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Re: Concept Release on Regulation of Noncompetitive Transactions

Executed on or Subject to the Rules of a Contract Market -
Block Trading

Dear Ms. Webb:

The Committee on Futures Regulation of the Association of the Bar of
the City of New York (the "Committee") respectfully submits this
letter to the Commodity Futures Trading Commissicn (the
"Commission®) in response to its solicitation of comments respecting
those portions of its Concept Release on Regulation of
Noncompetitive Transactions Executed on or Subject to the Rules of a
Contract Market, published in the Federal Register on January 26,
1998, that are related to block trading. The Association is an
organization of approximately 22,000 lawyers. DMost of its members
practice in the New York City area. However, the Association also
has members in 48 states and 51 countries.

The Committee consists of attorneys knowledgeable in the field of
futures regulation and has a history of publishing reports analyzing
critical regulatory issues which affect the futures industry and
related activities. One of those reports, entitled "Large Order
Execution in the Futures Markets" and published in The Record of the
Association in January of 1989, examined the legal principles
applicable to block trading in the futures markets and discussed
possible approaches to providing mechanisms for executing block

orders. In response to the Commission's request for comment, the _
' . b —t
Committee respectfully submits the enclosed copy of that report. & ;:3
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Large Order Execution
in the Futures Markets

By Tk COMMIUTTEE ON FUTURES REGULATION

INTRODUCTION

Fvery so often, traders in both the sccurities and the futires
narkets have orders that are so large that merely to bid or ofter
he entire order could have a disruptive effect on the market—
i make the order difficult 1o execute. ‘I'he size that has such
i effect varies according to the depth and liquidity of the
particular market.

I securities, this problem can be handled on the exchanges
through the technique known as “block trading,” wherehy the
entire ovder can be exeeated ina single prearranged transaction
or group of transactions, s provided for by stock exchange
rules. With certain exceptions, it can also be dealt with by
negotinting one or more pransactions of f the exchanges in one of
(he over-the-counter markets.

lu futures, there is no lawful over-the-counter market, so that
Al orders must be exeeuted on or subject to the rules of an
exchange. However, there is at present no specific mechatism
for executing a Jarge order in one or more prearranged trausac-
tions, as there is in the securities markets. The entire order must
e quoted by open outcry on the floor of the exchange, cither in
1 single bid or offer, or (more realistically) as series of bids ard
offers over some period ol time. ‘I'his situation is at least in part
Atiributable to issues regarding the legality of prearranged trad-
ing in {utures. Nevertheless, it has been of concern to commer-
cial and institutional entities that wish to accomplish efficiently
various trading strategies, such as hedging of futures against
phiysical commadities or securities or asset allocations using
[utures.

o addition, in the aftermath of the October 1987 market
break, the Securities and Exchange Commission (SEC) staff has
suggested that it might be appropriate for the Commodity Fu-
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tures I'rading Commission (CFT'CY and the Futures exchanges to
consider permitting block trading to hetter accommaddate portfo-
lio trading aud its eflects.!

This report will hriefly describe block trading in the securitics
markets, will exanine the applicable tegal principles i the fu-
teres nuetkets, ind will discuss certain possible approaches 1o
providing mechanisms lor exeonting large futures orders with
mininan adverse nurket impact.

DISCUSSION

Large Order Execution in the Securities Markets

| In approaching a discussion of Luge order execution in the
futures nurkets, one uselul starting point is a description of the
block trading practices in the securities matkets. This is particu-
Jarly appropriate since much of the impetus for developing large
order execution systems in the futures narkets comes from
securities fivms and their customers, who arve Goniliar with those
practices.

In the securites market, a “block™ is generally considered 1o
consist of 10,000 shares or more.” The lL'XL'("lIIitIlII ol orders (o
buy or sell o block of seentities is governed by special rules. For
example, block trades on the New York Stock Txchange (NYSI)
are governed by its Rules 76 and 127.°

'I'.he typical execution process for a block (rade on the NYSE
Iat.'gms generally with an jostitutional market participant tha
wishes to purchase (or sell) a Dlock of shares and is willing to pay
a Prmuium over (or accept a discount {rom) the curt'cul. market
price in order to do so. Often, the transaction wilt be arranged by
I!lc hrokerage fiem for the large investor initiating the (ransac-
tion. The firm “probes™ the market to determine whether it cin
absorly the order without a significuon effect on the price. it
can, then there is no need to use the block trading procedure.
not, the Ao will generally inquire among its other custoniers or
antong other persens it helieves may be interested o the slares
in an eflort 10 Yocate sulficient iterest 1o take the other side of
the order. Alternatively, the finm may determine to take all or
part of the other side for its own account.
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The price at which the block will finally be crossed, after all
hetter bids {or offers) have been accepted, is called the “clean-up
price.” It will be owside of the current quotations, but by an
armmount presumably less than the perceived effect on the current
quotation that would result if the block were simply bid or
offered on the tloor.

Onee ablock is assembled and a dean-up price established, an
order to execute both sides of the transaction will be given to a
broker on the floor of the exchange. Rule 127 requires that the
specialist be informed of the broker’s intention to cross the block
{i.e.. Lo execute it between the two sides assembled by the upstairs
lirny} at the particutar price. Il the broker believes that the
number of shares that will be accepted or sold by the specialist
andd the crowd at that price is “excessive,” he or she has (wo
alternatives,

['he st alternative is that he or she may adjust the price, and
announce the adiusted price to the crowd, i which case: (@) any
patt of the block may be picked oft by a bid (or ofter) higher (or
lower) than that at which the block is announced, and (b} if the
specialist or odd-lor dealer has in hand any orders that were in
existence prior to the announcement of the block trade and that
we at the sime (or a better) price as that a1t which the block trade
is announced, those orders must be filled from the block hefore
the block trade may be crossed. The firm holding the block
order may not make any intervening trades between the time
that the block trade is announced to the crowd and the comple-
tton of the trade or trades to clean up the block.

Hall or sy portion of the block will have the coffeat of
establishing or increasing the member firm's position, public
orders limited o the clean-up price must be filled before any
amount may be retaimed lor the member firm's account (except
any amount peeded by the member Brm to cover a short posi-
tion or to liquidate a long position).

The other alternative for the broker is to retain the original
clean-up price, but lmit his or her obligation to fill public orders
to limit orders at that price on the specialist’s hook, up to one
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thousand sleres or 5% of the total amount crossed, whichever is
1]]01'{'.1

[ sonte instances, w member frm may divect a block trade toa
regional exchange, where the crowds are often smaller than on
the NYSE, and blocks can be crossed with less likelihood of
interruption.

Legal Principles Applicable to Futures Markets

‘I'he key to block trading in the securities markets is the ability
of the upstairs member firm to solicit interest in all or part of a
large order from parties on both sides of the market, to deter-
tnine a clean-up price, and then to arrange for the block to be
teacded a1 the price. This is of course permitted by the securities
laws and (subject to certain restrictions) the rules of the various
exchanges. However, such activities in the futures markets
would :ippt::ut' to raise serious tssues under the faws regulating
futures trading, at least as they are presently interpreted by the
CFIC.

In the futures markets, each transaction consists ot entering
into one or more standardized executory contracts for the pur-
chase and sale of a spedific commodity for delivery at some time
in the future.” Under the Conunodity Exchange Act (hereatter
called the “Act™, futures contracts must be cffected on an
exchange that has been “designated™ by the CFEC as a “contract
market” for the particular commodity.” With certain exceptions,
the price of each contruct is arrvived at by open outery.

Presently, this means that any exchange member offering to
cnter into a contract for his or her own account, or for the
account of any other person, will audibly bid to buy ov ofter 10
selb the particular futures contract in the appropriate pit or ring
ou the exchange trading fleor, where all other qualified ex-
change members have the opportunity to accept the bid or offer.
A bid or ofler may be for more than one contract. However, if a
member makes a bid or offer for a number of contracts, it is
possible that it will be accepted for less than all of them. This
means that completion of the order may take more time than
would e needed o execute a single transaction. It also means
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that the order inay be executed at a number of diflerent prices—
a4 crcumstance that could impair the elfectiveness of trading
strategies. Furthermore, if the number of contracts involved is
large enough, in view ol the particutar market, the order might
not be capable of execution without disruption of the market.

The open outery requirement is set forth in CFTC Regulation
Section 1.38(a), which provides that:

All purchases and sales of any commodity for future
defivery, sl ol any commodity optiott, on o1 subject to
the rules ol a contract market, shall be exeaned openly
and conmpetitively by open outery or posting of bids and
olfers or by other equally open and competitive inethods,
in the trading pit or ving or similar plice provided by the
contract market, during the regular hours prescribed by
the contract market {or trading in such commodity or
commodity option: Provided, however, That this require-
ment shall not apply to transactions which are executed
noncompetitively in accordance with written rules of the
contract market which have been submitted to and ap-
proved by the Commission, specifically providing for the
noncompetitive execution of such transactions.

Regulition Section 1.38 was adopted in 1953 by the Commod-
ity Exchange Authority (CEA) of the Department of Agricul-
ture.” Three years alter this section was adopted, the Adminis-
irator of the CEA stated that:

- primary purpose of a futures market is to provide a
cormmon meceting place for all orders of all persons who
wish to buy or sell. It follows that if any of such orders
are diverted from such common meeting ground or
withheld from truly competitive bidding and offering so
that everyone interested may not have equal opportunity
to buy or sell, the market falls short ol 1s pu]'pusc."

Although the competitive execution requirement does not
explicitly appear iy the Act, Regulation Section 1.38 has long
heen known to, and endorsed by, the Congress. For example, in
1974, when considering the legislation that became the Com-
mwodity Futures Trading Commission Act of 19741 (the legislation
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that created the CFTC), the Senate Committee ot Agriculture
andl Forestry made the following observation:

The prpose of this requirement (Regulation 1.38) is to
ensire that all treles are executed at competitive prices
and (hat all vades are focused into the centralized mar-
ketplace 10 participate in the competitive determinition
of the price of futures contvacts. This system also pro-
vides ready access to the market for ath orders and results
i a continuous How of price information to the public.'”

‘This report will now discuss the cifect of the competitive
excoution requiteiment on the ability of a {utures commission
merchant (FCM) or floor broker (1) 10 prearrange any aspeets ol
a futieres trade through discussion or negotiation betore it is hid
or olfered on the contract market floor, and (2) to cross (or to
instruet a floor broker to cross) a fatures trade between princi-
pals at a pre-determined price.

L. Preaveangement

The principle of competitive execution promulgated by the
CEA has been expanded by the CFTC. Thus, in December of
1975, the CFLC published for comment proposed new regula-
tions, tlic main purpose of which was to prevent abuses of
the relationships between {loor brokers or FCMs and their
customers,!!

Onte of the provisions of those proposed regulations (Section
156.2) would have vequired cach contract market to adopt rules
which would, among other things, prohibit any floor broker
from making any purchase or sale “which has been directly or
indirectly prearranged,” I its analysis of this provision, the
CEFIC stated that the purpose of the proposed ban on prear-
ranged trading was to augment Regulation Section 1.38.

Thus, at the time Regulation Section 155.2 was adopted. the
CFTC saiel:

The prohibition against prearranged trading augtnents
the requirement in Regulation 138 that: “all purchases



g T1E RECORD

and sales ol any commodity For Tuture delivery on or
sibject ta the vules ol @ contract market shall be executed
openly and competitively by open outcry or posting of

bids and offers or by other equally open and competitive
methods."?

Regulation Section 155.2 was adopted ot December 23, 1976
as proposed, effective March 16, 1977.1

Regulation Section 155.2 is not self-executing. 1t does not
terally ban prearranged trading: it requires contract markets to
aclopt rules bianning prearranged trading, which all ol the con-
tract markets luve done. Furthermore, by its erms, it only
applies to Hoor hrokers. r

There is no provision in the Act or the CFT'C regulations that
explicitly bans prearranged trading or requires contract markets
10 have rules prohibiting anyone other than floor brokers from
engaging in prearranged trading.™ However, the CFI'C has
found a ban against prearranged trading implicit in certain
provisions of the Act.

Section 4b(1)) of the Act prohibits any person executing a
futures order “to fill such order by offset against the order or

orders of any other person.” And Section 4c(a) of the Act
provides that:

It shall be unlawful for any person to offer to enter into,

or confirm the execution of, any transaction involving
any commodity . .

(A) if such transaction is, is of the character of, or is
commonly known to the trade as, a “wash sale,”
“cross trade,” or “accommodation trade,” or is a
fictitious sale; or

(BY if such 1ransaction is used to cause any price to be
reported, registered, or recorded which is not a true
and bona hide price.

Nothing in this section shall be construed to prevent the
exchange of futures in connection with cash commodity
teansactions or of lutres for cash commodities, or of
teansfer trades or office trades if made in accordance
with hoard of trade rules applying to such transac-
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tions ind such rules shall lave been approved by the
Cominission, !

Sections 4 and 4¢ were added to the legislation regulating
futures mading when the Commaodity Exchange Act of 1936 was
adopted. The previous legislation—the Grain Futures Act of
1929—did ot clearly grant authority to regulate or prohibit
trading practices such as those listed in Section 4c. Sectinn de was
adopted upon the urgings of the Gram Futures Administration,
the division ol the Department of Agriculture then chias ged with
administering the law. However, having pt‘nhihilt?d the practices
enumerated in Section e, Congress did not define what they
were.

Indeed. it would appear that Congress despaired ol being able
to define the prohibited practices, since it resorted to the tech-
nique of using colloquialisms in quotation marks and of relying
on definitions based on what was “known to the trade.” The
history of Section 4¢ since its enactment shows that the courts
and the various administrative agencies charged with its enforce-
ment have comme up with differing definitions, sometimes incon-
sistent with cach other and differing from the statements of the
framers.'

The CFTC has repeatedly held that prearranged trading vio-
fates Scction 4cta), but its theory as to why that is true frs
changed over the years and is not entirely clear (o this day.

The lirst adjudicatory proceeding in which the CFTC faced
the question of the legality of prearranged trades was the Sund-
heimer case.'” ‘There, the respondent had pleaded guilty to a
criminal information charging him with aiding and abetting the
filing of false tax returns, by effecting prearranged trades in the
crudle il market of the New York Cotton Exchange for the
purpose of creating tax losses for a certain oil company. The
CFTC Division of Enforcement commenced a proceeding to
revoke the respondent’s registration as a floor broker and o
impose other sanctions on the ground, among others, that he
had violated Section 4ea) of the Act insofar as he had admitted
to prearvanging trades, The Complaint averred that the prear-
ranged transactions:
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... were of the character of, or were commonly known to
Hie trade as, wash sales, cross trades, accommodation
Hades, or lictitdous sales, or which were wsed 1o cause
prices to be reported, registered, or recorded which were
ot true anel bona fide prices, in order to create predeter-
mined losses and gains in comnodity futures accounts.™

1 he adnanistrative law Judge (ALD held, on the basis ol the
guilty plea, that Mr. Sundheimer had violated Section 4c(a) in
that the trades in which e had engaged were prearranged and
therelore hictitious. O appeal, the Commission observed that
none of the subsections of Section te(a) proscribe “pre-arranged
wading” i haee verba, However, it said, the allegations, if proven,
would establish violations of Section 4¢(a) (A) and (B) of the
Act." The Commission then, in effect, affirmed the decision of
the ALL but disagreed with his analysis of the law, stating:

[nsolur as the prearranged transactions to which Mr.
Sundheimer admitted were real trades, that is, they
brought about an actual change in market position be-
tween respondent’s company and the oil company, . . .
they did not constinee “fictitious sales™ as prescribed by
Section 4cta) (A). Theretore, the judge's conclusion in
this yegard is vacated. However, respondent’s prear-
ranged transactions did furnish the oil company with a
vehicle for wtilizing a commodity futures market for
extrinsic advantage without exposure to market risk, and
to that extent, they were tantamount to “accommodation
n'mlfls:," which are also prolubited by Section 4¢ (A) of the
Aoty

Five years later, in the Collins case,?' the CFI'C announced

that it no longer subseribed to its opinion in Sundheimer. The new
case involved aseries of trades in which a broker, who was (and
whose customers were} long the May 1976 potato futures con-
fracts on the New York Mercantile Exchange (NYMEX), sold
and bought at the siume price identical quantities of May con-
tracts as the delivery period approached. The avowed purpose
of the transactions was “to get behind the line” for receiving
delivery (e, to defer the probability of receiving delivery

FUTURES MARKELS 365

notices ot the long positions, because the deating organization
followed the practice of assigning delivery iotices to holders ol
long positions based on the dates the tong contracts were G-
quired). The Commission held that, regardless ol motive, the
pransactions constituted wash sales. Although the case did not
involve chinges of prearranged trading, the Commission ook
the occasion Lo publish, by way ol ictum, a number o ohservi-
tions regarding Section ¢ in general, and its application to
prearranged trades in particular.

With respect 1o its previous decision in Sundheimer, the Com-
mission siid:

In a footmote in In 1e Sundheimer, . . . the Conunission
held dint prearranged transactions that resulted in actual
trades in the pit «id not constitute fictitious sales. In light
of our presemt examination of the legislative history
demonstrating that wash sales and cross trades are lornis
ol lictitious sales, and the fact that these trading tech-
miques can also result in actual trades in the pit, we no
longer suhscribe to that distinction announced in Sund-
hetmer. Based on the findings set out in that opinton, we
should now hold that the transactions at issue were also
fictitious sales within the meaning of Section 4c(a), as well
as accommodation trades.”?

And, even mote broadly, the CFTC said: . . . we embrace the
view that all prearranged trades are, by their nature, fictitious.”!

This conelusion appears to represent a major expansion of the
concept of fictitious trades, which historically was applied to
trades that cither did not occur on the floor and were merely
entered on the hooks, or were wash trades which lacked econom-
ic substance.”!

The Court of Appeals for the Second Cireuit reversed the
CFTC devision in Coltins, on the grounds (a) that the practice of
moving 1o the end of the delivery line had previously been
regarded as Liwful, (b) that banning the practice represented o
change in prior interpretations of the law by the CFTC, and (c)
that the respondents had not been put on notice of this new
interpretation at the time they effected the trades in question.?’
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‘T'he CFI'G has most recently considered the question of pre-
atranged trading in the Gimbel case.?® In that case, which
involved lumber contracts traded on the Chicago Mercantile
Excliange, Respondent Mondi bought ten contracts from Re-
spondent Gimbel and sold ten lumber contracts to Respondent
Sasin. Sasin then sold ten lumber contracts to Gimbel. The
pattics had no open position before the first transaction or after
the third transaction. The prices were such that Mondi and
Gimbel inanrred losses, while Sasin achicved a profic

The ALJ found that the trades were prearranged as to con-
tract, price, and quantity in order to pass funds to Sasin.

In affirming, the CFTC said:

Preavranged trading is a form of anticompetitive trading
that violates 17 C.F.R.§ 1.38. Depending on (he context
ol the prearrangement, such activity may also violate
Section el (A) or Section 4b of the Act, or both. Tor
example, i prearranged transaction that is accomplished
in the pit is a lictitious sale within the meaning of Section
defa) (A). [Citing Collins, supra.} . . . Such a transaction
appears to be the result of open outery but negates both
the risk and price competition incident to an open outery
market. When a prearranged transaction in the pit is
structured to produce an offset of customer orders, it is
both a fictitious sale under Section 4c(a) (A) and an illegal
olfset under Section 4b(1)) of the Act. See Nichols &7 Co. v.
Secretary of Agriculture, 136 F. 2d 503, 505 (Ist Cir. 1943).
Similarly. when a prearranged transaction in the pit is
structared o produce a wash result, it is both o lictitious
sale and a wash sale under Section 4c(a) (A) of the Act.??

In fooinote 7 to the passage just quoted from Gimbel, the
CETC cluborated its views on the meaning of the term “ficti-
tienes” s Follows:

T'o be “fictitious” within the meaning of Section dc{a) (A),
# transaction need not be structured in a manner calcu-
lated to negate both market risk and price competition. It
is sufficient if the transaction is structured (o negate
price competition or market risk. {Citing Collins, supra.]
... For these purposes, price competition or market risk
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is negated when it is reduced to a level that has no
practical inpact on the transaction at issue. Cf. In e
Goldwurm, 7 A1 265, 278 (1948) (wash sale under Sec-
tion Adc(a) (A) Tound when broker was instructed to fill
huy and sell orders for the same commaodity futures
contracl for the same account with no more than a thice
point loss),

The Conumission appears to be of the view that, if a vrade has
been prearranged, then price competition and/or narket risk
must have been eliminated from the transacton., However, this
conclusion does not necessarily follow, and could only he sub-
stantiatled o a case-by-case basis after examining all ol 1he
redevine facts aned circumstances snerounding the 1ude execu-
ton. In many instances, a portion ol the prearvanged trade is
picked up by other brokers, which would seem to indicate that
neither price competition nor market visk has necessavily heen
negated. Tt is not cdear why o teade on an exchange (oo, il
propeyly executed by open outery, should not be regarded as
compelitive merely because there has been some amount of
preavrangement.

[ any event, it appears that, if a trade has been prearranged,
the CFTC will take the position that the trade will violate one or
more of the following provistons of the Act and the CF1C
Regulations, depending upon the crcumstances: the reguive-
ment ol competitive execution by open outcry in Regulation
1.38; the prohibition against offsets in Section 41(1)) of the Act;
the requirement of execuwtion at public ontery across the ving for
cross trades contained in Section Ah of the Act: the prohibition
against wash sades, cross trades, accommodation trades, and
fictitious sales in Section 4e(a) (A) of the Act; and 1he prohibition
against veporting a price which is not “true and bona fide” in
Section eia) (B) of the Acy,

[Cis not clear, however, just what conduct constitutes “prear-
ranging”™ a trade. Move specifically, it is not clear whether and (o
what extent an FCM or a Hooy broker holding an order from a
customer ntty discuss with other parties—or even just make
inquiries about—puossible interest on the other side of the mar-
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ket.™ Indeed, in the Colfins case, supra, the CFTC noted that
there is “little in the way of adjudicatory guidance™ lrom the
CIIC as 1o what constitutes preavranged trading. ™

Furthermore, the Court ol Appeals decision reversing Coflins
statesl:

The tact that the Connnission abruptly changed its own
interpretation [regarding getting behind [ht? line] in the
middle of the proceedings in our judgment [urlller.(lem-
onstrates the need for a clearer and more explicit inter-
pretation and for appropriate notice thereof to the pub-
lic as 10 what conduet is permissible.™

The CITC carrently appears 1o he of the view that even the
most preliminary prior negotiations are not permissil)lt.'. .

For example. in a proceeding recently instituted against Kid-
der, Peabody & Co., Inc. (“Kidder™),*" the Complaint alleges that
Kidder :llltlltlll(_' of its account executives {AEs) entercd orders
for the CRT Major Market Index Maxi Contract (XM1), which
resulted in the execution of non-competitive trades, illegal cross
traces, ;uid the filling of orders by offset and caused the report-
ing of prices that were not true and bona fide. .

In one instance, the AE apparently was advised by a Kidder
customer that it woukd be shifting its portfolio from stocks 1o
houds by, among other things, purchasing futures on 'l“l't‘;l?ury
Bonds and Notes and selling XMI futures. The AL was given
instructions o setl as many XM1 September futures contracts as
fic could over a two-day period and was given time, price, and
size diseretion, subject 1o the customer’s daily limit instructions as
1o overall position size. Orders were fed into the market piece-
mical until 500 contracts remained to be sold. 'The AE exercised
his discretiomry authority o plaice a Hoal sell order for 500
contracts with one broker at the same time he placed o purchase
order for 00 contructs from another customer with a diiferent
Iroker. ‘The orders were filled opposite each other, but it is not
alteged (hat either broker was told of the order given to (he
other, '

The CFIC Division of Entorcement contends that the quanti-
tics bought and sold, and the prices at which the transaction was
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made, were determined by the AE's matching of the olfsetting
orders and 1he simultancous trmsmission of those orders 1o 1he
Hoor. This conduct is alleged to have resulted in the execution of
noti-competitive trades. Because the trades allegedly were not
competitive, the Division contends that the prices resulting
therefrom were not true and bona fide. 1o addition, as noted
above, tie trides e alleged to be illegal of fsets and cross trades.

Another ol the transactions involved three sepanitte Kidder
customers and an unvelated trader. The wansactions allegedly
resulted from mumerous telephone discussions initiated by the
Al after one ol his customers indiceed an interest in rolling
forwand its entire short position in the September future (2850
contriwcts),  there was sullicient liquicity 1o sell the September
1986/December 1986 XM1 spread. Among other things, the AL
contacted the unrelated trader and allegedly told him that, it his
firm was interested in buying the spread, it might want w0 have
soteone in the pit. He also ascertained that two other Kidder
customers were interested in buying the spread. He then sent the
sell orders to one broker and the buy otrders 1o another, ‘T'he sell
orders were executed against the orders from the two other
Kidder customers and the unrelated trader who had been con-
tacted hy the AL, except for ten spreads which were purchased
by another unreluted trader.

The trades executed among the Kidder customers are alleged
o have been illegal cross trades, offsets, and non-competitive
trades, and to lave caused the reporting of prices which were
not true and bona tide. The tades executed between Kideer
and the trader who had been contacted by the AE were alleged
10 have been executed non-competitively and 10 have crused the
reporting of prices that were not bona fide.

I pre-heaving submissions, Kidder argues that it died o
commit any violations of the Act because: (1) the orders were
executed in (he trirding pit ar open outery and no one present in
the ivading pit was denied the oppoertnity 1o patticipate in the
trades, () the AE's activities prior 1o sending orders o the it
produced i more competitive imarket, better price discovery, and
the Dest execation for his customers, (¢) the actions taken by
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Kideer and the AL were required inotder to Fulfitf their fiducia-
ry duties to their customers, and (d) Kidder's aclivities were
consistent with industry understanding and  relevant legal
authoritics.

T he nnatter is still pending.

One exchange proceeding that has addressed the question ol
preavranged trades is adisciplinary action brought by the CSCE
awainst Merdll Lyneh Funnres, Ine. (MLF), stemming from the
activities of two of its emplovees in the domestic sugar contrict
(then known as the Sugar No. 12 Contract). The particular
contiact was generally used only by commercial sugar interests,
and was refatively thinly teaded.

The CSCE Compliance Department alleged that the employ-
ces in guestion (independently and in concert with each other)
solicited orders by conducting telephone discussions with MLF
cnstomners who were potential buyers and sellers, during which
the employees negotiated price, quantity, and delivery month
with the customers in.order to match order specitications,
Matched sets of orders were allegedly then sent to the floor by

the employees cither simultancously, or within one minute of

cach other, 1o a single floor broker, who would then execute the
ovders ineross trade. T some instances, i pnrlinn of the order
was picked off by other floor hrokers, who were trading for their
own accotunts or for a customer who apparently sent orders
directly to the ring rather than through the MLF employees.
MLY contested the allegations in o hearing before the CSCE

Adjudication Committiee. Inits defense, MLF cited the Nichels
ense™ as alegal justification for its conduct, arguing that the fact
that the nades ad been executed as cross trades by open outery
in e ring dissipated any taint which might otherwise stem from
prearrangenent. by addition, MLF relied on a resolsion inter-
preting the cocon rules (the “Cocoa Resolutions™) which had
been adopted by the Board of Managers of the New York Cocon
Exchange (prior 1o its merger into the CSCE) ane which renains
in cifect today, stating that:

A prowranged nade is one arranged (before its an-

nounced execution) hetween two or more members in o
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manner designed to preventother members from having
a fair and reasonable opportunity of sharing i it, or
otherwise conceived in violation of the spirit of fair, free
and open trading.

This imterpretation, however, shall not extend to such
tades as may by special dreumstimees attaching to them
require prefiminary negotiations, when such preliminay
negotutions cin be justified as reasonably necessary to
the accomplishment of faiv and orderly marketing, and
provided such trades are excouted at the ving in compli-
ance with the By-Taws and Rules,™

MLF contended that the tetephone conversations were merely
“preliminary negotiations” within the intent ol the interpreta-
ton, during which parties merely gave indications of interest,
Witnesses testilving on behall of MLF indicated that they did not
consider any of the conversations as constituting the placing of
an order. Ulimately, the issue which the Adjudication Comnit-
tee had to resolve was at what potnt does preliminary negotiation
become an order.

The CSCE Adjudication Committee found that the fact that
the discussions consistently resulted in orders being sent (o the
trading Hoor i matched pairs, at the same price, in the same
quanndity, soudal virterally the same time established  thae the
ctployees” activities i gone beyond “preliminary negotia-
tions,” as Urat term was used in the Cocoa Resolution.

The Committee held that the Cocoa Resolution was inapplica-
ble to suga trading, hut that in any cevent:

. in solictting indications of interest (whether general
interest or “delinitive interest” . .. ) these individuals are
pertforming the fumction of ving traders and tloor bro-
kers. As a vesult, the bid and offer process, hoth as to
quanity aul price, is accomplished i an upstairs envi-
ronment, away from public view and public pricing.*!

The Geannutee also rejected the MLEF arguinent based on the
Nrchols case. Toconcluded that Nrchols stands ondy for the proposi-
ton that an FCM uny appear on both sides of a trade where
there is open atd competitive oatery, and that it would not be 2
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violation ol Sedtions 4h(D} or 4c, or CFI'C Regulation 1.39,
solely hecattse two floor brokers know that olfsetting orders had
heen given to them by the same FCM,

The Committee also concluded that analogues (o block trading
i the secarities industry are not applicable.

MLI appealed the decision to a CSCE Appeals Panel, which
atlivmed the decsion of the Adjudications Committee {bv a vote
of two 1o one), but it reduced the penalty, On appeal 10 the
CITC, the CFTC declined review.™ MLF has taken an appeal to
the TLS. Court of Appeals for the Second Circuit.

2 g

I'he phrase “to cross an order™ is generally considered 1o reler
1o a sittation where a broker, having both a buy and a sell order,
excentes cach order against e other.

Section le(A) of the Act prohibits entering into o ttansaction
e transaction is, . .. or s commonly known to the trde s,
" Neither the Act nor the CFIC
regulanions, however, defines what a “cross trade™ is. However, it
1s apparently not mtended to prohibit crossing orders. Rather, in
the Moor debates leading 10 1the adoption of Section 4¢(A}. the
termy “cross hrade” was described as o practice in which one

hroker sells to another, and the other then sells back to 1he first,
i

a ., eross irade)

so that the two 1riedes cross each other out,

Section 4l ol the Act prohibits any person executing a fntures
order 1o fill such order by offset against the order or orders of
any other person, .. Crossing of orders could be considered
fillg them by offset (which would he unlawfu!), except that
Section b goes on to provide that:

Nothing in this section or in any other section of this
chapiey shall be construed to prevent a fitures conunis-
sion merchant or loor bhroker who shall have in hand,
simultaneously, buying and selling orders at the market
for different principals for o like quantity of a commod-
ity (o1 future delivery in the siine month, from execnt-
ing such buying and selling orders at the market price:
Provaded, "That any such execution shall take place on the
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Hoor of the exchange where such orders are o be exe-
cuted at public outery across the ring and shall be duly
reported. recorded and cleared in the sime mannet as
other orders execued on such exchange: And provided
finther, Tlat such 1iransaction shall he made in accor-
dance with such rules and regulations as the Commission
may pronntlgate regarding the manner of the execution
of sucls transactions.

I 18 the CEA promulgated (and the CFTC has since
adopted) Regulation 1.89.%7 which sets lorth certain minimum
requirements regarding the execution of such transactions, and
leaves the final implementation to contract market rules 1hat
have been approved by the Commissing.

Basically, Regulation Section 1.39(:0) requires that the transac-
tion must be in conformity with written rules of the contract
market that hiave been approved by the CFTC, and that: (a) the
order must be offered competitively on the contract nirket
Hoor; (h) 1he order must be executed i the presence of an
official representative of the contract market, and the floor
member must specilically identify the transaction on his or her
teitding card, noting the time of excention and having the record
verihied by the of(icial representative; (¢) the contract market
must keep records of such transactions; and (d) neither the FCM
nor the [loor broker may have any interest in the order, directly
or indirectly, except as a fduciary, Regulation 1.39(h) then
provides:

The execution of orders in compliance with the condi-
tions set forth in this section will not he deemed to
coustitule the filling of orders by offset within the mean-
ing of paragraph (1} of section 4b, nor to constitute cross
tracles within the mesning of pavagraph (A) of section ‘e,
ol the Aot

It will be noted that both the Act and Regulatton 1.39 permin
the excention ol “orders” for different principads “for a like
quanttity of a comnmodity.” Nothing in either the Ace or the
Regulations limits in any way the size of the order, or what the
“like quantity”™ must be. In other words, insofar as the Adt and
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the Regulations are concerned, it is permissible to cross more
than one contract, and, indeed, it would be permissible 1o cross
anv number ol contracts where the vrders are of like quantity.
'T'o put it another way, there is nothing in the Act or Regulation
1.39 that would preclude the crossing of a large block.

One limitation is that the Regulation on its face appears to
preclude either the FOM or the floor broker {from taking all or
any part of the opposite side of the wrade. To some extent, this
requirement appears Lo go well beyond what is vequired by the
Act, since Scction 4b(D)) expressly permits an FCM or {leor
broker to take the opposite side of a customer order with the
customer’s consent. The CFTC has recognized this and s
approved contract market rules pernitting members to take the
apposite side with the prior written consent of the customer.™

[he contract arkets have tiken different positions with 1e-
speet (o the practice ol crossing ovders. Some have hanned it
entively.™ Others permit it by applying the requirements con-
tained in Regulation 1.39, essentially unchzmged."” One contract
nunket goes so far as 1o provide that, even alter a transaction s
been excated competitively by open outery in accordance with
the requirements of Regulation 1.39, the broker executing the
trade must then offer up one-half of the trade to the ring. "'

Present Methods of Large Order Execution in Futures Markets

Although there does not now exist, on U.S. futures exchunges,
any Law ful mechanism for block trading of futures comparable
(o what exists in the securities markets, there are several trading
techiiques which (o some extent can be used in the exceution of
Livge owders.

I, Fxchanges for Physicals (E1Ps)

Basically, EFPs are prearranged, fully negotiated transiactions
executed in o non-comperitive nanner, that are expresshy per-
mitted by Seation ety ind CFTC Regulation: Section 1.38,
provided they are conducted in accordance with contract market
ules that have been approved by the CFTC.*™® While EFPs have
generally heen permitted by the contract markets, their rules
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“provide fittle guidance and place few limits on the permissible
scope ol EEPs. ™ o a large extent, what eich contract inarket
permits is a matler of staff interpretaton, which is generally
unpublished. The CFIC Division of Trading and Markets has
published indicia which it believes should be examined w evalu-
ating particular EFP transactions {or their bona fides and their
compliance with the intent of Section 4ca). ! In addition. while
suggesting certain regulatory changes to enhance surveillance
over EFP practices, the Division has recognized that they have
assumcd i significant role i many markets. ™

Basically, an EFP is a transaction in which one party buys {or
agrees o buy) a physical commodity from another, while ar the
sane time the buyer of the physical conumodity cuters into a
futures contract o selt (or transfers a futures contract o huy) the
siune or o rehited commodity with (or 10) the other party. One
contract market definition of an EIFP is that it covsist of (wo
discrete but related transactions, in which the seller of the fu-
tures buys the actual commaodity and the buyer of the tutures
sells the actua! commodity.™

T'he essential element inall EFPs is that the futures transaction
has a1 divect relationship to the physicals nansaction. Wlile the
commodity underlying the physicals transaction need not be
ilentical to the one underlying the futures transaction, it should
be related to it—such as through price correlation—and should
e in an equivalent quantity.”’

Cenrtain ol the contriet markets deseribe o some extent the
required characteristics of the physicals component of the trans-
action. and those descriptions viny considerably. For example,
several contract market rules define the physicals component 1o
be cither the underlying commaodity trded on that market, (he
cconomic equivalent thereol. or a transaction involving the pliys-
icu] commrodity (sueh as a forward contract).™ Others authorize
orly the exchange of the underlying physical commodity traded
on that exchange, or a derivative, a by-product, or @ related
product.™ While some exchanges prescribe the parameters for
pricing the transactions,™ the rules of most of the exchanges are
silent am the subject, or expressly permit the parties to price both
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the physicads and the Futures aspects of the tansaction by agree-
- . [
ment, without regulation by the contract market.™

Forward contracts generally qualify for the cash component of

the EFP, but futures contracts do not.™ In the case of cash-
settled futures contracts, such as stock index contracts, the physi-
cals component may reflect the underlying commaodity, such as a
hasket of securities.™

EFPs may be ased to lhiquidate existing futures positions ol

hoth parties, to trunster a fulures position from one party to the
other, or fo create futures positions for both parties.

An example of o situation where the parties hotle liquidate
their futures positions is as follows:

Grain elevator, §, contracts to sell wheat to an exporter,
B, at a basis of 15 cents per bushel over the March
futures price. The contract gives B the right to deter-
mine when to lix the price level of the cash trade. S is
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one contract. X will deliver gold to G and will receive
pavinent of $350/0z. as agreed.™

An example of an EFP resnlting in new Futwres positions
hoth parties:

A pension fund, P, with no existing cash or futures
position, desires to huy shares ol stock 10 replicate an
mdex and sell the correspouding futures 1o establish an
arbtrage positon. ' contacts its FOM 1o arrange the two
tades, The FCM, which has no existing cash or futinees
prosition, agrees to establisly the cash and futures position
for 1" viaan EIP oar a given differential. ‘The FOM will
precchase the stocks inthe index and then sell them 1o
I’ in the EFP. At the same time. P owill sell {utures to
the VOM. After the EFP, P will have a long cash position
and be short futures; the FCM will have a long futures
pusilirm,r'!"

{or

short March wheat futures contracts to hedge its inven-
tory, and B is long {utures contracts to cover a fixed-
price export sale. On February 15, B selects a desired
March {utures price. B sells futures to S, and S buys
hetures from B, theveby ligudating their existing [utures

The examples given are all reasonably clear instances of an
EFP being wsed in conmection with a substantial physicals market
transaction. However, it is not clear how long the physicals
position must be held. For example, consider the following
transaction:

positions. § will deliver wheat to B and will receive
payment of 15 cents/bushel over the futures price, as
agreed,™

An example of an EFP resulting in the vansfer of a futures
pusition from one party to another is as follows:

A trader, G, who has no existing cash or futures position,
wishes to acquire 100 ounces of gold bullion and an
accompanying short futures hedge. G contacts a bullion
dealer, X, which has an inventory of 1,000 ounces of gold
bullion hedged with short futures positions, and agrees
to purchase 100 ounces at $350/0z. The parties arrange
to ctfect this transaction vie an EFP. X ouusfers one
short Tuneres coutraet to G oat $353/07., offsetting one
contract of its exasting short futures position, and G, as
the counterpatrty, veceives one futures contract from X oat
R35%oz., thereby acquiring o short futitres position of

Suppose @ trader, 1, is Jong 10 gold futures contracts.
Abter the close of the futures market, I decides that he
does not want to carry the position overnight, "I calls an
excliange member firm that is an FCM and also a gold
dealer. T agrees to sell 1,000 ounces of gold (the equiva-
lent of 10 finuares contracts) to the FCM, which confirms
the sale to T out of its inventory, I immediately agrees
with the FOM 10 exchange the gobd it has just honght for
a long hatures contract via an EFP, whereby the FCM
agrees to aceept to repurchase the commmodity at the
sine price as I purchased it and to accept the short side
ol the futures contract. 'T" now has sequired a long
huares position that will cancel out its short position
withowt having hael 1o liquidate any parvt of the sliort
position at the ring or by open owtery,

This tvpe of pransaction apparently ocares with considerable
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frequency in the gold and foreign currency markets,”” The
legithmacy of an EFP is in the [irst instance subject to determina-
tion by the contract markets. They appear o take somewhat
diflerent positions as to whether a simultaneous purchase and
side of the physical cobunaodity it the same price is aceeptable.
The CF1TC Division of Frading and Markets does not take a
position as to whether swcle transactions e prer se lawhual or
unlvwtul, but it has expressed the view that the physicals (or
“cash™) transer in such a tramsaction "should be examined espe-
cially carefudly ... 7 The Division expressed the belief that:

. a predominant consideration in evaluating the bona
fides of the resulting integrated transaction (cash transfer
and EFP) is whether the cash transfer can stand on its
own as a commercially appropriate transaction, with no
obligation on either party to carry out the EFpR

[ thus appears that, to some extent, the EFP may be used as a

device Tor cxm'ming a block wvrade in futures. It is, however, of

limited utility because of the requirement of a separate physicals
transaction. Therefore, the EFP is not a satisfactory technique
for ef{ecumg block trades in futures where the parties are only
micrested iu futures trades and have no genuine interest in a
phystcals transaction.

In this connection, the CFI'C Report made the following
Cstatement:

Although the potential for abuse is clearly present, most
notably with EFPs volving transitory ownership ol the
cash commodity (such as those which take place in the
gold and currency markets), the Division’s study did not
indicate that widespread abuses of the EFP exception are
currently taking phce.™

Apparently, at the time the study was conducted, FFPs were
not being used 1o a significant extest as a substitete for block
tading. However, since publication of the CFTT Report, the
percentage ol transactions that constitute EFPs in certain finan-
cial futwres contracts has significantly increased.”!
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2. Stunshine Trading

[n the sccurittes markets, there has evolved a practice of
announcing large customer orders in advance of the tiime that
the orders actually arrive on the floor, in order to attract buying
ot selling interest (as the case may be) at the thine the orders
actually arrive on the floor. Some participants in the futures
nuwkets helieve that this praciice would provide an acceptable
approach 1o denling with execution of large customer ovders,
an approach that would be compatible with the open oulery
requircinents. ‘This practice has hecome known as “sunshine
trading.”

Proponents of sunshine trading believe that futures traders
who wish to trade large-sized orders could benefit if they public-
ly announce their intentions 1o trade, and the price or price
range at which they wish to trade, some hours before hringing
the orders w the floor of an exchange for execution. During that
tine the market wonld be able to absorh this information and, if
the pre-announced price is realistic, other member firms and
their customers would be able to come in and compete by apen
outery for the order at the pre-announced time.

Objections have been raised that sunshine trding iay violate
CFIC ruiles against disclosure of customer orders. Further,
concerns have been expressed that pre-announcement of cus-
tomer orders may be used as a veil to prearrange orders priov 10
theiv execution i the trading ring, or that {alse or unrealis-
tic pre-atmouncements may be used to manipulate the futures
matket.™

With respect to disclosure of customer orders, CFTC Regula-
tion 155.3(b) provides, in relevant part, that:

No ftures commission merchant or any ol its aftiliated
persons shall (1) disclose that an order of another person
is heing held by the fotures commission mercling or any
of its alfilinted persons, unless such discloswre is necessary to
the effective execution of such ovder .. . femphasis added]

Floor brokers, in executing customer orders on o futares
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exchange, we similarly barred Trom disclosing that they are
holding custoiner orders. CFTC Regulation 155.2(d) veqguires
every contriet market to prohibit floor brokers from makiog
such disclosures. When these rules were promudgiied by the
CIIC v characterized their purpose as “to prohibit a floor
broker lrom disdlosing customer orders to other persons who
may take advantage of that knowledge” and as a “traditional
customer confidentiality rule designed to protect customers
from disclosure of information concerning their orders to other
parties.”* Since, under sunshine trading, the customer believes
that the «issemination of its trading intentions will be to its
advantage in fulfilling its trading objective, and would waive
conlidentialitv, it does not appear that these rules would he
viokited by the proposed public announcements.

Concerns as 1o possible prearrangement ol trades through use
of sunshine trading also appear to be a matter of policy consider-
ation, rather than raising issues as to permissibility of the prac-
tice under existing law. Prearrangement is unlawful insofar as,
“by determining trade information such as price and quantity
outside the pit, then using the market mechanism to shield the
private nature of the bargain from public scrutiny, both price
competition and market risk are eliminated "' The sunshine
tading advocates potnt out that sunshine trading does not cou-
template parties reaching individual agreements outside the
trading ring: rather, by openly pre-announcing trading inten-
tions, competitive trading should intensify at the announced
titne of order execution, since the orders of all intevested tukers
of the pre-anntounced trade should be drawn into the pit at the
announced time. The only policy consideration should be the
miniinun advance time which would be necessary 1o assure
dissemination.

Advocates of sunshine trading contend that a trader that has
prearranged a trade will be unlikely to announce the trade

publicly and subject it to the scrutiny of other traders and of

exchange regulators. Similarly, they argue that efforts to manip-
ulite a futures market through sunshine trading are most un-
likely. Manipulation has been deflined as “any and every opera-
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tion or fransiaction or practice the purpose of which s not
primarily to fadlitate the movement of the commodity at prices
freely vesponsive to the forces of supply and demand.”™ One
meins of vumiptdation is o create lalse runors or announce
false imentions. Bt sunshine rading proponents believe that
public pre-announcement would serve to pinpoint the source of
an announcement, render it subject to public serutiny, and nake
the announcing party responsthle for fullilling its stated inten-
tions. Proponents contend that in contrast to an effort (o unbal-
ance free market forces of supply and demand, the purpose of
sunshine trading is to open up the sources of supply und (e
mand, by spreading knowledge ol market conditions.

At present, no contract market has rules specilically dealing
with sunshine rading. One contract market, NYFE, submitied
rules ta the CFIC which would formalize sunshine trading
procedures. The exchange proposes to provide its facifities for
the public dissemination ol announcements of trading intentions
by members and their customers. Members who pre-announce
trading intentions would be required to attempt 10 execute the
trade at the intended time of trading unless the market at that
time is oniside the price range sct forth in the notice, or the bid
ov otler in the pit moves away Irom a customer’s order before it
can be executed. In doing so, the exchange indicated that it
expects nat only that futures trading will benefit from the prac-
tice, but that it will be able to monitor the prs _tice for any
potential abuses.®

Considerition of the exchange's proposal was placed in abey-
ance while the exchange worked with market data vendors to
assure that complete messages of trading intentions can he wide-
ly dissemiited 1o its market data subscribers,

3. “All-or-Nothing” Bids and Offers

“All-or-nothing™ orders are understood in the trade to mean
orders—ol cither the “market” or “limit” variety—that ave to be
executed only b the full quantity is accepted by one trader.
Currently all contract markets probibit such orders, either ex-
plicitly by rule or implicitly by interpretation.™
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The benefit to the customer of “all-or-nothing” orders is that
the customer anay be able to have a large order filled at a single
price. The drawback is that the order may not be lilled even
when the collective interest in the trading ring is sufficient to fill
(he order at a price satisfactory to the customer. Tn other words,
while i broker might bid for 1LOOO contracts enan all-or-uothing
basts, and while there night be brokers in the pit or ring with sell
orders that individually are less than the quantity bid for hut in
the aggregate exceed the quantity bid for, the order will not be
executed. Of course, the risk of not betng able to execute a large
mracde at asatisfactory price exists for any large order, regardless
of the method utilized. However, no other method carries that
risk even though the interest is present in one location.

Neither the Act nor the CFIC Regulations explicitly profubit
all-or-nothing bidding or olfering. Accordingly, it would appear
that the contract markets are not preciuded from adopting rules

ter implement that basis of trading. Any such rules would, of
course, have to be approved by the CFEC, where a number of

regulatory concerns might be raised.

Once concern migght be that all-or-nothing bids and offers
couldd be used (o manipulate a market. For example, a vader
could make a bid or offer for a large quantity which a trader has
no intention or expectation will be accepted. This could he done
te mfluence a market price. Such a bid might be considered
fictitious and therefore violate contract market prohibitions
against [etitious bids or offers. Of course, it may be difficult to
pprove that a particular bid or offer was not bona fide bhut was fora
manipulative purpose.

by addition, there is a basic question as to whether the require-
ment of competitive execution and open outery means that cach
incividual contract within a particular order must be subjected to
competitive exeation and open outery, or whether a require-
ment could he savistied 3f contracts for several customers are
packaged together in a single Block and are bid or offered and
transacted as part of a block,

All-or-nothing orders also raise questtons {rom an economic
stimdpoint. Their use, for such time as they are being offered or
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b in the ving, would climinate all those traders on the other
side of the market whose bids and offers are for smaller quanti-
ties, with a resulent loss of market liquidity. As an example,
assunte a trader is bidding 975, “all-or-nothing,” for 1,000 con-
tracts annd thae his or her bidl is the highest in the ring. The
conscequence of that bid is that any seller who is willing 1o sell
than price, or even lower, but lor lesser quantities, would be shut
ont of the market, If there are other bidders at 975, sellers ot
lesser quantities would be shut out when the hidders for fesser
quatntities are satisfied. In addition, the price movements ot the
market e more likely to be choppy, with liger gaps hetween
prices than would be the case if the simaller traders were con-
stantly able o take portions of the larger orders. Finally, peruuit-
tog “all or-nothing™ trades of large blocks nught be decined
anti-competitive, in that it might result in excluding certain
brokers from participation.™

4. Transfer Trades and ()/[mr Trades

Section e ol the Act, as noted above, provides:

Nothing in this section shall be construed to prevent the
exchange of futures in connection with cash commodity
transactions or of lutures for cash commodities, or of
transter trades or office trades if made vaccordance with
board ol trade rules applying to such transactions and
such rules shall have been approved by the Commission ™

Regulanon 138G simibunly exeepts fronn the requiremment of
competitive excculion al open outery “transactions which are
vxecuted noncompetitively in accordance with weitten rules ol
the contvact mavket which have been submitted to and approved
by the Commission . . .. This exception in Regulation 1.38(a) is
not oo i1s ee fimited 1o EFPs, office trades, sod transler teades
(as is the exception in Section fc of the Act). Regulation 1.38(h)
imposes certiin record-keeping requireinents with respect to
“trades, transactions or positions which are not competitively
exceuted, inefrding transter trades or office wrades, or teades
involving the exchange of Tutures for cash commaodities or the
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exchange of futures in connection with cash commodity transac-
tions . . ." (emphasis added). Op its face, therefore, it would
appear thit Regulation Section 1.38 contemplates lawful non-
competitive transactions other than EFPs, transfer trades, and
office trades.”™

In any event, while both Section 4¢ and Regulation 1.38
permit non-competitive execution of “transfler trades” and “of-
fice trades,” neither the Act nor the CFTG regulations defines
what these transactions are. During the floor debate on the
legislation that was (o become the Comodity Exchange Act of
1936, the lollowing delinition was offered:

Office trades and transfer trades: Board-of-trade rules
contemplate that all ordinary transactions for future de-
livery shall be made in the pit or place provided for that
purpose. However, unusual conditions as well as mer-
chandising methods and established trade practices make
it necessary at times to close futures trades as between
customers of the same house or to transfer interests from
one house to another by bookkeeping entries without
trades being actually made in the pit. These are referred
tr as office hades or transfer trades.”

Presumably, the permission to “transfer interests from one
house 10 another” contemplates that there will be no change in
beneticial ownership. In other words, presumably it contem-
plates a situation where a customer wishes to transfer his or her
account from one firm to another, in which case Congress was
acknowledging that it would be unnecessary to elfect trades on
the {loor since the customer is not in fact buying or selling
anything. :

However, the permissiun to close traces “as between customn-
ers of the same house™ is very ditferent, since by definition there
is a transfer of beneficial ownership. Congress did not supply
any justification for this exception from the competitive execu-
tion requivement, other than the existence of “unusual condi-
lions as well as merchandising methods and established trade
practice.” A question could be raised whether this should be read
10 tnply that a rade practice cottld be developed wherehy FOMs

could transler large blocks of futures from one customer 1o
another on their books in order to “dose futures trades.”

CONCLUSION

The requirement of competitive CXECIion o A Contract -
ket floor exists for three purposes, viz.: (1) to protect traders by
assuring them that their ovders are being executed at the “right
price”, in that they are not paying more (or receiving less) than
what the free forees of supply and demand determine to he the
fair market value: (2) to give all market participants an opportu-
nity o accept cach hid or ofTer: and (3) 10 let the market refleat
the bopact of cach bid or ofier e, price discovery).

It is the view of this Committee that competitive exccution ol
futures trades is desirable for these purposes and others. Tlow-
ever, the legal requirement for such execution is not absolute or
inflexible. As discussed, several categories of non-compelitive
transactions currently are permilted, inchuding EFDPs, othce
trades, and transfer trades. This Committee believes that activi-
ties by brokers and traders prior to the submission of larger
orders to the floor for execution—including solicitations of in-
revest, discussions, and negotiations—ean be permitted by con-
tract market rule without undermining the purposes of competi-
tive execution.

It is the conclusion of this Committee that the CFTC Tias
sulficient authorization under the Act, as it now stands, 10
approve conlract market rules that would permit excention of
Jarge futures orders in blocks under procedures such as are used
on the sccurities markets, provided appropriate conditions are
met. ‘Those conditions might include the [ollowing:

1. "The size of order eligible for such procedures sho ld
be such that: (a) in view of the liquidity of the particular
market, there is a reasonable probability that the order
could not be effected without itself causing a substantial
effect on price; and (b} the orderis of i size typically used
by commercial participants;

9 I'he nransaction should have 1o e bid or offered on the
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contract market, by open outery or other competitive ieth-
o, with adequate opportunity For public patticipation; and

J. Any portion ol the transaction that is not proniptly
tken wp at the ring may be crossed, with the floor bhroker
andior the FOM tiking the apposite side (with the consent of
the customer), but only at the price bid or offered on the
contact anrker,

[0is further the view ol this Committee that approval of such a
ssstent would not be inconsistent with any of the CF1IC regula-
nons as presently in loree, However, it will requirve the CFUC o
ke tevisions in certaing of s current interpretations of the Aa
andd those regulations. For the reasons stated above, we belicve
Uit neirher the language nor the purposes of the Act are incon-
sistent with making those revisions, and we believe it would be in
the public interest 10 revise.

tn reaching this conclusion, the Committee recognizes that the
decision on whether and how to permit large futures orders to he
exceuted in blocks must-he made, in the first instance, by the
contract markets themselves. Ha contract market adopts rades to
permit o meclimisim for large order execution, those rules will
need the approval of the CFTC. Hthe rules veasonably satisfy the
basie policy concerns regarding competitive execution and price
discovery, the CFTC has sulticiem Hexibility to approve thent,
cven il they involve some mnount of prearrangement and/or
mvolve crossing. 10 the CITC does not agree that it has (hat
fexibility, Congress should act to make clear that it exists.”
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