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PROCEEDI NGS
SESSI ON ONE

CHAI RVAN NEWSOVE: Good afternoon. Jim how are
you doi ng today?

I'"m pl eased to convene this roundtabl e of
di scussion on clearing issues. Certainly, we've got a full
afternoon in front of us. So I think that we should get
started, so that we can certainly hear all of the
di scussion |ater on

Before we begin | first would like to thank
everyone for taking tinme to join us in Washington, D.C., to
provide us with the benefit of your financial know edge and
wi sdom on financial markets. | also want to take this
opportunity to thank Jane Thorpe and staff within the
Division of Cearing and Internediary Oversight, as well as
Pat McCarty and his staff in the Ofice of the Genera
Counsel for their time and effort in getting us to this
poi nt today.

Today's programw || consist of two sessions. In
the first session our purpose is to obtain views on the
best way to design our oversight programfor clearing

organi zations. In the second session we want to provide a
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forum for discussion of inportant issues regardi ng nmarket

structure and conpetition. I would like to express ny deep
appreciation to Dr. Susan Phillips, whomall of you know,
for agreeing to noderate the second session. Dr. Phillips

is currently Dean and Professor of Finance in the School of
Busi ness and Public Managenent at George WAshi ngton
Uni versity.

| should nmake it clear why we are holding this
first session. Wen Congress enacted the Commodity Futures
Moder ni zation Act it created a new category of registrants,
derivatives clearing organizations or DCOs. Under the Act
the CFTC has an obligation to assess whether DCCs are in
conmpliance with the core principles the Congress deened
appropriate for clearing organi zations. These principles
address areas such as internal governance, financi al
resources, systens, operating procedures, treatnent of
funds, and clearing protocols and procedures.

Wil e the CFTC has an oversight program for
exchanges, we have yet to develop a programto assess DCO s
conpliance with the core principles. As we develop this
program we will be mndful of our obligation to be

flexible in applying the core principles. W are here
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today to solicit industry views on howto fulfill our
Congressional nmandate in this area.

Let ne assure you that we will continue to work
with you as we devel op the program and to seek your input.

Wil e we have identified three issues on the
agenda, | want to say that all issues are open to
di scussion. Before | ask ny fell ow Conm ssioners for any
t houghts or comments that they might have, | just wanted to
announce that the rules for securities futures products
have been signed off by both Comm ssions. They are headed
to the Federal Register this afternoon for publication
hopeful |y.

[ Appl ause. ]

CHAI RVAN NEWSOVE:  For publication the begi nning
of next week, and then inplenented 30 days after such tine.

So with that said, I will ask Conm ssioner
Barbara Holumif she has any comments that she would I|ike
to make?

COW SSI ONER HOLUM  Thank you, M. Chairman,
woul d just like to echo the Chairman in wel coming all of
you here today and to thank you for your participation and

t hank Jane and her teamfor putting it all together, and
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especially for picking such a lovely day for all of you to
visit our city.

But you're all |ooking good, nonethel ess, and |
| ook forward to the rest of the afternoon. Thanks agai n.

CHAI RVAN NEWSOVE:  Thank you, Conmi ssioner.

Conmi ssi oner Tom Eri ckson.

COWM SSI ONER ERI CKSON:  Good af t er noon.

I too want to thank everyone for being here and
thank the Chairman and his staff for putting together a
timely roundtable. W certainly have many interesting
presentations and vi ewpoints on this subject. [I'mlooking

forward to hearing the discussions this afternoon. Thank

you.
CHAI RVAN NEWSOVE:  Thank you, Conmi ssioner.
Now, as | have found during nmy tenure at the

Conmi ssion, | do a nmuch better job of |earning and

listening if I'mnot worrying about speaking. So as we go

forward throughout this first session, |I've asked Jane
Thorpe to | ead the discussion. So Jane, I'Il turn it over
to you.

M5. THORPE: Thank you, M. Chairnman.
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I"d like to start by reviewi ng certain
housekeeping rules that | think will facilitate our
di scussion this afternoon. W' ve allocated an hour and 50
m nutes for each session with a 20 m nute break in between.
And the second session will start at 10 mi nutes after 3:00.

There are many issues to cover and we'd like to
hear from as many people as possible. And while there is
some overl ap between the two sessions, we'd appreciate it
if you would restrict your comments to the issue at hand.
If there are points you would like to el aborate on in
witing, I"'mcertain the Conm ssion would be pleased to
recei ve your conments in witing.

Before starting session one, |et ne observe that
as a new director of a newdivision | amsensitive to the
effect a new oversight programw |l have on the industry
and on the Comm ssion. Let ne assure you that our aimis
not to regulate for the sake of regulation. Qur challenge,
I think, is to devise a framework for oversight that wll
make the nost efficient use of the Conmm ssion's resources
consistent with sound risk managenent and principl es of

good government which is why we are here today to initiate
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t he dial ogue with the industry on what we should do and how
we should do it.

Bef ore we open the floor for discussion, however,
in order to get sonme perspective on the issue, I'd like to
ask Bill Navin of OCC to take a few m nutes to describe the
SEC s oversight of securities clearinghouses and David
Hardy of LCH to provide sone insights into the FSA' s
program of oversight.

Bill, can | turn it over to you?

MR NAVIN. | think there are five basic
conponents to the SEC s regul ation of clearing agencies, at
| east from our perspective. The first of themis the
initial exam nation for conpliance with the SEC s cl earing
agency registration standards. Under the '34 Act the SEC
has to nmake certain findings before it can register a
clearing agency. And those findings go to matters simlar
to the core principles in the Mdernization Act, but
they're a little bit nore general.

The SEC s staff or Division of Market Regul ation
back in 1980 adopted a set of formal standards or
guidelines, if you will, to indicate the things they would

be | ooking at in maki ng recommendations to the SEC as to
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whet her it should or shouldn't register an applicant.
Those go to such matters as the applicant's rules on
partici pati on, governance, capacity to enforce its rules,
saf equards agai nst risk, operational capacity.

Once a clearing agency is registered, the
remai ni ng conponents of the programcone into play. And
there are four of them One is the process for review ng
material rule changes. The second is regional office
inspections. Third is automation review policy
i nspections. And fourth is review of disciplinary and
suspensi on deci si on

CGoing back to the first of those, review of rule
changes, all changes in a clearing agency's rules have to
be filed with the SEC. There are certain categories of a
rul e change, such as changes in fees, that could be nmade
effective on filing. And there are other sorts of non
material rule changes that fall under simlar category.

Normal |y rul e change proposal s have to be
publ i shed for public coment. Typically what happens in
practice is that a period of time goes by after the, after
the filing takes place in which the staff reviews the

proposal, asks whatever questions it has. And sonetines
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changes in the proposals are nmade in response to staff
conments and questions in that stage.

The next thing that happens is that the rule
change gets published for comment. Then follow ng the
expiration of the comment period, the Conm ssion approves
the rule change. The Conmm ssion has the authority to grant
accel erated approval if it chooses. And it does so in
situations where that's warranted.

The inspection programhas two parts to it. The
first is the SEC s regional office cones in--it used to be
every two years, now, nore recently it's every three years-
-and they spend about two to three weeks with us.

Typically in the | ast couple they' ve brought people from
Washi ngton here, fromthe Ofice of Conpliance Inspections.
They have joined in and | think that the CFTC has done the
nost recent.

These i nspections cover a broad range of things,

i ncludi ng the nenbership process, financial surveillance,

any disciplinary proceedi ngs we nay have had. They review
our information nmenos to clearing nenbers. They review our
board and commttee packages. They review newitens in our

annual report. They exam ne our coll ateral managenent, the
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way in which we adm nister our margin rules, the way in
whi ch we adm nister the clearing fund. And they do al
this in the context of going through selective clearing
menbers and what our requirements were with respect to
them They also talk with our internal audit people and
review internal audit reports.

The second, the second inspection elenent is the
so-cal l ed automati on revi ew programinspection. That's
annual ly. Each year we nmake a report to the autonmation
revi ew peopl e regardi ng devel opnents in the IT area during
the past year. That's supplenented by filing reports of
systens changes, when we change anything material in our
EDP systens. W're also required to file reports when
there is a non trivial outage.

Then once a year the automation review staff
conmes in. They give you one day to go over our report on
recent devel opnents. Then there is a three day exam nation
at which they do things Iike examning all of our interna
audit reports relating to EDP matters, conpliance wth
t heir past recommendations, information security, any
changes that may have taken place in our data center and

the steps that we've taken to prevent recurrence of any
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outages. They also | ook at our energency and conti ngency
plan. This inspection typically culmnates in a few
witten recomendati ons.

Cccasionally we get calls on specific issues that
are of interest to the automati on people who are exam ning
a particular area of our clearing.

Finally they do have authority to review any
suspensi on of a clearing nenber or any disciplinary action,
final disciplinary action taken. |It's a relatively rare
occurrence to change its findings.

That's basically it.

All 1 have to say nowis that that's it.
I"msorry. |If there's anything anyone would Iike
me to repeat, I'lIl be happy to do it.

M5. THORPE: David, could you go next, please?

Thank you very much, Bill.

MR HARDY: Jane, | will with pleasure. | wll
try and nmake this as coherent as possible, given that Jane
explained ny role in this early part of the proceedings
about three seconds before the neeting began.

We have new |l egislation in the United Kingdom

whi ch came into being m dnight on the 30th of Novenber | ast
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year, our new Financial Services and Markets Act. Wthin
that |egislation, an organi zation such as London

Cl earinghouse is a recogni zed cl earing house. There are,

t hough, very few specific requirenments in the Act relating
to the requirenent of such an organi zation as a recogni zed
cl earinghouse. | nean, there are sone very broad financia
requi rements, but nothing terribly specific.

The way in which the oversight, though, is being
devel oped--and | enphasi ze bei ng devel oped because, again,
the Act is quite new, the role of the Financial Services
Authority is being somewhat thrown together now Rather
like is the case over here in the event of the new Act.

The expectations of the FSA are set out in what's
known as a source book, again, not terribly specifically.
There was, though, an extrenely onerous and extensive
review of the operational capabilities, the risk managenent
st andards, the business continuity, disaster recovery
provi sions of the clearinghouse during a grandfathering
process, LCH being a Recognized C earing Act under the
former Financial Services Act. And we were grandfathered
under the new Act, following a very substantial review

process in which sone external consultants were used
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particularly in expert areas such as systens and di saster
recovery.

Very much the onus for conpliance with the
requi rements of the Act is placed on the board of the
recogni zed body, the recognized cl eari nghouse. And |I woul d
say that the role of independent non-executive directors on
t he board of the organization is particularly inportant and
the Financial Services Authority will have direct access
and will meet regularly with the independent non-
executives. It will be expected, and it's nmade pretty
clear to them before they take on such a role, that whil st
they're not exactly a whistleblower, they are nonethel ess
seen very much as hel ping guard the regul atory conpliance
of the organization. And it would be expected that if they
have, you know, found sonething that they consider to be
i nappropriate, if it was raised at a board neeting, if
not hi ng particularly happened, it would be expected that
t hey woul d make their feelings known directly to the
Fi nanci al Services Authority.

The way in which the FSA considers the RCH, the
Recogni zed C eari nghouse in question is to look at it on a

ri sk based assessnent, to |l ook at the risks that the
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cl earing organization could pose. And the way it's
expressed is the risk it could pose to the fulfillment of

t he objectives set out under |law for the Financial Services
Authority itself. So is there sonething that we could do
that woul d undermine their ability to fulfill the

obj ectives under the Financial Services Act that have been
set out in statute?

And they | ook at the O earinghouse under a nunber
of different risk areas. 1'll take an exanple, market
integrity. There will be a rating of the clearinghouse's
inmpact in the area of market integrity. That m ght be
hi gh, nmedi um high, mediumlow, low. In essence, were
something to go wong with the governance and the
oper ati onal procedures of the clearinghouse, what woul d be
its inpact on market integrity? WelIl, that's al nost
certainly likely to be high, particularly because of the
very broad spread of operations of LCHin the UK and
Eur opean regi on.

But then there will be a probability of the
i npact made by way of an assessnment. And, you know, that
hopefully would be low In other words, the operational

systens and procedures of the clearinghouse are such that
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it's thought extrenely unlikely that the sort of inpact
that would be high if it took place would actually happen

Now, in order to then consider how to keep that
at a low level, we have what's known as a risk mtigation
program It's not saying there are high risks, but it's a
guestion of |ooking at various areas in the clearinghouse's
operations and keeping in close contact with the regul atory
body around those various areas for risk mtigation
| ooking at, | don't know, banking, collateral handling,
busi ness continuity, all kinds of areas. But there are no
set requirenents.

What that leads to is an agenda for comuni cation
such that the regulatory authority is, on a quarterly
basis, nmonthly basis, annual basis, whatever it is in
relation to each one of those areas of risk mtigation, is
keeping in close touch and understandi ng the sort of
actions and protections and risk mtigation initiatives of
our own that we have in place.

So it's a question of being open, making sure
that we keep in very close communication and the regul atory
organi zati on knows the way in which we are operating. And

t hrough that type of relationship, maintaining what has
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al ways been a pretty |light touch without the need for
extensive or onerous requirenents and standards being set.
So there's a sort of grown-up relationship between the
or gani zati ons, which has worked very well for the 15 years
since we've had the nodern standard regul ation in London.

I think that's about all 1'd like to go into at
present.

M5. THORPE: Thank you very mnuch, David.

Wul d any of the participants at the table |ike
to add their commentary on this issue?

[ No response.]

M5. THORPE: 1Is Dennis Dutterer at the table?
Denni s?

MR, DUTTERER. Ma' anf?

M5. THORPE: | know you submitted a coment
bef ore the hearing which addressed generally how you
t hought the CFTC shoul d proceed in terns of designing the
over si ght program

Wul d you like to share sonme of that with us?

MR DUTTERER: Certainly. Thank you
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My comments are largely directed to what | think
is the second agenda item So I'll reserve those for the
appropriate time.

In ternms of general focus on oversight a few of
ny observations would be that the CFTC and the industry has
before it a nunber of reports and exam nations of genera
oversight. That is, we have the statute, the |legislative
hi story behind it, the initial rules that have been
prepared. W have things such as the Klein Report that has
| ooked at difficulties in the past. W have other reports
that focus on clearing and settlenent issues such as the
BIS and so forth. And | think that those are all very,
very good points to build from And | would believe that
an appropriate approach is to take those things and begin
to build fromthat rather than focusing on, if you will,
yet, again, a new programor new rules, policies, and
procedures. So | think that should be the starting point
for what the Comm ssion would do.

A second observation that we have seen over tine
with our opportunity to work with other market places and
provi de services is that everyone says, but it is so true,

that clearly one solution is not necessarily applicable to
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all the problens. And | think that when one | ooks back at
the BIS Report or Klein Report or other things, that really
comes through. So ny thought as we begin the first session
here today of the agenda itenms would be that we have a
very, very good beginning. And we should really | ook at
that and focus on that as apart from focusi ng on devel opi ng
yet anot her set of sol utions.

MR NASTRO Jane, if | could have Bill and David
give us their analysis of the governance of those two
organi zations, the OCC and the LCH, | think that woul d be
very hel pful for all of us.

MR. NAVIN. The OCC has a kind of a unique
governance structure. |It's a for profit corporation. |Its
stock is held by the 5 options exchanges. However, its
board is controlled by its users. W have 16 directors.
One is our chairman. Five--each of the exchanges has one
director on the board. W have one public director. And
the other 9 directors are all representatives of clearing
menbers. And we have a nom nating committee that's
conposed of clearing nenber representatives. They nom nate
t he people for those positions and they nom nate their own

successors on the nomnating commttee. And the exchanges
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are required under the ternms of a stockhol ders agreenent to
vote for the election of those persons that are nom nated
by the nom nating commttee.

There is a petition procedure if nmenbers don't
i ke the people that the nom nating comittee cones up
with. But that's never been exercised.

MR HARDY: The LCHis a perfectly normal UK
[imted liability conpany. |Its equity is owned as 3/4 by
its clearing nmenbers. Each clearing nenber has one share,
maki ng up 75 percent in total. The other 25 percent is
owned by the three futures exchanges that we were clearing
when we put the structure in place in 1996. And amazingly
in 1996, that's all we were doing, clearing three futures
exchanges.

The board is made up of three representatives of
t he exchanges, one from each of the three sharehol ders.
The, and 9, up to 9 representatives are clearing nenbers
who are el ected by the clearing nmenber sharehol ders only.
W have 2 independent non executive directors who are
chosen by the board. And we have an i ndependent chairman.
Rather like Bill's cormment, the nmenber sharehol ders go

t hrough a nominati on committee process. The nom nating
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comm ttee consists of 3 board nenbers and 3 non board
menbers. Individuals standing within the financi al
services community, they will put forward nom nees. Again
if there's another candi date that sharehol ders would |ike
to put forward, then they are perfectly able to do that
t hrough a procedure. Again, like OCC, that's never been
tested in practice.

Is that the sort of extent you were |ooking for?

W LMOUTH:  Jane, the independent non executives
are not associated in any way with financial services?
They coul d be the building manager of sone building? O
are they associated with the financial services comunity?

MR. HARDY: Well, the building nmanager at ny
bui I di ng woul d be the | ast person doing that, | can assure
you. But, no, they are people with standing in the
financial services community. Neither are connected wth
any of our clearing nmenbers. Both are, in fact, retired,
very seni or bankers who bring a rul e-based under st andi ng
and know edge of the financial service community, both of
whom were wel coned by the Financial Services Authority.

M5. THORPE: Jim MNulty had a conment.
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MR MCNULTY: Yes. W were, when we discussed
this, Comm ssioner, we were thinking that you al ready have
very good surveillance prograns and you have oversi ght
reviews with us on a regular basis. And what we were
thinking is it would be good if we could weave this DCO
oversight programinto that sane process and in that way
continue what we think is an ongoing and very benefici al
di al ogue. And we also think that it would be hel pful if
this di al ogue was not one that was prescriptive where it
cane to setting margins, for exanple, and that type of
prescription, but it becane beneficial toward buil ding
stronger markets on a continuous basis.

M5. THORPE: And indeed, when we were working on
t he agenda, we were quite aware that one of our chall enges
woul d be not to duplicate the existing CFTC financi al
oversi ght of the exchange's programw th respect to its
menbers. So clearly, you' re absolutely right. There is a
program that we can build on

But it also gives us a new opportunity, because
we now have core principles both on the exchange side and

on the cl earinghouse side to do it better than we have been
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doing it and to work with the industry as we nove forward
in this process.

MR, MCNULTY: And we wel cone that.

M5. THORPE: Are there any other exchange
representatives who, or clearinghouse representatives who
have a view on those areas where they think are sort of the
outer limts of where the CFTC should be involved, in termns
of | ooking at clearinghouses? | wll throw out one
exanpl e.

Fi nanci al resources is one of the requirenents
under the core principles for clearinghouses. The CFTC has
never gone in and set any standards regardi ng how nuch
default funds or guarantee funds a cl eari nghouse nust have.

What is your view on how we shoul d approach that particul ar

i ssue?

MR. WOLKOFF: | think that probably approaches,
per haps passes the outer limt. | think that one of the
issues, | think Jimjust brought it up, is to avoid
prescriptive regulation. But having said that, | think

that there is a case to be made for the Comni ssion to have
fairly open-ended discretion in adopting standards

cl eari nghouse by cl eari nghouse, because there's a w de
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variety of risk depending upon the nature of the
commodi ties being cleared, the extent of the open interest,
the nature of the custoners, albeit retail versus
conmmercial or institutional, the liquidity of the
under | yi ng markets and the public purpose of the narket and
how ext ensi ve that public purpose is.

| think it's appropriate without setting specific
guidelines for the Comm ssion to | ook at such areas as it
currently reviews right now, the treatnent of funds, the
segregation of funds, for exanple, which is probably the
singl e biggest core principle under U S. regul ation of
cl eari nghouses. But also I think issues of best practices
at the particular clearinghouse, which could include how a
default would be treated, how stress testing occurs,
whet her stress testing occurs, operational risk at the
cl eari nghouse, the policies underlying margin, whether they
have active options contracts permtting for a
determ nation of inplied volatility, which I know there are
di fferences of opinion on, but in ny viewis probably the
best determ nant of market risk.

I"mnot in favor of highly Iimted CFTC

jurisdiction. | think that that jurisdiction, however,
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shoul d be carried out in the format of periodic reviews or
ot herwi se reviews for cause with a broad public interest
obligation using the core principles as the basis and going
on fromthere and exercising discretion in its expertise.
It's an agency created to use its expertise exactly for
this.

The only other thing that I would add is | think
that the change in the | aw a year ago, which for the first
time separated trading fromclearing, we don't know how
significant or inportant that change is because it really
hasn't frequently been tested. |It's relatively new. And I
think that it provides a ready justification for the CFTC
to be overseeing, not just integrity of the clearinghouses,
but the preservation of market confidence in how the
cl eari nghouses operate by periodic review and public report
rat her than prescriptive regulation. So | hope that, that
hel ps.

M5. THORPE: Thank you. Anyone el se?

MR M.YNARSKI: Perhaps a few comments on being
per haps the new cl eari nghouse here at the table. And thank

you for inviting ne.

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666

Page 26



I think it's inmportant to note that there are
very significant market forces at work here too and the
appropriateness of risk managenent or financial wherew thal
at clearinghouses. W established BrokerTech clearing
conmpany and slightly over a year ago received our
designation. And as we began nmarketing ourselves to the
financi al market place, the users of futures nmarkets as
clearing firms, first getting themto join and then
ultimately obtaining users, we were given a very rigorous
test by the market. And it was very inportant to the
mar ket pl ace, including our owners, who separately and
i ndependently review us froma credit worthiness and a risk
managenent policy and do their due diligence, because no
matter what their initial investnment may have been, if
their credit people and risk nanagenent people felt
unconfortable with us, we were not going to get approved.

So it was a very inmportant part of our
establ i shment of ourselves in the market place that we have
a strong financial backing that the market woul d accept and
that clearing nmenbers would join us on the basis of the
policies that we had in place. And clearly, there are a

nunmber who have and have felt confortable with that. But
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can tell you, as well, that also as we broaden out and try
to bring in new nenbers to the exchange and ultimtely to
t he end-user/non nmenber, it is also a very inportant part
of the discussion that the user of the financial narket
wants to get very confortable with the financia
wherew t hal and the risk managenment practices of that
particul ar cl earinghouse, because | know it comes up in
every single conversati on we have.

So there are very strong market dynam cs at work
I think that, that keep the clearinghouses sufficiently,
you know, serving the industry.

MR NASTRG |'mnot an exchange, but |I'm an end-
user. So if | can just nake some observations.
Essentially what Neal was sayi ng and what Ji mwas saying, |
think it's very inportant. | don't think the CFTC needs to
be having a | ot of prescriptions about what's going on
here, because every clearinghouse is uniquely different.
They have different procedures in place. Mybe that's
good, maybe that's bad. And |I think that that, though
needs to be exam ned.

Just general principle, for instance, sone

cl eari nghouses have different capital requirements. There
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are thinly capitalized entities who are clearing. Wth the
new frontier of electronic trading, we can have an

expl osi on tonmorrow that coul d i npact adversely upon the
entire market place.

So |l think it is right for the Comm ssion to do a
little bit nore scrutiny of sone of these processes to
understand the rel evance of the capital to risk within the
entity itself, vis-a-vis the end-user and the clearing
menber .

MR MCNULTY: Yes. Thank you, Commi ssioner.

| also think that if we can share an intellectua
framework for |ooking at risk, because really when we're
tal ki ng about the concept of financial resources, we're
really tal king about how do we neasure risk. And risk wll
have to do with what the probability is of novenents and
then what the probability is of those novenents over time
and how does it affect the risk of confiscation due to
def aul t.

And | think if we could share an intellectua
framework of whether it's value at risk or a probabalistic
approach to neasuring over tine these risks, | think it

woul d be very hel pful for all the participants. And
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think it leads us to a better outcome. And so we would be
happy to be involved in that kind of a dial ogue.

MR WOLKCOFF: Just one last point that |
i nadvertently negl ected fromthe di scussi on before.

And that is consistent with what Jimjust said, |
think that it's of critical inportance to augnent whatever
regul atory oversight programexists with respect to
clearing with the ability of end-users, Charlie and
certainly people | ess sophisticated than Charlie, to
understand the policies and procedures of a particul ar
cl eari nghouse.

One of the core principles requires public
information. Then within the core principle there seens to
be sone fairly significant limtation that the public
information is only really required to be accessed by
mar ket users thenselves. And there's sonme question about
shoul dn't potential market users, shouldn't conpetitors,
even, have access to the information on the rules and the
policies. And | think that because the clearing, the DCO
rul es have now opened up the ability of clearing
organi zations to clear all kinds of products that it's

i mpossible to draw | i nes between where the risk of one
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product or one organi zation ends and the risk of another
begi ns.

And so | think that it is of critical inportance
that the public information requirement be taken very very
seriously, and that that be an area that augnments oversi ght
sinply because it permts the end-user ultimately, and the
ot her markets through peer pressure to inpose standards of
operations that are prudential and in line with best
practi ces.

M5. THORPE: Yes?

MR. POLK: Let ne just comment on one issue as it
relates to clearing corporations. | represent an FCM At
the end of the day it is our capital which is at risk. And
to the extent that we di scuss probability value at risk,

t hat al ways converts to dollars and cents.

During issues of times of extreme liquidity
probl ens, the responsibility for solving those problens
become the FCMs. W are the ones generally dealing with
the custonmer. W are in the forefront. It is our
responsibility to collect those margin calls, to determne

to a certain degree what is adequate protection for us.
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We are standing normally by ourselves in this
regard. And | can attest to several instances during this
past year in certain liquidity times in the energy sector.
We woul d wel come CFTC invol verent. W do believe that you
shoul d be involved in tinmes like this, working with the
clearing corporation and with us as FCMs. There is too
much noney at risk to let individual conpanies go this
al one when it's the magni tude and size of sonme of the
potential problens that we have.

M5. THORPE: |s your m crophone on?

MR MCNULTY: The only addition | would like to
make is that as a corporation and cl eari nghouse, we al so
keep capital for those kinds of eventualities so that we
al so have capital in that gane. And we think that it's
i mportant for us to work very closely with the FCMs in
t hese peri ods.

M5. THORPE: Thank you

| was intrigued by a corment that David Hardy
made about the process that the FSA used in review ng the
LCH and grandfathering themand the fact that the FSA hired
external consultants. | wanted to ask you at the tine you

made that coment the purpose for which these externa
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consultants were hired. Because | do think that, you know,
what we're noving away from as everyone understands, is a
guant ati ve assessnent of risk to a nore qualitative
assessment of risk in this new environnent. And so we, as
a Comm ssion, have to nove away from our checklist approach
of doing rule enforcement reviews and audits to nore

subj ective and anal ysis of whether you as institutions have
anal yzed all the risk that you need to take into account in
ternms of the business that you' re doing and your menbership
essentially.

And part of the problemfor us is that we nmay not
necessarily have the expertise to be able to fully
understand what it is that you' re doing. And so, you know,
that's a challenge for us in terns of getting our resources
together as we forge ahead in this new worl d.

Davi d, what is the purpose of the externa
auditors within the FSA oversi ght progranf

MR. HARDY: Well, Jane, they weren't auditors.

M5. THORPE: |'msorry. Consultants.

MR HARDY: They were there to supplenent the
staff of the FSA in the grandfathering process around sone

very sort of closely defined and specific expert areas
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specifically in systens and business continuity. So as the
FSA have not got, | mean, the FSA actually hasn't got
abundant resources for staff. |It's got a big job and not
enough people to do it at the nonent.

But in that particular area they didn't, | don't
t hi nk, thought they had the internal expertise to judge
whet her or not our systens and our business continuity
procedures were at best practice or not. And that's why
t hey brought some people in.

But certainly they have noved quite distinctly
towards that qualitative approach. There's never been a
box ticking or quantitative approach fromthem anyway. But
it's now even clearer that, you know, we both act as
grownups. They accept that we have the internal expertise
in operation and risk managenent areas. They will take an
intellectual stance and say, well, do we believe that they
are doi ng enough in those particular areas? Is it
reasonabl e the approach that they're taking?

| think it's very dangerous for any regul atory
body to try and get too prescriptive around sonme of these
ri sk managenent areas and try and set |evels which m ght

just actually turn out to be wong. And so it all cones
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down to the quality of the relationship | think as to
whet her or not the FSA staff believes that we' re al ways
bei ng open, straightforward and actually vol unteering bad
news as well, which is all very nmuch part of building that
relationship that allows us to enjoy that conparatively
[ight touch that | nentioned earlier on.

M5. THORPE: But as part of the reorganization or
the creation of the FSA, there was a huge nunber of staff
in the Bank of England who cane on board. And these, these
experts were, in fact, quite capable of analyzing val ue at
ri sk nodel s and doing quantitative analysis. And so from
t hat perspective FSA has in-house that kind of expertise
that | was tal king about. Is that your understandi ng?

MR HARDY: In their trade at risk departnent,

t hey have an awful | ot of very smart people and they can
certainly tell whether we're trying to pull the wool over
their eyes, which, of course, we never woul d.

But in other specific operational and IT areas, |
mean, | don't think they do particularly have the resource.
And the smart thing to do is to bring it in as needed.

MS. THORPE: Yes?
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MR POLK: David, in considering risk managenent,
do you look at liquidation risk at all?

MR HARDY: Yes, very much so. | nmean, we have a
very broad range of different types of markets now. And
the liquidation around a 30 year Euro Swap has to be taken
into account extrenely seriously in our risk managenent
practices. But that goes across the board fromliquidation
of our, you know, 300 bags of cocoa right across the board
to the swap. So liquidation risk is the key area for us
when market risk, when we start to take on board market
ri sk post the thankfully rare failure of a clearing nmenber.

MR POLK: May | ask one other question?

| believe in the UK you do not have a concept of
reportabl es which allows a know edge of concentration. How
do you handle that? And | guess in one way | | ook at the
CFTC as a recipient of the reportables and what actually in
the future will be done in that regard? David?

MR HARDY: Routine reporting on positions to FSA
you nmean? Al right. So I'mnot necessarily, because the
termreporting? Do you nean that?

MR PCLK: Yes.
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MR HARDY: Well, there isn't a routine
reporting, but there is certainly the opportunity for the
FSA to call for that information and in particular
circunstances that's freely given. But it's not done on a
daily basis across all markets and all products that we're
engaged i n.

M5. THORPE: Didier, |I believe you had a comment ?

MR VITALE: | wanted to nmake a comrent about
governance. | think the, one of the key points is that |
think in the world, the materialization, we feel of the use
of the FCM when we have the control of the clearing
process. Because | think that if we have the major crisis,
our capital is risk. And as our capital is at risk some
key decision will have to be made in that case. And it's
qui te obvious for us that we nust have the control. This
is not always the case as you know wi th sone
cl eari nghouses, and we think also that we nmust have the
control over the clearing. Because at the end our capital
will be at risk and you, and we woul d have the assessnent
procedure. Something is going very bad. So | think we
wel come your discussion with the exchanges as the CFTC, but

at the end the problemw |l be to see who will put the
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noney on the table, it will be us. And I think we don't
have to forget that.

M5. THORPE: Yes, Yew Meng.

MR. FONG | support what you have just said,
Didier. In particular let us not forget sonething that
Charl es has spoken about, which is very inmportant. The
worl d is changing very, very quickly, nunber one. Nunber
two, as Ira and yourself have clearly identified it is the
capital and the risk that each FCM large firnms or smal
firms, will bear.

There is a case for CFTC oversight in certain
circunstances | feel. Definitely it should not be
prescriptive. Cearly, where there's contagi on, where each
exchange may only share or each clearinghouse only shares a
smal| piece of the information, but the bulk macro picture
resi des somewhere. How can we find an easy forun? Wat
woul d that case be? Let us wite the rules now before it
happens. What prescriptive rules? Let's have a set of
gui del i nes.

W see these various conpani es going fromAAA to
BBB within two weeks. What does that nean to us? Wat

does that nean to the FCM? How do each of the exchanges
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and cl eari nghouses deal with that? 1It's not that you have
to have enough in terns of financial resources in your
guarantee funds. Howis the CVE reacting to that factor
versus the CBT versus the Kansas Board of Trade, versus

Br oker Tec, the new boy on the bl ock?

It may be nore pervasive, but clearly each
cl eari nghouse feels there is a conflict of interest if
they're disclosing that to a conpetitor clearinghouse.
Clearly, they cannot disclose it to another FCM \Were
shoul d the repository of information be? Where shall that
i nformati on be shared, even across borders into the London
O earinghouse, into the Japanese | ocations?

Let's think about that. | believe that is where
part of your new novenent is to be able to create a forum
create that know edge that, yes, you know, you have the
public non executive director cone to talk to you and how
to bring that information across quickly because then
deci sions can be nade quickly. And I think really it adds
much nore wei ght, because Charlie is saying how can DCVs
with very not big capitalizations inpact other

cl earinghouses if they inpact the United States DCCs.
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M5. THORPE: That's a very interesting point that
you raise, Yew Meng, that you are perhaps advocating that
the CFTC should be the repository of information that the
exchanges thensel ves cannot share because of conpetitive
reasons or that clearinghouses cannot share because of
conpetitive reasons, and that we woul d deemrel evant for
system c risk purposes across all nmarkets and across all
cl earing organi zations.

Does anyone el se around the table have a view on
t hat ?

MR WOLKCFF: | think just informationally I
think 1"'mcertainly a big believer for regulatory purposes
in information sharing, in information sharing agreenents.
I think domestically for probably close to the last 15
years the U S. exchanges or clearing associations have had
an agreenent in place to share on an autonmated basis pay
and collect information.

So with respect to at the FCM | evel at the
various clearinghouses in the United States we all agree,
not wi t hst andi ng conpetitive issues, to share the
information on a FCM basis. Now, we don't share the

information on a specific customer basis. And, and perhaps
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there's an issue there. But in responding to that, because
it is sonething that Ira eluded to before, I think it's a
very difficult place for the exchange to be in naking
client specific decisions other than on a, a really case-
by-case generally disaster specific standard. Because
typically what it is that we do is to nmeasure market risk
nmake determ nations on operational risk, which | would
include liquidation risk, but as to the client |evel that
has historically been--and | think appropriately so--at the
FCM at the FCM I evel.

The exchanges certainly--1'l1 speak on the energy
si de--have been able to share information across FCVs
t hrough | arge trader reporting. So that we woul d have that
fuller picture of who is doing what, where, and be able to
establish limts and the like. But as to whether a
particul ar customer is a good risk or not a good risk and
shoul d have special margin or not margin, that's an issue
that has historically been left to the FCM And I, I--not
as really an exchange, but | would think that the FCMVs
woul d feel relatively unconfortable in having the CFTC step
in and second guess their own customer-specific margin

deci si ons.
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WLMOUTH: | may be a little bit off here, but it
seens to nme purely froma regulatory standpoint if the
el enents that we've identified and tal ked about here are
reported in the trade execution process and it's all
standardi zed, then | would think you coul d measure exposure
across the markets on a far nore consistent basis than you
can now. But that would require, as | think M. Fong said,
all that information being gathered perhaps by the CFTC
And then you would have a better basis, | think, for
nmeasuring consistently the risk across the markets if it
was all in one place, which it isn't now | think that
that's what Neal was thinking.

MR EARLE: If | can try a slightly different
tact. Energy Cear probably represents the nost aberrant
of the fornms of clearinghouse at this table. But as | |ook
around at ny col |l eagues, we do not represent a honbgenous
communi ty of menbers, nor a honbgeneous comunity of
products. Gven that, it's very hard to see how the
Conmi ssi on coul d prescribe how we woul d neasure and
mtigate risk with a single standard that would apply

equal ly well at every organization.
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But, yet, | can understand the Comm ssion's
wanting to be able to set sonme kind of a prudential public
policy, because confidence in the markets is inportant.

And, you know, the Conm ssion being able to have that could
wel | render confidence where it doesn't exist in some
mar ket s.

But it would seemto ne that the ultimte test of
a clearinghouse is when it has an insolvency and how it
handl es that insolvency. Now, ny nenory may be wrong, but
| seemto renmenber that the Bank for International
Settlenments was | ooking for a standard for inter bank
cl eari nghouses and how they could promul gate a standard
that inter bank clearinghouses were expected to reach so
that they woul d be consi dered appropriately working as
i nter bank cl eari nghouses.

And if nenory serves ne right, they focused on
how t hose cl eari nghouses handl ed an insolvency. And the
Bl S promul gated an expectation as to how the cl earinghouses
woul d be able to act in an insolvency. And all the inter
bank cl eari nghouses were asked to do was to denonstrate how

they woul d reach that expectation
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So there was promul gati on of a standard on
nmeasuring risk, menbership, mtigating risk, financial
safeguards. Rather, it was sinply asking each
cl eari nghouse to be able to denpnstrate that in the event
i nsol vency occurred, it could reach a certain |evel of
performance in handling that insolvency. Perhaps what the
Bl S has al ready done coul d be considered by the Conmm ssion
as an appropriate path for |ooking at DCO oversi ght since
it does not get involved in the mcro details of how we
operate on a day-to-day basis, and addresses the key role
that we're all here for, which is to handl e insol vent
nmenbers whil e keepi ng confidence in the markets.

MR DAMGARD: Jane, it seens to ne that after
Barrings, didn't we end up with a system whereby there was
going to be greater comunication at all clearinghouses--
that way in ternms of establishing an agreenent that
cl eari nghouses had to sign globally. And it dealt with
bot h recovery and prevention, because it was two
cl eari nghouses, | think, one in Osaka and one in Singapore,
unaware of what the position was. And so | think nmaybe

some has al ready been, sonething has been done in this
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area, but it seens to nme that it's certainly sonething
valid for the CFTC to | ook at.

M5. THORPE: Those agreenents basically are
triggered when there is an event. And | think what Yew
M ng's point was in advance of a triggering event, is there
sonme central repository of risk information that m ght not
present conpetitive concerns to the industry and could the
CFTC be a useful central repository for that kind of
information. It's certainly sonmething that | think the
Conmi ssioners here, that staff will be |ooking into.

And speaki ng about events, one of the things that
we have on the agenda is the issue of system security.
System security | believe is core principal (1) for DCGCs.
And it tal ks about the operational capacity of a clearing
organi zation in the event sonething happens.

The CFTC, as you know, put out a report in March
of this year followi ng the events of Septenber 11th. And
in that report the Conmi ssion identified the events, the
t hings that the Commi ssion itself had undertaken, the
devel opnents in the industry itself. The Chairnman |
bel i eve sent out a letter in Cctober of |ast year asking

each of the exchanges and cl earinghouses to file their
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contingency reports. And there's been discussion
internally here about doing a followup letter one year
after Septenber 11th to find out what new procedures have
been i npl enent ed.

But the Commi ssion's report also tal ked about
getting the industry together to devel op standards of best
practi ce and how we can be better prepared next tine. And
ny understanding is that there is a | ot of devel opnents
internally and vertically within each institution and
cl eari nghouses and exchanges, but there's very little
hori zontal coordination between the institutions, between
t he exchanges and cl eari nghouses and between the
cl eari nghouses and t he nenbers and t he banks.

Wul d each of you like to coment, would sone of
you like to corment on where you are as far as that issue
i s concerned?

MR MCNULTY: | would first, ny first coment
would be I would like to really congratul ate John Dangard
and the FIA in the way that they performed during the
Sept enber 11th debacle, because | think they really did a
great job of keeping all of the exchanges in touch with

each other. And | think that it was a nice cornerstone for
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conmuni cation on a daily basis, several tinmes a day, we
were on all on tel ephones together. And it hel ped us solve
probl ens that otherwi se m ght have been very difficult to
sol ve.

So | think, I think that John and the FI A should
be comended for that. And we think that that may formthe
begi nnings of a way to nove forward in the event of other
crises. And | think it would be useful for us to begin
t hat di al ogue of how we coul d have that kind of |evel of
communi cation again in the event of a crisis.

I think if you go to the next step, which is,
what are we doing besides putting in place all of the back
up facilities so that we can run conpletely separately from
our own physical plant today? W are working with all of
our major FCMs to make sure that we have back-up plans for
them at both their off site centers and our off site
centers so that if and when necessary, we literally could
flip the switch and be running in a conpletely separate
node on separate telecons |ines, on separate electricity,

etcetera, to make sure that it works again.
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M5. THORPE: David, do you have any thoughts
you'd like to share with us about the Board of Trade's
activities in this area?

MR VITALE: W don't do our own clearing. It's
done by BOTCC. So I'ma little reluctant to engage in the
di scussi on of what should go on within clearing
organi zat i ons.

In the broader context of the prior discussions
about regul atory oversight and how it should be applied, I
think the point of |ooking at how other regul atory agencies
have done it has sone val ue, as was pointed out earlier. |
t hi nk, you know, one of the issues that you see is that
rul es-based regulation when it's applied in certain
i ndustry has a tendency to drive itself actually to nore
supervi sory regulation. And so starting out too heavily
rul es- based creates probl ens because then it's difficult.

And | come fromthe banking industry where |, |
think there's |lots of evidence of that in capital adequacy
establ i shment. Sonebody pointed out that you can get the
wrong capital adequacy rule. And, and | think you could
ask your col | eagues down the street whether they started on

the wong foot. And they probably would admt that they
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did. And they have been trying to unwind it and point out
that that regulatory regine has tried to nove towards a
nore market-based reginme in ternms of its oversight, even
suggesting that rating agenci es m ght have sonmething to do
with | ooking at capital adequacy and so forth and so on.

So in the broader context of things, you know, |
woul d support a nore supervisory approach to all of these
i ssues. Use nmarkets where you can aggressively, and be
very, very careful on rules because rules don't last very
long in this environnent. But then again, we don't run a
cl eari nghouse.

M5. THORPE: Could you comment on the BOICC s
activities in the area of the events foll ow ng Septenber
11t h?

MR DUTTERER: Yes. Follow ng Septenber 11th I
think we, as all organizations, began a first |ook at what
we do internally, what changes should we nmake, if any, how
do we inprove what we're doing, how do we ensure that there
is an appropriate responsiveness or continuity of what we
di d.

I think as we tal k anong all of our clearing

organi zations and the exchanges as well, and | think we're
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all doing that maybe nore individually than we have in an
organi zed effort, we are now beginning to see where there
are areas of cooperation and what we m ght do together.

So | think the first thing we did after the 11th
was see what we felt we needed internally for our own
organi zation. Having set that as sort of a base, we have
begun to go out and talk to other organi zations or make
ot her changes or see if there is a possibility to work
together in certain areas.

I think for us at the clearinghouse, the first
and nost inportant thing to us was to reconfirm our
conmuni cation capabilities. As Jimnmentioned, the ability
to switch fromhere to there, that would be invisible to
the FCM or to switch fromthe FCMs new site to our new
site, that sort of thing. Fromwhere we are, | think one
of the nost, greatest concerns to us is the
tel ecommuni cations. It is sonething that we, as a
cl eari nghouse, we don't have control over. |It's not as
t hough you can deal with a |ocal back-up site or a |loca
organi zation in Chicago or in another city because the
tel ecommuni cations is, indeed, nationw de and all policies

are |argely nationw de.
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And | think that gives rise to an area where the
CFTC, or simlar organizations, could be hel pful to us.
Because | think as we find our own needs, as we talk to
ot her cl earinghouses and see what their needs are, we do
run into i ssues where we sinply can't solve them
internally, like telecommunications, for exanple. So |
think we may be at the point where it would be useful for
maybe a nore formal structure anong ourselves and the CFTC
to indicate where we have run into areas that need your
assi st ance.

MR. POLK:  We were involved in 1993, we were in
the Wirld Trade Center. And in 9-11 we were in the Wrld
Fi nanci al Center. Based on our experiences, | would fully
support your involvenent in disaster recovery oversight.

There are basically four parties as | review
di saster recovery. You have the exchange, you have the
clearing corporation, you have the FCM and the ultinmate
custoner. In order for disaster recovery to work properly,
all four parties have to be involved and understand one
another's plan. And to do that, you actually have to test
that plan. You cannot just put it in witing. You

actually have to live it. You have to go through it, and
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you have to, perhaps, nandate it. Because that's the only
way it's going to work.

I can tell you that before 9-11, we reviewed our
pl ans and when we cal |l ed vari ous exchanges, clearing
corporations, we did not have adequate responses. And as a
result then, although we had a backup site, etcetera,
etcetera, it was not properly linked the way it shoul d have
been to the clearing corporations and the exchanges.

So | do believe that it shoul d be mandat ed.

There should be tests. And the supervisory responsibility
to do that should fall to the CFTC as overall coordinator

MR VARLET: As you know we have experienced a
very difficult situation in the aftermath of Septenber
11th. And I know | would say that we, we had a | ot of
problens with sonme area organi zation at this tine.

What | woul d advocate is not nmaybe a prescriptive
approach, but a best practice approach, where in fact we
can define between market professionals key roles, and
t hi nk that coul d be organi zed under the authority of the
CFTC to nake sure that everybody neets and the best
practices are distributed anong all the nenbers. And

think it's affecting all participants you spoke about and

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



it's very clear that Septenber 11th has been for all of us
a warning. | think that the financial committee has been
excepti onal because we--being unprepared for the magnitude
of the event, we have been, | think, extrenmely good to
address the problem But it's like a warning | think now
we have to get prepared and nake sure that we won't

i mprovi se, |like we have done during the Septenber 11th,
after the Septenber 11lth date.

I think that one of the priorities in this field
woul d be to organize a working group to define the best
practice--such regulation which I think I wouldn't like
regul ati on because, again, you have to update and it's very
difficult to do. And best practice can be reviewed al so by
the market participant on a regular basis. That would be
ny, my conment.

MR NAVIN. | just had two comments. One is in
addition to the four constituencies that Ira identified,
there's a fifth very inportant one. And that is the
settl ement banks. And sone of the biggest problens which
occurred in the wake of 9-11 had to do with their |ack of
adequat e back-up. And that's an area where | think

potentially an agency |like the CFTC can maybe speak with
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bank regul atory agencies and try to make sure that
everybody knows what everybody el se is doing.

And | al so know, though I'm not personally
involved init, that the SIA on the security side, has a
conmttee that's very actively |looking into the process of
mai nt ai ni ng comuni cations in a disaster And | don't know,
the FIA may also be doing that. But if not, |I think it
woul d be a worthwhil e undertaking.

MR WOLKCFF: | agree. | think the banks would
be very inportant.

| don't know that given the magnitude of what
happened 9-11 that you ever conpletely can hope to get away
frominprovisation, but I, I also want to say that I
t hought the FI A stepped up the plate in a very big way, in
a substantial way. And, you know, John deserves a | ot of
t hanks.

I do think that, that you're highly reliant on
sonmebody stepping up to the plate. | nean, certainly the
CFTC did, the FIA operated as a coordinator of all of us.
But I, also | agree with a |ot of the points, although I
don't, wouldn't like to cone out of this with a

prescriptive, you do this; you do that, you have the state.
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I think there are a nunber of changes that occur
just as after the '93 bonbing of the Wrld Trade Center a
nunber of the FCMs | think that hadn't established back-ups
or secondary locations did so at that point. 9-11 has
driven nore of that. And as an exchange we've actually
been, contrary to CME, we've been very uninvolved in
over seei ng what the nmenber firns are doing. | guess to
some extent taking it for granted that they're reacting to
their woes in nuch the sane way we're reacting to our woes.

I think froma utility perspective, | think the
bi ggest change that we've done, vis-a-vis the relationship
with the nenber firnms, and | think you can do anything you
want with your own operation and in the end no matter how
careful your planning or how good your testing, it really
has to be integrated. It is the nmenber firns and it is the
banks in the end that you really are, are depending on. O
course, the custoner is at the end of that chain.

But certainly the ability now, given the
internet, to nove away fromformal networks and to be able
to exchange information w thout having dedicated frane
reeling networks as we experienced, and just |earning the

i mportance of back-up and | ocation of back-up and things
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like that. But | think we would be very nuch in favor of a
CFTC role in reviewi ng the response at the various |ayers
since 9-11 to nake sure that we do have at |east a couple
of sessions of conmunication and that we can have a confort
| evel just, again, as building confidence in what we've
done. And | think that woul d be--and, of course,
correcting what we haven't done, if indeed it comes up that
there were sonme very good ideas that sonme of us haven't

t hought about, | think that's a very, very hel pful role
that the Conmm ssion could play at this point. And we would
certainly wel conme that.

CHAI RVAN NEWSOVE: | think Neal's coment
certainly about coordination across industry groups is
extrenely inportant. And to ne that may be one of the
brightest things that came out of Septenber 11 was the need
for coordination outside just your, your own organization

I wanted to go back to the working group to see
if that's something that you think we should approach. |
t hi nk we' ve got working group possibility. You know, we're
l[imted on the nunber of advisory commttees we can have at

the Comm ssion. | think certainly if we took the advisory
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comm ttee approach, the technol ogy advisory comrttee would

be the appropriate advisory conmttee at the Comm ssion
But, John, with FIA s tremendous invol venment

right after 9-11, 1'd be interested in your thoughts about

the advisory commttee or a working group, and in any

ot hers?

MR. DAMGARD: Thank you.

I"'ma little enbarrassed to sit here and get al
this praise. It's not going to, Jim it's not going to

effect ny presentation in the second part of it.

[ Laught er. ]

MR DAMGARD: But credit where credit was due,
M. Chairman. You divided up the responsibilities anong
vari ous Comm ssioners’ office, and ny job was to keep the
CFTC informed. And rather than pick up the phone and tel
Tom Eri ckson each and everything that went on in the
conversation, | put Tomon those calls. And so everything
that we knew, you knew. And that exhibited a trenendous
amount of nore trust than we've had with the Conm ssion in
some of the past administrations. So that was, | think, a
big part of at |east getting us through that part. And

anybody that needed it, had the dial-in nunber.
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I think that--1 kind of agree with Neal. | don't
know t hat you can ever anticipate each and every thing that
needs to be done the next tinme. W' ve done this after
Barings. W did this after the '87 crash. And, of course,
Sept enber 11th was anot her exanple. And | do think that
technol ogi cally we have better opportunities to connect
nore and nore people. And certainly I think we did a
better job after Septenber 11th than we did after October
of ' 87.

But in both instances, | mght say | was very
proud to be a part of this industry because everybody
wor ked together. And there were, there was no rancor.
People got up in the mddle of the night. W yanked Neal
out of bed several tines and raked hi mover the coal s about
m ssing this deadline or that deadline. And for the nost
part tenpers never really flared and probably we were
pretty fortunate to do as well as we did after that.

But certainly each of the institutions has
t hought about it a | ot and the exchanges have worked on, |
guess, back-up locations that they feel are inportant. And
I think the firns have all taken disaster recovery very,

very seriously. And each of the firms, not just in
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futures, but really across the board are | ooking |ong and
hard at it. And presumably all that adds up to better
preparation the next tine.

And whet her or not there's sonme way to link
together all those efforts or not, | really don't know. I
will say that we are working with the SIAin a nunber of
areas and disaster recovery is one.

M5. THORPE: Yes, David?

MR HARDY: In the aftermath of the events, the
Bank of England and the FSA and the Treasury conbined in
order to begin a full scale review of readiness, if you
like, in the UK and getting together clearinghouses,
exchanges, representatives of trade associations, in
particular, in order to try and get a feel for best
practice, in order to try and get a feel for preparedness,
and to do sone really sensible, practical things |like for
the first tinme put together a map of where people's prinmary
and secondary | ocations and datacenters, for exanple, were.
And guess what, there tended to be two pockets. So
everybody now understands that sort of typology and can

begin to plan accordingly to spread that out, to nake
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things rather nore sensible. Qher practical things, |I'm
sure, had al ready happened.

But nyself and others in the markets are now,
instead of relying on the standard providers of |ow budget
phone networks, we're hooked into a government network to
ensure that we get priority access in the event that--for
all times. So it's good for me and ny bookmaker. But in
the event of-- we have sort of access in the event that
it's really necessary and other forns of comunication are
knocked out.

On the afternoon of the 11th of Septenber we
| earned a |l esson as well and ny head of operations decided
that, because there were runors of other aircraft still up
inthe air, it would be a good idea if we tried to invoke
our tertiary location, which is a shared site, only to
di scover that we weren't allowed to invoke it because we
hadn't actually suffered some formof event. So we now

have a new provider of tertiary.

Testing was absolutely vital. Certainly our form

of test cane in the event of our power of the data center
bei ng knocked out twice in one nonth in a switch over to

our secondary site, which thankfully I don't think any
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menber of the LCH actually noticed happened. So that was
an unintentional test, but it certainly allowed us to |earn
many, many |lessons. So | can only say that the nore
testing you can do the better.

We have al so in London, as Jimknows, I'mfairly
heavily involved in the FIA s opposite nunber in the UK the
FOA. And watching the FIA s invol venent post 11 Septenber,
we have just conpletely copied the arrangenents for a
phone-in service so that nmenbers of the FOA all have those
details and that phone-in arrangenment woul d be i medi ately
ki cked in which only emul ates the work that was done here.

M5. THORPE: W were tal king about the role of
government in this discussion. And, indeed, there actually
is a specific role for an agency |ike the CFTC. The CFTC,
along with the SEC and other financial services regulators,
are part of a body that is known as FIIBC. And I cannot
recall what all of those letters stand for

But it is a group of financial agency--financial
regul atory agencies that are responsible for critical
infrastructure i ssues when a disaster, |ike Septenber 11th,
occurs. And one of the things that each agency has been

charged with is getting each of the industries that we are
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responsible for priority access to tel econmunications
systens in the event that the normal |ines of

communi cati ons becone jammed or unavail abl e because of a
Sept enber 11th type event.

And so we are in the process of sending out,
setting up sonme nechanismfor coordinating with the
exchanges and with the firms regardi ng who shoul d get
access and within those institutions who to del egate for
t hat pur pose.

It does seemas if there is arole for the CFTC
in getting all of the various parties at the table to talk
about best practices in terns of all of the issues that we
have discussed, but also in ternms of, you know, getting,
getting out these kinds of coordination nmechanisns, |ike
the GETS card that | was tal king about earlier.

And | know that Conm ssioner Erickson, within the
context of the technol ogy advisory commttee, has been
t al ki ng about standardization on sone of these issues.
Comm ssi oner Erickson, would you like to comment on sone of
t hese issues?

COWM SSI ONER ERI CKSON:  Thanks, Jane. The

Technol ogy Advi sory Committee has undertaken a coupl e of
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projects. One, in particular, that mght bear on this
di scussi on as people are | ooking at system security and
ot her issues is the work of the Standardization

Subconm ttee, which issued a report that was accepted by
the Full Conmttee this past spring.

That effort was chaired by Yvonne Downs of NFA
and Scott Johnston of the CME. The standardization report
sets out some recomendations for best practices in the
area of content standardization, as far as what information
shoul d be included in the order flow of custoner orders
fromthe time that they're actually entered into a system
to the time they are confirmed back to the custoner. What
information is necessary for back office functions by the
firns.

There's an exhaustive list of information that
was put forward by the subcommttee as infornmation that
m ght be included in order flow information that woul d be
hel pful across the board, and ultimately to the regul ator

The second part of the report discusses
standardi zation of protocols and the issue of systens and
appl i cations being able to comuni cate between and anbng

each other. \Whether that neans everyone adopting one
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protocol or some nechani sm where protocols would be able to
communi cate with each other has not been determ ned by the

work of that subcommttee. But they did note that the FI X

t echnol ogy seenmed to neet the needs of the futures

i ndustry.

If you haven't taken a look at it, the report is
on the Commi ssion's website. You can get a hard copy from
my office as well, but it's |isted under the Technol ogy
Advi sory Comm ttee on the CFTC s website. That maybe
sonmething for you all to consider as you | ook at disaster
recovery and business continuity and what role the CFTC
m ght be able to play.

M5. THORPE: Any ot her thoughts on the issue of
system security and business continuity?

MR MCNULTY: If | may just mention, |'m going
back one step on the nanes of these groups that do
cooperate in ternms of understanding the riskiness of
various clients and Puphinder GIl, who is here today,
could fill people in on the details, but | thought it m ght
be interesting for the group to know the nanmes. There's
the Joint Audit Commttee, which includes 26 exchanges and

the NFA. There's also the |Intermarket Financi al
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Surveillance Group. And then finally there's a third group
that was put together to share information and this is the
I ntermarket Surveillance Goup, and that's 26 donestic and
foreign self-regulatory organi zati ons that work together to
share information.

So we woul d be happy to provide information to
t hose who need it on those groups.

M5. THORPE: Thank you.

I think one topic that we haven't yet touched
upon is the fact that we now have DCOs that can cl ear
exclusively for over-the-counter markets and over-the-
counter transactions. And NYMEX is also an exanple of a
regul at ed exchange and cl eari nghouse that clears for both

OrC and regul ated transactions in the sane segregated

account at the clearinghouse. I"d like to, perhaps, seek

i nput frompeople like Dennis Earle and from Neal, as well,
on what if any additional risks you believe there are
presented by the OIC conponent of clearing and what

addi tional considerations the CFTC should take in its
oversi ght progran? Dennis, can we start with you, please?

MR. EARLE: Sur e.
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Well, unlike David's five mnute notice, | got
eight hours notice. So | have a little advantage. | had
time to think about it.

But when you | ook at an over-the-counter market
like the energy industry, while trading may occasionally
occur through firns, where one firmtrades through another,
clearing is essentially a bilateral function. Wat that
inplies for the clearing systemis that, at least in the
case of energy firms, there's no history and experience of
clearing for other participants. That nmeans that if we
were to inpose the concept of custoner clearing where one
energy firmcleared through the other, we mght actually be
creating new ri sks because these firns don't have the
experience, they don't have the systens, and actually they
don't even have the appetite for handling that kinds of
risks.

Traditionally clearinghouses in the United
States, and | think in the UK, have basically reserved
their menbership for the nost credit worthy participants in
the system But that system worked only because FCMVs and
broker dealers had a long tradition of being able to clear

t hrough each other. But when you're with an OIC nar ket
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where we don't have that ability for participants to clear
t hrough each other, that is going to have long term
system c inplications for the definition of who is a nmenber
and may require us to rethink the normal classifications of
what a cl eari nghouse would permt as the nmenbers.

Additionally, if I can go back to my notes, there
are significant inplications for what you m ght have to do
if a menber falls bel ow normal nmenmbership criteria. |
nmean, the normal routine in a clearinghouse if somebody no
| onger neets the nenbership criteria, you get theman exit
pass, they go find a clearing nenber, and they cone back in
t hrough the clearing menber. Well, what do you do when
there's no clearing nmenber to come back in through?

If you | ook at the energy industry today, which
yesterday had another significant firmthat was downgraded
to junk status by S&P, that could present rather
interesting conplications. |f an OIC cl eari nghouse, not
just for energy, but for any true OTC market which forage
swaps and several others mght well qualify, where if you
take a participant who fell bel ow nenbership criteria and
exclude them fromclearing, you mght, in effect, be

excluding them fromthe market as a whol e because of their
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inability to clear transactions through any other vehicle.
That has significant inplications.

How you handle a liquidation in the event of a
failure of an internediary could be significantly
different. 1In a normal exchange market where the exchange
has an affiliation with a clearing system any nenber that
fails in the clearing system traditionally their
transactions could be either custoner transactions, could
be transferred to another clearing nmenber or could be
liquidated in the market. But what do you do when that is
an OIC market when there is no organi zed exchange that has
a high concentration of activity in these instruments to
allow the clearing systemto go to that exchange for
i quidation of the contracts?

I think what these inply is that as we at Energy
Clear learn nore about how to clear OIC markets, and if,

i ndeed, other markets do decide to devel op clearing
nmechani sns for their own purposes in their OTC
environments, that we are really | ooking at a nodel that
may not be identical to how we clear organi zed exchanges
fromdefinition of who is a nenber to how we handl e

liquidation, to the fact that there may be no custoner
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clearing in these markets. W may be | ooking at sonething
that is a hybrid of existing nodels.

So | woul d suggest that certainly in the
devel oprment of what we're doing in perhaps anal ogous
organi zati ons, close cooperation with the regul atory
authorities, at least during the period of definition while
we figure out how these i ssues can be di nensi oned and deal t
with, will be essential to the success of that kind of
venture. They are very different mechani sns than anyt hing
we have dealt with to date in this classical industry.

M5. THORPE: Thank you very much for that.

Neal , would you like to coment on sone of

Denni s' coments?

MR WOLKCOFF:  Well, indirectly perhaps.
What we've done, | nmean just so for those of you
not famliar with it--first of all, | represent the New

York Mercantile Exchange. And what we've done is asked the
CFTC to give us the perm ssion, now that there's been a
separation legally between the trading function and the
clearing function, to be permtted to clear transactions

t hat have not been executed on our exchange, but have been

executed el sewhere, therefore by definition executed over-
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the-counter. And to treat those transactions by using the
EFP or EFS nechani sm nobst of them cash settled, as part of
t he regul ated segregated pool of funds and positions at the
clearing firms.

And what that presunes, just as what futures
contracts and futures markets presume, is that the clearing
firmhas the custoner relationship and is adept, npbst adept
at making the determ nation of credit worthiness of the
custoner. | think as to Dennis' point that there are
di stinctions between over-the-counter and exchange traded,
that's clearly true. However, nowthat it's permtted,
it's inportant to note that there are quite active and
liquid markets over-the-counter. And | would say
el ectronic markets, voice brokered markets, as well, one to
many multilateral transaction facilities. And | think that
the real key to it is not whether or not it's cleared in
the regul ated or an unregul ated fashion, I would like to
speak to that for a nmonent, but how the risk managenent is
handl ed at the exchange | evel and at the FCM Il evel, what's
t he experience, what the procedures are, and the |ike.

And to nost extents, with the exception of the

[ iquidation issue, the custoner relationships, the ability
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to nmeasure the risk are simlar if not identical to what
happens on a futures exchange. And given the fact that
mar gi ns can be appropriately determ ned, that settlenents
are real because they're determ ned by exchange staff based
on real transactions, there's no issue like in the Kl ein
and Conpany default where margin was collected but not to
settle risk. Margin was collected for the sake of
collecting margin, and it really had no relationship to the
ri sk invol ved

I think the exchanges--on clearing associations
we happen to be a nerged entity, have the expertise to
determne the risk and then to determne the settlenent and
to mark it on a daily basis. And that's probably the best
nmechani smfor preserving integrity.

Now, | know that at the end of the day one of the
i ssues that we did have in doing this at all, really, was
that there was some concern about the potential inpact that
OIC transacti ons m ght have on regul ated transactions. And
I think that a legitimte enough concern, but one of the
benefits of doing this, especially doing it as an energy
exchange, taking in over-the-counter energy, is that you're

getting nore of the book potentially than before.
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So whereas now a firmm ght have a custoner that
sonmebody nentioned downgraded wi thin several weeks, and you
have all of the custoners |long positions, but all of the
short positions are over-the-counter, this gives you an
opportunity to take in the short positions as well. And so
you have a bal anced portfolio at the clearinghouse. That's
arisk mtigant.

| also think, and this goes to a |arger policy
issue, and is a very longstanding issue, perhaps, argunent
in the FCM and clearing conmmunity that probably the single
bi ggest concern about conbining OTC with the traditiona
regul ated commodities is, well, it's the fact that under
the rules of clearing, non defaulting custoners potentially
can be at risk for the default, for the bankruptcy of the
clearing firm And so it puts the custoner in a position
of essentially really needing to know information it has no
access to, mainly the credit exposure of the clearing firm
to its other custoners. And that's a very, very difficult
I think rule in this business to carry forward.

But nonetheless | think the fact now that over-

t he-counter transactions can be cleared at all, think of it

inreality, a conpany that is clearing over-the-counter
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positions and clearing exchange positions, let's say at the
sanme cl earinghouse, if there's a bankruptcy in the over-
t he-counter market and the FCM goes bankrupt as a result of
t he customer bankruptcy, | think it's not realistic to
think that won't have a spill over or carry over effect
into the regul ated market pl ace.

So the issue is really an issue of risk and
system ¢ risk now brought about because of the |egal
per m ssi oning of the division between tradi ng and cl eari ng.
And the secret to it is not really regulatory. The secret
toit is risk managenment. And | think, as we said before,
it all comes around in a circle. The role of the CFTC in
this shouldn't be prohibitive or prescriptive. It should
be an oversight role and a managenent role to make sure
that this practice and procedures of over-the-counter
clearing is fitting within the fiduciary obligations that
we have to the clearing nenbers and the custoners and the
mar ket place. Thanks.

MR VARLET: As you know in this exanple of OIC- -
let's be clear that first of all I'min favor of OIC

clearing. And | think it's a good idea and I think a good
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service we can provide to the market place because we have
set risk and it's a key advant age.

This being said, | think we, okay, we go back to
the way we handle the process. And first of all we had the
kind of, if | can take this exanple, of a fait acconpli for
t he exchange's clearing nenbers. Suddenly we have
di scovered that suddenly the exchange was cl earing OTC
products, which to be frank, is a big problemfor us. And
we go back to the issue of governance. W go back to maybe
t he second section of this. But | see the issues are
clearly linked. And as far as we are concerned, we
consi der that even if we support the idea, we are exposed
to risk that has not been discussed with us before.

And second | think the problemw || be solved if
we had the control as FCM of the clearinghouse. Because in
that case, we could nmake sure that as the guarantor of the,
t he financial guarantor of the system we could make sure
that the systemin place is proper

And | think, for exanple, | consider that in this
case of OIC product, the segregation between OIC activities
and the futures activity would be certainly a good idea to

be standardi zed. To see if an FCM who doesn't want to

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



Page 75

participate in the OIC programcould be out of the risk of
the OTC clearing. They are a systemat risk, but they are
not the only systemat risk. And | think in that case we
can perfectly nerge in the two different pools of risk in
t he cl earinghouse. And | think we would wel cone as a FCM
the opportunity to discuss this issue.

COM SSI ONER ERICKSON:  If | could ask just a
general question? As the CFTC | ooks at some ki nd of
oversight of DCO activities, with clearing organizations’
abilities to clear cash, derivative and over-the-counter
transactions, what should be the focus of the CFTC s
inquiry as far as adequacy of financial capital? Is it
strictly limted to our insight with respect to segregation
of funds in accounts that are tied directly to futures
activities? O should it be broader to take into account
sonme of the risk exposures of over-the-counter clearing and
cash?

MR EARLE: [|'Il take a crack at that really
quickly. I think that since ny clearinghouse represents
strictly OTC participants, no FCMs, no broker-dealers, it

seens appropriate fromour discussions that we certainly
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woul d val ue the Comm ssion's oversight of our ability to
handl e an insolvency in the OIC narkets.

I don't know, given the heterogenous nature of
this table, if there is any regul ation or viewpoint that
coul d be established that there is one way to neasure the
risk of a menber or one way to neasure the risk of a
participant or an instrunent. | nean, |ook what we have.
We have i ndependent clearinghouses owned and operated by
FCMs. W have cl earinghouses that are divisions of
exchange. W have a cl earinghouse sitting here that's
owned by people that aren't even FCMs or broker-deal ers.
We have instrument types that are all over the board and
expandi ng rapidly.

It's hard to believe that any regul ation that was
publ i shed today woul d be accurate tonorrow.

On the other hand, the litrmus test of every one
of our organizations has to be our ability to handle an
i nsol vency, which is gernmane to the Comm ssion because any
i nsol vency we have could easily have a dom no throughout
the system And | think other regul ators have | ooked at
their activities as focusing on the ability of the clearing

systemto be able to handl e the insolvencies, which in our
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busi ness are inevitable. | nean, nmenbers fail. It happens
no matter how much we protect against them

So if that was a Conmi ssion goal, | know that
that is sonmething that we would very actively support and
encour age.

MR POLK: | think it opens the door to rethink
about the concept of customer segregated funds in a net
capital conputation. Because once you start down this road
of OIC, and now tal king about a risk based capita
approach, and | would strongly suggest that that's
sonmet hing that has to be consi dered.

Let nme just, as an aside, give you one exanple.
As we have the energy liquidity problem Man is being very
conservative and consecutively increasing the origina
margin requirenent to protect itself. W take in nore and
nore noney, thereby reducing our potential risk and what
happens. And when net capital goes up, and when net
capital requirenment goes up, it's conpletely contrary to
ri sk prevention fromour side of protecting the systemc
probl ens that could occur in the bankruptcy situation of a

nmaj or, maj or custoner.
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So | think risk based capital is something that
you shoul d consi der

M5. THORPE: W have 10 minutes left, actually 7
mnutes left. And so |l will throw out this |ast issue
that's on the agenda for this session which is the
del i nki ng, which we tal ked about quite a | ot actually, but
around the issue, the delinking of the clearing and the
execution function and whether that is promoting
conpetition anong cl earing organi zati ons and whet her that
actually mnimzes or increases risk in a system

O shall we save that for the next session?

[ Laught er. ]

M5. THORPE: Al right. Well, then the chairman,
whose orders | always foll ow, has suggested that we break
at this point in tinme and reconvene at 10 m nutes after

3:00. Thank you all very nuch for your insights.

[ Recess. |
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SESSI ON TWO

CHAI RVAN NEWSOVE: Ckay. We're going to go ahead
an get started, because we do have a tine frane.

OCkay. If I could have your attention? First of
all, I want to say thank you for the very hel pful
di scussion fromthe first session. Certainly it's the
begi nning of a dial ogue that we hope to have as we nove
forward on devel opi ng general oversight rules for DCCs.

I fully expect this second session to be nore
lively possibly than the first. But | think the topics are
just as inmportant. | know for one at the Comm ssion | am
anxi ous to hear the deliberations. And | appreciate,
again, everyone's wllingness to come here to discuss these
i ssues.

At this time I'"'mgoing to turn it over to Dr.
Susan Phillips, who we introduced earlier, who absolutely
needs no introduction to this group. Al of you know she's
a fornmer chair of the CFTC and a former governor of the
Federal Reserve Board. W very nuch appreciate her
willingness to noderate this panel. And with that, |'m

going to turn it over to you
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DR PHILLIPS: Thank you very nuch, Chairman
Newsone.

First of all, let ne say it's a great pleasure
for me to be back here. It's alittle bit of deja vu for
nme to be chairing a session within the halls of the CFTC
But | also, as | was listening to the first part of the
session, realize that a lot of the issues that we were
faced with during even ny tenure back here, are still here,
some of the issues are still alive and well. And it's,
it's a honor for ne to have been asked to cone back to
chair this session

| also want to congratul ate Chairman Newsone and
Commi ssi oners Hol um and Erickson for holding this session.
You know, | do think that when a regul atory agency is given
a maj or new charge, that can be fairly daunting and that
it's very refreshing to see that the Commi ssion has, is
hol di ng such an open general discussion before they start
putting pen to paper. And | do think that, and | know t hat
they will take to heart all of the statements that have
been submitted and all of the statenents that not only you
will be giving as we nove forward, but as Jane nentioned,

t hey woul d keep the record open for a short period of tinme
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so that if you think of something later that you wi sh that
you had said, you can submt additional witten coments.

| think it's particularly useful to hold a
session like this in Washington not only for the
Conmi ssioners to hear, but also for the staff of the CFTC
to hear, because they will be the ones who are witing the
first draft of whatever regulations come out. So it's very
useful for themto hear all sides of the issues. And it
will be particularly useful for themif we put those issues
before themin as orderly a fashion as possible.

So with that in mnd, I'"mgoing to suggest that
we have a few ground rules for this session. There are
some very provocative issues that were listed as topics for
this session. And | know that the people around this
table, some of themhold very strong views and not all of
them on the same side of the issue.

So even though I now cone from George WAshi ngt on
Uni versity, GWN where they every day filmCrossfire, | want
to mention that | don't think Crossfire is the appropriate
mechani smfor a discussion like this. So what | would |like
to do is to propose that in particular since the FCM

community has raised sone issues, |'d like to start with

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



the FCM community and have their statement of their views
on the issues that are listed in your program And if they
woul d go for maybe 30, 45 minutes, then | will turn to the
exchange conmmunity and ask the exchange comunity to do the
same. That will give us enough tine then so that we can
have additional questions and conments at the end.

And rest assured that anyone who wants to nake a
statement, we will get your statenents in. So there's not
a need to feel too rushed in this process. But we have, |
t hi nk, sonme lively discussion topics this afternoon. And
certainly look forward to hearing everyone's vi ewpoint.

So with that introduction, if I can call on John
Dangard to start us off and give us an overvi ew of FCM
posi tions.

MR, DAMGARD: |'Il be delighted to, Susan. And
you didn't nention the clearinghouse community, and we | ove
having themwith us. W just don't want to yield thema
whol e | ot of our tine.

First of all, thanks, Jim for organizing this,
and Jane Thorpe, thank you as well for the work that you've
done. These are terribly inmportant issues. And thank you,

Susan, for being willing to noderate this very inportant
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session. | would just like to add that |'ve been around

| ong enough. | think Susan m ght have been a nere

t eenager, but | was there when she was sworn in as chairman
of the CFTC, and if I'mnot m staken, she's probably the
only chairman ever sworn in at the Wite House. And as |
sat there in the Roosevelt Room Ronald Reagan canme out and
said, "I"'mso proud to be here and I'm so proud to be

nam ng Susan Phillips as the Chairman of the CFTC and the
Senate in their wi sdomhas just confirmed that nom nation
unani nously because the CFTC is ny absolutely favorite
agency."

And | rem nd people of that alot. [|'mnot so
sure that Mary Shapiro didn't wite it, but I rem nd people
that this was Ronal d Reagan's favorite agency. And he
doesn't think as clearly today as he used to, but he'd be
awfully proud of the talent that's here now and |'msure it
woul d continue to be his very favorite agency.

| hope Tom s not offended by that.

I would like to begin ny remarks by
congratulating the U S. futures exchanges on the phenonena
year that they are having. At the end of June the CVE was

up 36 percent, the CBOT was up 21 percent, and NYMEX was up
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27 percent in terns of trading volume. | think this is a
testament to the strength of the managenent teans at the
exchanges, the great products they' re offering, and the
sinmple fact that our customers need these products nore

t han ever.

It mght seemstrange to call for a structura
change at a tine like this, but |I believe our industry
faces some serious challenges that need to be addressed,
and the sooner the better. The passage of the CFMA, in ny
view, marked the start of a new era in our industry not
just because we achieved |l egal certainty for swaps, cleared
up the foreign exchange jurisdictional problem lifted the
prohibition on single stock futures--in the name of
conpetition I m ght add--although those certainly were
maj or achi evenents. But al so because Congress nade a
fundanental change in the way that the CFTC i s supposed to
oper at e.

What we have now, and | believe that our industry
is on the cutting edge of regulatory innovation, is an
agency dedicated to a flexible systemof market oversight
based on core principles. | amconfident that this

approach to regulation will lead to nuch greater innovation
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and efficiency in our industry. 1In fact, | think it has
al ready begun to have that effect if you | ook at how
exchanges are thriving under the new regine.

But our work is not done. If we are |ooking at
this fromthe standpoint of what's good for the industry as
a whole, it's not good enough for the exchanges to do well.
We al so need to be sure that custoners do well.

We do not have a conpetitive environnment right
now. Instead, we have exchanges that are each nonopolies
in their own products. And customers do not thrive under
nonopolies. | believe that clearing could be one of the
principal factors in determ ning the degree of conpetition
in our industry. And the challenge facing us today is to
find the structure that best pronptes conpetition

W need to ask ourselves sonme basic questions.
Nunber one, how should clearing be structured in the new
worl d of for profit exchanges? Do futures exchanges face
conmpetitive threats? And three, should the CFTC mandate
fungibility?

Let's take a | ook at what the CFMA instructs the
CFTC to do in the area of clearing. First, Congress

recogni zed the idea that clearing can be provided
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separately fromexecution. And the CFMA authorized the
CFTC to create a new regul atory category, derivatives

cl earing organi zations. Second, Congress included into the
CFMA two crucial directives that relate directly to our

di scussion of clearing issues. The law instructs the CFTC
to prevent, and | quote, any unreasonable restraint of
trade or inposing any material anti-conpetitive burden on

t he contract market.

The Act also instructs the Comm ssion to
facilitate the linking or coordination of derivatives
cl earing organi zations with other regul ated cl earance
facilities for the coordi nated settl enent of cleared
transacti ons.

W shoul d al so keep in mnd that Congress, in
witing the CFMA, expected the forces of conpetition to
take the place of the old prescriptive approach to
regul ati on as a source of discipline on the exchanges. The
role for conpetition has not yet been fully realized. And
it is going to becone nore and nore inportant in the com ng
world of for profit exchanges.

Wth those directives in mnd, let us turn to the

first question. And that's how should clearing be
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structured? It's no secret that the FI A has nade severa
attenpts to separate clearing fromexecution and create a
common cl eari nghouse in the United States, along the |ines
of what we see in the securities world. This nodel has

i ndi sputabl e benefits for FCMs and their custoners,
econom es of scale, reduced cost, reduced cash flows, and
an inproved risk profile.

Many of our menbers operate in both the
securities and futures industry. W use both systens and
the security systemworks better. |It's cheaper, sinpler,
and nore efficient. And a centralized systemworks better
in acrisis.

Let me briefly summarize the situation in the
equity options world, which | think is particularly
relevant to the futures industry. The Options C earing
Corp was originally part of the CBOE. Wiuen the AMVEX
prepared to enter the stock options business with its own
cl earinghouse in 1974, the nmenber firns and the SEC urged
the AMEX and the CBCE to strongly consider having a conmon
clearing organization. To their credit, the OCC was spun
off fromthe CBCE and jointly owed. O her exchanges

joined in succeeding years.
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OCC i s owned by the exchanges and controlled by
the clearing nenbers who are users of the facility. The
board is conposed of 9 executives from clearing menber
firms, as Bill pointed out, one representative from each
exchange, and one public director.

The London O earinghouse is clearly a fine
exanmpl e of the virtues of common clearing in the futures
world today. It operates on a not for profit basis and
undertakes not to build up reserves. A mgjority of the
shares are owned by the clearing nmenbers. Voting rights
are based on ownership interest. Firns that have the nost
capital at risk should have the nost say in the governance
of a clearing corporation

The Board of Trade Clearing Corp changed their
board structure in 1999 to reflect the interests of its
nmenbers. The new governance structure reflects a one
share, one vote neasure for 6 of the 9 governors.

Common cl earing has not yet happened in the
futures world, despite its obvious advantages and despite
years of neetings and di scussions and studi es and panel s
because at the end of the day the futures exchanges have

never been willing to do it. By keeping their clearing
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operations closed and proprietary and their products non
fungi ble, they make it nmore difficult for another exchange
to conpete. That's a perfectly understandable notive, but
it doesn't coincide with the text of the CFMA and it shoul d
not influence the CFTC

We now have denutualized for profit exchanges.
The FI A has not opposed derutualization. W understand the
benefits of having a nore flexible and faster noving
gover nance structure and access to capital markets. And we
certainly are not opposed to profits. But we all have to
remenber that a liquid futures contract cleared at a
captive clearinghouse is one of the strongest de facto
nonopolies on earth. And we need to think about how for
profit conpanies m ght use that market power.

Do futures exchanges face conpetitive threats?
The exchanges have long felt threatened by the over-the-
counter market when in reality the OIC market brings nore
busi ness to the exchange because OIC traders use the
futures market to hedge their position. | think we can put
that argunment to rest. Just |ook at the exanple of the
growt h of the swaps market on the growth of the Eurodoll ar

contract that's energed.
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What we shoul d focus on is the exchange versus
exchange conpetition which is turning out to be a lot |ess
t han we expected. | can nane only one case where an
exchange lost a liquid dom nant contract because of
conpetition. And that's the LIFFE Bund contract. O her
than that, we have lots of talk, but no success by new
entrants. The bottomline is that one exanple of
successful conpetition in one product in a worldw de
i ndustry with hundreds of products doesn't exactly make a
great case for conpetition. |In fact, EUREX and the CBOT
have actually signed a non-conpete agreenent to protect
their bench mark products. So | think it's fair to say
that a dom nant futures contract cleared through a captive
cl eari nghouse has significant market power, a ot nore than
nost busi nesses have.

The issue of conpetition anmong exchanges is going
to becone nore inportant as our exchanges nove to a for
profit ownership structure. As long as they are run as
menber shi p organi zati ons, the exchanges are not likely to
take full advantage of their market power to raise their
fees to the highest possible level. Wy not? Because it's

not in the menber's interest. Watever profit the exchange
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m ght make is a secondary concern, because the nenber's
primary business is trading. And fromtheir point of view,
the transactions fees charged by the exchange | ook |Iike a
tax. Speaking as a nenbership organization | can tell you
with great confidence that nenbers apply a | ot of pressure
to keep fees | ow.

Vll, things will be different with for profit
exchanges once they go public. The CFTC needs to think
about howit's going to handle a group of for profit
exchanges with market power that are able to convert
clearing and trading fees into profits and dividends. The
owners of these exchanges are going to want the highest
possible return on their investnment. Utimtely, that
nmeans the custoners will pay much higher fees, fees that
aren't subject to the intense and unconstrained conpetition
t hat nost busi nesses face, certainly the FCM community.

Shoul d the CFTC mandate fungibility? The
Conmi ssion can't do nuch about the natural advantages of
concentrating liquidity in a single market, nor should it.
But changing the clearing systemso that rival products can
be fungi ble would go a | ong way towards pronoting rea

conpetition. W know that derivative markets can work fine
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with fungibility because it works in the securities world.
And we know that common clearing with fungibility pronotes
conpetition because we've seen |ots of conpetition in
securities options with exchanges listing the sanme options
and taki ng market share from one anot her.

And we've seen a significant new securities
option competitor, the ISE, that has conme fromno where and
now has a market share of about 25 percent, nost of it in
options that were previously dom nated by other exchanges.
In the options industry we have exanpl es of conpetition
that is very, very good for custoners.

Now, that's not all that rnuch--now, there's not
all that much economic difference between a securities
option and a commodity option or future. But in the
securities world, fungibility through common cl earing has
led to a totally different structure that assures
conmpetition in the area of execution.

G ven this exanple and the nmandate of the CFMA to
prevent unreasonable restraint of trade, how can we justify
mai ntai ni ng the present clearing structure in which
products are never fungible? This isn't the tinme or place

to offer detailed proposals or solutions, but broadly
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speaking there are at least a few different ways to inprove
the structure of clearing in the futures industry. One is
to nove to conmon clearing. That nodel would let the
trading arns of the exchanges conpete as for profit
conpani es, but would centralize the cl earinghouse as a
single, not for profit menbership organization with menbers
notivated to keep fees low As |I've said, we know this
nodel works, because we've seen it work.

Al ternatively, the Comm ssion could | ook at ways
to pronote product fungibility in conpetition anmong
cl eari nghouses. For exanple, several decades ago the CMVE
pi oneered a systemto nmake products fungi ble across two
di fferent exchanges and in two different tinme zones. |It's
called mutual offset And they do it with SIMEX. \hat
woul d the conpetitive world look like if the CFTC said that
cl eari nghouses coul d not unreasonably refuse to engage in
mutual offset with other CFTC approved cl eari nghouses? At
the very |least we would get nore conpetition in clearing
and probably in trading. And in a centralized
cl eari nghouse--and if a centralized cl earinghouse is really
nore efficient, as the FIA believes, then conpetition would

drive us toward one cl earinghouse, hopefully run as a
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nmenber shi p organi zation. W don't have to guess about the
best structure for clearing. W could let the conpetition
determne it.

Finally, let ne conclude by addressing an issue
that needs to be front and center in any di scussion of
clearing, security efficiency and financial stability. W
need to realize that a system of nonopolistic exchanges
with captive clearinghouses is not inherently safer than
other alternatives and may be | ess safe under sone
conditions. First of all, both commn clearing and nutual
of f set have been proven in the real world. They work fine.
Second, the natural nonopoly created by a futures narket
with a captive clearinghouse can sonetines force market
participants to do business with clearinghouses that would
| ose out in a conpetitive market.

Remenber that in May of '87 the Conex
cl eari nghouse al nost nelted dowmn. It failed to clear
trades effectively for three days during a peak in vol une.
And t he Chicago exchanges tried to capture that market by
listing | ook-alike contracts for gold futures. But by the
time they were up and running, the Conex was back in

busi ness. And Chicago failed to overcone that natura
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nonopol y, despite the fact that anyone in their right m nds
woul d have preferred to clear in Chicago than at Conex. It
t ook many years before Conex finally nmerged with a stronger
exchange.

In a truly conpetitive market for clearing, the
Conex O earinghouse woul d have | ost out and its business
woul d have noved to a stronger, better managed
organi zation. So | don't think that the exchange can
justify captive cl earinghouses on a safety and soundness
basis. This is really about conpetition and market power.
And the Conmission will have to deal with that issue as we
nove forward into a new era for profit exchanges. Thank
you, Sue.

DR PHI LLIPS: Thank you very much, M. Dangard.

Are there other FCMs that would |ike to make
addi tional comments? M. Nastro, you want to go first?

MR. NASTRO Thank you, Susan.

My nanme is Charles Nastro. |'mthe nanagi ng
director of Lehman Brothers and co-head of gl obal futures
at that firm | have been enployed in the futures industry
for over 25 years. And during that time |'ve been

privileged to serve on the boards of several exchanges.

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666

Page 95



|"ve served as Chairman of the Coffee Sugar Exchange. |['ve
served as the first Chairman of Commodities Futures

Tradi ng--C earing Corp of New York, CFCCNY for short. W
al so have the first president here, Dennis Earle. And

al so serve now as Chairman of the Board of Directors of

Nati onal Futures Association

The CFCCNY experience is sonething I would Iike
to just talk about briefly. But to those who nmay not
remenber, CFCCNY was one of the industry's first attenpts
to develop a common clearing entity in the New York Futures
mar ket place. Wth ownership residing with the then five
New Yor k futures exchanges, governance was to reside in a
board of directors whose conposition would be conprised of
a mpjority of clearing nenbers. It sounds a lot |ike the
OCC nodel, and that has had such great success in the
securities market.

It was really far froma perfect solution, but it
was a nmajor step toward our industry's efforts to
consolidate. It was going to create greater efficiency,

i mprove risk managenent. And it would certainly have

| owered the cost across the board, especially due to the
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signi ficant nunber of clearing nmenbers who were clearing
menbers of all of those markets or nost of those markets.

Unfortunately, |ike our Chicago common cl earing
initiative, it was defeated for nmuch the same reasons that
John has nentioned in his remarks. But the core concept
that | strived for, and everyone was striving for there,
was that we were attenpting this venture, and the concept
is there today, nanely to take control, take managenent
control of the clearing process because of the fact that
every day there is risk of default, we are the ones who
take on that exposure. W are the ones who really create
the market. There is liquidity, but without the clearing
nmenber guarantee, there would be no market.

And, but unfortunately, not wthstandi ng exchange
pronouncenent s about representation of constituents in
gover ni ng bodi es, sone exchanges have little or no clearing
nmenber representation in the decision-naking process around
clearing issues that confront us every day. Serving on a
clearing advisory conmttee and giving advice on how an
exchange shoul d manage our assets does not do it for ne and
it doesn't do it for ny colleagues in ny treasury

department. They think it's incredul ous, by the way.
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We, as clearing nenbers, need to be able to
manage our risk directly and as efficiently as possible.
Exchange control of the clearing process has been nore an
obstacl e course than a fast track. And I'll give you a few
exanpl es, but there are many nore. Let's take one exanple
that's currently facing all of us today, and that is single
stock futures. 1t's illogical that single stock futures
are notfungible. |1BMstock wal ks and tal ks as | BM st ock.
And, yet, that is not--the exchanges have effectively

mandated that this should not be a fungible product. That,

tonme, is illogical and it should be unacceptable to
clearing menbers. |It's a clear exanple of poor risk
managenent .

W have a simlar situation in the treasury bond
conmplex, in the note conplex. W have a situation where
the Board of Trade has a contract, but BTEX has this sane
contract. W should have--there's no cross margining
function there. So, for ne, sitting back as a dealer and a
menber, it's absolutely ludicrous for ne to put up noney
over the Board of Trade and al so have to put up noney over
at BTEX. But because |I think of a ot of the concepts that

John recited, the two have not net. And they should neet.
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And that is the reason why the Conm ssion has to take a

| ook at these kinds of issues because that's really where
the restraint of trade is. It really lies in now having
t hose ki nds of arrangenents.

Now, it may be that at the end of this neeting
the Board of Trade and BTEX will conme to an agreenent. And
|I"d be the first one to be delighted by that. But if that
doesn't occur, then I think the Comm ssion has a role to
play. But it's ny prem se that direct governance by
clearing nmenbers who put up the funds to nake these
exchange and market places work and function and assure
that those core principles enunciated for the DCOs and the
CFVA wi Il work and work well, we will have financia
integrity without political burdens. No clearinghouse
shoul d exi st wi thout significant clearing nmenber
representation. Independent clearing entities w th proper
and fair representation afforded to all clearing nenbers
will better enable us to assess appropriate risk, since it
will directly inpact the very people in firns that are
i nvol ved in the decision-maki ng process.

There certainly woul d be nore cooperation between

clearing entities where there are simlar products and
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significant comonality of nenbership because that is in
the best interest of those firns and their end-users. One
of the issues you need to look at is we need to get to the
end-user. It's the end-user's nonies that we bring to the
table, not only our own firmtradi ng, but the end-user’s.
So you try to explain to a |arge end-user why he has a
contract on the Board of Trade and on BTEX and he has to
come up with two margi ns when as far as he's concerned he's
flat, he really has no risk and no exposure what soever

So | just think because the clearing nmenbers are
t he ones who are struggling with these issues, we need to
have representati on and we need to have a majority of that
representation, because it's ny pocketbook. | nmean, we can
tal k about people saying that the clearinghouses have
noni es avail abl e and reserve funds. Well, those reserve
funds are the direct result of ny clearing fees. And the
retai ned earnings of clearinghouses are really the clearing
menber' s products.

Fi nanci al standards, John's tal ked about this,
but they nust also be conmmensurate with the inter-day and
overnight risk of the market, and | nentioned this in the

first session, especially given the explosion of electronic
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trading 24 hours a day. In today's electronic world, there
are little or no neani ngful exchange and/or clearinghouse
ri sk managenent filters for these electronic trading
platfornms for obvious and various marketing reasons.
Exchanges want to have trading. So these platfornms don't
have risk managenment filters. W are delegated with that
responsibility. And that's fine for large firnms who will
be willing to pay the noney to have the technol ogy
necessary to run those systens will be there. That was ny
point this norning that, or this afternoon about thinly
capitalized entities who have the capacity through a system
to create the insolvency situation that Dennis spoke about.
Clearing entities need to exam ne this phenonenon
separately and away from exchange perception and determ ne
what it means to the overall risk for the nmarket we
guarantee. So when we talked in the first session about
the role of the Conm ssion, prescriptive guidelines, best
practices, you have to dig in. You have to get to the
underlying to understand the mnutia, because the mnutia
is what's going to hurt us and inpact upon us adversely in

an insol vency.
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Large firns have significant risk managenent.

The smaller firnms, and |I'mnot disparaging the small firnms,
may not have the capacity, the financial wherewithal to
devel op those ki nds of systens.

"' m convi nced, because of that, there will be
nore efficient risk managenent when it's in the hands of
the clearing nenbers. And |I'm not saying that
cl eari nghouses have done a poor job. They' ve done an
excellent job. I'mthe first to congratul ate the CVE and

all the problens we've had over tinme and they've stood

tall. There's no question about that. But we have to do
nore. And progress is slow | nean, | can tell you--and
"1l give you an exanple. If you |look at the annual report

of the CVE four or five years ago, three years ago nmaybe,
you woul d see in that docunent the fact that the CME had
$19 billion backing it up. $6 billion of that was Lehman
Brot hers because we were not a firmthat had a subsidiary.
W were a parent. And for years and years and years
guestioned that, because | didn't want to be at risk, but
Lehman did not wish to go through a subsidiary route. So I
represented $6 billion for a long tine. And rightly you

finally changed that to a limted kind of process.
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But that's what | neant when | said it's been,
it's been an obstacle course. It took many, nmany years.
|"ve been in the business for 25 years, and 'mtelling you
that it's been a long tinme that 1've been raising that
particular point. It took us a long tine.

So | think we need to do nore. And | think the
problemis, is that we need to separate the execution, the
cl earing, because a lot of decisions, notw thstanding all
the good faith we have today, are based on a perceived
protectioni smof the execution franchi se, whatever exchange
that m ght be. Let me give you sonme exanples of that.

Firnms, Lehman was one of them were initiating
Eur odol | ar bl ock trades on SGX and then transferring the
positions via nmutual offset. G eat nechani sm because the
contracts are the sane. Well, after a period of tinme the
CME realized what was going on and they stepped back and
cl osed that down. Why? Because it was a perceived
perception, perception that this m ght have been taking
away business fromthe exchange floor. Yet, froma risk
managenent standpoint, fromall of the concepts of clearing

that we all know, it was a good process.
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Just anot her exanple recently, and this one
unnerves ny treasury department. The cl earinghouse, and
agai n Chicago, Merc and ot her exchanges, and the Comm ssion
were in the forefront here to create noney market funds and
al l ow those deposits. Excellent, excellent concept. And
we're trying to convince other exchanges around the world
that that's a good concept. But recently an edict canme out
from one exchange that we needed to allot a portion of our
noney market, our margin deposits to specific noney nmarket
funds. Now, those noney nmarket funds may be fine,
reputabl e institutions, but you're asking me to go to ny
treasury that does a credit analysis every single day on ny
counter party exposure, |ooks at everything we put out to
t he market place, and say, by the way, forget about those
rul es, you have to take these funds and put themwith A B
and C. W may not want to do A, B and C that day. W may
only want to do Dand F. So it's just another issue of
what we are confronted wth.

I think they're indications of how certain
cl eari nghouses are constituted today because they do not
primarily focus on what's best for the clearing nenber who

funds the guarantees for the clearinghouse and the end-
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users. And |I'mnot saying that everything should be with
us. | think, you know, we spent a lot of time and worked
with David Hardy with the LCH It's a wonderful, wonderfu
product. At the end of the day it's exchanges and cl earing
nmenbers working together to watch over the risk, but
everyone's views are heard and the ability of clearing
menbers to make deci sions because they have majority

gover nance i s paranount.

So | personally think that proper governance wth
significant clearing nmenber participation will assure that
the core principles pronul gated under the CFMA will be
achieved and will avoid the tenptation to use the
cl eari nghouse as a restraint of trade in a conpetitive
mar ket place that the CFMA was intended to engender.

I, like John, would like to take this opportunity
to thank everyone, especially the Comm ssion, for putting
this together. This is a great effort. | knowit will go
forward and we will hopefully develop a process to speak
nore frequently and come up with sone ideas. W all need
to, have to understand the process. Not only the CFTC, the

staff, | need to understand better the exchange issues and
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t hey have to understand our needs as well. So, again, |
t hank you.

DR PHI LLIPS: Thank you very much, M. Nastro.

Are there other representatives of the FCM
community that would like to speak at this point? M.?

MR FELKER My nane is Bob Fel ker

DR PHILLIPS: GCkay. | can't see your nane tag.

MR FELKER  This year |'m Chairman of the
Futures I ndustry Associ ation.

I would like to just very briefly again thank the
Comm ssion for this forumand al so say that the board of
directors of the FIA conpletely agrees with everything John
and Charlie have said. | think it's really inportant to
recogni ze that we come up with a position on public policy.
We represent the legitimte business interests of our
firms, but also the public because we represent the public
wor | dwi de on exchanges where we manage risk. So it's very
i mportant to keep in mnd what we're tal ki ng about here we
believe very firmly is in the public interest and a very
i mportant public policy issue. So with that, I'Il pass.

DR PHI LLIPS: Thank you very nuch.

Any ot her FCMrepresentatives? M. Varlet?
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MR VARLET: Yes. Good afternoon.

First of all I want to thank the Conm ssion for
giving us the opportunity to present our positions. M
name is Didier Varlet. |'m Chairman and Chi ef Executive of
Carr Futures. Carr Futures is a FCM and a broker-deal er.
And we are a subsidiary, we are part of the group Credit
Agricole, which is one of the top banks in the world. And,
but Carr Futures is U S. based worldwi de. The head office
of Carr Futures is in Chicago, which I think is worth to
nmention for a French, a French ownership.

I won't followin order not to be too | ong ny
whol e statenent, and based on what has been said, | would
i ke to maybe concentrate on a few remarks and to try to
illustrate what we feel at the board. | think we have
nmentioned the key trends. W have this issue of the shift
fromthe block trading to the electronic platforns and the
fact that we think that the U S. is behind in this area and
this issue in ternms of |ooking at the environnent has to be
nmentioned. W think also that we, nore and nore we need
strong central clearing. | think ENRON has been a wake-up
call for a lot of people. And it's quite obvious that

including for OTC where | think there is a |ot of
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opportunities that we can devel op for business, we have to
support the devel opnment of new clearing possibilities
toward a safer market place.

And also | think innovation is extrenely
inmportant. | think the U S. exchanges have been, our
i ndustry has been extrenely inportant for innovation. And
I think we have to continue to foster innovation and
think it's key.

Qovi ously demnutual i zation is of concern today
because we, | think we are all supporters of free markets
and so we feel that denutualization is a positive
evolution. But we want also to nake sure that
denutual i zation is done in such a way that we don't create
destruction in conpetition in the market place. And
t hi nk that when we have spoken about the de facto nonopoly
of the exchanges, it's not to try to be political in any
way. | think it's sonething that we can see that sone
maj or contracts are very difficult to nove when you have a
vertical process. And we can see this evolution of the
mar ket place without, | think, a transition. Because we
went overnight fromthe old systemwhere there was heavy

regulation to a systemthat we wel cone, all of us, with
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| ess regulation. 1It's creating some, we think sonme risk
for the conpetition.

And the first one is the lack of efficiency due
to the fragmentation of clearing, a thing that ny
col | eagues have already explained a lot. But | think sone
of the key points, the first one is that we cannot really
benefit fromthe advantage of standardi zation of futures.
I think the standardi zation of futures is one of the
fungibilities, one of the key advantages. And | feel that
is the one of the key points to see that the market users
cannot really--and the exanples that Charlie Nastro gave
think are very good, and | won't repeat that--are an
extrenely inportant point for us.

I think also the exanple for the governance is
al so key. | think that when you provide the support in
terns of capital, you nust have the right to define the
basic rules and the safety net and the way the
cl earinghouse is handled. | think, I won't devel op too
much this point because they have al ready been very
expl ai ned by ny col | eagues.

Qovi ously we have anot her key concern. And maybe

it's a concern for the future. Today |I think that | had
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some di scussion with Jimabout the accuracy of
denmonstration about fee conmparison, but | continue to think
that the fees in the U S. are fairly higher to the excess,
the cost of excess to the future exchanges is higher than
in Europe. And it's, it's--we think they are--1 won't go
into all the detail for that, but | think it's an inportant
point. And we think that the de facto nonopoly that we are
facing today is the vertical organization creates the risk
internms of fee increase. And | would Iike only, and Jim
I will quote the IPO |'maquoting, but I will take an
extract fromthe |1 PO docunent of this year. And in the
risk when you risk the risk, it's page 32 of the I PO
docunent it says, "W have tried to mtigate the downside
of unpredictabl e vol une swi ngs through vari ous neans, such
as increasing current fees." See, it's witten.

And at the same tine | think if | take the same
| PO docunents we can see that the expenses of the sane
exchange increase by 24 percent for the first quarter of
2002 and we have an increase of 16 percent in 2001 and 15
percent in 2000. | know that maybe I'macting |like an
analyst, I'msorry about that, only to nmention why we are

concerned. They are not saying that it happened. W had a
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few fee increases. We, we, we nade, | think, sone remarks
about the fee increase. But | think that this nunber is a
concern for us. And, and this is a reason why we, all of
us, we are raising these questions.

Al so, when we | ook at the cost, the risk of the
mai nt enance of European outcry and the electronic systemin
parallel. [It's a burden for us and clearly we have, all of
us, to maintain the floor systens, and it costs a | ot of
noney because for the sane product we have two
infrastructures. Again, | quote the |IPO docunent of the
CVE, "W maintain the sinmultaneous operation of open outcry
trading and el ectronic trade execution facilities which may
over time adversely affect our business."”

| quote further, "In addition it may be expensive
to continue operating two trading systens for the sane
product. Substantial expenses may be incurred and del ays
may be caused by efforts to create trading |inks between
the separate trading platformin order to facilitate
trading on both systens. Any |loss of efficiency or
increase in time of marketing new or inproved product could
be the pre-enptor to our business in a highly conpetitive

market. In addition, we may be required to expend
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resources on the maintenance of open outcry facilities that
could be nore efficiently used in devel opi ng our capacity
and reducing our cost in the increasingly conpetitive

mar ket of electronic trading facilities.”

That are sonme quotes, okay, that's ny quote,
that's a statement from-these are areas where we are
concer ned.

W have al so an issue which is a little bit
different and in ternms of supervision and sel f-regul atory
obligation. And we think that nost of these obligations
nmust be transferred to an i ndependent SRO because obviously
denutual i zation is raising issues about the conflict of
interest. And we, our favorite SROin that case woul d be
the NFA. | think it's also sonmething inportant to nention.

I think that as a conclusion | would like to say
t hat exchange, cl earinghouses, the CFTC and the FCM and we
don't have to forget the custonmers, we have all created a
very successful industry. And | think I"'mproud to be part
of this industry. |[|'ve been 15 years. | started the
busi ness fromscratch and I amproud of it. At the sane
time we believe that we nust establish a strong cooperation

with the regulator, but with the exchanges. And | think we
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will. After this neeting we'll have nore cooperation with
t he exchanges. But at the sane tine | think we have now to
adjust to the denutualization of the exchanges and we have
to provide open conpetition for clearing and giving the
opportunity to the nmarket place to evolve as a nore
efficient structure. Those are ny comments. Thank you for
your attention. And thank you for giving ne the
opportunity to give ny opinion

DR PHILLIPS: Thank you very nmuch. And let me
say your full statement will be considered as part of the
record. And | appreciate the constructive way in which
people are trying to add to coments.

In view of the constraint of time | think it
woul d be good if we not, you know, not repeat things. But
in particular, if you have additional itens to get on the
record, because the inportant thing is that we have a
clear, clear record of all of the various viewoints.

M. Krulik, are you ready?

MR. KRULIK: Yes, I am Thank you

As the place card says, ny nane is Ira Krulik.
I"'ma Director at Credit Suisse First Boston and the gl oba

head of derivatives for it. | am al so an Executive Board
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Menber of the FIA Futures Services Division. And for the
past 18 nonths and an ongoing situation | sit on the
Steering Conmttee, the Joint FIA/SIA Steering Comm ttee
for single stock futures.

My points are going to be pretty focused just on
the topic of fungibility, a topic that I have had the honor
of debating for the past 18 nonths and ongoing. It is
difficult to have a conversation about common cl earing
wi t hout di scussing the concept of product fungibility.
Many believe the two are naturally linked, as to have one
Wit hout the other contradicts the desired end result.

First fungibility hel ps support the
standardi zati on of contracts. This has been and continues
to be a cornerstone and founding principle of the futures
industry. Fungibility hel ps creates and enhance a single
l[iquidity pool. The deeper the liquidity pool the nore
efficient a market will be for the end custonmer. And
that's clearly part of the success that the OCC, when I
di scussed this whole issue of fungibility, that they put
out as one of the first and forenost.

Fungi bility hel ps pronote best execution. This

is achieved by allow ng custoners and intermedi aries the

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



Page 115

opportunity to seek the best price when establishing or
liquidating a trade. Wat | would like to do also is just
add for the record an excerpt fromthe coment letter the
joint commttee, the single stock futures issued on June
17th of this year. And in the |ast paragraph it says the
associ ations believe that the application of best execution
obligation to non fungible contacts is unrealistic,
inconsistent with the interest of investors, inconsistent
with the traditional super transactional focus of best
execution obligation, and is not justified by an analogy to
any existing application of the best execution obligation.
So clearly is a m smatch.

Fungi bility hel ps spur conpetition, exchanges and
i nternedi ari es woul d now conpete on price and technol ogy,
clearly benefiting the customer involved. And, again, if |
could read an excerpt from a Broker Tec docunent that was
submitted here today. Consistent with our goal of common
clearing, we also believe that fungibility and identica
contracts traded on conpeting exchanges is inportant to
enhance the conpetitive nature of the U S. futures industry
and reduce the cost of trading futures. The |ack of

fungibility currently forces traders to nake deci sions on
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where to execute futures transactions based on

consi derations other than price and cost. But, however, in
a document that the CME has here, any attenpt to force
exchanges to adopt common design standards in the interest
of fungibility detracts from conpetition based upon product
innovation. And | believe the issue is that when there are
two or nore products on different exchanges of identica
design, as in, as Charlie said, single stock futures, and

t hey have a common clearing structure, the OCC, why then
woul d an exchange not favor for their clients fungibility.
Conpetition is discussed by the exchanges that as far as
single stock futures are concerned, the exchanges have been
t al ki ng about conpetition as part of their market place
structure.

Fungibility will help reduce overall operationa
processing costs. |'ve also been in the industry for 23
years, 20 of which has been on the operations side. |
stated earlier fungibility and comon cl earing need to be
t hought of as one concept. Wth that processing costs are
reduced with fungibility as intermediaries would be
af forded the opportunity to stream i ne back office

processi ng and pass much of those savings on to their
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custoners. These savings would be in the area of reduced
t echnol ogy mai ntenance costs and reduced staffing needs to
performthe many reconciliation processes they need to
performw th the various different clearinghouses.
Conpl i ance issues would al so be streamined as there would
only be one set of rules to conply wth.

Fungi bility, again, coupled with common clearing
| owers the cost of collateral to menber firns and their
custoners. This is achieved by nore cross margining and a
single margin requirenent to all participants. It reduces
costs of having to nove collateral around and the
mai nt enance of nunerous settlenment bank accounts.
Fungibility al so reduces the anmount of margin required by
the custoners. And | think this is probably the single
concept that | have been trying to advocate as a nenber of
the Single Stock Futures Steering Conmittee for the past 18
nonths, that it is the end custonmer that is really bearing
the cost of a non fungible product in a comon cl earing
environment with single stock futures.

In a non fungible world custonmers with
econom cal ly offsetting positions bear additional costs by

being required to post additional capital to maintain
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of fsetting positions until final settlement. And that's
because those who have been involved in the process with
the joint margin rules just com ng out as of yesterday, it
has been pretty nmuch witten into the rule, unless it's
changed since yesterday, | don't know, that custoners woul d
need to post 3 percent of the current market value of their
econom cal ly offset single stock futures position.

Think of the inplication that internediaries have
when they say, we don't need to put that up to the
cl eari nghouse to the OCC, because the OCC is margining the
clearing menbers zero, but the regulation is requiring a 3
percent margin rule to the custoner. | think that's an
issue. And, B, clients nust bear the additional execution
costs if they desire to liquidate the non offsetting
positions prior to final settlenent.

The |l ast comment that | have is as the rules were
witten in the CFMA for single stock futures, fungibility
is required two years after inplenmentation of the product
or at one--at such point that single stock futures open
position reaches or exceeds 10 percent of the corresponding
single stock option. What does that nmean? That neans all

the internediaries will have to bear dual devel opnent costs

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666

Page 118



Page 119

to now tweak the systens two years after launch. So we
t hen, again, have to pay for it for a second time. That's
it, short and sweet. Thank you for the opportunity.

DR, PHLLIPS: Any other FCM? M. Dawl ey?

MR DAWEY: Thank you

["1l just make a quick comment. | find it
interesting that there aren't discussions going on like
this related to the shares world or the governnent security
worl d mainly because I think DICC and GSCC work. | should
nmention the equity option space too. W did bring up OCC
today, but that was really to talk about how well they do
t hi ngs.

My main comment is | just think that conmon
clearing is the best thing for the futures industry and for
its clients. And | think the best way to get there is via
conpetition. And unfortunately, we can't get there via
conpetition because of sone of the structures that are in
exi stence whereby exchanges own the clearing process and
are kind of holding that captive. And it happens to be on
some very successful products too, which really nakes a
difference. That's really all | have to say.

DR PHI LLIPS: Thank you very nuch.
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MR. DAWEY: Thank you

DR PHILLIPS: M. Polk, did you want to nake a
comrent ? Could you turn your m crophone on?

MR, POLK: Just very quickly a few things.

John tal ked about, a little bit about vol une.
Vol une does not ensure or result particularly in
profitability. Profitability is made up of what | would
call three conponents, conm ssions, interest, and contro
over your cost side. The structure that we have today is
extrenely inefficient. W have disparate systens to dea
with all of the various clearing corporations. W need
nore people, nore overhead, nore IT people, and as a result
our return on capital enployed and profitability is |ower
than it should be.

Secondly, froma risk managenent standpoint, the
FCMis responsible for risk, but we are not really
conpensated for risk, which is an inportant point as well.

Lastly, the ability for us to conpete on a gl oba
basi s beconmes nore and nore probl ematic because our capital
has to be nore enployed here in the United States to a

certain degree inefficiently. So we need to streanline
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t hat process here so we can depl oy and ensure overal

gr owm h.

DR PHI LLIPS: Thank you very nuch.

Are there any other FCM conments?

M. Gaine? Yes.

MR GAINE: Madanme Chairman, | have a brief
parlianmentary inquiry. | don't consider nyself an FCM

representative, but | have about 45 seconds of comments if
now woul d be the appropriate tinme?

DR, PHLLIPS: Surely. Go ahead.

MR GAINE: Al right. Thank you. And one
thing, it will be 45 seconds because | wal k 50 yards across
the street to get here, and | see many of ny friends who
have gone to a | ot nore inconveni ence and troubl e than that
to get here.

["1l just say when Bob Wl nouth and I were kids,
a lot of things have changed since then. You can now nmake
aright turn on red. You can eat neat on Friday, and we
put a man on the noon. Now, the idea of, you know,
clearing nunmber two yellow corn in New York, that was not
done then, and it's a new idea. Wether it's feasible or

not, I don't know. But | think basically I, being I think
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along with yourself, Chairman Phillips, the true public
interest representatives here, feel that the coments of
Di di er and John Dangard and Charlie and Bob and others, at
| east deserve a serious |ook by the Comm ssion I think
whet her it's a working group or another advisory commttee.
I don't know that we have answers to all the
questions. | nean, John says fix a roof when the sun's
shining. | think our exchange friends could say, if it
ain't broke, don't fix it. They have a trenendous record.
I was here in 1980 when there was the silver blip. And the
clearing mechanismwas terrific. Financial integrity
shoul dn't be sacrificed, but the conpetition that every one
of the prior speakers has raised has really got to be
| ooked at as an end-user point of viewin inefficiencies in
the market, inefficiencies at margining. And | would just
commend the Conmmission to take a hard, hard | ook at the
guestions that have been raised and yield back the bal ance
of ny tine.
DR PHI LLIPS: Thank you very much, M. Gine.
Any ot her FCM comment s?

[ No response. ]
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DR PHILLIPS: GCkay. |If | can, if we can turn to
sonme of the exchange issues and if | can ask M. MNulty to
| ead of f the discussion with the exchanges and the
cl eari nghouses, | would be nost appreciative. M. MNulty?

MR MCNULTY: Thank you very much.

I"mvery pleased that we're actually having this
opportunity and | like hearing the direct feedback fromthe
FCMs and | think this fornms the basis for good future
di al ogue and probably some actions in various areas.

As a preanble |l et nme underscore our continued
deep comm tnent to serve the needs of the futures trading
conmmuni ty, including our inportant clearing nmenber firns
and their customers. W clearly recognize that the
interests of the exchange nust be aligned with the
interests of our custoners in order to assure our nutua
prosperity. But | should also say that we have sone
di f ferences of opinion fromsone of the ones or maybe
differences of interpretation fromsone of the ones that we
just heard. And | think it mght be useful to go through
why we have sone of those differences.

Wiat 1'd like to | ook at are conpetition, conmon

clearing, costs, and control, because | think really this
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has a ot to do with control and its control of the Bid-Ask
spread. Wen | think of conpetition we think that

di versity of business nodels is a key stone to conpetition.
To me a mandated industry restructuring, for exanple,
enforced fungibility or common cl earing, would be

i nherently contrary to free conpetition

Keen conpetition for derivatives business, we do
at the CVE have keen conpetition. Let me give you sone
exanmples. The CME fl agship Eurodol | ar contract conpetes
with $50 trillion in interest rate swap nmarkets, FRAs and
ot her Eurodollar futures on LIFFE and also in the CBOT. In
stock indices, we conpete with ETFs, security options, OIC
derivatives, for exanple, interest rate swaps, index funds
and ot her stock index futures.

Currencies, in currencies we conpete with the
inter bank forward market and the inter bank spot market
and the inter bank swap market. And from el ectronic
platfornms, | think it was interesting to | ook at the
testinony in June here by Jan Waye of Cargill where he said
we've got ICE comng in. In ternms of energy, BrokerTec
trying to copy financial instrunments. Merchants Exchange

trying to do sonething on energy. Island trying to conpete
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with One Chicago and NQLX. So there's plenty of new
conpetition that is comng to the market place.

One of the things that we see is the fact that
exchange traded futures in total have approxi mately $23
trillion in outstanding size. However, if you |look at the
conpeting products in the security side and the OIC worl d,
you see that it's in the vicinity of $96 trillion. So 23
trillion versus 96 trillion, the exchanges are not running
the universe, they're just a small part of the total
uni ver se

But the inportant thing about the exchanges, the
futures exchanges is they are a place where the public can
see prices in a transparent way and where the public has a
chance of capturing a Bid-Ask spread where one public
menber could end up neeting another public nenber on an
el ectronic trading systemlike d obex, for exanple, or even
on our floors.

When we think of conpetition we think of three
pillars, innovation, liquidity, and financial integrity.
Let me start with the diversity of futures contract
designs. Fungibility certainly is really seen in the

context of the securities world. But that makes sense. | f
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you think about a stock, a stock exists entirely
i ndependent|y of an exchange. |BM doesn't need the New
York Stock Exchange to have equity. It doesn't need the
AVEX. 1t doesn't need the PCOAST

However, when you cone to futures contracts,
futures contracts do demand i nnovati on because they do not
exi st separately fromthe exchange. And so we think that
it's inportant that there is a distinction between futures
contracts and securities. One of the reasons it's
important for us is that we think that if we can be nore
i nnovative than others, that we have a chance to create
shar ehol der val ue for our shareholders and also to do a
public service of creating better risk managenent
instrunents. So we think that innovation is inportant.

One of the things that futures exchanges attenpt
to do is to add uni que value. The products are rarely
generic. Innovation is key to the exchange val ue
proposition and also to our growth. So enforced
fungibility would stifle new product innovation and, in
fact, at worst it begs the question of why innovate because
as soon as you innovate and create the product, it now

becones sonebody el se's product as well.
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Liquidity and price transparency. Futures only
have utility if they offer enhanced liquidity relative to
cash or derivative market solutions. And liquidity is as
elusive as it is vital as we all know in this room
Successful futures contracts concentrate activity in open
transparent nmarket places and hel p achieve that critical
mass of liquidity. | think that's extrenely inportant for
the public, for our FCMs, for our banks and investnent
banks that we have this critical mass of liquidity.

Fi nancial integrity, designated contract markets
are bound by core principle 11 of the Comodity Futures
Moder ni zati on Act of 2000 to provide for the financial
integrity of its markets. And that nmeans the financi al
integrity of our markets fromend to end, including the
clearing process. W think that a vertically integrated
structure, such as we have at the CVE, allows us to
properly discharge that duty. W can control fromend to
end the financial integrity of our market place.

We al so think when we talk to our clients that
they find it inmportant that we do that as well, fromthe
poi nt of view of straight-through processing. Mre and

nore we're finding people saying we do STP not only at the
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front end when we do our trade on d obex, but we also are
doing it at the back end. And | can, | can guarantee that
that's the case, because when we had--when we did 1.5
mllion contracts on d obex a week ago and the clearing

pi ece started to sl ow down towards the end of the day, we
had many calls. W need that clearing piece to be just as
fast as the front end because we use it for straight-

t hrough processing. This is very inmportant for us and for
our clients as a risk nanagenent tool.

Finally, I think it's inportant to say that the
CME in 104 and a half years has never experienced a
default. So we've worked very closely with our FCMs and
clearing community and our nenbers to assure that it's a
strong exchange froma default perspective.

Sone of the benefits of common clearing | think
are interesting to look at. One is capital efficiencies.
To that end, CME pioneered cross margining with the OCC,
with the New York Cl earing Corporation, with BOTCC, with
LCH, with NYMEX, with the GSCC. W think that this
pi oneeri ng hel ped save our comunity $350 mllion a day in

mar gi ns.
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CME al so i ntroduced comon banking with BOTCC.
Only three firns participated and the program therefore,
was termnated in the spring of 2002. But that's sonething
that we didn't choose to do. W hoped that nore firns
woul d use it.

Operational efficiencies and standardi zati on,
SPAN Ri sk Managenent System was devel oped by CME and
Iicensed to 30 exchanges and cl eari nghouses wor| dwi de again
in an attenpt to come to a comon framework for thinking
about risk and risk managenent. Leading industry efforts
to devel op--we've been | eading industry efforts to devel op
a fixed protocol which is the protocol that nost of our
| arge bank and investnent bank clients use, and al so
standardi zi ng out trade and trade regi ster reports, trade
record or TREX formats and give up and APS systens with
BOTCC

Also in common clearing we think that reliability
and operating costs are inportant, but a vertically
i ntegrated exchange pronotes reliability with coordi nated
execution, clearing and settlenent.

Let ne now nove to the concept of costs. Are

fees for vertically integrated exchange higher is one
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guestion you mght ask. The vertically integrated nodel
reduces cost by diffusing overhead resources, facilities,
and software |licenses as we see it. |In fact, on a post
netted basis, the different domestic settlenent
organi zations in Europe vertically integrated within
exchanges, are cost efficient as the DICC, a centralized
agency is thus not necessarily cheaper than conpeting
organi zations. And this canme froma paper called the
Security Settlement Industry in the EU by Lineau Levin,
CEPS Research Report in Decenber of 2001

The other thing I think is inportant to do when
we | ook at costs is nmake sure that we're conparing apples
to apples. In the June testinmony M Dangard unfavorably
conpared the CVE E-M ni - S&P $1. 14 custoner fee with the 30
Euro fee for the Eurex Euro STOXX contract. But if you do
that, you're conparing two conpletely different business
nodel s. W have a pricing structure which encourages
l[iquidity providers to provide liquidity. And if you take
our wei ghted average fee, it's 37 cents for all
participants. Further, the EEMni is 1.7 times larger than

t he notional value of the STOXX contract. So on an appl es

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



Page 131

to appl es conparison, the weighted average of our E-M ni
fee is 22 cents versus the 30 cents for the STOXX contract.

The CMVE, the fee structure favors liquidity
providers and it hel ps reduce the overall trading costs,
i ncluding slippage, for those retail users who are paying
$1.14. Another note here is that Eurex is also a
vertically integrated exchange |ike the CVE

If I can go to the next page, page 10, in fact,
Gol dman Sachs in a G obal Derivatives and Tradi ng Research
Report witten by JoAnn Hill recently recognizes the CVE in
terns of costs as a value |leader. To quote her, she said,
"Commi ssi ons, including exchange fees and brokerage charges
represent only a small part of overall transactions costs
for futures. Typically well under 5 percent of the tota
tradi ng costs, conmparing E-Mnis, ETFs and STOXX, futures
contracts are the cheapest to trade and STOXX t he nost
expensive. This is primarily due to higher conm ssions for
STOXX and ETFs, a w der Bid-Ask spread and hi gher market
i mpact . "

In fact, what you see is that the S&P 500, SPDER
ETFs and an individual stock portfolio to nake up an S&P

500 basket is anywhere from 30 to 50 percent nore expensive
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than trading the S&P on the CME floor or trading the S&P as
an E-Mni contract on our d obex system

So what is this about? | was in London recently
and sat in on a conference where peopl e tal ked about
hori zontalists and verticalists. It was a swiftian debate.
And the armed canps were speaking with great heat about the
i ssue of being vertical or being horizontal. And it seens
to me that when people get aligned in that way, there nust
be noney in the mddle. And I think it's inportant to keep
an eye on that.

I think what it's really about is the bid-offer
spread. The majority of exchange sharehol ders are |ocals
whose interest is in maintaining the grip of open outcry,
preventing other forms of trading, such as
internationalization or crossing--sorry--internalization or
crossi ng because of the rules requiring exposure to the
floor. That was from Kevin Davis' CFTC testinony in June.

So now | think we're getting closer to the heart
of the issue. And if we think about what M. Davis is
saying is that we want to be able to internalize these
orders. Wiy? Because the richness, the BNL is in the Bid-

Ask spread on these orders. However, it's not necessarily
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a great idea for the public that that happens. In fact,
Arthur Levitt in May of 2000 in a testinony said,
"Internalization substantially reduces the opportunity for
i nvestor orders to interact, which may hanper price
conpetition, interfere with public price discovery, and
detract fromthe depth and stability of the markets. Price
mat chi ng deal ers take advantage of the public price

di scovery process, but need not contribute to the process
of price discovery, otherwi se known as free-riding. This
creates disincentives for vigorous price conpetition which
could lead to wider Bid-Ask spreads, |ess depth, and higher
transaction costs. And all orders could receive poorer
executions."

W see that there are sone agendas. W know this
because we listen to our clients. And a nunber of them
that are in this roomtoday over the past two years have
made many recomendati ons to us which we have foll owed.

I ncl udi ng openi ng access to the whole electronic trading
platformto the CVE, including |aunching block trading. W
now, over the past two years, have created bl ock trading
rules on 22 of our products, including at night time in

Si ngapore so that, which we didn't have in our cross
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mar gi ni ng agreenent with Singapore, but we do have a bl ock
trading facility for Eurodollars at night and during the
day.

So we can see, for exanple, that 12.9 percent of
Br oker Tec vol une was bl ocked from12/1 to 6/2. On sone of
t he days the proportion of block trades was as high as
82.79 percent. \Were was the transparency? It was
upstairs. Where was the Bid-Ask spread? It was upstairs.

CME bl ock volune during the same tinme frame was
.1 percent. CME is pronoting openness and transparency,
price discovery, transparency, conpetition enhanced by a
centralized liquidity pool. The CME bl ock trade prices
easily conpared to transactive prices in open outcry or
A obex to ensure conpetitiveness.

In conclusion, we think that there is a
notivation behind fungibility and common clearing. The
proponents of fungibility and conmon clearing seek to

internalize their dealings, take the markets upstairs, and

exploit the profit fromthe Bid-Ask spreads. W also think

there will be two casualties fromthat. The first will be

in the transparency inplicit in the exchange transaction
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process. And the second casualty will be that of
i nnovati on.

Does anyone renenber the | ast great innovation
produced by a utility?

On that note | want to thank you very nuch. And
| do also want to say that we are very willing to work with
the FCM counterparts. W do listen to you and have nade
many changes over the past two years. W wll continue to
nmake changes to get to the best possible outcone. W don't
t hi nk the suggested outcone today is that outcone.

DR PHI LLIPS: Thank you very nuch.

Do any of the other exchanges wi sh to add
sonet hi ng?

MR VITALE: Susan, | won't go through all of--
whi ch we support at the Board of Trade. But | guess |
woul d i ke to make a couple of comments.

Despite the clains of ny former coll eague and
friend, M. Fel ker, about the public policy perspective
bei ng brought by the FCM comunity, | think the reality is
that the rhetoric that has been thrown around on this

subject prior to today, as well as today, is actually one
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that really suggests less of an interest in public policy,
nore self-interest.

Wien | listen to terns |ike nonopoly and
restraint of trade and market power and protectionism you
know, | think of the Justice Departnent not the CFTC. And
| begin to wonder whether or not we're in the wong forum
here because that's essentially the accusation. There are
| aws on the books, if those are the real problens, and they
shoul d be pursued. | don't think they should be pursued by
t he CFTC.

On the other hand, the purported public policy
benefits, as | hear them are cost reduction, efficiency,
risk reduction, all of which in the Arerican capitali st
mar ket place is usually undertaken by a conpetitive
envi ronment and not usually dictated by a regul atory
process. |In fact, the history, | would suggest, is that
when the regul atory process tries to dictate those
solutions, it, in fact, fails. So as | listen to the
argunment, | think the reality is we have a--we have self-
interest here on both sides of the table in the exchanges

obviously as well. And that the market place is a very
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good place to resolve those. And there are different
nodel s out there. There are different nodels conpeting.

And at the Board of Trade, you know, our m ssion
like | think Jims and the other exchanges, is to provide,
you know, a fair and transparent and open market place
conducted with integrity in its execution and efficiency.
You know, our presunption is if we execute against that
m ssion, the market place will beat a path to our door.
And we've got sone evidence that when you do sone of that,
and at least in the last couple of years, it actually
happens. So we think that's actually a pretty good thing
and that's kind of what we're doing.

We're al so presunptuous that if we don't do that,
we'll, in fact, invite conpetition. And |I would suggest
that at |east a few people out there presuned that the
Board of Trade wasn't doing that because we do have two
desi gnated contract markets that in fact today |ist our
nost popul ar products in an attenpt to conpete with us. In
fact one of them even uses the sanme clearing services we
do, outsourced to Board of Trade C earing Corp.

If that's not conpetition, then I guess | don't

know what conpetition is. And, you know, you wonder a
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l[ittle bit about why it is that we need government
intervention to "level the playing field.” I'mnot sure
fully understand the argunents associated with that when
in fact, we have conpetitors out there. If we're not doing
it right at our place and it can be done cheaper and better
sonme pl ace el se, maybe it goes there. So from our
standpoint, | think we'd say be very careful about
directing the direction of any business activity and let's
follow "The Anerican Way" and let the market place decide
what's best. And, yes, it might be alittle sloppy. It
m ght take a little longer to get there, Charlie, but the
mar ket place usually comes up with a better answer. Thank
you very nuch.

DR PHILLIPS: Are there any other exchange
coments at this point?

Yes, M. Mynarski.

MR M.YNARSKI: Thank you very much. Thanks for
inviting us to participate as well.

Like nmy friend, Jim said about conparing apples
and apples and costs, | do think it's inmportant to state
that since the beginning of this year our block trading

percentage on BrokerTec is less than 8 percent. And the
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day he stated, | assune we probably did so little vol une
that the one bl ock trade accounted for the 82 percent of
t he busi ness. So, the nanager on our BrokerTec exchange
are delighted of the fact that this percentage is falling.

And 1'll further point out that we can only
conpete on the basis of transparency in the market place.
And that as our markets have inproved, our business has
grown, albeit at a relatively slow pace, slower than we
would like. But, but we're working on that, because we do
have form dable competitors in the market.

| also want to point out to Charlie that he would
be the second nost delighted person in the roomif we were
to wal k out of this nmeeting with our contracts fungible
with those of the Board of Trade. So--

[ Laught er.]

MR MYNARSKI: Let me just make a brief
statenent, and then I'll talk a little bit about our
experience in the cash market. As you know, BrokerTec
participates in that as well. Fromits inception one of
the publicly stated goals of BrokerTec Futures initiative
was to bring comon clearing or clearing efficiencies to

the futures industry. W didn't think of this idea of
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Broker Tec on our own. We listened to the industry. W
listened to the users. And clearly there was sone
di ssati sfaction.

The sharehol ders of BrokerTec, which include many
of the firnms around this table and many, nmany others, are
active traders in the cash and derivatives nmarkets and have
| ong been concerned about the cost and operational
i nefficiencies and risk managenment chall enges that result
fromclearing futures transactions at nmultiple clearing
organi zat i ons.

I would also like to point out that, by the way,
if you don't know that BrokerTec is the only contract
mar ket that has been designated by the Conm ssion since the
enactnent of the CMFA that is currently operational, if we
want to tal k about sonme of the barriers to entry. W see
the benefits to the industry participants resulting from -
the results would be substantial for the industry that
include a reduction in the nunber and absol ute anount of
mar gi n paynents, coordi nated control, system c risk, very
significant operational efficiencies and better collateral

management .
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Common cl earing continues to be the ultinmate goa
with respect to processing and clearing of trades executed
on BrokerTec. And we do urge the Conm ssion to study the
benefits, to study the steps taken by the Securities and
Exchange Conmi ssion to require conmon clearing of equity
options.

Ira surprised nme by quoting out of our statenent,
our comrent on fungibility. | won't repeat that. But I
think that there are perhaps sone interimsteps along the
way that we need to take a look at. Short of conmobn
clearing and fungibility the other two arrangenents | think
that woul d be beneficial to futures narkets participants
and woul d increase conpetition in the industry are cross-
margi ning and directed clearing. | recognize that there
have been efforts in the cross-margining arena. | do think
that significant progress has to be made, though, however
in the overall useful ness of those arrangenents that these
arrangenents, because of the efficiencies and the
information transfer available on the narket, need to
approach the true econom c benefit that is available

bet ween highly correlated instrunents. So | think that we
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need to continue to push ourselves in that direction as an
i ndustry.

These arrangenents--excuse ne--cross-margini ng
the directed clearing, | think would to varyi ng degrees
address two of the primary concerns of those who trade
simlar products and conmpeting exchanges by the managenent
of credit risk and the inefficiencies of posting margin at
mul tiple clearing organi zations. W do believe that the
Conmi ssion has an inportant role in encouraging the
adoption of such arrangenents in order to renove any
unnecessary barriers to conpetition anong exchanges and
cl earing organi zations.

Let nme talk a little bit briefly about our
experience in the cash market. As you know, we al so
started as an over-the-counter broker in governnent
securities a couple of years ago froma narket share of
zero where we started our futures business from W had
the benefit of working in a market place that did have
common cl earing through the GSCC. And because of the
efficiencies that we were able to bring to the market
pl ace, the product that we were able to bring to the market

pl ace and conpeting with our many viable conpetitors in
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t hat market place, we think that we have delivered
ultimately, we, and our conpetitors, as well, have

deli vered better technol ogy, a better delivery platformto
the market. The market has generally benefited from
significantly | ower costs of execution, dramatic

i mprovenments in straight-through processing, and also it's
created an expansion of the nmarket place and, if you wll,
a race to new clients.

For those of you who don't know, BrokerTec is
depl oyed in the cash market to over 70 users of the cash
mar ket around the world, clearly nore than our 14
sharehol ders. Qur mmjor conpetitor in the cash bond
mar ket, can reach speed--1 don't know exactly what the
nunbers are, | hear hundreds up to perhaps even thousands.
And if we need to conpete with as form dable conpetitor as
they are not only both in terns of serving clients, but in
ternms of delivering technol ogy, we have to nove in that
direction too. |It's created an interesting phenonenon. |
can't prove it and | think it's perhaps nore anecdotal. So
forgive me on that. But there are trading roons and
traders around the world, a lot of themare located in

Chi cago, obviously where a great deal of activity takes
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pl ace. And many of the traders that were active, there
clearly are lots of people who are still very active in the
futures markets given the volunme that's been going on. And
congratul ations to the exchanges for delivering that.

But many of these roons full of traders used to
trade futures and now they trade cash markets. And you'l
find that, you know, a very significant percentage have
shifted over. And | think that there has to be a reason
why. And | think perhaps it's they' re dissatisfied with
provi ders of one market or perhaps they're better served in
anot her market. Perhaps the transactions costs and the
depl oyment into the market place and the conpetition in the
mar ket place has actually allowed themto participate in a
cash nmarket where they otherw se weren't.

So | think there are benefits through conpetition
that are raised fromthe end-user. And those end-users are
a variety of people. Maybe they're individual traders to
significant financial institutions.

DR PHI LLIPS: Thank you very nuch.

Any addi tional exchange coments?

Yes, sir?
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MR COLLINS: H'! | just want to make a few
brief remarks. |1'mBeau Collins with the New York
Mercantile Exchange. |'mnewto this way of thinking about

utilities and exchanges. The vast mgjority of ny
experience conmes frombeing, actually being a trader. So
"' menjoying the vast debate about the custoners and what
they think. | can tell you I think what they think pretty
specifically. But | want to nake sone observations about
the coorments that |'ve heard so far and be as brief as
possi bl e.

One really interesting aspect of what has been
said so far is that we, we seemto be condoning or talking
about one form of nonopoly versus another. That part of
what has been proposed, | suppose by the FCM community, is
that in fact a formal nonopoly that kind of supports a
cartel perhaps would be a better way of organizing the
industry. That is not clear to nme nostly because of the
evidence that | see in the market place.

One is, a very key piece of evidence is that we,
in fact, have conpetition in ny market place particularly
we have a nunber of interested parties that have popped up

both in serving the market place as a contract narket, per
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se, and also in the field of clearing. | think it is very,
very early in the game when you start tal king about the
conpetitive abilities of start-ups that are now 18 nont hs
old or 2 years old and they're branching into a conpetitive
space that has been owned by effectively governnent
endorsed franchises for 130 years. | think the jury is
still very much out on how these conpetitors will perform

I think as another point of evidence you can see
very clearly that there's been aggressive noves by the
exchange in responding to the conpetition. And were it not
real, | don't think you would see that. Perhaps you don't
see it on across a broad base of rules, but certainly in
our market place we've had enornous innovation and enor nous
amount of rul e changes in the span of one year, nostly
bendi ng to conpetitive forces.

So, again, that's another kind of proof in the
puddi ng. Anot her point of kind of proof is that our fee
structure, at least in the space of energy is really all I
can speak to. The conpeting platforns all end costs are
nore expensive than the exchange. That's just a fact.

It's very difficult for ne to understand, particularly from

t he point of an end-user, any kind of conplaints around fee
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structure when you can clear the New York Mercantile
Exchange for an all end cost that's cheaper on a clear
credit internedi ated pi ece of business than a bil ateral
counter party piece of business, that's nore expensive. So
that's another point of reference that, that kind of, to
me, i s evidence that what we have created through the CFVA
is fostering conpetition.

And the | ast piece of evidence | want to, |
guess, propose is the fact in the space of clearing
specifically, we have no less than five conpeting forces in
t he space of energy. Al of themare in various stages of
devel opnent. Sonme are just now getting their rea
operating agenda together. Ohers are further along. As
strange as it nmay seem we enbrace this at the exchange.
W see this as a great, great catalyst to innovation. And
as you've seen in our recent product initiatives around OIC
clearing, and etcetera, we are reaching out to an industry
that is going through very difficult times froma credit
perspective, and rolling out products that are innovative.
And we are collaborating very closely with our FCM

conmmuni ty.
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One of the great things about the systemnow is
that an FCMis free to participate in a broad range of
products at our exchange. They're not forced to. They
have the option. A lot of FCMs are nmaking that option.
Sone are choosing to clear all of our new products. Ohers
are limting to specific products that they' re confortable
Wi t h.

So what we see in the way of conpetition is
faster devel opnent of products, innovative devel opnent of
products, and choice, not only for the customer, but for
our FCM conmunity as well. That's it.

DR PHI LLIPS: Thank you very nuch.

Any ot her exchange comments?

If not, 1'd like to ask M. Dutterer if he has
comrents froma specific clearing corporation?

MR DUTTERER: Thank you very nuch.

My comments, 1'Il direct themto really three
areas that | think have all been touched on to date. And
wi t hout going into detail or restating what has been said
in those areas I'll share sone thoughts. One area has been
conmon cl earing, one has been what | refer to as clearing

choice, and the third has been fungibility.
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First as to common clearing, | think that as
Charlie and John nentioned, that is sonmething that has been
| ooked at over the last 15 years. It has had difficulty to
put in place. | think it is also something that it would
be difficult for ne or us to enbrace to be put into place
on a government level. | don't think that the Conm ssion
wi shes to get into the business of picking w nners and
| osers. | think there are sonme di scussions and argunents
that coul d be made for that and against that, particularly
inthe utility area. Wat |I'mnore confortabl e enbracing,
as we did in our paper, and what | want to tal k about for a
m nute which is clearing choice.

I think in the clearing choice area, as we
envision it, it would sinply be for the market user, the
FCM if you will, to choose a clearinghouse at which it
wi shes to clear the product. At first one mght think of
this as sonething new and different. But if we nove from
t he historical perspective of where clearinghouses in the
futures industry, and indeed in the securities industry, as
far back as 30 years or 40 years ago were part of the
tradi ng mechani sm securities industries as securities have

been nentioned, have noved to single clearinghouses or
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I i nked cl eari nghouses for a while in the securities area
before the choice was to go to DTCC and NSCC.

But in the futures side, the last 10 or 15 years
have been full of exanples of where cl earinghouses have
I i nked, have worked together. Jimhad nmentioned sone in
the cross-margi ning area. SIMEX was an exanpl e that was
nenti oned, conmon banking. W had provi ded processing, as
Davi d nmentioned, for BrokerTec. W provided processing 10
years ago for the Cotton Exchange. W have had in place
for 10 or 15 years, which | think as nentioned earlier, an
information sharing system So the concept of a clearing
choi ce and what might go along with that, that is,
cl eari nghouses worki ng together and interacting with each
other, is really not a newthing, that is the interaction
and the operations and technology is not new, because we
have been doing that for 10 or 15 years.

And | think nowis the tine to further the
di scussion of a clearing choice rather than a mandated, if
you will, governnental solution but working together to do
that. And | think that the changes in the Federal |aw and
the Commodity Futures Mdernization Act which specifically

recogni zed the Conm ssion should facilitate the com ng
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together, the linking of clearinghouses, and it was done
without regard to product. Now, it's true that a |ot of

t he di scussions were about single stock futures, but it was
done wi thout regard to product.

I think nowis the tine to have that discussion
of clearing choice, and certainly could, could touch on
conmmon clearing, it could touch on fungibility. And I
think nowis the tine and | think it's appropriate for the
Conmi ssion to under that statute to facilitate that by
establishing a working group or formal procedure for all of
the parties to conme together and do that.

Let me touch for one mnute on fungibility. |
don't readily enbrace the concept of fungibility that, that
some peopl e have advanced here. | think it's appropriate
to discuss. It should be included in clearing choice and
maybe if clearing choice were to be permtted, were to be
enacted, that m ght be the outcone of it.

But | amremnded that with regard to fungibility
was sone nention of OCC. But there the contract is issued
by the cl earinghouse. On the equity side the share of
stock is issued by, I think Jims exanple was IBM So

suggest that that's a little bit different there. Here the
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contract is designed by the market place. And indeed, it
may be that there are sone tradi ng nmechani sns at the market
pl ace that even if it appears to be a simlar contract, the
tradi ng concepts and nmechani smnmay nake it different or
react different. So | think that is sonething that is
probably appropriate for the working group to | ook at. But
I think those are the things that one needs to | ook at a
bit nore closely before saying that they have to both go
together, that is, a clearing choice or a comopn clearing
and fungibility. 1 think they could operate differently.

And, indeed, you could have clearing choice or
conmmon clearing without fungibility and | think acconplish
and achi eve sone of the things that John nentioned, a cost
savings, interacting with one clearinghouse, nargins, and
things like that.

So I, I would suggest that the Comm ssion give
consideration to taking sone action to facilitate the
linking. And I think the first step is a forumto di scuss
many of the things that have come out here today. Thank
you.

DR PHILLIPS: Thank you very nuch, Dennis.
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Are there any people who have not yet made
statenments that would |ike to nake a statenent?

M. Stevens?

MR STEVENS: Just briefly.

You know, we've been run up the flag pole as the
poster child for common clearing solution for the FI A and
the FCMs. | don't know whether to be flattered or
enbarrassed, but we are what we are and we're very proud of
what we are. But | want to nmake a coupl e of observations
wi t hout hopefully repeating what others have said very
wel | .

You know, we don't have a dog in this fight.

W' re not advocates here. W are what we are. And | would
poi nt out that it's--and others have noted the evol ution of
OCC and how it cane about. And | would point out that that
was from a bl ank piece of paper and we evol ved based on the
will of the menbership and the urging of the regul ator.
That's a far cry fromthat, you know, evolving to what's
right froma blank piece of paper and inposing what's
right--put that word in quotes--inposing what's right on a
structure that has worked quite well for many, many, many

years.
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You know, | think our structure is the right one,
but if I were running an exchange, | think I may have a
very different view since clearing is a very inportant part
of the conmpl ex of an exchange.

I want to clarify a couple things or at |east
make some points. | don't--on this internalization
busi ness, our exchanges are westling with it and are
troubled by it as well, but | don't think internalization
inany way is linked to conmon clearing. | nean, our
exchanges are going through the sane angst as the futures
exchanges in terns of the nenbers wanting to do nore and
nore off the board. We will only clear what's a mat ched
trade from an exchange. So whatever exchanges, however
they deal with internalization and, you know, whatever they
permit to take place in transactions on their exchange we
will clear it, but nothing beyond that.

And | don't know, | don't think there's a

linkage. | would--well, | have a bunch of other things to
say, but time is late. | would rem nd, since David brought
it up, we're reluctant--well, the Justice Departnent did go

after the options markets and did extract a pretty

significant settlenent. There may not be any anal ogy,
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what soever, and |I'm not suggesting there was any, but when
David referred to the Justice Departnment, it triggered a
recol |l ection that was very painful for our exchanges a
coupl e of years ago. Thank you.

MR VITALE: And | was on the board of one of
t hose.

MR STEVENS: Yes. Thank you.

DR PHI LLIPS: Thank you very nuch.

Agai n, are there any other people who would Iike
to make statenments who have not nade one?

M. Hardy?

MR HARDY: Briefly if I could, Dr. Phillips. |If
Jack Gaine had the shortest distance to travel, | probably
had the greatest. | would like to nake just a couple of
very brief observations.

LCHis a nutual froma risk backing perspective.
Qur nmenbers contribute to a default fund which provides the
wherewi thal for us to be in business as a clearinghouse.
But it is no less conmmercially mnded than pretty nmuch any
ot her business around this table. It does set out to nmake
a profit. It sets out to do that in order to keep

i nnovating and to keep its infrastructure up to date.

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



Page 156

But then does it, not considering any business
requi rements for reserves, distribute surreptitious profit,
pre-tax by way of rebates, or this is all about business
i ssues, there's no debate, or post-tax by way of dividend?
And does it particularly matter?

Actually in our context our equity structures
al ways made a rebate structure nore |ogical for the purpose
of our custoners. The key to the future is to determ ne
whet her in the context of a clearinghouse, and this is
different to an exchange, | believe, whether distributions
should in the future be only to stake holders in the
cl earing process, so exchanges and firnms in the industry of
a cl earinghouse, or should it be, could it be to third
party investors who may have absolutely no interest at all
in the proper functioning and integrity of the clearing
operati on.

In Europe, and | suspect | was a participant in
this panel that Jimdescribed earlier as having swftian
conversations, we had LCH advance a theory--and |'ve banged
on about this at sonme length at |east in Europe--that we
see that there are three quite separate layers in the

mar ket infrastructure, a trading |layer, a clearing |ayer,
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and a settlement layer. | believe that they all have quite
di f ferent business nodels and | have a sense that they all
have different needs in ternms of their structure, their
ability to generate the finance to be in business.

The i nvestor owned nodel is seeking to operate,
to generate the returns that | think suits trading
platfornms. They're increasingly offering a cormoditized
service. They have to be incredibly conpetitive to stay in
busi ness. And actually | fully understand the desire on
their part to retain a clearing business to aid their
conpetitiveness. And conpetition is there. 1t is possible
to low cost engines. It's very difficult for them but it
is also equally difficult to nove liquidity away from
establ i shed pl atforns.

The exanpl e has been used of the LIFFE Bund
contract. There are all kinds of circunstances around
that, but that was perhaps the only exanple. But | think
that said as clearing nenbers our sharehol ders benefit from
having a clearing platformwhich enables nulti lateralized
netting of positions fromthe w dest possible range of

tradi ng arena, whether they are exchange commoditi zed

M LLER REPORTI NG CO., |NC.
735 8th STREET, S.E
WASHI NGTON, D.C.  20003- 2802
(202) 546- 6666



products or bilaterally negotiated contracts. And sonme of
whi ch may, of course, conpete with one anot her.

| believe that is exactly what the FCM comunity
and the wider financial services community is |ooking for.
I don't believe that exchange owned, strategically directed
cl eari nghouses can facilitate that with ease.

Now, in Europe we have three major centra
counter party clearinghouses, LCH, C earnet and Eurex.
There are a nunber of smaller domestic players. The other
two maj or clearinghouses are owned by exchanges which are
actual ly not just denutualized but have al ready gone
through their IPCs. There are questions being raised, as
there are here, around the conpetition issues which ari se,
| ack of transparency about pricing, and | ack of
contestibility, in particular contestibility in the sense
of whether or not, particularly in the clearing arena where
t hese exchanges own their clearinghouses, whether or not
the lack of contestibility is only conmpetitive or not.

I mean, there is no basis or exanple which |
could pitch the business of Deutsche, Boerse, or Eurex,

sinply no way it could happen
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If, though, clearing is handl ed by an independent
body, whether it's profit-nmaking or not, an independent
body that | would define as a repl aceabl e one that is doing
its business by way of contract, | think that's the best
check on the potential, underlined, anti-conpetitive nature
of the organi zations and the nonopolies that they operate.

And LCH does operate a nonopoly in the exchange
traded contracts that it clears. That's the only way that
you can bring efficiency into exchange traded clearing by
the introduction of a nmonopoly structure. But we only have
t hat nonopoly while we have the contract to clear. W have
no nonopoly instead in the OIC markets that we've
i ntroduced clearing services to.

And, Jim | have to say you won't be surprised
that | have never thought of nyself as a utility provider
in the sort of slightly pejorative way that you used the
term And you ask when did the utility, if that's what we
are, last innovate? Well, I'Il point towards the
introduction with the support of all of our nenbers of
LCH s interest rate swap fixed incone equity clearing
services over the last three years. Actually, | think that

proves a point.
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But we'll only keep the business if we continue
to inmprove our |evel of service and our tariffs remain
conpetitive. If we |ose the support of our clearing
nmenbers, they will attenpt to nake changes and we are
entirely replaceable. The solution in Europe | think wll
be a busi ness based solution. The exchanges which own
their own cl earinghouses are not going to give themup. It
would be illogical, I think, alnost to ask themto do so.

It needs a business solution whereby the clearing

organi zations cone to sone terns which enable their
consolidation that will mean a bl ending of their business
interests, blending of the financial nodels, blending of
ownership structures. But | believe that in the European
context, that is what we are continuing to push for to try
and pronote a single clearing platformwthin Europe across
a wide range of different asset classes, but it has to be a
busi ness sol uti on which respects the ownership arrangements
of those exchange and cl eari nghouses. But we will need to
try and pull those together with the, you know, nore

typi cal structures that have been seen in futures

cl eari nghouses over the years. And we're attenpting to do

that in Europe.
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DR PHI LLIPS: Thank you very nuch.

The hour is getting |late. Does anybody want to
make final comment? M. Dangard?

MR DAMGARD: (Qbviously I've struck a chord. And
I want the exchanges to know that ny nenbers absolutely
depend on strong, healthy exchanges. [It's the core of the
business. But | do think we have totally different
definitions of what conpetition is. M nenbers conpete for
the very sanme customers, offering the very same services,
for the very sanme products. And if a custonmer doesn't |ike
the way Gol dman Sachs treats him that customer can go
across the street and get another FCMto do the business,
whether it's over-the-counter, or whether it's taking that
busi ness to the exchange.

And exchanges don't have that Kkind of
conpetition. It's not unlike conparing, you know, taking a
train to Chicago or taking a plane. If you take a train,
you get on one train and you go on one track, and that's
all thereis. And if you go on an airplane, there are five
or six different airlines that are conpeting for your
busi ness. And, yes, you can al so take a bus. And maybe

that's conpetition as well, but clearly the definition of
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conpetition that we're tal king about is the exact sane
pr oduct .

And it seens to nme what the Act does, it calls on
t he governnent to assist in conpetition. And in other
words, to prevent anti-conpetitive acts is the same thing
as pronoting conpetition. And if there are ways, we don't
want to hurt exchanges. But we believe, |ooking at our fee
structure, we have over the 15 years that |'ve been at the
FI A, seen conmission rates for custoners go from $70 to $7,
and that's conpetition. And in the same period, we' ve seen
exchange rates increase, and that's because there hasn't
been conpetiti on.

And | honestly believe that block trades are a
great idea. But for the exchanges to sort of pick and
choose which ones they' re going to piece out to the
custoner, there's a demand for block trades in the S&Ps,
but the Merc doesn't want to do block trades in S&Ps
because it takes the business away fromthe pit. So as a
consequence, the liquidity providers, whatever that neans,
it seens to nme everybody trading on the Merc is a liquidity
provider, not just the local. | mean, | think you insult

your customer, Charlie, if you went to Fidelity and said,
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you're not a liquidity provider because you don't do enough
busi ness on the Merc.

My viewis that we have an opportunity here to
utilize what the CFTC is able to do in clearing to enhance
the conpetitive environnent. And every clearinghouse out
there is good. And every exchange is good. And there
ought not to be any reason why you guys don't conpete at
the clearing |evel.

Maybe Dennis has got the right idea. Mybe a
custoner should go to the Merc, you know, end up naking a
trade and then be able to choose to take his clearing
busi ness and his clearing fee to the cl eari nghouse of his
choice. And if he did that, frankly, I would bet you a
dine to a dollar that the fee would go down. A captive
cl eari nghouse is a nonopoly. M biggest customer nmenber 15
years ago was doing 95 percent of his trading in futures.
And | spoke to himyesterday. And he said, yeah, we're
doi ng 75 percent cash now and occasionally we're still in
the futures market. And it's cost across the board. And
the reason that the costs are higher in futures is because

the conpetition, as we define it, is not there.
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And | believe that the industry has enornous
growt h prospects because the volume is going up. And in
this case we see a concrete exanple, and | think Hank
referred to it as well, of business that used to be ours
that's going to the cash nmarket because of conpetition.

And | think it's tinme for all of us to pull in the sane
direction and | ook at the conpetitive aspects of our market
versus securities. | nmean, ECNs have taken a | ot of

cocki ness out of the New York Stock Exchange. And it may
not have benefited the New York Stock Exchange, but it sure
benefits the custoner.

And in the options business, | don't know how
they got there, but I know multiple listing in a direction
t hat says an exchange can't di scount sonebody el se from
comng to the sane clearinghouse, that's a restraint of
trade. If anew, if a newentry into the business of
execution says | think I've got a better product or a
better way to trade it, and nobody owns the 10 year note or
the 5 year bill, if there are such things. Those are
government products. And the Board of Trade does a great
job in trading those products. But if BrokerTec has the

exact sane product and BrokerTec can take advantage and
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build on that liquidity pool by going to a clearinghouse
and sharing that liquidity pool, that's good. That's not
bad.

And | ook at the failures over the years of
products that exchanges have tried to bring to the market
pl ace and the noney that they've spent in attenpting to
bring those products out, because they wanted to control
t hose products. Think if, in fact, there was an
opportunity to on a gl obal basis pool that liquidity, half
of those m ght have been successes instead of one guy
trying to control something to nmake it a success.

And | just think those are, those are concepts
that we need to be thinking about going forward, because
t he business is changing dramatically. And clearly the way
the new Act is witten, it's intended to | ower the
regul atory burden on the exchanges. And we supported that.
But the quid pro quo was to support conpetition. And,
yeah, we can wait five years or ten years to see if it
happens. But ny belief is that this industry is going to
m ss a great big opportunity unless we all concentrate on
ways in which to enhance conpetition. And frankly,

Davi d, nobody wants to go to the Justice Departnent. But,
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I mean, you know, | think Paul's right. There are curious
peopl e who get paid to | ook at anti-conpetitive situations
who work not only at the Justice Departnent, but at the
Federal Trade Comm ssion. And this is the appropriate
place. | nean, you say it's not the appropriate place, but
| think it is the appropriate place. And the law says it's
the appropriate place. So | would encourage the Conm ssion
to take this very, very seriously and | ook | ong and hard.
Because the issue is not just noney. The issue is
conmpetition. That's what the heart of the issue is. And
I"msorry if 1've offended sone of the exchanges, but I
bel i eve that you guys all do a fabulous job. There isn't
one, there isn't one clearinghouse out there that isn't
doing a great job. And for those guys not to be able to go
out and conpete for business isn't right. They should be
able to conpete for that business. | nmean, | like the idea
that you're clearing OIC products. There may be different
ways to do it, maybe you need to use a different pool of
capital if you find that that risk is greater. But
conpetition is good, not bad. And we've certainly seen

that in our business. Thank you, Susan.
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DR PHILLIPS: Thank you. W' ve gotten a |ot of
material out on the record this afternoon. And | want to
rem nd everyone that if there's sonething el se you' d like
to say, please submt it in witing to Jane Thorpe. And
we' ve had a wonderful, | think, exchange this afternoon
And the Conmi ssion nowis left with going through all of
t hese viewpoints and figuring out what's the best thing to
do.

I"mgoing to turn the gavel back to Chairnman
Newsome and thank himfor the opportunity to participate in
this, this afternoon. Jin®

CHAI RVAN NEWSOVE:  Thank you very nuch, Susan

| wanted to, to just thank everyone for the very
t hought ful comments and di scussion. There is no question
that these are sonme extrenely serious issues that face this
industry. And | can assure you that this Conm ssion wl |
give very thoughtful deliberation to the itens raised
t oday.

| do want to rem nd each of you that this is just
t he begi nning of this dialogue. 1| think as the Comm ssion
starts to focus that we will continually focus nore and

nore as we |l earn nore about the issues. And as we do
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focus, we're going to want nore input fromyou about the
appropri ateness of us noving forward and the

appropriateness of the CFTC s involvenent in this area.

Again, | want to thank Dean Phillips and Jane for
| eadi ng the di scussions on both sessions. As Dean Phillips
said, | certainly encourage you to supply any further

comments that you may want to fromtoday's di scussion
because the record is open.

Are there any final thoughts?

If not, then this neeting is adjourned. Thank
you.

[ The neeting was concluded at 5:09 p.m]
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