmdsaekground

8 AR
* On Gctobar §, 2010, CME Group leunched s bitarest rate swaps clearing sokutior, which now has
1ﬂbuynhop.fﬁebmhvdw!amdmﬂhdu,mdmﬁdlﬁﬂu}wmmmﬁnqﬁwwhow
14 1R5 ciearing fimy -

. mmmmmmmmmmmm;mm-mmmmwnamﬂmm»mcmn
Processas, affitation plxtiorms, and produict conemics. of bilateral OTS cortracts
Benedifs of the Soltitfon

« Uilizos the experBan of CME Cheating, mumwmmmwmmm
the U2 FCM Chearing el and has 4 112 year track record without  eustomer oas of funda

. MMmhwuwzemammwmmmmmmm.n
Wﬂumww.iﬂmhﬂmli.mwmﬁﬂhndmmm‘m

= CME Group hea the unique to offer capital ies vix marglh offsets of
IRS positiona against Eurodoliar and Treasury Fusires .
+ Provides custe fub through direct to dally valuation reports and thy SME

10



IRS Product Rollout

CME Is dellvering a comprehesisive global product scope that Includes the 8 currencles
that account for 84% of vanliia (RS" before the end of 2011~

- - - v EXISTING FAGRUTE
« LSO R PR oo 31 1 el

ismizicen '
o+ THG, 38 ared £M LSO indeen v
R PR et
+ Mrturhy ovt i 50 yosrs | - ¢ Yol CoupmBeapn - IS
+ Amotidng Sumey + Ardiiphdl Combrries
- era .
- Buabs iz

Omcunse 2280

@ CMEGralp

Key Features of CME Cleared OTC CD5

Designed to Align to Industry Commitmants with Ferward Leoking Strategie Vision

Diasiiid & Riret and & sconomically squialert & bilsteral OTG cortracts
T4+ soitlacnant of upfront fos
Dalty portialo-lewel pegfion neting And comprassion

+ Acoound degtegation theu tha Claased OTC Durtvativas Ssquastersd accourt ciess
Foriabllity of pusiiizha and inkisl margln b sohsart FCM pursaantto CFTC rguaticns 8 CME ruies
 GME fa b countarparty fo every irade .

' Muttacter partfolla mamgin matedsiogy
2 + Conlstart, rephcabia applied' wif customers
« GME CRE mangin ool which auslly, plicate the margl

= Datty markto-market publshed by SpmET
Frimery 4 CME COS Chaading Membar
» Secomdary wourvs includes turd party data

» Adfiarenca o 1SDA DC crecit avet and succesyion avert deteyinetions
« Fiirgwirid 1 1808 aucsian piotpcat ; :
#f ot o Gpile mdrageiint by GME

§ i Event
Management

Cleared OTC GDS Product Scope

24 Clearing Effgible North American lndices ere Clearing Evglhie

Safer9-10
Ciearing Sk
£,7, and 10 yaar tanors earing Eliglbie
oKk Bories 1117
Gluaring Effglbi
2,57, 300 19ywr tanors ng Eligltve
Beries 1117
EHXHY M Pendling Reguiatory Approval
vour ance

North American COS Singla Names — Subject to Regulaiory Approval
N i P TS B

= Constitvents of the SME Clsared TDS indices and othar Bquid single name CDE products
- Phass 1 - initial Rellout ichrdes seven rames from th Utities sactor
+ Fiase 2 - COX )G constifuamix
s Phase 3 COX HY constituarts
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Ovearview of OTC FX Service

CME Group will offer a post-execution clearing ervice o facilitate the clearing
and selflement of OTC FX positiens.

Product coverage inilially focused an NDFs, and then extend 1o include FX
Options and associated instruments: Spol, Swaps and Forwards.

This post-rade clearing service will be platform-agnostic, detivered {hrough
CME ClearPort, compalible with STP providdrs (e.g. Traiana, RTNS, ete.)

This cleariag machanism will mitigate ceurterparty risk, reduce aperational risk,
and lower costs. .

This clearing mechanism will alfow custamers to retain the flexdbility of OTC
products and utilize any established OTC execution method, white addressing
pre-seltfement counterparty risk.

Record Customer Clearing Activity

i Credit Dafayll Swaps ;

- Interes! Rale Sw|

+ Opan Interest = $34.2 billicn * Open imterest = $5.8 bilion
+ Beptamber 2011 Velume = $35.5 bilion + Soptamber 204 Volume = $6.5 billon
 Valime since launch = $38.7 bilken = Valuma sincs launch = 87 biion
T (5 B rloomn & Dy Eetirerwd
FeT N
LR I 3
A (=
§ s o
{ Hm ;e
! md EL]
1 IR — -|f e
] i n
N e R R =
FREFERFLESLSER AREFREDIFXTIZRE

— Voking it T et . IO Vol e OO Ot bageit

Product Clearing Eligibility and
Mandatory Clearing Determinations
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Mandatory Clearing Provisions of the Dodd-Frank Act -
Titte VIl
Mardatory clearing for btead based indices {e.g., index CDS) will be reviewed by

the CFIC snd security-based wwaps (9.9., single name CO5) wil be reviewed by
the S8EC )

Section 723 of Dadd-Frank providss that bhe CFTC on an engaing basis shal
raview sach wwap to make a datsrmination as o whather the swap shauid ba
requiced to ba cheared

Swaps that wera being cleared pre-enactmant - CFTC had 50 days from the date of
enuctmant {July 2010) to review - DCOs "extanded”

New cleared products - 90 days from submission by DCOs

CFTC recantly raquasted that DCGs rafﬂln fmm submitting untl the CFTC finallzes.
certin rule makings that i : precedent o clearing
(e.4., ermd-usen, definitions of Swap, SD MSEF, cusiomer protection/segregetion)
GFTCHnitiated reviews of Ewaps that have not besn accepted for clsaring by @ DGO

Aftar making 2 datarminaticn that & swap Is required ts ba claared, tha CFTC
may stay the clesing requinernent urtl tha CFTC complotes @ raview of the
terms of the swap

waps that are required to be clearad must be exscuted mnswapum.mm
‘fméli;y (SEF] dasrgnabd mwm market or national gacutities exchang:

= e July 28, 2011 and effective Septembar 26, 2011

= Part 38 DCOs ~ Regulation 38,5 Reviaw of swaps for Commiasion
dotenmination of clearing reqlirement

»“Sign ding notional exp , trading, fiquidity & “adequats®
pricing data .

+ Avaiebiltty of rule framework, capacity, eperationsl experience & resources,
and credit supporl

« Effact on the mitigation of systemic riskc

v Effact on competition (acixding Tees'and charges)

'émmofrmmehh logal cartainty in the svent of an fvsolvency (DCO or
CPy)

R 4 Following a determination thet a swap must be dleared (the Tnzggar Evard) the
A i folowing of entifies have different tmefames ta
BRAEC LRI, + Calegory 1 (SO, SEST. MSF MSESP 8 Active Funds) « Wd-ys
Implemeptation * Gategary 2 {Gumnodliy Pool, Frivite Fund, ERISA) - 140 deys

Risk Management &
Margin Methodology
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OTC Clearing Risk-related Concerns

Cleared OTC Product Valuation

Cleared OTC Product Margin Methodology

= Cleared OTC Margin Collateral

= Cusfomer Protection

Transparent Valuation and Reporting - IRS
Customers have fuff visibility inte CHE Group's swap valuations

VALUATION OVERVIEW
* USDIRS pastions will be marked to market ofce por day at 3pm EST
= Prizing inputs cblained from wire zarvice feeds

= CME Group utiizes OIS 4 i convek § lion, and Sootstrap
‘Genarator o produce & 2ere Coupor curvm .

PRICING INPUTS
* LIBOR: O/N, TIN
- FRA:0x8&
= CME Sunodollarg ~ first 8 Quarterly Eurodofiar <otiracts, comvadty adjusted
= Par Swap Ratag 7V — 10V, 15Y, 20Y, end 30V {5A, IM LIBOR)
REPORTING

= ©ME Group provides customens with full ransparency Inciuding dirgct 400648 to deily
repocts ghoving eUrve inputs, dally discount Bacters, and valuations: for aach cleared twap

Transparent Valuation and Reporting - CDS

VALUATION OVERVIEW
= TOS posiions markad-fo-market oroe per doy st approdmataty 4300 ET

Y
+ {50A Stndard CO5 Model witbe Lised for OQueta $pioad o Ugfront Frice
Cotversn . )

KEY PUTS

= dren

i far al ch
ancd fancts W srhich they ér thalr customers hotd apan inbarast

*  Feguired wnors: Full tem structurs CO3 End of Day
* Pilos quaBy aucton pracess
~ Third Party et

REPORTING

* Endof day ssitiement prics Mia published by Sprm ET
* Directaccass fo wsttisment prica flis chaving valualiona for sach chared COS position, incluges multpie
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Marain Methodology

Computing Portfolio Margin

Futures, Ogtions, and Generzl Produicts

= SPAN is x market simuiztion bazed Valus At Risk system that has become the global
wtandard for pertfolio margining

-cMESPAan!hema jining 2 M used for futures, nd other jucts rth
cieared by CHE Chenn :goelngDSIMIRS options, &nd ot products sy

- SPAN aswesses tha risk of a portiolio, by calewlating the masimun [kely foss that could b
sutfored by the portfolio tased on parameters et by e margin-setting authority, usually
an exchange o Cleaaring soganization

* 59% 1- o 2-gay coverags standard (dependent on product)
* CME SPAN was tlevaloped by CME o uﬂec(ivaly assess tisk on #n avarzll pertfolio basis

* SPAN im the official Parformanca Bond ever 5O exchangas and clearing
arganizations wotkd-wide. making it the niubai shndard fot porticlic margining

= SAN'E rink bazed margin requirsmants allows for sffective margin coverage while presanv
uﬁnun!usevfcap«hzm s rg . "

+ Tha com of SPAN risk anal aslstuslmufave pctsnw market moves and cakeilute the profit
o loss on ndividual wnhz‘smm the marks °

= CMEGIDUR .-

IRS Margin Methodology

Model Overview
L

= CME Gruup ullizes a historical Value st Risk (MaR) model, based on a 9% corfiderce of a
S-clay mave uKing S yaarn of histarical data

+ Net portfols margining of oleared IRS positions Kolates the true curve risk in & portialio and
BGsasss the eppropriate marging t cover that fisk

Trensparent & market participants, easy to replicuts, and scalabia o margin other RS
currsies and Futures

Margin Offsets Against Fulures

TME Greip has the juet eapital toncies via iatgin offeets

ik
ot IRS posttians against Eurodaliar andTreasury Fumres
Crodd-Frank graft rules provide profminary guidaros en the process for providing these margin
<ffeats for Cugtonem, and CME b werking to hava thie avallabla mkd-2G12
» Participants il have the ability To move sefectad futures contracts inte their OTC
Sequastered Account to strategically offset th risk i thelr swap portfollo and reduce

CDS Margin Regime

COF Muli-facter Margin Model

Masroerunembc K fagtors Addionaf fixit kactors
—.”\—|

= Acddrewses 3t risk factors inciuding Bue evocal risk of nadit rarket, pofolia risk, idiesynonti risk,
and Fquicity fisk

v Forecasts 80 proasiiad as rangad with eonfidonce iaervals ruther than &% paint estimates.
Isciates an mssat’s cenciivities to anch sk factor

Methad ia open, stable, and replicabia

cmeoonemdnnm-ntmsr-' 15 o easiy and & rupﬁwﬁs!hahma[

trmnm
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Transparent Margins Through CME CORE

Flexible Collateral for Initial Margin
CME Clearing accepts a broad arvay of collateral for the Customer OTC Account Class
Callaterat . Haircut
US Cash . Nore
Hon-US Cash [EUR, GEP, CAD) 5%
Sovareign Pott of UK, Germany, France, Ganeda, | 5%-10.5% [maturity based)
sl Sweden .
US Freseury Debt 0.5%-8% {maturlty based)
AddHlonat 1.5% for off the-runs
US Agency Debt 3.5%-7% (maturily basedy
Aaditional 1.5% for of-the-rune
5 Agency Morigaga Backed Seouttles 1%
E Ton of Accaptable G
= CME Cloaring is working with severs! m:;urh:nles o & epecialitod caliwteral program
pamlis ofea that C!

Superior Customer Profections

CME Ciearing is the industry feader In protecting customers throush the US FCM
clearing model

CUSTOMER PROTECTION STANUARLS

. mmhmyurmm«ausmm-.cuemnmm-m«mkmwm
custormers without = alnghs kaas of castomer funds

' The same cudomer profaction standands apply bs cleared OTC dathvafives ummhangmm Ffturas

" Mm«mmm&m«mdwdmmmhupiwunqmy and comptance with

- - cuslomer drolection rules and reguistiom

a sh-nngrmnry ik nnovation, erisfs management, mad-spumelmﬁngufhmmmdb

pmhdlmhhus:ammedel

2 Camprehentive u; approach tovards defaul maragamant, itlizing industry beet pracices, Industry expentioe,
mmmuh-mmm&mm-mmm

ROBUSTGUWNT‘! FUND

= Hay bavar of prosention In the US Clearing mariet tt sarves & “Sapital revorve” bufer during mas of
markel streta dnd protects againet systemic Tk sesodiated wilh catastrophic market events

= Bited fo tover the simuftanecus defactts of tha 2 fargest FCMs, eccording lo tha reswia of slress tests,
vmlchhﬁu!ulﬁm huuﬂellewﬁmﬂn'bhd&mn acanarkd
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Financial Safeguards Overview

Montaring
ReaLtirm 24 dafly monitariog of ading and ekt scihity
Margining

D of
cofection of collateral
Financlal Sfeguards
Dusigriad 1o smsure CME Giwaringbs able to podtom on i
sbligations 23 a guarzrior by its cdasdng mambers and ls
w39 in2ring mwmixacs prriorn on thale obigations b CME
Clearing .

Guaranty Fand

Caicuisted bazad on ciaaring mamber fm actvy wveis
Including performance band requiraments, volums, netionet,
ey i i

ang

markel risk with minfmum quarterty calcutations for skchangs-
tradad dortvatives and mahiy Yor cleared OTG products
Azsussment Powers

Cakeuleiad bs covar tny ramalning loss after consldaration for
guery fund and CME designated furds

CMEdesiraied fueds

g ﬁEGmub

Financial Safeguards Structure

vied Caplil for CO%
O

CUSTOMER CONTROLLED
PORRBILITY “TRANSFERS”
Esiobiishing snd managing sceasnis &y muldple

Customer Account Portability

Partatillity of customer pasitiors ang collsteral I3 k sornerstons of CME customer protettions

PROVEN SUCCESS IN
CUSTOMER PORTASILITY

+ Forlabilty ls sseandal 1o customer pratection, bath in #imes of market stress and during the normal
course of business

+ CME's tecord of custorner protection defmonsinates efficimt portabifity i times of market stress
+ Portabifty ks undérpinned by CME Rule 853, governing transfers of traes
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Fiaeics s

ICE CDS Risk M
Warterfall Approach for &

T

Framework

ment
Sy Ic Risk

anage

Defalit Waterts i

Gnite CE T operatons) capabiides, k. g
franagemant axpessocn and Ararclal Defaulting Glrent Margin

Dy MTM bt oo £ ol pioor * Pefacbing CF Haune Margln
Dy macgin.call baseef on dymai stess-
bsnd mgime
Addifcnal mergincan bs c4Bd o o

s marka A

Adaionsl collsheral s sy
und et sourasion

Dby P to combibues s¢4oaml cetat
funding

Initial Margin Requirement '
Dynamic Stress-Based Regime

-Summary OF RiskS Captured by Modd] Componontsy:s:

Risk sssochiad with spraad moves, curvs shape changes and
racovary tes

JTD requiramant based o expected lossas of a default

Casls assockted with BidiOffer mpasure upon portfolio Squidation

Risk asscdiuted with parallel moves In interast rates

Portfolio Margining




Partfolio Margining

CFTC regulatas swaps including broad-based indices (e.g., indax CDS) 2nd
tha SEC mgulatas sacurity-based swaps ncluding Tatrove-basad Indicss
{a.g., single nems COS)

Pursuant 1o CFTC and SEC regulations, custemarelated CDS
positions/margin must be segregated in separate OTC accourt origins

Dodd-Frank Section 713 (Perifalic Margining Canfarming Changas) i the
legisiative solution to the regulstory divida that resulted from tha anactmant of
Dodd-Frank

Dacid-Frank Secfion 713 provides that the SEC may grant da exemplion tv .
B alow ancuriy-hased posittonsfmargin to ba hekd in a pertfalie margining
seeount carmied 85 o futures eccount subject to 4d of the CEA

Diodd-Frank Section 743 provides that the SEC shall exercise its authority
o ensure that sevurites hekd ir":adponﬁolm mafgining docount carried a3 a
futures account recaives com! law banknuptey treetment

Multiple Regulators &
Potential Designation of a Derivatives
Clearing Organizaticn as &
Systemically Important
Financial Market Utility

OTC Clearing — Muitiple Regulators

* CFTC
= SEC
*  TheFinanclal Stabillty Oversight CouncH

= Syrtmically Importamt Financisl Market Utlities

v FSA
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Regulatory and Industry Collaboration

US Regulatory Status LK Regulatory sgg;us

I T N T A I TR

- GME K registered with the CFTC asa * ©ME Cloaring #s & Recognized Overseas
Derivatives Clrasing Organization {DC0) Ciﬂaﬂir{g Hnus’ (ROCH) wm tha UK

+ CME degried & rogistered Securitien Financial Sarvices Authority
Clearing Agency (SCR), affactive July 16,  » CME Cloaring Europa is a Recognized
201, in coordance with cartaln Clearing Housa [RCH) with tha Ui
provisions under Section TE3{b) of the Financlal Services Authority
Dol Frank Wail Street Reform and
Consumer Preteetion Act of 2010

+ Received no-action letter from tha
Division of Investment Menagsment at
the SEC, which pemnfte. CME Clearing
member FCMs to hold property of 40 Act
Funds &s mergin for OTC cieared COS
cantracts, extendad through Decamber
200

. g *syslamically important”

QUESTIONS

1. Whatarg the televant factirs that should be eonsidered far declding
whether a type or class of swaps should be cleared?

2. Canclearing of certain swaps increase systemic risk or threaten the
financhal Integrity of a clearinghouse? .

3. Beyond margin and collateral posted by a defaulting cleariag member,
what types of financial resources should a clearinghouse have avaltable
ta cover a default? What level of financlal resources should a
clearinghouse have avafiable to cover a default by a clearing member?

4. Are thera special challenges in managing the risk of defaut of a clearing
member with tespect to cleared swaps or security-based swaps
compared {o cleared futures? How should clearinghouses and
regulators address those chalenges?

5. What role should the regulstor have in overseeing or patticipating in
the management of a clearing member’s default? '




U.S. Commodity Futures Trading Commission
international Symposium and Training Program
Regutation of Derivatives Products, Markets and Financial Intermediaries for
International Market Authorities
October 20, 2011
Crisis Management — Practice Session
Eileen T. Flaherty
Global Head of Compliance/FCP

Newedge Group

The following are hypothetical questions and are not based on any real firms or market situations,

1.

oOm>

THOSE EXCESS SPECULATORS

Everbright is a well-known commodity index fund located outside of your jurisdiction that

maintains two funds based on fwo strategies: "Commodity Advantage,” is a passive long only
fund that maintains only long positions in diversified commodity futures traded worldwide, and
“Commodity +," which is an actively traded fund seeking to take advantage of perceived
anomalies in the commodities marksts.

The prices of oil and grains begin to rise dramalically in your jurisdiction causing a dramatic

increase in price in gasoline/petral, bread, and rice. Although there are fundamental markeipiace
reasgns that could support price rises, your local politicians are condemning the role of

- -*speculators” in such price increases and demand that your agency “do something about itf" in
. response, you notice that Everbright maintains substantial long positions in both of its funds in
-crude, wheat, and rice futures that are traded on derivatives exchanges in your jurisdiction.

~ What steps, if any, should you take in response fo this situation?
Do you have the jurisdiction to obtain any information?
Are there any actions that your agency should, or could, take?
‘Do .your answers ahove change if your Enforcement staff advised you that there is no
evidence that Everbright is engaging in manipulative conduct, but solely maintains large
positions? ‘

THOSE LITTLE MANIPULATORS

Noname is a firm that trades in futures and securities and is regulated in your jurisdiction.

" Noname also conducts business in markets such as gemstones, over-the-counter electricity and

natural gas derivatives that are not regulated by the recognized securities or futures regulator in

.your jurisdiction. The prices of electricity and natural gas in your jurisdiction have skyrocketed. In
_fact, the local power supplaers are not able to supply enough power o meet the needs of the

consumers and businesses in the local jurisdiction. The political leader in the jurisdiction has

. declared a state of emergency. There are rumors that Noname and other trading firms are

manipulating the prices of electricity and natural gas through the use of over-the-counter trading
and this has caused the price spikes and shortages. As the securities and futures regulator in
your jurisdiction, please address the following:

A. Do you have any jurisdiction fo investigate the rumors for these over-the-counter markets?

Are these markets regulated to the same level as exchange traded markets? Should they
be?



What steps can you take to investigate these rumors?.

Can you request the books and records of Noname's business in these over-the- counterr
markets? Is Noname required to cooperate?

Can -you order Noname fo cease tradlng in the over~the counter markets pending an
investigation?

Does it matter that Noname's stock is listed on the securmes exchange in your jurisdiction?
Assume that Noname’s main office is not within your jurisdiction, but Noname has a branch
office in your jurisdiction. Noname's branch office is registered in your jurisdiction to conduct
“investment business. Do you have any authority or jurisdiction to investigate or request’
Noname's books and records with respect to its trading in gemstones, overihe-counter
electricity, and natural gas that is not conducted from the branch office Withm your
jurisdiction? :

mmoo ow

TOO BIG TO FAIL

- Happy Exchange (HAPPEX) offers. a 24-hour futures and securities electronic trading system.
- HAPPEX is so successful that it has tripled its volume within the past year. . Publicly, the
exchange is promoting its electronic system and its -ability to handle all of the volume that its -
users demand. Privately, the exchange has serious concerns regarding the ability of the system
to handle the level of trading and is concerned about a degradation of the system if the volume
‘increases. As the regulatory authority in the Jurisdlctton where HAPPEX IS Eocated please
consider the fotlowmg ,

A - Should the regulatory authority have -any responsibility or obhgatlon to review the functionahty L

. of an electronic system that is offered to users within its jurisdiction?
. B. Does it matter if the electronic- system is offerad by an exohange that is not Iocated within’
© " your jurisdiction, but customers in your jurisdiction have access via direct terminals provided
by HAPPEX or through order routing systems?
Should any such responsibility be a one-time review or is it an ongoing responsnb:ltty’?
If-the regulatory authority becomies aware of any constraints on the functiening of an
electronic trading system that is offered to users within its 1ur:sd|ct|on what steps can, or’
should, be taken?
E. What if HAPPEX is a publicly held company? - Would that change in any way the act:ons that
your regulatory authority would take? .
. F. ‘Should the users of the system have recourse against HAPPEX_ for losses caused by the -
' faulty system? Is this an issue to be resolved by the regulators? :

5:3.0

LITTLE SECRETS

"HAPPEX has a separate clearing organization, Happy Clearing Inc. {Happy Clearing), that clears
those transactions executed on HAPPEX, as well as over-the-counter swaps. One of the reasons
that Happy Clearing maintains its sterimg reputation is that it has in place two significant safety’
features that it frequently advertises in its Foolproof Safeguards brochure. The first'is defaulf -
- insurance which. is underwriften by two of the world's largest leading insurers, Insurance
Americans Guarantee and Floyds of Fondon. 'The second is a line of credit, which is available®

' from two large international banks, Bank Nowhere and Bank Somewhere. The linemay bedrawn .. -

. upon up to 10 billion dolfars upon one. hour notice. Assume that you are the regulatory authority -

for HAPPEX and Happy Clearing and learn that one of the insurers, and both banks, are
experiencing financial setbacks that call their ability to perform into -doubt.  How. should you.
advise? .

" A. Does Happy Cleanng have an obligation to 1nform its regulatory authorities? -

B. What actiohs should the reguiatory authorities take? :

C. 'Does Happy Clearing have an obligation to inform its clearing members regardmg the change
in status of one of its insurers and/or the international banks?

D. Doesit, or HAPPEX, have an obligation to notify market users of HAPPEX?



"E. Doesithave an obhgatlon to arfange for alterna’:nve sources of insurance? ‘What if the cost is
prohibitive?

F. Does it matter if HAPPEX Holdings (Parent company of HAPPEX and Happy Clearing) is a
publicly held company whose shares are owned by public investors? Would that change in
any way the actions of the regulatory authority in your jurisdiction?

5. HERE TODAY. GONE TOMORROW

Happy Clearing clears many types of financial instruments including futures; securities, foreign
exchange and privately negotiated over-the-counter swap transactions. Happy Clearing also has
several cross margin arrangements with .other global clearing organizations. The clearing
members of Happy Clearing include most farge global financial institutions (through their
~ affiliates). Happy Clearing has a robust risk management system and financial resources to
. withstand the default-of its two largest clearing members. Things are going along just fine until
you-are out of town on business on October 20, 2011, and receive a call from a colleague that the
" markets have been so volatile, a foreign govemment is about to default and consequently
- muitiple cleating firms of Happy Clearing are thought to be on the brink of default to Happy
Cléaring. Please advise on the following: '

A. Assume that Happy Clearing is Eocated w;thm your jurisdiction, what are the first steps that
the regulator should take?
B. Assume that Happy Clearing is not iocated in your jurisdiction, but many regulated fmanmal
firms under your jurisdiction have affiliates that are members of Happy Clearing; what, if any,
- actions can or should you take’? ‘What, if any, jurisdiction do you have to request information
- v .from Happy Clearing?
" 'C. What obligations does the regulatory authority with jurlsdictlon have to try to move the
"~ clearing member and customer’s positions to another clearing organization or merely to
liquidate the positions? What if there is not another clearing organization within your
- jurisdiction that is able to take over the clearing obligation of Happy Exchange? _
D.- What obligation does the regulatory authority have to notify the market users or take
additional steps?

6. FAILURES IN LIFE

* Too Big to Fall Trading Company is a well-respected global registered futures, and over-the-
- counter derivatives securities firm. The firm has some proprietary traders, maintains clearing
accounts and executes give-up business for institutional and individual customers. The firm is a
- clearing member either directly or through affiliates, of most recognized futures and securities
exchanges around the world. Too Big has omnibus relationships in place for those exchanges on
which it is not a clearing member. The firm has a 24-hour operation, which allows proprietary
“traders and customers to execute orders through various after-hours electronic trading systems.
- Assume that you are the regulatory authority for one of the Toc Big affiliates and you receive an
anonymous call at 2:00 a.m. to inform you that a customer that has an account with the Too Big
affiliate. has executed a series of trades that have resulted in a2 substantjal loss and could

- jeopardize the financial ability of that affiliate. How would you address the following:

A. Would you contact the Too Big affiliate within your jurisdiction? What if the firm tells you that
these are merely rumors and that there are no problems?

B. Should you consult with other regulatory authorities including in other jur[sdtcttons where Too
‘Big has affiliates?

C. ‘How do you, as a regulator, assess the situation with the whole market knowing that there is
& concern?

D. Assume that you contact the Too Big affiliate in your jurisdiction and they indicate there may
be a problem, what are the steps to take? Will you coordinate efforts with regulators in the
jurisdictions of ‘other affiliates to determine if the problem is broader and to collectively
determine a proper course of actions?



7,

E. What are those actions; i.e., move positions to anofher clearing firm, liguidation? What if
there is a shortfall in margin and there will be collective losses. across customers‘? What
factors would help to decide?

F. Are there additional, or different, steps that can be taken if certain of Too Big's affiliates

located outside of your jurisdiction are fully solvent.and have more than enough capital and

the affiliate in your jurisdiction is on the verge of bankruptcy which will result in customer :
tosses. Do you have any authority or jurisdiction to take action with respect to the affiliates
outside of your jurisdiction. Would you contact other regulatory authorities in different.

jurisdictions to seek assistance?

[T COULD NEVER HAPPEN HERE

Assume that you are the regulator in a major city in one of the world’s largest financial centers.
You have just received nofification that, due to an internal conflict and potential global unrest, all
of the office buildings in the area must be immediately evacuated for the safety of the employees.
The evacuation includes not only your office, but.the main offices within the area of the major
international financial firms. Fortunately, or unfortunately, all exchanges within the area are
electronic and are not dependent on any of the local offices. In other words, the exchanges are
able fo continue trading. . o

A. What are your responsibilities as a regulator to.have back-up facilities to continue to monitor
the markets from off-site locations?

B. What obligations are |mposed on the firms that you reguiate to. notify the regulator of the

~ evacuation?

C. ‘Should regulatory authorities require firms: to have formalized back-up plans as part of the
registration process? ‘Should the regulator rev;ew any such faculmes as a condition of

~ registration?
D. 1sthe same true for exchanges, ciearmg organlzatlons and settlement banks?
E. ls the regulator responsible to review and audit the back-up plans?

'RUMORS

Ramaanth is a large and well known hedge fund that is located outside of your jurisdiction.
However, since Ramaanth has been so successful in its investment returns, investors in your
jurisdiction have likely invesied in Ramaanth’s hedge fund. [t is well know that Ramaanth is

highly leveraged in volatile mortgage-backed securities, energy futures, and over-the-counter

credit default swaps. Ramaanth is the counterparty to most well-known international securities
and derivatives firms in its over-the-counter transactions. The firm's principals are considered by
some fo be the world's greatest luminaries in- the final markets and, in fact, they have just
published their own book “Brilliance Never Fails”. On October 20,2011, as you are out of the
office on business (a brilliant symposium), you receive a message that there are rumors that
Ramaanth has had significant losses that may impact its financial condition. In fact, the rumors
are that Ramaanth is about to file for. bankruptcy. . The rumors further indicate that any such

bankruptcy may have an effect on other well-known- ;nternatlonal securities and derivatives firms. .

Please consider the following:

A. Since Ramaanth is located outside of your ;unsdict:on are there any steps that you can take?

What would they be?
B. Assummg that investors in your juE‘lSdlCthﬂ may have invested. in Ramaanth’s hedge fund,

but it is not located in your jurisdiction; can you obtain any mformatzon‘? What steps would .

you take? 1s Ramaanth required to cooperate with you? .-

C. Should you consult with governmental or regulatory awthorities in other jurISdictanS where
you believe Ramaanth does business? Are these regutatory authoratles obligated to provide
you with any information?

D. Do you, as the regulator; have any ablllty to a551st investors within your ;unsdlctlon to obtam
their money back (assuming there is any)? .

4



9. THE GLOBAL TRADING VILLAGE

Longing International Futures Exchange, a securities and futures exchange located within your
jurisdiction, prides itself on being a leader in the development of new financial products to offer to
market users. Longing has decided to create a new product called futurefstock. The product will
be individual futures contracts based on the most actively traded equity securities listed on
exchanges around the world. Longing launches this new. product which is incredibly successful
from the first day of trading. The fufures contracts are highly volatile and attract both institutional
and individual customers. You are the regulatory authority for Longing and receive a call from the
Stock Enterprise Commission (SEC} which is the regulatory authority, in another jurisdiction, for
the exchange where many of the equity securities are traded. The Stock Enterprise Commission
complains to you that the futures/stocks are being used to manipulate the underlying equity
securities listed on the exchange that is in their jurisdiction. in fact, the Stock Enterprise
Commission wants to launch an investigation regarding the practices at Longing regarding
offering futures/stocks. Although you think that the Stock Enterprise Commission is really just
annoyed that the market has been successful, please consider the following:

A. Does the regulatory authority for Longing have an obligation to conduct an investigation of its
own?

B. Would this be done in coordination with the Stock Enterprise Commission?

C. What are the obligations of the regulatory authority for Longing to cooperaie and. offer
-information regarding the users of futures/stocks traded on Longs to the Stock Enterprise
Commission? -

D. Are there conﬁdentiaiify concerns regarding sharing of this information?
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Why do we interview?

¢ To confirm what we know or think we know
o To get evidence we need '
¢ To lest dur theorigs

.. 8.0 preserve testimony
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(Question Form

o Shart
o Begin with wha, what, whan, where, why;
how’ .

o Describe & Explain

1
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Providing Assistance to Foreigﬁ‘-@'—--<
Futures Authorities

« CFTC may, upon the request of a
foreign futures authority, or a
department or agency of a foreign
government or political subdivision
thereof, acting within the scope of its
authority, furnish non-public -
information obtained in connection
with the administration of the Act.

Providing Assistance to Foreign
Futures Authorities

- Only if the CFTC is satisfied that the
information will not be disclosed by such
foreign futures authority, department or
agency :

- Bxcept in connection with an adjudicatory
action or proceeding brought urider the
laws of the forelgn government or political
subdivislon and to which such foreign

overnment, palitical subdivision, agency,
eparrttyment, or foreign futures authority is-
apa

Providing Assistance to Foreigri L
Futures Authorities

- If the requesting authority is conducting
an investigation which it deems /
necessary to determine whether any
person has violated, or is about to
violate any law# rules or regulations
relating to futures or options matters
that the requesting authority
administers or enforces




Providing Assistance to Foreigni:

Futures Authq_rities

«Underlying facts do not need to

constitute a violation of US law

« CFTC need not have an “independent
interest” in the matter to provide
assistance

Providing Assistance to Foreign'-“a-‘-=
Futures Authorities

« In deciding whether to provide
assistance, CFTC shall consider:

w if requesting authority has agreed to
provide reciprocal assistance to CFTC;
and e ,

= If compliance with the request would -
prejudice public interest of U.S.

Common Cases Requiring @
International Assistance

» Trade Practice

» Manipuiation

= Fraud or Deception

= Misappropriation

» Manipulative and Deceptive Trade
Practices

a Registration and Fitness




How CFTC Can Provide |
ASSIStanCe

Use Investigation Authonty
» Inspection Powers

«» Voluntary statements with series of oral or
written notices

w Letters requesting information to
registrants

= Inspection powers of registrant’s books
and records (including trading records)

How CFTC Can Provide
“Assistance

Use Investigation Authonty

w Public Information

= Registration Information

= Reports that CFTC routinely collects
= Non-Public information

» CFTC's investigation files

= Non-public registrant information

« Confidentiallty concerns

1

How CFTC Can Provide
Assistance

Use Investigation Authority:
» Campulsory Powers — Subpoena Power _
» To compel production of documents
and statements’
« Bank records

= Beneficial ownership records
= Testimony

1




How CFTC Can Provide
Assistance

= Obtain Order of Investigation

» Subpoenas are not self-executing and
must be enforced by an order obtained
from the appropriate federal court

» May entail disdosure of existence and
certain aspects of investigation

13

Procedure To Obtain ©
Assistance '

n I0SCO MULTILATERAL MCU

= MOU or other cooperative
arrangement :

» Confidentiality Undertaking

14

When You Get It Depends... &
on What You Request

« If you are requesting
= Registration information
» How we can assist
‘w Information is in Commission files
« Pubiic
= Readily available

15




When You Get It Depends... &
-On What You Request

= If you are requesting
« A Briefing on a CFTC Investigation
= Access to CFTC Investigative Files
» How we can assist
= Information is in Commission files
» Readily available

16

When You Get It Depends... !
n What You Request

= MOU/MMOU partners

= An informal request for a briefing

« A formal Request for Assistance for files
= Cthers -

» Standard Request for Assistance

= Need safeguards, assurances of
confidentiality, use restrictions

17

;When You Get It Depends... @
.0n What You Request

=« If you are requesting
= Required Records
= FCM/trade records
= Beneficial owner records
= How we can assist
» Available from regulated entities -
» We ask on your behalf




When You Get It Depends...
s ON What You Request

£
w MOU/MMOU partners
» Request for Assistance
« Others
= Standard Request for Assistance

= Need safeguards, assurances of
confidentiality, use restrictions

19

‘When You Get It Depends... @
n What You Request

« If you are requesting
= Bank records
= Telephone records
= ISP records
» Testimony

= How we can assist
= All require a subpoena
» Takes longer

When You Get It Depends... &
n What You Request

= MOU/MMOU partners
= Request for Assistance
u Others
» Standard Reguest for Assistance

= Need safeguards, assurances of
confidentiality, use restrictions

21




Contact Us

Office of the Chief Counsel

Division of Enforcement

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, NW

Washington, DC 20581

202-418-5000 &%,

OCCinternationaE@cﬁc.goy@_ _____ 4
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. Questions and Discussion




@ TRADE PRACTICE

The Issue is Integrity

Presented by:

Rosemary Hollinger & Melissa Gicabrenner

PRICE DISCOVERY MARKETS

o Integrity at every level
« Priges
» Execution of Trades
» Brokers who execute trades
s Intermediaries

MARKET AND PRICE INTEGRITY

o Manipulative Trade
Practicea
+ Masking the close
» Playing the rules
= Spoofing
s Wash Sales




MANIPULATION

© Four-factor test to determine whether a2
respondent has manipuiated prices:

» (1) The accused had the ability to infiuence market
prices;

« (2 The ageused specifically inteaded o do so;
+ {3) The “artificial” prit:(::s existed; and

= {(4) The accused caused the artificial prices.

ATTEMPTED MANIPULATION

"o Intent to affect the market price
o Some overt act ) G

NEW LAw—D0DD FRANK

o Unlawful for any person, directly or indireotly to
usge or employ or attempt {0 use or-employ, in
connection with any swap, or contract of sale of
any commodity in interstate commerce, or for
future delivery on or subject to the rules of any
regiatered entity, any manipulative or deceptive
device or contrivance, in contravention of such
rules and regulations as the Comihiasion shall
promulgate. _

o Manipulation by false reporting




MARKING THE CLOSE

o What is it?
o How is it done?
o What does it look like?
o Why do it?
» Physical contracts priced at settlement value
+ Options Expiration, bat may effect other markets

TRADING IN CONCERT

o Example given was “an actor, alone or with
others, behaves in such a way as to manipulate
the established rules with regard to relaxing or
tightening daily price limits (such as not trading
for & days in order to raise the price range to
10%)

TRADING IN CONCERT

o Express Agreemeont

o Implied Agreement or Understanding
» Common trading patterns or strategies
» Common business, financial and social relationships
» Common access to account and trading information




TRADING IN CONCERT: MORE FACTORS

o Common finanrcing (money transfers, loans)
o Common intermediaries

o Common recordkeeping

o Relative inexperience of one or more traders
o Family relationships

SPOOFING

o Bidding without the intention of trading
© How do you distinguish between trader who bids
in good faith and one who is spoofing?
+ Intént
o Express
o Implied _

o These cases are \'er;.r difficutt.

WASH SALES

o “trades are intentionally undertaken for the
‘purposze of giving the appearance that the trades
have been executed, without positions being
taken in the market or any actual change in the
account holder's market position.”




WASH SALES

o Trader appears to be making independent
decisions to buy and then sell (or sell and buy)

o But in fact, his intention at the {ime he initiates
the transaction is to both buy and sell the
contract at the same or a similar price

o To create a financial and position nullity

ELEMENTS OF WASH SALE

» Simultaneous buy &
sall

s Structured to
eliminate or minimize
risk

« No intent to take bona
fide market position

PRICE INTEGRITY

© Open and Competitive Execution of Trades
+ Pre-Arranged/Non-competitive Trades
» Bucketing : Indirect/Direct
» Non-bona Fide Price
» Fictitious Sales——ex-pit trades




INTEGRITY IN EXECUTION

o Trading Ahead

o Disclosure of Order
o Mis-allocation

o Qut-trades

TRADE EXECUTION ON THE FLOOR

o Bucketing: broker trades epposite customer .

TRADE EXECUTION ON FLOOR

© Indirect ﬁuckeﬁing or ITOS (indirectly taking
opposite sids) and Accommodation Trading




WASH SALE

o Simultaneous buy &
sell '

WASH SALE

FIRST SCENARIQ

o Manipulation on the Exchange floor
« How do we investigate?




INVESTICATIVE STEPS

o Discussion...,

INVESTIGATIVE STEPS

o How is it detected in the first place?

o Do not destroy letters to firma and exchange
o Investigative Plan

o Document requests

o Economic Analysis

o Interview Witnesses -

o Formal testimony

THE CHALLENGES

o Audit Trail Problems
o Witness recollection

o Anything else?




SECOND SCENARIO

o Electronic Trading
+ How do we investigate?

INVESTIGATIVE STEFS

o Discussion....

INVESTIGATIVE STEPS

o How ia it detected in the first place?
© Do not, destroy letters to firms

o Investigative Plan

o Document requests

o Economic Analysis

o Interview Witnesses

o Formal testimony

KR
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HYPOTHETICALS FOR SESSION ON
- OPERATIONAL AND COMPLIANCE ISSUES FACING THE OTC MARKETS
CFTC PROGRAM FOR INTERNATIONAL REGULATORS
CHICAGO, ILLINOIS
FRIDAY, OCTOBER 21, 2011

BACKGROUND

ABC BROKERAGE INC. (“ABC-U.5.”), BASED IN NYC, IS REGISTERED AS A BROKER DEALER WITH
THE 5EC, AS A FUTURES COMMISSION MERCHANT WITH THE CFTC, AND IS A MEMBER OF
FINRA, NFA AND ALL THE MAJOR U.S. SECURITIES. AND FUTURES EXCHANGES. ABC HAS
AFFILIATES AROUND THE GLOBE IN ALMOST EVERY MAJOR FINANCIAL CENTER THAT PROVIDES
SIMILAR BROKERAGE, CLEARING AND EXECUTION SERVICES TO PERSONS AND FIRMS LOCATED
IN THOSE COUNTRIES. ABC-U.S. OR ITS AFFILIATES IS THUS A MEMBER OF ALL OF THE MAJOR
GLOBAL EXCHANGES AND CLEARING HOUSES. ABC-U.S.1S A WHOLLY-OWNED SUBSIDIARY OF
ABC HOLDINGS, WHICH HAS [TS PRINCIPAL OFFICE LOCATED IN THE U.K.  ABC FINANCE,
BASED IN NYC, IS ENGAGED AS A DEALER INVOLVING ALL TYPES OF OTC DERIVATIVES,
- FORWARDS, OPTIONS AND OTHER COMPLEX TRANSACTIONS. ABC-UK, BASED IN LONDON, iS
REGISTERED WITH THE UK FSA TO CONDUCT AN INVESTMENT BUSINESS INVOLVING ALL
FINANCIAL PRODUCTS AND TRANSACTIONS. FOR PURPOSES OF THIS PANEL, ASSUME ALSO
THAT THERE IS AN ABC-U.S. AFFILIATE LOCATED IN YOUR COUNTRY.

ABC-U.S.’S TWO PRINCPAL OFFICERS ARE SIR GAROL DEFLOOR WHO HAS PRINCIPAL
RESPONSIBILITY OVER ITS GLOBAL BROKERAGE BUSINESS AND LORD RENEE FILLERUP, WHO
HAS PRINCIPAL RESPONSBILITIES OVER ABC FINANCE AND ABC AFFILIATES AROUND THE
GLOBE THAT ENGAGE IN OTC DERIVATIVES ACTIVITIES. ABC HOLDINGS, THE PARENT
COMPANY OF ALL OF THE ABC AFFILIATES AROUND THE GLOBE, HAS AN EXECUTIVE
COMMITTEE COMPRISED OF FIVE MEMBERS. BOTH DEFLOOR AND FILLERUP ARE MEMBERS OF
- THESE TWO EXECUTIVE COMMITTEES, INCLUDING THE ABC AFFILIATE LOCATED IN YOUR

COUNTRY. '



REGISTRATIONS

1. WHAT REGISTRATIONS, EF ANY, MUST DEFLOOR AND FILLERUP HAVE IN YOUR
COUNTRY?

2. WHAT REGISTRATIONS, IF ANY, MUST THE ABC AFFILIATE LOCATED IN YOUR COUNTRY
HAVE?

' CUSTOMER ASSET PROTECTION

1. IN ORDER TO HOLD CUSTOMER FUNDS, MUST THE ABC AFFILIATE LOCATED IN YOUR
COUNTRY OPEN A CUSTIODIAN ACCOUNT WITH A BANK LOCATED IN YOUR
COUNTRY OR CAN IT USE A CUSTODIAL BANK LOCATED IN A DIFFERENT COUNTRY?

2. MAY THE ABC AFFILIATE LOCATED IN YOUR COUNTRY COMBINE CUSTOMER ASSETS
WITH ITS OWN ASSETS IN THESE BANK ACCOU NTS?

3. WHAT KIND OF ACCOUNTS MUST THE ABC AFFILIATE IN YOUR COUNTRY OPEN
AT EACH CLEARING HOUSE LOCATED IN YOUR COUNTRY’-’
ANY UNIQUE DOCUMENTATION REQUIRED?

SWAP EXCUTION FACILITIES/EXCHANGES

ASSUME THAT ABC FINANCE HAS A TRADING PLATFORM THAT ALLOWS ITS SWAP CUSTOMERS
TO PLACE REQUESTS FOR QUOTES. THE ABC AFFILIATES LOCATED IN. YOUR COUNTRY ALSO
USES THIS SAME PLATFOM BUT UNDER TH EIR OWN NAME, KNOWN AS WHITE LABELLING.

1. MAY ABC FINANCE CONTINUE TO OFFER IS TRADING PLATFORM WITHOUT
REGISTERING IT UNDER ANY CATERGORY IN YOUR COUNTRY? ARE ANY REGISTRATIONS
OR FILINGS REQUIRED FOR THE ABC AFFILIATE LOCATED IN YOUR COUNTRY?

2. WHAT ARE THE REQUIREMENTS, IF ANY, IN YOUR COUNTRY REGARDING HOW SWAPS.
MAY BE EXECUTED?



NET CAPITAL REQUIREMENTS AND CLEARING

WHAT ARE THE MINIMUM NET CAPITAL REQUIREMENTS OF THE ABC AFFILIATE
LOCATED IN YOUR COUNTRY?

UNDER WHAT CIRCUMSTANCES MUST ANY OF THE ABC AFFILIATES BECOME A
CLEARING MEMBER FIRM OF A CLEARING HOUSE LOCATED IN YOUR COUNTRY?

WHAT EXCEPTIONS, IF ANY, APPLY TO ANY APPLICABLE MANDATORY CLEARING
REQUIREMENT IN YOUR COUNTRY?

CAN ANY OF THE ABC AFFILIATES LOCATED OQUTSIDE YOUR COUNTRY OPEN AN
OMNIBUS ACCOUNT WITH THE ABC AFFILIATE LOCATED IN YOUR COUNTRY?

~ INSOLVENCY ISSUES

1

IF ABC-U.S. FILES FOR BANKRUPTCY BUT ABC FINANCE DOES NOT, CAN ABC FINANCE
CONTINUE TO TRADE SWAPS ON AN SEF? CAN THE ABC AFFILIATE LOCATED IN YOUR
COUNTRY CONTINUE TO DO BUSINESS THERE OR WHAT ACTIONS WILL YOU TAKE
AGAIANST THE ABC AFFILIATE LOCATED IN YOUR COUNTRY IF ONE OF ITS AFFILIATES,
ABC-US, IN THIS CASE, FILES FOR BANKRUPTCY?

IF A CUSTOMER TRADES U.S. FUTURES, NON-U.S. FUTURES, U.S. SWAPS AND NON-U.S.

SWAPS THROUGH THE ABC AFFILIATE LOCATED IN YOUR COUNTRY, WILL THERE BE ANY

DIFFERENCES AS TO HOW THESE ASSETS AND RELATED FUNDS WILL BE HANDLED IN THE
EVENT OF A BANKRUPTCY OF THE ABC AFFILIATE LOCATED IN YOUR COUNTRY?

'IF A MAJOR FINANCIAL INSTITUTION FILES FOR BANKRUPTCY IN YOUR COUNTRY, WHAT

STEPS DO YOU TAKE TO NOTIFY REGULATORS IN OTHER COUNTRIES?



HIGH FREQUENCY TRADING, FRAUD AND ANTI-MARKET DISRUPTION

- 1. HOW DOES YOUR COUNTRY REGULATE HIGH FREQUENCY TRADERS?

2. WHAT ARE THE ELEMENTS OF PRE-TRADE CONTROLS THAT FINANCIAL sFIRMS MUST
"HAVE IN YOUR COUNTRY BEFORE THEY CAN OFFER THEIR TRADING PLATFORMS TO
PERSONS OR FIRMS LOCATED IN YOUR COUNTRY?
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Hail Freedonia

“A Hypothetical Case Study in Commodity Trading, Regulators and Eihics”

Cast of Characters

Jacques Dory CEO of Silver Lining Corp., Vice-chairman of the Commodity
- Exchange of Freedonia.

Basil Froth Chief Trader, Silver Lining Corp.

Sandy Pilchard Senior Floor Clerk, Silver Lining Corp.

Bill Mace - Director of Enforcement, Freedonia Financial Authority

Rosemary Flan Investigator, Freedonia Financial Authority

Olivia Cépc; Governor General, Freedonia Financial Authority

Introduction

Freedonia, a growing and prosperous country, is home to a large number of financial
services companies and several successful securities, firtures and options markets. All
markets, trading and financial companies are regulated by the Freedonia Financial
Authority and industry self-regulating organizations such as the Commodity Exchange
of Freedonia.

Silver Lining Corporation, one of Freedonia’s oldest and largest financial services
companies, is active on the Commodity Exchange of Freedonia and the cash markets,
especially in grains, fibers, cocoa and energy products. Jacques Dory is the CEO of
Silver Lining and the vice chairman of the Commodity Exchange of Freedonia.

Snowfall last winter was unusually high in Freedoma s eastern mountain regmn and this
spnng brought torrential rains to the same area, causing water levels to rise in lakes and
tivers. In March a mudslide destroyed a dam, suddenly releasing flood waters into the
Freedonia River inundating large parts of the port city of Libertyville.

The morning after the flood the Commodity Exchange’s board of directors called an
emergency meeting to determine what to do about potential damage to the designated
commodity delivery points in Libertyville and possible contamination of the physical
stocks stored there. Libertyville’s certified warchouses currently store half of
Freedonia’s cocoa beans. During a break in the Commodity Exchange board meeting,
Jacques Dory called his company and spoke to Silver Lining’s chief trader, Basil Froth.

© 2011 The iFM « All Rights Reserved 1



Scene 1

Jacques

Basil

Jacques

Basil

Jacques

Jacques

Basil, how much physical cocoa do we have at the Libertyville delivery
poin(?

None. At the moment all of our cocoa is at the Port Tranquility delivery
point.

That’s what I thought, but I wanted to make sure before the Exchange
board votes.

What vote? [s there a problem?

Thankfully not for us. But because of the flooding in Libertyville 'm
sure I can convince the Exchange board that we should declare a “force
majeure” and suspend cocoa delivery to and from the Libertyville
warehouses until the Exchange determines that the stored cocoa isn’t
waterlogged or contaminated. Re-certification will take a couple of
weeks, I think. We’ll take the official vote in‘a few minutes, but 'm
sure they’ll go along with my proposal.

Wow! No one here thinks the flood was that severe. You know, this
will squeeze cocoa futures big time, Jacques. This month’s contract
could go limit up today if the Exchange de-certifies the Libertyville
stocks.

1know. The board will need to expand the daily price limit, but don’t
say anything to anyone before all this is announced. It’s strictly
confidential. The Exchange will issue a press release after the meeting—
probably around 11:00 a.m. Understand? At 11:00 a.m. everyone else
will know about the delivery problem, the de-certification and the
expanded price limit. [

e What ethical issues are raised in this scene?

» In your jurisdiction, is anything that occurred in this scene a violation of law or

regulation?

* How might self-regulatory organization’s (SRO’s) Code of Ethics guide the conduct
of the characters in this scene?

© 2011 The IFM « All Rights Reserved 2



Narrator As soon as his conversation with Jacques Dory ended, Basil checked
Sitver Lining’s cocoa futures position and then called his Clerk, Sandy
Pilchard, on the Exchange floor.

Scene 2

Basil Sandy, this is Basil. At the open, buy 10,000 March cocoa contracts at
the market. ‘ '

Sandy At the market? Are you sure? 10,000 contracts probably will move the
price big time, Basil.

Basil Don’t worry about it.

Sandy But we’re short 5,000 cocoa contracts right now as a hedge against our
cash position. Are you sure you want to buy 10,0007 That will unwind
the. . .

Basil Forget the hedge, Sandy. J ust'get that order executed at the open, and

call me back with the price.

o What ethical issues are raised in this scene?

¢ In your jurisdiction, is anything that occurred in this scene a violation of law or
regulation? :

Narrator

Silver Lining bought 10,000 March cocoa contracts and, as expected, at
11:00 a.m. the Exchange announced that its board of directors had de-
certified the cocoa stock at the Libertyville delivery point and had raised
the daily price limit. Almost immediately the March cocoa contract
traded at its new limit.

After a few days rumors about Silver Lining’s profitable trade in March
cocoa reached the Freedonia Financial Authority, and the chief of
enforcement, Bill Mace, called in one of his investigators, Rosemary
Flan, :
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Scene 3
Bill I presume you’ve heard the rumor about Silver Lining,

Rosemary . . . That their CEO bought cocoa futures based on information that he
: learned as vice chairman of the Exchange? Yes, I heard. T think
everybody has heard that rumor.

Bill Well, this time we’re finally going to fry Jacques Dory to a crisp. I'm
sick of hearing that Dory is a pillar of the industry and a model citizen.
He made me look like a fool once but not this time. He’s pond slime. I
want you all over his case. No more excuses, no more dead-end
investigations. We both know he’s guilty, so do whatever it takes to get
this guy. This time we’re going to court with hard evidence. Go after
Dory with everything we’ve got. Your job won’t be safe until Dory is in

"~ jail.

Rosemary But Bill, even if he’s guilty, Jacques Dory is too smart to leave a trail of
hard evidence for us to find. There won’t be any incriminating tapes or
written documentation.

Bill Tdon’t care. He didn’t make that trade all by himself. Get me strong,

‘ credible witnesses inside Silver Lining. Make this happen, Rosemary,
and make it fast. A big case like this will make or break your career—
and mine. '

e What ethical issues are raised in this scene?

¢ In your jurisdiction, is anything that occurred in this scene a violation of law or
regulation? :

e When is pressure on an employee to produce results excessive? How can this be
prevented?

e How might a regulator’s Code of Ethics guide the conduct of the characters in this
scene?

Narrator Rosemary knew that Sandy Pilchard was Silver Lining’s senior Clerk at
the Exchange, and Rosemary believed that if anyone was the key to
verifying Jacques Dory’s alleged involvement in the cocoa trade it would
be Sandy. Very early the next morning, Rosemary arrived without
warning at Sandy Pilchard’s home and met with her in her kitchen as her
worried and confused husband and children waited in the next room.
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Scene 4

Sandy

Rosemary

Sandy

Rosemary

Sandy

Rosemary

Sandy

Rosemary

Can’t this wait until Iater today, Ms. Flan? We can meet at Silver
Lining’s offices and. . .

Trust me, Sandy. I'm only trying to help you. You can voluntarily
cooperate right now by answering a few simple questions about your
CEQ, Jacques Dory, or else you, yourself, will become one of the targets
of my investigation. Defending yourself would cost you a lot. Can you
afford that?

But Silver Linjhg has a company policy that all regulatory inquiries first
must be referred to our firm’s legal department. The company lawyers
will arrange for you to get whatever information you need. Tcan’t. . .

Trust me, Sandy, you don’t want this to become a formal interrogation
involving your lawyer and my prosecutors. Only criminals need
lawyers. Imagine your picture in the newspapers and on T.V. with a
lawyer by your side like you’re some kind of crook. You have a

~ wonderful family here, great little kids. Why humiliate your family just .
- to protect Jacques Dory?

‘But I didn’t do anything wrong. I'm a Clerk, not a crook. I don’t know

anything about what Jacques Dory did or didn’t do about that cocoa
trade.

Sure you do, Sandy; you just don’t realize it yet. Work with me here,
and I'll help you remember everything you need to help me. Otherwise,

~well, . it could get very, very ugly for you. You don’t want it to look

like you’re obstructing an official investigation, do you?

Okay, okay. What do you want from me?

‘It’s simple. We know that the order to buy those 10,000 cocoa contracts

came from Jacques Dory. Right now your chief trader, Basil Froth, is
telling us everything he knows. We just need you to confirm that when
Basil called you with the order he said it came directly from Dory.
Understand? Directly from Dory. That’s the truth, If you testify to that,
I can protect you. If you don’t, well,. . . I can’t promise anything. Just
tell the truth.
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* What ethical 1ssues are raised in this scene?

* In your jurisdiction, is anything that occurred in this scene a violation of law or
regulation or contrary to an established Code of Ethics?

Narrator

Even before Rosemary visited with Sandy, Basil Froth had asked to meet
urgently with Rosemary’s boss, Bill Mace, at the Freedonia Financial
Authority.

Scene 5

Basil
Bill

Basil

Bill

Basil

Bill

Basil

This conversation has to be totally off-the-record. Just an unofficial,
friendly chat-—right?

[ understand, Basil. Go ahead. We’re all friends here. Feel free to say
anything.

I need immunity from prosecution, Mr. Mace. Without immunity I
won’t testify against Jacques Dory. And without my testimony you
won't be able to prove a thing against him ever.

Maybe. . .maybe not. We have a strong circumstantial case that Jacques
Dory illegally disclosed material non-public information from the board
meeting to you and that you used the information to make a very
profitable trade in cocoa futures. I’'m very close to having Dory and you
both arrested and brought to trial.

Don’t be foolish. That cocoa trade accusation is trivial, a drop in the

bucket. Mr. Mace, if you give me immunity I will give you evidence of
a much bigger scandal involving Jacques Dory and other industry big
shots going back years. And it’s still going on today. They’ve all made
huge fortunes using this scheme, '

Okay, I'm listening. If your story is as big as what you s_ay I’ll grant you
immunity in exchange for your testimony, but only if you can prove it.

What if I told you—hypothetically—that for the last three years Jacques
Dory has been reporting false price and volume information on our cash
transactions to the Freedonia Natural Gas Association. Silver Lining is a
huge trader in natural gas. Dory and a few other big gas trading
companies secretly have conspired among themselves to manipulate the
Freedonia Natural Gas Price Index that the Association publishes each

“day.
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Bill

Basil

And then, Silver Lining trades natural gas futures ahead of the phony
index numbers?

Of course we do. Everyone knows that gas futures react to the cash
market natural Gas Index. Whenever the market looks vulnerable Dory
and one or two other firms are able to manipulate the index by
coordinating their false price reports, and Silver Lining profits from the
reaction in the cash market, from derivatives pegged to the Gas Index or
by trading natural gas futures.

» What ethical issues are raised in this scene?

¢ s the offer of i immunity from prosecution an ethical strategy? If so, when should it

be used?

* In your jurisdiction, is anything that occurred in this scene a violation of law or
regulation or contrary to a model Code of Ethics?

Narrator

A week after Rosemary Flan had met with Sandy Pilchard, and Bill
Mace had met with Basil Froth, Jacques Dory was at a financial industry
conference. He had arranged to have breakfast at the conference with
Olivia Caper, the Governor General of the Freedonia Financial
Authority.

Scene 6

Olivia

Jacques

Olivia

Jacques

Thanks for the invitation to breakfast Jacques. It’s been months since
I’ve seen you, but I have heard your name mentioned around the
Authority a few times lately.

Really? Well, I'm sure they’re only saying wonderful things about me.
I seem to have admiring fans everywhere,

I’m sure that’s it. I really don’t know what the staff is investigating,
Jacques, and even if I did know [ really couldn’t talk about confidential
Authority business. I hope that’s not why you invited me to breakfast.

Oh no, Olivia, not at all. I"d never put you in such an awkward position.
Actually I wanted to talk to you about something completely different—
the Commodity Exchange of Freedoma You know I'm on their board of
directors, of course.
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Qlivia

Jacques

Qhivia

Jacques

Olivia

Jacques

Olivia

Jacques

Yes, of course, I believe you’re the new vice chairman.

That’s nght. Next year [ will be chairman. What you probably don’t
know is that our Exchange president, Wally Ginger, plans to take early
retirement next year. '

Really! That’s a surprise. He’s only been on the job a short time.

Two years. To be honest, Olivia, Wally is just not working out. He’s
not the leader we thought he’d be. I"m in charge of finding his
replacement; someone who is strong, knowledgeable and respected
throughout the industry.

1 see. And have you found such a heroic and revered person?

T have. I think you would be the perfect Exchange president, Olivia.
With my strong recommendation I know the Exchange board will make

~ youan offer you can’t refuse. If you’re interested, that is.

Well, I’m not sure, Jacques, but it does sound interesting.

You can’t say anything to anyone yet, of course. You'd have to stay in
your present position with the Financial Authority until Wally Ginger
announces his retirement sometime next year. Only a few of us on the
Exchange board would know about our arrangement until then. That
will give you and me plenty of time to work out your salary and benefits
and such. Frankly, as long as there are no unpleasant surprises between
now and the announcement the Board will give you whatever you want.
You’ll be set for life.

e What ethical issues are raised in this scene?

» In your jurisdiction, is anything that occurred a violation of law or regulation or
confrary to a model Code of Ethics?
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