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April 3, 1998

Ms. Jean Webb, Secretary

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, N.'W.

Washington, D.C. 20581

Re:  Application of Cantor Financial Futures Exchange, Inc. as a Contract Market in US
Treasury Bond, Ten-Year Note, Five-Year Note and Two-Year Note Futures Contracts,

63 Federal Register 5505 (February 3, 1998)
Dear Ms. Webb:

The Chicago Board of Trade hereby requests that the Commission extend the April 6, 1998 comment
deadline on the above-referenced Federal Register release. The Commission has requested
comments on the apphcation for contract market designation submitted by a brand new exchange,
the Cantor Financial Futures Exchange, Inc. (“CFFE™), in contracts that are nearly exact replicas of
the Board of Trade’s own Treasury futures contracts. The CFFE is seeking to offer these contracts
under a wholly unprecedented exchange structure -- both in terms of organizational control and
market operations -- that appears to be fundamentally at odds with the regulatory framework of the
Commodity Exchange Act (“CEA”) and Commission rules. It is difficult to fully evaluate the CFFE
proposal, however, because there are major deficiencies in the information that CFFE has submitted
to the Commission as part of its application.

We are requesting a sixty to ninety day extension to allow sufficient time for the Commission to
request CFFE to provide additional necessary information, for CFFE to respond and for the
Commission to make the information publicly available for interested parties to evaluate in
formulating theirr comments. If the Commission encounters any delays in receiving more
information from CFFE, it should suspend CFFE’s application just as the Commission recently
suspended FutureCom’s application for contract market designation for FutureCom’s failure to
provide complete information necessary to adequately review its proposal. We have attached a list
of the specific areas we have identified at this time where we believe the information provided in the
CFFE application is deficient and needs to be supplemented.

An extension of the comment period is appropriate for other reasons as well. Based on the limited
information that is available, CFFE’s application raises fundamental regulatory questions. These
include, among others:

1. Do the CFFE’s proposed execution facilities meet the fair and competitive trading standards
of the CEA and Commission rules?

LaSalle atJackson
Chicago, lllinois 60604 q
312 4353602



Ms, Jean Webb
April 3, 1998
Page -2-

2. Is it in the public interest for Cantor Fitzgerald Securities Corp. to be given a menopoly on
trade execution and to shield its activities from regulatory scrutiny by performing those
functions under the rubric of contract market operations?

3. When exactly is a trade deemed to occur on the CFFE execution facilities and does the CFFE
have an audit trail that accurately captures this information and other required audit trail
information?

4. Will the CFFE’s execution facilities have a defrimental effect on the price discovery function
which Congress has declared to be in the national interest?

5. Will CFFE, through market fragmentation and unfair competition, harm the liquidity and
price discovery of established government secunties futures markets?

6. Should 2 Cantor-related company be allowed to control a federally-designated contract
market given that one of the Cantor entities reportedly settled fraud charges recently with the
CFTC and given the serious, unresolved allegations regarding questionable trading practices
at several Cantor entitres?

7. Does CFFE meet the statutory requirements for designation as a contract market?

The Commission’s sixty-day comment period simply does not give interested parties enough time
to undertake the type of careful and thoughtful evaluation of the CFFE’s application that these
complex issues dictate. In reality, the Board of Trade and, we assume, other interested parties have
had even less time to evaluate the limited information CFFE has provided. In the Board of Trade’s
case, the Commission did not provide us with any substantive materials describing CFFE’s proposed
organization and operations until February 27, leaving the Exchange barely thirty days to formulate
our comments.

Moreover, based on the limited information available, it appears that many of the issues raised by
the CFFE application are inextricably tied to the market fragmentation issues raised by the
Commission in its separate “Concept Release on Regulation of Noncompetitive Transactions
Executed on or Subject to the rules of a Contract Market” (“Non-Competitive Trading Concept
Release™), which was published for comment on January 26, 1998. The Board of Trade believes the
Commission will receive more meaningful comments if interested parties have an opportunity to
review and formulate comments on the two releases concurvently. Thus, at the very least, the
Commission should extend the comment deadline on the CFFE application to April 27 to cotrespond
to the comment deadline for the Non-Competitive Trading Concept Release.
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For all of the reasons explained above, the Board of Trade urges the Commission to extend the
comment deadline on CFFE’s application for contract market designation by sixty to ninety days.
We look forward to the Commission’s prompt response to our request.

Sincerely,

Thomas R. Donovan



LIST OF AREAS WHERBE ADDITIONAL INFORMATION IS NECESSARY

The Board of Trade requests additional information in the following areas to enable the Commission
and interested parties to fully and carefully evaluate the CFFE application.

Ovwmership/Control of CEEE

1. Description of the level and source of capitalization of Cantor Financial Futures Exchange
Holdings, L.L.C, (“Holdings™) including any debt arrangements between CFFE and Cantor
Fitzgerald & Co. (“Cantor”} or its affiliates

2. Organization chart illustrating the relationship between CFFE; Holdings; Cantor; CFFE,
LLC and other Cantor ¢ntities, including percentage ownership

3. Description of the nature and level of financial interest corresponding to direct or indirect
ownership that Cantor or any of its affihates has in CFFE

4, Description of the nature and amount of any other financial compensation that Cantor or its
affiliates will receive from CFFE for participating in or performing services for CFFE; e.g.,
whether Cantor Fitzgerald Securities Corp. (“CFS”) will receive any compensation for
providing employees to act as Terminal Operators

5. Identity of investors and controlling entities in CFFE, LLC
6. Identity of CFFE’s initial board of directors and officers

7. Identity of each individual and entity previously disciplined by the SEC or CFTC that is
involved in the direct or indirect ownership or management of the CFFE; and a copy of all
publicly availablie information regarding the nature and disposition of those proceedings

Ownership/Control of the New York Board of Cleacing, Inc. (NYBQC™)
8. Description of the level and source of NYBOC’s capitalization

9. Description of NYBOC's financial safeguards to ensure the financial stability of the clearing
system; description of the level and source of NYBOC’s financial resources available to
cover a clearing member default, including a description in each case of whether the
resources are liquid or alliquid; and a description of NYBOC’s default procedures

10.  Identity of NYBOC’s initial board of directors and officers
Exchange Personnel

11.  Description of Terminal Operator qualifications and responsibilities, as well as any
restrictions on their activities as Terminal Operators, ¢.g., whether Terminal Operators are



allowed to solicit futures orders or government securities orders for CFS or other Cantor
affiliates

12.  Description of how Terminal Operators will be compensated and by whom

13.  Since Terminal Operators are also employees of CFS, a description of their job
responsibilities for CFS, including whether they will handle customer orders in government
securities for CES or may trade for CFS’s account

14.  Description of the functions that Terminal Operators will perform that require registration
with the NASD as Government Securities Representatives

15.  Information regarding compensation of Terminal Operators for non-CFFE activities they will
perform for CFS or any other Cantor affibates

16.  Information regarding qualifications, responsibilities and authority of the persons designated
as supervisors (“Supervisors”) over the Terminal Operators

17.  Description of how Supervisors will be compensated and by whom

18.  Description of any trading activities that Cantor, CFS or any other Cantor affiliates are
permitted to conduct, either proprietary or for customers, on the CFFE

19.  Description of any restrictions on trading activities of Terminal Operators and Supervisors
in other markets or on behalf of Cantor, CFS or other Cantor affiliates or their customers

20.  Description of any cash market activities of any Cantor entities that will have access to CFFE
trade information

21.  Description of any procedures to prevent improper flow of confidential or sensitive trade
information between CFFE, on the one hand, and Cantor, CFS and other Cantor affiliates,
on the other hand

22.  Description of the execution process, from a member’s receipt of a customer order; to
placing of the order with a Terminal Operator; through the Terminal Operator’s handling of
the order, including especially the Terminal Operator’s role in the execution process during
the “Exclusive Time” and the “Clearing Time;” through communication of an executed trade
back to the customner

23.  Description of the current execution facilities and processes at CFS and other Cantor entities

and a point by point comparison of the same to CFFE’s execution facilities and processes,
including a comparison of existing work up practices to the Exclusive Time concept at CFFE
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Ul



25.

26.

27.

28.

29.

Description of any CFFE rules or restrictions on block trading, that is, matching of trades
away from the CFFE’s execution facilities

Description of any CFFE rules or restrictions on pre-negotiation, 1.e., pre-arrangement of
orders that are submitted to the Terminal Operators

Description of any CFFE rules or restnctions on dual trading

Related to dual trading and insider trading concems, a description of any CFFE rules. or
restrictions on Cantor, CFS or their affiliates participating in CFFE's markets given CFFE,
LLC’s control over CFFE and the Terminal Operators’ status as joint employees of the CFFE
and CFS

Description of how the CFFE’s trade practice rules and execution facilities meet competitive
trading standards

Explanation of when a trade is deemed to occur

Audit Trail and Sprveillance Procedures

30.

32.

33.

34

3s.

Description of the audit trail information that CFFE will capture throughout the entire end-
to-end cycle and how -- e.g., whether Terminal Operators will time stamp orders when
received or at other steps in their handling of orders; whether audit trail information will
include time of trade execubion; whether it will include any special audit trail information
with respect to the Exclusive Time or Clearing Time trade procedures

Description of the accuracy and reliability of CFFE’s audit trail information and how CFFE’s
audit trail complies with the CEA and CFTC requirements system or any audit trail specific
to an electronic environment (including during Exclusive Time and Clearing Time)

Description of the surveillance programs that the New York Cotton Exchange ("NYCE™) will
perform for CFFE and whose activity will be covered, e.g., whether NYCE will conduct
surveillance of how the Terminal Operators handle and execute the orders they receive

Description of NYCE’s surveillance programs for monitoring activity that occurs on the
electronic component of CFFE’s execution faciliies

Description of NYCE’s surveillance programs for monitoring EFP or basis trading
Description of any special market or trade surveillance functions that NYCE will perform
with respect to the trading activities of the Terminal Operators or Supervisors in other

markets, whether for their own account or on behalf of Cantor, CFS or other Cantor affiliates
or their customers

(iif)
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36.  Description of any special market or trade surveillance functions that NYCE will perform
with respect to the trading activities of Cantor, CFS or other Cantor affiliates, whether as
dealer for their own account or as broker on behalf of other customers

37. Demonstration that NYCE has adequate resources to take on added surveillance
responsibilities on behalf of CFFE
Customer Gmievances

38.  Description of customer recourse against CFFE for trading errors committed by Terminal
Operators; justification for any disclaimers of such liability by CFFE in light of Commission
requirements that exchanges provide an arbitration forum for customer grievances against
exchange members, which includes grievances relating to trading errors or abuses

I 7 of the CFEE Trading S
39.  Description of whether CFFE has tested the accuracy and reliability of the electronic
component of CFFE’s execution facilities trading system, whether the testing was performed

and the test results certified by a qualified independent consultant; and the results of any such
testing

(iv)

TOTAL P.OB



@ ChicagoBoardofTrade

April 27. 1998

Ms, Jean Webb

Secretary

Commodity Futures Trading Commission
Three Lafayette Centre

11335 21st Street. MW,

Washington, D.C. 20381

Re:  Application of Cantor Financial Futures Exchange, Inc. as a Contract Market in U.S.
Treasury Bond, Ten-Year Note, Five-Year Note and Twe-Year Note Futures Contracts,

63 Federal Register 5505 (February 3, 1998)

Dear Ms. Webb:

The Board of Trade of the City of Chicago (*CBOT"” or “Exchange™) appreciates the opportunity
to submit our comments on the application (the “Application”) filed by the New York Cotton
Exchange and various Cantor Fitzgerald-related entities (the “Applicants”) for designation as a
contract market in various government securities futures contracts, which the Commodity Futures
Trading Commission (“CFTC” or “Commission”) published for comment on February 3, 1998. The
Applicants are proposing to establish a new futures exchange, the Cantor Financial Futures
Exchange, Inc. (“CFFE”), under a wholly unprecedented structure in terms of organization and
market operations. The Board of Trade opposes that application on multiple grounds.

Public review of and comment upon the Application has been hindered by major deficiencies in the
information that is available. We urge the Commission to require the Applicants to supplement their
Application in the many areas identified in this comment letter.! Further, the Commission should
suspend its consideration of the materially incomplete Application until the Applicants provide the
missing information, just as the Commission recently suspended FutureCom’s application for
contract market designation for incompleteness.?

Even the limited information available on the Application demonstrates that CFTC approval of
CFFE would constitute arbitrary and capricious agency action. For example, the CFFE would

! On April 3, 1998, the Exchange requested an extension of the comment deadline and asked the Commission
to require the Applicants to provide additional essential information for evaluating the Application. Although the
Commission granted a limited extension, no additional information has been made available to answer the many
questions the Exchange has raised. The areas of deficiency covered in this letter inciude those identified in our April
3rd request.

* See, Letter from the John C. Lawton, Associate Director, Division of Trading and Markets, to Mr. William
H. O'Brien, FurureCom (March 24, 1998) (suspending consideration of Futurecom's application). Many of the
deficiencies that the Commission cited in FutureCom's application permeate the CFFE Application.

141 W, Jacksan Blvd.
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violate Commission Regulation 1.38. That rule requires that transactions on any contract market
must ke 2xecured “openly and competitively.” Yetthe Application and CFFE promotional materials
concede that. in at least two sets ot circumstances. the CFFE system will regularly exclude all traders
but two from tading. That process would be akin to an exchange’s allowing two members to trade
exclusively between themselves in a trading pit. and secretly. while all others in the pit would be
forced to stand mute. That is not open and competitive trading. That is closed and monopolistic
trading. CFFE's trading system therefore is inherently incompatible with federal law and must be
rejected by the Commission for this reason alone.’

The CFFE application also compromises other basic tenets of CFTC regulation: market
surveillance, customer protection, efficient price discovery and hedging, avoiding market
fragmentation, unfair competition, fitness standards for those who control federally-licensed
exchanges, audit trails, dual trading, conflicts of interest, diversity on exchange boards, customer
grievance procedures, registration of trading professionals and trading standards. Compounding
these fundamental deficiencies, the application is designed to place order entry and trade execution
svstems completely beyond the regulatory reach of both the Commission and the new exchange.
The CETC should not tolerate this pervasive disregard for its jurisdiction and regulatory regime.

The CBOT has thrived on competition for 150 years. However, we are against unfair competition.
The CFFE would constitute a proprietary exchange beholden to one powerful market participant that
would be unaccountable under accepted regulatory standards and would have the power to damage
the integrity of our markets. Our concerns are heightened by the fact that this party would control
a federally-licensed exchange despite having settled fraud and other charges that, under applicable
CETC rules, would prevent an individual from sitting on an exchange's board or serving as a
member of a disciplinary committee. In this regard, we agree with the statement by Vanderbilt
University Finance Professor, Hans Stoll, who commented regarding the CFFE that “electronic
trading does not pose major new risks for investors,” but “any new electronic market wili depend
on the integrity and financial soundness of the peopie nunning it.”™

3 The Commission has undertaken in a separate analysis of issues relating to non-competitive trading, such
as block trading, on designated contract markets. At the very least, action on the CFFE Application should be delayed
until the issues addressed in that release have been resolved. See, Concept Release on Regulation of Noncompetitive
Transactions Executed or Subject to the Rules of a Contract Market, 63 Fed. Reg. 3708 (Jan. 1998) ("Concept Release™).

+-Cantor, Cotton Exchange Ask CFTC for Bond Futures Trading Power,” Bloomberg Business News, March
11, 1998.



QOur comments are organized in the following manner:

L. Proposed Structure & System - Unprecedented Proprietary Exchange Model

Al Exchange Structure - CFFE, NYBOC and Cantor’

B. Trading Operations: Replication of Cantor’s Broker Facilitated. Screen-Based
Trading System
C. Customer Protection Concerns: Potential for Favoritism and Abuse
I1. Issues Regarding Cantor’s Fitness to Control a Federally-Licensed Exchange

JHE Analysis of CFFE Under CEA and Commission Requirements
Trading Standards

EFPs

Surveillance and Audit Trail

Risk Disclosure

Customer Grievance Procedures

Non-Compliance with Diversity Standards

Dissemination of Market Data

Qo mm g 0w

Public Interest Considerations: Price Discovery, Market Fragmentation, and
Unfair Competition

[V.  Clearing Uncertainties
V. The Commission Cannot Legally Approve the Application in its Current Form
VI.  Questions/Areas Where Additional Information is Needed

VII. Coenclusion

L Proposed Structure & System - Unprecedented Proprietary Exchange Model

Determining how the new CFFE will operate is confusing given the incomplete factual record that
has been made publicly available. But some factual frame of reference is needed in order to analyze
whether CFFE would comply with specific provisions of the CEA and Commission rules. Despite
the deficiencies in the record, the Exchange has been able to piece together a description of how the

5 We use the term “Cantor” to refer to the group of related entities which are under the common control of
Cantor Fitzgerald, L.P. See, organization chart attached as Exhibit A to this letter.
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CFFE would operate. Based on that understanding. Cantor would appear to play an unprecedentad
and hizhlv conflicted role in the operation of the CEFE.

Before turning to a detailed description of CFFE’s operations, certain conceptual distinctions
between CFFE and existing contract markets must be highlighted:

l. CFFE is a proprietary exchange controlled by Cantor, a private brokerage business. and there
is no clear delineation between CFFE’s and Cantor’s operations. or any explanation of
Cantor’s compensation for providing the computer system, personnel and other services o
the CFFE. Cantor will appoint 8 of the 13 members of CFFE’s goveming board. although
Cantor will not be an equity owner of CFFE, and although Cantor affiliates mayv engage in
trading on CFFE.

I~}

Cantor will be given a monopoly over trade execution. Only Cantor’s employees, who are
dually employed by the CFFE, can execute trades and access the CFFE electronic bulletin
board dubbed its trading system.

Lad

The CEFE structure and rules will afford Cantor and its employees immunity from regulatory
oversight and discipline by both the CFFE and the Commission, because the trading
activities that they perform are improperly categorized as management and operation of a
contract market.

4. Cantor and its employees assigned to CEFE will circumvent registration requirements and
fitness standards that apply to floor brokers and futures commission merchants even though
they will be performing many of the same execution activities as those market professionals.

5. CEFE is not an electronic trading system for futures contracts. The CFFE'’s execution
facilities are designed to replicate Cantor’s existing brokerage operations and represent a
hybrid between voice and electronic execution that will be performed in a back room
environment resembling a non-public trading pit.

6. The CFFE incorporates closed and exclusionary cash market trading conventions that are the
antithesis of open and competitive trading required for designated contract markets.

Simply put, the CFFE structure will allow Cantor to control the exchange, and trading on the
exchange, for its own benefit and without proper accountability. No exchange can provide market
integrity and enforce equitable procedures when one entity has control over the exchange,
participates in the exchange’s markets, and maintains a monopely on the exchange’s execution
functions. Strict separation of these duties has been the norm to ensure effective management and
control of the public risk transfer and price discovery processes.

While the foregoing characteristics may be gleaned from available information, our picture of the
CFFE is still incomplete and we have many more specific questions. As shown in the organization
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charts attached at Exhibits A and B. we do not know all of the connections among the CFFE. Cantor
and NYBOC. We have no true picture of the capitalization and other financial incentives amony the
interested parties and their personnel. The description of the roles ot exchange personnel and their
activities is vague. We also have no meaningful information about how audit trail and surveillance
will be performed to ensure that customer abuses will be prevented. We also have very limle
information about the clearing of CFFE transactions. including the New York Board of Clearing’s
requirements for clearing members and financial standards and protections.

This letter discusses our concems with the CFFE’s approach in detail. However, given the
unprecedented structure, questions about Cantor’s disciplinary history, and the lack of critical
information, we would request an open public hearing, preferably an “on the record hearing.” so that
all interested parties can gain an accurate understanding of Cantor’s proposal. Once the Commission
has developed a complete factual record, it should repubiish the Application for further public
comment.

The Commission should also defer acting on the CFFE proposal until it has developed its general
regulatory approach with respect to alternative trading systems. In this regard, the Securities and
Exchange Commission (“SEC”) recently undertock a broad study of alternative trading systems to
develop a general approach for their regulation and to avoid piecemeal treatment of of such systems.
The SEC historically took a case-by-case approach to try to harmonize the regulation of traditional
exchanges and alternative trading systems but this contributed to considerable confusion. In recent
years, however, the SEC has revived efforts to replace the case-by-case appreach with generally
applicable rules for alternative trading systems coupled with regulatory relief for exchanges that,
“fac[e] increasing competition from overseas and over-the-counter markets.”™® The SEC’s experience
shows that the case-by-case approach leads quickly to regulatory anomalies and should not be
followed by the CFTC.

A. Exchange Structure - CFFE, NYBOC and Cantor

To the extent they can be identified, the interrelationships among the CFFE, Cantor, the New York
Cotton Exchange (“NYCE") and the New York Board of Clearing, Inc. (“NYBOC”) are set forth
in the organization charts attached as Exhibits A and B. The charts reveal significant connections
between Cantor, NYCE, the CFFE and NYBOC. The CFFE is a New York not-for-profit
corporation which is wholly-owned by Cantor Financial Futures Exchange Holdings, LLC
(“Holdings™). Holdings is a limited liability company with two classes of membership, Class A and
Class B. The NYCE has a 10% Class A interest in Holdings, and full members of the NYCE will

6 See, "Regulation of Exchanges and Alternative Trading Systems,” Sec. Rel. 34-39884, File No. $7-12-98
(April 17, 1998).



be offered the oprortunity to become Class B members in Holdings. Class B members will have no
voling or management rights in Holdings.”

Holdings is the only stockholder of the CFFE and its only "member”. However. a whollv-owned
subsidiary of Cantor Fitzgerald. L.P.. CFFE. LLC. has the right to appoint eight of CFFE’s thirteen
directors.® There is no explanation of why Cantor is given this control. No information is provided
regarding the capitalization of the CFFE, Holdings or CFFE, LLC. Itis unclear whether Cantor is
providing any capital to CFFE that would explain why CFFE, LLC is permitted to appoint a majority
of the CFFE's board, and whyv Cantor’s name is so prominently included in the name of the new
exchange. It appears that Cantor will have at least an indirect financial interest in CFFE because it
will receive a transaction fee for each trade executed at CFFE through the Cantor System.” The
amount of this fee is unknown. ‘

The CFFE’s Cantor-controlled board will appoint many impertant committees for the CFFE,"™
including the Futures Commirtee, which oversees settlement prices for CFFE contracts,'' and the
Committee on U.S. Treasury Securities, which has the authority to specify when the closed and
noncompetitive Clearing Time and Exclusive Time trading sessions (described in the following
section on Trading Operations) will occur for the CFFE's proposed Treasury futures contracts.™ The
Committee on U.S. Treasury Securities also specifies when Market Crossing sessions will occur.”
The CFFE’s Cantor-controlled board has authority for adopting CFFE rules and rule amendments
(which are also subject to approval by the NYCE board). The CFFE’s Cantor-controlled board is
authorized to take emergency action on behalf of the exchange'* and also has broad autherity. set
forth in CFFE Rule 300(c), “in its discretion, without previous notice, {to] close CFFE or any
contract market thereof on such days or portions of days as will in the Board’s . . . judgment serve

" CFFE Draft By-laws and Rules (1/6/98) (“CFFE Draft By-laws™), Section 35(b).

¥ CFFE Draft By-laws, Section 1. Three of the eight Cantor appointees are supposed to be public directors,
but they may be customers or agents of Cantor.

% 63 Fed. Reg. 5505 (February 3, 1998).
\® CFFE Draft By-taws, Section 14.
' CFFE Draft By-laws, Rule 314.

12 CFFE Draft Rules on U.S. Treasury Securities Futures Contracts (“CFFE Draft Treasury Futures Rules”™),
Rule 832.

3 1d., Rule 833.

* CFFE Draft By-laws, Rule 36.



to promote the best interest of CFFE.""® The Applicants offer no explanation for why Rule 300(c)
contains this separate grant of authority to the Board." The Commission should insist that the
Applicants explain why they have inctuded this provision and describe other ¢ircumstances bevond
emergencies when the CFFE Board could take the extraordinary action of closing CFFE markets
without notice.

Cantor Fitzgerald Securities, LLC, a wholesale broker-dealer of government securities and a wholly-
owned subsidiary of Cantor Fitzgerald, L.P. Cantor Fitzgerald Securities, LLC, will provide the
CFFE with individuals called “terminal operators” (“Terminal Operators”). Terminal Operators will
be joint employees of Cantor and CFFE. Terminal Operators will perform the trade entry and
execution functions for the exchange through a joint employment agreement with Cantor Fitzgerald
Securities and the CFFE. The NYCE has agreed to perform all surveillance functions for the
CFFE.Y

All clearing for the CFFE will be accomplished through the NYBOC. NYCE controls NYBOC
through its ownership of the Commodities Clearing Corporation, which is the sole shareholder of
NYBOC. NYBOC's ten directors will be elected by the Commodities Clearing Corporation.
NYBOC will be capitalized through Clearing Member contributions to a Guarantee Fund.'"® The
Applicants have provided no information on their projections for the capitalization of the Guarantee
Fund. The Commodities Clearing Corporation does not provide any guarantee of NYBOC's
financial obligations on trades it accepts for clearing and settlement.” The Commodities Clearing
Corporation has been discussing establishing a cross-settlement and cross-margining arrangement
between NYBOC and the Government Securities Clearing Corporation since last Fail.*

'3 CFFE Draft By-laws, Rule 300(c).

'® Draft Responses to CFTC Questions Concerning CFFE and NYBOC accompanying November 5, 1997
submission (the “Draft Responses”), p. 17 at Question 37(a). The Applicants suggest that the CFFE board's authority
under CFFE Rule 300(c) is the same as its emergency authority under CFFE Rule 36, but if the authority is the same,
why is Rule 300(c) necessary? It appears that the Applicants intend to rely on Rule 300(c) for some additional authority
beyond emergency authority but are seeking to downplay that possibility.

7 Draft Responses, p. 10 at Question 13.
¥ Draft Responses, p. 27 at Question 76.
% Draft Responses, p. 27 at Question 77.

20 See, Letter from Jeffrey Ingber, General Counsel and Secretary, Government Securities Clearing

Corporation, to Ms. Jean A. Webb, Secretary, Commodity Futures Trading Commission {April 8, 1998).
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Cantor Fitzgerald & Co. plans to become a Clearing Member. as defined in the CFFE rules,”' but
we do not know the ideniities of the other potential Clearing Members or the standards ot approval
for clearing membership. However. we assume that many CFFE Clearing Members will be existing
customers of Cantor in the cash market.

[t is unclear whether. or how. the relationships described above will be attected by the pending
merger of the NYCE and the Coffee, Sugar and Cocoa Exchange. For example, it is unclear whether
NYCE will maintain its own staff to perform surveillance functions for the CFFE, and whether the
membership structure of Holdings will be revised to admit members of the Cotfee. Sugar and Cocoa
Exchange.

B. Trading Operations: Replication of Cantor’s Broker Facilitated, Screen-Based
Trading System

The CFFE's trading operations appear to be carefully designed to replicate Cantor’s voice brokerage
activities in the securities markets. Cantor uses a combination of voice broker negotiations
supported by an electronic, screen-based system that resembles a bulletin board in its cash trading
activities. Cantor will run a similar trading room operation for the CFFE. Cantor will supply both
the brokers (the Terminal Operators) who will execute the orders placed on the CFFE and the
electronic system (the “Cantor System™) that will support their trading activities. Orders will not
be executed or matched electronically on the Cantor System. Instead, this form of electronic bulletin
board system requires affirmative action to lift an offer or hut a bid. The CFFE incorporates
exclusionary cash market work up conventions that are per se incompatible with the “open and
competitive” trading standards that apply to the futures markets under federal law. This section
describes each participant and its role in the CFFE’s trading operations followed by a description -
of the order entry and trade execution process, market crossing procedures and EFP’s.

1. The Participants

The chart attached as Exhibit C illustrates trading access to the CFFE, where direct access is limited
to Clearing Members, Screen Based Traders and Authorized Traders, and execution is performed
by unregistered “Terminal Operators”. The Applicants have attempted to obscure the true nature of
the roles performed by the various participants through careful packaging and mislabeling.

(a) Terminal Operators. Terminal Operators are analogous to floor brokers. Each
futures contract on the CFFE will be supported by multiple Terminal Operators. The Terminal
Operators are authorized by the CFFE to accept orders by telephone from Authorized Traders and
to arrange for their execution on the Cantor System.” Although it is not entirely clear, it appears that

3! Draft Responses, p. 4 at Question 12.
22 CFFE Draft By-laws, Rule 31: Draft Responses, p.14 at Question 28.
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onlv “Clearing Members™. “Screen-Based Traders” and their “Authorized Traders™. all described
below. may phone a Terminal Operator directly to place an order on the CEFE. The Terminal
Operators will perform their functions in a trading room environment that resembles a trading pit
on an exchange tloor except that the environment is non-public. The Terminal Operators appear to
be pulled from Cantor’s base of NASD-registered Government Securities Representatives.” They
are assigned by Cantor Fitzgerald Securities and will be jointly employed by Cantor Fitzgerald
Securities and the CFFE. Presumably, the Terminal Operators are graduates of Cantor’'s four-month
training program for brokers.”* Although they are registered under the federal securities laws. the
Terminal Operators will not be registered in any capacity under the CEA. Their NASD registration
impties that Terminal Operators will be allowed to transact business in the cash market for U.S.
Treasuries with the same customers who call in futures orders.” We do not know how Terminal
Operators are compensated, including whether they will receive any incentive tees. The attempt to
characterize the Terminal Operators’ functions as “clerical” is a vivid example of the mislabelling
at which the Applicants excel.

(b) Clearing Members. All trades on the CFFE must be cleared and guaranteed by
Clearing Members. The CFFE rules define a “Clearing Member” as a partnership or corporation
authorized by the CFFE and the NYCE to act as a Clearing Member on the NYCE.®® Very linle
information has been given on the eligibility for clearing membership. We believe that the
Applicants intend for NYCE clearing members (of the Commoedities Clearing Corporation) to be
eligible as clearing members of NYBOC.

(c) Screen-Based Traders. According to the CFFE rules, a “Screen Based Trader™ is
a person that is registered as a Futures Commission Merchant (“FCM”™). an Introducing Broker, a
Commodity Trading Advisor, or a Floor Trader or Floor Broker of the NYCE and that has a writien
agreement with a Clearing Member pursuant to which the Clearing Member will clear and guarantee
such person’s trades on the CFFE. The CFFE Rules imply that Screen-Based Traders and other
persons with direct access to Terminal Operators must be approved for “trading privileges” on the
CFFE, although this is not entirely clear.’” According to the Applicants, Screen-Based Traders

B See, Draft Responses, p. 3 at Question 10
2 For Cantor’s description of its training program, see, Cantor’s Website, http://www .cantor.com.

5 At the very least, they will receive and in some way handle orders for EFP transactions involving U.S.

-

Treasury futures and cash Treasury securities. CFFE Marketing Materials, p. 3. Issues regarding the role of the
Terminat Operators in EFP transactions are discussed in subpart 6 of this section.

¥ CFFE Draft By-laws, Rule 12.

27 CFFE Draft By-laws, Rule 36. The persons eligible for trading privileges described in clause (b) of this
rule correspand to the persons covered by the definition of Screen-Based Trader in Rule 29, although Rule 29 does not
expressly state that Screen-Based Traders must be approved for trading privileges. The real issue is what is meant by
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initially will be limited to natural persons. The definition also covers entities in case the CFFE
decides 1o move to computerizad trading in the tfuture.”

(d) Authorized Traders. Clearing Members and Screen-Based Traders will place orders
with the Terminal Operators through their Authorized Traders. As defined in the CFFE Rules.
Authorized Traders are natural persons “authorized by™ or “having apparent authority” trom a
Clearing Member or Screen Based Trader to telephone a Terminal Operator with requests to post or
accept bids and offers on the Canter System.” The Applicants imply that an Authorized Trader
would be affiliated with the Clearing Member or Screen-Based Trader that designates him.”
However. the definition could be interpreted to allow Clearing Members and Screen-Based Traders
to designate emplovees or agents of their customers as Authorized Traders and thereby provide
outside customers with direct telephone access to Terminal Operators. The Commission should
clarify the Applicants” intentions regarding who may be an Authonzed Trader to have a better
understanding of the likely dynamics that will exist in the relationship between Terminal Operators
and Authorized Traders. It is also important to understand whether customers will exercise “trading
privileges” on the CFFE without the equivalent of “membership approval™ that would bring them
under the self-regulatory jurisdiction of the CFFE.

(e) Customers. A customer is defined in the CFFE rules as “a person for whom a
Clearing Member or Screen Based Trader carries an account or from whom any Clearing Member
or Screen Based Trader solicits or accepts any order to effect any transaction” on the CFFE.

H Cantor Fitzgerald & Co. According to the Applicants, Cantor Fitzgerald & Co. will
become a Clearing Member of NYBQOC with “similar” rights as non-affiliated members of the CFFE
to trade on the CFFE.*' Thus, presumably, Cantor Fitzgerald & Co. will be able to designate
Authorized Traders who may place orders directly with the Terminal Operators, either for Cantor’s
own account or for customers.

the term “trading privileges”. Are trading privileges the right to contact a Terminal Operator directly to place an order?
If so, then presumably only those approved for such privileges may directly piace orders on the CFFE through their
Authorized Traders.

28 Draft Response, p. 13 at Question 24 (“While fully computerized trading on the CFFE may be introduced
at a later stage, a non-person does not qualify as a Screen Based Trader upon the start of trading on the CFFE."™)

2% CFFE Draft By-laws, Rule 4. No meaningful guidance is provided on how to determine “apparent
authoerity” in this context.

i See, Draft Responses, p. 12 at Question 20 (“Each Authorized Trader that will be acting for a customer will
be registered with the Commission in the appropriate capacity. Employees of Screen Based Traders or Clearing
Members who act exclusively in proprietary capacities need not be registered.™)

3 See, Draft Responses, p. 4 at Question 12.
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(2) Cantor Error Account. Cantor will establish an affiliate for the purpose of
maintaining an error account for Terminal Operator trading errors.”> Presumably. this undisclosed
Cantor entity will become a Clearing Member. Cantor Fitzgerald & Co. will guarantee this Cantor
entitv.** Error accounts mav be established for the legitimate purpose of taking trading errors into
a house account. However. they also offer the potential for abuse by providing a means of covertly
taking into an error account favorable customer trades that were not executed in error. Cantor has
reportedty used its own house accounts on some occasions 10 trade against customers.*

(h) Other Cantor Entities. There are many Cantor-affiliated compantes. The
employees of only two of these entities, however, are expressly precluded from being physically
present in the “pit” location with the Terminal Operators: the entity holding the Cantor Error
Account and Cantor Fitzgerald & Co. There is no similar restriction against emplovees of other
Cantor entities, including emplovees who trade in the cash market, from being physically present,
raising concems about how CFFE plans to protect against disclosure of confidential trading activity
on its markets. The Applicant’s only assurance is that “no Cantor Fitzgerald Entity will conduct any
proprietary trading on the CFFE in government securities.”” However, that statement does not
preclude trading in futures on the Cantor System or governument securities on other systems by
Cantor emplovees, potentially in the same room and with physical proximity.

2. CFFE Trade Execution: Voice Negotiation Supported by an Electronic
Bulletin Board

In an apparent attempt-to create an aura of reliability and integrity for the Cantor System. the
Applicants have fostered the misleading impression that the Cantor System is an electronic trading
system akin to automatic trade matching vehicles that other contract markets offer. In fact, the CFFE
does not propose a computerized system for automatic matching of customer orders.’® The Cantor
System is an electronic bulletin board that relies on Cantor’s existing voice broker network to

32 CFFE Draft By-laws, Rule 308(b).
3 Draft Responses, p. 4 at Question 12,

¥ See Thomas Jaffe, “Between the Wall and the Wallpaper,” Forbes, October 20, 1997, attached as Exhibit
D to this letter.

3% 1d., emphasis added.
3 CFFE Draft By-laws, Rule 303-A. Orders may be automatically matched during “Market Crossing™

sessions to the extent that such sessions are abserved for a particular contract. See subpart 6 of this section for a
description of the Market Crossing procedures.
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execute transactions.”” To place a customer or proprietary order on the CFFE.an Authorized Trader
must telephone and talk with a Terminal Operator. Trades can only be exzeuted by the atfirmative
action of a Terminal Operator. who will interact extensively with the Authonzed Trader especially
during the Exclusive Time and Clearing Time work-up processes set torth in Cantor’'s “Algorithm”™
Case Study.

CFFE Rule 305 regarding Execution of Orders conveniently leaves out references to the role of
Terminal Operators. [t states that bids and offers to buy or sell a contract are "matched and executed
electronically through the Cantor System.”*® However, Terminal Operators are an integral part of
the “Cantor Svstem.” They receive, enter and execute all orders placed by Authorized Traders using
securities industry voice brokerage techniques, and it is possible in nearly all cases to substitute the
term “Terminal Operator” for “Cantor System” in Rule 303.

The Applicants are silent on the degree to which the Terminal Operators may communicate and
interact with one another in performing their functions, not to mention with employees of other
Cantor affiliates who may be present in the “pit”. We have reason to believe that the Terminal
Operators will engage in voice negotiations among themselves in the same manner as Cantor’s cash
brokers do today. They will certainly be operating in a trading room environment that would foster
such interaction. Further, we anticipate that Terminal Operators will have a high degree of
interaction with other persons through constant telephone communication, dispensing market
information and trading advice. CFFE may not obligate them to provide these customer services,
but CFFE does not expressly restrict them from doing so. Common sense indicates that they will.

3. Order Flow and Audit Trail

A customer who wishes to trade on the CFFE would call an Authorized Trader of the FCM carrying
its account. An Authorized Trader must prepare a written record of each customer order he receives
on an order ticket, including the date and time that he receives the order.”” The Authorized Trader
would then telephone a Terminal Operator to place the order. The Authorized Trader must also
record the time when it “transmits” an order to the Terminal Operator.* However, if the order is
rejected because of its inferiority (as described below), it is unclear whether the CFFE Rules would
deem it “transmitted”, and therefore it is unclear whether the Authorized Trader must keep a record

37 gee, CFFE Marketing Materials, “CFFE, The interactive Marketptace - - Where Futures Meets Cash,” p.
3; see also, Letter from Mike Uretsky and Bruce Weber of New York University to the Cornmission (April 6, 1998) (the
“Uretsky-Weber Comment Letter”) (“The proposed CFFE market will use a similar system to the Cantor trading system
for the cash treasury market.").

3% CFFE Draft By-laws, Rule 303.

3% CFFE Draft By-laws, Rule 316(b).

40 E
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showing the time he made his oral request. The Applicants do not propose any synchronization of
Authorized Traders” time stamping clocks. so the timing data could be inconststent and provide an
inaceurate indication of the sequence in which orders are transmitted to the CFFE.

An Authorized Trader may also place orders with a Terminal Operator for the proprietary account
of the Clearing Member or Screen-Based Trader he represents. There i1s no requirement for
Authorized Traders to keep a record of when a proprietary order is given to a Terminal Operator.*!
This means that the CFFE has absolutely no time records of when proprietary orders are transmitted
to or received by a Terminal Operator. It is inconceivable that the CFFE could construct an accurate
audit trail without these records. which the CFTC has deemed critical for other contract markets in
order to detect “trading ahead™ violations.

When a Terminal Operator receives a Customer or proprietary order, he will inform the Authorized
Trader whether his bid or offer is eligible for entry into the Cantor System based on the trading
priorities discussed in more detail below. If an Authorized Trader calls a Terminal Operator with
a bid or offer that is not equal or superior to the prevailing price, the Terminal Operator will inform
the Authorized Trader, orally, that the order is inferior, essentially rejecting the order.”

[f the bid or offer is eligible, the Terminal Operator will post it on the Cantor System, where the
order will rest until one of the following three things happen: (i) the bid or offer is canceled by a bid
or offer at a more favorable price (it is unclear whether the Terminal Operator will inform an
Authorized Trader when his order has been canceled), {ii) another Authorized Trader calls a
Terminal Operator with an affirmative request to hit the bid or lift the offer (and that request is acted
upon by the Terminal Operator), or (iii) the Authorized Trader who entered the bid tdentifies a
corresponding offer on the system and calls a Terminal Operator to request the Terminal Operator
to execute the trade. Execution requires a conversation with the Terminal Operator and action by
the Terminal Operator based on the request.

Terminal Operators are not required to prepare any written record of the orders they receive, nor are
they required to capture any time stamps of when they receive orders, when they reject orders based
on inferior price, or when they receive instructions from an Authorized Trader to cancel, replace or
modify an order.*® In addition, the Terminal Operators have no record keeping requirements for
proprietary trading of Authorized Traders (or record keeping requirements relating to EFP’s that may
be entered into by cash traders). At some unidentified time, when the Terminal Operator gets around

3 CFFE Rule 316(b), by its express terms, applies to orders that a Clearing Member or Screen Based Trader
receives “from a customer.” Id.

*2 Draft Responses, p. 19 at Question 45.

43 See CFFE Draft By-laws, Rule 303. It is also unclear what “transmitted™ means in this context, because
all orders must be given orally. id.
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to inpurting the order. the computer system will reflect that time of input. The time lag that could
occur between the trader’s phone call and entry on the sy stem is undetined and unconstrained. and
absolutelv no audit trail time records exist for the critical voice broker activities of the Terminal
Operators.

According to the CFFE materials. at least one on-site supervisor will be present for every ten
Terminal Operators (“Supervisor™).** Each Supervisor will be registered with the Commission as
a floor broker. No other information is given regarding the duties. responsibilities or disciplinary
authoritv, if any. of Supervisors. or to whom they will report or in what manner they will be
compensated. We presume, however. that the Supervisors will be CFFE employees who will not be
executing orders. [f that is true, the theory for the Supervisor’s registration is unclear at best.

4. Replication of Exclusionary Cash Market Work-Up Practices: Exclusive
Time and Clearing Time Trading Sessions

The marketing materials published to promote the CFFE state that the CFFE will bring the benefits
of traditional “negotiated” trading to an electronic arena.*® Based on our understanding and
experience with the workings of the cash market for government securities, execution systems in
those markets are generally built to accommodate large block trades between major dealers. The
CFFE’s trading standards seek to accommaodate large block orders for futures by replicating cash
market “work-up” conventions through “Exclusive Time” and “Clearing Time” trading sessions.

In a cash market work-up, participants in a trade have the right to continue to deal with each other
exclusively to execute larger or additional trades at the same price until one person “drops out” of
the transaction. Generally, the right to participate in a work-up is given to the first customer to place
an order at the price that betters the market.** The market is tied up by two participants during the
“work up period”, and other traders do not have the opportunity to participate as they would in an
open outcry pit. During the work-up period other participants in the system get no information about
the trading that is occurring, for example, the size of the order the trading parties are seeking to fill.
They only receive information about completed transactions some time after they occur. Display
of completed transactions during the cash market work-up operates as a marketing mechanism for

# 1d., p. 3 at Question 10.
¥ CFFE Marketing Materials, “CFFE, The Interactive Marketplace - - Where Futures Meets Cash,” p. 2.

% Although brokers should be expected to give the first customer in line the ability to participate, there is the
potential for favoritism to occur. For example, a broker may give priority to a preferred customer or to a customer that
has the fargest order. CFFE's audit trail will not detect such misconduct, because it does not require Terminal Operatars
to timestamp orders when they are received. This potential for abuse is further magnified by the fact that some large-
volume Authorized Traders on the floor of the NYCE may receive dedicated phone lines to specially assigned Terminal
Operators. The decision of whether to provide these open lines will be based on the such trader’s volume and the cost
of installation. Draft Responses, p. 15 at Question 34,
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the voice brokers. While these transactions are being executed and displaved on view-only screens,
customers who wish o participaiz telephone their brokers and stay on an open line with their broker
until the work-up 15 complete. When the work-up is complete. the broker states whether the buver
or seller “wants more.” It is evident that bv mirroring the cash market structure. Cantor wishes to
transter these closed and exclusionary block trading practices to the tutures market.

Cantor’s “Algonithm™ Case Study describes how the Exclusive Time and Clearing Time procedures
will operate.”” In each case. the procedures grant certain Authorized Traders the exclusive right to
trade. with all other traders frozen out of the market. In each case, an Authorized Trader is rewardad
with exclusive dealing status if he places a bid or offer that i1s more favorable than the prevailing bids
or offers and his bid or offer is entered by a Terminal Operator into the Cantor System first ahead
of other bids and offers at the same price. Such bids and offers are called the “First Best Bid™ or the
*First Best Offer.” Other bids and offers will be entered into the Cantor System only if they are equal
in price to the First Best Bid or the First Best Offer and they will be given priority over later bids or
offers based on their time of entry. If a requested bid or offer is inferior in price to the First Best Bid
or the First Best Offer it will not be entered into the system. If a requested bid or offer has a more
favorable price than the existing First Best Bid or First Best Offer, it will be entered onto the Cantor
System and become the new First Best Bid or Offer, trumping and canceling the pre-existing First
Best Bid or Offer (and any other inferior bids or offers on the system). With seme major exceptions,
discussed below, this svstem allows for entry of bids and offers at the best prevailing price only, with
priority based on the time of entry.

The CFFE trade execution method incorporates the concepts of “Execution Time™ and “Exclusive
Time.” “Execution Time” is defined as the pericd of time during which the Cantor System screen
flashes the execution of a trade.*® “Exclusive Time” is the period of time when participants in a trade
have the exclusive right to continue to trade with each other, or (if one participant drops out) when
a remaining trade participant has the exclusive right to continue to trade with other Authorized
Traders whe wish to join in at the prevailing price.

For example, if an Authorized Trader (Trader A) sees an offer on his view-only screen that he wishes
to “lift” he will telephone a Terminal Operator and request lifting of the offer. If Trader A takes
only part of the offer, Trader A’s rights with respect to that offer will end when his trade is executed.
However, the offeror (Trader B) will have the exclusive right for some period of time to continue
to offer more to other Authorized Traders who have entered bids at Trader A’s price . If there are

47 “The “Algorithm” - Case Study,” accompanying the Applicants’ November 5, 1997, submission (the
“Algorithm Case Study™). The “Algorithm” is not, as the name implies, a matching algorithm appiied by the electronic
system.

¥ 1d., p. |. There is no indication of how long this time period is, and it may not be the time the execution
actually occurs. The available materials do not explain when a trade is deemed to have occurred or whether that
infermation is captured in an audit trail.
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no other joining bids at Trader A’s price. the remaining portion of Trader B's offer stays on the
screen as the First Best Otter unti! it is either hit by an Authorized Trader or canceled by a superior
ofter.

If Trader A decides to lift all of Trader B's offer. Trader A will then have the exclusive right to trade
with Trader B if Trader B wants to sell more.*® [f Trader A wants to buy more. Trader B also will
have the exclusive right to continue to sell more to Trader A. This exclusive dealing will continue
until either Trader A or Trader B no longer wishes to trade and “drops out™. If Trader B does not
continue to trade. Trader A will have the exclusive right to take offers from other Authorized Traders
at Trader B's price.

During Exclusive Time, no new superior bids or offers can be entered onto the Cantor System.
Trading can only be done at the “prevailing price.” Trader C cannot break up the exclusive dealing
between Trader A and Trader B by entering an offer at a price better than Trader B’s price. Trader
C will have to wait until Trader A and Trader B are done trading with each other, and all joining
offers at Trader B's price have been taken or rejected by Trader A. Trader A will not know of the
existence of Trader C's offer until Exclusive Time is over. Therefore, no mechanism exists for open
and competitive trading by Trader C during the Exclusive Time. Similarly, the market itself is
suspended during this time and cannot respond to changing economic conditions.

The Cantor “Algorithm™ Case Study also incorporates another exclusivity concept called “Clearing
Time” for some contracts. This procedure gives the Authorized Trader who submitted the First Best
Bid or First Best Offer the exclusive right for a limited time (“Clearing Time") to buy or sell, as
applicable, all or part of the offers or bids already posted on the Cantor System. The justification
for this is unclear, but the purpose appears to be to facilitate the filling of large orders by one
participant. It is unclear how Clearing Time and Exclusive Time operate together. The case study
states that the existence of and duration of Clearing Time will vary from contract to contract, but
does not specify how. Like so many other aspects of the Application, Clearing Time warrants
further explanation.”

The CFFE’s trading prioritization is extremely complicated to understand and even harder to
describe on paper. The trading process becomes even more confusing when one imagines the
boundless chain of Exclusive Time or Clearing Time sessions that could occur consecutively. As

*9The “Algorithm” Case Study explains that Trader A may “obtain” exclusive rights to trade during the time
his order is flashing on the Cantor view only screen, but it is not explained how these rights will be obtained. It seems
the Terminal Operator must have some role in granting these rights. Jd. The Uretsky-Weber Comment Letter, does not
clarify this confusion.

50 The Uretsky-Weber Comment Letter makes “Clearing Time” sound like a right of first refusal that grants
to the Authorized Trader that places the first best bid or offer the exclusive right to respond to the contra offer once it
arrives. See, Id. at p. 9. But that description begs the question of how long the Authorized Trader has its “exclusive”
right. How long, in other words, are open and competitive trading practices suspended?
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long as there is no break in this chain. no superiot competitive bids or offers can be entered. This
format is the antithes:s of the open and competition trading that the Commission’s rules require and
that factlitates price discovery in our markets.

Has the Commission made its own “case study™ of how the svstem operates by viewing the Cantor
Svstem in a working environment? Has the Commission examined Cantor’s current cash market
trading system and observed the role of the voice brokers who will become Terminal Operators in
the CFFE context? We believe an examination of Cantor's cash market operations will provide a
good illustration of how the CFFE is intended to operate. We have serious questions whether this
method conforms to open and competitive trading requirements and urge the Commission to
carefully studv Cantor’s trading room operations and practices.

5. ¥arket Crossing Sessions

The Applicants propose another mechanism for accommodating large block trading. Specifically,
CFFE will allow crossing of orders during Market Crossing sessions.’’ For Treasury futures, the
Market Crossing sessions will occur at times specified by the Committee on U.S. Treasury
Securities.™ We do not know if the CFFE has any policies or guidelines on the Committee’s
discretion on establishing Market Crossing Sessions. A person wishing to participate in a Market
Crossing must place a bid or offer with a Terminal Operator at least one minute prior to the Market
Crossing session. It is unclear whether there are any limits on how far in advance a person may
place a Market Crossing order or whether a person may place such an order even if no Market
Crossing session has been scheduled at the time. The bid or offer cannot specify a price reference.
and cannot be withdrawn during the one minute period prior to the crossing session.* The orders
are entered into the Cantor System but are not posted over the screens.” Orders are matched during
the crossing session at the price set for the particular Market Crossing.”® Orders are matched on a
time priority basis based on when they are entered into the Cantor System, and not when they are
received by the Terminal Operators.”’ a

5! Draft By-laws, Rule 303-A.

2 CFFE Draft Treasury Futures Rules, Rule 833.
53 Draft By-laws, Rule 303-A.

S4g.

55 14,

56 1d.

57 14,
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Little is known about how the trade maich price will be determined for each Market Crossing session
or the degree o latitude that 13 allowed for senting the price away trom the market. The CFFE rules
provide that the Market Crossing price will be determined “in accordance with the principles set
forth in Rule 314.” which is the rule for setting the sertlement price for each contract.”™ Under that
rule, the settlement price is established at either (1} the median price at which the last $23 Million
aggregate amount of the contract traded that day or (2) if the computation “proves tmpractical.” at
the price set “in the reasonable determination of the Futures Committee, taking into account the
prevailing differences berween such Contract and the nearest active Contract month of the respective
Contract and such other market information known to the Futures Committee.™ Will these
requirements be followed in exactly the same way for determining Market Crossing prices as for
determining settlement prices? Under what circumstances may the Futures Commuttee disregard the
median price compuration and where to set the Market Crossing price? [s it possible for market
participants tc improperly influence the computation of the median price through trading prior to a
Market Crossing session?

6. EFPs as a Potential Mechanism for Block Trading Away From the
Contract Market

[t is our understanding, based on reports of CFFE trade marketing calls, that CFFE is being
promoted as a facility that will accommodate negotiated block trading in futures contracts at prices
away from the prevailing market. Yet, in the Application materials, the Applicants provide no clear
indication of their plans to allow or disallow this type of block trading. We are concerned that the
Applicants may intend to accomplish off-exchange block trading indirectly under the guise of EFP
transactions.® Although the Applicants provide very little information regarding EFP transactions,
we know of two features which raise this concern.

First, the CFFE has no clear standards of what constitutes a bona fide EFP®' or the records that must
be kept to demonstrate compliance with the standards. Without adequate standards or record
keeping requirements, the CFFE (through the NYCE) will not be able to conduct appropriate
surveillance of EFP transactions to confirm that they are entered for legitimate purposes and not as
a sham for trading outright futures contracts illegally off an exchange.

58 1,

% Draft By-laws, Rule 314,

80 The Market Crossing procedures also raise this potential concern.

$' The CFFE Rules offer the confusing definition of an EFP as “any transaction entered into in accordance
with the Rule 305 of CFFE, a component of which is not executed on the CFFE and a component or all of which
involves a Contract,” Draft By-laws, Rule 19.
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Second. it is clear from CFFE’s marketing materials that Terminal Operators can accept orders for
EFP transactions. and ot just reports of completed EFP transactions.”  What is not kzown.
however. is what role the CFFE. Cantor or the Terminal Operators will have in executing those
orders. Will the CFFE provide an execution facility tor EFPs? In that regard, will the Terminal
Operators help solicit counterparty interest tor an EFP order? Will they act as intermediaries in the
privale negotiations between two potential counterparties on the terms of the futures and cash
components of the ransaction? Or is it the intention that Cantor would provide an execution facility
for EFPs and that the Terminal Operators, accordingly. would pass off all EFP orders they receive

to Cantor?

In the final analvsis, we do not know for certain whether CFFE plans to accommodate privately
negotiated block trading of outright futures through the EFP mechanism because the Applicants have
provided virtually no information on EFPs for us to carefully evaluate. But it is precisely this lack
of information that makes us question the Applicants’ true motives. The Commission should
carefullv examine the CFFE's proposed EFP rules and procedures to verify whether the Applicants’
are seeking to circumvent the federal proscriptions against outright block trading of futures away
from exchange markets.

C. Customer Protection Concerns: Potential for Favoritism and Abuse

Despite performing the critical role of trade execution, Terminal Operators will not be held to proper
standards of conduct and will lack accountability under the CEA. The Applicants maintain that
Terminal Operators will not be registered under the CEA, because they will only be inputting trades
in a clerical capacity. The Applicants stated in their draft response to the Commission’s questions
dated January 6, 1998, that Terminal Operators would not be holding a book or deck of orders, will
act only on instructions, will have no discretion over accounts, and will not “solicit” orders because
they will be acting in a “clerical” capacity.*> Yet, Terminal Operators will perform many roles
traditionally performed by registered floor brokers, FCMs and introducing brokers on an exchange.
Further, they will be registered with the NASD, so it appears they may be simultaneously performing
a non-clerical role in the cash market.

Terminal Operators take phone calls, reject orders, input orders and execute orders on behalf of
customers. They will interact with Authorized Traders for single order entry and during the intense
work-up sessions which Exclusive Time and Clearing Time facilitate and may give market color or
other opinions. Although the CFFE’s rules specifically exempt Terminal Operators from any
requirement to provide information in handling phone orders, nothing in the materials suggests that
a Terminal Operator would be prohibited from giving information if asked, and there are no

2 CFFE Marketing Materials, p.3 (“For ease of execution, the CFFE will provide, for the first time, the ability
to execute cash and futures trades with one phone call.”).

% Draft Responses, p. 3 at Question 10.
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provisions governing how this informaticn would be provided. for instance. whether Terminal
Operators can treat some Autherized Traders differently than others. Nothing suggests that a
Terminal Operator would be prehibited trom telling an Authorized Trader about the existence of
“Clearing Time” or “Exclusive Time™. or from quoting the market. and Terminal Operators are
clearlv permitted to inform a trader that his bid or offer is inferior. Although the CFFE Rules
contain a provision prohibiting the disclosure of "material non-public” information. it is hard to see
how a Terminal Operator could avoid using that information if he were also soliciting business or
trading for Cantor’s (his emplover’s) account in the cash market, as the CFFE marketing materials
and NASD registration suggest is possible.™ It seems implausible that the Terminal Operator could
perform his functions without providing extensive information and advice.

The possibility that Terminal Operators will release information or give advice is even more likely
in some cases, because the CFFE does not require Authorized Traders to install or use a CFFE view-
only terminal.*® It would be impossible for Authorized Traders without screens to execute trades in
a vacuum without requesting some information from the Terminal Operator.

The conflict of interest raised by Terminal Operators’ lack of independence from Cantor will
exacerbate the potential for abuse of the system. Terminal Operators will be affiliated with Cantor
through a joint employment arrangement between Cantor Fitzgerald Securities and the CFFE. They
may be encouraged by Cantor to release information in an asymmetrical fashion as Cantor allegedly
has encouraged in the past in the cash market.* Terminal Operators also may be more inclined to
accommodate requests from Authorized Traders who are employed by Cantor or who are significant
customers of Cantor, and may be tacitly expected to facilitate profits through releasing non-public
information or through pre-arranging trades for Cantor and its customers on the system. [n addition,
they may personally profit from the release of information or use of information in their cash market
activities through commissions or compensation arrangements.

All of the foregoing practices are made more likely by the fact that the NYCE, which is in charge
of surveillance, has no role in selecting Terminal Operators, and there are no standards governing
their qualifications. The Applicants state only that the NYCE’s compliance personnel will be able
to remove Terminal Operators for “compliance-related reasons”, but cite no examples of what these
reasons would be, or how the NYCE would have jurisdiction over them, and propose no meaningful
trading standards, execution procedures or compliance rules for them. Presumably, the CFFE board
would have the right to review any appeals in disciplinary proceedings brought by the NYCE's two

6 CFFE Marketing Materials, p. 2. (*Cash market participants will have the added benefit of being able to
execute cash and futures with one phone cali”).

5 Draft Responses, p. 16 at Question 33.

% See, Jaffe at p. 78.



compliance personnel. But again. the CFFE board is controlled by Cantor which employs the
Terminal Operators.

Terminal Operators are the crucial players in the CFFE trading system. The Terminal Operators and
the CFFE should be subject to trade practice surveillance through proper registration as floer brokers
or associated persons for performing trade execution functions just like they would be on zlectronic
systems approved by the Commission.

Previous alectronic trading svstams approved by the Commission, including the CBOT's Project AR
trading svstem. adopted an order entry process consistent with the existing regulatory structure.
Customer orders are only handled by entities and individuals who maintain appropriate registrations.
Customer orders are input into the svstem by the registrant or an agent/employee of the registrant,
who in turn is registered by the exchange and subject to its trading standards. All registrants in the
customer order chain have fiduciary and legal incentives to act in the best interest of the customer.
Each is subject to Commission and exchange disciplinary jurisdiction and binding arbitration
provisions under established futures law.

The CFFE model simplyv ignores this established regulatory structure. The Commission’s and the
industrv’s concemns for customer protection are supposed to be mollified by the presence of an
electronic trading system. But as discussed above, the Cantor System implements Cantor’s
traditional voice broker system that is connected by a computerized bulletin board network. In fact,
Cantor itself calls it a “screen based brokerage system” where business is transacted over “broker-
facilitated trading screens.”’ The brokers in those descriptions are the Terminal Operators.
Immunizing themn from CFTC scrutiny and exchange oversight is completely antithetical to the
customer protection features of the Commodity Exchange Act.

I1. Issues Regarding Cantor’s Fitness to Control a Federally-Licensed Exchange

Published reports and settled proceedings concerning past practices of Cantor Fitzgerald & Co. and
its affiliates create serious doubts whether Cantor would satisfy applicable fitness standards for
controlling and operating a federally designated contract market. in May of 1994, the Commission
filed charges against Cantor Fitzgerald & Co. for assisting Vancorp Financial Services in committing
fraud in managing investment money for International Participation Corp., primarily through trading
Treasury Bonds and over-the-counter options on Treasuries.*® A little more than a year ago, Cantor
Fitzgerald & Co. paid a $500,000 fine, agreed to a cease and desist order and accepted various
undertakings in a CFTC setilement order finding that “Cantor aided and abetted fraud and

67 See, Cantor's Website, hitp://www_cantor.com.
68 See, CFTC News Release No. 3766-94 (May 27, 1994) (announcing the filing of CFTC Docket # 94-14).
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registration violations.™ [n announcing that settlement. Enforcement Director Geoffrey Aronow
stated:

“This settlement sends an important message to firms handling tfunds on behalf of
commodity pools. The diligence of these firms is the customer’s tirst line of defense against
improper use of funds or unauthorized or improper trading.  Firms cannot ignore warning
signals, let alone explicit information, of improper conduct.”™”

[t has been reported that, in a related civil suit brought by Vancorp Financial Services against Cantor
Fitzgerald & Co., Vancorp zalso alleged that Cantor acted not as a broker, but as a dealer in
conducting transactions with Vancorp, without disclosing this to Vancorp.”

The Securities and Exchange Commission also has found Cantor Fitzgerald & Co. to have violated
regulatory requirements. On March 17, 1994, the SEC simultaneously filed and settled a complaint
against Cantor Fitzgerald for having failed to record certain customer orders, trades and execution
times in connection with the non-competitive auction of certain U.S. Treasury Securities.™ For that
misconduct, Cantor Fitzgerald was ordered to cease and desist from violations of federal securities
laws and pay disgorgement of $90,000 and a civil money penalty of $100,000.7

In addition to the foregoing suits, it has been reported that former employees of Cantor Fitzgerald
Securities have disclosed that, for a time, traders in the Cantor Investment Strategies Group (now
called the “Global Trading Strategies Group”), were given an unfair trading advantage through
access (o material non-public information on the internal screens that the wholesale brokers used in
the brokerage rooms of Cantor Fitzgerald Securities (the entity that will provide Terminal Operators
to the CFFE).™ Those screens show, by account number, which customers have been the buyers and

6 “CFTC Accepts Settlement of Cantor Fitzgerald & Co. Charged with Aiding and Abetting Fraud and
Registration Violation of Federal Commodity Law,” CFTC News Release No. 3987-97 (Jan. 28, 1997).

LR

7! Thomas Jaffe, “Between the Wall and the Wallpaper,” Forbes, October 20,1997, p.82, attached as Exhibit
D to this letter.

72 “Cease and Desist Order Entered Against Cantor Fitzgerald & Co.,” SEC News Digest, 94-50 (March 17,
1994).

g
™ Jaffe, p. 78.
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sellers for the last few trades in a given security. The customers reportedly did not have this
information. *

A half-dozen former employees of Cantor’s Global Trading Strategies Group also have alleged that
over the vears. the firm frequently traded ahead of its customers.” Cantor Fitzgerald & Co. is also
alleged to have covertly traded in U.S. Government Securities for itself against customers through
First Nevada Associates, a private partnership formed by Howard Uutnick and affiliated with Cantor.
by carrying positions and processing trades through the entity.”

Given Cantor’s controlling and highly sensitive role in CFFE, these agency actions and reported
allegations must raise concerns for the Commission that should at a minimum be thoroughly
tnvestigated. On its face, however, the Cantor-CFTC settlement would appear to preclude approval
of the CFFE application. Cantor will control CFFE’s board of directors and exclusively operate its
trading system. Yet Cantor’s CFTC settlement would render it ineligible to serve on the board of
any self-regulatory organization under CFTC Rule 1.63 (b)(2) since it has entered into a settlement
agreement in the last three years in which the findings constituted a disciplinary offense. If Cantor
cannot lawfully serve on the board of an SRO, it should not be allowed to appoint 8 of 13 members
of an SRO board as the CFFE application envisions. That is particularly true here, where the CFTC
disciplinary offense is not the only agency finding or allegation that has been made against Cantor.
Simply put, on this record, as CFTC Rule 1.63 (b)(2) underscores, approving the Cantor application,
with its inherent violations of federal fitness standards, would be contrary to requirements applicable
to any board of trade seeking designation as a contract market (CEA §3(6)} as well as the public
interest (CEA §3(7))." On this basis alone, the Commission has compelling grounds to deny
CFFE’s application. '

IHI.  Analysis of CFFE Under CEA and Commission Requirements

In addition to the failure to comply with statutory requirements in the areas of noncompetitive
trading and fitness standards, the Application is marred by a host of other legal deficiencies. These
deficiencies would divest the Commission of its oversight role and deprive CFFE customers of
appropriate recourse if the abuses invited by the CFFE’s structure do oceur.

A, Trading Standards

 id,p. 78

76 Id., p. 82.

7 d. p. 78-82.

78 See also, CEA §5a(a) (16).
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1. CFTC Rule 1.38: Non-Competitive Block Trading

As discussed at length in Part [ CFFE 1s designed to replicate cash market execution systems that
accommodate large block trades between dealers. While those trading conventions may be
acceptable for major dealers trading among themselves, customers generally seek more transparency
and are best served by avoiding non-competitive trading. The closed and non-competitive practices
embodied in the CFFE model are the subject of the Commission s separate, parallel Concept Release
which seeks public comment on arguably momentous changes to the manner in which trading is
conducted on U.S. contract markets. CFFE cannot be afforded approval to engage in block trading
unless and uniil final rules are adopted by the Commission to authorize non-competitive trading at
the expense of price discovery and effective hedging in exchange markets.™

CFTC Rule 1.38 states that, “All purchases and sales of any commodity for future delivery, and of
any commodity option, on or subject to the rules of a contract market shall be executed openly and
competitively by open outery or the posting of bids and offers by other equally open and competitive
methods, in the trading pit or ring or similar place provided by the contract market...” The Exclusive
Time and Clearing Time concepts violate that legal requirement by ensuring unequal access and
execution opportunities, preventing the timely entry of the most competitive bids/offers and trading
at the best price, and limiting the dissemination of relevant market information. The Market
Crossing sessions may also violate that legal requirement, but more information is required to make
that determination.

When these basic defining features of Cantor’s system are combined with the Terminal Operator’s
lack of independence from Cantor and their lack of CFTC registration, the potential for inequitable
information flow, the lack of trading standards and grievance procedures, and the absence of a
meaningful surveillance and audit trail framework, all discussed below, CFFE must be viewed as
a market that supports noncompetitive trading and other abusive conduct.

2. CFTC Part 155 Rules

Although the CFFE is set up as an unorthodox trading platform on which exchange personnel will
execute orders, the Applicants have stated that they will not be submitting rules regarding trading
standards set forth in Part 155 of the CEA regulations (with the limited exception of CFFE Draft
Rule 311 relating to prearranged trades). They maintain that the “Cantor System is the pit” when
really the CFFE trading platform is a hybrid between voice brokerage and electronic trading. The
CFFE will not automatically accept or match the bids and offers entered into the system. As
mentioned above, trades ¢an only be executed through contacting a CFFE/Cantor employee who is
a Terminal Operator responsible for accepting or posting a bid or offer on the system for an
Authorized Trader. Since a significant amount of human interaction must occur before a trade is

™ The Exchange would vehemently oppose such rules insofar as they would undermine the statutory purposes
of market liquidity, price discovery and efficient hedging.

24

Ty
et



executed, the Terminal Operator role is analogous to a floor broker’s within a pit. with Terminal
Operators conducting the same ivpes of activities that Cantor’s voice brokers perform i the cash
market and requining the same degree of skill and judgment. Therefore. Terminal Operators should
be registered.

In addition to CFTC registration. the CFFE structure warrants trading standards for and
accountability of Terminal Operators, a framework for monitoring compliance with standards and
a forum for recourse by customers, all of which appear to be totally lacking. For example, no
restrictions appear to apply to Terminal Operators to prohibit them from trading or engaging in pre-
arranged trades as they are interacting with Authorized Traders on the telephone. The Rule 311
prohibition on prearranged trades only applies to Clearing Members and Screen Based Traders.
Since the Terminal Operators will be performing execution functions just like traditional floor
brokers or executing FCMs, they should be held to the competitive trading requirements set out in
CFFE Rule 311 as well as the Commission’s other Part 155 Rules and Sections 4b and 4¢ of the
CEA.

Competitive trading rules are also relevant for the activities of persons authorized to place orders
directly with Terminal Operators, whether for their own account or for customers. We note that the
original draft of the CFFE’s rules dated November 5, 1997, did not contain anv prohibition on
prearranged trades. Now, CFFE Rule 311, set forth in the draft rules dated January 6, 1998,
prohibits any “Screen Based Trader” or “Clearing Member™ from making any purchase or sale that
has been directly or indirectly prearranged. However, no information is presented to describe how
the behavior of Screen Based Traders and Clearing Members will be monitored by NYCE
surveillance to prevent prearranged trades, including computer systems to monitor these activities.
Two Screen-Based Traders could privately negotiate a trade and then call Terminal Operators, who
are not accountable under the rule.

3. Inadequate Restrictions on Cantor’s Trading Activities

We also have concerns about the adequacy of CFFE’s restrictions relating to Cantor’s potential
trading activities on the CFFE, or in related markets, based upon confidential or market sensitive
information Cantor obtains through its role on the CFFE. In question number 12 of the
Commission’s questions concerning the CFFE and NYBOC dated December 12, 1997, the
Commission asked whether any trading arm affiliates or subsidiaries of the CFFE would be able to
conduct trading on the CFFE, either directly or through an NYCE member. The CFFE’s response
fails to indicate whether such entities will be trading futures on the CFFE, only that such entities will
not be trading “government securities” and that Cantor Fitzgerald & Co. will be a Clearing Member
of the CFFE, subject to the same rights and obligations as other Clearing Members. [t appears,
therefore, that at least one Cantor affiliate will be trading futures and it may trade for its own account
and engage in customer trading. The CFFE does not propose rules or exemptions relating to dual
trading. Further, no audit trail or record keeping is proposed to monitor proprietary trading, as
previously mentioned.



The CFFE has adopted the requirements set forth in §1.59 of the CEA regulations requiring
exchanges to prohibit their employvees from taking positions. However. Cantor Fitzgerald & Co. will
be allowed 1o trade futures tor its own or customer accounts through the CFFE. Section 1.39 does
not specitically prohibit equity owners from taking positions. However, the CFFE structure violates
the purpose and spirit of CEFTC Rule 1.39 since Cantor Fitzgerald, L.P. owns (1) CFFE. LLC which
will control and manage the exchange, (ii) Cantor Fitzgerald & Co. which will take positions on the
CEFE, and (iil) Cantor Fitzgerald Securities which will provide critical exchange personnel.
Furthermore, the CFFE’s prohibition appears only to apply to futures contracts. and no mention is
made about whether Terminal Operators could trade for their own or their employer’s (Cantor’s)
account or others in related cash markets, and how they could be prevented from using or disclosing
material, non-public information in that context. The CFFE marketing materials state, "that the cash
market participant will have the added benefit of being able to execute cash and futures with one
phone call.”® So it appears that no exchange rules would prohibit CFFE Terminal Operators from
taking positions on behalf of Cantor, their employer, in the cash market using material non-public
information related to futures trading on the CFFE.

B. EFPs

The CEA permits EFP transactions to be executed off an exchange, even though they involve a
futures component, so long as they occur “in accordance with board of trade rules™ that have been
approved by the Commission. The Commission has long enforced the position that an EFP must
be a bona fide commercial transaction and not a sham for engaging in illegal trading conduct, such
as trading futures off-exchange.® For the reasons explained above in [.B.6, we are concerned that
the CFFE’s requirements for EFPs (or, more precisely, the lack thereof) could allow non-competitive
block trading of futures to occur under the guise of EFP transactions, in contravention of that
fundamental legal requirement. The Applicants have also failed to demonstrate that the CFFE will
comply with the recordkeeping requirements of CFTC Rule 1.35(a), 1.35(e) and 1.38 pertaining to
EFP transactions.

8 CFFE Marketing Materials.
81 CEA §4c.

#gee, Concept Release on Regulation of Noncompetitive Transactions Executed or Subject to the Rules of
a Contract Market, 63 Fed. Reg, 3708 (Jan. 1998). In 1985, the Division of Trading and Markets stated that the “EFP
exemption was niot designed to create an avenue for traders to use EFP transactions to accomplish what they could not
otherwise legitimately do, that is, wash trades, accommodation trades, fictitious sales or illegal, off-exchange
transacticns.” Report of the Division of Trading and Markets: Volume Investors Corporation, p. 50 n. 34 (July {983).
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The CFTC has raised questions about whether it should modify its approach to regulation of EFP
trarsactions in a separate CFTC Concept Release.® In our comment letter on that releass* the
Exchange generally opposes any additional regulation of EFP transactions. although we do offar one
area where we believe the Commission should adopt an additional safeguard. Specifically. in our
view. the Commission should not permit an exchange to adopt rules allowing EFP transactions
involving a tutures contract that clones an active. established futures contract offered by another
exchange unless and until the clone contract becomes established as a successtul and viable contract
on its own merits. Please refer to our comment letter on the Concept Release for a more complete
discussion of this position and the market fragmentation concerns underlving that position.

C. Surveillance and Audit Trail
1. CFFE Will Undermine Already Strapped NYCE Surveillance Capacity

The CFFE’s potential problems will be exacerbated by the structural flaws cited by the Commission
in the NYCE surveillance program. In the words of Cantor, “The [NYCE] has agreed to perform
the regulatory responsibilities with respect to CFFE in the manner and to the extent it performs its
own self-regulatory responsibilities.” In the Commission’s Rule Enforcement Review of the
Market Surveillance Program at the NYCE, dated February 24, 1998, the Commission found that
“the Market Surveillance Department (“MSD™) at NYCE has insufficient staffing levels to monitor
effectively the number of markets traded on the [NYCE], and to conduct other routine surveillance
activities, including the review of selected EFPs...”% NYCE has seen over a 200% increase in the
number of markets it has to monitor since 1993. Notwithstanding the growth in the number of
contracts traded over the past several years, the MSD staff has not grown. In fact it has shrunk, to
only two full-time personnel. In addition, the Commission determined that the NYCE does not give
adequate consideration to whether requested speculative [imit exemptions are too large relative to
the liquidity available in a market. In several instances, updated exemption applications were not
obtained by the NYCE in a timely manner. The NYCE does not produce automated reports that
compare exemption levels to existing positions. The NYCE does not maintain any market
surveillance logs that reflect the progress of MSD inquiries, the status of hedge exemption
applications or the level of exemptions approved. The Commission also found instances where
lnquiries involving possible speculative limit violations and reporting problems should have resulted

B See

¥ Letter from Thomas R. Donovan, President & CEO, Chicage Board of Trade, to Ms. fean Webb, Secretary,
Commodity Futures Trading Commission (April 27, 1998) (regarding the Commission's separate concept release on
regulation of noncompetitive transactions).

8 Draft Responses, p. 10 at Question 13.

% Rule Enforcement Review of the Market Surveillance Program at the New York Cotton Exchange,

Commodities Futures Trading Commission, Division of Trading and Markets, p. 28 (February 24, 1998).
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in warning letters but did not.*” The Commission was especially critical of the NYCE's almost non-
existent program tor monitoring EFP transactions. In light of these problems. we question whether
CEFE’s enforcement prograr. administered by the NYCE. will satisfy the requirements of
Commission Regulation 1.51.

2. No Specific Surveillance or Audit Trail Procedures Proposed

Quite apart from whether the NYCE has the resources available to perform proper surveillance. no
concrete surveillance procedures have been proposed and the NYCE has no experience in monitoring
a broker facilitated scresn-based rading system. According to CEA §3a(b)(17)(B). the Commission
is supposed to review all audit trail procedures before granting a contract market designation. These
procedures are supposed to include: physical observation of trading areas; audit trail and record
keeping systems able to capture essential data on the terms; participants and sequence of transactions
{(including relevant data on unmatched trades and out-trades); systems capable of reviewing data on
trades effectively on a regular basis to detect violations committed in making trades and executing
customer orders subject to the rules of such contract market {including all types of violations
attributable to dual trading); the use of information gathered through the system on a consistent basis
to bring appropriate disciplinary actions against violators; commitment of resources to such system
necessary for it to be effective in detecting and deterring violations, including adequate staff to
develop and prosecute disciplinary actions; the assessment of meaningful penalties against violators;
and the referral of appropriate cases to the Commission. Nething in the record suggests that the
Commission has reviewed the CFFE’s proposed monitoring procedures against all of the audit trail
requirements set forth in regulation §3a(b)(17)(B).

That review must address a series of difficult questions. What types of computerized audit trail
programs does the NYCE plan to use to monitor for trading abuses? Are the two surveillance
personnel employed by the NYCE experienced in momnitoring computerized systems and using these
programs? What happens when both compliance employees are sick or otherwise absent? How
many programmers does NYCE have to analyze data produced by monitoring programs? In
connection with the approval of Project A’s audit trail, the CBOT stated our view, and we continue
to hold this view today, that electronic trading systems are not sound simply because they are
electronic; they are sound if they can provide an exceptional audit trail.

Moreover, Congress and the Commission have focused considerable attention on exchange audit
trails. CEA§ 3(8) requires the Commission to find that all contract markets for which a board of
trade has been designated are in compliance with the statutory audit trail requirements before a new
designation will be granted. Based on the available record, the CFFE’s ability to comply with the
audit trail standards is in serious doubt.

¥ 1d, pp. 28-30.
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CFFE’s trade execution system involves a significant amount of human interaction before a trade
ts executed. Yet Terminal Operators do not time stamp orders. as thev would in an open outery
environment. Nothing indicates that CFFE has detined when an execution actually occurs on the
system. If two Terminal Operators were to orally agree to a trade for their customers. would that
agreement constitute an execution as it would on the trading floor? If so. CFFE has no apparent
basis to time that execution. Of course, CFFE could time when the trade is reported on the trading
screen but that is not the execution time. Indeed, all futures exchanges could have perfect audit
trails if the time of execution is the time the trade was submitted for clearing or reported as a match
on clearing systems. That kind of after-the-fact accounting is not what Congress had in mind, we
believe. CFFE also has not specified how it will prevent big customers from recetving priority
treatment before orders are entered onto the system or how its audit trail will monitor for dual
trading. These serious questions must be answered.

While the Supervisor appears to be designated for some compliance role, there is no description of
this role. What entity will employ Supervisors -- the NYCE, Cantor or the CFFE — and how wil]
they be accountable? What are their qualifications? Will Supervisors have disciplinary authority?
This 1s of special concem, because the CFFE “pit” will be located in a non-public environment,
communications will take place over the telephone and no standards for Terminal Operators, Screen-
Based Traders or Clearing Members have been adopted. It seems that the NYCE may really be
relying on some branch of Cantor to perform its SRO functions. If so, how will Cantor be
accountable? How can it be accountable given its own participation in the market? Will there be
a third-party audit of Cantor’s activities and does the Commission have jurisdiction over Cantor?
Does the Commission plan to have its staff observe CFFE trading activities first hand just as the
Commission monitors activities on the exchange trading floors today?

D. Risk Disclosure

In spite of all the risks posed by the CFFE, including the Terminal Operator’s conflict of interest,
the lack of registration, lack of trading standards on the CFFE, and the extremely limited grievance
procedures, discussed in the following section, the Applicants have submitied a risk disclosure
statement that is so vague and incomplete in describing the risks of trading on the CFFE that it is
misleading.* For example, the statement does not highlight human error of Terminal Operators as
a risk associated with using the CFFE; rather, it only contains a heading regarding the risk that the
electronic system could fail. It does not mention the joint employment relationship of the Terminal
Operator with Cantor or that Terminal Operators will not be registered under the CEA and
Commission rules. It does not mention the possibility that Cantor entities will trade on the system
for their own account using the jointly employed Terminal Operators or that Terminal Operators may
conduct cash market activities. All of these facts would weigh heavily in most customers’ decisions
to trade on the CFFE.

% See, CFFE Customer Information and Risk Disclosure Statement, submitted by the Applicants to the
Commission (January 7, 1998).
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Further. in describing the trade execution process. the disclosure statement does not clarify that
superior competing bids are not eligible for eniry into the system during Execution Time or
Exclusive Time. but onlv that joining bids (at the same price) ars allowed. [talsc does net givea
description of how the concepts of Execution Time. Exclusive Time and Clearing Time will operate
or that thev will exclude all other bids or offers for an unlimited time. It does not define the terms
“First Best Bid™ or ~First Best Offer”. [n addition to these omissions. it makes the sesmingly
inaccurate representation that, “where multiple bids or offers co-exist at the same “best” prices, the
system will match them with a seller or buver on a time priority basis based on the time thev were
entered into the system. until such seller or buyer has filled its order or there are no more bids or
offers at such seller’s or buver’s designated price.” Which seller or buyer? This conflicts with other
descriptions of the system that require an aggressor in each transaction and provide for exclusive
time between two participants. Given these unexplained and contradictory statements, it would be
easy for a customer to become confused and misled about the priority his order will receive on the
system and what is necessary to execute a trade.

All of this vagueness and omission will make customer claims even more likely. However, the Risk
Disclosure Statement only quotes the limitations of liability set forth in CFFE Rule 723 and Rule
724 disclaimers, which significantly limit when relief will be offered and the level of that relief. As
discussed below. the application of these rules is open to interpretation. The Risk Disclosure
Statement does not even mention that arbitration is available to the CFFE’s customers, if indeed it
is, or that their recourse is limited further because certain market participants are not registered under
the CEA.

E. Customer Grievance Procedures

Section 3(a)(11) of the CEA requires contract markets to provide fair and equitable procedures
through arbitration or otherwise for the settlement of customers’ claims and grievances against any
member or employee. However, Cantor implies that it plans to give the SEC jurisdiction over CFFE
disputes through registering the Terminal Operators as Government Securities Representatives with
the NASD. The Commission should strongly object to this limited registration for individuals
executing trades, because the NASD provides an insufficient venue for arbitration of futures trading
practices. The SEC and the NASD do not have jurisdiction over futures trading, and the
Commission should not, and legally cannot, allow a designated contract market to choose its own
regulatory forum.

In spite of the obvious principal/agent arrangement with Terminal Operators, potential for
asymmetric information flow and favoritism, and active participation in the execution of futures
trades, Cantor Fitzgerald Securities does not propose registering as an FCM or registering the
Termina! Operators as floor brokers under the CEA. The Commission therefore would not have
jurisdiction over Cantor Fitzgerald Securities, the Terminal Operators or the CFFE for customer
complaints for trading violations by Terminal Operators. Without that jurisdiction, the Commission
can not be sure that fair grievance procedures will be observed.
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CFFE Rule 600 states that controversies regarding transactions made on the CFFE involving persons
under CFEE junsdiction shall be determined under and governed by the Consolidated Rules of the
NYCE. Over whom does the CFFE have jurisdiction? Authorized Traders onlv? How will the
CFFE have jurisdiction over Cantor Fitzgerald Securities or Terminal Operators?

CFFE Rule 724 is meant to limit the CFFE’s liability for services performed by Terminal Operators
so that the CFFE will onlv be liable for the acts of Terminal Operators who negligently (1) cancel
or fail to cancel orders resting in the Cantor Svstem: (ii} deactivate a CFFE terminal; (iii) fail to
deactivate a CFFE Terminal pursuant to instructions by a Clearing Member or Screen Based Trader,
or (iv) issue passwords to unauthorized persons in violation of instructions by a Clearing Member
or Screen Based Trader.* Liability for these activities is limited to $10,000 for any single claim. and
$100,000 arising from the negligent actions or failures to act of all Terminal Operaters for all claims
on any single business day. CFFE Rule 724 does not address liability for a Terminal Operator’s
fatlure to enter or act upon an order. Further, the rule does not address claims involving willful or
knowing behavior of Terminal Operators which would be more egregious. These types of violations
seem to be covered by Rule 723 which contains a blanket disclaimer limiting the CFFE’s liability
for actions by emplovees, Cantor and its affiliates, unless there is a finding of willful and wanton
misconduct.

The Applicants stated in response to the Commission’s request for clanfication, that they intend to
limit the CFFE’s liability where a Terminal Operator is negligent in entering an order.”® However,
it is unclear whether the Applicants mean to limit their liability entirely, or to $10,000 per violation.
Although many electronic markets use disclaimers for system errors and malfunctions, these
disclaimers are unprecedented when applied to human error in the order entry process.” If a no-fault
disclaimer like Rule 723 was implemented at the CBOT, floor brokers in the CBOT’s pits would
have no liability for errors made negligently or with knowledge. Further, the CBOT would have no
liability for failing to enforce trading standards as they apply to floor brokers unless it resulted in
willful and wanton behavior.

% Draft By-laws, Rule 724. We do not know what activating or failing to deactivate a terminal would do.
* Draft Responses, p. 25 at Question 70.

°1 For instance, the CBOT limits its liability for system malfunctions generally (CBOT Regulation 188.03,
Exchange Liability) and specifically for Project A system failures (CBOT Regulation 9B.21, Project A Limitation of
Liability). At the request of the Commission and consistent with the Exchange’s previous GLOBEX system limitation
of liability, the CBOTs August 19, 1993 proposal to adopt Regulation 9B.21 excluded from the limitation of liability
claims against a member, clearing member, or other persen acting as agent arising out of any act, incident or occurrence
within their control. Additionally, on September 20, 1993, language expressly indicating the applicability of the CEA
and its grievance procedures to electronic transactions was added. The language, incorporated at the insistence of the
Comimission, was intended to clarify that the CEA’s grievance procedures and the liability of those within the order
handling process could not be limited by rule of a contract market. CFFE Rule 724 mimics the GLOBEX Limitation
of Liability. The important distinction, however, is that GLOBEX control center employees would not be integral to
the order entry process.

31



Cantor also states in defense of Rule 724 that it is a condition for trading on the system. and will be
disclosed in the risk disclosure statement.”* What if a Terminal Operator knowingly fails to hita bid
or offer to faver one Authorized Trader over another? Will the risk disclosure statement clarify that
there is no recourse for negligent or knowing failures by unregistered Terminal Operators to enter
the orders of Authorized Traders? Is liability for this practice disclaimed entirely by the CFFE. or
will damages tor this type of abuse be limited to only $10,0007 Will the arbitration described in
Rule 600 take place under the CEFTC’s jurisdiction? How can these limitations be consistent with
CEA §3(a)(11)?

The NYCE's rules have been revised so that the NYCE may hear arbitrations against Terminal
Operators.”® However, the change is not specific enough to indicate whether this provides a forum
for customer arbitration or is iimited to claims by Clearing Members and Screen Based Traders, and
neither scenario is clearly contemplated. It also appears that customers will be denied the right to
file reparations under the CEA. Section 14 and the Commission’s Part 12 rules against Cantor and/or
Terminal Operators for misconduct because these reparations are only available against CEA
registrants, and it appears that neither the CFFE, Cantor Fitzgerald Securities or the CFFE will be
registered with the Commission. Therefore, even with a cause of action, customers may be further
restrained in their ability to seek recourse through arbitration or reparations.

F. Non-Compliance with Diversity Standards

1. The CFFE Board

In 1993, the Commission adopted diversity requirements regarding the composition of the governing
boards and major disciplinary committees of contract markets to implement the requirements of
Sections 5a(a)(14) and (15) of the CEA. These requirements, which the Commission stringently
applies to existing contract markets, are set out in CFTC Rule 1.64,

With respect to board composition, Rule 1.64(b) requires each contract market to maintain standards
and procedures to ensure that:

. 20% or more of the regular voting members on the board, who must be knowledgeable about
futures trading or financial regulation or otherwise capable of contributing to the board’s
deliberations, are not: members of the contract market, employees of the contract market, or
officers of principals or employees of a member firm.

2 Draft Responses, p. 25 at Question 70.

93 See, Amendments to the Consolidated rules of NYCE, submitted by the Applicants to the Commission
{January 7, 1998).
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. At least 10% of the regular voting members must represent farmers. producers merchants
Or exportars of the principal commodities underlying the contracts ofizred by the contract
market: and

. The board’s membership includes a diversity of membership interests at the contract markat.

The CFFE By-laws provide for a board composition of thirteen directors, five appointed by Cantor.
five appointed by the NYCE, and three independent directors appoinied by Cantor. While the
composition appears on its face to comply with the Reg. §1.64 requirement that 20% of the Boeard
must be composed of outside directors, these “independent” directors may not be truly independent
from Cantor. The CFFE By-laws do not restrict Cantor from appointing its agents or its large
customers as independent directors. In addition, without stating any justification, the Applicants
have concluded that the 10% producer/merchant requirement does not apply to them.

2. Major CFFE Disciplinary Committees

Rule 1.64(c) requires markets to ensure that their major disciplinary committees (inctuding hearing
panels) include:

. At least one non-member of the contract market in disciplinary proceedings that involve a
board member or member of a major disciplinary committee;

. At least one non-member of the contract market in disciplinary proceedings that involve
allegations of manipulation or conduct that directly results in financial harm to a non-
member of the contract market;

. A majority (greater than 50%) of persons who represent membership interests that are not
the subject of the disciplinary proceeding; and

. Sufficiently diverse interests to ensure fairness and prevent favoritism in conducting the
committees’ or panels’ responsibilities.

The By-laws delegate most regulatory and disciplinary functions to the NYCE committees.
However, Section 26 of the CFFE’s Draft By-laws designates the Committee on Recordkeeping as
a standing discipiinary committee of the CFFE. According to the Applicants, the NYCE believes
this is a more efficient approach, because a committee comprised of CFFE board members would
be more “familiar” with the Cantor System and therefore be able to “summarily dispose” of certain
record keeping violations.* If the NYCE is performing surveillance, will it not be familiar enough
with the Cantor System to make decisions regarding record keeping violations? How will it be able

* Draft Responses, p. ¢ at Question 10.
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to perform its other surveillance duties without understanding the Cantor Svstem? What is the
justificauon ror keeping the Comniities on Recordkeeping a CFFE committes?

CFFE's draft proposed Rule 33(b) states that all major disciplinary commitiees must include at least
one person (Exchange Non-Member) who does not have CFFE trading privileges or a membership
in the NYCE, meaning that a Cantor affiliate without those privileges could serve in such a capacirv.
According to Rule 33(b), the CFFE Committee on Recordkeeping, mentioned above. could have
Cantor appointees trom the CFFE board of directors and one additional Cantor affiliate serving in
the position of "Exchange Non-Member™ as its members. Given Cantor’s level of control over the
Committee on Recordkeeping. this could allow the committee to ~“summarily dispose™ of record
keeping violations in favor of Cantor or Cantor’s customers without the benefit of an unbiased
member to oversee its activities. This is of parnticular concern since Cantor has entered into a
settlement agreement with the SEC arising from violations of SEC record keeping requirements.?

The Committee on Recordkeeping is just one example. The CBOT has had insufficient time and
information to analyze the composition of all major disciplinary committees of the CFFE and the
rules that apply to them. Do the NYCE committees meet diversity requirements as those
requirements apply to the CFFE? Do the CFFE committees meet diversity requirements? Has the
Commission made a detailed analysis to ensure that the CFFE and NYCE have fair procedures?
Does this novel. bifurcated system threaten that many disciplinary matters will “fall between the
cracks™?

G. Dissemination of Market Data

Congress has declared the role of centralized markets in promoting price discovery to be in the
national interest. However, in addition to the noncompetitive trading discussed above, the CFFE
model could endanger price transparency through inferior price dissemination. The Applicants have
presented no information regarding the audience for the CFFE’s quotations, whether bids or offers,
or perhaps only completed trade information, will be widely distributed. Will this information be
disseminated only to Authorized Traders, or to customers as well, or to a wider audience? In
addition, the Applicants have not described the timing or frequency of any such distribution to
categories of potential recipients. Yet, while failing to properly disseminate prices itself, the CFFE
may intend to free-nide on the CBOT’s price dissemination without carrying any of the CBOT’s
costs or regulatory burden. If the CFFE does not widely disseminate its prices, the loss of
transparency could weaken the reliability of prices at the CBOT and in other existing markets and
could have a further negative impact on liquidity in those markets.

H. Public Interest Considerations: Price Discovery, Market Fragmentation
and Unfair Competition

% See, SEC News Digest, 94-50 (March 17, 1994),
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Applicants have failed to meet the public interest test of Section 3(a)(7)of the CEA. They have not
Jdemonstrated. nor inour view can thev ever demonstrate. that the CFFEs proposed Treasury furures
contracts “will not be contrary o the public interest.”

The Applicants have established the CFFE for the purpose of serving as a non-competitiva or block
trading network in CBOT Treasury futures contracts. If approved. the CFFE will have an unfair
competiuve advantage over the CBOT that will drain liquidity from the most successful complex
of futures contracts traded in the world, thereby resulting in market fragmentation that will serously
weaken the ability of our markets to provide the reliable price discovery and efficient hedging that
Congress has declared to be in the national public interest. The Treasury Department relies on the
price discovery of the CBOT's Treasury futures to help manage the public debt and stabilize interest
rates. Businesses rely on these markets to hedge their interest rate exposures. Diverting trades from
our auction markets would undermine our ability to serve those national public interests. The
Applicants, however, candidly admit their intentions to drain liquidity from the CBOT’s contracts.
[n their marketing materials they state that “The similarity of the [CFFE’s] initial contracts to
existing Treasury futures contracts will enable market participants to apply their trading strategies
seamlessly to the CFFE contracts.,””

The CFFE proposal represents an attempt to get the CFTC to override the CBOT’s decisions about
how our markets should operate by seeking to clone the CBOT’s contracts and trade them in a back
room, block trading network shielded from public or regulatory scrutiny. Let there be no doubt, the
Exchange would strongly oppose any such CFTC action.

If CFFE is approved, no successful exchange contract is safe. Even if the Chicago Mercantile
Exchange does not want to allow Eurodollar futures to be block traded, for example, the CFFE
tomorrow could decide to list those contracts on its block trading network. Thus, the policy and
legal issues the CFFE Application raises are critical to the Commission’s administration of the CEA
and to the future competitiveness of centralized U.S. futures exchanges. These issues require careful
study and thought. The Commission has established a framework for undertaking this analysis with
its separate, parallel Concept Release on Regulation of Noncompetitive Transactions, which solicits
public comment on these very issues. The Commission should wait until its has completed that
analysis before making any decision whether to allow the CFFE proposal to proceed in its current
form.

In many respects, our greatest fear is that the CFFE’s numerous regulatory deficiencies cited above
could lead to inevitable customer protection and market integrity issues. Those issues will have a
spill-over effect on the Board of Trade. If the regulatory deficiencies and other troubling features
of CFFE trigger customer protection problems, the public criticism will harm the CBOT as well as
CFFE. In the public’s mind, in fact, all futures markets, particularly U.S. Treasury futures markets,

% CFFE Marketing Materials, p.1.



could sufter if regulatory deficiencies lead 1o a scandal of significant proportions. That is why all
the issues we have raised must te answerad betore CEFFE can be allowed o vo forvard.

Iv. Clearing Uncertainties

QOur analysis of NYBOC s clearing operations is incomplete. primarily because the record omits
important information to allow us to tully evaluate the clearing component. We are especially
troubled that the Commission has not received (nor apparently requested) a more complete
description of NYBOC s default procedures or of the sources. level and liquidity of the financial
resources NYBOC could draw upon to cover a clearing member default. These tvpes of concems
were at the heart of the regulatory and industrv efforts. immediately following the collapse of Barings
Bank in February 1993, 10 minimize the impact of similar failures in the future on the financial
integrity of clearing processes.

The Commission should be mindful of its own efforts in bringing together regulators from around
the world at the Windsor Conference in May 1595 to develop a number of broad steps that the
regulators could take to reduce svstemic risk in the clearing system. In a parallel etfort, the Futures
Industry Association set up a Global Task Force on Financial [ntegrity (the ~Task Force™) comprised
of exchanges, clearinghouses, brokerage operations and institutional customers from around the
world to develop a number of specific steps that each category of industry participant could
implement to reduce the level of financial risk assoctated with participating in the markets. In each
project. the clearing process itself received close scrutiny.

One of the major recommendations that came out of the Task Force is that clearinghouses should
publish information statements on their customer protection mechanisms, sources of financial
support and default procedures so that customers can evaluate the comparative strengths of specific
exchanges and their associated clearinghouses before deciding to trade on a particular market. The
CBOT and Board of Trade Clearing Corporation (“BOTCC”), along with the Hong Kong Futures
Exchange, took the lead in developing a standardized format for clearinghouses to follow in
preparing their information statements. The format covers the speciai areas of concern identified by
the Task Force in its published recommendations, with special focus on a clearinghouse’s financial
safeguards, financial resources to cover defauit (including both the level and the liquidity of those
rescurces) and default procedures.

Given the widespread recognition of the need for financially robust and well-run clearing facilities
to guard against systemic risk, the Commission should carefully analyze all aspects of NYBOC’s
proposed clearing operations. In particular, the Commission should ask for complete information
on the level and source of NYBOC’s financial resources to cover a clearing member default; the
ready availability, i.¢., the liquidity, of those resources, and the default procedures NYBOC would
follow in the event of a clearing member default. As related issues, the Commission should also
request clarification on NYBOC s relationship to.the Commodities Clearing Corporation, the NYCE
and Cantor, whether any Cantor entities that become clearing members will be treated the same as
other clearing members, and the status of the CFFE’s discussions with GSCC.
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V. The Commission Cannot Legally Approve the Application in its Current Form

The information that Cantor and NYCE have provided in support of the application is materially
deticient. especially in describing Cantor’s role in CFFE’s organizational structure and market
operations. Moreover. based on the limited information that is available, it appears that CFFE’s
cwrrent plans are tundamentally at odds with the regulatory framework of the CEA and Commission
rules. Of course. it is difficult to make a definitive determination on whether CFFE complies with
all of the legal standards for contract market designation in the absence of a2 complete evidentiary
record. which is why we recomumend that the Commission hold hearings on the application. Before
acting on CFFE's application, the Commission should develop a full factual record and allow for
further review and comment based on more complete information by interested parties. Commission
approval of the application in its current, materially incomplete, form would be arbitrary and
capricious.

[f, on the basis of a complete evidentiary record, the Commission determines that CFFE’s proposal
does not comply with the CEA and Commission rules, as we anticipate, then the Commission cannot
legally approve CFFE’s application for designation as a contract market for Treasury futures. At that
point, CFFE has two choices: CFFE can either modity its proposal to conform to the same stringent
requirements that apply to existing contract markets, or it can request the Commission tc approve
the application pursuant to its exemptive authority under Section 4{c) of the statute.

To date, the only exemptive relief the Commission has made available for contract markets is the
Part 36 Rules. However, CFFE’s current proposal does not fit within Part 36's exemptive framework
for a variety of reasons. For example, CFFE has not excluded retail participation from its proposed
markets; its proposed contracts are not cash-settled nor are they “reasonably distinguished” from the
CBOT’s Treasury futures products (in fact, CFFE’s proposed contract terms are nearly exact replicas
of the CBOT’s); and its audit trail appears to be wholly inadequate.

Although the Commission could apply other exemptive standards to CFFE’s application, it would
be blatantly unfair for the Commission to do so without first making that alternative framework
available to all contract markets. This is especially true given that the Commission has for over five
years effectively ignored other exchanges’ requests for a meaningful exemptive framework for
offering less regulated contract markets in today’s highly competitive global markets. The CBOT
submitted a petition to the CFTC seeking an exemption for a “professionals only™ market, called
ProMarket, in June 1993. The Chicago Mercantile Exchange also filed a petition in 1993 seeking
an exemption from the CEA for Rolling Spot futures and options. The Commission imposed a
protracted comment and evaluation process on the exchanges’ petitions, raising approximately 100
specific public policy questions and hosting an unprecedented round table discussion on the policy
implications of the exchanges’ rule proposals. Ultimately, the Commission effectively rejected the
exchanges’ petitions -- although the Commission has not formally acted on the CBOT’s modified
ProMarket petition which we filed in December 1994 -- and adopted the Part 36 Rules as an
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alternative form of exemptive relief for exchanges despite extensive criticism from the exchange
community that the rules are unworkable.

Against this history. we would expect the Commission, out of faimess. to defer granting more
favorable exemptive relief 1o a brand new exchange with no track record. until the Commussion has
had an opportunity to reevaluate the entire issue of exemptive relief for exchange markets with the
objective of developing a more meaningful framework than Part 56 that would be available to all
exchanges. The exchanges™ past criticisms of the Part 36 Rules are well-founded and there is much
room for improvement. The rules are cumbersome and unworkable because they superimpose a
substitute regulatory structure on the CEA’s existing foundation. The CBOT has been hindered in
our own strategic initiatives by the lack of effective exemptive relief for exchange sponsored
markets. Thus, the CBOT would welcome the Commission’s reconsideration of the exemptive
standards available to exchange markets.

If the Commission decides to reevaluate its exemptive approach for exchange markets, there are
certain basic conditions, supported by strong public policy considerations, that we believe the
Commission should incorporate into any revised exemptive framework for exchange markets. These
conditions are discussed at length in the CBOT’s original ProMarket petition and in our December
1994 modification of the ProMarket Petition,” and include, among others, that:

L. The exemption should not be available for contracts that replicate non-exempt. fully
regulated contracts; and

I~

Transactions in-exempt contract markets should be subject to anti-fraud and anti-
manipulation rules enforceable by the CEFTC and private participants in civil litigation.

The first condition is prudent and necessary to avoid harming established markets through market
fragmentation and unfair competition. It should go without saying that a less regulated market,
especially one that is designed to facilitate demands of large customers for execution facilities that
do not expose their orders to competitive pricing, will draw order flow from the established markets
they copy. This diversion of order flow will harm the price discovery and liquidity of the established
markets. It is our understanding that the Commission was driven partly by these concerns when it
adopted the “reasonably distinguished” limitation in the Part 36 Rules that effectively prohibits
exchanges from offering exempt contract markets that are similar to non-exempt, fully regulated
contract markets.

With respect to anti-fraud concerns, we urge the Commission to carefully evaluate whether it can,
consistent with the public interest, adopt a framework that would accommodate a proprietary
exchange concept such as CFFE proposes which is prone to abuse and favoritism and combines trade
execution and trade surveillance under one roof; or that would allow an exempt coniract market to

7 The CBOT proposed that CFTC oversight of exempt exchange markets should apply in ten areas altogether.
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be controlled by a party who does not satisfv the Commission’s registration fitness standards for
market professionals. Perhaps it would be helptul for the Commission to consider how such a
framework would apply to other exchanges. Would the Commission. for example. be prepared to
grant the CBOT an exemption. patterned after CFFE's model. on the following terms?

l.

[R5

L

VL

The CBOT could transter ownership of our wholly-owned subsidiary. the MidAmenica
Commodity Exchange, to Ceres Trading Limited Partnership (“Ceres’), which has the CBOT
as its general partner and CBOT members and member firms as its limited partners.

The size of the MidAm Board could be reduced to 13, and Ceres could appoint § of the
directors, three as outside pubtic directors, and the CBOT could appoint the remaining 3 (see
“8" below)

The MidAm could restructure its trading operations to replicate cash market dealer and
interdealer broker trading rooms.

The MidAm/Ceres could hire Ceres Limited Partners as “Terminal Operators™ to execute
customer orders in the trading environment and thereby circumvent floor broker registration
requirements and insulate the traders from liability to customers for trading errors and {rom
disciplinary sanctions for trading abuses.

The “Terminal Operators” could execute trades on behalf of public customers and also on
behalf of Ceres.

Ceres could hire a trading advisor to trade on the new restructured MidAm markets for
Ceres’ own account, for the financial benefit of the CBOT members who are limited
partners.

The MidAm could seek contract market designation in a copycat of the Chicago Mercantile
Exchange’s Eurodollar futures contract and in copycats of other established contracts offered
by other exchanges, and offer them in a less regulated environment that will give an unfair
competitive advantage over our competitors.

The CBOT would monitor the trading operations on the MidAm, but ultimate disciplinary
authority would reside in a Ceres-dominated Board.

Questions/Areas Where Additional Information is Needed

The preceding sections illustrate the numerous deficiencies in the information provided by the
Applicants to support their application for contract designation for the newly formed CFFE. The
CBOT specifically requests the Commission to obtain additional information from the Applicants
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in the following areas. to enable the Commission and interested parties to tully and carefully
evaluaie the CFFE application.”™

Ownershin/Control of CEFFE

1. Description of the level and source of capitalization of Cantor Financial Futures Exchange
Holdings, L.L.C, ("Holdings™) including any debt arrangements between CFFE and Cantor
Fitzgerald & Co. (“Cantor”) or its affiliates.

2. Organization chart illustrating the relationship between CFFE; Holdings; Cantor; CFFE.
LLC and other Cantor entities, including percentage ownership.

3. Description of the nature and level of financial interest that Cantor or any of its affiliates has
in CFFE.

4, Description of the nature and amount of any other financial compensation that Cantor or its
affiliates will receive from CFFE for participating in or performing services for CFFE; e.g..
whether Cantor Fitzgerald Securities Corp. (*CFS”) will receive any compensation for
providing employees to act as Terminal Operators.

3. Identity of investors and controlling entities in CFFE, LLC.

6. Identity of CFFE’s initial board of directors and officers.

7. Identity of each individual and entity previously disciplined by the SEC or CFTC that is
involved in the direct or indirect ownership or management of the CFFE.

8. Description of how the merger of the NYCE and CSCE will effect the CFFE proposal,
including NYCE’s various self-regulatory activities on behalf of the CFFE.

ershin/Control of the New k Board of Clearing, Inc. (¢ ”
9. Identity of NYBOC’s initial board of directors and officers.

chan e el

%3 Many of the following questions are reflective of the same concerns outlined in the Commission's letter to
Futurecom, dated March 24, 1998, which suspended consideration of Futurecom's application until Futurecom provides
additional requested information and demonstrates that it meets CEA requirements. The list also modifies and expands
upon the list of questions included with our April 3, 1998, extension request letter.
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10.

11

14

16.

Description of Terminal Operator qualifications and responsibilities. as well as any
restrictions on their activites as Terminal Operators. e.g.. whether Terminal Operators ars
allowed to solictt futures orders or government securities orders for Cantor Fitzgerald
Securities or other Cantor affiliates.

Description of how Terminal Operators will be compensated and by whom. including any
incentive fee arrangements.

Since Terminal Operators are also emplovees of CES, a description of their job
responsibilities for CFS, including whether they will handle customer orders in government
securities for CFS or may trade for CFS’s account.

Description of the functions that Terminal Operators will perform that require registration
with the NASD as Government Securities Representatives.

Information regarding compensation of Terminal Operators for non-CFFE activities they will
perform for Cantor Fitzgerald Securities or any other Cantor affiliates including any
incentive fee arrangements.

Information regarding qualifications, respensibilities and authority of the persons designated
Supervisors over the Terminal Operators and the names and credentials of each Supervisor.

Description of how Supervisors will be compensated and by whom, including any incentive
arrangements.

Trading Activities/Rules

17.

18.

19.

20.

Explanation of what constitutes *“trading privileges” on the CFFE as that term is used in
CFFE Draft By-laws, Section 36.

Explanation of any restrictions on who a Clearing Member or Screen Based Trader may
designate as an Authorized Trader.

Clarification of whether a Clearing Member or Screen Based Trader may confer direct access
to the CFFE Terminal Operators to their customers by designating employees or agents of

their customer as Authorized Traders.

Description of any trading activities that Cantor, CFS or any other Cantor affiliates are
permitted to conduct, either proprietary or for customers, on the CFFE.
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27.

28.

29,

Description of any restrictions on trading activities of Terminal Operators and Supervisors
in other markets or on aehalt of Cantor. CFS or other Cantor attiliates or thetr cusiomers or
an explanation for the absence of such restrictions.

Description of any cash market activities of any Cantor entities that will have access to CFFE
trade inrormation.

Description of any procedures to prevent improper flow of confidential or sensitive trade
information between CFFE, on the one hand, and Cantor, CFS and other Cantor affiliates.
on the other hand or an explanation for the absence of such procedures.

A more complete description of the execution process, from an Authorized Trader’s receipt
of a customer order; to placing of the order with a Terminal Operator; through the Terminal
Operator’s handling of the order, including especially the Terminal Operator’s role in the
execution process during the “Exclusive Time” and the “Clearing Time:” through
communication of an executed trade back to the customer.

Description of the current execution facilities and processes at CFS and other Cantor entities
and a point by point comparison of the same to CFFE’s execution facilities and processes,
including a comparison of existing work up practices to the Exclusive Time and Clearing
Time concepts to be used for trading on the CFFE.

Explanation of when, other than in emergencies, the CFFE board may exercise the authority
under CFFE Ruilé 300(c) “in its discretion, without previous notice, [to] close CFFE or any
contract market thereof on such days or portions of days as will in the Board's . . . judgment
serve to promote the best interest of CFFE.”

Explanation of any policies or standards that apply to the Futures Committee’s authority
under CFFE Rule 314 to establish the settlement prices for CFFE futures contracts.

Explanation of any policies or standards that apply to the Futures Committee’s authonty
under CFFE Rules 303-A and 314 to establish the match trade price for CFFE Market
Crossing sessions.

Explanation of any policies or standards that apply to authority of the Committee on U.S.
Treasury Securities Committee for setting Exclusive Time or Clearing Time sessions.

Explanation of any policies or standards that apply to authority of the Committes on U.S.
Treasury Securities Committee for setting Market Crossing sessions.

Description of any CFFE rules or restrictions on block trading away from the CFFE’s
execution facilities or an explanation for the absence of such rules or restrictions.
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32 Description of anv CFFE rules or restrictions on pre-negotiation. i.e.. prearranged orders that
are submitted <o the Terminal Operators or an explanation for the absence of sucn rules or
restrictions.

53, Description of any CFFE rules or restrictions on dual trading or an explanation for the
absence of such rules or restrictions.

34, Related to dual trading and insider trading concerns. a description of any CFFE rules or
restrictions on Cantor, CFS or their affiliates participating in CFFE’s markets given CFFE.
LLC s control over CFFE and the Terminal Operators’ status as joint employees of the CFFE
and CFS, or an explanation for the absence of such rules or restrictions.

35 Clarification of whether EFP transactions are intended to accommodate large block trading
in CFFE futures contracts; description of standards that apply to ensure bonafides of EFP
transactions.

36. Explanation of how Terminal Operators will handle orders they receive for EFP transactions.

37. Explanation of the CFFE’s role in executing orders for EFP transactions placed with the
Terminal Operators.

38. Explanation of Cantor’s role, if any, in executing orders for EFP transactions placed with
the Terminal Operators,

39.  Explanation of the record keeping and audit trail requirements that apply to EFP transactions.

40, Description of how the CFFE’s trade practice rules and execution facilities meet competitive
trading standards.

41. Explanation of when an order trade is deemed to be executed and when a trade occurs.

udit Trail and eillanc cedure

42 . A more complete description of the audit trail information that CFFE will capture throughout
the entire end-to-end cycle and an explanation for the deficiencies cited in this leter.

43, Description of the accuracy and reliability of CFFE’s audit trail information or any audit trail

specific to an electronic environment (including during Exclusive Time and Clearing Time)
and how CFFE’s audit trail complies with the CEA and CFTC requirements.
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44,

+46.

47.

48.

49.

Description of the surveillance programs that the NYCE will perform for CFFE and whose
activity will be coverad, e.g.. whether NYCE will conduct surveillance of how the Terminal
Ovperators handle and execute the orders they raceive.

Description of NYCE's surveillance programs for monitoring activity that occurs through
the electronic bulletin board.

Description of the role of the CFFE and NYCE in overseeing Authorized Traders in the
following areas: books and records, financial reporting, examination process (1f anv).

Description of the structure of the NYCE surveiilance department which demonstrates that
it will be staffed with a sufficient number of people with appropriate credentials for the
surveillance tasks required to carry out properly the CFFE’s trade practice surveillance
program, including the names, the functions and the credentials of each staff member.

Description of NYCE’s surveillance programs for monitoring of EFP transactions involving
CFFE futures contracts to confirm that they are bona fide EFPs.

Description of any special market or trade surveillance functions that NYCE will perform
with respect to the trading activitles of the Terminal Operators or Supervisors in other
markets, whether for their own account or on behalf of Cantor, CFS or other Cantor affiliates
or their customers.

Description of any special market or trade surveillance functions that NYCE will perform
with respect to the trading activities of Cantor, CFS or other Cantor affiliates, whether as
dealer for their own account or as broker on behalf of other customers.

Demonstration that NYCE has adequate resources to take on added surveillance
responsibilities on behalf of CFFE.

An explanation of whether the following persons could have access to matertal, non-public
information related to the futures contracts that trade on the CFFE: any Cantor entities or
Cantor-affiliated entities; any individuals that own an interest in Cantor entities or Cantor-
affiliated entities; any employees of Cantor or Cantor-affiliated entities; and any principals
or employees of the NYCE or NYBOC. The Applicants should describe whether any of
these persons that could have access to material non-public information related to the
CFFE’s contracts would be able to trade directly or indirectly on the CFFE.
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Customer Protections/Grievances

LA
fad

N
Ln

57.

Description of the fitness and Nnancial standards that apply to Authorized Traders.

Description of customer recourse against CFFE for trading errors committed by Terminal
Operators; justification for any disclaimers of such liability by CFFE in light of Commission
requirements that exchanges provide an arbitration forum for customer grievances against
exchange members, which includes grievances relating to trading errors or abuses.

Description of NYCE arbitration forum as it relates to trading activities on the CFFE.
including potential claims against Terminal Operators.

Explanation of whether arbitration claims involving trading on the CFFE may be filed with
the NASD.

Explanation why Terminal Operators should be excluded from reparations.

Reliability/Capacity of the CFFE Trading Svstem

58.

39.

Reports on testing of the Cantor system, including mock trading and other beta testing
performed by the Applicants to determine the system’s accuracy and capacity and any audit
trail capabilities, including all issues the Applicants encounter, the plans to address these
issues, the progress being made to resolve these issues.

Description of whether CFFE has tested the accuracy and reliability of the electronic
component of CEFE’s execution facilities trading system, whether the testing was performed
and the test results certified by a qualified independent consultant; whether the Cantor
System complies with the retevant provisions of the IOSCO standards for electronic trading;
and the results of any such testing.

inancial Integrity - M t Protection, Finangial Re ces, Default Procedu

60.

61.

62.

Description of when the clearing guarantee attaches.

Demonstration that NYBOC’s financial safeguards ensure the financial stability of the
clearing system.

Description of events that could trigger a default or suspension of, or other extraordinary
action against, a Clearing Member and the various actions that may be taken, including but
not limited to freezing, transfer or close out of positions, and a brief description of how past
defaults have been handled by the Commodities Clearing Corporation.



64.

66.

Description of the anticipated level and source of NYBOC’s financial resources available to
cover a cleariny member default, including a description in each case of whether the
resources are liquid or illiquid: and a description of NYBOC s default procedures given
various default scenarios. This information should include:

. Description of the anticipated level and source of NYBOC's capitalization and
evidence of its financial stability;

. How Clearing Members’ market exposures would be forecasted based upon different
levels of large market moves;

. How Clearing Members’ exposures would be taken into account in assessing their
financial soundness;

. How the financial condition of all Clearing Members will be monitored;
’ How positions of defaulting members would be liquidated in an illiquid market; and
. How government securities deposited as margin would be valued, with a justification

of any departure from the industry norm or haircutting the value of this ferm of
performance bond. :

Description of each operational aspect of the clearing process, including as-applicable,
frequency and timing information and the role of settlement banks, drawing appropriate
distinctions between a Clearing Member's house and customer/client account (or clearing
origin) at the clearinghouse, including:

. Trade entry and execution;
. Positions Accounting;

. Variation Settlement; and
. Settlement Process.

A description of how, at both the clearing member level and customer level, margin is
calculated or set; acceptable forms of margin and valuation of margin (e.g. haircuts); where
the margin is held; and the timing and frequency of margin calculations and payments.

A description of standards for clearing membership including the admission process, capital

requirements, financial reporting, financial/operational oversight, and required financial
contributions to the guarantee fund or otherwise.
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67. An operations manual governing the clearing functions of NYBOC that would set forth
among other things. the rights and obligations of the CFFE vis a vis NYBOC and the rights
and duties of CFFE Authorized Traders in the clearing process.

63. A comprehensive diagram illustrating the flow of margin and settlement funds and settlement
instructions and all other information between the CFFE and NYBOC for at least two
business days of trading and settlement activity at the CFFE.

69. Description of the status of cross-margining discussions with the GSCC,

VI1I. Conclusion

Based on the inadequate factual record assembled to date, we know that Cantor Fitzgerald & Co,,
directly or through its affiliates, proposes to control a new futures market, CFFE, which is nominally
owned by NYCE and its members. The system whereby orders will reach this new market is artfully
described as an “electronic system,” but is actually the same voice-brokered system Cantor uses for
trading cash government securities and is apparently based upon the same cash market trading
conventions. Order entry and execution are controiled by “Terminal Operators” who are dually
employed by Cantor Fitzgerald Securities and CFFE. These Terminal Operators (whose precise
compensation and incentive arrangements are unknown) perform virtually identical functions to floor
brokers or associated persons but, by virtue of being called “Terminal Operators,” evade (1) all
CFTC registration requirements, and (2) all trading standards under Part 155 of CFTC regulations
including prohibitions dgainst disclosure of customer orders, inequitable allocation of customer
orders, accommodation trading and dual trading.

In the absence of Part 155 standards, Terminal Operators will determine the manner in which to
handle orders for customers and orders for their employer, Cantor Fitzgerald Securities, and its
affiliates. Time stamping and other basic audit trail requirements are not proposed for the entry of
such orders. Moreover, surveillance of the activities of these Terminal Operators is assigned to a
two-person NYCE compliance staff which the CFTC judged incapable of executing its surveillance
duties strictly with respect to existing NYCE markets only two months ago. That two-person staff
has no known experience monitoring markets with voice-brokered and electroni¢c components.
Ultimately, that compliance staff will report to a board of directors that is controlled by Cantor.
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Thus, as proposed, Cantor will control the market; Cantor will trade on the market; Cantor wiil
employ the individuals who control the entry of customer and Cantor orders into the system: and
Cantor will ulitmately control the decisions whether customer orders have beer abused and how the
market's mirumalist rules should be interpreted and applied. The “work-up convention™ and other
protocols which will govern the entry and execution of orders are fundamentally non-competitive.
in violation of CFTC regulations. Finally, Cantor seeks such contract market designation for CFFE
after having settled CFTC charges involving customer fraud within the last 13 months.

In short. it would be difficult to construct a scenario more fraught with conflict and the potential for
customer abuse than that contained in the CFFE Application.

Additionally, the Application fails to provide for meaningful resolution of customer grievances, to
meet stringent audit trail requirements imposed on all U.S. exchanges, to comply with the diversity
requirements for Board representation and to provide appropriate disclosure to customers of the risks
and conflicts inherent in the proposed market. For these reasons, the proposed market does not meet
the requirements for contract market designation set forth in Sections 3 and 3a of the CEA.
Moreover, information on the organization and operation of NYBOC, the entity which will clear
CFFE trades, is utterly lacking despite post-Barings efforts led by the CFTC to improve disclosure
respecting futures clearinghouses.

Were all of the above deficiencies and short-comings corrected, the Commodity Exchange Act
nonetheless does not contemplate and, barring CFTC exemptive action under CEA Section 4(c),
cannot accommodate the kind of proprietary exchange model which the Applicants are proposing.
[f, as we have consistently urged, the Commission decides to consider further exemptive relief for
contract markets generally, beyond the very limited provisions of Part 36, the CBOT would welcome
the oppertunity to submit its views .

Respectfully submitted,

Thomas R. Donovan,
President and Chief Executive Officers
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EXHIBIT

D

1d the wallpape o cate

Dol =zaord Lutnick
ixtur 2f the universe—for now.

105th-floor
offices

Howard Lutnick
chases global
ambhitions—

but there's

a slightly sour
odor emanating
from his
brokerage house.

By Thamas Jatfe

T 36, HowasrD LUTNICK is cthe
youngest chief executive of a
major Wall Streer firm. From his
lofty perch on the 105ch floor of
New York’s One World Trade

" “Cenrter; the managing general partner of

Canror Fitzgerald, L.P., can peer down on
the lesser skyscrapers chat house far bigger
and betrer-known brokerages. Though it
dominates the brokering of U.S. govern-
ment bonds, Cantor is no Merrill Lynch or
Mocgan Stanley, Dean Witter Discover or
Goldman, Sachs. But never mind—Luznick
has ambitions as towering as the aerie he
occupies.

Cantor has come up as a aiche player. In 2
single day, on average, $100 billion in U.S.
government debe is traded through brokers
like Cantor, which reigns supreme in bro-
kering long bonds——30-year maturitices. It
also is a major broker tor other segments of
the Treasury marker. Not least, it supplies
the Treasury bond pricing dara thar are the
bread and butter of Dow Jones & Co.’s clec-

©troaic information service.

Though the Canror partnership’s capiral
ot $185 million is only a pittance compared
with Morgan's $13 billioa or Goldman's
35.8 billion or, soon, the $9 billion ot Taav-
elers’ Salomon Smith Barney, Lucnick is
expanding Canror into a supermarket of
wholesale brokerage services tn all kinds of
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cme pizer, foreign =
derivazives, futurss

N
ao

sy wa
!
T

Cantor arzady em; i
d _:cc_cic——-’“ou Man nos
: \'c* " Tork neadguar-
.abeur 873 in Lendon.

A nondsserips man of aves
aeight with thinning black l.
Howard Lutnick has comea !
way from :he medest home
Long [‘la" d,whers he g::w =
ane of thraz childrenofa ¢
protessor. Wigh his 40¢h bir o ;
el nearly four vears away, Lutics
alrcady boasss metbereship on e
exeeuave beard of the Nasdag steck
market and sits on the board of
muanagers of his alma mater, Havz:-
terd Collegs, Luinick. his lan~zs
wife and their 18-month-¢ld son
live in Marhatzan's showy Trume
Palace, wihere thev ars served v
English buder

His social ambizions maczn ‘ Susiness
ambitions. This summer the Lo
ticned a: the ritzv Grand :‘
Ferrat on the Fre
week villa,

ach Riviera, in

His mentor

Lutnick bootstrapped himself (zom obscuriey
by being usetul zo now-lezzadirw Wall
Strester B. Gerald Cantor. ¥4hen
Cantor died last summer, a: 75, he was
buried in the small Los Angeles cemerery in
which Mariyn Monroe lies. His forzune was
esdmated at $500 million, and nis arz collec-
tion was world-famous for its h
Rodin sculptures.

Cantor’s was a classic rags-ro-riches rale.
As a poor teenager in the Bronx ~e hawked
hor dogs ar Yankes Sradium. =z guit New
York University to become a traker, served
as a paratroeper during World "V [ and in
1945 founded his own securizizs firm in
New York, Bucic was in Los Angzics, the
cntertainment capital of the world, that he
made his mark, numbering Kirk Douglas
and Zsa Zsa Gabor among the clienss of hus
Cantor Fitzgerald & Co. (Fitzzzrald, long
gone, was an early associate.?

Long term wasn't Cantor’s soie He xept
moving around, looking for ar 2
trage was his rc:l lo‘.c—sr'u [, a2 ;x' ooty

A
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undreds of

power Hovard Lutick wanted them, too...

The Park Avenue-
Baverly Hills high life,

Long term wasn’t
Cantor's style. He
_kept moving
~around, looking
for an edge.

- Arbitrage was his

real fovye—small,
quick profits with
little or no risk.

with lizte or no sk, Canter ke
his wav around the convoiuzad rzv
ccde, 1nd nis inreroretan

fon of ;
finer poines

Tade him 1 ma;e
tax shelizees, szraddlas aac ot
such schemvzs. Besides Toilectinz
Raodins, Caniar collessed PLeIEE
cians. =iz and his wite, {4 o
ameng those <0 reqr 3 'ncrr- erine
nighe at the Clinton White House

Many in the securizies indusc
are like Bermie Canror. :w“\".'“"

Lo

SUWUNS Jhey i 3

about for an edge, hur Cincne
broxs frem he oack of edge-zesk
ersin 1972, The cqm:c busie

was crowded, and, s ot
Nifty Fitty, cquitdes weree drvcp ne.
The government bond ma.r\.: :
less crowdcd and—handilv—le<:
tghty rezulacad.

Scnsmg eppormunity,
invested about $3 milkian n T:‘
raiz, an elestronic dara serics o1
disseminated commercial pipe:
intersse-rate informacien. He 1se
orened Cancor Fitzz=rald Securities Cor"'

a1 wholesale broksr-dealer of governmen
securities now registered separately from s
Canror Fitzgerald & Co.

The way the government securides marks:
nad worked undl that point was that ahole-
sale brokers like Cantor arranged trace:
benween primary dealers. The primacy deal-
2rs dealt with retail customers—retail being
in this case not the general public but biz
institutions, financial houses, large hedg:-
runds and che like.

There are currently arcund 33 primars
dealers, mostly huge firms like Salomon.
Merrill Lynch and Lehman Brochers. Why
do they need wholesale brokers? To cover
their tracks. The lion's share of the volume
in government securities comes from the pri-
mary dealers trading amongst themselves. [7
a2 primary dealer is liquidating a hugs posi-
tion, it doesa’t wane that fact kaown, les:
octhers, smelling a huge sell order, oy to
crowd ahead of it. By going through 2
wholesale broker, the primary dealer expecs
anonymiry.

Enter Cantor. As a wholesale broker,
Bernie did what his rivals hadn’t thought ot
He made the market more efficient by
putting the bids and offers from primary
dealers on Telerate's screen neowork. This
made the market more transparent but pre-
served anonyaiity.

‘Today there are plenty of other bund quote

Crmrm-
Cimns

y.-t'

Forbes ® October 20, 1997
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So Lutnick did

Ziough d“c-. ..OL._'c_n': se "".
names of the playes. Cane
‘.....rl;: Was c.‘qu's‘ .bso
wers 300n to arn Suil.

/-
o

'
]
[

thew wers o remain o fora
Bur as :-C "J “i.

the govarn-

Zzoade,
Jdericir swalled
Tient Sond markes 2comed.
Canzor moved in dezper,
scon ceing Susiness direcziy
wich farger rezail customers as
well. He sold his controiling
stake in Telerate for 2 hugs
orofit in the carly 1980s, Sur zonunued to
milk ic by charzing it for the 221z Cancer sup-
clied. Though the sgerazen mried mio 2
ascer ‘or Dow J’or:cs\ 10w3as om2 20 the oest
snings hac ever hapeened 1o Cimtorn

Bernie's boy

[aro this lucrazive setup
Howard Lumnick in 1983, 3"
nad dropped out of collegz. _
degree n sconcmics TOM oresu o
‘ocd. Burjusta bit dndc*qca:i'. R
the old m

voung man and ~vach
alike. Cancor lkad the d. \K man " Was iust
24, an age whea many voung people ar2 sull

in craduatc school, Lutnick «vas cradi nz for
some of Cantor’s personal cliznis. That was
in 1985.

That same year Cantor lec Lutnick stare
the Invesument Strategies Group division of
Cantor Fitzgerald & Co. Cacicr was moving
further down the distributicn hain 1z the
Treasury market, now dealing Zireciv warh
rerail customers such as : : <
medium-size busiesses, wedlin b
and others.

In December 1990, when Luzoics was
oaly 29, Cantor named him Sis second-in-
command and designated sucozssor. “Beniue
wouldn't hear a bad word aznur the ©0d”
savs an ex-Cantor executive ’ :
sented him with evidence tha:r =
crossed the line, he'd sav, Doz w
voung. He'll feaen.”™

[t he himselt had noc Deor the oo

Sncioand
Sarme Tiricr

Cut from the same cloth?

a

. ac
=OWETL

if he had not
been the victim,
Bernie Cantor
might well have
admired the way
Lutnick grahbed

~control of Cantor
“Fitzgerald as his

mentor lay dying.
|

ordding, and then just rolled right over hiy |

2 Bernie Canror mizhe -.v-.-‘.'.

? have adm'..bd the wav Lu
a:cx ]“"C" Iz
Ca"'o'

13 T

mentor lav

In 1990 C,.
7Qs, went on
1994 he Aad b
lcga!l_v piind. L

a ﬂa.bn"sr'o o) o
doublc taxation. The Zzi.
closed in Seorzmizer 1992

Cantor nad starzed wiz:

% staxes, bus nhe and s
stvlish wite, [ris, took cu:
protits to financs their hizh
living. (Bv the zimc Can:er
died, he owned just 477.;
The parr crsth structuss

sl gave him absoluts power; theuzh
Jernie’s days were numbersd, Lurtn
seearendy was getting angsy. He made
or Scuart ‘:ras»., Iris Camcr neghaew.

sming him head of the firm’s governnien:
seiunties brokerage. [n 1995 Lutnick, Frser

¢ a shird partner tied to buy out the Can-
zxrs, but Bernie was sdll able to sav no.

But on Jan. 2, 1996, when Bernie Cancor
Aad teen purt on life supporr, Lutnick mede
s move. He actvated the fve-member ings-
pauc;' committee provided for in the p'.r.-
nership agreement. Three members vored
:1kz the reins from Cantor’s failing hands;
Izt Caaror and the fifth member abstaired.

oward Lutnick, though he held just 4% ¢
mc partnecship, was now the bass.

{ris Cantor, newly in charge of the hoid-
ng company through which Beraic owned
his partaership units, was furious. Lutnick
has claimed she wanccd to sell the firm. [ris
claimed that she merely wanted a say in oper-
azng it. In May 1996 they went o Charc:.'v
Cout in Delaware to have it out. Afer avo

s thev settled. Lutnick won: [ris Canter
umd zet a lot of money but have no veis
o1 ronning the finm. When Bermie was buged
o mouchs later, leis bacred Lutnick frem

thie CemeLerv.

ick
3

A master of the universe

I+ Lutnick grieved, ttwasn 't ror long Tnc
weokend after his meatoc’s deach. Lunick
i crowd of guests celebratesd his 33¢h
av by c:mblmz for chartty at Now

cread
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But try as he must. Lurnick can't get out from under his mentor’s shadow .,

fuicitous oir
mnasier of the univer

What zives Lunizk
aitd the firm 2leusin an
investmen: werld domi-
nated by far tiggsr and
mars respected firms:
Cerrainiy not presigs.
[zs clour Zedves Fom its
figaly specialized posi-
ten. This is 2 business (2
wiich rmargins arz so
thin that it cakss rsal
experise 10 make money
on them. Lutnick likss to
rafer to it as “geuing
berween the wall and the wallpape:r”

The wholesale marks: in government
sscurities operates in orice incraments as
small as 45 of 3 peing, which rinslazes to
539.06 on 31 millien weri of beeds. [a the
rezail markes, incremenss mroicallv amsin rof
a powng, wansladng zo 331250 cer miilion.
Commissions? A primary dealer 1=a: srades
through Cantor’s whoiesale zoveramenc
securities brokerags operaton normally pays
a commission of $30 ze¢r ST million. The
customers of Canror’s r2zail arm would pay
a minimum commissicn on their rades of
339 per million. There's nct a loz of paste
Leaveen chac wallpaper and zhas wall,

There is, however, a hzll of 1 loz or wall
and wallpaper. These inv marzias are
WOorth pursuing because the markzs is so
huge. [n 3 marker where 3100 biliion a day
is traded, even $30 per S1 million comes to
53 million.

[f you can wring a few exira peanies on
a business in the billions, vou've got real
money. Think of it as highly sophisticated
coin-clipping—a clip here, a clin there,
otten so tiny as to be unnociced across tril-
lions of coins.

Lutnick’s erities say he Ras not aivars ceen
scrupulous in gewting berveen the wail and
the wallpaper. Here's one episode azout
which FOR3£es has seen the relevan: docu-
meats: In the lace 19805 a2 U5, German
outfit, [nternational Participacon Corg., was
runaing investment morey for §.001 Euro-
pean investors, manly Germans. [ndianapo-
lis-based Vancorp Financial Servicss took on
the management of 329 mullion of he capi-
tal. Vancorp opened an accouns 11 1mong
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Whaetae Lutnlck climbed

j Heme at the Canters
|
; and climbed.

i
i
'
I

If you-can wring a

J few extra pennies
‘ from a business
 in the billions,

| you've got real
money, Think of

it as highly
saphisticated

coin-clipping.

others, Cantor Fitzgerald
& Co., trading mastly in
Treasury  bonds and
over-the-counter seciars
on Traasurys, )

From late Mav o Ses-
tember 1989 the Cantor
account lost $3.1 miilien
and, eisewhere, Surures
accouncs lost §1.1 mil-
lion, ver Vancorp collect-
ed over 34 million in
commissions and fess.
When Vancorp rezurned
the 12C funds to Gar
many chae fall, onlr
about $17 million of the |:
529 million was jett. ;

So complex was the |
boakkesping—and so |
convoluted the trail—that it took und! Mav
199+ ter the Commodity Furtures Trading
Commission to file 2 complaint. In Januacy
1997 Cantor agrzed to pay a $500,000 dnc
to seriic CFrC charges thae it had assisted in
fraud. o

Bur the German investors are scill suing
Cantor Firzgerald & Co. for fraud and
asking (oc more than 37 million in damages,
plus tiree times thar in punitive damages.
The case is scheduled to go to trial Nov 18
in tederai district court in Los Angeles.

Extracurricular gains?

Where wvas the alleged fraud? The suit aileges
Cancor agreed to broker Vancorp's trades for
$136.25 per $1 million face value of Trea-
sury bonds but in most cases collected
almost three times that. It also alleges that
Cantor acted not as a broker bur as 4 dealer,
without disclosing it to the client. Canror.
depies the chargss.

Howard Lutnick personally execuced Van- !
corp’s orders. His trading was conducted
through three inventories—H, W and L—
the inttzals for Howard William Lutnick.

Forass has reviewed trading records rele-
vant to the case. On Aug. 4, 1989 for .
inscancz, Cantor made 2 $150,000 prqrit i
(betore commission) on a trade involving
$20 million of long bonds that it purchased
from Vaincorp on the same day. In a trade
this size the straight beokerage commuission
due Cartor at the agreed-upon $136.25-per-
million rate would have been just $3,125.
Did Vancorp's customers get full value for

Ferwr=
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Sav this for Bernie—he was an innovator. Lutnic

heir bondg?

FOR3ES examined hun-
dreds of transaciions .o
25 wzrs

ahich seour
traded Sermwesn Vancors
1d Canzor Fitzgeraid i
Co s [nvestment: Scrars

Zies Crouc aad berwvezrn
3G and other entities,
most orpically Canror
Fiezgeraid Securides’ gcov-
Srment securites brokar-

[

age. Thev iaveived some
5-’.-./3 aillion worth of
pesitions and included

over 80% of Vancoro's
rades wich Cansor.

Canter defends its cut-
sized gains on these trans-
acdons as simple reward-
for-risk. But in :.-hc transaczons reviewed by
Foaass Lutnick lost monzv cnlv abour one
Zme in t2n. Canror's takes Tom the rades wz
examined was arcund 32 3 =
half or that was rung up o our aouse o
tories, amosz all of it v =, Wand L. Lus
nick has admitzed 1o 3 3075-75-40% interss:
in the wrading profits of those tnven i
The other 31.5 million or so wwas cre
gr0ss cormumussions o the salzsman who cov-
cred the Vancom account. Aster the salesmas
took his cut of thar 81.3 milicn. Latnick goc
1 0ig chunk of what was le over

The Vancorp accouns vizlded profics in
ather ways. Cantor collezizs over 1.2 mil-
lion of net inrerest. There were foreign
exchange consulong fees. Comnussions wers
rung up when house invenzories sold posi-
ticns acquired from Vancorp. Cetting
between the wallpaper and zhe walli Cancor
seems to have made quite 3 bit of space for
itself in these transactions.

There are maay, many wavs to play the
Treasury bond markse. Howard Lurnick was
well-versed in “roils.” ¥ 1ze 'ni’ Aol
trade takes place berween 1ne duv che Trea-
sury announces it will auczon o1 new issue
of a goverament security and the div e
aucton occurs.

Bond wraders thrive on ciaving the spreads
berween existing securitics of comparable
vield and maruricy and :he tortheoming
issucs. Lutnick needed to figure out how o
usc Cantor’s edge. Accordinv o2 nw—\hc—
of ex-Canrortezs, tor 1 ums
tavestment dtrazegies Gro
JUCEsS TO The tncernal seree s :".
sale broxkers used in Canzors Sonornmien:

[ TSN Al

Trate

8

| Foward Lutrick
. 2rg s Canter
Smiles no morae.

Cantor denies
that tradars in
the Investment
‘Strategies Group
had access to
the waterfall,

but that is contra-

dicted by several

“ex-Cantorites.
|

k 1s not..

SeZlriries b
'Cnmq Az rhs
E 1358 SCre=ns
Popa ey § &nmv— 13 3 4o
cnace. Rnou.r oy
"L.mbc. viieo o
nave Dc~n "'i: N
sellers in she
Lrades U a Ziven seliur
Cne vrogers =s.
wz:cr&il 10 K2z rics
the arder flow. 3ur ¢
ingwhois doinz =2 =
nZisaclue o
wel-informed
may be. [s it 2
dealer like Lehm
smart hedge fuzd
Ceorge Soros' Qu
Or just a large ccme:
investing surplus cash? The cusiomers -
acestneosed o have ehis informarcr.
ancor dcnics thac the tradersin Inv
szies Group ever had aczac -
waterfall. bur char is flatly contrad ’
several wormer Cantorites. Jarm.s A
JOW the DeesidEnt Of iNeW YOrK-24520 & .
wete & Tokvo Securites, but from 13832
1990 neran Cancor Fitzgerald Securin-
Xvena savs he to
nick md Ris crew were peeking at = X1
Tl while trading. Cantor put a stos o
Avena savs.

v
I3

IPWINIG INNYE W)

First Nevada first

Floward Lutnick kepe looking tor oti:ar w:
w3 leverage the franchise. [n the lat: 198
Bernie Cantor did not want to use his ar-
scarce capital for trading, but he was ~illi
to lez Lutnick trade on his own. So ! Luzm:
sct up Solomon Partners, 3 private -z
partnership named for his father. ltvas or
from 1983 to 1990. He must havs ic
weil. tecause Canror soon wanzed : 21Z:
o2z of the acdon. In 1990 Lurnick ez
1 betrer-capicalized private partnessius 7
N ada -\ssoc'atcs m:h most cfthe 21

Irate SRU, functioned !ch a i*ou‘ vy
:orv for Cantor Fitzgerald & Co.’s Inve
imenr Sirategies Group. Whea it

‘nconvenient for Cantor Fitzgerald o oz
. cosition on Cantor’s books. it rmuzhe
Cireed on Fiest Nevada's. Or Firs: News
angii Do used O grocess A transia
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So Howard Lutnick keeps on running to stay a step or two ahead, but, .

book a

profic, Fi

Qcrober 1999 throuzn
December 1992, Beruvszan
1ts founding and mic-
March 1992, the acccun

()
D,

venerated  over 10O
pages  of  transacticns,
nearly all of them in U5,

o criunent SCCUritics.
\Was First Nevada a
sham 1¢ioune, a wav jor
the bhouse ar times o
coverdy erade for itsell
against customers? Canzor
Fitzgerald  has  alwavs
maintained that First
Nevada was an indepen-
dent customer of the Hrm.
Yet several times in January and February
1992 First Nevada's profiz-and-loss position
was noted in the marzin of Cantor Fitzger-
ald & Co. blottars sxactiy the same way
chat such nocadens were rezular
the house's alphaderizal inv
many days First Nevada’

biggest customer.

On Mar. 11, 1992 the Vil Serrsr Journal
broke che stocy that the Scourides X
Exchange Commission wis invzstigating
Cantor. A month earlier :he Sroxar
ment covering First Nevada's tradi
record 191 pages fong. The dzv
story broke, First Nevada abra
trading on margin. Over the ¢
the account was wound down.

[n 1994 the sec made Cantor Firzgerald
& Co. cough up 390,000 in orotics and
interest and fined it $100,000 :or poor
rccord-keeping in connection with 2 com-
plex scheme to accumulate risk-:rce posi-
tions at Treasury bond auctions.

Gary Lutaick, 32, Howard’s vounger
brather, joined the irm in 1991 =2 has run
the trading team of Canter’s Glozd Trading
Strategies group, the renamed Dnvastment
Stratezics Group. According g seopic whao
worked wich him over thwe vears, Cary deved-
oped a clever way of squezzing 3 o1z exira toc
the franchise. A retail customer wsuld make
an ofter to buy long bonds. [t there was a
thurey of buyving in the bond, Carv would
sometimes grab bonds or the serzen in trong
ot the customer and then sell the Sustmee ius
rewly purchased bonds ac asig oty higher
priCe—aEUn Yeiung :
wallpaper. He could

Sg was a
1tz che
vostopped

=3t or 1992
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32

| Gary Lutnick
" Following in his
" brother's footsteps.

Breeden admits
his inquiry was
fairly narrowly
focused, “We
. looked at how
“things run today.

- We did not go

back and look at
the past too.”

L e 3s e -

tomers sec the trading
screen, bBut don't ses wh
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them.

Anxious o dispe!
rumors that Cantor’s gov-
ernment securides broka:-
age was giving Gary Lut
nick beczer execurion for
his trading than it gave
its other wholcsale cus-
tomers, the firm this vear
hired Richard Brecden, 1
former chairman of the
SEC, to investigate. Brae-
den told FOR3Es that the
clectronic trade-matching
system Cantor installed in
its government securities
broksrage rooms last year made the possi-
bilirv of such preferendal reatment remote.

Bt Breeden admics his inquiry was “faicly
narrowlv focused.” He savs: “We came in
and lcoked at the way things run todayv, We
did nor go back and look at the last twe
vears. dve vears, ten years, o inquire.”

Al that Breeden's “fairly narrowls
rocused” probing proves is that nothing fstv
wis zoing on while he was looking. A halt-
dozuen foemer staffers of Cantor’s renamed
Clotal Trading Suaregies Group have told
Eye3zs that over the vears the firm frs-
quentiv traded ahead of its retail customers.

A Japanese bank gets a hosing

Howard Lutnick’s efforts to win respect fur
Cantoc Fitzgerald keep hitdng the wall. In
caciv 1996 there was the case of Cancor and
Tokvo-based Norinchukin Bank, Japan's
leading financial institution for agricultural
cocperatives. The Japanese bank took a reul
hosing on some overnight orders it left with
Canzorc to till. Did Garv Lutnick wield the
hose? Sourcss tell us he did.

i+ its trading of U.S. Treasurvs, Nor-
meiikin favored what is called a scate trade.
‘Tiis mweans vou buv a bit at a tms. hopisg
thas site markee will be temporarly weak aid
lez vou lower your average cost. You can do
chis Sv putdng in an overnight buy order ot
1 Jescending scale. That can be dangerous
o a volatile day.

Anrc 3, 1996 wis such a dav. It was
Good Friday, when the market was opea
aets adfaday, and unemploviment nue-
bers were due out thar morning. As i
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You run too fast, you risk taking a nastv stumble,

turned out, unemploymens =3 4
dropped, which was had
bonds. The long bond slum:oo s
sharply, losing around owo peings

Gary Lutaick, our source 5ans,
Rad an order to buy nearly $1 2.
lion worth of long bonds for Nor.
mchakin on scale-down. [nsresd
ot filling cthe order as the price =il
the source says, Gary waited wunzi|
the bond had dropped consider-
ably, then boughe bonds and scld
them to Nodnchukin at the higher
prices specified in the scale orde-
Our source says he made -=e
house roughiy $800,000 i 1
matcter of hours.

The Norinchukin Bank won't
sdy much abour the April 5:5
episode, but in mid-1996 i¢ quirt
trading Treasurys in [imit orders—
and shacply cut back its business
with Cantor.

Canzor Fitzgerald won't corm-
meie on the Nodnchukin tradicz,
buc it did provide Foases wics 1
copy of an inceroffics memo on i3 rrace 2y
cution policy for customer fe. s iin
orders. [t was dared May 9, 1993, iusc
month after the alleged Good Fridayingi-
dent. Personne!l of the then [nvesimen
Strategies Group were instructes :o Sl s
the policy to their custSmers.

[n che letter, after the usual deiizroiace
Cantor clearly warned: . | . while =oid;
youruaexecuted order, we may sracde s
OWwn account at prices thar are egus
better than, vour level /limic.™ [sn':
trank admission that it reserved e -

Yo

tronc-run customers: Front-running s o

course illegal in stocks: In Treasury “onds
it’s a gray area.

Has Cantor Fitzgerald cleaned up s agr.
as Richard Breeden’s findings would sug-
gest? [na June 24, 1997 letrer 10 Fraqes.
Cantor said that its policies and Trocsdures
toebid brakers in its governmens sesunes
brokerage o rake positions. Yer un .
ot this vear, according to sources, Trvrsiiy
Coughlin, a star Cantor broker o: tonuar
notes, took a large position on -« ivoh
Canror wound up losing an estimuazed 51 3
million.

We could go on and on with eXATpes o
transgressions and alleged CrANSZrassinng < o
have uncovered in more than 3 ~o - or
research on Cantor Ficzgerald.

Stnce Lutaick ook over Cannoss o oo
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Hobnotbing with feilow
masters of the universe,

Lutnick has yet
to prove that he
can turn

Bernie Cantor's
specialized
money machine
into a profitable,
full-service Wall
Street house,

management in 1991, ics revenues
have tripled, o nearly $600 mii.
lion last year, due Inparr to ail the
new businesses he's gone into.
Keep this in mind, Rowever: The
growth was financed from zrofics
from government bond broke:-
age, the cquities business ang
income received from the salc or
pricing data (a revenue flow the
firm shares wich ap outfic now
controlled by Ins Canzer). Many
of those new businesses lose
money or don't maks much.
European operations, led by the
huge London offce, s red ink.

In short, Lutnick has ver to
prove that he can rurp Bernic
Cantoe’s  specialized money
machine into a peoficable full-ser-
vice Wall Stre=¢ house,

Skating on thin equity

Net profits rose during Lutnick’s
first years in charge, but fom 1994 o 1996
they dropped from around $30 million to
under $60 million. This year so far has seen

another drop in profits, in part because of

Lutnick’s breakneck expansion.

Howard Luenick’s ambitions are huge but
thinly capitalized. As of Mar. 27,1997, there
were $7.9 billion of assecs bue onlv S183
million of partners’ capical.

The equity base looks even thinner when
vou realize that much of it is borrowed
money. Last year the partnership retired a
bie chunk of Iris Cantor's partnership units
and then it reoffered units to Lucnick and
other partners; Lutnick’s share is now 25%.
Financing for the deal was provided by a
Chase Manhattan-led syndicate. Thus Lur-
nick’s partnership units—as well as those
belonging to many other partners—are
pledged as security for che loan.

Just as we were preparing to go o press.
Xizer months of reporting on the stary, Wy
received  a press relcase  front Cancor
Ficzgerald. [ announced the tiem was,
among other changes, shutting its fixed-
tncome trading unit, Global Trading Seeac
vuics, Howard Lurnick’s old stamping
ground and more recently Gary Lutnick's.
[he announcement said the firm would

Lhe

congenirate on C,YCCUfing trades !'O'f <us-
romers. We note the ironv  without
COHTNCNE. L]
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@ ChicagoBoardofTrade

Thomas R. Donovan
President and
Chief Exacutive Officer

June 30, 1998

Ms. Jean Webb, Secretary

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, N.W,

Washington, D.C. 20581

Re:  Application of Cantor Financial Futures Exchange, Inc. as a Contract Market in U.S.
Treasury Bond, Ten-Year Note, Five-Year Note and Two-Year Note Futures Contracts,
June 25, 1998

Dear Ms., Webb:

The Chicago Board of Trade respectfully submits this comment letter in response to the
Commission’s June 25, 1998, notice providing for a sccond public comment period on the
application of the Cantor Financial Futures Exchange, Inc. (“Cantor Exchange™)' for designation as
a contract market for various U.S. Treasury futures. The New York Cotton Exchange (“NYCE™),
working in conjunction with the Cantor Group,” filed the application with the Commission on
January 6, 1998. The Commission first published notice of the application on February 3, 1998, and
provided for public comment on the application through April 6, 1998, which it later extended
through April 27, 1998. The Board of Trade filed a comprehensive, 48-page letter with the
Commission on Apnl 27, 1998, opposing the application on multiple grounds. The supplemental
application materials that the Cantor Exchange filed by letters dated May 21 and June 18, 1998,
confirm that the application is still materiatly deficient, legally flawed and should be disapproved.

Even on the basis of an incomplete and ever changing record, several fundamental legal flaws stand
out, among numerous others. The Cantor Exchange, NYCE and Cantor Group propose willfully to
violate federal law in five areas: qualifications for exchange board members, proscriptions against
non-competitive trading, granting monopoly power over trade execution to the Cantor Group, fixing
prices for the Cantor Group’s floor brokerage, and disregard of the Commodity Exchange Act’s
central requirement that all futures must be executed by contract market members. For the
Commuission to approve such a legally flawed application would undermine the Commission’s
credibility with alt market participants as an agency devoted to enforcing the law, and would
constitute arbitrary and capricious agency action.

’ Although the sponsors use the acronym “CFFE™ as the short-hand name for its proposed exchange,

to avoid confusion over the exchange's relationship to CFFE, LLC, which is wholly-owned by Cantor Fitzgerald, LP and
not a part of the exchange’s ownership structure even though it controls the new exchange through appointing 8 of 13
members of the Cantor Exchange board, we use the term “Cantor Exchange™ in lieu of CFFE.

2 The term “Cantor Group™ is used n this letter to refer genertcally to Cantor Fitzgerald, L.P. and related
companies under its common control. These related entities include four subsidiaries of Cantor Fitzgerald, LP which
have roles in the proposed venture, including CFFE, LLC, whose role in the venture is not clearly stated.

LaSalleatJackson

Chicago, lilinois 60604-2994

312 435.3602
FAX 312 341.3392 )
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I. PROBLEMS WITH THE PUBLIC COMMENT PROCESS

Before tuming to the legal deficiencies with the Cantor Exchange application, we have several
objections to raise conceming the comment process. First, although we agree with the Commission
that further public comment is needed, we believe that it is premature to republish the application
at this time, when the Cantor Exchange, NYCE and Cantor Group have yet to provide the
Commission with complete and unambiguous descriptions and explanations of the new exchange.

Second, the Commission provides a misleading description of the Cantor Exchange proposal in its
June 25 notice republishing the application, perhaps reflecting just how difficult it is to piece
together a coherent picture of the Cantor Exchange from the incomplete, vague and often
contradictory record that the applicant has provided. For example, the Commission mischaracterizes
the Cantor Exchange as an electronic exchange when it states that “CFFE’s contracts would trade
over a computer-based trading system maintained by CFS {Le., Cantor Fitzgerald Securities] (the
‘Cantor Systemy’}).”" The role of the Terminal Operators in executing orders and the fact that they will
now register as floor brokers at the Commission’s insistence certainly contradict this statement. In
fact, as we describe at length in our Apnil 27, 1998 letter, trading on the Cantor Exchange will occur
through the Cantor Groups’ existing voice broker structure, factlitated by the Cantor System as an
electronic bulletin board.” Indeed, the Cantor Group itself, in pending litigation, is seeking to
convince the Delaware Chancery Court that it dees not offer computerized trading.*

Third, we are puzzled why the Commission is republishing the Cantor Exchange application without
offering any explanation of the Commission’s legal analysis or raising any of the significant legal
issues that exist for public discussion. If the public comment process is to have any value, the
Commission should identify what it believes to be the relevant issues that interested parties should
address. Why is the Commission not doing so in this case, as it has in other contexts? The CFTC,
for instance, has deferred consideration of the New York Mercantile Exchange’s and Board of
Trade’s separate proposals regarding, respectively, exchange of futures for swaps and exchange of
agricultural futures for OTC agricultural options, pending the Commisston’s examination of various
issues it has identified as part of a broader policy review of the "Regulation of Noncompetitive
Transactions Executed on or Subject to the Rules of Contract Market."* Similarly, after the Board
of Trade filed our ProMarket exemptive petition and the Chicago Mercantile Exchange filed its
Rolling Spot exemptive petition in 1993, the Commission raised approximately 100 specific public

’ The notice contains other inaccuracies. For example, it states that the public directors the Cantor

Group will appoint to the Cantor Exchange board “could not be affiliated with the CFFE [Le., the Cantor Exchange],
NYCE or Cantor. This is not true. Proposed CFFE Rule 35(a)(5{iv) expressly allows the Cantor Group to appoint its
own directors as public directors on the Cantor Exchange Board.

+ Cantor Fitzgerald, 1.P. v Iris Cantor, etal, C.A. No. 16297 (Del. Chancery Ct.).

The Commission’s Concept Release is published at 63 Federal Register 3708 (January 26, 1998).
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policy questions on the petitions for public debate and held a round table discussion on the petitions’
policy implications.

Fourth, we question why the Commission is offering such a truncated comment period. Fifteen days
is simply not reasonable, especially when it straddles the Fourth of July heliday and especially when
the Commission expects the public to obtain and review the available materials, rather than
synthesizing those materials for the public in a comprehensive manner, including the identification
of special issues the public should address. At the very least, the Commission should extend the
comment period to 60 to 90 days.

Fifth, the Commission’s process of granting private extensions is inefficient, On May 29, 1998, the
Board of Trade requested the Commission to reopen the public comment process in light of the May
21 supplemental filing and fundamental changes the sponsors had made to the application. The
Commission responded by granting the Board of Trade a private extension to supplement our
comments by June 22, 1998, in light of additional application materials that Cantor had filed.
Subsequently, the Commission granted a similar private extension to the American Stock Exchange,
through June 26, 1998. Those extensions, however, became mooted by the Commission’s decision
to republish the Cantor Exchange application, which we first learned of on June 22. It is inefficient
and a drain on resources to try to offer effective comments under such shifting conditions.

Finally, the piecemeal availability of relevant materials for timely public analysis has further
hindered meaningful public participation in the review process. On January 9, 1998, the Board of
Trade filed a Freedom of Information Act (“FOIA™) request with the Commission seeking various
previously unreleased materials on the Cantor Exchange application. Responses were provided
through the end of February, 1998. The Board of Trade filed a renewed FOIA request on May 29,
1998. We did not receive a response until June 19, 1998,° when the Commission finally provided
the Board of Trade with 498 pages of matenals pertaining to the Cantor Exchange application. (The
Commission’s transmittal letter alse identifies various documents on the Cantor Exchange
application which the Commission decided to withhold, including 193 pages of CFTC staff
attorneys’ notes.} Although much of the material was duplicative of documents we had already
recelved, it also included some new documents that described important changes or provided missing
information on the Cantor Exchange venture that are relevant to our analysis.” It is extremely

b This was only one business day before the private extension deadline the Commission set for us.

7 For example, the FOLA materials included a June 4, 1998 letter from the law firm Mound, Cotton &
Wollan to Alan Seifert, Deputy Director, CFTC Division of Trading and Markets, which states that the Terminal
Operators “may have their right to operate on the CFFE [iLe., the Cantor Exchange] suspended or terminated by NYCE.”
This represents a significant change from the Cantor Exchange’s response to question 51 in the May 21 Q&A, which
states that “Once a TO is registered as a Floor Broker, CFFE [i.e., the Cantor Exchange], in its capacity as the self-
regulatory organization, has the responsibility to remove TOs that do not meet its continuing standards.” The Cantor
Exchange’s more recent June 18 submission materials do not clearly resolve the issue of whether NYCE can discipline
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frustrating to learn that the Commission is in possession of other relevant information, after spending
considerable time and effort trying to piece together an accurate understanding of the Cantor
Exchange on which to base our analysis from the disparate and incomplete information that is
available.

I THE CANTOR EXCHANGE APPLICATION IS MATERIALLY DEFICIENT AND
SHOULD BE STAYED

On May 6, 1998, shortly after the close of the first public comment period, the Commission notified
the Cantor Exchange that it was staying further review of the application as materially incomplete.
The Commission’s letter identified over 100 areas where the exchange and its sponsors needed to
provide further information and analysis, covering many areas of deficiency identified by the
Commission staff, as well as by the Beard of Trade and other commentators. The Cantor Exchange
filed the May 21 materials in response to this May 6 letter. Those materials included written
responses to the Commission’s questions in “Q&A" form along with seven attached schedules and
a revised set of Cantor Exchange By-Laws and Rules. On June 11, 1998, the Commission posed an
additional set of 37 questions to the Cantor Exchange, based on its on-going review of the
application, although inexplicably the Commission did not suspend the application.! The Cantor
Exchange responded to that letter with its June 18 filing, which also included wnitten responses in
“Q&A" form, along with several schedules, and a further revised set of By-Laws and Rules.

The Cantor Exchange application is still missing critical information on which to base a complete
legal analysis. The May 21 and June 18 submissions compound the material deficienctes of the
record by providing ambiguous and non-responsive answers to the Commission’s many questions
(which total nearly 150, not counting subparts). Again and again, the applicant refuses to answer
the question as asked by the Commission. The Commission should remit both submissions and
demand greater responsiveness from the Cantor Exchange and its sponsors by insisting on more
conplete and candid answers to the Commission’s questions.

The Cantor Exchange’s lack of candor is exemplified by its attempts to downplay a significant
change, namely, that Terminal Operators will no longer be jointly employed by the exchange, as

Terminal Operators.

s The Commission’s questions cover a wide range of important issues relating to, among other topics:

jurisdiction and “membership” (see questions 1, 10, 11 and 14); employment and compensation of the Cantor Group
Terminal Operators who are the only ones allowed to execute trades on the Cantor Exchange (see questions 19 and 21},
the Cantor Group error account and Cantor Exchange’s trade error cotrection procedures (see questiens 8 and 23);
Terminal Operator trading standards {see questions 19 and 20); resirictions against Terminal Operator mis-use of material
non-public information (see questions 2, 16, 17 and 21); and safeguards to protect against potential Cantor Greup abuses
given the Cantor Group's integral role in operating the exchange while also bemg allowed to trade on the exchange (see
questions 6 and 9). On the basis of those questions alone, the Commission should have suspended its review of the
application as materially incomplete.
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originally represented in the January 8 application matertals. This change undermines the Cantor
Exchange’s justification for granting the Cantor Group a monopoly on trade execution through
assigning its brokers as Terminal Operators, and for shielding the Terminal Operators and the Cantor
Group from clearly prescribed trading standards set out in the Cantor Exchange rules. It hinges upon
the fiction that the exchange, and not the Cantor Group, will “provide” the Termuinal Operators “'to
perform services for’” Clearing Members and Screen Based Traders. Yet, the Cantor Exchange
response merely notes in the May 21 submission that Terminal Operators will “be dual employees
of CFFE, LLC [a wholly-owned subsidiary of Cantor Fitzgerald, L.P.] and Cantor Fitzgerald
Securities,” without emphasis or explanation and without any analysis of the implications of this
change.” (See May 21 Q&A, response to question 18.) The Cantor Exchange responses contain a
corresponding passing mention that the Terminal Operator Supervisors also will no longer be jointly
employed by the exchange n a similar downplayed fashion. (See May 21 Q&A, response to
question 49.a.)

We plan to provide a more detailed analysis of the many deficiencies n the record, including in the
May 21 and June 18 application materials. The Commission should suspend the application until
the Cantor Exchange, NYCE and Cantor Group provide complete information and analysis on the
proposal, including in the many areas of deficiency the Commission has identified to date, and do
so in a clear, unambiguous and forthright manner which they have yet to display.

III. THE CANTOR EXCHANGE APPLICATION IS LEGALLY FILAWED AND
SHOULD BE DENIED

Although our understanding of the Cantor Exchange structure and operations 1s incomplete due to
the deficiencies of the record, there are certain uncontested facts that demonstrate that the application
is legally flawed in five key areas, as described below. The application should be denied on any of
the following grounds {and others we have cited in prior letters to the Commission).

A, Disciplinary Offenses

In January 1997, the CFTC fined Cantor Fitzgerald & Co. $500,000 and imposed various sanctions
on the firm in settling charges filed in 1994 by the Commission against the firm for participating in
a fraudulent money management scheme.'® Under CFTC Rule 1.63 (b) (1), every contract market
must adopt rules making “a person ineligible” to serve on the contract market’s board of directors
who “was found within the prior three years by a final decision of . . .the Commission to have

’ The Cantor Exchange has, apparently, changed the Terminal Operators” ernployment status yet again.

The June 18 submission, again without explanation or fanfare, indicates that the Terminal Operators will be employed
solely by Cantor Fitzgerald Securities, LLC or another Cantor Group company. See June 18 Q&A, response to question
Z2l.a.

10 CFTC News Release No. 3987-97 (Jan. 28, 1997).
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committed a disciplinary offense.” The same bar applies if the person entered into a “'settlement
agreement within the three prior years in which any of the findings or . . . any of the acts charged
included a disciplinary offense.” CFTC Rule 1.63(b}(2). The term ““disciplinary offense™ means any
proceeding brought by the Commission charging violations of the Act or the Comnuission’s rules.
The CFTC’s 1997 order against Cantor Fitzgerald & Co. plainly involved a “disciplinary offense™
which would render the Cantor Group ineligible to serve on the Cantor Exchange’s governing board
or disciplinary committees. These facts and legal conclusions should be undisputed.

The Cantor Exchange 1s structured purposefully to violate CFTC Rule 1.63. One of the Cantor
Exchange’s cornerstone elements 1s that the Cantor Group will pick 8§ out of 13 members of the
Board of Directors. Stretching form over substance, the Cantor Exchange must respond to its Rule
1.63 deficiency by asserting that controlling an exchange board is not the same thing as serving on
an exchange’s board. That is right. Allowing a party that has committed a disciplinary offense to
control a majority of an exchange’s board 1s much worse than serving as a singie director on an
exchange board. It makes no sense to read the Commission’s rules to prohibit the more modest
infraction while leaving parties who have been disciplined to exercise a puppeteer’s control over an
entire exchange board.

Unless the Commission has decided to allow deliberate violations of its rules by new contract
markets, the Commission must advise the Cantor Exchange immediately that its application is
contrary to Commussion rules and could not be approved until January 2000. No exercise of
Commission discretion is involved and no public comiment 1s needed on this issue. The only question
is whether the Commission intends to enforce the law or render the requirements of CFTC Rule 1.63
a complete sham.

B. NonCompetitive Trading

CFTC Rule 1.38 requires that all futures contracts must be executed “openly and competitively.”
Noncompetitive trading on a contract market is barred unless contract market rules expressly allow
certain types of such trading and provide a means for identifying such trades as noncompetitive. The
Cantor Exchange regularly would allow for noncompetitive trading by permitting two traders to
maintain a private auction freezing out al} other traders including those that might offer to buy or sell
at that moment at a better price. The Cantor Exchange’s rules even spell this out in detail: Cantor
Exchange Rule 303 (b)(1) expressly reads that a trader with exclusive rights during exclusive time
“will retain such rights even if a bid or offer supetior to such trader’s bid or offer would otherwise
be available.” The Cantor Exchange thus would regularly violate CFTC Rule 1.38 and would not
comply with the requirements applicable to boards of trade under the Act. See 7 U.8.C.§ 5(6).
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C.  Monopoly

The Cantor Exchange would grant the Cantor Group and its Terminal Operators a monopoly on all
floor brokerage executions on the Cantor Exchange. Indeed, the recently announced changes to the
application confirm that the Terminal Operators will be engaged in floor brokerage for which
registration is required. Approvail of a floor brokerage monopoly contravenes the Commission’s
obligations under CEA § 15. Surely the Commission would not approve a Board of Trade rule that
allowed only floor broker employees of Merrill Lynch to execute customer orders in the Treasury
Bond pit or floor broker employees of Cargill to execute customer orders in the soybean pit. Yet that
1s just what the Cantor Exchange s doing for the Cantor Group. Even if the Cantor Group did not
have a dominant position in the underlying cash market (the Cantor Group concedes it is the
dominant brokerage firm for cash government securitics), the Commission would not allow any other
exchange to grant this kind of monopoly to a firm and its floor brokers. No basis exists to treat the
Cantor Exchange any differently, especially given the Cantor Group’s admitted market dominance
in the cash market and disciplinary history.

D. Price Fixine

In 1974, the Justice Department and Chicago Board of Trade agreed to a consent decree that enjoins
the Board of Trade from *“directly or indirectly fixing . . . or suggesting” any commission rate or floor
brokerage rate for members or nonmembers of the exchange.!’ In the past, the Commission has
applied the provisions and underlying purpose of that decree to prevent the Beard of Trade from in
any way “limiting free competition in setting floor brokerage rates.”"* That antitrust policy is not
unique to the Board of Trade; no exchange has been permitted by the Commission to set floor
brokerage rates.

The Cantor Exchange intends to fix, directly or indirectly, floor brokerage commission rates. The
fees to be charged for floor brokerage activities, that is, order executions by Terminal Operators, are
called Transaction Fees and will be set by the Cantor Exchange by rule or behind-the-scenes by the
Cantor Group 1n accordance with the Cantor Exchange’s rules. In either event, an exchange rule that
allows for fixing the rates to be charged customers for the services of floor brokerage is incompatible
with the antitrust laws as reflected in the Consent Decree. No basis exists for barring the Board of
Trade from fixing commission rates to attract market participants while allowing ils competitor, the
Cantor Exchange, to do just that.

" See United States v. Board of Trade of the City of Chicago, Civ. Action No. 71 C 2875 (June 28,

1974}, a copy of which is attached.

& 48 Federal Register 3395, 3399 (Jan. 25, 1983).
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Section 15 of the Act requires the Commission to “take into consideration the public interest to be
protected by the antitrust laws and endeavor to take the least anti-competitive means of achieving
the objectives of the Act. . .." Like the Cantor Group’s floor brokerage monopoly, any scheme for
fixing floor brokerage commissions on an exchange must be found to run afoul of Section 15's
mandate. If thc Commission is unsure of the extent to which the antitrust laws are implicated by this
application, perhaps the Commission should reter it to the Department of Justice for its views before
acting on the application.

E. Trades Must Be Executed By Members

Unless otherwise exempted, Section 4(a) of the Act requires any futures contract to be conducted on
a designated contract market and “executed or consummated by or through a member of such
contract market.” 7 U.S.C. § 6(a)(2). On the Cantor Exchange, contracts will be executed or
consummated by or through Terminal Operators who will be employees of the Cantor Group, not
members of the Cantor Exchange. In fact, no members of the Cantor Exchange could execute or
consummate a futures contract on the exchange because the Cantor Group and its Terminal
Operators would exercise a monopoly on all trade executions. As a result, the Cantor Exchange is
structured to violate Section 4(a) of the Act and should not be approved as a matter of law.

IV,  CONCLUSION

The Cantor Exchange application is legally flawed and should not be approved. At the very least,
it raises significant legal and policy issues which require the Commission’s careful thought and
deliberation. The Commission should resist the Cantor Exchange’s efforts to rush the application
through to a hasty decision made on the basis of an incomplete factual record and incomplete legal
analysis.

This letter highlights five key areas where the Cantor Exchange application is contrary to the
Commodity Exchange Act and CFTC Rules. There are numerous other legal deficiencies, as well,
many of which we discuss at length in our April 27 comment letter. Commission approval of such
a legally flawed application would constitute an improper exercise of the Commission’s exemptive
authority under Section 4(c) of the CEA. The Commission cannot exempt the Cantor Exchange
from the many requirements it so stringently applies to other contract markets unless it first
determines that “the exemption would be consistent with the public interest.” CEA Section 4(c).
Yet, the Commission has performed no such “public interest” analysis, nor even acknowledged that
the Cantor Exchange, as proposed, ts incompatible with the CEA and requires exemptive action to
be approved.

The Commission should not be fashioning an exemptive framework for the Cantor Exchange under
the guise of a normal contract market approval. Moreover, it would also be patently unfair for the
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Commission to provide more far reaching exemptive relief selectively to a brand new exchange, with
no track record, than it has seen fit to provide to existing exchanges, especially given the exchanges’
long and tortured struggle to receive the unworkable Part 36 relief which is available. The
Commission should either disapprove the Cantor Exchange application as contrary to federal law
or defer acting upon the application until it develops a more meaningful exemptive framework that
would be available equally to all exchanges.

Apart from the known legal flaws, the record is marred by numerous omissions and deficiences.
Thus, we also urge the Commission to stay its review of the application until the Cantor Exchange,
NYCE and Cantor Group cure those deficiencies. The Commission should republish the application
for a 60-90 day public comment period, but only after it has a complete record and has performed
its own legal analysis.

The Board of Trade plans to submit a more detailed analysis of the Cantor Exchange application at
the end of the current, foreshortened comment process.

Sincerely,

ST T oo

Thdmas R. Donovan

oo The Honorable Brooksley Born, Esq.
The Honorable John E. Tull, Jr.
The Honorable Barbara Pedersen Holum
The Honorable David D. Spears
I. Michael Greenberger, Esq., Director, Division of Trading and Markets
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Casc No. 2199, Antitrust Division, Department of Justice.

Sherman Act

Price Fixing—Commodity Exchange Commissions and Floor Brokerage Rates—
Members and Nonmembers Ceonsent Decree.—A commodity exchange would be required
by a consent decrce to phase out fixed nonmember commission rates over a four-year
period (according to a schedule of transactions by size) and, after the four-yvear period,
from Fxing member or nonmember commission rates or floor brokerage rates for com-
modily transactions or {from otherwise restricting the right of any member or of any non-
mcmber broker to agree with his customer on any commission or fee on any commodity
transaction. See {] 4650.10.

Department of Justice Enforcement and Procedure—Injunctive Relief—Commodity
Exchange—Consent Decree—Application for Relief.—A conscent decree permitted a com-
modity exchange to petition the court for relief from the injunction, which could be granted
on the defendant's estahlishmenut by a preponderance of the evidence that (1) relief was
cssential to continued funclioning as a commodity fuwres trading market, and (2) the relief
represented the least restrictive wav in time and scope of preserving it as a2 coinmadity
futures trading market. 1f the relief was granted, the government at any later time would

Trade Regulation Reports q 75.071
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obtain modification or elimination of the relief upon 2 showing by a preponderance of the
evidence that the relicf was no longer required pursuant to such standards, See { 8840.

For plaintiff: Thomas E. Kauper,
‘san, Jr., Daniel R. Hunter, Phillip L.

Asst. Atty. Gen,, Baddia J. Rashid, Hugh P. Morri-
Verveer, anct Ronald J. Silverman, Attys., Dept. of

Justice. For defendant: Wiiliam R. Jentes, of Kirkland & Ellis, Chicago, 1L

Propesed Final Judgment

{Proposed  final judgment]: Plaintiff.
United States of Amernica, having filed its
Complaint hercin on December 1, 1971, and
Plaintiff and Defendant by their respective
attorneys, having consented to the making
and entry of this Final Judgment, without
admission Ly any party in respect to any
issue and without this Final Judgment con-
stituting evidence or an admission by any
party hereto with respect to any such issue;

Now, Thercfore, before any testimony
has been taken hercin, without a trial or
adjudication of any issue of fact or law
herein, and upon consent of the parties
hereto, it is hereby

Ordered, adjudged and decreed as fol-
lows: .

I

[Jurisdiciion)

This Court has jurisdiction over the sub-
ject matter of this action and of the parties
hereto. The Complaint states claims upon
which relief may be granted against the
Defendant under Section 1 of the Act of
Congress of July 2, 1890, as amended (13
U. S. C. Sec. 1), commonly known as the
Sherman Act.

11
[Definitions)
As used in this Final Judgment:

A. "Board” shall mean the defendant,
Board of Trade of the City of Chicago;

B. “Contract” sha!l mean: (1) a com-
modity futures contract made on the Board
for the purchase or sale of a unit of com-
modity for futurc delivery as specified in
the Rules and Regulations of the Board, or
(2) an amount of cash commadity pur-
chased or sold on the Board cqual to a
single futures contract in the same com-
modity;

C. *Commodity Transaction” shall mean
the placing of an order for the purchase or
sale of one or more contracts, which order
is thereafter executed;

D. “Non-Member Commission Rates”
shall mean the rates of commission to be
charged by the Beoard’'s members to nan-
members for commodity transactions;

7 75,071

E. “Member Commission Rates” shall
mean the rates of commission to be charged
by the Baard's members to other members
for commodity transactions;

F. "Floor Drokerage Rates” shall mean
the rates of brokerage to be charged by
the Board’'s members who are floor brokers
1o other members for the exceution of com-
modity transactions on the Board's trading
floor;

G. "Commission Rates” shall include
any fees charged by Board members for
services rendered in connection with com-
modity transactions on the Board and any
such fees charged by the Board and dis-
tributed, in whole or in part, to the Board's
members; and

K. "Person” shall mean any individual,
partnership, firm, corporation or any othet
legal enlity.

111

[Applicability]

The provisions of this Final Judgment
applicable to the Board shall also apply to
its subsidiaries, successors, and assigns, to
each of its directors, officers, agents and
employees, when acting in such respective
capacities, and to members when acting in
concert with them, and to all other persens
in active concert or participation with any
of them who receive actual nolice of this
Final Judgment by personal service or
otherwise.

v
{Purpose and Effeet]

The purpose of this Judgment is to pro-
vide for an orderly transition to freely
competitive commission and fioor brokerage
cates on the Board. The transition shall
be accomplished so as o minimize the
disruption of commodity futures trading,
giving duc regard to the intercst of the
public in maintaining 2 sound, viable, and
competitive commodity futures trading
market,

v

' [Camnissions)

{A)} The Board is enjoined and rcstrai_ncd
from, directly or indirectly fixing, establish-
ing, determining, recommending, suggesung

®© 1974, Commerce Clearing House, Inc.

~
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or adherineg to, from and after each below-
specified date, any non-membec commission
rate on ihat portion of each commoxlity
transaction exceeding the number of con-
tracts appearing opposite the specified date:

T hat Portion
of Cach
Transaction

Schedule of Dales - Erceeding

The date of entry of this

Final Judgment .
September 4, 1974. ... -
September 4, 1973 ...
September 4, 197 ' 9 Contracts
September 4, 1977.. .. 4 Contracts

(B) From and after March 4, 1978, the
Board s permanently enjoined and restrained
from directly or indirectly fixing, establish-
ing, determining, recommending, suggesting,
or adhering to any member ar non-member
commission rate or fAoor hrokerage rate for
commodity transactions on the Board, or
from taking any other action restricting,
directly or indirectly, the right of any mem-
ber or of any non-member broker to agree
with his customer on any commission Of
fee on any commodity transaction.

24 Contracts
19 Contracts
14 Contracts

(C} Nothing contained herein shall pre-
vent the Board from phasing out fixed

rates in a lesser period of time than that
provided for by this Judgment.

(D) Nothing contained herein shall pro-
hibit the Board from levying or imposing
any fee, charge, or assessment to be used
Ly the Board solely to meet its current and
future financial necds.

Vi
[Rudes, Regulations and By-laws]

1Vithin ninety (90) days from the date of
entry of this Final Tudgment, the Board
is ordered and directed to amend its rules,
regulations, and by-laws by incorporating
thercin cither the schedule set forth in
Section V hereof, or any schedule which
results in the elimination of the respective
fixed ratcs in a lesser period of ume, and
by eliminating thereform any provision which
is inconsistent with this Final Judgment.

vil

| Notification]

The Board is ordered and directed to
mail, within sixty (60) davs after the date
of entry of this Final Judgment, a €opy of

Trade Regulation Reports

this Final Judgment to each of its mem-
bers. and within one hundred and twenty
(120) days from the aforesaid date of entry.
1o fle with the Clerk of this Court, with a
copy lo the Plaintiff, an afRdavit sciting
farth the fact and manner of compliance
with s Scetion V11 and Section V of
this Fifla) Judgment.

VIl
[Reporis)

For a period of ten (10) years from the
date of entry of this Final Judgment, the
Board is ordered to file with the Plaintiff
on each anniversary date of such entry, a
report setting forth the steps which it has
taken during the prior year to advise its
appropriate officers, directors, agents and
employees OF its and their obligations ander
this Final Judgment. The Bonard is also
ordercd to fle with the Plaintifi reporis
on its compliance with the schedule sct
forth in Section V of this Final Judgment
not later than ten (10) days after each
date specified therein.

IX

{Relief from Sces. 7 and V1)

The Board may petition the Court for
relief from Sections V and V1 of this Judz-
ment, and the Court shall grant such relicf
upon the Board's establishing. by a pre-
pondcrance of the evidence, that (i) relief
from those Scctions is essential to the
continued functioning of the Board as 3
commodity futures trading market, and (i)
the rclief petitioned for represents the least
restrictive way in time and scope, of pre-
serving the Board as 2 commodity futures
trading marketr, 1f the Court grants such
a petition, the plaintiff shall at any futare
time obtain modification or elimination of
such relief upon a showing, by a pre-
ponderance of the cvidence, that such relic!
is no longer required pursuant to the stand-
ards in this Section.

X

Inspcction and Compliancel

For the purpose of determining or securing
compliance with this Final Judgment:

Duly authorized representatives of th
Department of Justice shall, upon writte
reguest of the Attorney General or th
Assistant Attorncy General in charce -
the Antitrust Division, and on reasonab
notice to the Board made to its princig

q 7s5.07
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ofiice. he permitted, suhject to any legally
recognized privilege, and subject to the
presence of counsel if so desired:

(1) Access during its office hours to all
books, ledgers, accounts, correspondence,
memoranda, and other records and docu-
ments in the possession of or under the
control of the Board relating to any matter
contained in this Final Judgment; and

{2) Subject to the rcasonable convenience
of the Board, and without restraint or inter-
ference from it, to interview officers or
employees of the Board regarding any
such matters.

Upon such written request, the Board
shall submit such reports in writing, under
oath il so requested, to the Department of
Justice with respect to any of the matters
contained in this Final Judgment as may
from time to time be requested. No in-
formation obtained by the means provided
in this Section X shall be divuiged by any

Court Decisions
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representative of the Department of Justice
to any person, other than a duly auvthorized
representative of the Executive Branch of
Plaintiff, except in the course of lega! pro-
ceedings to which the United States of
America is a party. for the purrouse of
securing compliance with this Final Judg-
ment or as otherwise rcquired by law.

X1
[Retention of Jwrisdiction]

Jurisdiction is retained by this Court for
the purpose of enabling any of the parties
to this Final Judgment to apply to this
Court at any time for such further orders
and dircetions as may be necessary or
appropriate for the construction or carry-
ing out of the purposes and provisions of
this Final Judgment, for the modification
of anv of the provicions thereol, for the
enforcement of compliance therewith, and
for the punishment of violations thereaof.

e

-
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