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PROCEEDIL NGS

CHAI RVAN ERI CKSON: W have a very full agenda
today and |I' munder orders to keep strict notice of the tine
so | better take ny watch off. Good afternoon and wel cone.
"' m Tom Eri ckson, Conm ssioner at the Commobdity Futures
Tradi ng Conm ssion. Welcone to the second neeting of the
Comm ssion's Technol ogy Advisory Comm ttee.

|"d |i ke each of you to know how much | really
appreci ate your attendance and participation in today's
meeting. | realize that your tinme is valuable and scarce
and that your attendance neans that you're spendi ng val uabl e
time away from your business activities.

Each of you, however, can nake a real contribution
to this coomttee and | | ook forward to working with you as
the commttee's new chairman. As you know, the Technol ogy
Advi sory Comm ttee grew out of a roundtable that was
convened by former Chairman Bill Rainer a year and a half
ago.

Many of you gathered for the commttee' s inaugural
nmeeting six nmonths | ater where our current Acting Chairnman
Ji m Newsome noder ated an excel |l ent di scussion on issues

related to technol ogy and our industry. Since then nuch has
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happened. The Conm ssion proposed rules for a new
regul atory framework, worked through the reauthorization
process with Congress, and reproposed rules responding to
passage of the Commobdity Futures Modernization Act of 2000.
Now t hat we're back together, we have an
opportunity to revisit sone issues and, nore inportantly, to
expl ore what new i ssues may have arisen in the neantine.
Before we begin, 1'd like to thank ny staff,
Nat al i e Markman, W/I1liam Penner, and Del ores Vinson, for
their efforts in planning this neeting. 1'd also like to
t hank the Comm ssion's Adm nistrative Services and
| nf or mati on Resources Managenent staffs for their help.
Today's neeting is being broadcast |ive over the
internet and, in addition, I would note that the transcript
for the neeting will be available on the Conm ssion's web
site.
Pl ease renenber our uni que m crophone system here.
Bef ore speaking, you need to turn the m crophone on. Wen
speaking, it would be very helpful for the transcriber to
identify who you are and renmenber to turn the mke off after

you have finished with your renarks.
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At this point, 1'd like to introduce ny fellow
conmmi ssioners. Across the table to ny left is Conm ssioner
Bar bara Hol um  Comm ssi oner Hol um has been a comm ssi oner
at the agency since 1993 and she is the chairman of the
d obal Markets Advisory Commttee. 1'd like to invite
Comm ssioner Holumto express a few words of wel cone as
wel | .

COWM SSI ONER HOLUM  Thank you, Comm ssi oner
Erickson. | would just like to join with you in wel com ng
everyone here today. The attendance of so many inportant
peopl e who are so heavily involved in these issues is a real
tribute to Comm ssioner Erickson and Acting Chairman Newsone
for keeping an interesting and lively agenda. It certainly
is arecognition by all of us in this roomthat technol ogy
continues to be an inportant and interesting issue, and |
| ook forward to hearing fromall of you and again thank you
for comng. Thank you, Comm ssioner Erickson.

CHAI RVAN ERI CKSON:  Thank you, Conmi ssioner Hol um
And to ny right across the table is Conm ssioner Spears.
Conmi ssi oner Spears has been a conm ssioner here at the
agency since 1996 and he chairs the Agriculture Advisory

Committee. Dave.
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COWM SSI ONER SPEARS: Thank you, Tom | al so want

to add nmy words of welconme to the nenbers of the commttee.

| look forward to the discussion today. | want to comrend
you, Tom and your staff as well, for what appears to be an
excel l ent agenda. | look forward to the views of all the

conm ttee nmenbers and the open discussion that takes place.
Thank you.

CHAI RVAN ERICKSON:  Finally, I'd like to turn the
m crophone over for a few mnutes to the Comm ssion's Acting
Chai rman, Jim Newsone. As you know, Jimfornmerly served as
this commttee's vice chairman and 1'd like to thank himfor
his | eadership of this commttee and for his gracious offer
to turn the gavel over to ne.

[ Laught er. ]

CHAI RVAN ERI CKSON:  Jim

ACTI NG CHAl RVAN NEWSOVE: Thank you, M. Chairman.
Certainly, we have a full agenda today and we came to listen
to you speak, not vice versa, so |'ll be very, very short.
| want to thank Tom for his graciousness in taking the
chairmanship of this commttee. | think he's done an

out standing job since he's done so. Certainly, | think
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we' ve got a great agenda today and |I'm anxi ous to hear each
of your thoughts.

W take the role of the advisory commttees
extrenely seriously at the CFTC. The input that you provide
to us on a nmultitude of issues is extrenely inportant. W
know that it's a sacrifice of tinme and resources on your
behalf. W do not take that lightly, and | want to say
t hank you to each of you for taking tinme to be here, and
Tom again, you' ve got a great agenda and | | ook forward to
listening to the discussion today. Thank you.

CHAI RVMAN ERI CKSON: Thank you, Jim [I'd like to
take a few minutes just totalk alittle bit about the
direction | hope this cormittee can take. W all know that
our industry is in a state of profound transition and, as
menbers of this conmttee, you see things on the cutting
edge of this technol ogy-driven innovation.

That's why 1'd like to see you not only lead in
the identification and di scussion of issues, but also in
taking the tinme to nmake neani ngful recomendations to the
Conmi ssion and to the industry. | know this is an anbitious
undertaking and it will require everyone's ful

partici pation, but Acting Chairnman Newsone has done a great
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job in assenbling this group and panel, and |I have no doubt
that you're up to this chall enge.

|"ve got a couple of exhibits, first of all, and
|"mgoing to share themw th you, about what | think this
challenge is and why | think this panel is up to really
provi di ng assistance to the Conm ssion and to the industry
on issues of technol ogy.

|'ve been on the other side of the table. It's
been a few years, hasn't it, Bob? 1've participated in
advi sory commttees and |'ve taken notes on a | ot of
advi sory commttee neetings. | go back to the report that
was issued in 1987 by the Financial Products Advisory
Committee on a topic called "the hedging definition and the
use of financial futures and options: problens and
recommendations for reform"”

That's ny first exhibit. The other exhibit here
at the table is alive and well; it is George Crapple, who
served on the Financial Products Advisory Commttee, and
contributed to this report.

The reason why | turn to this report is because it
had | ong-standi ng value for people like ne. Wen | was

wor king for the National Gain Trade Council in the early
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1990s, the issue of the hedging definition was very
important to resolving a matter that many in this roomwere
part of: resolving the tax treatnment of hedging
transacti ons, whether they be on- or off-exchange.
|'"'mgoing to pass this report along as sonething
that you can take a look at. |'m hopeful that this
conmittee can settle on a few issues over tinme and be able
to come up with some witten recomrendations that wll
withstand the test of tine, as this report has done.

Before we start nowwith the first panel, | would
like to go around the roomsince there are a few new faces
and |l et everyone introduce thenselves briefly and then we'l|
turn to the panel. W'Ill start with Chris.

MR. CONCANNON:  Chris Concannon, VP of Business
Devel opnent at the Island ECN

MR. PETERSEN:. Bob Petersen, Kansas City Board of
Tr ade.

MR. GARDNER: Doug Gardner with Cantor Fitzgerald.

MR. CRAPPLE: George Crapple with MIIburn and
Ri chfield Corporation.

MR DeWTT: I'mCharlie DeWtt. I'msitting in

for Neal Wl koff, Executive VP of NYMEX.
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MR. ARCHI TZEL: Paul Architzel, Division of
Econom ¢ Anal ysi s.

MR. LAWION:  John Lawton, Division of Trading and
Mar ket s.

MR. NASTRO. Charlie Nastro, Lehman Brot hers.

MR. McBRI DE JOHANSON:  Phil Johnson, Skadden Arps.

MR, PAULSON: Brett Paul son, Board of Trade
Cl earing Corporation.

COW SSI ONER HOLUM  Commi ssi oner Hol um

MR. CUNNI NGHAM  Dan Cunni ngham from t he New York
Ofice of Allen & Overy.

MR. LEITNER. Tony Leitner from Gol dman Sachs.

MR. DURKIN: Bryan Durkin fromthe Board of Trade.

MR, JOHNSTON:. Scott Johnston fromthe Chicago
Mercantil e Exchange.

M5. DOWNS: Yvonne Downs fromthe National Futures
Associ ati on.

COWM SSI ONER SPEARS: Conmi ssi oner Spears.

MR, FI TZSI MMONS: Bob Fitzsi mons fromthe new
Nasdaq/ Li ff e Exchange.

MR. BORISH: Peter Borish from Conputer Trading

Cor p.

M LLER REPORTI NG CO., I NC.
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



MR. MLYNARSKI: Hank M ynarski from Broker Tec
Exchange.

MR. McPARTLAND: |'m John McPartland. 1'm an
i ndependent [inaudible] for O earing Systens.

MR GAMBARO. Pat Ganbaro, New York Board of
Tr ade.

MR. ROSEN. Ed Rosen, Cleary CGottlieb.

MR. MOLLNER: Larry Mol I ner, Mariah Trading.

M5. BARONE: Jodi Barone, Interactive Brokers,
substituting for David Battan, who wll be here shortly.

MR. FRIESEN. Richard Friesen, founder and
chairman of ePit. W build electronic exchanges for capital
mar ket s and regul at ed nmar ket s.

MR. HEINZ: Jim Heinz, Marquette Partners.

MR. HORSAGER: Kent Horsager, M nneapolis Gain
Exchange.

ACTI NG CHAI RVAN NEWSOVE: Ji m Newsone.

CHAI RVAN ERI CKSON: Thank you. Let's turn now to
our first panel, which includes Paul Architzel, Chief
Counsel for the Division of Econom c Analysis, who will |ead

us in a discussion of the CFMA as it relates to technol ogy.
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Qur second panelist will be John Lawmton. He's the
Acting Director of the Division of Trading and Markets here
at the Comm ssion, and he'll highlight the industry's
response to the changing regul atory | andscape.

And finally, Phil Johnson, who heads up the
exchange-traded derivatives practice at Skadden Arps, wll
identify sonme of the potential |andmnes in this new
| andscape. GCentlenen, the floor is yours.

MR, ARCHI TZEL: Thank you, Comm ssioner Erickson.
|'"d like to spend a few m nutes highlighting the CFMA and
its role with regard to technology. As an overview,
government has many roles to play with regard to technol ogy.
It can assist in the introduction of new technol ogi es, both
t hrough acts of om ssion and comm ssion. It can take a
hands-of f approach or it can prescribe devel opnment of new
t echnol ogi es.

A hands-of f approach may be seen as the governnent
taking the viewthat it won't control the content of
information over the internet, and it had a lot to do with
devel opment of the internet through its original application

as a Defense Departnent program
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Finally, the governnent can create the necessary
infrastructure to encourage devel opnent by establishing the
rules of the road. For exanple, by establishing the URLs
and the way in which addresses will be used for accessing
the internet.

The CEA traditionally has viewed innovation
favorably and has encouraged i nnovation and technol ogi cal
change. The CEA fromthe 1975 anendnents mandated that the
CFTC encourage conputerized trading. It mandated that the
Comm ssi on have research and information prograns on
conputerized trading and on comruni cations with the idea
that such programs would i nprove regulation. It also, with
the 1992 anendnents, |ooked at having and encouragi ng
electronic audit trails and required the Conm ssion to nake
a study of those.

Now, several years ago, the question arose did the
advent of el ectronic exchanges require a new regul atory
framewor k? The adaptability of a regulatory structure
depends upon the role that technol ogy is playing.

Technol ogy that increases efficiency of current
nodels fits into current regulatory structures and rai ses

di screte issues. On the other hand, technol ogy that changes
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t he fundamental nature of the markets raises nore regulatory
i ssues, which may require adjustnments to the regul atory
schene.

Technol ogy that increases efficiency by adapting
to existing regul ati ons goes back from 1975 right up to the
present. These are sone of the exanples of technol ogical
changes that were approved by the Conm ssion under the
exi sting framework. [|nportant devel opnents include d obex,
the first such systemthat we saw operate. John Lawton w |
be tal king nore about that next.

On the other hand, technology that nodified the
basic systemthat we have in the industry created nore
chall enges to the regulatory structure. An exanple is
Fut ureCom which was approved by the Conm ssion on March 13,
2000. FutureComis a disinternedi ated exchange. However,
because of the regulatory structure of the Act, participants
on FutureCom were deened to be nmenbers and thereby fit into
the current regulatory structure. But in this event, what
occurred was that the business nodel had to adapt to the
regul atory structure, which no |onger could adapt to

accomodat e t hat change i n busi ness nodel.
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Sonme ot her ideas that have been tal ked about that
woul d have created problens for the existing Cormodity
Exchange Act, in addition to disinternediation include
product custom zation, uncoupling of services (i.e., trade
execution and clearing), the change in the business form of
the entities that are the exchanges (from nutual
associations to proprietary fornms of corporate businesses),
and finally increasing globalization.

As a response, one of the goals of the Staff Task
Force on the New Regul atory Framework was to address
directly sonme of these new technol ogi es and new forns of
doi ng business. This task force report was a predecessor to
the CFMA itself.

An identified purpose of the CFMA is to pronote
i nnovation for futures and derivatives trading. The CFNA
adopts both approaches, both the approach of om ssion and
commi ssion. For exanple, it provides for discrete
t echnol ogy-defi ned provisions and basically a hands-of f
approach with regard to certain instrunents.

Wth regard to the regulatory structure for the

futures and options industry, it provides a nore technol ogy-
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friendly infrastructure using a diffused approach and
generally restructuring regulation of the industry.

Wth regard to OTC derivatives, the statutory
excl usions or exenptions generally pernmt new technol ogi es
to devel op free of government interference, and they do so
t hrough di screte provisions based on specific types of
t echnol ogy.

Now bil ateral transactions are excluded if not
executed or traded on a trading facility. And bilateral
transacti ons on exenpt commodities which are subject to
i ndi vi dual negotiation again are excluded fromthe Act, if
not executed or traded on a trading facility.

"Trading facility" itself has within it a discrete
definition which is technology bound. A trading facility is
a facility on which bids and offers are open to nmultiple
participants. It does not include by definition an
el ectronic trading facility that enabl es negotiation of
bil ateral transactions through conmuni cati on and not from an
interaction of multiple bids and nultiple offers within a
predet er mi ned non-di scretionary automated trade-natching
al gorithm Those words thensel ves affect what kind of

technology will fit within this exclusion.
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There is also an exclusion in the Act for
el ectronic trading facilities. Electronic trading
facilities are excluded if tradi ng excluded comodities by
eligible contract participants on a principal-to-principal
basis. An exenpt commercial market is one where eligible
commercial entities trade on a principal-to-principal basis
on an electronic trading facility.

There are a nunber of requirenments that attach to
trading on such a facility. Interestingly, requirenment nine
provi des that the Conm ssion should have el ectronic access
to the transactions on the facility or, as an alternative,
such other reports as the Comm ssion requests. |It's clear
fromthe legislation that the preferred means of fulfilling
this requirenment is through el ectronic access.

An el ectronic trading facility, one which is
eligible for the exclusion, is a trading facility that
operates on an electronic or tel ecommunications network and
mai ntains an automated audit trail of bids, offers and the
mat chi ng of orders. Again, by definition, the technol ogy
will have to follow the definition in order to qualify for
the exclusion. The regulatory framework applicable to the

futures and option industry encourages technol ogi cal
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i nnovation both by specific reference within nore general
requi renents and al so by encouragi ng new t echnol ogi es

t hrough provisions and | anguage t hroughout which tend to be
t echnol ogy neutral .

The overall structure for regulation in the
regul ated industry is to have tiered regul ati on based on the
nature of the comodity and the trader, with separate
regulation and flexibility regarding trade execution,
internmediation and clearing, and flexibility through core
principles regarding trade, technol ogy, disinternediated
mar ket s and busi ness structure.

The regul ation of market tiers and separate
functions enhances innovation in a nunber of ways. It
provides a wi der regulatory tenplate and nore precise
identification of our regulatory interests so that the
regul atory structure can foll ow changes in the business plan
and the introduction of new technol ogi es rather than vice
versa.

The greater variety of market structures can be
accompdated with regard to ownership structure, trading
technol ogy and use of intermediation. This reduces barriers

to entry. The Act provides that a DIF, a recogni zed mnarket,
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can list on that facility voluntarily instrunments or
transacti ons whi ch otherwi se m ght be excluded or exenpt
from Comm ssion regul ation, thereby offering new entrants to
the market the opportunity to obtain recognition fromthe
governnment, thereby enhancing their credibility.

Core principles better acconmopdate design
variation. They permt greater flexibility in the nmethod of
neeting regulatory requirenents. Differences are expected
rat her than seen as obstacles to conpliance, providing an
opportunity for reciprocal international arrangenents for
recognition. This has the potential to greatly ease
i nternational access for markets, sonething that is
i ncreasingly inportant in our global econony.

Now, the CFMA did change sone of the drafting in
t he Conm ssion's original rulemaking and, in our
i npl ementing regul ati ons, the Conm ssion has proposed to
address sone of those drafting issues.

In particular, the CFMA provisions did not cover
di sinternedi ated markets to the sane extent that the
Conmi ssion's rules, the initial Comm ssion rules, did. The
Comm ssi on has proposed to interpret the Act to provide, for

exanple, with regard to disinternedi ated markets, that
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di sci plinary procedures can be satisfied by denial of access
alone. This is different fromthe way markets that use
internediaries work, and it's an inportant infrastructure
change that needs to be accommodated in order for

di sinternedi ated markets to have the ability to be self-
regul atory organi zations. |In addition, the Comm ssion has
proposed by rule that, where there is not an internediary,
the market itself takes on the role of the FCM or other
internmediary for certain purposes, including service of
process to foreign participants, identification of account
orders, and for position reporting information.

A second area where the Conm ssion has proposed
rules to further the goals of the Act relates to proprietary
mar kets. The Conm ssion has proposed a rule providing that,
with regard to proprietary markets, the facility's owners
nmust nmeet a fitness standard, the sanme as nenbers currently
are required to neet fitness standards for nenbership
associ ati ons.

Finally, there are a few outstanding issues which
have yet to be addressed. These are inportant issues which
wi |l becone increasingly inportant as we nove forward. The

first is--and these all relate to or at | east both relate to
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renmote access--the first is when is the trading facility a
U S facility? This becones an increasingly inportant issue,
particularly as we get to the separation of functions where
the trade execution facility may be | ocated in one
jurisdiction, the clearing facility may be |l ocated in

anot her, and the actual hardware may be | ocated in neither
of the above.

The second issue becones what are the regul atory
status and responsibilities of the point of entry into the
systen? |s the portal acting as an introducing broker to an
FCM whi ch has the order execution mechanisn? 1Is it sinply a
technol ogy provider with the responsibility for customers
residing further upstreanf

These issues may becone increasingly conplicated,
but they are also issues where we need to set the groundwork
so that people know the rules of the road in order to
further these business nodels.

Thank you for your attention.

MR. LAWION: Thank you. To address ny assigned
topic, which was Past, Present and Future Exchanges:

Regul atory Issues, | thought I'd proceed in a chronol ogi cal

order, touching on sone of the exchange el ectronic trading
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systens that the Conm ssion has reviewed in the past, sone
of the particular issues that were raised by those systens,
and then noving on to sonme of the issues that the Comm ssion
is currently facing as well as sone that we nay be seeing in
t he near future.

"1l try to give a flavor of sone of the kinds of
i ssues that have conme up. | won't try to address all the
systens that we've reviewed or all the issues that we're
confronted with regardi ng each of those systens.

The first electronic trading systemthat the
Comm ssion reviewed was the CVE d obex System The
Comm ssi on approved d obex rules back in 1989. In nmany
ways, that G obex review forned a tenplate that was used by
the Comm ssion in |later proposals and, in fact, in the |1 0SCO
principles that were adopted internationally.

The Conm ssion | ooked at a whol e range of issues,
nost of which cane up, which have cone up over and over
since that time, such as who can have access to the system
how does the trading algorithmwork, howis financial
integrity maintained, howis operational reliability

assured?
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One issue that was very inportant at that tine,
but is just of historical interest now was that, when the
A obex proposal was put out for public comrent, there were
some commenters who expressed the view that electronic
trading per se was not permtted under the CEA and that
essentially open outcry was mandated. In addressing this
comment, the Comm ssion actually noted that bl ackboard
tradi ng had been permtted for many years, and essentially
took the position that electronic trading, particularly when
it used a sinple price-tine algorithmsuch as G obex, was
basi cal |l y bl ackboard trading through a conputer with the
conput er perform ng the function that the exchange enpl oyee
had previously performed. Again, as | say, that's sinply of
hi storical interest at this point.

Anot her systemthat was reviewed after G obex was
t he Chi cago Board of Trade Project A system and another one
was NYMEX Access. Those were both in 1992.

One issue that Project A raised was the extent to
whi ch an order execution algorithmmy vary froma straight
price-time priority system And with that particul ar
system they had certain priorities that were given and

certain order allocation execution rules that were different
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fromstraight price-tine priority and the Comm ssion found
that those were acceptabl e under the Act.

A particular issue that cane up in connection with
t he NYMEX Access system was whether certain restrictive
covenants that mght be entered into between an exchange and
its service providers were perm ssible under Section 15 of
the Act, which requires the Comm ssion to take into
consideration the antitrust laws. Again, the Commi ssion
found that those particul ar agreenents were acceptabl e.

In 1998, the Conm ssion approved the Cantor
Exchange. One uni que aspect of that particul ar proposal was
the role of term nal operators who perforned certain
brokerage activities in the cash market, as well as certain
order entry activities in the futures market.

Last year, the Conm ssion approved three
el ectroni ¢ exchanges: FutureCom the Merchants’ Exchange of
St. Louis, and OnkExchange (OnX).

Futurecom as Paul nentioned, was the first
i nternet - based exchange approved by the Comm ssion. One
i ssue that was raised by that was the security of the system
and the equality of response, or the differential of

response tinme potentially, anong different participants.
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Basically those issues were essentially addressed by
di scl osure because they couldn't guarantee on an internet
exchange that they would have equality of response tine.

As Paul nentioned, another novel feature of the
Fut ureCom proposal was the |ack of internediaries. All
participants in the FutureCom system woul d essentially be
sel f-executing and self-clearing. On the trade practice
side, this, of course, elimnates nany concerns that
typically come up with regard, for exanple, to tradi ng ahead
or sonme sort of unlawful disclosure. There is, of course,
still a potential that someone even on a disinternedi ated
systemmay commit fraud and may engage in mani pulation. On
the financial integrity side, a self-clearing systemraises
new i ssues. Essentially, the way FutureCom addressed those
was to install a credit filter on the system which woul d
require that, before an order could be executed, they would
check to see whether there was sufficient margin in the
account on deposit and, if there weren't, then the order
woul dn't be sent to the trade matchi ng engine.

Fut ureCom was approved by the Conm ssion | ast
March subject to a nunber of conditions. One was that a

third party audit of the system be conpl eted before | aunch.
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This has not actually been done and the system has not yet
started trading.

Moving to the Merchants’ Exchange of St. Louis,
this was approved by the Conmmi ssion last July. An issue
raised in connection with that application, again touched on
in Paul's presentation, was that the actual matching
conputer was |l ocated in Toronto. The Conm ssion did receive
witten representations fromthe operator that the
Comm ssi on woul d have access both to the system and the
records generated by the systemin the same way that it
woul d have access if the systemwas |ocated in the United
States. So again the Commi ssion did approve that approach.

Anot her novel aspect of the Merchants’ Exchange
system was that the exchange contracted with NFA to perform
its conpliance functions. This is an approach that we
expect to see nore of in the future. W understand there
are a nunber of exchanges that have had di scussions with NFA
in that regard. One thing that should be noted is that,
when an exchange contracts with a third party to carry out
any of its self-regulatory functions, the exchange does

continue to remain responsi ble under the CEA for the proper
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execution of those functions. Now, the Merchants’ Exchange
has commenced tradi ng, but volune has been pretty light.

A third exchange that was approved by the
Comm ssion | ast year was OnX, which was approved | ast
Decenber. It, in fact, was the first exchange approved
under the CFMA. Staff had been prepared to recommend
approval under the old provisions of the Act and the new
CFMA was approved right at the end there, and so the staff
actually was able to adjust the recomendations to fit under
t he CFMA provi sions.

Again, OnX woul d be internet-based. There access
would be limted to eligible contract participants, not
retail. Again, there would be no internediation and agai n,
as we nentioned, NFA would performcertain conpliance
functions. Another aspect of OnX was that was the first
clearing corporation that was designed as a designated
cl earing organi zation under the CFMA. In this case, there
is no, as | nmentioned, internmediation. So all participants
woul d be self-clearing. And again, as was proposed with
FutureCom in this case there would be a filter which would

require that, before a trade could be executed, there would
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be an automatic check to see if there was sufficient margin
in the system Again, OnX has not yet |aunched trading.

There are two applications for designation as a
contract market that are currently pending. One is
Broker Tec and one i s one HedgeStreet.

Br oker Tec, as you know, is owned by a nunber of
maj or brokers and broker dealers. |'msorry--banks and
broker dealers. And as you know, BrokerTec already operates
a cash market trading system As with sone of the others,
Broker Tec intends to contract with NFA to perform sone of
its SRO functions (self-regulatory organi zation functions).
Comm ssion staff has been working with themand is fairly
close to conpleting its review of that proposal

The ot her pending application at this tinme is from
an operation known as HedgeStreet. This would be an
i nternet exchange. They are proposing some uni que contracts
based on contingent events. | won't go into the details of
the contracts. They're very interesting, and they're
different fromanything we've seen. One thing that | wll
say about themis that they would require full paynent.
There is no | everage involved in these contracts. One issue

that is of interest to this group that has arisen in
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connection with this application, and which we may see as a
recurring issue, is that, although HedgeStreet has very well
t hought - out rul es and procedures, it does not have a
functional trading platformat this time. And the issue is
basically that the Comm ssion in the past, going back

t hrough the previous exchanges that | have nentioned, has
not required that exchanges have a fully operational system
before they're approved.

Going all the way back to d obex and goi ng through
nost of the other ones that |'ve nentioned, the |aunch date
generally was fairly well after the approval date, which
al l owed the systenms to engage in appropriate testing before
they actually went live. It remains an open issue as to how
far in the devel opnent process one nust be before the
Comm ssion can actually approve the system and HedgeStr eet
is an exanple of where we're grappling with trying to decide
where the line should be drawn. For exanple, one could
probably say that, at a mninmum there would have to be sone
detail ed design specifications as to how the system woul d
wor K.

Looki ng forward, the staff has had di scussi ons

with a nunber of entities that are contenplating doi ng
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electronic trading. As Paul nentioned, the CFMA certainly
provi des a nmuch nore extensive nenu of choices than was
previ ously avail able for what regulatory box you want to be
in.

It is interesting we have not had any DTEF or EBOT
notices as yet. Most of the entities that we have had
di scussions with seemto be leaning at this tinme toward the
contract market category, although, of course, a |ot of
peopl e haven't shown their hand yet, but they have indicated
that nay be where they are leaning. It seens to be that the
ability to open a market to all kinds of participants and
all kinds of products seens, at |east in sone people's
m nds, to outweigh the lighter regulatory touch that is
avai | abl e under sone of the other proposed regul atory boxes
t hat you can go in.

In conclusion, | would say, though, that there is
a lot of interest out there, and you can't predict at al
where people are going to end up.

MR. McBRIDE JOHNSON: M. Chairman, | have been
asked to identify some glitches in the systemas a result of
the new statute. 1It's not easy to find them | think that

t he Comm ssion and Congress have done a terrific job of
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creating flexibility in the process and, the way the
technol ogy is changi ng these days, it was not a nonent too
soon.

The first observation | have is really nothing
nmore than a glitch. The fraud rule as it now applies to
futures trading--it's not true of options, but it's true of
futures--only prohibits an internediary from defraudi ng the
customer, one of his clients, if these markets becone
di sinternediated so that there is no mddleman. There is
al ways the possibility that one end-user will figure out a
way to stick it to another end-user, and there is nothing in
the federal statute at the nonent that the Comm ssion
adm nisters to deal with that particular set of facts.

Now, maybe there doesn't need to be. How many
dozens of fraud laws are there all over the country already
t hat coul d be used--these are consuners, renenber--that
could be used for the purpose, but it is a gap in the
regul atory fabric for this particular agency. It will be up
to the Comm ssion to decide whether there are plenty of
remedi es on the books al ready or whether sonething should be

done in that regard.
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Far nore interesting fromny perspective is how
t he technol ogy changes the capacity of these new
institutions to engage in what | grew up to understand to be
self-regulation. And to explain the situation, | need to
point out two things. It is not really changes in
technol ogy that create the problem|'mgoing to describe.

It is that the changes in technol ogy get peopl e thinking
about restructuring the nature of their markets. And it is
the restructuring of those markets that creates the issue
that | want to discuss.

Let's go back to the traditional exchange. What
was it? It was created by market participants, owned and
controlled by nmarket participants. They set the rules, they
pi cked the contracts, they decided who was com ng in and who
was goi ng out the door, they had full control over just
about everything, but they also had two other things that
were critically inportant.

One, they had equity in the institution. And for
sone of them it was the nost valuable asset their famly
possessed. For others, if they were good, they could derive
income fromtheir participation on the market that m ght

even be in excess of the value of their nmenbership on an
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annual i zed basis. So it was their career as well. Those
are powerful incentives to behave or, if you don't, to take
your | unps.

The second nodel would be the el ectronic trading
platform publicly held, run by a nanagenent teamthat
probably doesn't trade and never has had an interest in
trading, but requires internmediation. This nmeans that the
exchange will not accept an order directly from any
custoner. It nust cone through soneone, and who is that
soneone? It's sonebody that the exchange itself has had to
vet. They |ook at the bal ance sheet. They |ook at the
hi story of disciplinary actions. They go through the sane
process virtually that one would do with a nmenber in the old
cl assi c exchange environnment. And often they're called
menbers. An exanple of this nodel would be the OM G oup
exchanges in Stockhol mand London. The nost inportant thing
to remenber here is that, while they have no equity and
there is no seat that is up for grabs if anything goes
wong, they are the gateway to that market. They have a
franchise that is extrenely valuable and, for that reason

we can expect themto behave or, failing that, to take their

| unps.
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Now, let's go to the third nodel, which is the
second nodel with one difference: Internediation is not
required. Maybe it's not allowed, but at least it's not
required. Now, we have public sharehol ders electing a board
of directors, choosing managenment, none of themin the
trading community at all, making all the critical decisions
internally as to what's going to trade, what kind of
busi ness standards are going to be applied. And the narket
participant is out there sonewhere in the desert on the
ot her end of sonething called a subscription agreenent or a
i censing agreenent or a user agreenent, and has no contact
or association with the institution other than the fact
that, like you and ne, we're custoners of the tel ephone
conpany.

In that environnent, the only thing they have at
stake economcally is their trading privileges, which may or
may not be valuable. 1In all likelihood, this is not their
full-time career, could be, but not necessarily. So there |
am on the managenent teamand | find a problemin the system
and | find who did it. | wite hima letter and | call him
tell himthat I am sunmoni ng hi m before the exchange for the

pur pose of showi ng cause why he shoul d not be put under

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



certain restrictions on his trading activity, why he should
not be fined up to $100, 000, and why he should not be
censored by the institution and bl ackbal |l ed forevernore.
And he receives this letter and he says thank you very nuch
for your letter of such and such a date, saying what | just
said. End of paragraph. New paragraph. Please be advised
| quit.

Now what can the exchange do in that situation?
It can becone a collection agency. Wn't the sharehol ders
and the venture capitalists be happy about that. It can
ei ther go out and becone a litigating goon, chasing after
every one of these subscribers who m sbehaves and then
doesn't do what you've said to do in terns of punishnent, or
you're going to let themgo--and, in all Iikelihood, you're
going to Il et them go because, | ook at the cost-benefits of
the alternative, it doesn't seemto nmake nuch sense.

So there is a lot of credit to be given to the
fact that the Comm ssion and the staff have now said that,
if you have an environnent |ike that, then term nating
access to the systemis a sufficient response to a

di sciplinary violation
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There's a little bit of a problemin the system
for this reason. It says that, if the party being
di sciplined is not a nenber, then you can throw them off the
systemand that's sufficient. Unfortunately, while that
accommodati on was bei ng nmade, soneone else was rewiting the
definition of a menber in the statute. And now it says it's
not only soneone affiliated with the exchange through
ownership or whatever, but it's anyone who has a right to
trade on the facility. So in a circular sort of way we're
back to the point where every one of these subscribers in
Aurora and in Moscow, every one of them has now becone a
menber agai n because he has trading privileges. So that's a
glitch. Something should be done about that.

Another area that is related to this where | think
t he sane accommodation is needed is that, if one flips from
t he di sciplinary proceedi ngs side where this accomodati on
has been nade back to the investigative |evel, the
expectation of the Comm ssion fromits pronouncenents is
that one wll have the ability to collect all the
information, review all the data, and get whatever testinony

and i nput you need to conduct the investigation.
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Now, there are two reasons for that. One, it's to
verify that there is, in fact, sonebody policing what's
going on out there, but the other is that this is a very
good sort of audit trail or record that the exchange is not
in some way or another treating the subscriber unfairly,
rail roading himout of town, comng up with trunped up
charges, et cetera. |It's the evidence that the exchange
acted reasonably.

Because of the fact that the current requirenent
is that you have the ability to get all of this done, let's
go back to nmy letter. Dear M. So and So: W have been
authorized to conduct an investigation into your affairs and
we ask that you provide us with your books and records with
respect to activity on this exchange goi ng back to such and
such a date. W also invite you and request that you cone
in for an interview so that we can |ook further into this
matter.

Dear M. Johnson: Thank you very much for your
letter. Please be advised that | quit. So the very sane
probl emexists in the prelimnary phases of the disciplinary
process that would occur at the very end of it. |In fact,

it's unlikely that anyone woul d make the investnment in
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cooperating in an investigation that had no intention of
t aki ng the consequences on the head.

So in these nodels it is just as a practical
matter inmpossible to replicate the self-regulatory prograns
as | grewup to knowthem |In the case of FutureCom |
often make the comment that one of the requirenents is it
nmust have disciplinary comrttees, and the owner is a man
naned Wlliam O Brien, and all | said to soneone--1 think it
m ght have been to Paul or soneone--is | sure hope that Bil
has a big famly because you can't even popul ate the
infrastructure for this sort of thing. You can't have a
di sciplinary commttee.

The sharehol ders aren't going to do it. Colin
Powel | is a shareholder in ny conpany. He's not going to
come in to sit on the business conduct conmttee, right?
And I'm not going to expect ny managenent to do it either.
Soit's avery ill fit. 1In a sense, it's the only real--
what |1'1l call huge--policy adjustnment | think that the
Conmi ssion needs to nmake in this new environnment which, as |
say, is driven not so nuch by the technol ogy as by the
i npact that technol ogy has on the restructuring of the

busi ness.
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And those are ny comments. Thanks.

CHAI RVAN ERI CKSON:  Thank you very much. W' ve
got a few mnutes if anybody would like to question the
panelists on either what the | aw neans or what | andm nes
there may be out there. Any questions?

MR. LEITNER |'ve got a question for Phil.

CHAI RVAN ERI CKSON: Pl ease, Tony.

MR. LEITNER. Phil, if | understood your thesis,
you have a concern that there is a regulatory gap--is that a
fair statenent--in regard to the disinternedi ated exchanges?
D sinternmedi ated markets? In terns of something the
Comm ssion should actually do to fill that?

MR. McBRIDE JOHNSON:  No, |'m suggesting--1 would
suggest if anyone were asking nme for solutions rather than
probl ens--1 woul d have suggested that this Comm ssion itself
should step in to the extent investigations are required.

To the extent that enforcenent proceedi ngs are necessary, |
woul d suggest that the Conmm ssion use its own existing
authority.

MR LEITNER  Sone of these nodels and what the
technol ogy can do pronpts ne to at |east share the thought--

and 1'd certainly love to hear fromthe new exchanges out
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t here whether they agree or disagree--that because of the
ability of the technology itself to set the terns of trade,
it my be |less possible to gane the systemthan an open
envi ronment where the rules are not set.

In other words, in addition to having filters that
are credit filters, it is possible to have, depending on
exactly how you set up the terns on which people
participate, you can make it nuch nmore difficult for
problenms to occur. So | guess one question is whether or
not the self-interest of the parties investing in creating
these vehicles isn't itself a sufficient incentive to
protect against--through the technology itself and the very
systemthat they're creating--to protect against the
possibility for m suse of the system by trading
partici pants.

M5. DOMNS: |'d al so pose another question. |
actually think it creates the scenario, if you | ook at eBay
out there where they actually didn't do anything and al | owed
everybody access, and they have now gone the other way and
set up a self-disciplinary process for good business
reasons, so that as people want to use the system they have

a way to prevent people fromparticipating as well as
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potentially collecting noney fromthem under those scenari os
because they are harm ng other users of the market.

So as much as you think disinternediation can send
yoursel f away fromself-regulation, | actually think it's
gone the other way in the actual marketplace out there.

CHAI RVAN ERI CKSON:  John.

MR. McPARTLAND: | have a technol ogy point, not a
regul atory point. | was surprised at Paul's last slide in
that | can renmenber when the Conm ssion used the venue of
the investor to determ ne whether the Comm ssion would apply
its regulations, and the |last slide he's got is when the
trading facility is inthe US. It's possible to have a
trading facility in the U S. and all the investors in
Canada, and whet her the Comm ssion would elect to apply its
regul ations to the trading facility because the trade-
mat ching engine is in the United States is sonething that
one could argue wth.

The real point that | want to nake is that there
is technol ogy out there now - XOBJEX, Jini, SOAP Technol ogy- -
that if you think of clearing as 128 sequential processes,
it allows those processes to take place on the internet.

Process nunber 117 could take place in Karachi, and to
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know ngly place yourself in a position where the application
of regulation turns on the venue of where the process takes
place is not a position where | would know ngly place
nysel f.

When this conmttee gets together five years from
now, we'll be talking about things like this and finding
that there is a large process that takes place in six
different countries. | would say go slowy in giving
yoursel f--1 wouldn't use that criterion as the criterion to
determ ne the application of regul ati on because the passage
of time is going to make it increasingly difficult to
determ ne where the processes actually take pl ace.

CHAI RVAN ERI CKSON: Wl |, thank you very rmuch.
Yes, Larry. No, Ed.

MR. ROSEN: | thought that Phil's remarks were
intriguing. | amjust wondering whether the question of
whet her the equity in the seat versus the potential |oss of
privilege of trading is the greater sanction in terns of
i nduci ng good behavior, if you |ike, and conpliance on an
ongoi ng basis with an exchange's rules. |'mjust wondering
whet her there is any lesson in the behavior of |essees or

| i censees versus seat owners in that context because they
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don't have the sanme equity at stake as the owner of the
seat .

| just point out one thing. 1In the--1 think this
is public--context of the BrokerTec application, we were
al so somewhat concerned about that issue, and the way that
we determned to address it was to require that nenbers
having trading privileges on the exchange post a bond which
could be used to satisfy the disciplinary sanction. | think
it mght very well depend upon the nature and the inportance
of the market as to whether the access, the privilege of
access, is enough really to induce ongoi ng good behavi or.

CHAI RVAN ERI CKSON:  Scott.

MR. JOHNSTON: Scott Johnston talking. [1'd also
ask Phil along those sane |ines whether this strong |inkage
bet ween an exchange nmechani sm and a cl eari nghouse nechani sm
if those two are bound tightly together, whether that has
any credit relationship to FCMs in order to get a custoner
to conmply. If | have a credit relationship with the FCM who
inturn has a credit relationship with that custoner, does
that provide any nore rul e enforcenment power?

MR McBRIDE JOHNSON: | think nost of the credit

support in that context is for trade |osses rather than for
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di sci plinary outcones. |'mnot aware of any clearing houses
that stand behind their nmenbers quite that thoroughly. So
|*"mnot sure that | could find a connection.

Ed is absolutely right. Again, let's talk about
career risk. Basically that's what |I'mthinking of--in
terns of you' ve got the seat out there and it may be rising
or falling in value. Unfortunately, sonme are falling in
val ue these days, but that doesn't nmean you can't still nake
a very, very attractive living on the floor or maybe on the
screen, but | would expect that in the environnent of a
di sinternedi ated el ectronic market with not 500 maj or
custoners but nmaybe ten or 20 mllion people tradi ng because
it's so nmuch easier now to do and the access is so nuch nore
liberalized, that there will be many, many people on the
systemin the future that have not been traditional
participants who will be on there as much for the
recreational value of it as anything el se and m ght just
want to take a punt at something for the pleasure of
annoyi ng soneone |i ke the hackers do. So | think the risk
may be up a little bit.

CHAI RVAN ERI CKSON: Ckay. Wiy don't we concl ude

t hat di scussion for the nonent, at |east naybe until the
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wr ap-up di scussion on priorities. And thank you all for
your presentations. | appreciate it very nuch.

Let's turn nowto a discussion of--1 guess this is
a followup discussion on order routing. Qur next speaker
this afternoon is Yvonne Downs, who is the senior vice
president for conpliance at the National Futures
Association. She will be briefing us on the guidance that
NFA is developing with regard to supervision of the use of
aut omat ed order routing systens.

This topic has gotten a lot of airtime. At the
| ast neeting, it took up a fair anmount of tinme. And I for
one am encouraged to see sone novenent on this issue and
| ook forward to the presentation and the discussion.

Wl cone, Yvonne.

M5. DOWNS: Thank you. We have been |ooking at a
topic that | know that came up several years ago, and | know
the CFTC put out proposed rules at one tine on automated
order routing systens and then w thdrew t hose rul es.
think it's interesting that we're back here tal kinng once
agai n.

Wth the advent of technol ogy, we have taken a

hard | ook with a whole variety of people in the industry,
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bot h the exchange representatives and many of our FCM
representatives. W've even brought in what we call |SVs,

or independent service vendors, that supplenent the industry
in many of their activities, to try and cone up with best

gui dance, if you will, on how to handl e aut omated order
routi ng systens.

And again, trying to keep with the thene that we
need a lot of flexibility out there for all the different
forms of technology, but at the same tinme trying to provide
sonme formof standards for the types of things that are
necessary to pronote business but al so ensure that custoners
get treated fairly in these systens.

W' ve kind of come up with a direct gui dance which
we brought today. |It's not conplete, however. It wll be
conpleted wthin the next couple of weeks. So we apol ogi ze
for giving you a draft. W have one area that we're just
refining one nore tine.

The supervision goes into a couple of different
areas. It covers the area of security and tries to |ay out
that we need to address that issue if you' re using automated
order routing systens. It tries to stay away fromthe type

of mediumthat's being used in technology. But again, going
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back to the business issues associated with using automated
order routing systenms, and addressing things such as
passwords or other types--1 use passwords because it's such
a well-known term-but if you |ook at the guidance, we al so
tal k about other types of certification of that security.
We tal k about firewalls and tal k about just how you verify
who are the users of your system who's actually accessing
that system and what you're doing to address nmany of those
issues if it beconmes inactive, those kinds of things.

So we suggest the industry take a hard | ook at
sonme of these issues. W think it affects everyone, and we
know that we want to provide sone flexibility, but we'd |ove
any input anybody's got since we believe very much that
automation is going to continue down this path, and it's
really going to be a question of how close to the engine do
you | et your custoners get. And what are the roles they're
all going to play?

W also tried to deal with the issue of capacity,
both froma processing perspective of what disclosures are
necessary, as well as performance on the systens and how you
test performance. | know that, in the equities world, there

was a firmthat was having a lot of difficulty with order
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routing and got fined recently and that should pronote
everybody to take another hard | ook at capacity and how
you're servicing customers.

W al so | ook at the issue of redundancy and j ust
how nmuch redundancy is necessary. |'ve heard the argunents
both ways. Let the custoners decide how nuch redundancy
t hey want and need based on costs; and then |'ve heard the
ot her side, how do you ensure that your systemis up and
operating on a consistent basis. So we've tried to address
sonmewhat the issue of redundancy.

And then | think probably the touchiest area in
all of this was trading controls, and this is just what do
you do when a custoner places an order. Depending on how
sophi sticated that custoner is, do you need sonething that
verifies what he's doing before he enters it? | know on
this agenda we have sone things dealing with errors and "fat

fingers” and | think everybody has now seen technology in

action--and it has its pros and its cons. | think the pros
are it does provide speed of access. | think the cons are,
believe it or not, there get to be nore errors and, | think,

costlier errors.
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So we talked a little bit about trading controls
and focused on the issue of the sophistication of the
custoner. (bviously, the nore sophisticated the custoner,
the nore it's necessary for you to have a hands-off approach
because they need speed and they are going to be going
across many nmarkets. Wth the | ess sophisticated and
certainly the retail business--which is one of the things |
t hi nk everybody that |'ve talked to at many of these new
exchanges--al t hough they like the different categories that
are provided under the new CFMA, everybody is setting
t hensel ves up so they can do retail business just in case.
So that being the case, filters becone very critical in that
process, and we are recommending, if you're dealing with a
retail base and they aren't sophisticated, that there be
filters on the front end before those orders actually go
i nt o engi nes.

So that's the nature of the different guidance and
it is just, again, nmeant to be best practices, but it is
meant to try and begin the concept of standardization. And
|'"d like to put that out for this audience. W did not deal
wi th standardi zation but, as we add technology to reduce the

cost to allow for all these interactions of all the
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different types of technology that people want to interact
with, I think it begs the question of standardizati on.

| know t hat beconmes a have and have-not situation.
| f you think you' ve set the standard, then you're in the
have category and you |li ke the standards that are being
proposed. If your systens aren't neeting those standards,
you're in the have-not category and then what do you do?

My proposal is that we really as an industry
address the question of standardization. W want to reduce
the barriers to entry so that we can do all these new
products. Everybody wants to trade. In ny opinion, we have
to get to standardi zation to get there.

| asked the question of where the equities narkets
fit into that question. | have heard for years of the FIX
standard that's out there as a protocol and, as nuch as
everybody says that's a great standard, |'ve actually heard
that there are six or eight versions of that standard. To
nme, six or eight versions of sonething is not a standard.

So I'd ask this audi ence where you're going on the question
of standardi zation, and | hope that we can cone up with sone
solutions so that everybody gets to grow this business in

t he manner that everybody would |ike.
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CHAI RVAN ERI CKSON:  Thank you very much, Yvonne,
for teeing the issue up again, and | amsure there will be
no shortage of discussion. 1'd open the floor to anyone
wi th specific questions. Bryan.

MR. DURKIN:. Yvonne, | appreciate what you' ve put
forth to the group and amvery interested to hear what the
NFA's thoughts are with regards to security and access.
think we all know that this is a major issue for many of our
firms today in terns of how do we pronote the business and
how do we not put too many handcuffs around access and speed
in the ability to execute trades, yet we've all fallen prey
to problens in ternms of just how wi de open you allow that to
be.

When you tal k about automated order routing
systenms, what is the NFA's feeling with regard to using a
group user IDto be able to cone into a trading engi ne?

M5. DOMWNS: | think that's a very interesting
issue, and | think it depends on how far away fromthe
engi ne you al l ow access and who gets direct access and
whether it's internmedi ated or not.

Interestingly, in all our discussions in |aying

out gui dance for automated order routing systens, even the
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nost sophisticated users if they have direct access to your
engi ne--people felt there needs to be real-tine nonitoring
of that activity, whether or not you actually have filters,
because there are tines where people, even sophisticated
peopl e, should have direct access but sonetinmes they make
m stakes. So how do you address just the ability to have
access and provide for that speed and sophistication, and at
the sane tinme make sure that you don't unintentionally
execute orders that cause potential price manipulation or
certainly lack of transparency in systens, is an issue we
all westle with on an everyday basi s.

So | think we're just suggesting that everybody
focus on it and come up with some procedures, and | think we
do need sone standards.

MR. MOLLNER:  Yvonne, when you were doi ng your
work on capacity, did you | ook into connectivity and any
ki nd of standard screen or wi ndow or real-tinme nmechanismfor
letting the client know that he was actually connected
and/or that his order went through?

M5. DOMWNS: Yes, we did | ook at many of those
different issues, and one of the reasons it's not here is

because there's a |lot of disclosure that people want to use
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as opposed to setting a mnimum | think we will definitely
in our next guidance talk about disclosures. |'mnot sure
we will set a mninmm

And | think that this industry needs to | ook at
t he question of whether there need to be sonme m ninuns. |
think the equities industry is a little farther ahead on
that, and they have begun to set a m ni num standard out
there. | think that we're all enbracing new t echnol ogy, but
| think we need to really focus on what's happeni ng in other
i ndustri es.

CHAI RVAN ERI CKSON:  Charl i e.

MR. NASTRO. | intend to comment a little bit on
what Yvonne said in ny presentation, but there is a real
i ssue out here and it's being touched upon as the AORs, but
pretty nuch all the ones that we've dealt with have limts.
What don't have limts are the exchange engi nes and so the
menbers who are out there who are trading directly on
systens, whether it be Eurex, a/c/e, the Chicago Merc, there
are no limts. There is no risk managenent.

And that's an exposure that is systemc to the
systens that are currently in place. But when | speak,

maybe 1'1|l nmention sonme other issues around that.
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M5. DOMNS: Can | just add one point to that?
agree with you that sonme of the engines don't have it but,
even the ones that do, people aren't using themto their
fullest.

MR. NASTRO. Right, right.

M5. DOMNS: And | think that's another piece
that's necessary.

MR LEI TNER: Tom

CHAI RVAN ERI CKSON:  Tony Leitner and then Phi

Johnson.

MR. LEITNER A couple quick points. First of
all, Yvonne, thank you for taking the initiative to do
sonmething like this. | think it's a brave endeavor, but the

fact of the matter is that these order routing systens are--
in many cases are--in fact, giving Sunday drivers a Ferrari,
and that does raise really a nunber of issues that can
happen.

It strikes me that--and since |'mhere as sort of
the securities guy nore than the futures guy, at |east |
t hi nk for purposes of why I'mhere--1 would point out that
t he opti ons exchanges, which connect to the--which have a

capacity to take electronically entered orders--do have what
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they advertise to the public as an automated order execution
system Sonme of us have observed that it doesn't always act
that way, but it is certainly advertised as having those
gualities.

And they do have |imts. RAES at the CBCE has a
[imt on the size of orders that can be placed in the
system One of the outcones of that, however, is that, as
firms/intermediaries do provide electronic order entry
systens to custoners, the custonmers often are quite
sophi sticated. The technol ogy they have to determ ne when
and how to trade is very sophisticated and very tinely, and
there is a tension that devel ops between, at |east in those
mar kets, the floor markets and the order entry trader.

The problemfor the order entry firmis that it
puts the order entry firmin the line of fire froma
regul atory perspective because, if the rules of the exchange
are violated as a result of the manner in which the ultimte
custoner is entering the order and that's not sonmehow
bl ocked or stopped in the system then that can lead to
sanctions inposed or disciplinary proceedi ngs brought

agai nst the internediary.
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In that context, | think what's inportant is, as
we | ook forward to the trading of stock, single stock
futures and the like--products that can and will trade
potentially on either securities or futures narkets--the
need for standardization or the need for a potentially
consi stent approach not only to the standards that may be
applicable to order entry systenms, but also to the receiving
exchanges’ regulations. Let me just give you a specific
exanpl e: Most of the options exchanges have now adopted a
rul e that says that an order--there nust be 15 seconds
between the entry of two orders on the sanme side of the
mar ket for either the same series or class of options, and
that's to prevent what they call unbundling which is taking-
-you know, you want to buy 100 contracts, but you enter ten
contracts as fast as you can press the button and so, in
sort of outlawi ng that practice, the exchanges have adopted
a rule that requires at |least 15 seconds between the entry
of each order. And while that's good because, from an order
entry firmis point of view, you can actually program your
systemto prevent a custonmer fromputting you in jeopardy by
entering an order within 15 seconds on the sane side of the

market. |If one market says, well, but the 15 seconds
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restarts if we nove the market because that's a new trading
position by definition, but another market doesn't have that
rule, then you get inconsistencies across narkets in what is
essentially a fungible product because, unlike the futures
exchanges, options are options--an IBMoption is an | BM
option--because it's issued by the OCC.

So anong the things to sort of be concerned about -
-and | have no view frankly as to the extent to which the
SEC or the CFTC should thensel ves think about intervention
here--however, there is one area where, of course, it is
relevant and that is, to the extent that regulators get to
approve exchange rules, a careful attention to the detail of
di screpanci es across markets or anong di fferent markets
trading fungi bl e products will becone an ever-greater
chal l enge, particularly if those rul es becone i mediately
effective upon filing which is what, of course, all the
exchanges want in order to be conpetitive.

So we have a nunber of issues as intermediaries
that we are | ooking at but, in any case, | think that the
NASD i s thinking about doing sonething like this. So I'm

glad you' ve taken the initiative. | don't know how we feel
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about it yet, but at least it's out there and we'll
certainly conment.

CHAI RVAN ERI CKSON:  Phil, did you have one final
conment on this?

MR. McBRIDE JOHNSON: A very quick one. John
McPartland nentioned that it could be a bit risky to
associ ate where you have a place of business with where your
t echnol ogy m ght happen to be. This cones up in the order
routing context, too, particularly with forei gn exchanges.

|'ve taken a nunber of exchanges through the
process of getting trading termnals authorized to be placed
in the United States and there is always the open questi on,
well, that's well and good, but when they start handi ng out
order routing systens or allowng their custoners to get
order routing systens into the termnals, is that covered by
the no-action letter? Does that nmean that they are now
establishing a place of business in the U S. and ought to be
licensed |ike every other Anerican exchange? So there are a
ot of inplications to those.

CHAI RVAN ERI CKSON: Ckay. We can pick up alittle
bit nmore in the wrap-up session on this topic as well.

Thanks very much, Yvonne. W' |l turn to one nore topic
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before we take a break, and this topic is sonmething that's
generated, | think, a fair amunt of interest at a couple of
present ati ons anyway.

It's been highly recommended to ne by staff at the
Comm ssi on who have heard this discussion, and we've invited
Charlie Nastro from Lehman Brothers to cone down and share
his insight on straight-through processing. And |I'm | ooking
forward to hearing fromhimdirectly. Thank you

MR. NASTRO Normally when you cone down to the
Comm ssion, you cone with your counsel. |'ve cone with ny
of ficer, my technology officer, Dino Scouras, to protect ne
agai nst any conments | nake inproperly since ny background
was a | awyer.

CHAI RVAN ERI CKSON:  Dino, you can join himat the
table if you' d |ike.

MR. NASTRO No, he's okay there.

[ Laught er. ]

MR. NASTRO The farther away | stay from Di no
everyday the better. | spend literally an hour or two with
Dino and his staff on a daily basis. Wat | want to try to
do is just talk about the practicalities and get down to

runni ng the business. God bless us with our |egal
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backgrounds and di scussi ons about di sinternediation, but
what | want to get down to is the nuts and bolts of futures.
|"mnot going to tal k about other derivatives.

W had a couple of panels that evolved out of a
call that | received fromthe Operations Division of the
FIA, which had to do with STP, straight-through processing.
And we put together a couple of panels down in Boca. W
al so put a panel together at the New York OpTech and Brett
was on that panel. Just to give you a little history, it's
wor ki ng because today we had 17 people on a call this
nor ni ng on the suggestion that we made of getting people
together and trying to take small steps, not giant steps.

G ant steps are for mega conpanies, and we're just
trying to get going. W at Lehman are very focused on
strai ght-through processing. Wy? Because | amone of 15
or 14 businesses in fixed incone, and I amthe only business
that cannot hit a honme run everyday. Mortgages can hit a
home run; FX can do very, very well. | can only get a
single, but I need to get a single everyday. | need to make
noney everyday. Every other business that we have at Lehman

can afford to |l ose on a given day. | can't afford to | ose.
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And you can nmeke noney, but if you don't bring it
down to the bottomline, you re not in business. |'ve been
runni ng the business at Lehnman for about ten years now, and
| need to al ways concentrate on what nakes the bottomline.
| can worry about volunme. | can worry about all the ways of
getting clients. But at the end of the day how do | make
noney?

| make noney by watching every dollar that goes
through the firm And | nmake noney by | ooking at nanual
intervention that goes on ad nauseamat firnms, and it's been
better. Sure, it's been better. Brett and the CME have
been wonderful at getting things done, but there is so much
on the plate to happen, and it just is taking a long, |ong
tine.

Strai ght-through processing is really the backbone
of our business. |It's the operations, the everyday sort of,
you know, the usual stuff that we' ve tal ked about. [I'I1
al so say sonet hi ng about give-ups, and so |'mgoing to be
didactic for a second. What I'mgoing to do is give you a
definition. Brett has heard it. Brett can probably
menorize this and recite it because | recite it at every

neeti ng that we have.
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And why do | recite it? Because it enbraces every
concei vabl e touching of the order by the business and the
exchanges. And where did the definition cone fron? About a
year ago at ny firm | hosted a group of about 25 of us from
the firmand said the basic question is for the next two
days we figure out how to do it better.

How can we do it better? Even if it's a mnor
i nprovenent, at the end of the day it's going to reduce our
overall costs. So bear wwth ne. Listen to the definition.
| won't ask Brett to recite it, but he knows it.

Straight-through processing is a total vertical
integration of the trading process fromorder entry,
execution, settlenment, clearing, and reporting. The
movenent of data within a process w thout manual
intervention, the validation of data on an exception
processi ng benchmark. 1It's the final disposition of an
asset, exercise, assignnent, deliveries, custodial,
depositories, accounts, right to the ultimte recipient.

It can be delivered by nme. It has to be delivered
by the futures exchanges, the clearing houses, the FCMs, the

regul ators, custodians, depositories, settlenment banks and
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software vendors. And there are many of them who now are
participating in AORs, what have you.

It's different things to different people,
dependi ng on your constituency. But at the end of the day,
there are two basic concepts: open outcry and, you know,
the knight in shining arnor--electronic futures trading,
which is not so shining sonetimes. And I"'mgoing to go into
t hat .

Just to give you another sense of things, fromny

standpoi nt at Lehman Brothers, we have an el ectronic

platform |It's called Lehman Futures Live. |t has access
to seven exchanges right now. It has access to all the
Tokyo exchanges, Europe, and the United States. It is for

the nost part straight through, but we'll talk about the
problems with it going forward.

Open outcry: Let's take the custoners first and
the brokerage firm For the nost part, we are STP. If we
deal with our clients, whether we're Goldman or Lehman or
Merrill Lynch, we have devel oped a straight-through process
whereby clients see everything on a real-tinme basis.

W're there. Wiy? Because the custoner demands

that we be there. Oherwise we're not in the business. The
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problemis not so nuch the custoner having real-tinme and
straight-through process. It's us getting the information
fromthe sources that we have to getting it to and feeding
the customer. W can do snoke and mirrors, and the customer
will think we are wonderful, and we're STP to him but we're
not STP to the universe of doing business.

Let ne give you an exanple. Take a |ook at the
Chi cago Board of Trade and the Chicago Mercantil e Exchange
today. |If you try to gather whether it is a process--right
now there may be a thousand, and Bryan and Brett can correct
me if I"'mwong, | may be slightly wong--there are a
t housand to 1,500 keypunch operators in the FCM conmunity,
and what are they doing? They're keypunching.

Now, you think of businesses in the world today,
and any industry that has keypunch operators still in
operation. Now they've been doing a good job, the Chicago
Merc and the Board of Trade with CUBS and with TOPS and
t hose functions, but you have to do nore because that's an
i ncredi bl e cost.

For me to do a trade electronically and to do it
open outcry is five times nore expensive and that's only

tal ki ng about the exchange costs to nme. |It's not ny back
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office costs to nyself, which | have to handle in a nore
intelligent way. So it's a very serious issue.

And why is it serious? Because | told you I'ma
si ngl es business so | need to nake noney. And the way |
make noney is by charging comm ssions. Now if you've | ooked
at--if any of you have wanted to know what ny comm ssions
were five years ago versus what they are today, they're
probably a third of what they were or half of what they
wer e.

What about exchange fees? Where do you think
exchange fees are? Do you think exchange fees have gone
down 50 percent? You know, the Chicago Merc has done a
little bit on volune, which is good, but they have so far to
go. And at the end of the day, this business on open outcry
is sem-STP. It wll never be STP in its full sense, and it
will be the nost expensive place for ne to do business. So
for straight-through processing, we, the Board of Trade and
the Merc have done okay in trying to help you.

The BOTCC has done a great job in providing nore
functionality, but it's a bottomline problem It's a
probl em where we'll never really succeed w thout paying too

much attention to open outcry. | think, at the end of the
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day, there are still changes going on there, but let's talk
about el ectronic trading.
Ckay. This is excellent. | nean right now
t housands of contracts are traded everyday at ny firmand at
other firms. And why is it excellent? Because the client
for the first time sees market depth. In the past, he'd
call up the floor; there's 800 people on the floor, and he's
getting the greatest perception of the market in his little
corner, but there are 790 ot her people giving different
mar kets potentially. Here he sees depth of market right
across the board. So it's going to beconme nore and nore a
| evel playing field. He's able to click on the transaction.
AORs provide trade limts. You knowit's funny
that you nention trade limts today because Dino and | were
out si de having lunch and we got a phone call because one of
our house traders was frozen. He wasn't allowed to trade.
He had hit his [imt so we gave himrelief by notifying our
adm ni strative officer to increase the individual's limts.
So they do work. At |east today. | don't know
about tonorrow. But with electronic trading, there are
still nunmerous issues: There are allocations, the bane of

all of us. Average price scenarios. Some exchanges have
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them sone don't. Network |apses. Connectivity was
mentioned. There are failures all the tinme with
connectivity. There are nightmares of contingency,
ni ght mares of us being able to have a systemin place that
effectively allows us, if we fail, to go to the exchange.
We can go to the Board of Trade, and there is a
managed systemto | ook at all of our business and to be able
to manage our orders, which is the nost inportant thing to
do--not necessarily fix the machine, just get the order
done. But there are exchanges, which will remin unnaned,
that don't have that. So what do you do? You pick up the
phone and you call sonme help desk to get themto help you.
I s that straight-through process? |Is that the
ability to make it work? There are so many issues around
this. It's a tough situation. So when | say that | have
spent an hour, an hour and a half a day, that's nornal.
It's nornmal because we are commtted to el ectronic trading,
and the issues that come up every single day are totally
different. The surprises that we've had in dealing with
AORs or al/c/e or dobex or CME or Eurex or Liffe or Tokyo
have been awesone because they've been different all the

time and it's alnost a newterritory.
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Now, for your purposes and for Phil Johnson's
pur poses, the Commodity Futures Mderni zation Act is the
lawer's relief act of this mllennium | mean you had one
20 years ago. But for the technol ogy groups in this world,
this is a bonanza. Gkay. Because there is so nuch going on
in technology, you really need to have full-tinme staffing.
Wiy? Because every single exchange is different. You have
to twist and turn and conme up with a novel solution.

Now sonmeone nentioned the FI X protocol. Yvonne
says there are six or seven, nine differences. You need a
standard. Exchanges need a standard--a standard protocol.
FIXis just a word. FIX is what the securities side did
because they had a major client say |'mnot going to deal
wi th any of you unless you have a protocol.

Now, hazard the concept--and sone of you could
even give ne a better handle on this--what if all the
el ectroni c exchanges today had a standard protocol? Wat if
all the counterparties had a standard protocol ? Wat do you
think ny technology bill would be? Charlie Nastro, the
si ngl es business. GCkay. Probably would be half. Probably

athird less. You know, |I'm just guessing.
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It's obvious to ne. W have a totally dedicated
support teamin the United States of maybe five or six
fellows who totally are only focused on futures technol ogy
right now And we have the same nunber of people in our
London office supporting our business, which is really, you
know, the beginning of a new business.

| think it's inmportant for us to begin to | ook at
t hese issues. | have to applaud the FIA board, of which
happen to be a nmenber, and Mari anne Burns because they
formed a working group. And that group is advising the FIA
board. Menbers of the FCMs are on that. | think the CBOT
isonit. The Chicago Merc is onit. And what they're
doing is they're working on a fixed protocol.

Soit's not all forlorn. I'mnot totally
pessimstic. | think you can achi eve protocol, but you have
to get rid of the turf battles. You have to pay attention
to working together, the politics, even the concept of not-
for-profit--it doesn't nmatter whether you're not-for-profit.
You still have the sanme notives; you really want to try to
keep things to yourself.

Here the only way we're going to succeed as an

industry is to not keep things to ourselves. It is to
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devel op a standard and cone up with a protocol that we all
can feed into. W can have our own front ends. | can have
a better front end than CGol dman, CGol dman can have a better
front end than I have, but if we have the same standard,
we're going to cut down dramatically on our cost and we'l|l
be able to create the kind of front ends that our clients
want .

What can we do about it? A couple of things. |
wanted to nmention also that | keep tal king about "us" here
around this table. This is global. |If you don't get Eurex
involved, or Liffe, or Singapore and the Tokyo exchanges,
you're fighting half the battle, because right now a
majority of the electronic trading is not done in the United
States. We know that. It's all done in Europe. M nmarket,
ny nunber one market, is Eurex and will continue to be Eurex
for I think a significant period of tine.

So any strategy you have around a standard
protocol is going to--should include global. So Mrianne,
you should get Eurex and all the others, and get them caught
up in this because they really need to be part of it.

They're facing the sane probl em across the board.
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A couple of things. | think a forumlike this,
whether it's CFTC sponsored or industry sponsored, is very
i nportant because we need to begin to talk nore out |oud
about sonme of these points.

| think, as | said, you need to take sinple steps
initially: Regulation 1.25. For a firmlike Lehman, we
have pretty significant cash nanagenent, but you probably
hel ped continue the diversity of our business. Wy?
Because you're helping the small firm cash manage, and so
they don't have--they have | ess paperwork and any | ess
paperwor k you can have, the better. QOherw se, you' re going
to have six firnms running the business, and | don't think I-
-1 can speak from Lehman's perspective--and others don't
really want that. The nore diversity, the nore liquidity,
the nore that conme to the market, the better.

One aspect that | think Brett undertook--if he
didn't, he's going to undertake it hopefully today--is
col | ateral managenent, devel oping a standard around the
worl d of collateral managenent so what's good for the Merc
is good for the Board of Trade across the board. And I

think that will again helpinalittle way to make life
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easier for ny treasury and mght nmake life easier for the
account ants.

And not to | eave the CFTC out, there's sonething
called Interpretation 9. | canme here five years ago--|
think it was a d obal Markets Advisory Conmttee
presentation, and | suggested--sone people were horrified--
that you should abolish Interp. 9. And why do | say that?
At one point Interp. 9 was necessary because you had all the
i nvest ment conpani es who were not permtted to deposit their
funds with the FCMs. So what did they do?

They set up all these third party custodi al
accounts in which they believed they had a bankruptcy
advant age, which we know they don't have, and then the SEC
after a lot of pushing and shoving agreed that the
i nvestment conpanies did not have to hold their funds with
the depositories. They could put it directly with the FCMVs.
But Interp. 9 remained there as sort of a beacon, and so
what' s happened i s pension plans today and investnent
conpanies still put their funds with depositories.

Wiy am | saying that this is not good? It
probably costs us--not nme--lots of other firns, mllions of

dollars in funding because what do | have to do? | have to
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take nmy noney and | have to deliver it to BOTCC. And that's
a good safe location, but at the end of the day | have to
deliver ny funds to BOTCC. So that's a financing cost

have. GCkay. And now Gol dman, Merrill, we all have the sane
thing. Well, I don't even want to tal k about Europe because
Europe is even worse than the United States. FEurex is
probably the worst in its segregation because there you
can't even put custoner funds up. You can only put your
funds, your securities up.

So | think it would go a long way if we exam ned
that provision and said, hey, do we really want it? What
does it do? What is its purpose because right now every
i nvest ment conpany could, if they wanted to, every pension
pl an, could put their nonies with the institution, the FCM
And Interp. 9, even though it's no |onger applicable, still
sits out there as sort of a beacon for the investnent
conpany | awer and the pension plan saying, well, we want--
is it okay if we do, you know, put the funds with the
depository? |I'mnot going to say no. Merrill is not going
to say no. None of us are going to say no. Wy? Because
if | say no, Goldman is going to say yes. So it's a

conpetitive issue. So we need to put that aside.
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Anot her one for ny friend Brett and for these
exchanges--1'mglad you' re here, Brett--is cross nargins.
kay. It's woeful how we |look at cross margin. It's
political and we get sonme of it done and we do these little
bits and pieces. But if you |look at firns |ike Lehman and
major firms, what's it all about? It's about risk
managenent .

That's what it's about. A customer cones in and
says | have a dollar, I want to spend that dollar, and |
want to use that dollar, and in the nost |everaged way
prudently. Okay. So we have to use that dollar and we have
to margin this, this and this, and what does he want? He
wants a VAR. He wants a value at risk. He wants to give
you a dollar and buy stuff, and he wants to know what's ny
risk. GCkay. So the sanme thing, not necessarily the sane
VAR concept, should hold true for the client and the
exchange where that security is.

But for the exchange uni queness of having ten
exchanges, all these futures contracts could be traded on
one exchange. You can have one cl earinghouse, one cross
margin across all markets. | keep | ooking at you, Brett,

but anyway- -
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Mandat ory gi ve-up, automated processing across al
exchanges--this is a really a European problem kay.
There is a U S. problemwhich I'lIl get into in a second but,
in Europe, there's no gain system and | applaud again the
Chi cago Merc and the Chicago Board of Trade because they
have a system which effectively allows you to bill the
menber for execution of a transaction.

And as you devel op el ectroni c exchanges, you're
going to have nore bifurcation of clearing and executi on.
You're going to have soneone sitting at a screen, and he's
going to be able to execute and can give it to Phil, Brett,
anyone he wants to. WelIl, there's a collection process
there. Right now on the Chicago Board of Trade, it's
aut omat ed, except for one glitch that |1'mgoing to nmention.

In Europe, it doesn't exist. So what do we do?

We spend an inordinate anount of tinme with people clicking

away, sending out billings and paynents, receivables and
payabl es. And at one of these neetings--1 think it was down
in Boca--1 made the statenent that | bet you that every

single FCMin the audi ence--and there were about 20 of them
-has a serious receivabl e and/ or payabl e problemin Europe,

and all | saw were heads noddi ng yes. Why? Because
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naturally bills don't get paid, and then what's the
exposure? Not only do I not get noney but, if you invested
in the euro when it cane out at a $1.15, you are now 25
cents less and 20 percent of your give-up fee is gone by the
waysi de.

So it really is a tangible bit of noney, and I'm
going to close with the comment about gains in the United
States. Today's neeting of the 17 are dedi cated to gains.
And what they're dedicated to is trying to figure out a way
to do anay with third-party exceptions. Wat the Chicago
Merc and Chi cago Board of Trade have done, and it's a
wonder ful system is they effectively debit and credit
menbers. So if | do a trade, execute on the floor, and I
give up to Merrill Lynch, | get paid through the Board of
Trade and/or the Merc, but | have the ability to prevent
that by saying that | don't want the nenber to be paid,
want a third party to be paid. And so there's probably, |
woul d say, if gains were 80 percent to 85 percent viabl e,
there's a 15 percent problembut, with that 15 percent
problem that causes ne to have nore work in that process.

Again, just by looking at bits and pieces, if we

can just take small steps, we can save ourselves sone tine.
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| can save nyself cost and | can continue to remain, even
though 1'ma singles business, | will continue to renmain as
a busi ness.

So | thank the Commi ssion for the opportunity to
make this presentation and, if there are any questions, |1'd
be nore than delighted to have D no answer them

[ Laught er. ]

CHAI RVAN ERI CKSON: Dino. Are there any questions
at this point? W do have a few mnutes if anybody woul d
like to follow up? Yes, Chris.

MR. CONCANNON: | do have a quick comrent on the
standard protocol. W accept at Island FIX 3.9 to 4.2 and,
wi thin each version, there are probably several versions
where each user actually changes or nodifies certain fields.
But it is inportant that you have a standard protocol across
t he i ndustry.

There also is sonmething else that you can do, and
it's sonething that we did at Island, and that was create
conpetition anong protocols where we took a FI X standard.

We said what is the information that has to be in the
protocol, and we made a FIX-lite and we nade it our

proprietary protocol. So a developer |ike Dino would |ook

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



at our protocol and say, you know, Charlie, 1I'Il connect to

| sl and quicker than I'Il connect to the exchange because
it's easy.

And we created conpetition anong protocols. It's
all under the standard FI X protocol. W're all sending

necessary nessages, but it's actually encouraged even Nasdaq
torethink its protocol. So |I encourage a standard across
the industry, but you do want to have sone flexibility
within the protocol for people to create sonme conpetition

CHAI RVAN ERI CKSON:  Ckay. Well, if there are no
further questions, thank you, again, Charlie. | appreciate
it very mnuch

W' ve covered an awful | ot of ground here, and
we' ve been sitting for awhile. Wy don't we take about ten
or 15 mnutes? | believe we've got sone refreshnments out in
the anteroom and we'll |ook forward to seeing you back here
at about 3:20, 3:25. Thanks.

[ Recess. ]

CHAI RVMAN ERI CKSON: Let's settle in here and see
if we can't make it for the last stretch

Thank you all again and | thank the panelists from

the first half of this neeting. | think it was an excell ent
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di scussion and at risk of teeing up yet a few nore issues,
whi ch we've asked some of our comm ttee nenbers to do, we'll
give everybody a little bit nmore to chew on.

What we've tried to do with the next panel is to
provide a forumfor discussing some of the nore pressing
concerns facing the industry today and, as |'ve nentioned,
three of the commttee nmenbers have graciously agreed to
t ake these issues on and raise them for additional
di scussion by this commttee.

Scott Johnston, Managing Director and Cl O of the
CME, wll begin this panel by exploring how best to ensure
that technol ogy delivers what it prom ses.

Bryan Durkin, Senior Vice President and
Adm nistrator of the CBOI's Ofice of Investigations and
Audits and Order Routing, will follow up by discussing error
trades and whet her policies encouraging standardization are
necessary to handl e these types of trades.

And finally, Tony Leitner, Mnagi ng Director and
Gol dman Sachs General Counsel for Equities, will pose sone
t ough questions on what to do when everythi ng goes w ong.

As we go through this, we can have a little bit of

di scussion as we go along but, if we could |let each of the
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panelists get through their presentations, it m ght
facilitate the discussion. | think we're using technol ogy
again here with PowerPoint. Thanks.

MR. JOHNSTON: Thanks a lot, Tom The context for
my presentation is | had a neeting with Tom about three
nmont hs ago where, having just conme fromthe OIC side of the
fence, | remarked to Tomthat | was pretty surprised at the
| evel of audit scrutiny on the CFTC side versus the OIC side
where | had been for 11 years at SBC and UBS. You can
i magi ne, during the euro, the Year 2000, and the integration
of SBC and UBS, we were under very heavy audit scrutiny.

So when | think about regulatory oversight, there
are a few things that, as a manager at the CME but a
participant in CFTC markets in general, you think audits
m ght be able to for you. One is you could use audit
scrutiny to raise the standards of conpetitors. |f sonebody
is maybe | ess good than you are in a particular area, you
could cost themtinme, noney or managenment attention to
address audit concerns.

Anot her thing you mght do--1 don't think we do at
the CME, but you m ght have internal initiatives to bolster

reporting or bolster audit requirenments where it's necessary
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for you to get an outside push on managenent in general to
get things done.

The last thing you could do is have a view that
some formof audit scrutiny protects the industry in the
aggregate, which is what I'mhere to talk about today. And
ny proposal for the group is that there is a |evel of
oversi ght which protects our industry, both custoners, the
sell side, the buy side, and bal ances the concepts of scope
and materiality when you think about where to focus audit
scrutiny.

And again, having lived on the bank and OIC si de,
|"ve seen quite a bit of scrutiny at different levels. Wat
| woul d suggest is that the kind of scope and materiality
that we should worry about is systemw de risk, as opposed
to worrying about the credit risk of a single firmfailure--
| ooking at things |like very large financial risks that cover
many counterparties or potentially cause you serious
reputational risk for the market in general, potentially
cause you systemw de | egal risk, or create an event that
could cl ose a market.

Audits today generally focus on the top four

bull ets here: You |ook at general controls, you | ook at
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governance and how deci sions are nmade and i npl enented, you
| ook at business practices, and you | ook at narket and
credit risk. One thing that's up and conmng is having a
view towards auditing for operational risk, and |I've read
sonme of the BIS proposals recently where they're really
focusing on operational risk at this point. 1In case people
don't understand what it is, the BIS defines operational
risk as the risk of direct or indirect |oss resulting from
i nadequate or failed internal processes, people and systens,
or fromexternal events. And it |ooks very likely that an
operational risk charge is going to be included in the new
BISII capital practices.

Alittle bit nore context on operational risk at
the CME: W think that operational risk is a conponent of
exchange val uation, and the way we | ook at this and the way
that we think about exchange valuation in general, we use
sonmet hing call ed the Gordon G owh Mdel, which says that,
and this is a very sinplified nodel, but it's the thing that
all staff at the CME know and understand and t hey know how
their job fits into sone of these different categories that
are inputs to the Gordon Gowh Mdel. The market val ue of

an exchange, let's say, is equal to the equity free cash
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fl ow generated by the exchange divided by the cost of equity
mnus the gromh rate of your equity free cash flow

And different parts of the exchange certainly
focus on different pieces of this equation. There are
certain people who are responsible for grow ng and buil di ng
new busi nesses and, of course, they are worried about the
growt h segnent of that equation. There are al so people who
are responsi ble for risk nmanagenent and credit risk
managenent, but al so operational risk managenent. And
that's where we understand, if we're operational risk
managers, how inportant it is to reduce operational risk
with respect to our market cap.

When | talked to Tom the scope of ny tal k was
supposed to be tal king about capacity, functionality and
security. So what | tried to do here--and |I've talked to
our clearinghouse, |'ve talked to people in the audit
function of the CVE, |'ve talked to a |lot of different
people. W tried to categorize the kinds of risks that we
t hi nk about when we think about operational risk, and the
topic of the conversation fit pretty well here where you
t hi nk about whether a risk emanates frominside the

exchange, like its people working at the exchange (CVE
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enpl oyees), or from outside, whether they be custoners or,
in the worst case, people that are not authorized, |ike a
hacker .

So that's going fromright to left in this
diagram Then top to bottomis whether you' re authorized to
be doi ng sonet hing on the exchange, whether you're
unaut hori zed, or whether you're internal, and we categorize
the risk this way. It's kind of a non-scientific way to
|l ook at it, but it works pretty well. So functionality,
capacity and security definitely fit this nodel, and one
other thing | threwin for alittle bit of discussion was
nmet hodol ogy, which has a lot to do with the internal process
by whi ch you devel op systens and nmanage future operational
risk.

| assuned, by the way, that a |ot of the people
around this table would be bored by going through lists of
specific audit points so what | tried to do was pull out
some things that were pretty interesting, that were nore
i ndustry specific, but sone of themare broad in nature. So
here we go.

Met hodol ogy. Again, that's how you devel op

systens, whether you have a systens devel opnent life cycle
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that's a well-defined process by which you specify a system
you build it, you test it, you roll it out, you nmaintainit,
and you retire it.

Third-party vendor risk managenent. This is
sonmet hi ng where we, certainly at the CVE, rely a ot on
smal | - to nediumsized vendors as well as big vendors. W
believe that you need to manage your vendor risk, especially
with respect to financial viability. |f any of you have
bought products or services fromdot-cons in the | ast couple
of years, | would suggest that you should probably | ook at
how vi abl e those conpanies are right now \What's the plan
shoul d any of those go under?

Simlarly, antiquated technology risk nanagenent.
Again at the CME--in previous roles, I've sat on a |ot of
very ol d technol ogy where you had to worry both about the
hardware that the thing ran on, and al so what software was
runni ng, but even nore inportantly what skills you could
access in the narket to actually affect changes to the
system and al so, if you had the skills in-house, how fresh
was the expertise? Certainly a lot of problens we've had
revol ve around ol d technol ogy and not having fresh expertise

and experience in changing it.
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Last on net hodol ogy is change control. A |lot of
peopl e have change control, but you have to | ook at the
systens you use, the scope of change control. Do you have
change control for every system do you have change contro
for, for instance, scripts that people use to configure
systens, and al so the governance around change control ? Can
anybody effect a change or are there certain people that,
given the right sign-off, can affect a change?

Functionality. At the Merc we're firm believers
in systemc risk protection. W've just inplenented a
coupl e of concepts in our engine. One is price banding.
Anot her i s maxi num order size. W just put those into
production. W think that that's the first step towards a
little bit of the risk managenent that Yvonne di scussed.

Al so, audit trail functionality. We firmy
believe that you need to have it, and that you have to have
it locked down. Also, you have to have adequate credit
control s handed off to FCMs so FCMs have all the information
and control they need to nanage their credit risk of people
tradi ng on your system

Capacity. This has been a big issue for the Merc

because we' ve been growi ng our electronic business. This
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year it looks like it's about 140 percent annualized right
now, and that nunber has a lot of gamma in it so we expect
it to go up even further. But we have an internal rule
which is you have to have capacity for two times your | ast
known peak.

But again, there is no industry standard for that.
And that's inportant because you have to | ook at what woul d
happen to your system should you overload it? Does it fail?
Does it just slow down? What really happens to the system
therefore the market, and that is something that we think is
inmportant to | ook at.

Al ong the same |ines as business continuity,
should a systemfail, what are your recovery procedures?
How do you maintain the market? W firmy believe at the
Merc that you need to maintain the market, and that's a very
high priority for us.

Related to this also is stress testing. Again,
it's high volune, but it's also high transaction rates, it's
response tinme neasures during high transaction rate periods.
It's conplete stress testing of the environment right out to

t he user.
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Security. Good to hear people talk about the need
for network security standards, firewall standards. Al so,
John McPartland nmentioned sonething that I'mvery famliar
wi th, having worked at two Swi ss banks, which is data
security and data protection standards. Those are
definitely not harnoni zed across different regines. That's
sonething that you really need to be careful of--if you have
one piece of your operations sitting in a country where, for
instance Switzerland, there are very strict data protection
st andar ds.

Al so user authentication. W call this passwords,
but there is another |evel of authentication: non-
repudi ati on, which guarantees that the person at the other
end of a transaction is that person, not a person who could
have known t he password of sonebody el se. Those two things
t oget her guarantee that you really know your custoner.

Lastly, thoughts on inplenentation. How would you
do this? WIlIl, you can split this into two pieces. One is
what are industry-specific practices relative to either a
financial market or, even nore in particular, a CFTCG
regul ated market. W think we need to be a little bit nore

br oad.
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And those things are things that we need to
invent, but also a |lot of what an audit or technol ogy audit
or operational risk audit needs to cover really can be found
out in the industry and a |ot of other places. There are a
| ot of best practices that can be taken from ot her
industries. | suggest we take those.

As far as howto inplenent it right here in our
i ndustry, we could go two ways, both of which have a
defining regulatory guidelines thread. One way is you could
define regul atory guidelines and then have an i ndependent
audit where each exchange, each firm would be responsible
for proving that they nmet those guidelines. A second way
woul d be to actually have the audit function within the
regul atory function. The requirenment for that is you have
to have specialized staff that know both the technol ogy
side, the operational side, and the business side. And ny
experience is nore with the Fed. They definitely had that
and they were very good at it, but it was very difficult to
keep that function up for them

And the last point | would nmake at the end of this
presentation is that we really need a | evel playing field

with respect to any regulatory requirenents we have
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regardi ng operational risk. And that is really that foreign
exchanges shoul d be subject to the sanme requirenents as
their U S. counterparts. The end.

MR. LEITNER. Can | ask hima question?

CHAI RVAN ERI CKSON:  Certainly, Tony.

MR. LEITNER. Because | think I'mviolating your
own rules of conduct, which is save it for the end, but |
m ght not renenber at the end.

CHAI RVAN ERICKSON: | think it's fair in the
context of this discussion if we have a few m nutes of
guestions after each presentation. Then we can have sone
general questions and comments follow ng. Thanks.

MR. LEI TNER. Thank you. Thanks. In your | ast
slide, you use the phrase "certified via independent audit."”
| ndependent - -how woul d it be independent? Like an
accounting firmtype audit?

MR. JOHNSTON: Right. There are accounting firnms
that do, for instance, enterprise-w de risk managenent
services where operational risk is one thing they'll | ook
at .

MR. LEITNER. Okay. Well, let ne just say that

we' ve had sonme experience, at |east in one context, because
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in the securities industry, the only area--unlike the
banki ng i ndustry which may be different, but | only know
what we do--where there is something simlar to that is in
the rules regarding something called BD Lite, which is the
OIC derivatives firm and in those rules there is a

requi renent that the accounting firmessentially certify
annually to a nunber of things.

And what we found out, sort of after the rules
wer e devel oped--and we had a |l ot of input in devel oping the
rul es--was that there wasn't an accounting firm around that
woul d actual |y produce the opinion that was bei ng requested
of them They said there was no way from an accounting
point of view or an audit point of viewto actually test the
things that they were asked to test.

So we sort of nade our own deal about what they
woul d say about it and hopefully that will work, but | just
woul dn't take for granted that, when it conmes to actually
certifying to a regul ator as opposed to telling you what
they think, that the accounting firms are wlling to go on
t he hook with very nuch

MR. JOHNSTON: That's a good point.
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CHAI RVAN ERI CKSON:  Any ot her general questions
for Scott at this point?

MR HEINZ: 1In light of the last slide and the
| evel playing field, | just wanted to get Scott's opinion
on- - because you are tal king about a | evel playing field--
isn'"t it true that the nenber term nals down on the floor of
the CME enjoy a connectivity over those that are outside?

MR, JOHNSTON: Hi, Jim Yes, that is true right
now because of the architecture that we have for electronic
tradi ng and order routing systens at the CME.

MR. HEINZ: So how |l ong do you expect that to
| ast, Scott?

MR. JOHNSTON: W don't have a good answer ri ght
now because there are a couple of other issues wapped up in
that question. For instance, should we allow other |SVs
access to the floor and, if the answer to that is at al
yes, how can we control that environnment, the floor and the
| SV network on the floor? W have to answer those two
guestions before we can conme up with an inplenentation plan
to give you that answer.

MR HEINZ: So just so |I've got this right, all of

us that were on CME term nals that are reaching out for that
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same bid and offer, if we go at the sane tine, what you're
telling ne is the people on the floor with termnals wll
get it ahead of ne on the outside. |Is that correct?

MR JOHNSTON: That is correct.

MR HEINZ: Ckay.

MR JOHNSTON:  And there are two reasons for it.
One is the CVE runs the network that those termnals sit on.
The other reason is the infrastructure that the original G
termnals were built upon is part of the electronic trading
system where we have to work that and the ISV out of that
equati on.

MR. HEINZ: Okay. Just in the spirit of the |evel
pl ayi ng field.

MR, JOHNSTON. Sure. | expected that question
fromyou.

CHAI RVAN ERI CKSON:  All right. Bryan, you're
next .

MR. DURKIN:. Thanks. Thank you for this
opportunity to talk a little bit about an issue that's near
and dear to ny heart. For those of you that m ght want to

follow along, I'mnot going to use the slide show, but | do

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



have a packet in here that serves as the outline of ny
di scussion with you today.

That issue is error trade policies and el ectronic
tradi ng platform nedium and shoul d we have then? Shoul dn't
we have then? Wiy? Wiy not? | hope that this provides
sonme t hought provoking discussion within this group. | know
it will with the gentleman to ny left in terns of
di scussions that we've had on the issue of error trade
policies and to what extent should exchanges be in the
m ddl e of those situations?

| thought to give you a little background in terns
of where we are at the Chicago Board of Trade, I'd go
through briefly the error trade policy that |I'm chall enged
with. Again this is sonmething that's near and dear to ny
heart because I'mon 24 hour call, and I'mthe guy that they
tal k to whenever there happens to be a problemin nmaking the
decision in ternms of what the status of that trade is going
to be.

It can be a rather om nous task. And | don't
think it's sonmething that we can take lightly at all. As
far as the Board of Trade is concerned, we want to be

responsi ve and we want to be able to learn of the situation
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wi th great imediacy and nmake a determ nation with great
i mredi acy.

| think when you | ook at our policy, you'll say,
well, it doesn't seemli ke great imedi acy when you say that
the trade has to be called into question within ten m nutes
of occurrence and then you, as the officer in charge, have
another ten mnutes to make the determ nation in ternms of
whet her or not the trades are going to stand or the trades
are going to be busted.

There is a big phil osophical debate going on right
now regardi ng whet her we should even be in that position of
deci di ng whet her a trade should or should not stand. But
hopefully giving you a little background as to ny
experiences in the |ast several nonths, you m ght understand
where the Board of Trade is comng from at |east now,
because | do believe that even though we're grow ng and our
systemis very vibrant and we're very pleased with the
vol une that we've been experiencing over this system
think we're still infants in this area in terns of our
under st andi ng of the exposures that are out there and what
we can do to be a bit nore proactive as an industry to

address them

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



Looking at the error trade policy that exists
t oday, one mght say, first of all, the policy is too |ong,
in terms of when you may call sonmething into question. |
woul d argue that point because we have situations out there
where people don't even realize that they've conducted a
trade on the system W' ve been stung by that a few tines
in ternms of, you know, individuals that have placed a coffee
cup on the machine or individuals that thought that they
were putting in a priced order, ended up putting it in the
wong field, and put it in the quantity field and before
they knew it. Wen they were thinking they were doing a one
| ot in bonds, they ended up doing 5,000 contracts in that
particular commodity future, and they call us up and say,
you know, there's sonething wong with your system

The systemis going crazy, spitting out all of
these orders. |It's telling us that we're buying hundreds
and hundreds of contracts, and we never even touched the
thing. There is sonething very wong with that system W
have to respond and try to react as pronptly as possible to
ascertain what the situation is.

That' s one exanpl e that can happen here. Anot her

exanple is a trade price that has gone in "fat finger"--
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sonmebody has made a mistake in terns of putting the put
price in the call price field or the call price in the put
price field. O they thought that they were in the five
year notes, but actually they were in the 30 year bonds,
weren't terribly conscious as to what their actions were,
and caused quite a novenent in the market in terns of price
volatility.

We're then brought into the m ddl e of those
situations and have to arbitrate essentially on the spot and
make a determ nation as to whether the trade should or
shoul d not remain valid, and there is a nunber of issues
that we have to take into consideration in naking those
decisions. Just to give you a sense of the stress that's
involved in making a determnation |ike that, add the
conplication of having side-by-side nmarkets where you' ve got
the contract trading both on the electronic nmediumand in
the open outcry venue. |I'mglad to say that | think we're
doing a pretty good job producing rather tight narkets in
bot h conpl exes.

Just to give you a little exanple of what recently
happened in our venue, sonebody literally had everything

that they could have displayed on their screen in terns of
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news information and different trading platfornms. They
t hought that they were going into a particular news item It
turns out that they had the trading screen active in our
system and ended up being the proud owner of several
t housand contracts.

That trade resulted in a series of trades. And
that trade resulted in substantial volatility in the
mar ket pl ace in terns of what we saw was basically a dead
day--novenents of about a two-three tic range and that it
turned into well over a point. And we weren't seeing that
kind of volatility at all in the open outcry market. W had
several hundred transactions that were inpacted by this
particul ar situation, and phones were ringing off the hook.
You heard sone reference today about talking to a hel p desk
and that can be challenging in and of itself, particularly
when yours is located in Frankfurt and they're talking to
you about all of these trades that are flying through and
now you have to adjudicate on the spot what's going to
happen.

In this particular situation, we made a deci si on
and we stood by it, and | think responsiveness is key. You

have to make a decision. It's tough and you have to stand
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by that decision, and then you can debate after the fact
whet her or not the decision was right. But people have
ri sks and people have to know to nmanage that risk, and be
able to nove on

So that begs the question: should we even be
involved in that m x? There's a lot of controversy on this
subject right nowin terns of the exchanges have no place in
determning what is a valid price and what is a valid trade?
That is the decision of the FCMthat agrees to do business
on that system and they should have the risk protocols in
pl ace to protect thensel ves and to nmanage their business.

Cenerally speaking, | agree with that phil osophy.
Not hi ng woul d pl ease nme nore than not to have ny exchange in
a difficult situation of naking those kinds of
determ nations. What mght seema lifetine to nme is split
second deci sion-making that's going to inpact a |ot of
peopl e.

Then there is the opposing viewin ternms of, well,
we have to have sonething in place at | east today to dea
with these situations. And we have to have sonething in

pl ace, particularly to deal with potentially catastrophic
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events, because we all know, if we really want to be honest
wi th ourselves, that these m stakes could bring down a firm

W have to be very conscious of that in terns of
the risk mechani sns that are in place, or we expect to be in
pl ace, to deal with these situations. |'mvery heartened to
hear today around this table the suggestion and the enphasis
on technology that's out there today that can deal wth
these situations. | think that's terrific. | agree that
the technol ogy, to sonme extent, is there. Wat | don't
agree with is that people are m ndful and understand j ust
how much this inpacts them and just how nuch they need to be
focused on this issue. And they don't necessarily becone
m ndful until it hits themand it hits themin the
pocket book.

At that point in tinme, responsiveness happens.
And | think that we can do sonmething within this group to
help this along and be a bit nore proactive in seeing what
we can do to hel p standardi ze the situation.

Now, the FI A has done a great job in trying to
coordi nate sone of this, and I happen to sit on the FIA
Executive Committee of Law and Conpliance, headed by Ron

Filler. 1'mgoing to give hima plug in terns of
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coordinating the efforts of a survey that was conducted. It
really involved globally all exchanges that are out there
because ny assignnment at the Board of Trade right nowis

| ook at this error trade policy, dissect it, do whatever you
have to do to make it nost efficient for our marketplace,
because what we have in place today obviously needs to be
fine-tuned.

We're going to do that. And we're going to do
that within the next nonth. W're going to have sonethi ng
that will conme forward that we hope is a bit nore pal atabl e
to our constituency. However, it's far beyond the Board of
Trade, and | agree with what we're trying to do in the
context of the FIA to conme to sone standardization in this
regard.

| think the fundanental question that we had to
ask, and we asked it as part of a panel that we did in Boca,
we had 22 representatives and | know peopl e wal ked into that
room and thought, well, this is crazy, look at all these
peopl e around this table; who's going to be interested in
heari ng 22 peopl e hear thensel ves tal k?

It actually turned out to be a very productive

di scussion, | thought, and we really tried to hone in on a
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few i ssues. Those few issues were error trade policies,

ri sk managenent, and standardi zation in ternms of what's out
there with the technol ogy. One unaninous thene that cane
across--and these were from donestic and gl obal exchanges- -
was whether we like it or not right now Unani nously the
opi nion was there has to be sone kind of a nechanismin
place to deal with errors and to be able to be responsive to
errors, because the marketplace just is not there yet today
as we speak if we were to turn off any error trade policy
across the exchange industry.

So what we're conmtting tois to go alittle bit
further with that and see what we can do to | ook towards
unification in that respect. | look to this group today to
hel p give us sone guidance in that respect.

CHAI RVMAN ERI CKSON:  Thank you, Bryan. Are there
any questions that folks would Iike to ask Bryan
specifically at this point? Charlie?

MR. NASTRG | couldn't let it go by. This is a
very difficult issue, and I think it's difficult because of
si de- by-si de and open outcry going on at the same tine.
There are people on the floor who could be seriously

di sadvant aged because of positions they currently have on
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t heir books, and with sonething going beyond them not
knowi ng what's happeni ng.

It's very difficult issue. |'ve been actually
wavering back and forth. |'mof the opinion that there
should be no policy. At the end of the day, we all have to
take our risk. One of the difficulties, and I've said it
before, is that a |ot of these exchanges don't have any ri sk
managenent, and, you know, sent to Eurex, there is no risk
managenent. So if you are using the screen, and Eurex
allows every FCMto have a screen, every person to have a
screen, that person could lose mllions of dollars, they
coul d make a m st ake because of the fat finger nentality.

| f you have an ACR, |like a brokerage firm the
limts are in place, and that account can't go above those
[imts. It mght not nmake a m stake in prices, but it can't
go above the limts. So you created the problemyourself by
virtue of having a no risk manager.

|"'mnot saying it's you. You appreciate, Bryan,
where you and | have had conversations on this point
specifically. 1It's a very tough issue, but at the end of
the day, it's alnost, maybe it's better to put buyer beware

because what Bryan does and it's okay--they have a process--
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and that process is five mnutes, ten mnutes, you know,
whatever it is, that's five mnutes. Wy should it be five
m nutes? Maybe it should be three mnutes. And what
happened during that three m nutes.

Everyone out there is trading left and right. So
it's enornous the unraveling of the process. | appreciate
the problemright now, but I think we got to sort it out. |
t hi nk, nunber one, you shoul d have ri sk managenent because
then you can cut the problemdown significantly. And the
gquestion again is a side-by-side issue, and nmaybe you can
narrow it down to protect the interests that are out there
that you believe you have to protect.

But that's where I--1 |ean both ways, but | think
right now, at the end of the day, we’ve got to protect
oursel ves, brokers, fromthe fat finger, and we have to be
smart. Maybe not every Tom Dick and Harry shoul d have a
screen directly out of the exchange.

MR. LEITNER. Can | express an opposing, or at
| east a different, viewpoint? Not an opposing vi ewpoi nt,
because | agree with alnost everything that Charlie said,
particularly with regard to the risk managenent aspects that

have to be in place at every | evel
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But | think there is a distinct difference between
the size error and the price error, and that with your
proposition, that nost credit filters will help you with the
size error. | think one problemw th, you know, the
devel opment of this technology is that there are a | ot of
smart people working on this stuff, but nobody can think of
everything as they make systens nore usable. After all,
you' re always responding to what the customer wants to do--
the ability to enter nultiple orders, scaled orders, al
ki nds of stuff, depending on what market you're talking
about. Lots of securities and futures markets m ght be
different in this regard, what kind of environnment you're
entering the order into, how fast it can react if you're
going into an ECN, it may be different than if you' re going
into somewhere el se.

But one of the problens--take the Nasdaq mar ket as
an exanple. The Nasdag market, you know, is now so
fragnented that the ability of any one area to control and
to have a policy becones very tricky.

In the futures market, you have CBT. They have a
policy. If it's advertised and people know it, you may

agree or disagree with it, but those are the rules of the

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



gane, and a regulator has signed off onit. So what may be
happeni ng, however, with regard to the variety of exchanges
with all the different levels of regulation, is that you may
have variations in policy with regard to what product. It
actually has this cross--this inpact in the price setting
mechani smin other markets.

So again we nove into single stock futures. To
the extent that sonmebody nmakes a mistake and puts in a price
that's, you know, ridiculous, way off the marketplace, but
it's an executable price and it goes into a market where
peopl e now do execute and because these damm things are so
fast, within seconds, there are actually transactions taking
pl ace that are priced. And then you go to, you know,
whatever it is dot-comand find out what the guys are saying
about it in the chat roons, and nobody can figure it out and
runmors are aboundi ng, and what are you going to do.

| mean, the fact of the matter is it's a false
price. It's not the market price. That's not an
interaction of people who are really buying and selling at
anything kind of like the level. So ny problemis that
unl ess you can do sonet hing about that and do it in an

across the board way, yes, there's the noral hazard by being
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able to do sonething about it. That’'s ny next topic, which
is why I'"msaying this because it segues right into what if
everyt hing goes wong. Everything goes wong. So | think
the issue of what the ideal should be, and naybe | woul d
agree with you that ideal is you take your |unps, and you
bear your consequences. Therefore, know ng that you'll bear
t hose consequences, you'll do everything you possibly can to
make sure that nothing bad happens is not really the true
reality, because you can get a situation, and you cannot
prevent a situation where the price discovery nechani sm
itself is thrown out of whack, and people are, you know,
wi nning and losing in that environnment, that's sonehow bad.
| think that you got to be able to do sonething about that.
MR. NASTRO Let me just raise one point. Yes and

no. Here's the issue. ay. At the end of the day, the

probl em of market price is a problemof a fat finger. If I
have 500 lots, I'mnot going to affect the market unless
it's nortgage futures. |1'mnot going to affect the market.
But if | do 5,000 lots, I'"'mgoing to affect the nmarket.

So it's really the price imtation that causes
the market disruption. The volune is what hits it. The

probl ens that we've had in MATIF, in Eurex and Board of
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Trade have been about contract size. At the end of the day,
if there were fat fingers available there, you would have
had a m nimum of a loss. You have a |l oss that you could
negoti ate between two parties rather than the awesone ki nds
of losses that occur and why do you have? This is no risk
managenent. |If there were risk managenment at Eurex, ACE, or
t he Chicago Merc, everywhere, with the engi nes, then you
woul dn't have the probl em

Wth all the AORs out there where you can nane all
the vendors, they all have sone sort of a fat finger
[imtation. So I can control ny custoners, but if ny
brokers or ny proprietary people wanted direct access to the
engine, | can't control them Wy? Because the exchanges
don't have risk managenent. Wy don't they have risk
managenent ? Because speed, speed, speed. They're selling
speed. They're selling ability to get to the host, to the
engine, and that's a problem And, you know, it's not a
| evel playing field theoretically because those nenbers are
going to have nore access. You're going to be at risk, |I'm
going to be at risk because of an error policy in place, but

all the custonmers and clients have to go through an AOR
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MR. LEITNER. Just to nake sure we all, hopefully,
at | east agree on what the issue is at the end of the day,
the issue when you're in this neeting is, ultimtely,
whet her there is a policy judgnent to be nade by a regul ator
internms of howit is going to | ook at exchange rul es that
are error policies. Again asking ourselves what do you do
in the cross-market situation where you nay be having
nmul ti pl e regul ators, exchanges, securities, SROs, the SEC,
all dealing with that. ©One would hope at least in that type
of linked market situation that there would be sone
consistency and the ability to act either in concert or not
act in concert, just to conplicate life.

CHAI RVAN ERI CKSON: Al l right. Excuse ne.

W have one question. Patrick.

MR. GAMBARO Yes, the problemdoesn't just lie at
t he exchange. The problemis at the FCM as well, who all ows
the custonmer to go directly to the exchange. |[If you
di sal | oned that to happen and had your own ri sk managenent
systens in place, which a lot of the FCMs and the CTAs and
t hose types don't, it will help us trying to regul ate your

pr obl em
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The ot her problemthat happens with the fat finger
is when he gets the execution or we send an execution out
that occurs and it goes out to 20 different custonmers. Wat
happens after that, what else did they do once they got the
execution to conmpound the error? So the risk is just not at
t he exchange level. |It's got to be right across the board.
Everyone has to contri bute.

CHAI RVAN ERICKSON: | tell you what. W have 20
mnutes left. Tony, how nuch tinme do you need for your
presentati on?

MR. LEITNER. Three m nutes.

CHAI RVAN ERI CKSON:  Three mnutes. That's it.
Everything goes wong in three mnutes. ay. Ed Rosen.

MR. ROSEN: It's an interesting discussion. It
seens to nme that the question about whether a trade should
be a | ocked-in trade or not a |ocked-in trade is actually a
very different question fromthe question of how we deal - -
what is the best way to prevent the problemfromarising in
the first case, because at sone point the risk is so
mtigated that you' re not worried about the risk of a

| ocked-in trade.
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One of the interesting things about the discussion
is that usually, as a matter of policy, you prevent
di sruptions to the market by creating the incentives to
address the issue where there is the power to control and
prevent the occurrence of a m stake.

Ri sk managenent is one set of functionalities that
can be provided. The FCM can provide a set of
functionality. The exchange can provi de sets of
functionalities. |It's not necessarily a custonmer versus a
menber issue. Anybody can have a fat finger or bid through
the market, but there are all sorts of mechanisns that one
could put in place, whether it's a dial ogue box that says do
you really nmean to be this far fromthe bid ask, or do you
really nmean to be trading in this size under these
circunstances? But it seenms to ne nost productive way to
cone at this issue is to focus on what practical solutions
exi st and are inplenmentable at the front end to mtigate the
risk of this, because that's the only way to ultimately
sol ve the problem

CHAI RVAN ERI CKSON:  Hank.

MR. MLYNARSKI: Follow ng on Ed's point, the

software industry and al so some of the newer exchanges
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t hensel ves have built sonme of this in response to industry
demand. | think Scott nentioned a couple of things as well:
the price limts, where an order can go in, order sizes and
things like that, order size maximuns. One of the
interesting things that is driven by the client, the
ultimte user of the system is that they want them al
optional because they all want to go fast.

And sone want to go faster than others. So |
think the interesting dilemma is who i nposes what on the
requi renents to have themin place or not, or is it buyer
beware at some |level ? You nmake them avail able, and how do
you mandate, if you will, or have legislation that says you
have to have sonmething in place or not? O just that it is
avai l able and if available, then you take your chances, but
| think the industry is making great strides in this area
because it's had probl ens.

Qobvi ously, you learn by your m stakes, but how do
you actually require inplenentation if then they're
avai lable if they becone optional ?

CHAI RVAN ERI CKSON:  Chri s.

MR. CONCANNON: We've had a | ot of experience with

error trades or clearly erroneous trades. W constantly are
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pushing the firnms that connect to us to inplenent price

j acks, size jacks. W do have a size limtation on the
systemto protect ourselves. Wat we' ve done after a year
of having “clearly erroneous” policies and being frustrated
by having to deci de what trade stands and what gets broken,
we inplenmented a fee so there was a cost to actually filing
to break a trade, and that cost was borne by the actual
subscri ber.

So if they had custoners with a |lot of fat
fingers, they would pay a price to actually get those trades
broken. W took that noney, and we rebated it as an
i nconveni ence rebate to the actual subscriber who had the
trade broken or even just questioned. So you could file,
you m ght not have any trades broken, but you paid the fee
to file. And it was a per-share fee that was sel ected
carefully to suggest that if it's within range of the
mar ket, don't file. If it's out of range and it nakes
sense, then it's worth to actually file for your custoner.

It's reduced our clearly erroneous filings by
about 40 to 50 percent. So it's been a big help, and we're
not collecting any revenue, but the rebate to the nenbers

who are inconvenienced helps a little bit.
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MR. McBRIDE JOHNSON: Very brief. The next tine |
have a particularly m serable day, I wll remenber what
Bryan has to get up and do everyday.

[ Laught er. ]

CHAI RMAN ERI CKSON:  Or night as the case may be.
Wth that, why don't we go ahead and turn it over to Tony
for his presentation on disasters.

MR. LEI TNER. Thank you. |'m another tal king head
W thout a presentation to show you, but just a couple quick
comments. Nunber one, we realized as we were discussing our
various topics that we did have a progression, sort of
segueing into mne fromthe erroneous trade policy, and I
think that we also see a bit of a full circle aspect here
because | keep | ooking at Yvonne here and we're shaki ng our
heads at each other, yes, this does cone back to policies
and standards, at |east to take care of the internediary
i ssue.

It doesn't take care of Charlie's issue because
Charlie goes, you know, right to the heart of this second
matter which is what is the receiver entity to do, and the
issue with regard to the Nasdaq market pl ace, of course,

illustrates that the flexibility of the ECMs to have a
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clearly erroneous trade policy can be, in fact, clearer than
Nasdaq's own policy.
In fact, it is clearer than Nasdaq's own policy.

So this is an area right now where the | andscape is awf ul

choppy at every level. There really aren't standards set
yet, you know, at alnobst any level. So what am| going to
talk about? | was going to tal k about hurricane risk and

eart hquake risk. W have bonds that you can buy and sell to
bet on hurricane risk and earthquake ri sk.

Seriously, when I first talked to Tom about what
this topic was, | said, you know, a couple of years ago, we
t hought we woul d get a very bad hurricane in New York on a
Friday, and it happened to be an expiration Friday. The
S&Ps were all going to settle. So the question that sone of
us were asking each other: well, okay, what happens if the
New Yor k doesn't open, and what happens if there is no
price?

And t he answer was, well, futures do one thing and
the options do another. So there is no convergence. One
| ooks back. The other |ooks forward. So sone of us called
the CFTC, and some of us called Bob Col by at the SEC, and we

said what can you do about this, and they said not hing.
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We said, well, that's not good. A |lot of people
will be injured. That was taken care of eventually by
rul emaki ng to rethink how those contracts would settle just
in case sonmething |ike this happened again. Then | was
tal king with soneone el se the other day and said, well, you
know, there was an earthquake in San Francisco, and the P-
Coast got closed for a week. But they didn't stop trading.
Everybody got on a plane and went somewhere el se.

The options traders |landed in the CBOT or they
came out to New York and after a little while they gave them
sonme space and phones, and they could continue to trade. It
occurred to ne that, well, that's all well and good because,
you know, fl oor-based systens, you can naybe survive that
way. But what do we in an environnent where we, in fact,
becone nore and nore dependent on technol ogy and we have, in
fact, linked markets, securities and futures, indexes and so
forth.

W have straight through processing. W have
connectivity all over the lot, and one of the problens with
all of that is that if anyone single part of it goes really

bad, and notwi thstanding all of the backup and everything
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else, if it goes really bad, who has the authority to do
anyt hing about it?

Now, there are really two questions here. Nunber
one, who has the authority and, second, howw Il it be used?
A question that was raised--1 think, very interestingly for
t hose of you who didn't see it--by R chard Lanb, Dick Lanb,
in a paper called "The Need for a More Definitive Policy for
Governnent Intervention in Perceived Market Crises," which
was published in this spring's Derivatives Quarterly.

Now, Di ck was actually focusing on sort of LTCM
and whether the Fed did the right thing or didn't do the
right thing. O course, we all can debate whether the Fed
actually intervened at all, who cares? The fact of the
matter is that Dick's conclusions are kind of interesting
concl usi ons because he says, assumng that there is
authority to intervene, that the governnent shoul d think
very carefully and clearly about and be very cl ear about
defining those circunstances in which it will intervene and
what it m ght do.

' masking to sone extent the first question,
which is where you have nultiple regulators in the

mar ket pl ace, who has got the authority to do anything? |Is
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it there? 1Is it centralized? O is going to be sort of
j awboni ng? | asked to just remnd nyself what's in the
statute right now | don't think there is very much in the
statute, but there is something in Section 2 about I|iaising.
The Comm ssion shall maintain conmunications with the
Department of Treasury, Board of Governors, the Federal
Reserve, and SEC. O course, sone of this arises out of the
'87 market break, so-called. W were all out at Chicago
Kent . Actual ly that was good because the regul ators were
actually all there, at least for the first part of that
downt urn

So maybe that started everybody tal king together.
The President's Working G oup grew out of that, and there
clearly is today a great deal nore communi cation than
di al ogue anong the financial regulators than there used to
be. But if you actually got past the finger-pointing and
down to cases about what you woul d do about sonething, and,
of course, it mght make a difference whether it affected
t he banking systemor it affected a securities narket or if
it affected the commpdities market, that doesn't nean that
the regulator in the unaffected nmarket should be perilous to

act as well. The question is, for exanple, who can declare
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a holiday, who can, in fact, stop another market from
trading or, in fact, nake it not stop tradi ng?

So action or interaction, it seens to nme, is a
useful question. So what | throw out for this group and for
our hosts is that it may be worthwhile to, in fact, have the
staff examine a little bit nore carefully what the current
authorities are anong the financial regulators for the
ability to intervene, and what is truly, you know, that
thi ng you cannot anticipate. It could be an act of God. It
could be a failure of a significant system It could affect
the clearing system It could affect the front end trading
system It could affect virtually part of the straight-

t hrough processing issues that Charlie nentioned before.

VWhat |' m nost concerned about here is authority
and clarity, and then you get to the next |evel of questions
which is what the policy should be for when you, in fact, do
anything about it. That's it.

MR. CRAPPLE: So what's the answer?

MR. LEITNER. No, | just said | would ask
guestions. What |'mproposing is that we first find out
what the baseline is, because | don't think that it's al

t hat cl ear. Ed Rosen knows it all, of course. So he'l
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maybe guide us. But | thought it was not clear who had
authority to act where.

MR. ROSEN. Thank you, Tony.

MR LEITNER | told you I'd call on you, Ed.

MR. ROSEN.  Thank you, Tony. |In thinking about
this, I"'mnot sure that the question of what is the precise
scope or how precisely the authority of the various
regulators is delineated is really the inportant thing,
because in all candor, if you have an event of that kind,
the likelihood that there is a switch if a person but had
the authority to flick it would solve the problemis, |
think, to ny mnd, sonewhat over optimstic.

| really wonder whether or not the real question
concerns the mechani sns for pronpt coordination and
conmuni cation with the rel evant markets and establishing the
infrastructure which would facilitate action pronptly.
Cenerally it's hard for me to i magi ne nmany scenari os where
you coul d get a solution where there wouldn't be a consensus
t hat woul d be shared between the industry participants that
are affected, maybe not all of them-that's why | say

consensus--and the regul ators, and therefore, it seens to ne
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the infrastructure for that is probably nore inportant than
cl ear delineations of authority.

And | agree with you, | don't think it is clear,
and | think many of us mght be scared if we saw what woul d
be necessary in black and white in order to give broad
enough authority to nake it clear that those steps could
actually be taken by any regul ator that woul d need to.
That's ny two cents.

MR. LEITNER. | guess ny reaction quickly to that
is, yes, and that it will be even nore necessary in an
envi ronment that whatever will happen will happen probably
faster than it does now because everything is speeding up.
So the likelihood of there being an issue which is felt will
be felt quickly and will probably need a response within
hours or half hours and not days.

CHAI RVAN ERI CKSON:  Phi | .

MR. McBRIDE JOHNSON: | don't have too nuch
difficulty finding the right to pull the trigger, at |east
here, because of the energency authority of the Comm ssion.
Mercifully, it talks in terns of the market being unable to
accurately reflect the forces of supply and demand and a

dead wire certainly does that.
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So | suspect we're pretty safe fromthat
standpoi nt, but Tony is absolutely on the noney when it
comes to the question of what's next? To know to a
certainty that something is going to happen, but not to know
what that is likely to be, is athriller, and markets don't
like thrillers.

CHAI RVAN ERI CKSON: Ckay. Let ne just ask one
general question of this panel and anyone el se who has got a
view. It seens a |ot of things we've tal ked about today are
| ooking for ideas of standards or what do we do in this kind
of event that Tony has put out on the table for us, given
the fact that we've got gl obal markets, trading nany of the
same products.

| think the “what next” question is even nore
interesting, especially in light of foreign markets that may
be tradi ng those sanme |inked products. |Is there another
pl ace that we should be | ooking? How do we extend this
di al ogue, not only here in this forum but also | ooking at
the FIA form where you' ve brought foreign markets together,
or through |1 0OSCO at which the Chairman represents us in a
nunber of capacities as well. Should we be | ooking beyond

just our borders with these questions?
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MR. DURKIN: Absolutely. Not just with respect to
the things we' ve tal ked about today. Cearly the Chairnman
has taken an initiative in ternms of information sharing, and
l"'mglad to see that that's one of your top priorities to
make sure that it doesn't [ose its nonentum because we
aren't there in terns of all of the agreenents that we've
put in place over the years. You can go down the litany of
them when there is a problem the information is still not
fl ow ng.

And that leads to risk for all of us. So
absol utely, we have to do whatever we can to bring cross
border relations into this dial ogue.

MR. LEITNER | guess | would add that, first of
all, you would know better than I what | OSCO is working on
and the degree to which regulators across markets are
talking to each other. | think that I would add that the
standards, buil ding standards, are going to be a key and
that's going to be as much a private sector issue as a
public sector issue, but it may well be driven by public
sector action.

Sonebody menti oned before the BOSL or BIS or

what ever the guidelines are that are going to begin to
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gquantify in capital terns the operational risk charges of

sone sort of other. | don't like, of course, the idea of

one-si ze-fits-all, because not everybody is equal in terns
of the way they nmanage operational risk, and you ought to

get brownie points for doing it right and doing a good job
at it.

One could say that's the sanme for exchanges, that
sonmehow a grade or a report card that people could then use
to determ ne where they want to trade m ght not be
eventually a bad idea. How you set that, who knows, because
froma conpetitive point of view, there will be potentially
a hew and cry.

On the other hand, the exposure of these issues,
just tal king about them is hel pful, nunber one. Nunber
two, being able to shine light on those fol ks who are maybe
not doing as good a job as they could or should is not a bad
i dea maybe. But it all begins and ends with the devel opnent
of sone baseline best practices or standards. Then the
question is, do they becone codified and then do they becone
consi stent ?

| nmean this is the point I was nmaking earlier

about this whole order entry system Should exchanges on
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t he receiving end have consistent rul es about fungible
product now? |[|f you' ve got your own product, that's your
own product and futures markets are used to do that. You're
not used to having stuff that actually trades equally in a
ot of different venues, but just ask the option markets--or
Nasdag.

So in those environnments, consistency across
markets is potentially inmportant as a ri sk managenent
matter, particularly as it regards these order entry
standards. It seens to nme you have to at |east ask a
guesti on whet her execution venues as they becone better and
better ought to have different protocols for how you get
t here, because that nmakes it nore difficult for the order
entry firmto programtheir systens to prevent bad things
from happening and still respond to custoner demand. As
Hank sai d, everybody wants to get there in the fastest--
wel |, not everybody, but sonme people want to get there as
fast as possi bl e.

M5. DOMS: | just have one point, though. W
can't | ose sight of the custoner protection issues
associated with all this as well. W just can't conme and

say there are standards, but not have any m ni nunms, because
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| think we're potentially harm ng custoners who aren't aware
of how those standards work. As we've seen in sone of these
systens that evolved, where sone of the capacity issues and
things like that weren't addressed, many custonmers were
actually harned in their ability to use markets. So | don't
think we can | ose sight of that as well.

CHAI RVAN ERI CKSON:  Dan.

MR. CUNNI NGHAM  Tom thanks. This is Dan
Cunni ngham Going forward, it's interesting hearing al
this. The Comm ssion probably is going to have to have two
very different perspectives. One is custoner protection,
and that's a U. S. issue. Wen you think about energing
tradi ng technol ogies five years fromnow, the nost effective
systens alnost all are certainly going to be truly
international. And there you're going to have to deal on a
regul ar basis with leading regulators fromother countries
in order to assure at times and prices you have access to
t he necessary information.

You're always going to need information in a
crisis, and it may be there are tines when the markets need
liquidity. That's less common, but if that's going to be

done in that new environnent, that's probably going to have
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to be done on a coordinated, international basis as well in
certain situations.

CHAI RVAN ERI CKSON: Ckay. Any ot her questions or
comments people would like to make with respect to this
panel ? Ckay. Well, now we get to go to the fun part, what
may be a little bit nore of a chall enge.

As | said at the beginning, | have great hopes and
every confidence that this conmttee will be able to hear a
nunber of issues, as we have today, mull on themfor a
little bit, and try and identify a plan for noving forward.
This means identifying priorities and issues that you think
really need to be addressed in sone kind of a meani ngful way
and devel oping a plan of action for noving ahead.

Ideally, | think that this is a conmttee that
woul d benefit greatly by having two |arge neetings like this
in any given year and then be able to identify discrete
projects where it could break down into nultiple
subconmittees for reports of those neetings. |'magoing to
throw the floor open initially to see if anyone would |ike
to tal k about some things.

| know we' ve heard a | ot about standardization and

ot her issues, but--okay. Yes, Larry.
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MR. MOLLNER  Being a custoner of the market, |
wi || address being a custoner of the nmarket the sane way |
did last time. Charlie brings up a very good point, and
that is that straight-through processing to the custonmer is
apparent because all of his problens don't cone to ne.
However, with nmultiple trading systens, nultiple identical
markets that we will have, | will still be burdened by
havi ng an account at Lehman Brothers where | trade equities,
where | trade options, where | trade futures, where | trade
FX of f their FX desk, and | get multiple statenents.

This is part of the regulations for segregation
that cause themto have to give ne different statenents. |
as a custoner of the market doing all of these things now
of f of my desktop, would |ike to have one statenent and
woul d I'i ke the Conm ssion to address the ability of the
custoner to choose whi ch saf eguards he wants, the security
saf eguards or the futures safeguards. Thank you.

CHAI RVAN ERI CKSON:  Thank you, Larry. Any other,
any reaction to what Larry has put on the table? Charlie?

MR. NASTRO  Good | uck.

[ Laught er. ]
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CHAI RVAN ERI CKSON:  Charlie, are there any points
fromyour conversation or discussion that you think m ght be
appropri at e?

MR. NASTRG No. | think “what's next,” as Tony
says, is really the question. | nean, | think that what
we've seen in the past is nothing conpared to what we're
going to see with the electronic technol ogy and tradi ng.

You know, Bryan, we've problens. W've seen
probl ens in Europe. Every nmarket has--it's a mgjor event,
and you really don't know. You got to figure out what to
anticipate. You may have energency powers, but you may have
t he whol e place shut down, and what do you do, how do you
manage the exposure?

These are issues | think need to be tal ked about.
You know, we need to have sone nore technol ogy people to
talk to and get a sense fromthem where of things are and
what ' s happeni ng out there.

CHAI RVAN ERI CKSON:  Yes, we're | ocked in now and
we're not leaving until we can settle this. Yes, Richard
and then Ed.

MR. FRIESEN: Yes, well, as a software vendor,

it's been really fascinating to sit here and | ook at gl obal

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



and system c problens and the particul ar probl ens around
error trading. As we |ook at the next generation of
technology, | think that a | ot of those things are and can
be resolved if, in fact, we keep up the conmmuni cati ons.

As | look at the structures that we're evol ving on
t he next generation, a lot of the issues here, in fact, are
being dealt with. So I think that in venues |ike this,
bri ngi ng on nore technol ogy conpanies is useful to nake sure
that the issues that we have as an industry in general are
bei ng addressed adequately on the technol ogy. Even though
technol ogy is being devel oped faster and faster, there is
still along lead time, especially if we're tal king about
the kind of enterprise |evel software that we need, the kind
of redundanci es we need, the kind of availability.

When you get to those kind of |evels, changes are
very expensive, because any one change in the system of
course, has to be QA ed throughout the whole system and
tested, and therefore bringing these issues early on into
t he technol ogy developrment | think is going to be very
hel pful. And this venue has been very hel pful to nme here
t oday.

CHAI RVAN ERI CKSON:  Ed and then Doug.
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MR ROSEN. | will make this ny |last comment.

Foll owi ng up on what Larry said, it seens to ne that as
platforns try to be systens for the execution of a broad
range of products that cut across different regulatory
structures, and firns offer internal platforns to their
custoners on which they try to offer as consistently as
possi bl e the broad range of products, | think some effort on
a going forward basis to try to harnoni ze the regul atory
initiatives of the CFTC and the SEC in particular so as to
try to pronote consistent standards and requirenments woul d
be an extrenely useful perspective to take and possibly
significant cost savings to the firnms going forward.

CHAI RVAN ERI CKSON: Maybe the Chairman woul d |i ke
to comment on those cooperative efforts.

ACTI NG CHAI RVAN NEWSOVE: |'m | i st eni ng.

CHAI RVAN ERI CKSON:  Doug.

MR. GARDNER. Well, a couple of things. First,
for sonme things that Charlie said, sone things that Richard
said, we went through a bonb a long tine ago. You're right.
Those things happen. And you cl ose the marketpl ace, you
have to be very available for it. So right now there are

contingencies in place, but it only is as good as the | owest
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common denom nator in any of these cases. W connect to
every firmin this roomand sone ot hers.

Sonme people have them Dino. The good does and
some of the rest of you don't. So it's just not going to
hel p unl ess everybody is on the sane page, and that cannot
be sonething that's going to be--it's a cost issue for a |ot
of these folks, and you can't regulate that. You can't tell
people to do it at the level it has to be done to be really
redundant .

The next case is what Ri chard said, the technol ogy
to address a lot of these issues. It does exist today, but
Hank said it right. People turnit off. Every day, every
nonment, you can stop every--a lot of things--the fat fingers
and all these different types of things if you want to. But
they don't want to. And if you trade trillions of dollars
t hrough a system you see every single problem |f soneone
said--1 think Tony said before--a |ot of the issues in terns
of market mani pul ati on now t hat you have technol ogy, people
can gane the system| ess.

Well, you all have extraordinarily smart people
wor ki ng for you and they can gane any system And they'l|

ganme it until you fix it and then they'll game that. So
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t hese i ssues are going to continue no matter how good a
technol ogy conmes, no matter what we try to do. The
technol ogy exists. |It's the inplenentation, the execution
and actually the use of it this is somewhat | acking.

CHAI RMVAN ERI CKSON:  Tony.

MR. LEITNER It seens to nme that just to try to
respond directly to your challenge to us is what are the two
or three things the Comm ssion can be doing? And | think
fromthe sort of consensus that |1've heard is that there is
a process and a deci sion about whether there are any kinds
of regulatory initiatives that are energi ng?

As to the regulatory initiatives, |I haven't heard
any, frankly, other than--but there is an underlying issue
which is what is the attitude or policy you bring to those
exchange regul ations that you get to approve. You're
approving | ess now because you' ve changed your regul atory
structure, and yet--and this goes to the coordination point-
-that Ed said the SEC still gets to approve everybody el se's
rul e.

So to the extent that we've got |inked markets--

that's where | cone back to continue to focus on them-the
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di al ogue has covered an awful ot of scope. So I think one
wants to potentially focus on the doable.

The first thing I would suggest is doable is there
are a couple process things that clearly be put in place.
One of themis in figuring out how to enabl e or encourage
t he exchanges to get together to talk about creating a
greater degree of connectivity standards. To the extent the
exchanges are worried about talking to each ot her because
the Departnent of Justice is after themor m ght be after
them on antitrust issues because that is now a concern,
there may be things the Comm ssion can do to enabl e that
ki nd of discussion to go forward in a regul atory context.

So | would think about that because that's thene
one. Theme two, the international situation, | think is
absolutely worth refocusing on. As a process matter,
| ooki ng at the nmechanisns that are already there for
di al ogue, whether it's through I OSCO wor ki ng groups or
what ever, does bring financial regulators fromthe markets
together. | think the point is that there may be sone
i ssues that have come out of this discussion here which it
is wrth putting on the table at an international |evel that

may not be there now.

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



So that m ght be a second direction. And third,
woul d still vote for a staff survey of the current |andscape
of the authority of the financial regulators to act in a
crisis. The CFTC has a set of powers under its energency
powers. |'mnot sure the SEC has the sane powers. Should
they be consistent or not? But a study of what they are
m ght be hel pful. So those are three areas that | would
pr opose.

CHAI RVAN ERI CKSON:  Phi | .

MR. McBRI DE JOHANSON:  You nentioned the FIA and
| OSCO as organi zers for international coordination. Both
are exceptionally good gatherers, if you know what | nean by
that. But the people who go to the neetings are w thout any
authority, at the time at any rate, to agree to anyt hing.
And once it bl eeds back into the hierarchy and these various
agencies around the world, frequently you get sone very,
very well done studies identifying problens.

Very rarely do you get anything by way of a
consensus that can becone an action plan for the various
agencies. Wthout wanting to get anyone mad at ne, | think
you m ght want to encourage what |I'Il call a second

generation 10SCO that conmes to the table with perhaps a
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little nore authority than it has at the present tine. And
even if it cannot commt those agencies to a particul ar
outconme, it can at |east have sone forceful recomrendation
to make back hone that will be taken seriously there.

MR. GAMBARO Tom | know |'ve been on a nunber of
panel s and di scussion groups, FIl, along with the FIA in
conjunction with the CFTC, the NFA, and Doug and a bunch of
other fellows in the roomtoo, Bryan. Wat happens to al
those studies that we cone out wwth with best practices,
standards and all other stuff with people who are in high
ranki ng positions at the exchanges, the comunities, the
firms, the CTAs, and a wide variety of the community com ng
up with saying why don't we do this or why don't we do that?

We never hear after we spend six, 12, 14 nonths on
a process that anything is comng through. |1 know we spent
a good year maybe with a group on the FIl comng up with
standardi zation practices. | know we're sitting now with
Yvonne on the NFA that is comng out with some best
practices. Wat happens to those things once they're
conpleted? | know they put out a book and then it's put in
the dust pile or what goes on?

CHAI RMVAN ERI CKSON: Yvonne.

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



M5. DOMNS: Well, in our case, we distribute to
our nmenbership, we actually put it in the guides that we
give to all of our firnms, what we call the self-audit
guides. And then we actually incorporate in our audit
prograns to verify just what people are doing with regards
to those practi ces.

Not all of themare rule violations, but certainly
it gives us a clue as to whether people are goi ng down the
right path and we nmake recommendati ons accordingly. So we
do act on the ones we produce.

MR. GAMBARO M problemis | don't know if the
word has gotten out that that's happening. | nean we see
it. You mght go into the net and bring up the CFTC and
see, you know, 400 pages of sonething, but there is nothing
that conmes out that says this is the way we should go. W
shoul d enbrace FI X 4.2 as the protocol for APIs. W should
do this. W should do that.

| know in the SEC world when | was there when we
first went to QCEPS and we went to standardization as far as
format, when you went to an EOR process, it was that. It
was a book that said this is how you' re going to do it, and

everybody did it that way. W don't have that in the
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commodities world, and | think we should. Wth all the
busi ness practice di scussions and operational and technical
di scussi ons that we have from panels and what not, that the
hi erarchy sits on at the exchanges, and certainly from I|ike
Charlie's standpoint, nothing seens to conme out that says
you haven't wasted your tine, and you just didn't put

toget her this vol um nous docunent that nobody is going to
read or come up with an executive summary that says we
shoul d start enploying this or the Comm ssion should cone
out with rules that said we will do this. | haven't seen
any of that.

CHAI RVAN ERI CKSON: That's really the chall enge,
think, that this group can westle with. | look at Tony's
suggestion--tal king about the staff survey of authorities of
various regul ators--and that's sonething that someone coul d
take charge of, Tony, with the cooperation of staff. 1'd
like this group to take a serious | ook at whatever cones out
of that with a recormendation to this Conm ssion, or
wher ever, about what the appropriate action or inaction may

be or what the next step m ght be.
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That subcomm ttee could recommend that the
Comm ssi on pursue greater dialogue with the President
t hrough the President's Wrking.

O specific proposals for rules or guidances or
sone kind of statutory interp. But those are the kinds of
things that | think address your concern, Patrick, about
this being nore than sonething that sits on the shelf and
col l ects dust.

MR, LEI TNER: Just regarding the point that |
think Pat was referring to--about the kind of nitty-gritty
stuff that really would help the industry--1 think that one
thing is the standardi zati on of protocols. And why isn't
t hat happening? | nean | don't know why that's not
happeni ng which is why | said that the CFTC m ght have an
enabling function there. That's got to be, | think, kind of
a private dialogue with the exchanges about why it's not
happening. To the extent that there is nervousness about
getting together, there are ways to enable that to happen so
they can get together, but | think obviously it's al so got
to get driven by a conmon dial ogue with an interested

private sector really driving it.
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And it's getting the right people in the room but
t he exchanges feeling they have no problemsitting there
tal king about all this, and they kind of have to.

MR, GAMBARO. Tom

CHAI RVAN ERI CKSON:  Yes.

MR. GAMBARO | know that every tinme you try and
do sonething new-like we're putting up our own EOR now
whi ch has been out there for 20 years, but we finally got
there--the first thing you do when you talk to the FCM
comunity is that we want to connect with you because your
APl is different than the CVE, the CBT, the NYMEX and what

not .

If we just said use "x", everyone uses it, the
connectivity would be there. When you try to connect and
your pipeline is going dowm to the exchanges, it wll be
there. There won't be a whole major effort for soneone to
reinvent the wheel at each of one of the FCM community back
offices. If it was just as sinple as that, just say that's
the way it's going to be, and that's the way it's going to
be, and everybody is going to have to conform It's just

that sinple and it nakes life easier, | think, for everyone.

CHAI RVAN ERI CKSON:  Charli e.
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MR. NASTRG | don't think our industry has the
clout to get that done. GCkay. The securities side got it
done because there were significant clients who said that's
the only way that we're going to do it. W don't have that
significant client base. W're all fragnented and
diversified. Maybe Tony is right. Maybe sonehow t he
Comm ssion can bootstrap this and get everyone together
because maybe there's just been too nuch tal k anbngst
ourselves if we try to do it ourselves, and try to establish
reformto see how it can happen and start the process,
because there is a little process going on here.

This is an FI A working group, and | don't know how
much they have noved forward. | know that we participated
init. But this is too inportant because it's going to set
the stage of where we are for the next five or ten years.
It's going to set whether we're going to be in this business
in the sane way that the securities side is undertaking in
el ectroni c trading.

CHAI RMVAN ERI CKSON:  Doug.

MR. GARDNER: And the other problemw th that is
the next one will be, “what should the error handling rule

be” and “what shoul d the whatever the next problemis” and
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these things will be resol ved whether by hook or by crook by
where the business is sent under the new reginen. There's
going to be a lot of conpetition. So business is going to
go sone place and if the CBOT has an error rule that
everyone hates after awhile, either they' re going to change
it or the business is going to go to BrokerTec or to
sonebody el se or sonebody el se.

| f the protocol that you put out doesn't work, and
it's going to make Di no and ot her people not connect to it,
you know, you or | can go and create--take Scott's or
Brett's or whoever's protocol and just work it into ours.
But the problemis that any mandated requirenent, | think,
will be the wong answer. Chris said a FIX 3.9 to the FIX
4.2. FIXis not FIXis not FIX. There is no "FIX."” 1It's a
| ot of fixes.

Morgan Stanley FIX is different than Gol dman Sachs
FI X.  You know, nessages. So it's just not a sinple answer.
St andardi zation is great. Standardization that's mandated
IS not going to work.

MR. GAMBARO Tom you have to start sonepl ace
and | think standardi zation will work. It worked in the

equity world. Wiy won't it work in commodities? And if we-
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-there is a docunent that's called "FIX 4.2." 1f you read
it, it's a standardi zed protocol. And, no, 4.2 isn't
different fromAto Bto C They have to use the sane
protocols. They might not use all of FIX but it's there,
and ny 4.2 FIXis the sane as Bryan's. There's no problem
with that.

| nmean but you got to start soneplace. |If we take
the attitude that the heck with it, tonmorrow we'll change
it, well, maybe we'll change it, but let's start sonepl ace.

MR. GARDNER: | don't disagree with that, Pat. |
just think that it's going to be sonmething that the group
will figure out, not the Conmm ssion.

MR. LEITNER. Can | nake it very clear that ny
recomendati on was that the Conm ssion be an enabl er and not
a mandator. | was absolutely not proposing that there is a
solution here that's a regul atory sol ution.

But to the extent that, you know, that it's
currently dysfunctional, and | don't know what the sources
of that dysfunction are, it nmay well be that there may be
concerns about conpetitors getting together to talk. |If

there is a regulatory basis on which fol ks can get together,

M LLER REPORTI NG CO., |INC
735 - 8TH STREET, S.E.
WASHI NGTON, D.C. 20003

(202) 546- 6666



that actually hel ps because then you can, you know, because
you can get together and tal k about it.

| nmean |'mnot an antitrust |awer, but | just
don't know whet her that's a concern on anybody's part. But
if it is, actually the Comm ssion can play a role.

MR. NASTRO That was ny point, too, with the
Comm ssion's invol venent, exactly what Tony said. W need a
forum And you can get FIA. You can get a whol e disparate
group and then sone show up and sone don't show up. |[|f you
have a forumthat tal ks about a standard, and | agree with
Pat's focus on 4.2, we just need a protocol, a standard
protocol. And we need soneone to help us get there.

W're getting there little by little, but we have
to start running on this. W can't be wal ki ng.

CHAI RVAN ERI CKSON:  As an enabler, a facilitator
and a mandator--that's a new word for you--1 sense that
there is at | east sone consensus around this, and there
woul d be an interest in participation in some kind of a core
group to look forward into the issue of standardization
regardi ng protocols.

And what | would like to knowis if one or two

peopl e woul d volunteer to be primary contacts and then we
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can build a group around that, at |east to begin to study
the issue and to | ook at devel opi ng sone ki nd of
recommendation for the larger commttee.

MR. JOHNSTON: CME woul d hel p you.

M5. DOMNS: |'ll volunteer, too.

CHAI RVAN ERI CKSON:  Ckay.

MR FRIESEN. ePit will help out if we can

CHAI RVAN ERI CKSON:  Ckay. Al right. W are
wr appi ng up close to our scheduled tine of dismssal here,
but is there anything el se that we can discretely pick out
as an issue that people would like to talk about. Scott, |
don't know if you wanted to put on the table the idea of
audits in any greater detail or--

MR, JOHNSTON: No, | thought | laid out the issues
pretty clearly. Hopefully | did.

CHAI RVAN ERI CKSON:  Yes, John.

MR. McPARTLAND: Yes. | do have a suggestion for
a subcommttee. There is an international best practice of
fair, equal and open access to markets, and technology is
bei ng used to create unfair and unequal access to markets.
Any nunber of people has tal ked about the fact that they are

absolutely commtted to electronic markets. So what's goi ng
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to happen is that this is going to become nore and nore
i mportant.

There's an exchange that throttles bandw dth based
on whether you're a market naker or a public client.
There's an exchange that will not allow a public client to
enter a conputer-generated order. | think it mght be a
good idea to at |east catalog either the inadvertent
technol ogy or the tactical initiatives that create unfair
and unequal access to markets and bring them back to the
coonmittee and say, “do we care” and if so, what are we going
to do about it. | think that's consistent with the core
m ssi on of the Technol ogy Advisory Commttee, and it's
probably consistent with good public policy.

CHAI RVAN ERI CKSON:  Any ot her comments w th what
John has put out on the table?

MR. GAMBARO One comment. Ron Filler at the |ast
Boca conference gave us a docunment that was about--1 don't
know - 100 pages thick. But it contained all the exchanges
t hat have ETS environnents. |t contained a |ot of
information, APl information, sone of the stuff that John
was just talking about. | think that would be very hel pful.

And maybe the FIl, FIA CFTC study that we did |ast year,
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t he conclusions rendered as far as standardi zation best
practice should be given to the group along with Ron's
docurent. | think Mrianne probably has a copy that she
gave to the panelists and al so the people Iike Ron and NFA
have.

It's inmportant that everyone see what's out there
and what's been tal ked about, because a | ot of discussions
we' ve had here have al ready been tal ked about probably a
hal f a dozen or a dozen tines.

CHAI RVAN ERI CKSON:  Technol ogy at Its Finest.
We've got the report. John, is this sonething that with the
assi stance of staff resources here, that you would be
willing to take up and report back even individually at the
next neeting?

MR. McPARTLAND: Okay.

CHAI RVAN ERI CKSON:  Al'l right. Any other [ast
comments? W can get out of here about on tine. Ckay.
Vel |, again, thank you very nmuch for your time. This has
been of enornmous help to ne, and |I'msure the other

conmi ssi oners share those sentinents. Thank you very nuch
[ Wher eupon, at 5:00 p.m, the nmeeting was adjourned. ]
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