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PROCEEDI NGS
(9:32 a.m)

MR. BARNETT: (Good norning, everyone.
Wl cone to the Staff's Public Roundtable to
di scuss Custonmer Protection Requirenents for
Fut ures Conm ssion Merchants. This Roundtable
follows, and is in addition to, the Public
Roundt abl e we held at the end of February,
begi nning of March. And our objective today is to
gat her public input on a variety of issues and
| deas to further protect custoners.

In terns of specific topics today, we'l]l
have three panels. Qur first panel is broken into
two parts. First we will focus on the SRO
requi renents for exam nations of FCMs. And second
we'll | ook at the CFTC s oversight of SRO
exam nati on prograns, and in both of those topics,
we wll be looking at the role of the independent
CPA whose is engaged by the FCMin the exam nation
pr ocess.

Qur second panel wll focus on various

questions staff has for our panelists regarding
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custoner protection proposals that we've been
wor ki ng on.

And our third panel of the day wll take
stock of the various alternative nodels for seqg.
That are being discussed in the industry. A
di scussi on, eval uation of those various
al ternatives conparing values and feasibility
conparing and contrasting, and frankly, naking the
participants in those efforts a little easier to
find should others wiwsh to join them

In ternms of housekeeping itens, the
bat hroons are in the back, down the stairs, around
the corner. In terns of breaks, we have one
schedul ed at 10: 30 but we nay adjust based on how
the discussion in the first panel is progressing.

In terns of questions fromthe audi ence,
we have cards on the side over here in which you
can submt questions in witing, and then those
questions will be brought up to us. |In fact, you
can drop it in the corner next to Camand we'l|l
field it anongst ourselves in an appropriate tine.

Lunch is at 12:45. It's short. We will
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begin again at 1:30. You'll be on your own.
There are several restaurants around the area to
run out and grab a bite.

O course, we are creating a
transcription of the dialogue today. To nake this
wor k, when one of our participants is going to
speak, first state your nane so that we can pick
It up and get it correct in the transcript.

And | ast, because of ongoi ng enforcenent
cases, we are not going to tal k about specific
mar ket events, whether it's M- 3 obal or Peregrine
or otherwise, there is really not a need to do
that in order to | ook afresh at custoner
protection in this space.

Al right, so let's start the first
panel. And by way of introduction, we know that
our Oversight Systemis for decades that SROs are
the front line regulators of FCMs. I n 2000,
Congress affirmed the Conmm ssion's reliance on
SROs by anendi ng section three of the Commodity
Exchange Act to state:

"I't is the purpose of this Act to serve
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the public interest through a system of effective
self- regulation of trading facilities, clearing
systens, market participants, and narket

pr of essi onal s under the oversight of the

Conmmi ssi on. "

So, as part of its Oversight
responsibility then, SROs are required to conduct
peri odi c exam nations of their nenber FCM custoner
funds in seg. and secured accounts, and the CFTC
oversees the SROs exam ning themfor the
performance of their duties.

And just to get the rubric right,
because SROs share the sane nenbers, to avoid
subj ecting FCVMs to duplicative exam nati on we have
a perm ssive systemthat allows the SROs to agree
how to all ocate FCMs anobngst them An SRO who is
all ocated certain FCMs for such an exam nation is
referred to as the DSRO for those FCMs.

I n any event, when we revi ew SRO
exam nations, we do so on a periodic basis.
Currently the CFTC does quarterly reviews of an

SRO s FCM exam nation programin which the agency
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selects a sanple, a small sanple, of the work
papers to review, and we also do sone |[imted
scope reviews of FCMs in a for cause situation.

Al so, under CFTC rules FCVMs nust have
their annual financial statenments audited by an
| ndependent CPA using GAAS Standards. As part of
thi s annual report, the independent accountant
must conduct appropriate reviews and tests to
identify any material inadequacies in systens and
controls that could violate the Comm ssion's
Segregation or Secured Anount Requirenents.

So, given this two | ayer exam nation
process, SROs exam ning FCMs and the CFTC
Oversi ght of the SRO exam nation process, it nakes
sense to | ook at each of these layers with fresh
eyes; which is what we're going to do now with the
hel p of our paneli sts.

So, before we start asking questions of
our panelists, let's go around the table and for
the transcript state your nane, your title, and
the institution you work with. [|'ll start. M

nanme's Gary Barnett. |[|'mthe director of the
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CFTC s Division of Swap Deal er and Internediary
Oversight. And Cam |I'mgoing to go this way.

MR PICCOLI: Kevin Piccoli, Deputy
Director, DSIO

MR. RICHARDS: Steve Richards, Speci al
Advi sor to the Chairman of the PCAOCB.

MR. RAMTAHAL: Anand Rant ahal, Seni or
Vice President, Departnent of R sk Oversight and
Oper ati onal Regul ation at FI NRA.

MR. ROTHVAN: Howard Rot hman, President

Vi si on Fi nanci al Markets FCM

MR, TELZER:. Sam Tel zer. | ama partner

with PricewaterhouseCoopers.

MR. TIRRELL: Bill Tirrell, here for
SIFMA Capital Commttee.

MR JAMRQZ: |'m Mke Janroz. |I'ma

partner at Deloitte & Touche.

MR, HOLLOMAY: |'m Mark Holloway and |I'm

Chai rman of the SIFMA Capital Committee.
MR. HAGUE: Good norning. |'m John
Hague. |'ma partner with Mcd adrey.

(Recess)
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MR. NUNERY: And |'m Cam Nunery. | work
in the Ofice of the Chief Econom st.

MR. BARNETT: Let's wait a second and
see if we can get this side of the table working.

(Recess)

M5. FLAHERTY: |'m Eileen Flaherty,
A obal Head of Conpliance and Financial Crine
Prevention at Newedge G oup.

MR. FILLER. Ronald Filler, Professor,
New Yor k Law School .

MR. DRI SCOLL: Dan Driscoll, Chief
Qperating Oficer, NFA

M5. DOMWNS: Yvonne Downs, d obal Chi ef
Qperating Oficer, Jefferies Futures Division.

MR. DE LEON: Bill De Leon, Managi ng
Di rector PIMCO

M5. CHEESEMAN: Ann Cheeseman, Audit
Partner with Ernst & Young.

M5. BAGAN. Anne Bagan, Managi ng
Director Audits, for CVE G oup.

MR. BARNETT: G eat, thank you very

much. Al right, so, we're going to start with
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sone questions. We've given you guys the
questions al ready, but we're going to go through
t hem and get your thoughts now. W know how
you're going to answer. And sone of them are
basi ¢, but you know what, we're going to start
fromthe beginning, right? And we're going to
build up fromit. So, we appreciate your patience
with us, and, you know, so, for instance, our
first question: Wat's the purpose of an
exam nation? Wat are we trying to acconplish?
We're tal king about SRO requirenents for
t he exam nation of FCMs. What shoul d they hope to
acconpl i sh and what should we not expect from an
exam nation of an SRO?

Who wants to take the first shot at 1t?

MR, DRI SCOLL: Dan Driscoll, NFA  So,
from NFA' s perspective our objective in doing an
audit of an FCMis to achi eve reasonabl e assurance
of conpliance with relevant NFA and CFTC rul es,
and that all of the balances in the financial

statenents that are filed wwth NFA and the CFTC

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page:

14

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

are properly stated.

| would point out that while our
obj ective is to achi eve reasonabl e assurance of
conpliance wwth CFTC and NFA rules, we don't
believe that the goal is to guarantee conpliance,
or to ensure against violations of the rules.

MR, TIRRELL: Bill Tirrell, SIFVA |
think fromthe industry side we | ook towards the
-- first of all, let me just say that fromthe
I ndustry side we, | think we share comon cause
here of trying to nake sure that the firns are
conpliant, that we are protecting clients, assets,
and so on. So, we do have a shared interest in
this, and we look to see if the processes,
controls, wthin the organi zations are neeting the
current standards in conpliance.

So, we look at this, | think, nore as an
asset test, if you wll, if we are doing what we
shoul d be doing in order to protect clients, to
stay in conpliance with both capital and client
protection rules. So, it's kind of a check and

bal ance, if you will, fromthe perspective of the
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firms.

| would al so say that, our expectation
I s that exam ners that have the benefit of going
around to nultiple firns and seeing different
processes, controls, conpetencies, and so on, that
they would be able -- that we as an industry
shoul d be able to I everage that in order to ensure
that we are all neeting high standards of best
practi ce.

So, from an expectation froman industry
side, | would say best practices is high
expectation as far as conpliance, conpetency,
controls, and processes.

MR. BARNETT: Thank you.

M5. BAGAN. Gary.

MR. BARNETT: Go ahead. Ron?

MR, FILLER | agree with Dan. | nean,
the main purpose of an examis all registrants
i ncluding FCMs, but all other registrants are
subject to not only statutory provisions, but all
the regul atory provisions established by the CFTC

and NFA, but there's also a further step that the
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regs and the policies in the industry also inpose
I nt ernal standards.

Meani ng each FCM each regi strant have
to have their own policy nanuals in place, and so,
part of the exam should govern not only conpliance
with the aws and the regul ati ons, but naking sure
the individual firms FCMs, in this case, are
follow ng their own internal policies as well.

MR. BARNETT: Wat do we nean by "their
own policies and procedures?" What standards
shoul d apply to those policies and procedures? |Is
It off again?

Ckay. Cam could you go hit the door
(i naudi bl e). Maybe we shoul d cone back to you on
that. | don't want to | ose the thought on it.

SPEAKER: Anne's mc i s working.

MR. BARNETT: Anne, go ahead.

M5. BAGAN. Anne Bagan. And | also echo
what Dan was saying. Qur audits, our exam nations
are incredibly detail oriented, but | did want to
rem nd everybody that they are, as of a point in

time. So to Dan's point, it is not a guarantee
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that the balance will always (off mc).

And as far as CME G oup, because the
audit function is part of our C earing House, we
consi der the whole audit function part of our risk
managenent procedures in getting to know our firns
and understandi ng their business experti se.

(Recess)

MR. RAMIAHAL: Anand Rant ahal from
FI NRA.

MR. BARNETT: Yes, go ahead.

MR. RAMIAHAL: Responding to the
exam nati on question. From our perspective the
exam nation i s an opportunity to ensure that the
systens, processes, controls in place at
regi stered broker dealers that are subject to our
exam nati on program are working as intended, and
that the nenber has adequate resources in place to
ensure that they are acconplishing conpliance with
federal securities laws and SRO rul es and
regul ations. Fromour perspective it's also a
really good opportunity to educate our nenbers on

how t hey can and should conply with federal

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 18

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

securities |aws, obviously, when we think that
their systens and processes are weak or deficient.

MR PICCOLI: So Anand, when you | ook at
the policies and procedures you' re actually going
and testing the controls, the underlying processes
t hensel ves that are there, is that right?

MR. RAMTAHAL: Yes, and that could be
both qualitative and quantitative dependi ng on
what areas or reviews we're | ooking at.

MR. BARNETT: Let ne challenge that a
little bit because |'mhearing -- and | think
there's the focus on controls and sort of risk
managenent orientation, not just counting
obvi ously seg. secured capital. | nean, it's
core, and basic, and obviously, hugely inportant,
but also |I'm hearing discussion about controls.

To nmake sure that things are being operated --
"wor ki ng as intended" was the way sonebody j ust
said it.

What's your view about the bal ance
bet ween the substantive, you know, counting the

anounts that are there and then the risk man -- or
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the control orientation to nmake sure that things
are set up to work as intended?

M5. FLAHERTY: Again Eileen Flaherty,
Newedge Group. | think that you're correct.
There is a balance. | don't think that |I'm saying
that that's not proper, to also |ook at the
framewor k, and the control franmework, because |
think the audits do that.

But again, when it gets down to it, in
addition to | ooking at that, |ooking at the
organi zati on, the governance of an organi zati on,
overall how the organization is nanaged, that's
all part of the audits too.

But, also, again, there is a very, very
hi gh and heavy focus on tying out and | ooking at
particularly, you know, the seg. and secured
anmounts, both fromthe FINRA side and again the
DSRO for the CME Group in this instance.

MR. BARNETT: O her reactions to that?
Thought s?

MR. DE LEON: Bill De Leon, PIMCO |

agree and | think that while it's very inportant
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to focus on the process and that the rules being
| nposed by the regulatory bodies, as well as the
sel f-denom nated rul es by each entity are being
followed, | think given what we've seen, as well
as the expectation by end users is that the
standard of care has to be considerably higher in
terns of ensuring that the noney is where it's
supposed to be.

So, as to Eileen's point about seg., our
expectations would be that every FCMis
guaranteeing that the noney is where it's supposed
to be on a daily basis, and soneone's checking it.
And to the extent that certain investors may
| npose or ask their FCVMs to guarantee that for
them | think it's nore appropriate to be done at
the regulatory | evel as opposed to investor by
I nvest or aski ng.

So, | think it's definitely falling into
the utility function, and | think given the
reactions we've seen, it is inportant to realize
that it may not be as clearly delineated as sone

peopl e have thought. But the expectation is
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clearly there.

MR, PICCOLI: Just follow ng up on that
Bill, because two thoughts. One, | totally agree.
| think that's certainly a reasonabl e expectation
of the users to make sure that the noney's there
all the tinme. But two thoughts, one, a | ot of
times, you know, we'll conme in and | ook at point
intinmne. So, w'll go and we'll say, okay, yep,
the cash is there. W confirmit, tie it all out,
agrees wwth the general |edger, that's great.

| think, but it's balancing that with
| ooking at the controls to nmake sure, okay the
cash is there today. WIIl it be there tonorrow?
And there | think, | would think that what we need
to do is ook at the controls to nake sure the
controls are sufficient to ensure that cash w |
be there tonorrow

We're | ooking at one point in tine, so,
I nstead of just a substantive view of, okay, is
the cash there today? Geat. Wat are the
controls to make sure the cash is there tonorrow?

| think building that in, and if | could
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just, just follow ng on that, how nmuch reliance
shoul d be placed on the CPA, the independent CPA
comng in and doing the financial review?

MR. DE LEON: There are a lot nore
peopl e here who are nuch nore versed in sone of
this. | would say fromwhere we sit, that the
concept of point in tinme is incredibly inportant
and | think that that is for a deep dive into sort
of all the nuts and bolts of everything. There is
clearly the inportance on having the surety and
reviewi ng the process and making sure it's
foll owed on a daily basis.

However, at the end of the day, the
expectation is that each FCM neet its seg.

Requi renment and soneone has to go, "okay, we did a
deep dive three nonths ago, or six nonths ago, or
two weeks ago. They have a good process in place.
They have good controls. W did a deep dive."
That's great, but we need to know every day that
seg. is there, because we've seen that soneone can
go frombeing in a good seqg. situation to a |ot of

nmoney mssing really quickly. And | would argue
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that investors expect that degree of confidence
and are asking the questions for that.

So, | agree the deep dive should be done
| ess frequently because it's a nmuch nore
conplicated thing, however, at sone point soneone

needs to go, "Yes, seg. is net every day," because
if it's not net and there's a violation and you
don't act on it, that's when things can go really
badly, both for the end user who has put noney in,
as well as the financial systemin general, which
| know are two of your concerns.

M5. BAGAN. Anne Bagan. |'mgoing to
reiterate what Eileen said, too. | don't want
anybody to think that we don't take internal
controls into account on our regulatory audits.
They are primarily financial, but in order to
assess what areas we are going to |l ook at on any
regul atory audit, we do |ook over the firms
controls and procedures and that hel ps us assess
where we need to focus our energy on any audit.

To ny point of view, if you go through

that process and then you do the regul atory audit
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and things tie out the way they're supposed to, |
think you can rely on the firm s procedures at
that point. Not to say sonebody won't break it

| ater on, but we don't have a guarantee of that.

MR. BARNETT: | want to cone back to
t hat question about how -- thank you -- how peopl e
test the efficacy of controls. | nmean, because

It's kind of like if you count it and the noney's
there, then the controls nust be. 1'mnot sure.

| want to conme back and get people's thoughts on
that. But, Dan, go ahead.

MR. DRI SCOLL: Dan Driscoll, NFA |
just wanted to make a few points. One is that
while the audit date is as of a particular date,
sort of a balance sheet | ook at the firmon that
date, | don't think anybody should think that when
we | ook at transactions, when we test things, that
It's only on one day. There's the transactions
that we | ook at are over tine, but we just tie
everyt hing out, hopefully to the penny, on the
audi t date.

So, it's not just a one day sort of

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page:

25

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

thing. On the question about, which is nore

i nportant: Controls or testing? | think they're
both i nportant, because | think one w thout the
ot her just wouldn't get you anywhere near where
you need to be.

MR, TIRRELL: Bill Tirrell. In ny 30
pl us years' experience, | can appreciate the fact
that the NFA and the CVE do have processes to | ook
at controls and so on, but in practice | can also
tell you that nost of the tinme, the exam ners are
spending their tinme ticking and tying nunbers, and
not havi ng conversations with the fol ks that are
actually involved in these processes.

And as an exanple, we just had a recent
request cone in to |look at our bank accounts and
our reconciliations. And there are over 50 plus
bank accounts that need to be reviewed, and the
request is for all 50 plus bank accounts in hard
copy and reconciliations. And we enploy an
automated reconciliation utility that nost of
t hose reconciliations go through.

So, to | ook at 50 plus, to spend those
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hours and we were told by two different exam ners
that that exact sanme process would be for four
exam ners for ten weeks and two exam ners for four
weeks.

So, there's a big dispersity there of
time and commtnent, but if they have an aut omat ed
utility that reconciles that's separate and
di stinct fromthe operations and sone of the other
aspects of the business, one would wonder if
you're really spending enough tine evaluating the
controls and processes, or are you really
concentrating on ticking and tying the nunbers
back to reconciliations? And follow ng those
reconciliations through into the actual seg. cons
and what controls and oversights and escal ati on
processes around it. | have not seen that in ny
current processes, or in ny past processes.

MR. BARNETT: Thank you. Bill, let ne
junp back to Bill De Leon. So when you tal k about
wanting to nake sure the cash is there every day,
taking what Bill Tirrell just said, with the 50

accounts and the reconciliations that have to be
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done aut omat ed.

So, is it that you discount controls and
that you would, for instance, in this case, you
woul d have sonebody on a daily basis going through
the accounts, or I'mtrying to understand the
bal ance between --

MR. DE LEON: W are not discounting
controls, and we're not discounting the fact that
there have to be good processes and they need to
be followed in any way. However, at the end of
the day, you want to put as many controls or
checks in place to ensure that they're being done.
And given the sizes of noney involved here, and
the i ssues associated with where that noney goes,
and how quickly it can noved fromone entity to
anot her, we want to nmake sure that it's checked,

So, | agree with you, 50 hard copies
every day is incredibly difficult to verify. |
woul d poi nt out, though, and several people at
this table can tell you that they do it every
single day for thousands of accounts, because

every one of our accounts, when we clear, they
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tick and tie at the FCM every single penny. And
if we're off, we get a phone call. And we're not
the only client of these large institutions.

So, we're tal king about tens of
t housands of accounts that are automated, that are
verified, and ultimately those nunbers go into the
CME or LCH or ICE or whoever it is, and they are
verifying those nunbers at the entity |evel.

So, I'mjust saying that if each FCM has
that standard of care for every one of its
clients, because | can tell you if we underpay on
initial margin or variation nmargin, we're getting
a lot of phone calls, and there're a |lot of issues
that the standard of care in our view should be
comrensur at e.

MR. BARNETT: W need sone help fromthe
bi g accounting firns, okay? Sam and Anne, and
M ke, and Rich, we need sone help. Controls
versus substantive testing, we need sone help.

Thoughts? M ke, you want to go first?

MR, JAMRQZ: Well, let nme start by

saying that | don't do audits. |'mactually in
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the -- ny background as you know, is a forner SEC
enpl oyee in that area that wites the rul es that

t he broker dealers are subject to. And | amny
techni cal advisor to our audit practice. [|'Il
make a commrent but | would really like the rest of
the folks here that actually do the audits to
suppl enent this.

But it's basically going to echo what
has been said already, in that, you know, that
both are inportant. You need absolutely to | ook
at controls and a good, not only culture of --
first of all I would say that the conpliance and
control culture of the firmitself is inportant,
in addition to the control thenselves, but also
you have to supplenent that with the appropriate
anmount of testing. And | would expect that nost
of the other firns here would say the two go
together. | nean, what you are supposed to do is
desi gn your testing around your evaluation of the
controls, right?

MR. BARNETT: Sam you want to take a

response?
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MR. TELZER: Sure. Sam Tel zer, thank
you. From an audit standpoint, the audit
standards really tal k about evaluating the control
structure at an entity. And if we all step back
and say, audit standards are generic for all
entities that are subject to the audit. So, there
Is no specific audit standard that applies to an
FCM as an FCM

So, we start off wwth a very broad
brush. | think the other panelists have nade a
| ot of good points, is that, you do have to | ook
at the m x between what is the control
environnent. \Wat are the policies and
procedures? Who has authorization? Wat
t echnol ogy supports the process? How nuch of it
is what |'lIl call spreadsheet based versus nore
aut omat ed technol ogy based?

And | think you get a lot of granularity
when you start |ooking at different organizations,
and |'ll take up on what Bill said is when there's
aut omated reconciliations, an auditor can test

those and get a lot of confort if those automation
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controls are appropriate and can be tested.
There's no reason to go test those things in a
nore substantive manner with deep dives if you can
rely on the controls.

The issue you typically get into in
al nost any organization is there is sone m x of
controls and nore human el enents, and the human
el enent, just because we're all humans and hunans
can make m stakes, is the human elenent is often
what affects the bal ance between controls and what
auditors call substantive testing. So, | think,
you know, froma overall quality perspective it
would really be terrific if there was, you know,
I ncrenmental information on what expectations are.

| clearly hear Bill with what he said
from Pl MCO of what the expectation is fromthe
users, and | think the auditors are trying to neet
t hose expectations, but there can still be a gap
gi ven the volunme, given the human el enent, given
the way the organi zation sets itself up. So, |
echo what M ke said as well which is that there is

al ways a desire to be able to rely on what an
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organi zati on does; because that's the highest
| evel you can get to.

However, you could al ways see where a
human bei ng, w thout proper gui dance, w thout
proper expertise, would not naybe nmake the sane
deci sion as a technology systemthat's supporting

t hat sanme structure.

MR. BARNETT: Thank you. Go ahead, Ron.

MR. FILLER | want to throw in another
I ntangi bl e el enent, and M ke nentioned it just
briefly, but I think it needs to be tal ked about

or discussed, and that's the culture of the firm

| mean the culture of the firmin dealing with the

audits, when | was at Lehman our DSRO was the
Board of Trade, |, as a managing director, and
anot her senior officer, were always assigned to
work with the audit staff who cane in fromthe

Board of Trade to making sure we were in

conpliance with and working with themto determ ne

what ever procedur es.

| also had the opportunity when | was at

Lehman to be a nenber of the CME C earing House
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Ri sk Commttee, so, we knew, | knew what they were
concerned about al so | ooking at other FCMs and so
forth. And | think it's the culture nmaking sure
that the firmhas that necessary intangible to
ensure that they, not only fromthe internal
controls, or testing perspective -- and | think, |
know we' re not supposed to tal k about specifically
two recent firnms, but | think if you | ook at those
| ssues, and sone of them and drill down, it's
really the culture of those firnms that causes as
much of the problens. A lack of controls at those
firms, and it's an intangi bl e.

You can't regulate a culture, but that
is still a very significant role in making sure
the firns are in conpliance with the appropriate
regul ati ons.

MR, PICCOLI: Yeah, |I think that's a
great point, Ron, because it goes to the risk
profile. How do you establish the risk profile of
a firmand fromthere determ ne your ordered
approach? So, that's a great observation, thank

you.
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MR. BARNETT: Let's go back to John,
too. Sorry about that, go ahead.

MR. HAGUE: No, just froma historical
standpoint in auditing FCMs for the |ast 30 years,
we, as auditors, have basically by default gone to
substantive testing. Yes, we're required to gain
an understanding of the internal control structure
as Anne had basically said, and make a ri sk
assessnent, but a lot of tines because of the
point in tinme nature of our report, including the
I nternal control reports, historically, we've
defaulted to substantive procedures versus really
testing controls.

So, there's a huge difference between
gai ni ng an understandi ng of the controls and bei ng
able to nake a risk assessnent, and actually
testing those controls. And I'"'msure later on in
this norning's discussion we'll tal k about the
recent proposed SEC and PCACB rul e changes for
br oker deal ers.

MR. RAMTAHAL: |'d like to, Anand

Rant ahal , comment on internal controls and testing
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on exans. And a large part of the scope of our
examis driven by what our survey on staff knows
about a given firm So, to your |ast comment,
Kevin, what is the risk environnent? How do we
view the staff? Wat is our history with this
firnf
Sam nenti oned spreadsheet controls. You
know, do they have systens, proper systens, in
pl ace to ensure conpliance wth specific rules, or
Is it done manually? Wat is the quality of the
staff? And I'lIl talk a little bit |ater about our
surveill ance program but really, our exam nation
and the scope of our exam nations are driven, and
generally at nost (inaudible) clearing firnms are
out there once a year. But we're in touch with
our firms throughout the year, so that we
understand their business, the risks, the quality
of the staff, and it's an accunul ati on of
i nformation throughout the year that will drive
t he scoping of our exam nation when we're on-site.
So, it may be a review of internal -- a

review and testing of internal controls. Wat are
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the controls in place? What are the escal ation
processes? \What is the corporate governance
environnment? And that will drive whether or not
we actually test during the course of our
financial operational reviews. None of us has
unlimted resources, so we have to find the nost
efficient ways of executing our prograns.

MR. BARNETT: Let ne ask, say a snaller
BD versus one of the |arge BDs, would the snaller
BD that has a smaller conpliance departnent and
presumably could it have as good a control
structure as a |arger one? Does it drive you
towards nore substantive testing versus control
based reliance? | nean, how does that factor in?

MR. RAMITAHAL: Well again, it's all
about what we know of the firm and what we
identify as risks. And, as | said, that's always
ongoi ng. So, the scope of the examw || not
necessarily be small er depending on the size of
the firm In fact, it could go either way.

So, size doesn't matter. It's what we

know of the firm what we identify as risk, what
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we know of the internal control environnment.

MR DE LEON: Gary?

MR. BARNETT: Thank you.

MR. DE LEON: | just want to conmment on
that, and maybe |I'mjunpi ng ahead. Qur view has
been that regardless of the size of the firm
there's a standard of care that has to be held,
and it shouldn't matter whether it's a large firm
or a small firm The standard of care needs to be
met. So, a larger firmmay have nore assets and
nore resources, however, there's just got to be a
basi ¢ standard of care. |It's sort of anal ogous to
a car, right?

You buy a car; it has to have certain
safety standards. Doesn't matter, you know, if
it's a Prius or if it's a Lexus, it's got to have
that certain basics.

MR. BARNETT: Ckay, thank you. And for
the record that was Bill De Leon. GCkay. Sone
nore fromthe accounting firns? Wo have we not
heard fronf

MR PICCOLI: Rch. A so you cane a
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little bit late. | know you had pl ane trouble.
Can you just introduce yourself? Thank you.

MR FLONERS: |I'm Rich Flowers, a
partner with Grant Thornton. Been in the industry
about 40 years and previously was the engagenent
partner on a nunber of nmajor | eague FCMs which
have, unfortunately, gone the way of the
Washi ngton Nationals as far as |'d hoped anyway.
But it includes EF Hutton and other big firns,

| think that the assessnent of the
overall environnent of a client is excellent, the
risk looking at it that way. If we want to | ook at
the actual controls, though, the distribution
bet ween what's underneath the nonitoring controls
and then the various fundanmental controls that
m ght flowinto the nonitoring controls. And
don't rely sinply upon nonitoring controls.
That's an easy way to -- well don't forget he
reviews the reconciliation. So you have to sign
of f on that.

No, what were the fundanental controls

that were actually in place? That's where we get
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down to the details, and | think that the

sel ection of the extent of the testing of those
fundanmental controls is inportant. Certainly they
then transmt up to what nonitoring controls you
are going to have in place.

MR. HAGUE: You know, another point that
needs to be made is that we are in a very
conpetitive environnent. The CPAs in this room do
get paid for providing those professional
services. So, we're tasked wth providing an
efficient and effective audit that neets the
st andar ds.

And again, it gets back to whether or
not we're going to test controls. Once we gain
t hat understanding, if we spend a ot of tine
testing controls, but don't reduce the anount of
substantive testing that we perform we're
spendi ng nore tine and not necessarily inproving
the results of the audit. Could, but potentially
not, and then again, we are For Profit
Organi zations and we al so have clients that are

very demanding on us to be, and to provide as an
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effective and an efficient audit as possible.

So, by testing controls and not reducing
I n the anbunt of substantive testing we're going
to be doing anyway, again, as a point in tine,
auditors | ean towards provide just doing the
subst anti ve testing.

MR. BARNETT: Howard?

MR, ROTHVAN: Howard Rot hman, from
Vision, and | want to kind of go back to Bill's
point alittle bit. | think there's got to be a
little sensitivity that we have gone, all of us,
froml call it a batch environnent where it's an
end of the day or end of the nonth or end of the
year environnent, to where we're all on real tine.
And certainly at the CME and with the CVE C earing
House on tradi ng of our custoners and SPAN mar gi n,
they're able to assess the risk and the P&L of
various custoners on a real tine basis.

And firnms today and |I'msure all of them
that are here today, all have real tinme nonitoring
of their custoners. So, the question is when

we're asking a point in tinme, | think that
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di m ni shes at the end of the day the useful ness.

| f you're auditing once a year, if you' re auditing

once a nonth, but as the world' s changing all day
long, | think that, and again we're going to get
into ideas | ater on, but obviously, especially at
the CVE, ny DSRO they see the vast npjority of

t he custoner trading and the SPAN nmargin.

But, we need as an industry to all ow
them as a reqgulator, to have access, and | know,
Bill, you have a |egitimte point about 50
di fferent bank accounts, but, and are nuch
smaller. But, we basically have two bank
accounts; | don't see any reason why the tool of
real time view access into our bank accounts, for
our custoner bank accounts, aren't available to
the regul ators, whether the CFTC, the NFA, at all
tinmes.

They, obviously, view all of our
custoner trading at the C earing House real tine
all the tine. It's again, nothing is going to be
perfect, but we need to give everybody the tools

so that if they're counting on the regulators to
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say the noney is there and the controls are there,
you've got to give themthe real tinme nonitoring
tools. And | think that will go back to Bill's
poi nt of being able to ensure at the end of the
day that the noney is there for all our benefit.

MR. BARNETT: Thank you, Howard. Ann,
can we get your thoughts on this topic?

M5. CHEESEMAN. Yes. M thoughts are
probably a little bit redundant, but | would agree
with nmy col |l eagues that we follow the auditing
standards. W follow, there are sone exanple
audit procedures in the Al CPA practice aid, and
you'll see in there that they are a m xture of
control procedures and substantive procedures.

And |I'm al so keen to see, we've been listening to
the debate related to the SEC s upcom ng 17a-5
rules, and it's a sim/lar debate.

And so, | know there's been struggles on
that, and | think we should | everage those
di scussi ons when we're tal king about how nuch
control testing and the cost et cetera.

MR. BARNETT: G eat, thank you. Qhers
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on this question who want to weigh in? Ckay.

Al right, so let nme ask you a question.

Again, it's kind of a basics question, but | want
to tal k about exam nations and fraud. And if
exam nations, | assunme they -- | need you to
correct me, advise ne, but to what extent do
exam nati ons under, | guess, GAAS | ook at fraud?
And to the extent they don't, given issues we've
seen, can fraud audits be done practically? |If
not, what other kind of mtigants should we be

t hi nki ng about i npl enenting?

Bill?
MR TIRRELL: Bill Tirrell. Quite
honestly, Gary, | don't see nuch difference

bet ween doi ng an exam nati on and doing a fraud
exam nation. | think they are sonewhat hand in

hand. And again, it goes back to |ooking at sone

of the fundanentals, if you will, the bl ocking and

tackling of the controls. You know, are there

separation of duties? Are there supervision and

escal ation policies in place? How nuch automation

Is in place? Things of that nature that would
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prevent fraud, as well as the conpetency of the
peopl e.

Do you have a clerk, that if you asked
t hem what happens if you do this wong? He says,
"well, | don't know. Talk to so-and-so." There's
a good chance that that individual is not going to
pi ck on sonething that |ooks a little odd, or
could be influenced by soneone el se.

So, | think when you | ook at the overal
culture, as we tal ked about, the controls and
processes in place, the conpetency of the
I ndi vidual s, the separation of sonme of those
bl ocki ng and tackling things, | think that's all
wrapped up into an exam There is no, in ny
opinion, no difference in doing a fraud exam
versus a regul ar exam

MR. BARNETT: O her views?

MR. RAMIAHAL: Yeah, |, Anand Rant ahal .
| would agree with Bill and while we do have a
fraud el enent in our exam program again it's
going to be risk based driven. And so, what do we

know about the broker dealer? |In addition to the
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things that Bill nentioned, who is the public
accountant? What is the quality of that
accounting firmor individual that we know? How
are custoner statenents generated? W've seen
br oker deal ers where they're done manual ly.

They' re generated on a Wrd docunent.
What is the profile of the custoners? Wat is the
relati onship of the senior nenbers of the firm
Wi th those custoners? There has to be red flags
there before we choose to execute a fraud review
during the course of our exam And again, if we
know the firmand know the firmwell enough, we
shoul d be able to nake those decisions if and when
we do fraud reviews.

MR. BARNETT: Ckay, thank you. Sanf

MR. TELZER: Sam Telzer. | think there
may be a nuanced point that you nmay be getting to
Gary, which is, when you | ook at the GAAS
standards which is the audit standards the
auditors follow, there are specific standards
about the auditor responsibility relative to

desi gning prograns to detect fraud and there's a
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| ot of expectation issues in the user comunity
about what is the auditor role in detecting fraud.
One of the things |I think the profession
has tried to do, and |I'mnot tal king about the
DSROs or the SRGs, nore the independent auditors,
Is we've worked with forensic type auditors to try
and i nprove our audit procedures. Because we
think that that clarity, that additional step,
actually inproves the quality of the audit. There
I S probably sone neasure where others who do
exam nations of FCMs or broker dealers, to the
extent they're not already using that type of
skill, that m ght be sonething that can inprove
the audit process to really bake in fraud
detecti on nechani sns, and really help the overall
exam nati on process.

MR. BARNETT: Thank you. Qhers want to

M5. BAGAN. | have a question.
MR. BARNETT: Yep, Anne.
MS. BAGAN: So fraud audit seens to be

the popular termright now that keeps getting
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thrown around. Wiat specifically are we tal king
about there? Wat type of steps are we | ooking
at? Is it just an internal control review? O
when you say, you look for fraud, what do you | ook
for?

MR JAMRQZ: Actually, this is MKke
Janroz. | just want to supplenent the question
Anne i s asking because fraud, the definition of
fraud is actually very, very broad. And it could
cover anything fromjust sinple enbezzlenent to
other things that don't really even touch the
accounting financial control process.

So, | think, actually what woul d be
good, would be to frame the discussion with
respect to the types of fraud that you would |ike
us to discuss. What kinds of fraud are we talking
about here?

MR. BARNETT: [|'mnot sure | want to
frame it.

MR DE LEON:. Hey, Gary?

MR. BARNETT: Yes?

MR, DE LEON: If | can junp in.
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MR, BARNETT: Bill.

MR. DE LEON: You know, | guess, two
things. One, we sort of take the view of trust
but verify. And | know that that's sort of a
basi ¢ concept, however, the question of
verification, | think, becones nore difficult and
needs to be nore fleshed out, and, as Sam
nmentioned, sort of nore real tine independent
I nformation as opposed to relying on things.

Question of what auditors are used, and
what standard of care is applied to then? Right?
You don't want Bob, in his basenent, being your
auditor, so, who's the auditor -- how is that
sel ected, what standard of care is there is
anot her question in terns of that |I think is
relevant to giving a degree of confidence as well.

So, those are sort of the two things
t hat we think about because, obviously, there's
the process, there's the checking, but there's the
fraud concept. And unfortunately, if soneone
really wants to spend a I ot of effort doing fraud,

they're going to get quite creative. So, you need
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-- it's sort of a battle. So, | don't knowif you
can ever prevent it. However, you want to have as
much in place, and enough standards of care, and
sort of ways of thinking about things, that you're
catching the obvious ones, or they're flags that
are bei ng caught.

And, you know, having an outside auditor
cone and | ook at the process, who's checki ng who
that outside auditor is? What standard of care is
there to make sure it's not Bob, in his basenent?

MR, BARNETT: Dan.

MR. DRI SCOLL: Dan Driscoll, NFA |
just wanted to basically expand on what several
ot her panelists have said.

First of all, from NFA s perspective, we
view it as our job to be looking for fraud when we
do our exam nations and other work. And in fact,
over the years, we've uncovered dozens and dozens
of frauds, sone small, sone big, and we'l]l
continue to do that.

| do think that it's inportant to, you

know, always be | ooking for ways to do things
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better. And as Howard nmentioned that it would be
good to give online view only access to regul ators
of seg. and secured anount bank accounts. | just
wanted to say that next week, NFA has got a Board
neeti ng where the Board will be considering just
such a requirenent, where every FCM woul d have to
provi de online view only access.

And that's really only the first step.
Utimtely, what we're going to achieve is an
automat ed systemthat would receive information
daily fromall of the seg. and secured anount
account systens. Match it up to the segq.
| nformation we get fromfirns every day and to
give us alerts if there's any material differences
bet ween what the firnms reported to their DSRO and
what the banks confirm

MR. BARNETT: What kind of variances are
you tal ki ng about when you tal k about materi al
di fferences, given all this stuff about
reconciliations and so on?

MR. DRI SCOLL: Well certainly, there are

going to be recon -- especially when you're
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t al ki ng about hundreds or maybe thousands of
accounts. They're not all going to tie out penny
for penny, so there will be reconciling itens that
woul d be normal. Frankly, we're still in the
early planning stages of this, so | couldn't tell
you what those paraneters will be. But we'll
reach out to the FCM community, to the Bank
community to figure that out.

But that's our goal, which we hope to
have in place sonetinme next cal endar year.

MR. BARNETT: Ckay. €Eileen?

M5. FLAHERTY: Eileen Flaherty, Newedge.
Again, going to Mke's point, fraud is a very
broad term But if we're narrow ng that down to
tal k about is the noney actually in the accounts
or is it mssing, what Dan has said, what Howard
said, and what others have said, and | think wll
be di scussed this afternoon, is this idea of reach
or view only access to the bank accounts is
sonet hing that, you know, is a very inportant and
a good step. And while it will take sone tine to

get the technology and to get all the feeds to the
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regulators, it's absolutely a good thing, and a
necessary thing.

There are sone reqgulatory authorities
el sewhere that currently do this. So, it is
possible. And | think NFA w |l have sone
chal l enges, as well as the other DSRGCs, wi |l have
sone chal | enges because it's not just the bank
accounts. You've got accounts at foreign brokers,
and bal ances around the gl obe, but focusing on
what NFA is doing as a first step would be a
really good first step for the industry.

MR. BARNETT: Thank you. Yvonne, is --
ot hers who have, you know, Steve, and you, and you
guys have a -- go ahead, Mark.

MR HOLLOMAY: | just wanted to add a
t hought here and we would think, too, that the
access to information about bank accounts woul d be
a big step forward. 1'd just |like to comment
that, you know, we at Gol dman Sachs have gone
t hrough a nunber of internal control reviews and

very typically, by independent auditors and

ot hers, and very typically those reviews begin
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with a study of our transaction flows fromthe
begi nning of the systemto the end of the system

|f you will, fromtrade entry all the
way through the custoners account and, as you
woul d expect, the reviews include the auditors
actually seeing the transaction flow each step of
the way to the end. And, while | understand that
t hose audits and reviews are not intended
principally to capture fraud, | would think that
t hey woul d nmake the comm tnent of fraud or
particularly the hiding of funds nmuch nore
difficult to do.

But again, these reviews typically begin
with a conplete flow chart, for want of a better
word, of the processes, all of the processes that
the FCM or the broker dealer relies upon, and then
just test to see that all that really, really
happens. And | would think, and | want to
acknowl edge that | have not tried to commt a
fraud, but | would think that it would be -- that
type of review would make it far nore difficult to

mask a transaction or to funnel noney in another
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di recti on or whatever.
MR. BARNETT: Not just because you've
| aid out the flow, but because you've put in
t hi ngs around that flow. For instance, if you've
two people to enter a swap, for instance, into the
system or call to their counterparty the next day
to verify there's a live trade, or sonething |ike
that, | nmean there's --
MR. HOLLOWMAY: Yeah, and that's all part
of it, Gary. To see that the -- if we say that a
transaction has to get frompoint Ato point B, is
step one the review would entail a review of that
system and actually | ooking at records to see that
i ndeed it went fromA to B. And so on down the
| i ne, but yeah, but seeing that entails nmaking
sure that the personnel there, and there's a
procedure to take it the next step and whatever.
MR. BARNETT: G eat, thank you. John.
MR. HAGUE: |f the question is whether
or not there needs to be a special fraud audit, |
woul d tend to di sagree and suggest that that's not

necessary. As Sam has tal ked about, the
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profession, the audit profession, has | ooked at
that as a material risk of the statenents, the
financial statenents, and, obviously, the | oss of
assets, and have responded accordi ngly.

| nmean, we now have a focus on testing
journal entries, identification and testing of
rel ated party transactions. Looking at the
segregation of duties to nake sure that the people
in the front office aren't in the back office, so
to speak. Making sure that there's nonitoring
controls in place. And there's a huge word out
there call ed professional skepticismthat the
audit profession now has to entail.

And corroborative audit testing. W're
not just relying on inquiry anynore. W' re doing
a lot nore testing to nake sure that what we hear
and understand is actually in place. And | would
assune, Anne, that that's in place in your testing
of, and auditing of your participants.

MR. BARNETT: Thank you. Yvonne.

M5. DOWNS: Yvonne Downs, sorry,

Jefferies. | think for me as | sit here and
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listen, | think | come at it fromwhere the
custoners, who are the ones calling us and asking,
that they want to be assured that what they see
and hear at firnms is true. And given the, ny
concern is given the conplexity and the continuous
conplexity and additions in the business; | don't
t hi nk we go back enough to the sinple basics.

So, | call it back to basics. | nean,
we all tal k about trust but verify. | think that,
yes there's lot of systens and automation, but |
think we | ose focus on all the different controls
and procedures in a very conplex an organi zati on,
and need to focus a little nore on the central
core pieces. Wwo's got the noney? Were is it?
s it verified every day? And to ne, | think
that's what our clients are asking to know. And I
think as we tal k about this, we need to focus from
t hat perspecti ve.

MR. BARNETT: Thank you. Go ahead,
Howar d.

MR. ROTHVAN: Howard Rot hman. One thing

|'d like to add, and | think a lot of clients have
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a msconception inis that of firns |ike nyself
and Jefferies and others, we're nenbers of the CMVE
and therefore are part of their Cearing House and
of ot her exchange C earing Houses. And there's
anot her party that conmes to the table and that's
known as the settlenent bank. And that piece is
not in the structure of your non-clearing FCM.
And | think it adds a nore challenging |ayer for
t he NFA and Dan, because they don't have the
ability of what a settlenent bank can do.

And before you can belong to a Cearing
House, you've got to get a bank to act in that
fashion and they act in a role that they're
provi ding you credit, even though technically they
don't have to nmake a variance call or margin call.
But they keep their eye on the financi al
condition, your liquidity, and various other
factors and they're in contact with the C earing
Houses. And it may be sonething that | think it
can be done. |t would have to be thought out, but
there is no reason that non-clearing FCMs can't be

put under that role. They may clear at a certain
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FCM and they could be set up with their own
sub-cl earing nunber. So they could have a m dday
margin call if necessary.

So, there's technol ogy would allow for
it, but | think what it also will dois it wll
bring, again, another protector or another set of
eyes to the table, and that -- the last instance
of what happened in this industry cane from a
non-cl eari ng FCM and, obvi ously, fraud can happen
anywhere. But | think that's sonething that the
Comm ssi on should think about, just putting
everybody on a |level playing field where a
settlenent bank is required just to be in the FCM
busi ness.

MR. BARNETT: Thank you. One | ast
question, then we'll take a break, okay?

The role of the CPA, the FCM s CPA. How
much reliance should be placed on the review of
the financials perfornmed by the CPA? What
qualification standards should exist for, this
goes to your verification question | guess, or --

VR. DE LEON: Bob, the auditor.
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MR. BARNETT: Yeah, Bob, the auditor.
Yes, so, let nme throw that out there. So, what do
you t hink about the FCM s CPA? How nuch reliance
shoul d be placed on the review of the financials
performed by the CPA, including the statenent
going to the controls that are in place?

MR. DE LEON: | apologize. | didn't
mean to insult Bob. And this is Bill De Leon at
Pl MCO, and, Steve, obviously your organi zation
does a ot of work on certifying firns and we rely
at our firmon that. So, | think that there is a
standard of care, but it's not uniform And
there's not certification in terns of what a firm
needs to do. | think the big firns here have very
hi gh standards, but it's not clear that every FCM
that hires an auditing firmis hiring an auditing
firmthat neets a certain standard.

|"'mnot an auditor, and |'m not an
expert in that. However, | can tell you that
t here shoul d be sone standard that needs to be net
to say that you've got an auditor to cone in and

do an audit of your books. Well, did that auditor
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nmeet sone standard that people are confortable
with? That's, of course, no guarantee, but |
think it is another control. So, | would defer to
the experts on that one and to Anne as well.

M5. BAGAN. This is Anne Bagan. W
definitely would support sone type of standards
for the CPA firnms that our FCMs are using.
However, | think it needs to be an industry
standard so that there's no arbitrage going on.
And | think we need to | ook at both big FCMs and
small FCMs. W don't want to have it be so cost
prohi bitive that snmaller firns have to use big CPA
firms, but definitely we would support sone type
of standards, and would be willing to work with
the industry on setting those.

MR. BARNETT: O her reactions?

MR. RICHARDS: Yeah, let ne give the
regul at or caveat here. PCAOB doesn't currently,
the brokers and dealers in the FCMworld aren't
subj ect, the auditors, are not subject to PCACB
registration. At the nonent the current rule that

we have is a tenporary inspection programand it
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only relates to broker dealers registered with the
SEC.

Havi ng said that though, | think sone of
the things that we [ ook at when we | ook at
underlying firns just in the evaluation part of
our inspection program is we |ook at does the
firmhave the right skill set? Does it have the
right conplexity? What is the workload for the
respective partners? Is it realistic to be able
to do a GAAS, in the FCM worl d, a GAAS conpl i ant
audit given that workload? Do they have the right
| everage? Do they have the right financial
wherewithal to be able to service that particul ar
I ssuer or in our tenporary inspection program the
br oker deal er?

So, those are different elenents that we
t hi nk about as we're | ooking and coul d be
| everaged into a programw th i ndustry-w de under
it for the FCMs.

MR. BARNETT: Thank you, Steve. O her
t houghts? COkay, why don't we take a break? Let's

take a ten mnute break and then we'll come back
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at 10: 46.
(Recess)

MR. BARNETT: Ckay, we are going to
restart. We're actually going to need Steve for
t he next question. Just |like we're going to need
Ri ch.

So, first question in this second part
of our first panel is in an audit how do you
assess the risk of a fraud? How do you integrate
t hat ?

MR, PICCOLI: So, |looking at the risk
profile of a firm how do you determ ne, what are
the key el enments when you do your risk profile?
What do you | ook for, and then how does that
| npact your audit programthat you're going to
execut e?

MR. BARNETT: R ch, do you want to start
first? Then | want to ask Steve as well.

MR. FLONERS: | think you need to
understand that the fraud triangle needs to be
assessed in the firm actually the transacti ons of

the firmshould be evaluated in that fraud
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triangle, that's saying that first is there an
opportunity for fraud? |Is there an incentive
related to that opportunity? And is there
rational e, rationalization of the transaction?

Otentinmes, frauds start out as
m nuscul e, but they tend to grow as we tend to
rationalize those transactions. W do not have a
specific standard that says; well this is a
requi renent for the auditor to | ook at. But
certainly under ordinary standards 316. 505, |
t hi nk the enphasis is on the anount of journal
entry testing that would be exam ned relative to
t hose transacti ons.

And to sort those transactions out,
stratifying themby related party transactions,
transactions in unusual or generally inactive
accounts, transactions which nade by their nature,
not necessarily be the maxi rum anount or a | arge
anount, but m ght be an aggregate anount that the
simlar type transactions that are rated together.

These translate into unusual itens which

require sone investigation to satisfy that the
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transactions thenselves are actually valid and
appropriate. | think sone of the other firns
woul d want to chine in on what type of things that
would go with, but certainly |I think the extent of
journal entry testing and the actual exam nation
of that would, in general, assist in validating

t he exi stence or non-existence of fraud.

| don't know if Sam or John want to
comment on that.

MR, TELZER: Sam Telzer. | think if you
go to the guidance that Rich tal ks about which are
the audit standards, we generally think of what
are the conditions that can create a ripe
opportunity for fraud to exist? So, if you just
permt ne, I'll just lay that out, because | think
it's inportant to have a foundation in it.

| s, the guidance tal ks about there's an
I ncentive because people are under pressure. So,
you have to have an exigent event with the fact
t hat sonebody sees the opportunity for gain that
they could do this. Then you have to have, if you

will, ineffective or absent controls. W've
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talked a ot about that in the first half of the
panel. And then the third step is that you
ordinarily see a rationalization by the individual
commtting it.

Now, that can take a |lot of different
mani festations in that broad definition of fraud.
You have to | ook at, can managenent override
controls, because they really know, because they
desi gn controls, whether or not they can override
them They know where the weak spots are. So,
how do you assess whether or not that weak spot is
so weak that it's ineffective?

How do you | ook at the information
that's needed to nake that assessnent as to
whet her or not there could be a fraud indicator?
So, | just go back to what Rich said, is that it's
alittle judgnental in how you approach it. The
reason for that, and |I think a nunber of the other
panel i sts have tal ked about this, is it really
starts off with what is the conpany |ike? Wat is
their culture? Wat is their style? Can they be

viewed as reliable? Are they ethical? Do they
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pronote this throughout the organization?
When you | ook at the ways things can
occur, you start to step back and say, do
enpl oyees have the ability to rationalize the fact
t hey' ve been given an order, and they just march
wi t hout thinking about it, versus do they have the
ability to raise an issue and have it acted on?
So, I'mnot commenting about any
particul ar organi zation, it's nore just there are
risk factors that we all need to be thinking
about. | think it's good whether it's the
external auditor, the DSRO the regul ators,
because these are all the prine indicators of when
you coul d see fraud being mani fested. And how
those are chosen to be addressed is really a fact
and circunstances individual entity |evel issue.
MR. BARNETT: That's very hel pful.
Thank you. O her thoughts on this point?
MR PICCOLI: |If I can just maybe, |'m
sorry if there are any other thoughts, but | was
t hi nking of just sending it over to Bill for one

second. Put you on the spot, but just froma --
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because |'mthinking yes, there's a risk profile
that the auditors needs to do, but there's
probably also a risk profile or due diligence that
the users do. And nmaybe we need to conbi ne those
two in really looking at the firmfrom our

per specti ve.

Are there things, in particular, froma
user perspective, Bill, that you would | ook at a
firmand doing your diligence or your risk
assessnent of that firnf

MR. DE LEON: We do several things, and
as | say, | look at the world froma risk
standpoint, less froma formal accounting
st andpoi nt, so, please bear in mnd ny expertise
where, certainly, or lack thereof in sone of these
ar eas.

One of the things we do, and we consi der
sort of a concern, is to nmake sure that when we
say we have noney sonewhere, that's it actually
there. So, not only do we think about, at the top
| evel , where is segregation noney? How are they

nmonitoring, how are they controlling it? W want
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to make sure that what we think an FCM has on

behal f of our client is what they think they have.

And we check that regularly because we're
concerned to nmake sure that we're in agreenent.

And, you know, going to the fraud or
going to the control issue, we've found from
experience that the sooner you identify an issue,
the sooner it is to resolve it or to escalate it.
And when you have an issue and it ages, it's nuch
harder to figure out what happened, why, and you
have to start digging through things, and the
resolution is nmuch longer. So, to the extent
there is an issue which is nal feasance as opposed
to just an accounting issue or sonething that is
just clerical in nature, you don't know for a
| onger period of tine.

So, given that we're tal king about sort
of the real tine things, we try to do this daily.
And that's one of our concerns in terns of that.
And | also know that we ask, in terns of sone of
our FCVMs and how we think of the world, what are

t hey doing, what controls do they have in place,
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who's signed off on financials to say that they've
checked that seg. is good on a given day? Because
we want to nmake sure that soneone at a senior

|l evel at that firmis owning it. Nowit doesn't
nmean that they won't take the risk of going to
jail, or take the risk of lying, however, it is an
I ncentive. So, you want to have those things.

So, we think about it not only at the
top level, what is the firmdoing? Wat are their
controls? Wo's auditing then? But we want to
audit or have controls in place for our accounts.

M5. BAGAN. So, Bill, how do you do that
daily? How do you confirmit daily?

MR. DE LEON: We ask our FCMs to send us
a tape every day for every account with coll ateral
bal ances.

MR. BARNETT: Steve, could you weigh in
on Rich and Samis points on this fraud | ook.

MR. RICHARDS: Yes, so at the PCAOB, we
are inspecting the audit firns who are doing the
audits of issuers and on a tenporary program

broker dealers. So, in and of itself, w're
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| ooki ng to see certain areas within those auditors
and how they executed the work relative to the
st andar d.

One of the things, though, | think would
be hel pful to the discussion, when we think about
how we go about executing our work, is, how do we
t hi nk about our selections and where to | ook?
Because what we try to do is take many different
di sparate data sets, you know, internal
i nformation that the firnms provide on how the
partners do, external things, actions by other
regul at ory agenci es about particular partner's
office's events, and then try to marry it wth
underlying, in the issue program issue
information. And we try to bisect those two
things to say, you know, there may be particul ar
risks in a particular office of a particular firm
Are there heightened risks because of particular
clients in that office?

And trying to bisect those two things
and say, well here is where the greatest risk is,

and where our inspection wll provide the best
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benefit for investor protection in the issuer
program So, | think when we think about sone of
t hi ngs that have been tal ked about here, there are
a lot of different data sets out there. |It's
about getting theminto a digestible format and

| everagi ng out those risk factors that people have
tal ked about. And say, where do | need to | ook?
Because we're all dealing with finite resources.
So, we want to maximze that ability to nake that
resource count.

MR, PI CCOLI: Taking your thought, Rich,
and noving it towards the accounting firns and
how, when they go in and do their initial and
t heir planning stage, how they eval uate and
determ ne what's the risk profile of that firnf
What are the key things you look for, look at to
determine the risk profile and then, | assune that
woul d then dictate what your auditing procedures
are?

So, we can just sort of focus nmaybe nore
on the planning stage, and are the things we

shoul d be thinking about and pl anni ng an
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exam nation of an FCMthat woul d be appropriate
for us?

Sam [|'Il pick on you. Thanks.

MR. TELZER: Thank you, Kevin. Sam
Tel zer, being picked on.

When planning is done you typically take
a step back and assess what are the things that
are subjective or judgnental ? Because anything
that is subjective or judgnental is inherently
nore ri sk prone. Once you |l ook at that inherent
risk, it then needs to be evaluated as to whet her
or not that inherent risk could be driving sone
el enent of fraud risk.

When you start parsing that down, it
starts | ooking at, froma planni ng standpoint is,
Is there a risk of material m sstatenment of the
financial statenents, and by extension, if you're
in a regulated entity |like a broker deal er or
futures deal er, whether or not those risks attach
to any of the reqgulatory conputations that carry
on with that audit.

Then you take the next step in | ooking
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at how you take all those risks and align them
with the financial statenent itens and nake a
determ nation as to what |evel and type of testing
needs to be done. Because that really drives the
execution of the audit in terns of, are there
controls? Are there reviews? Are things
automated? Are they manual ? Are there
appropri ate segregation responsibilities? Are
there reconciliations? Wat's the quality of the
judgnents? Wlat's the quality of the subjectivity
to an item and then you use that to really drive
a lot of the other pieces of the actual execution
of the audit program

The GAAS standard pretty well |ays that
out in a very succinct way of what the auditor is
required to do, and |I've just tried to capture
that to give the commttee a sense of that in
fram ng the discussion.

MR. BARNETT: Thank you. | want to nove
on to another question here, okay?

Very different question. Should the

exam nati on approach differ when you're exam ni ng
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a standal one FCM versus when you're dealing with a

joint FCMBD? Is it different? Is it the sane?

Bill?
MR TIRRELL: Bill Tirrell. | think
it's not only different, |I would suggest to you

that | think you would need to even dissect that

further between the | arger say bank hol di ng

conpany FCM BDs versus nore mddle of the road FCM

BD, to a large say FCM standal one FCM and a snal

FCM And | say that because if you | ook at the

| arger firnms, there is an arny of regulators that

are marching through that firmon a daily basis.
So, there is a trenmendous anount of

oversight at various |levels by different

regul atory bodies, and | think there should be

sone confort in the fact that, with everybody

| ooki ng at that entity, that the chances of having

sonet hing go wong are, obviously, extrenely snal

at that point. Not that it can't happen, but

obvi ously when you have a | ot of fol ks focused on

| iquidity, focused on capital adequacies and so on

at all different levels, the chances of having
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sonet hing materi al happen, | think are di m ni shed.

When you get to the FCM BDs, obviously,
their business profile and their clientele may be
alot different. So, for instance, in a
st andal one FCM nay deal nore with your ranchers
and farnmers and so on and traditional commodities,
where an FCM BD may be dealing with clients that
are nore into financial futures or a m xed bag.
And so, therefore, their risk profile, their
I nteraction with other regulations fromthe SEC
st andpoi nt, and so on, | think becones anot her
hei ghtened | evel of conplexity that also would
require better coordination across with FI NRA and
the SEC and so on, in order to ensure that you're
covering the full ganmut of risk within that
entity.

And the sane thing, again | think you
start looking at it froma liquidity standpoint,
what's their lines, what's their durations of
their lines and so on, in order to test how nuch
liquidity is actually at their disposal. And the

sane thing, again as | nentioned with the FCM as
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you go froma large FCM down to a small FCM vyour
client base, the anmount of diversity in products
and clients, conplexity of the organization, the
ability to have credit lines and so on, | think is
di fferent.

So, therefore, when you | ook at that
structure, | think it's very inportant to profile
I n such a way that you are neasuring all these
di fferent aspects because they are very different
I n many ways and very unique. And in that
structure, | think it also would allow you to
cater to the examin a nmuch different approach as
well. Because | think in that scenario, you woul d
need to have an audit scope and an exam nation
sophistication to match the entity in order to get
assurances that you're covering the risk and
under st andi ng the dynam cs of the firmand the
potential for weaknesses and inpact on the overall
mar ket pl ace.

MR. BARNETT: Bill, taking a step beyond
that statenent, then, or applying it, then, should

an SRO exam ne the other parts of the business
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that are other than the futures side? So, for
I nstance, do they need to | ook at the securities
side in order to understand the risks of that
busi ness?

MR. TIRRELL: | think there needs to be
a lot nore coordination between the securities and
the commodities side of the business. They're
very much interrelated in the business and in the
products. To look at it as us and them | think,
Is a conpletely wong approach. It should be,
it's we and to the extent that there is that
shari ng of know edge, Anand tal ked about the
I nteraction with the broker dealer to get that
sense and so on. Well that should be on both ends
of the spectrum if you wll, as far as the
regul ators. So that when you | ook at that in
totality the risk profile should be consistent.
It shouldn't that Anand feels that they have a
great team over there and everything is fine, and
Anne | ooks and says, you know we've got to really
spend a ot of tinme here because these guys don't

know what the hell they're doing.

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page:

78

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

So, if you don't have that interaction,
i f you don't have that coordination, | think
you' re doi ng yoursel ves a disservice.

MR PICCOLI: So, it's a good point.
It's coordination, not reliance. So, it's not
relying on FINRA to take care of the security
side. W've got to coordinate the approach and
conpar e not es.

MR, TIRRELL: | would say it is
reliance, too, because as you interact and you
| ook at your audit scopes and you | ook at what the
firms are concerned about, that will give you a
confort level. And if you're not confortable,
then | think you should raise that also up froma
coordi nati on standpoint. But you should be
approaching this with sonme commonal ity that all ows
you to have that confort |evel that says, yes we
are doing a conplete exam here, and we feel that
we' ve covered things jointly.

MR. BARNETT: But to do that, then you
have to -- you're right there -- but to do that

you have to understand each other's world, |
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guess, in order to be able to have sufficient
comruni cation, right?

MR. TIRRELL: And what | am suggesti ng
to you is that your worlds are already
i ntertw ned, so, yes, you need to have that.

MR. BARNETT: M ke?

MR. JAMRQZ: | am going to suppl enent
what Bill is saying by al so suggesting, this goes
beyond just a risk analysis versus profile to sone
degree, it touches upon your use of your own
resour ces and where you should devote them And
al so, you've got questions in here on training. |
think it touches on that as well. And let ne
mention that because, first of all, | would not
suggest that you necessarily, although you coul d,
coordi nate the actual exans thensel ves.

But what you absolutely should do is
coordi nate your supervision of the firnms. In
ot her words, for exanple, | know FI NRA nakes a | ot
of effort to have an ongoing di al ogue wth the
firmthroughout the year, not just at the tine

they do the exans. The bank exam ners, in sonme of
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the | arge banks, have their people there all year
round. So, in all of the planning stages, and
when you start thinking about what are you goi ng
to do at a firmand what the culture of the firm
s like. Wat kind of controls are |Iike, because
keep in mnd, although you mght be the only, you
and of course your SRGs, the only fol ks | ooki ng at
the particular seg. aspect of the exam a |ot of
what you do cones fromthe basic financi al
controls, the bal ance sheet accounts, and there's
| mmense conmopnal ity anongst what people are
| ooki ng at in those areas.

To the extent you can coordinate with
FI NRA, perhaps the SEC of bank exam ners about
what they think of the firm what they think about
the controls, kinds of things that they've already
done about areas which you' re going to cover that
t hey' ve already covered. | think that woul d be
good. You should also note that in the
I nternational banking community this type of
di scussion is very common for the SEC, the Fed and

the others to neet wwth the foreign prudenti al
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regul ators, and to discuss particular firnms in
terns of how they're structured, and how they risk
manage their busi ness.

MR. BARNETT: Bill?

MR. DE LEON: You know, this is
obviously a conpl ex question, and there are a | ot
of interlinkings between different entities at
firms. | think one thing, though, that shoul d not
be lost is that regardl ess of whether or not an
FCMis a standal one and that's the only busi ness
It does, whether it's part of a BD, or whether
iIt's part of a BDthat's part of a | arge bank,
ultimately one of the concerns or basic bedrocks
is that that FCMis walled off to a high degree
and there are the appropriate controls and capital
there. Such that, in the case of an unfortunate
event, there is nothing | eaving the box that
shouldn't be, or there's no raiding. And that's
one of the basic things and we saw that during
Lehman where that worked very, very well in the
US, where the BDitself didn't get to pull assets

out .
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However, when you left the US, there was
a |l ot nore confusion about where assets were and
t hi ngs were going on. So, | would stress that no
matter what structure you cone up with, | would
definitely agree coordination is an inportant
thing, and I'mnot discounting that. However, the
view of the FCM should be that there is a high
degree of control and that a nore conplex FCM
based on its parent in its organi zation needs to
have controls in place to nmake sure that nothing
I's leaving that shouldn't be, and things are
seg.ed correctly. Because we've seen issues with
that recently, and you know, that's one of our
concerns in terns of whatever structure you cone
up with, is that the FCMis viewed as a box.

MR. BARNETT: Ckay thank you. Anne?

M5. BAGAN. | don't think any of these
| deas are actually new ideas. There's always been
a |l ot of coordination between the securities side
and the futures side. Since M- (G obal, FINRA and
CME have had nore routine communi cations and

di scussi ons of our firns, which has been
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beneficial |'ve heard fromboth sides, with the
rel ati onship managers for the particular firm the
FI NRA peopl e are | earning nore about the futures
side. The CME people are | earning nore about the
securities side.

| would want to avoid duplication of
efforts. | think that each side does have its
experts that should focus on their particular
I ndustry, but obviously, there needs to be a | ot
of di scussion about the firmoverall. And CFTC
does that with the SEC, you share the information
with us, we get on the phone with FINRA.  So, |
think there is a lot of coordination that goes on.

And as far as if it's FCM only versus
conbo firm froma seg. perspective, what we're
| ooking at is exactly the sane in either kind of
firm It just becones a matter of how nuch of the
firms other businesses do you take into account.

MR. BARNETT: Ckay, Ron?

MR. FILLER Okay, just to echo what
peopl e are saying. | think we are all sonmewhat in

agreenent, but | think it's also you need to break
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down t he question because under joint BD FCMthe
financials are identical. It's the sane | egal
entity, and whatever the financials are from
whether it's the BD or FCM it's the sane,
traditionally; it's the sane legal entity. Most
of your larger firns are jointly registered. So,
you have to look at it and break down the
financial aspect of it.

And then the other part of the
exam nation, as Anne and ot hers have tal ked about,
there's another part beyond the financials, and
that's the sales practices and other things. Wen
| was at Lehman, | had no clue what the securities
area was doi ng, and they had no clue what the
futures area was doing. So, | nean, you've got to
be careful, you have two separate cultures, two
separate divisions.

So, froma sales practice point of view,
| think it's kind of hard to coordinate those
types of things between the NFA and the CME on the
futures side versus FINRA on the broker dealer

side. Because it's two separate distinct, at the
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| arger firnms, when you get, obviously, when you go
to the smaller firnms, even if they're jointly BD
FCMs, you m ght not have that as nuch. But, and
the second part of it is, on the futures side, and
it's not part of the broker dealer is, obviously,
the flavor of the day is segregation and that's
strictly a futures conponent. And so, | think you
need to, on that part of the exam nation, defer to
CVME, NFA and so forth who are doing the seg. type
audits, because they have, by far, the clearer
experti se.

MR, BARNETT: Yvonne.

M5. DOWNS: | would just tell you I
t hink since |'ve been both at a BD FCM and a
regul ator of such, | would tell you | don't think
the | evel of know edge, | think the |evel of
know edge needs to be enhanced on both sides.

| don't think if you walk around a firm
and you talk to all the different divisions in a
firm there isn't the in-depth know edge of the
di f ferences between them as peopl e perceive on the

outside. And then | think that's true I nside the
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houses and | think that's true of the regulators
as well. So, | do think there's a |ot of
education that still needs to happen.

| think you have | ock up one side, you
have seg. on the other. Those nuances and the
di fferences between the two are key, in that, |'m
not sure both sides understand it as well as
peopl e perceive.

MR. BARNETT: Thank you.

MR HOLLOMY: Gary?

MR. BARNETT: Mark?

MR, HCOLLOWMAY: Peopl e are tal ki ng about
coordination and that's, | think, unarguable. |
m ght think that coordination could enhance
perspectives on two topics in particular. Two
topics that have a ot to do wth how well a firm
I's run and how secure the firmis.

And the two topics would be technol ogy
and funding. W are all driven, to say the
obvi ous, by technology, and | think that taking a
broad | ook across the entity froma control point

of view through the lens of technology is
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particularly inportant. And again, to say the
obvi ous, funding and liquidity are the |ifebl ood
irrespective of all the rules and conpliance and
so on and so forth. And funding and liquidity are
absolutely the |ifeblood, and | think a nore
coordi nat ed approach would allow a nore conpl ete
pi cture.

| wll say that the fol ks from FI NRA do
visit us and tal k through those subjects as well
as in other subjects, but | think those two topics
| think of are absolutely critical inportance in
evaluating the firm

MR. BARNETT: [|'Il conme back to that in
a second. Was -- Anand?

M5. DOMNS: Can | just add one point? |
think it's also P& trends. So, it's not just
fundi ng, but P&L trends across the conpanies.

MR. BARNETT: Ckay. Anand?

MR. RAMIAHAL: So, yes. Just to conment
a bit on coordination and that has inproved
significantly over the | ast several years

t hroughout the credit crisis. | think there cane
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a realization that none of us has unlimted
resources and we have to | everage off of each

ot her and understand what risks -- And from ny
perspective, regardless of if it's the sane | egal
entity that's the FCM broker dealer, or a separate
| egal entity that's within the sane franchi se.

And so, we sit and talk about what are
the risks, and what are the interrelated risks?
Does the FCM business drain liquidity fromthe
br oker deal er or vice versa? Wat's the kind of
business? |Is it a proprietary tradi ng business?
|s it a custoner facilitation business? Is it an
agency execution only business?

When we tal k through the issues and
understand the risks for both sides of the
busi ness, that's where we're able to execute and
execute efficiently. One of the things we've done
at FINRA, at least in the risk oversight group, is
we' ve done what's call ed householding. So, to the
extent, there are five FINRA broker dealers. All
of those broker dealers are housed with the sane

coordi nator. That coordi nator must understand the
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ri sks that are brought into, let's call it the
primary broker dealer, frominterrel ated
transactions, maybe funding and |iquid novenent of
resources between those entities. Are there
I nt erconpany transactions that cause the risk
profile of one entity to be higher than the other?

What is the business nodel of broker
deal er A versus C? So, we want to ensure that we
understand the risks of the entire franchise and
not just the clearing broker because we handl e,
primarily, clearing brokers. There could be four
ot her introduci ng brokers.

One of the other things we've done is
that we've increased, in a significant way, our
di al ogue with not just donestic but foreign
regul ators. Because we understand that the London
based broker deal er can bring down the franchi se.
And so, we talked to our colleagues at the UK FSA
and, quite frankly, a |ot of other foreign
regul ators, | RA Bundesbank, and so on, so that we
understand what's going on in the franchise as a

whol e, not just donestically, but internationally
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as wel | .

MR. BARNETT: Geat. GCkay, so | am
going to refrane a piece of what everybody -- so,
we heard | ock up versus seg. and funding and
liquidity and understanding the risk. | want to
throwinto the foreign SEC and futures, a piece of
what's the risk. | want to tal k about what about
the non-reqgqulated activity and affiliates? | want
toroll that into the conversation.

So, how do you take those into account?
| f | have prop trading in the FCM | could have it
at an affiliate that is al nost standal one FCM
separated from sone heavy financing that's going
on at a parent, or the prop trading's at the
parent, or sonething of that sort. To what extent
do you | ook at that package of risk?

Bill.

MR. TIRRELL: | think you have to keep
in mnd the fact that we are servicing clients.
And those clients have many needs, and we cross
sell across many of the entities by product and

such. So, in today's world, although tonorrow it
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will be different, you do have clients that are
| ooki ng for protections and dealing in swaps and
so on, and going to non-reqgqul ated entities. And
there is that inter-relationship across all the
various entities within an organi zati on, that you
need, then, to evaluate the risk associated with
that client, regardless of the legal entity, as
well as look at it froma legal entity standpoint.
So, again, | think the risk managenent
of the organization, their ability to | ook at that
risk holistically, as well as isolate that risk, |
think is critical. And picking up on what Anand
and sone ot hers have been saying also, | think in
| ooki ng at the organization kind of holistically
across these different jurisdictions, | think is
critical, because you nmay not have a conplete view
that you think you have. And, therefore, sharing
in the information across, | think, is critical.
Especially with the large players and the | arge
clients, the ones that have the potential to cause
harm not only to a particular organization but to

the industry itself.
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But, | think you' re also need to
understand that froma back office standpoint, a
lot of this is interrelated as well, okay?

Because we tal k about | ock up versus secured. The
collateral that's noving between is usually using
the security side back office in order to do
segregation as part of your daily lock up. So, to
t hi nk of those as being different, | think is a

m st ake.

Fi nanci ng that you're providing the
clients across their products, across the
different organi zation, is a |lot of tines
Interrelated and it goes through a lot of tines
the security side of the broker deal er, through
your repos and so on. So, to think that they're
not interrelated; | think is also selling yourself
short to a certain extent.

MR. BARNETT: Thank you. Ohers? Ckay.

MR. FLONERS:. | think that it's

| mport ant

MR. BARNETT: Go ahead.

MR. FLONERS: We're assessing the risk
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in the totality of the entity. As Bill was saying
that you can't just |ook at the broker dealer
side, there may be a |l ot of other non-regul ated

entities that also provide the funding that is

part of the transaction. | think that |ooking at
them on an i ndependent basis, | think, is an
error. | think that you really need to assess it

on a group basis and see the overall effect on the
financial statenents. Because it's not just that
putting it in the box for the custoner seg. in the
box and you're done, no, you've got the whole
firm the financials for the whole firmto be
eval uat ed.
And | think that the assessnent at that
| evel is critical for the overall evaluation, and
It very nmuch ties back to the fraud triangle if we
stated that the rationalization |level, we've got
that for this particular FCM | think of that
versus the other transactions that the firm has.
MR. BARNETT: Thank you. Anyone el se?
| want to nove to another question. Ckay.

Alright so, we're talking, we'll nove to the
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second part of the discussion, but right now we've
been tal ki ng about SRO exam nation of nenbers. |
want to get your thoughts on the standards and
procedures that you mght think of having in place
as part of a programmatic exam nation program

For instance, how do we assure that the
programis and remains effective? Let's start
there | guess. How can we hel p assure that
prograns are and remain effective? For instance,
currently and then naybe on an ongoi ng basis, that
It stays up with the changes that are going on in
t he accounting world. Thoughts?

Bill?

MR. TIRRELL: Sorry, | keep going first
here. As | nentioned at the opening, we have a
comon cause here to nmake sure that the industry
I's good for our clients, and that we're protecting
the clients' assets, and creating a trust factor
that allows us to grow this industry. So, | think
there's also a great deal of expertise within the
I ndustry and sone of the organi zations, industry

organi zations, that can be | everaged for that
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know edge and expertise in order to remain current
Wi th products, with different rel ationships, and
SO on,

And, | would encourage the regulators to
engage those organi zations in order to have that
know edge sharing that would enable to keep the
exam nations current, up to speed with technol ogy,
because I think there's a, | would estinmate al nost
a five year gap between public and private, if you
will. So, | think there are a | ot of things that
can be learned fromthe industry because at the
end of the day, we want to keep this industry safe
for the clients. W want to build this on, froma
reputational standpoint. W can't afford to have
any of these black marks that drive out clients
i nto other regines and so on.

So, | would encourage you to tap into a
| ot of this expertise that's out there across the
accounting firnms, as well as just the
or gani zati ons thensel ves.

MR. BARNETT: Sam do you have thoughts

in this area?
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MR, TELZER: | think Bill's nade a | ot
of very good points on the expertise because one
of the issues, | think, was brought up earlier is
there is a cost to all of this versus the benefit
t hat cones out of it.

When you | ook at the fact that there's a
client based trust given to the industry, the
client's giving the FCM or the broker deal er cash,
t hey shoul d have an expectation that cash will be
under the proper care of that regulated entity.
So, the question then becones, how do you nmake
sure regul ati on, whether it be through the core
regul ator, the SRO the independent auditor,
doesn't cone at such a high cost that it becones
cost prohibitive to give that |evel of assurance?

Where the technol ogy stands now, | can't
coment on what Bill said, whether it's five years
or a different gap, but there's certainly a role
here where | ooking at how the exam nation is done,
the frequency of the exam nation, the background
and conpetency of the examner, | think, is all

part of that m x, because in order to be effective
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you need to understand the organi zati on,
under st and what they're doing, understand how they
acconplish the procedures within that
organi zation. That will then lend itself to a
hi gher | evel of confidence. Because w thout that
| evel of confidence, clients wll not bring the
noney in, and the markets will start to suffer.

MR. BARNETT: Steve, could you give sone
t houghts, express sone thoughts about how to
assure the programremins effective?

MR. RICHARDS: Well, what we do at the
Board, and again, we don't have any regul atory
authority of the auditors of the FCMs, is we have
-- it's about a process. And it's about having a
process at the highest |evel to evaluate evol ution
I n who your constituent is.

So, we have a process both in our
I nspection division and our risk analysis division
by which, we want to nake sure we're staying up to
date on both the technol ogy aspect, and al so how
Is that technol ogy affecting how the audit is

done. So, our exam nation prograns can constantly
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be updated to make sure that we are | ooking at
what is nost val uabl e.

And as technol ogy has nade the world a
flatter place, not only looking at the particul ar
firm but what are its inpacts because a | ot of
the work is overseas now. \Wen | say that, so any
US nul tinational, there's a US audit firm but a
| ot of the work is being done by its affiliates.
Vel |, not |ooking at those independently, but
| ooki ng at those top down, and saying, for this
particular client what's it | ook |ike across the
organi zation, across the globe? So, that's an
exanpl e when | say the evol ution.

You know, | think when we first got
started a decade ago, it was let's get this up and
runni ng and | ook at these individually. But as
we've gotten nore sophisticated in our ability to
Identify risk and |l ook at things, | think you have
to have that process to pick up that know edge and
I ncorporate it into your inspection or, in this
case, exam nation prograns. So, | think you have

to have processes at the right level to drive
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accountability.

MR. RAMTAHAL: So, so, Anand Rant ahal,
fromFINRA. We're presently in the mdst of a
mul ti-year program change which is called our risk
pl atform redesign, for exactly the reason that you
asked the question. And so, what, effectively
what we're doing here is bringing all of the
rel evant data and information from various sources
on to a single platform so, that the staff can
effectively prioritize the risk. It gives them
nore tinely information, electronic informtion
and structured data. It pulls in information
that, for exanple, our office of risk collects and
anal yzes and brings right on to the platform

So, we're looking to support a nore
dynam c ri sk based regul atory programthat focuses
on the right areas and to ensure that our program
Is current, it's relevant, it's assessing and
addressing the risks based on the market
environnment, the profile of the firm it's
regul atory history, and input of data from vari ous

| ndependent sources as well.
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MR. BARNETT: O f again. W'Il|l get to
you in a second. Ohers over here while we're
waiting for this side to -- M Kke.

MR JAVMRCQZ: Mke Janroz. |'mjust
going to supplenent what Bill said by first
saying, that while | was at the SEC, we did with
sone frequency actually go to the firns, for
exanple, if we were trying to determ ne what
capital charges should be for whatever the product
IS, perhaps new products, we would visit the
firms. | don't know that | would call it
training, but it would spend full day sessions
| ear ni ng about how the products trade. | can't
say that | was conpetent enough to becone a trader
but | certainly learned a ot nore about it than |
did going into those sessi ons.

The other thing I was going to nention
Is | know, and |'m not just speaking for ny firm
| "' m sure the other accounting firns have done the
sane thing, is provided training to FINRA or the
SEC exam ners, in sonme cases Wth respect to sone

of the industry topics, but nore frequently
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training wwth respect to how just to audit basic
bl ocki ng and tackling and audit procedures. How
audit work papers should be used, reviewed,
supervised, things like that, and | don't know if
that's sonething you' ve consi dered or done but
It's sonething |"msure the firnms would provide.

MR. PICCOLI: So, Mke, you're sort of
relaying to naybe sone type of quality control
program and hel ping to establish that? |s that
what you're getting at?

MR, JAMRQZ: No, | think it's really
kind of a supplenent to Bill's point of the taking
advantage of the training that's avail abl e, both,
not only at the industry firns, but the accounting
firms as well.

MR. BARNETT: Are we live over there?

MR FILLER | think Steve raised a very
| nportant point and needs to be di scussed or
reviewed by the Conm ssion, and that is the world
we have, especially for the larger firns, is a
gl obal one. And as Bill nentioned earlier, to ne

one of the nost val uable | essons we | earned from
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Lehman is that the systemworked fairly well here
in the US, but when outside the US, especially
Wi th respect to custoner protection, the assets,
they're still being tied up for al nost four years
| at er.

And | know we're not supposed to talk
about the nerits of MF d obal or Peregrine but
t hose were donestic issues, but even MF G obal has
part of its issues is this what 800 mllion
dollars that's sitting in London and so forth.
So, | think it's part of the exam nation process,
are we focusing or should be only focusing on what
takes place here in the US, fromthat perspective,
but even with respect to the globalization part of
It, our US persons are trading all over the world.

And whet her or not the exam nations
shoul d be expanded or not to cover that type of
tradi ng and where the nonies is sitting and so
forth, should al so be addressed.

MR, BARNETT: Dan.

MR. DRI SCOLL: Dan Driscoll, NFA. And

maybe this is self-evident but | think that each
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sort of stake holder in the process, so that would
be the industry SROs, public accounting industry,
and governnent regulators, we all have to realize
t hat the business and technol ogy and everyt hi ng

el se is continually evol ving.

So, | don't think what any of us ever
want to do is try to cone up with sonme nagic
bullet, that if we just do this it'll nake
everything go away, and then we can be on cruise
control. | think all of us have to have
reflective sort of self-exam nation of saying,
what is it that keeps us from sl eeping well at
night? |s there anything we're m ssing here? And
you have to guard against the fact of saying, well
we're only looking at this every three years, it's
really sonething that we have to do each and every
day. And it m ght seemself-evident, but | think
we all have to nmake ourselves do that.

MR. BARNETT: Bill.

MR DE LEON: Bill De Leon, PIMCO  And
| would just, going back to what Ron brought up,

and what | had nentioned earlier, when | was
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tal ki ng about the fact that there should be a box
for each FCM is not referring to the fact that we
shoul d not be thinking about the global entity and
all the inner linkages. | was accentuating the
fact, though, that because of those, the box needs
to be tighter, and nore structured such that for
nore conpl ex, or |less conplex, you still know
what's where.

So, that's going back to the point about
Lehman, is, and when you | ook at any FCM that you
know what's in it, where it is, and that it's
controll ed whether it be a single standal one FCM
or a nultinational part of a BD, part of a bank.
You need to know, well where are the client
assets? How are they controlled? And if
sonet hi ng happens, outside of that FCM because
it's the broker dealer, it's the bank; it's a non
US part of the bank, what happens and what are
t hose inner |inkages? That may be too conpl ex no
matter how nmuch coordination there is. Both here
in the US and with gl obal regulators, you need to

make sure that you understand what's going on in
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the FCM and the protection there and the controls
t here.

| just want to say that |'m not
di scounting the inportance of the other things. |
just want to stress that ultimately you need to
know what is going on in the FCM and the right
controls, so that things don't magically |eave.

MR. BARNETT: Ckay, thank you. O hers?
kay. So, let ne go back to the conplexity issue,
| guess. And also the risk or control enphasis
that's been, although bal anced, but going back to
what we've heard throughout the discussion. You
know, our rules require that we're on a -- | ooking
at every FCMon a nine to fifteen nonth cycle,
right? But every nine to fifteen nonths, every
one of themhas to be |ooked at. And trying to
dovetail that with a nore risk based exam nati on
approach, is that how, when you |l ook at entities
on a risk basis, that you think it's conceivable
that we would | ook at them every year and every
nine to fifteen nonths we'd | ook at every one of

115 or 16 FCVMs that we have?
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What is your reaction to that?

M5. BAGAN. @ary.

MR. BARNETT: Anne?

M5. BAGAN:. Anne Bagan, CVE. As |
mentioned earlier, the regulatory audit function
Is part of our Clearing House. So, | think it's
critical for us to keep on that schedule as far as
part of our risk nmanagenent processes.

That being said, our audits are getting
a lot nore conplicated and are taking a |lot nore
tinme. W're seeing that we have five nonths to do
an audit, and we're seeing nore and nore firns
that are going to that five nonth date just
because of the conplexity of all the issues that
are com ng up, regul atory changes, that kind of
thing. But | still would advocate for the nine to
fifteen nonth period. | wouldn't want to go to
the three year period.

MR. BARNETT: Dan?

MR, DRI SCOLL: Dan Driscoll, and | woul d
whol eheartedly agree with Anne. | think, at this

point, I wouldn't want to go visit FCMs |ess
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frequently than we do now. | think one thing in
both the CME and NFA have been tal king about this
Is, Is the idea of you don't have to do a conplete
audit with every nodule every tinme you go visit a
firm

So, as a conplenentary thing to the
yearly full audit, periodic, unannounced spot
checks can be very hel pful too. And you're not
going to go in and | ook at everything every tine
you do that, but it keeps everybody on their toes.
It hel ps ensure that you got nore recent
information. But | think, that at this point,
that | wouldn't be in favor of going to sonething
where it mght be every two or three years before
we woul d actually do an exam nation at an FCM

MR. BARNETT: Wen you tal k about spot
checks, are we tal king about spot checks and
account bal ances, or spot check seg. in the mddle
of the nonth, that sort of thing? Are we talKking
about ot her kinds of elenents as well, and in ny
mnd |'mthinking about, again, the risk profile

of a firm Wuld that weigh in on what you | ook
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1 for, or what are you thinking?

2 MR. DRI SCOLL: Sure. It would weigh in,
3 and | think we really do already go through a risk
4 eval uati on process to determ ne scopes and what

5 areas we'll concentrate on. And obviously, today,
6 when we're tal king about risks, we're tal king nore
7 about financial segregation, secured anount type

8 of risk, but there's other risk as well.

9 There's sales practice risk, there could

10 be trading risk, and | think that when you go do
11 t hese spot checks, | think that you m ght | ook at
12 sonething different each tinme you go in. But you
13 would take into consideration the risk profile in
14 doi ng that.

15 M5. BAGAN. Anne Bagan. | just want to
16 add that the audit process is only one conponent
17 of the whole risk package. W have an entire risk
18 departnment within our Cearing House that is

19 nonitoring the firns on a daily basis for their

20 trading activities. And that goes into hel ping us
21 determ ne when we need to go into a firmnore

22 of t en.
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So, that type of reviewis being done.
But | agree with Dan that our spot checks woul d
focus on custoner funds.

MR. BARNETT: Yvonne?

M5. DOMNS: Well | just heard sonething
that surprised ne, and that is that we think we
have to spot check sales practice. | don't agree
with that. | think we have to focus on the core,
that the assets are there, and that the capital is
there. | think spot checking or doing random
audits of sales practice is not the focus for
protecting our custoners. | think our custoners
want to know where their assets are.

MR. DRISCOLL: So, | don't want this to
be point, counter point here between the two of
us. But you know, and NFAis in a slightly
di fferent perspective than the CVE here because we
have 3500 nenbers, sone of them don't even hold
cust oner funds but m ght pose significant risk to
t he public.

So, that's what |'mtal ki ng about here.

| think that certainly with regard to FCMs hol di ng
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1 custoner funds, | think the enphasis would be on

2 | ooki ng at seg.

3 MR. BARNETT: Howar d?

4 MR ROTHVAN. | won't get into their
argunent, but I will say this. That, and | think

It's the sane for the regulator that cones in once
a year, or the firm there's a certain |evel of

fatigue that sets in on an audit if it's long and

© 00 N O O

drawn out and such. And I think that, obviously,
10 we've all experienced | ong ones. W've all

11 experienced short ones. But, the short audits,

12 maybe they're pinpointed; maybe they're just on a
13 topi c of segregation for a day or two. It seens
14 like there is pivoted attention fromthe firm and
15 fromthe auditors to deal with that matter and get
16 it to a closure.

17 And | just think there's nore utility
18 on, not that | want to advocate or go on record
19 that | want nore audits, but | think that if you
20 coul d possibly take the annual audit and maybe

21 tone it down in size, but substitute other smaller

22 audits, | think firns and regulator would, | think
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1 they would get better results totally. It's just,
2 that there is a lack, | guess, a problemw th | ong
3 audits of after a certain point there's

4 di m ni shing returns for everybody.

S MR. BARNETT: Bill.

6 MR, TIRRELL: | would kind of |ean

7 t owards supporting an audit on a regqular basis as

8 well. Not because | |ike the pain and suffering

9 but, nore so because, | think it, again, fromthe

10 firms perspective, confirnms the processes and
11 control aspects and so on. And there is turnover
12 inthe firms. And | think it's inportant to

13 recogni ze that even the best of shops, as they
14 have experienced turnover, may have sone

15 shortfalls and shortcomngs. And it's a good way
16 of checki ng that.

17 | would al so, though, coment on the
18 fact that any examthat takes five nonths is

19 al most irrelevant by the tine it's done. Let's
20 | ook at all the things that are taking place, all
21 t he added transparency, the nove towards

22 automati on of doing daily conparisons and so on.
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1 That greatly should dimnish the anount of tine

2 that we would spend on an audit. If we want to do
3 spot checks and send a SWAT teamin there, that

4 SWAT team shoul d be very experienced as far as the
5 technol ogy that the firmuses, what they want to

6 focus in on, get in, reviewit, and then get out

7 and nove on.

8 We keep talking there's limted

9 resources across all the organi zati ons, across all

10 the regulators, to have teans of auditors spendi ng
11 five nonths at an organi zation, | think, is, by

12 the tine you get done with that, not only is it

13 exhausting for the firm and use a | ot of

14 resources, but you're now doing a history | esson
15 of things that are already changed, not only

16 within the firm but also within the industry.

17 So, you know, | think that we need to be
18 alittle bit smarter about how we do it. Again,
19 "Il go back to ny exanple before, not using swft
20 nmessages to get bal ances yesterday or |ast nonth
21 end, or whatever else, but to ask for hard copy

22 docunents, bank statenents, and goi ng through and
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doing 50 of them that's going to take weeks and
weeks of tinme, is that really a good use of
resources? |s that sonething that we want to
encourage and conti nue?

| just think that you' re taking away
fromthe audit itself when you're tying down the
firms, and the way the firns view that, both from
t he busi ness side, especially when they just see
this is a, are you kidding ne? This is what they
want? And then, froma resource standpoint, we
have to go back and draw things out of warehouses
now, or the systenms no |onger have that avail abl e,
and to pull that information, because nowit's the
final review, it's the four and a half nonth and
they're trying to close out. And now they want to
go back and ask a question about sonething that
happened si x nont hs ago.

What | think, there's a bal anci ng act
t hat needs to take place here.

MR. BARNETT: Right, and understandi ng
the principles, |I guess, under the bal anci ng, |

mean, if they're all short term spot checks that
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woul dn't work either right? So, how do we
consi der for?

MR, TIRRELL: Again, this goes back, we
t al ked about culture; we tal ked about the
conpetency of the processes, the controls, the
procedures, the individuals and so on. So, as you
devel op a profile of the firm what have we | ooked
at, and where do we feel that was confortable?

Are they into new businesses? Was there turnover
I n particul ar areas?

So, this is where you send your SWAT
teamin to take a | ook at those things based on
what is relevant to that firmfromrisk
st andpoi nt, what's changed, and what have | not
| ooked at before, and so on. And | would even
suggest to you that part of this is al nost | ooking
at what | nentioned earlier as far as best
practice. | look at exam ners com ng in thinking
that they've spent nost of their careers | ooking
at other firns, getting a |lot of experience in the
way firnms do things.

|'d li ke to know where | am on t hat
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spectrum Am | good? Bad? In the mddle? Cause
| can tell you froma peer pressure, our firm
woul d Iike to know and | think nost firnms woul d
like to know if you're on that scale of one to
ten, you're a three; you want to inprove your
processes because your clients are going to expect
nore. And froma conpetitive standpoint, the firm
that's on top of that, providing the best
protection to the clients, have a better chance of
W nni ng over those clients and conti nui ng that
rel ati onshi p.

So, | want to know where | amin that.
And sone of the things the SECis doing with their
I nspection team where it's not an exant you don't
have that stigma of a finding of soneone, nakes it
very easy for firns to nake changes to their
processes, because, again, we're trying to do the
right thing. N nety-nine percent of us are trying
to do the right thing.

So, if you goin with the attitude that
we're all trying to do the right thing, we're

going to find that one percent and hopefully,
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collectively, we can squash that before it becones
an issue. But we're all trying to do the right
thing and we want to be the best. | want a gold
nmedal, all right? And | want to be the best at
what we do, because that helps ny clients, and
that helps ny front office attract business.

So to that extent, yes, | can work with
the exam ners, but it's not a one-way street.

MR, PICCOLI: So, Bill, you're al nost
suggesting the report that conmes out fromthe
exam perhaps maybe there's a scale, you know.
kay, here's best practice. Here's where you cone
out with respect to best practice, and that may be
a hel pful tool that you can then take to your
managenent. Maybe you need nore conpliance
people. Well, here's where we are on the scale;
we're four best practices of ten, we really need
to beef up this area.

MR. TIRRELL: Absolutely, and | woul d
suggest to you as we | ook at sone of the core
conpetencies that we tal ked about, the bl ocking

and tackling, the separation of duties,
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supervision, so on and so forth, that that becones

part of that, you know. Although sonewhat

subj ective, | understand that. W have to work

t hrough sone of that. But, yes, to | ook at that

overall and say, you know, froma one to ten, this
Is where your firmis. And | would say, you know,
that al so would drive, say, sone of your findings.

If you're a two, as part of your separation of

duties, for instance, well, maybe that shoul d be

an exam fi ndi ng.

MR PI CCQOLI :
MR, TI RRELL:
your recommendation to
| evel |

the examitself so that

Ri ght .

|f you're a four,

do sonet hi ng,

It hel ps you,

maybe

but at that

think it drives sone of the reaction from

you know,

gauge where you need to do things so that, again,
| want to be a ten all the tine.
MR, PICCOLI: Yeah. So, it's al nost

changing the way the reports -- right now the

reports are very nmuch finding oriented. \Were
here is the finding issue involved, how did you

rectify that? And nodifying that to nore of okay,
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here is the root cause, or here's what the, you
know, underlying issue is. Here's where you folks
stand versus the industry, versus best practices
intrying to nake it nore of a, | don't want to
say a conversational type report, but nore of a,
you know, here's where you stand. Here are the

| ssues. Here's the core control concerns that
need to be focused on, and here's where you stand
ver sus ot hers.

MR, TIRRELL: Absolutely. Again, |
think that adds a |l ot nore value than -- | nean,
two years ago | spent countl ess hours arguing
about a couple of thousand dol |l ars because we
didn't tie out to sonething. |It's |Iike, cone on
guys. We've got about a billion dollars of excess
I n secured, and you're arguing with ne countl ess
hours now, demandi ng docunentations for a couple
of thousand dollars. So that's what, to ne,

di m ni shes the whol e exam process; when you get
Into that stuff and there's nothing that the firm
I s taking away other than the fact that you | ook

at this as a burden nore then a help.
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1 MR. BARNETT: Thank you. Anyone el se?
2 | want to go back to the -- oh, go ahead.

3 MR. RAMIAHAL: Yeah, so going to our

4 exam -- and |'m Anand Rant ahal from FI NRA, goi ng

t hrough our exam program W | ook at every
br oker -deal er that hol ds custonmer assets every
year, and it's not likely that that cycle wll

change, at |east for those types of

© 00 N O O

broker-dealers. But a big part of what we do --
10 so, it doesn't necessarily nean if you understand
11 the risks at a given broker-dealer that a very

12 detail ed review of the reserve fornmula conputation
13 may be necessary because we understand what the
14 firms proficiency is when it cones to the

15 custoner protection rule. And its wire

16 surveill ance protection and the rel ati onshi ps we
17 build wwth firns are so very inportant.

18 So, the coordinators are responsi ble for
19 understanding the firm s busi ness nodel, for

20 under st andi ng the financial statenents, the

21 bal ance sheet, the revenue drivers, for being up

22 to date with any changes in the firm s business
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nodel , and what's going on in the marketpl ace that
m ght be inpacting the firm \What are we hearing
fromother regulators? Wat are we hearing from
the firns when we neet with then? Many of our
firms, we neet wwth themevery quarter, sone of
themless frequently. Wat do we know about
turnover, to Bill's point? Wat do we know about
the quality of the managenent? What are their
| oss trends? And sonetinmes we put firnms on
alert-reporting, and what does that trigger? W
nmonitor themnore frequently. W ask for
weekl y-capi tal conputation or reserve-formula
conputations. But we take all of those things
I nto consideration in scoping the exam and
mai ntai ning the relationship not just throughout
the year, but when you're onsite conducting an
exam nation, we don't want to be at a firm one day
nore than we'd like to be there.

So, it's very inportant on the
relationship side with regards to letting firns
know how they did. | nake it a point of telling

the staff, ook, we may not put it in an exam
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report, but you have a responsibility. W're not
only there to tell firns that they don't
understand the inplications of a certain product
on net capital if they started trading this
product. But we're there to tell them when
t hey' ve got a good system process, and quality
staff in place, and they should hear that. It's a
big part of what we do is about rel ationship, and
when we build productive rel ationshi ps, we get all
of the cooperation that we expect from our nenber
firms. W get a free flow of information from
t hem

The other thing is to suppl enent what we
do and nake it nore efficient is we've been
engaged in collecting data i ndependently from our
firms. And so, for exanple right now we have
what's -- and it started several years -- what we
call our autonmated exam program And what we do,
we go out to clearing firns. R ght now there are
about 58 of themparticipating voluntarily. M nd
you, we do have rules that we can demand the

I nfformation -- volunteering, 58 firns onboard and
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anot her 12 or 15 or so that will cone onboard onto
this platformthis year. W get a |ot of
I nformation and, you know, custoner nmargin debits,
custoner trial balance, their allocation system
for the reserve formula, inventory positions,
stock borrow, stock |loan, reverse refill. W use
that information internally to determne risk and
to design to scope of our program The other
thing we do is we get data on firm positions
| ndependently fromthe DICC, and we conpare that
to what we get fromthe firns. |It's a significant
way for us to approach analyzing a firm and
determ ning risk and scopi ng our exans, and that
really helps to build, ultimately, you know, the
productive relationship we seek to have with our
firms.

The other things we do. | nean, we have
the ability to go in and do, if we identify an
I ssue, or if we think there's an industry-w de
| ssue, we could do a cause exam W could go and
do sweep exam nations. At tines, we've done

themati c exam nations. So, our colleagues on the
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sal es- practice side do a lot of these sane very
things. So, you know, it helps to know the firm
to understand the risks, to use data smartly, to
get independent data through conpari sons and scope
the exam and ultimately that builds the good
producti ve exam nation program and wor ki ng
relationship with our nenbers.

M5. FLAHERTY: Eileen Flaherty. And
t hat sounds really good and, Anne, what you're
saying, you're there for five nonths, and your
teamis probably there for a good coupl e nonths,
and there may be ot her groups that cone in
si mul taneously, but not really, necessarily,
wor ki ng together. |Is there a reason why the
audits couldn't be coordinated? Wuldn't that
create sone efficiencies and focus?

MR. RAMIAHAL: W tried -- right now at
FI NRA we coordi nate between the financi al
operational group, so internally we do coordinate
-- so | wanted to nake that clear -- and our
col l eagues at the district, sales practice. W do

talk to our coll eagues at the other regulators,
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whether it's the SEC, the CFTC, the NFA, when we
are planning an exam W coordinate in one
respect, at least, in that we tal k about the scope
of our exanms, and we ensure that no two regul ators
are duplicating efforts. W do that with the SEC,
as well. Now, | don't think FINRA can dictate how
anot her i ndependent SRO or DSRO pl an their program
out in a given year to ensure that it's

coordi nated so that we're onsite at the sanme tine.
That woul d be outside of the scope of what we can
do. Is it a good suggestion, good point?

Perhaps. | think regulators, in that regard,
woul d have to work together.

M5. BAGAN. Yeah, Eileen, we have tried
doing that in the past so that we go in at the
sane tine. W've actually gotten sone negative
f eedback on that, that there's just too nmany
auditors in the building at the sane tine. And
there are scheduling issues between what FINRA' s
pl anni ng versus the tine constraints that we're
under, too. So, we would |ove to be able to do

that, if possible. Unfortunately, a ot of tines
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it's not.

MR. RAMTAHAL: We did listen to the
I ndustry in that regard and that in the past our
sal es practice reviews weren't coordinated with
the financial operational reviews, and we
recogni zed that that was becom ng burdensone to
our nenbers, and so whenever there's a joint
SB/FINOP review, it's always coordi nat ed.

MR. RI CHARDS: Yes, one other point
before we | eave the subject is no two -- the
people you're regulating, no two firnms are exactly
the sane, so the ability to try to segnent that
popul ation to say where does the highest risk lie?
Li ke, so in our world, there are a handful of
firms that audit 98, 99 percent of the market cap
in the United States. They're on a different
I nspection cycle than the rest, even though the
rest represent several hundred thousand nore
firms. And so, | think the ability to both | ook
and say well, how frequent when you're | ooking at
the underlying risk and the nature of the

engagenent. | think those are two things to
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1 consi der as you were thinking about and

2 bi furcating, if you can bifurcate, the popul ation
3 of who you're regulating to really try to get at
4 the highest risk relative to custoner protection,
5 or in our case, investor protection.

6 MR. BARNETT: Thank you.

7 MR. FLOAERS: Gary, and adding onto

8 Steve's point, the reality is that when you go

9 t hrough your spot checks, so to speak, we're

10 t al ki ng about spot checks as substantive type

11 work. |'d recommend that certainly | ook at your
12 internal control structure, and to the extent that
13 you have specific controls, certain fundanent al

14 controls, that you're actually testing those ones
15 on a spot-check basis because if they build up,

16 t hey support the ability to control the firm |
17 think that that's nore of an ongoi ng process that
18 needs to be eval uated, as opposed to just doing
19 sone standard tests to ensure that the box is

20 properly coordi nated and not hing escapes. | think
21 it's clearly inportant that they test those

22 controls periodically, and I think a spot check is
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1 excellent for that.

2 MR. BARNETT: Geat. Thank you. | want
3 to go back to the CPA question again, one nore

4 time. Then we'll nove into |ooking nore at us, at
5 the Conm ssion. The question on the CPA is what

6 I nternal control procedure should the external CPA
7 performand include as part of its internal

8 control opinion? Sam do you have a thought

9 there? Oh, R ch, go ahead. All right. You had
10 your hand up. | didn't see it.

11 MR. FLONERS: That's all right.

12 MR. BARNETT: But |'mgoing to get you,

13 Sam  Ckay.

14 MR. FLONERS:. | think the assessnent of
15 the internal control environnment is paranount that
16 the, you know, at the beginning of the audit and
17 t hen, throughout the audit, and up to the actual
18 sign-off date. But the extent that you've

19 assessed the control environnment, you' ve broken
20 down the types of controls, and that you' ve

21 I dentified those which you're going to place nore

22 reliance upon. And if they satisfy the control
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obj ectives, | think those ones should be tested.
To the extent that there's sone specific controls,
they m ght not be tested basis of materiality. In
terns of tinme spent on that, it mght not result

i n an actual benefit, but if you can see that
certain fundanental controls or nonitoring
controls are overriding those specific controls, |
think that it's now an acceptabl e process that's
approved by the PCAOB to allow us to test it
accordi ngly.

MR, BARNETT:. Sant?

MR. TELZER: Sam Telzer. | want to
build on what Rich said because | think it's
actually very relevant. |Internal controls assist
at a point in tine as part of the audit process.
So, understandi ng what the controls are and how
t hey affect whether or not the financi al
statenments could be msstated is the way the
external CPA | ooks at the audit of, whether it be
a broker-dealer, an FCM or indeed, any commerci al
enterprise. This is a very comon issue. So, the

I ssue of the CPA's responsibility internal control
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Is to really understand what is the entity? Wat
Is its environnent? Now we're dealing in this
forumw th a futures dealer, so futures deal er has
a set of regulations to conply with. It has
practices and procedures it should follow. It has
an internal control structure that nanagenent is
charged with establishing to ensure that there is
not a material m sstatenment in the financi al
statenents or the supplenental schedul es.

But | want to go back to sonething
soneone on the panel said earlier is that this is
a point intinme once a year. And that does not
nmean that you can take that control environnent
and extend it to sone future date. To the extent
that there's an additional or increnental
responsibility, that has to be eval uated agai nst
the existing auditing standards. That's where |
see there's a very valuable role for an SRO or the
Comm ssion or the regulators to play because they
actually hel p enhance the control environnent by
doi ng the spot checks, by doing the regul ar exans.

And then also, wwthin a |l arger
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enterprise, what role internal audit plays because
that's not sonething that's been tal ked about, and
how i nternal audit |ooks at the control

envi ronnment and how they establish the liability
of that control environnment. So, | think there's
a nunber of different factors that a CPA | ooks at
when they're doing an audit. They all have to
cone together in order to determ ne whether or not
there are controls and whether or not there are
reliable controls that actually pronote the
ability to have financial statenents that are not
materially m sstated.

MR PICCOLI: Sam you're tal king about
point-in- tinme testing, so I'll throw the question
out there. Wy not |ook at controls throughout
the year? You know, simlar to a SOx type review,
It's got to be throughout the year. It's not just
at that one point in tinme that they've got to nake
sure that they signed off on everything and
they' ve dotted the I's and crossed the T s.

MR. YERES:. Kevin, thank you. | think,

t hough, there's two pieces to a SOx | evel
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envi ronnent, which is one, managenent in a SOx
environnment is usually putting their own view of
the control structure on the table, and then the
CPA opi nes on what nanagenent is saying. And so,
If SOx is the right framework -- |'mnot making a
judgnent if it is or is not -- but if SOx is the
right framework, then there's sone significant
| ssues that are not in the rules right now that
woul d need to be addressed. And certainly that
gets to a question of do you inpose a standard on
FCMs that right nowis not in the broker-dealer
worl d that may not be in other regul at ed
envi ronnment worl ds?

So, | think, ultimately, if the question
I's do the custoners know that their noney is being
saf eguarded, | think that whether or not SOx
acconplishes that is an open question that woul d
need to be evaluated for the benefit of whether or
not you get that objective net.

MR. BARNETT: Mark.

MR, HOLLOWMAY: Just a coupl e of

t houghts. | think you fol ks may know t he SEC and
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you fol ks are working on a conpliance certificate,
and the process would require the broker-dealer
and a few fol ks adopt a conparable programto FCM
to nake certifications at the end of the year, as
of the end of the year, as to our conpliance with
the regulations. And at the sane tine, if the
current plan holds true, we would be asked to nake
statenments with respect to materi al weaknesses
Wi thin our organization, and those statenents,
again, if the current plan were to hold true,
woul d cover the entire year.

| think, Kevin, this is getting to your
point. |I'mnot sure howthis is going to devel op
fromthe auditor's standpoint, but as part of the
certification package we woul d be asking our
| ndependent auditors to | ook at our controls
t hroughout the course of the year. And | think
that to address the kind of concern there that you
were nmentioning that the point in tinme review of
controls doesn't nean that -- or at |east appear
to get you very far. Sone of the internal contro

reports -- and | certainly don't want to speak for
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t he public accountants, but sone of the internal
control reports currently avail able, the SSAE 16,
do cover the entire year. And that's one of the
reasons | was nentioning before that | think sone
of these internal control reviews, while not
I ntended to capture fraud or whatever, but because
of this time scope would certainly, perhaps,
provi de useful information about the controls
t hensel ves but nmake other things nore difficult,
as wel | .

MR. BARNETT: Let ne ask a very broad
gquestion. And, you know, | nentioned at the
begi nni ng the way our oversight of the exam nation
program wor ks. You know, we go in, we sanple the
audit papers that were -- exam nation papers that
were done by the SRO and then we do sone anount of
our own direct reviews, but not that many. So, |
just want to strip it down, just ask a very
open-ended question. Wat policies and procedures
should we apply in exam ning an SRO s exam nati on
progranf Wat would you advise? Bill.

MR. DE LEON: Gary, just to continue. |
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woul d suggest to you that a top-down approach that
really woul d guide that programfor the DSRGCs,
that not only does that all ow consistency across
the various types of exans, but it also allows for
your own ability to rate their exam nation. So,
it's not just |ooking at work papers and naki ng
sure they ticked and tied to right boxes and so
on, but also did they do the right risk assessnent
of the firme? Did they |ook at the right areas?
s this a, you know -- et nme pull out the
standard audit report that | did over the | ast
five years and just replicate that? So, it's that
type of review that | think adds value fromthe
Comm ssi on standpoi nt and al so provides a nuch
nore integrated approach with the DSRCs with their
exam nati ons.

And the sane way | suggested about
rating, there should be sone of that feedback, as
well, to nmake sure that, you know, that they stay
on track, if you wll, and that the exans are
meani ngful and rel evant to, you know, what's going

on in the industry, what we've seen as a shifting
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I ndustry, the risk profiles, and so on and so
forth. So, | would encourage that type of
appr oach.

M5. BAGAN. Isn't that part of your
exans when you cone in and | ook at our audits?
Aren't you doing that? Looking at our scope
sel ection and ri sk assessnent?

MR. BARNETT: Kevin can correct ne, but
| don't think we tend to second-guess judgnent
gquestions that were done. | think we nore | ook

and see that the steps were followed. That where

di scretion was involved or, you know, |ike a
sanpling size, or sonething like that, | think we
don't re-test it. So, | nean, we don't question
it, so --

MR, PICCOLI: | think we spend nore tine

re- performng than we do stepping back and

| ooking at it and saying but did they do the right
things? Was the risk assessnment the right risk
assessnment? Did they risk profile the firm
properly? |'mnot sure we do that as part --

M5. BAGAN. Because that's a huge part
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of our audits. Before we even start is, you know,
we put a huge neno together of how we cane up --

MR, PICCOLI: Right. And taking that
meno and sayi ng how did that neno change the audit
program and that's, | think, one of the things
we' ve got to focus on.

MR. BARNETT: We're |ooking at that, and

| think, again, | don't want to -- and we've tried
very hard not to say here's -- to the extent we
can, here's what we do. Is it wong? As nuch as
what we're trying to say is let's start -- let's

just, in this discussion, with the benefit of you
experts, what should we do? So, we'll | ook back
and see, you know, what we've been doing and so
on, and we'll make changes, but that's -- so |
don't want to get into too nuch of that dial ogue,
but just answer your question. Bill?

MR. DE LEON: Sort of taking the
cl ean-sl ate approach here, and sone of the things
we think about a |ot are asking the sane set of
questions of everybody and see how they stack up.

Sort of going to Bill's point, we have certain
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have a standard tenplate that everyone is supposed
to fill out and neet, fromthe SRGCs, and the SRGs
down to each FCM and there's certain things that
they have to do and neet a certain quality

st andard on.

© 00 N O O

And then there are other things that are
10 bi gger in scope and nore conplicated that don't

11 fit into that box, | think that that would be very
12 useful. It goes to Bill's point about sort of the
13 -- did you get the right checked boxes or where

14 did you score on certain things. So, do you do

15 daily seg? How do you confirmit? Wat's

16 el ectroni c versus what's not?

17 MR PICCOLI: Well, just to avoid

18 confusion, | nean, we -- it's not that -- the

19 question isn't that sinple.

20 MR. DE LEON: | don't know why | really
21 - -
22 MR PICCOLI: So, we go through the
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audit nodul e and we go through the steps. The
questions is the -- there are sone things that --

MR. DE LEON: We don't see it. W don't
know what the score was for people. And there's
certain information that | think if we knew was
going to be reported -- and | think that if you
were going to nmandate that it be reported
publicly, would raise the bar for a | ot of people
because the difference between reporting to
sonebody and then getting that audit goi ng good or
bad, and potentially get a fine is very different
than the well, we're going to tell you how you did
on your score, right? You know, how did you do
today? Oh, | did okay, dad, is very different
than well, it's on the web. Everyone can see how
you di d.

MR PICCOLI: So, just so | understand,
Bill. Are you suggesting that the exans of the
firms, of the FCMs, so nmaybe when Anne goes out
and does it -- an audit of, you know, Joe Bl ow,
FCM that that report, that rating, if you wll,

I's public?
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MR DE LEON: Certain parts of it should
be, I think. You know, how you scored on certain
t hings, so there is a mnimum standard of care
whi ch evol ves over tine, and where do people fall
in that standard is inportant to know. So, it's
just |ike, you know, who's your auditor and how
did they score.

MR PICCOLI: Let's put that out to the
floor. Let's see what others think of that?

M5. DOMNS: |'mnot in favor of
di splaying the full details of an audit in public,
nor do we display the full details, even of a CPA
There are sone core pieces that you | ook at, and
that's relevant. | don't think it hel ps pronote
whet her or not the overall findings of the firm
are appropriate. | think it gets into the weeds
and gets to be a conpetitive issue as opposed to
whet her or not we're protecting custoners.

MR. BARNETT: Ohers? M ke?

MR. JAMRQZ: | guess the concern | would
have is kind of the chilling effect on the

findi ngs thensel ves, because already today we just
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-- the findings wwthout a rating that's public,
there's enough fighting that goes on, because, you
know, sone fol ks get, actually, conpensated based,
you know -- the findings and exam finding are an
el ement of their conpensation in nunber and anount
of findings. So, ny primary concern woul d be that
it would cause so nuch fighting about particul ar
findings that -- | think what you really need is
open communi cati on between the exam-- those

adj usted as to what should be done to inprove
practices, things that are intangi ble, what you
could do better. And I think, making these

findings and these ratings --

MR. DE LEON: | was not suggesting -- to
be clear, | was not suggesting the entire report
be made public. |1'm suggesting there are certain

aspects of the review that should be standard

across all firns. That certain informati on shoul d

be -- you passed or didn't pass or what your score
was. | agree, conpensation should not be
reported. | wasn't looking for information |ike
that. | was thinking there's certain standards,
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t hough, do you neet and you achi eve that woul d be
useful to know on a reqular basis as opposed to
having to go and ask each FCM that you do busi ness
with, you know, when was the last tine you were
audited? Any material findings? You can go ask
your FCMs that you do business with for a | ot of
this information, and they will -- sone give it to
you, sone don't. Then as an end-user, | have to
make a decision on whether or not it's material or
not .

There are certain things, | think, that
woul d be useful to have avail able just |ike
there's certain informati on when a bank is signed
off on, you know, is it good or not? And | go
back to ny current anal ogy, and maybe I'll use the
Chevy Volt this tine instead, right? It neets a
certain standard, and it gets a crash rating,
right? You don't get all the information about
the car, but you get certain things, and you know
where it stands relative to other people, and I
think that's useful to have.

M5. BAGAN: Just to be cl ear. I f we do
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have a material finding where we take disciplinary
action, that is public informati on on the NFA
basic system so firnms can find -- or custoners,
can find out howtheir FCMis performing if it's a
material finding, and if there's a fine involved.

MR. DE LEON: Right, there's, you know,
but we're tal king about the -- you're all the way
down at the bad end of the spectrum but you don't
know where anyone falls here, and you have to do
your own due diligence, you know. So, you get a
two or a one. Ckay, that's public. But are you a
five, a seven, or a nine? And that matters a | ot
because where are they, and how do you get that
information? So, | think a lot of firnms |ike ours
do a ot of due diligence to get information, but
we can't get everything we'd like to get, and |'m
not sure everyone has access to the sane
I nformation given where they are in the market.

MR. BARNETT: Now, let nme pull it back
to, | nmean, | want to pull it back to -- |I'msort
of anxious to get the perspective of the experts,

agai n, going back to what we should be doing. So,
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Bill's point was very appreciated. Ohers

t hought s about things that we shoul d consi der
doi ng? You guys kind of know what we do. Are
there things in your mnd that we should be
addi ng, changing, doing differently? Dan?

MR. DRI SCOLL: Dan Driscoll. | think
froma perspective of an SRO that | think we have
sone of the sane, | don't want to say concerns,
but sone of the sane w shes that the industry
m ght have. |1'mgetting feedback from SRGs, and |
think that to the extent that the feedback,
what ever you do, not saying so nuch what you
shoul d do, but that when you do it that we get
f eedback and we get it pronptly. And that it not
just be, if there are really ideas about things we
could do differently, and they don't rise to a
deficiency, that we hear about that so that there
be -- you know, it not all be fornmal, would be
informal and really have -- but it's inportant in
our mnd to get that feedback and get it as
qui ckly as we can.

MR. BARNETT: Ckay. Anyone else? Ckay.
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MR FLONERS: | think, Gary, that one of
the points that assessing how well the CFTC may be
doing in terns of transactions, we can use a real
life exanple and was just discussed the other day
at the FASB and that was the treatnent of
transfers. And that the clarification with
respect to the de-recognition of repos to maturity
and reverses to maturity may not be as indicated
currently in GAAP. And that there's a desire to
Identify -- clear the actual risks associated with
t hose types of transactions and that, in fact,

t hey do have sone exposure.

| think that the consideration of that
particul ar accounting treatnent relative to the
purchase agreenents is not just sonething that
shoul d be either at the SRO | evel or even at the
CFTC level, but it should be an entire |level for
the entire firm and that the GAAP is the
uni versal neasure and should be part of the daily
assessnent for |looking at the individual firns
that you're auditing or review ng, and then see

whet her the SROs have kept the contact with the
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appropri ate accounting standards. And there are a
nunber of standards that are up in the air on nmany
I ssues, and | think that the evaluation of those
standards and the extent that they're inportant to
the particular FCM and whet her FCM and t he SRO
see whether they're properly evaluated. And |
t hi nk that that should be, you know, in your
domai n of review.

MR. BARNETT: Thank you. All right.
Sonebody sent ne a question. | don't think it's
an appropriate question, so if they want to cone
out and talk to ne afterwards, that's fine. |
want to -- final comments, |'mopen to it, but
then 1'"'mgoing to end this session and | et
everybody go and take lunch, and we will conme back
for our next session at 1:30, | think. Yes. So,
| want to thank you all so much. W really
greatly appreciate your thoughts, your
participation, your input, your advice. Really,
t hank you very nuch.

(Recess)

MR. BARNETT: Ckay. Let's get started.
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Wel cone back to our roundtabl e, discussing
custoner protection requirenents for futures

comm ssion nerchants. W' ve conpleted our first
panel. W're now noving to the second where we
wi Il focus on various questions that, actually, we
want to ask you -- the Comm ssion wants to ask
you, or the staff wants to ask you, regarding
custoner protection proposals we've been working
on. A quick rem nder on housekeeping itens. |If
you haven't already di scovered it, the bathroons
are in the back down the stairs and, again,

farther down and to then to the left. This is a

t wo- hour session, fromnow until 3:30, and then we
roll right into a third session. Sonewhere al ong
there we'll take a break, no later than 3:30, but
it may be earlier depending on how the
conversation's flow ng.

Agai n, for those in the audience with
questions, we have cards. You can submt your
guestions in witing, and then the cards can be
brought up to us. W're creating a transcript of

the discussion today. To nake this work, when the
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panel i st speaks, please first say your nanme so
they can -- when we go and type it up, we can
track who's talking. And then, as we said
earlier, because of ongoi ng enforcenent cases, we
aren't going to tal k about specific nmarket events,
whether it's M 3 obal, Peregrine, or otherw se.

kay, so let's start the second panel.
As we said, we want to use the tine to get
coments and reactions fromyou all about various
proposal s we've been working on. And before we
start, since we have a |lot of new faces at the
table, a |ot of people in the first, but new ones.
Let's go around -- again, let's do the sane thing
we did before. M nane is Gary Barnett, |I'm
di rector of DSI O

MR, PICCOLI: |I'mKevin Piccoli, Deputy
Director.

MR. COOPER: Charl ey Cooper from State
Street.

MR. PARKE: Ross Parke, Barcl ays
representing FlA

MR KEMP: Todd Kenp with the Nati onal
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G ain and Feed Associ ati on.

MR. ROTHVAN. Howard Rot hman with
Vi si on.

MR. FOLEY: Kevin Foley, a partner at
Katten Muchin Rosenman representing FlA.

MR, TIRRELL: Bill Tirrell representing
SIFMA Capital Commttee.

MR, LUKKEN:. Walt Lukken, FIA

MR. DAWLEY: M ke Dawl ey from Gol dman
Sachs and chai rman of the FlI A

MR. DAVIS: Warren Davis, Sutherland
Asbill & Brennan on behal f of the Federal Hone

Loan Banks.

MR. COCCO. Al essandro Cocco, JP Mborgan.

M5. AYOTTE- BRENNAN:  Chri sti ne
Ayotte-Brennan, Fidelity |Investnents.

MR THUM ['mBill Thum from Vanguard,
al so representing the Investnent Conpany
| nstitute.

M5. BREGASI: Nevis Bregasi, M-S, also

representing 1Cl.

M5. FLAHERTY: Eileen Flaherty, Newedge.
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MR. FlI LLER: Ron Filler, New York Law

School .
MR, DRI SCOLL: Dan Discoll, NFA
M5. DOMWNS: Yvonne Downs, Jefferies.
M5. BURKE: Maureen Burke, Bank of
Anerica, Merrill Lynch representing FlA

MR. NUNERY: Cam Nunery, O fice of the
Chi ef Econom st.

MR. BARNETT: Thank you. Kim | see a
spot. Your nane's on there. KimTaylor, CM:

M5. TAYLOR: Kim Taylor, CME. Thought |
was on the third panel.

MR. BARNETT: Ckay. Al right. ay,
so let's start or just go through sone of our
proposals. W have not put out any of these
specific provisions out there, so | know you'll be
hearing this for the first tinme, but let's just
get your reaction. So, let's start with Part 30
and, you know, as you know, first we're going to
create as nuch of the industry -- FCMs have to
hold sufficient funds in Part 30 secured accounts

to neet their total obligation to custoners that
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are trading on foreign nmarkets, conputed under the
net liquidating equity nethod. No discussion
there. Everybody seens to be in agreenent. No
| onger allowed to use the alternative nethod which
has allowed themto hold a | ower anobunt of funds
representing the margin on their foreign futures.
Agai n, not very controversial. So, we want to
make it clear that when funds are held in a
jurisdiction that permts an opt-out froma seg
requi rement, we're going to prohibit such an
el ection. W don't think that's very
controversial. |If there is, then react, please.
But here's one where we do need sone
hel p. Were FCVMs are holding funds in Part 30
secured accounts to neet their total obligation,
With respect to the funds that are in excess of
the margin called on for the foreign futures, we
want to require as nuch of the excess as possible
to be held back in the U S., subject to allow ng
sone extra to remain in the foreign country to
avoid real-tinme margin call issues and the |ike.

It would just be practically inpossible to not
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al | ow sonme anmount of excess.

And our question is, one, does that
makes sense? And sone of you, | think, have
proposed the sane. | think FI A has. Then,
assum ng that people are in agreenent, how shoul d
we size that excess? Sonme have suggested 50
percent. W think that is way too |arge. What
are your thoughts and why?

M5. BURKE: Gary, |'Il start. So, the
FIA did recoomend a simlar recomendation for,
obviously, noving to the full seg net value. No
opt-out, | think, as we polled, going through the
Fi nanci al Managenent Conmittee, all of our nenber
firme as well as we have representation fromthe
cl eari ng houses and banks, everyone thought that
we really didn't have the authority to opt out
anyhow pursuant to the U S. regs, so that's no
| ssue.

On the third point of requiring FCVMs to
pul | back, we see it as a material excess anount.
We do think there should be an appropriate anount

that could be left, but have daily policies and
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rules in the event of a default. The 50 percent,

| think, pertains to an existing rule. Nowif you
have nore than 50 percent of margin, you take a
capital charge. So, at sone point in tine there

was sone thought process put into place for that
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t hrough the CFTC and other regul atory authorities.

10 Fifty percent seens as though it's a little nore

11 than a -- what you'd deemto be a proper nmateri al
12 anmount. | think it maybe should be a hard dollar
13 anount and percentage -- conbi nati on of the two,

14 | esser of. And, | think we can | ook at that and

15 say what's an appropriate anmount because nargin
16 nunbers change every day, and there's the daily
17 settlenent, back and forth.

18 There's al so, when you start tradi ng on
19 foreign boards of trade, there's a foreign

20 currency settlenents and things along that |ine.
21 So, a conbination -- 50 percent seens a little

22 hi gh, you know, southbound of that as maybe a
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conbi nati on of a hard dollar anpbunt of percent.
And then, that could be nonitored versus, you
know, that you're fully out of conpliance. And |
t hi nk the point should be that if you're over that
anount, naybe just go to the capital conponent

rat her than putting you out of conpliance because
t he nunbers do fluctuate, so it doesn't create a
conpl i ance i ssue.

MR. BARNETT: Ckay. That's hel pful.
Ron.

MR, FILLER  Just as you study that
rule, | think the one thing you need to think
about is the tine it takes to convert the foreign
currency back to and wire transfer it back to the
states. Usually it's done in a 24 or 48-hour
period, so if you had it as of the cl ose of
busi ness on Monday, it could take one or two days
bef ore you got down bel ow that certain anount.

So, if you do go to a percentage or, as Maureen
said, an acceptable level-type thing, just give it
an extra day or two just in order to transfer the

moni es back.
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MR. BARNETT: Eileen, did you have your
hand up? No? GCkay. Qher thoughts? No. Ckay.

MR DAWEY: @Gry, |I'd just add, | agree
with Maureen and Ron. | think a tine-date certain
can be challenging, but 1'd also just note that
sone of what you're requesting is already
happening. There's a lot of clients that are
actually requiring us to nove back their excess,
so as they get educated nore about the process,
t hey' ve adapted to it.

MR. BARNETT: They want it already.
That's good. Ckay. Now, the anobunt that's
called, it's not just the clearing -- again, still
on Part 30. So, not just what the foreign
cl eani ng agency may have called, but also the
foreign broker. And they have to do their own
ri sk managenent. So, | nean, we kind of get that.
But a question is is there a reason to be
concerned about, sort of, affiliation and a need
to track that what is being called by the
affiliate broker is market? It is not being used

as sone way of holding up the anount that's
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| eavi ng the country?

M5. BURKE: So, is your question that
| nposing that, simlar to what you have here in
the States, that you woul d have an exchange
m ni mum requi renent? O cl earinghouse m ni num
requirenent flow ng through fromthe affiliate so
that the affiliates -- you wouldn't be funneling
addi tional funds through to our affiliates through
the affiliated cl eaning broker rel ationship.
That's the point.

MR. BARNETT: Yes. Qick exanple. So
cl eari nghouse calls for four, the foreign broker
calls for six, nmeaning two nore, and then the US
FCM calls for ten. You got four sitting in the
States, you've got two sitting at the foreign
broker, and you've got four, if I've got ny
nunbers still in nmy head right, sitting at the
foreign DCO. The question is, if it's al
I ndependent and not in market, |I'mnot worried
about the two that the foreign brokers called for
ri sk managenent purposes, being able to respond to

margin calls, but if there's an affiliation or for
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1 sone ot her reason, do | have to worry that that
two starts creeping up to sone | arger nunber, and

pretty soon we don't have four left in the States.

A 0N

W' ve got one and the other three is sitting with
the foreign affiliate. Do | have to worry about
any kind of evasion kind of question, trying to
get around this?

M5. BURKE: |'m not aware of worKking

© 00 N O O

through affiliates that there would be an add- on.
10 Typically, when we [ ook at our clients, we're

11 | ooking at counter-party credit risk. And when we
12 cl ear through an affiliated clearing broker, and
13 the affiliate is issuing the call to the

14 affiliate, the US FCM the US FCM has the

15 underlying clients and the counter-party credit

16 risk of those clients. So, that's where the

17 add-on of the margin would typically cone into

18 play. Wen you're |ooking at your US FCM | ook at
19 the counter-party credit risk of the underlying

20 clients determ ning whether or not, based upon the
21 credit paraneters of that client, whether or not

22 you have to add an additional add-on to the
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exchange m ni num or cl eari nghouse m ni num mar gi n
requi renent.

So, when you're looking at an affiliated
rel ationship, because it's an affiliate, and you
have the credit due diligence being perforned at
the US FCM that's typically where that excess --
and by inplenenting your proposal, and there was a
simlar proposal to what the FI A put out there as
well, to return material excess, that will keep
t hat excess for any add-on to the margin here in
the U S

MR. BARNETT: Al right. Let nme turnto
ri sk managenent then. And we know from FI A, NFA,
the NFA rule, Section 16, there's a broad
consensus that a policies and procedures approach
be added, nore of a control-based structure being
advocated for at |east disbursenents from seg.

And the proposals go to such things as setting the
target residual, and we are all famliar wth
that. And included in a |ot of that, anong sone
of them anyway, separation of duties, selection of

counter-parties and investnents, training, and
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limting the percentage of excess that can be
Wi thdrawn at any tinme without a sign-off by senior
managemnent .

And now we're getting to the questions.
So, the scope of risk managenent is still nuch
narrower, for instance, than what wll be required
of swap dealers, for instance, and of course,
narrower than what's required of prudentially
regul ated entities. |Is there anyone here who
t hi nks we should not require risk nmanagenent
policies and procedures around all the risks of
t he busi ness?

MR COCCO It seens to ne appropriate
to require risk nmanagenent policies and
procedures. | think it would make sense to | ook
into the detail of that. In other words, | think
t hat conducting an analysis of the practices that
are currently enpl oyed, understandi ng whet her
t hose are sufficient or not, rather than designing
a systemin abstract fromthe current narket
practice and then requiring to conply by a certain

date. That could create nore risk rather than
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less. So, | think that if it does done in a way

t hat | ooks at how things are being done and

whet her those are being done in a prudent nmanner

now and what can be inproved through consultation
with the industry, it would seemto make sense.

MR. BARNETT: | nean, the reality is
that aside fromthe CPA report that we get audited
financials, I"'mnot really aware of any -- you
know, and everybody in the | ast session tal ked
about the control -based review as substantive
exam nation plus a control -based review, but
there's nothing in our rules, really, that
requires, you know, risk-based, you know, policies
and procedures around the risks of the business.

And we've got those rules that are
com ng and the internal business conduct rules for
the swap deal ers and MSPs, but we've got, you
know, very little now Now we've noved forward
with risk managenent through FI A and NFA and CVE
efforts, but it's to date focused on di sbursenents
fromseg. And it doesn't go beyond that. And it

seens it's hard to isolate one piece and where are
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1 the lines, and it seens |ike there ought to be a
nore general, beyond the specific one that people

have proposed because of the issues we had and
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that we were reacting to that gave us that focus.

It seens there should be nore of a risk-based

focus on how busi nesses are bei ng nmanaged. Yes?
MR. COCCO | think that that nakes

sense to ne. | think that just |ooking at the

© 00 N O O

overall industry and the rules that prohibit the
10 sharing of information between swap deal ers and

11 FCMs and drawi ng up conparison wth that, | think
12 that it would be hel pful to recognize that in sone
13 conpl ex financial groups the experience resides in
14 a teamthat may not be the FCMteam And so,

15 allow ng for the transfer of information between
16 t hose who have the actual know edge and t hose who
17 manage the risk on a day-to-day basis woul d be

18 hel pful, of course, nmaking sure that appropriate
19 saf eguards are put in place so that custoner

20 information is not disclosed when it not

21 appropri ate.

22 MR. BARNETT: Ckay. Qher reactions?
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MR. COOPER: Just a quick question as to
how exactly this would work because | may not
under stand the proposal. Requiring the
procedures, | think, absolutely, that nakes

perfect sense. What you do with themonce they're

required, | think, is the next question which is
part of what was brought up. | don't know if
there's a qualitative review. | don't know who

that rests on. Is it the CFTC to nmake the

determ nation as to whether or not those
procedures work? Wuld it be FI A devel opi ng best
practices? | guess, procedures are fine, but they
can be crap, right? So, if there's not
necessarily a qualitative neasurenent, the fact

t hey exi st does nothing to nake the system safer
unl ess they're useful.

So | guess |I'm not understandi ng how t he
determ nati on woul d be nmade as to whet her or not
the witten procedures actually match up to what
shoul d be expected of those of us in the industry.
So |I' m aski ng.

MR. BARNETT: Yeah. No. That's a fair
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1 point. | nean, we tal ked about risk-based

2 exam nations before, but it's |like what are you
3 exam ni ng, you know. So, there has to be nore
4 ri sk- mmnagenent of the FCM we believe, and the

correspondi ng or correl ative, you know, and the
exam nations have to match that.
MR. PICCOLI: Yeah, so | would expect

that as these policies and procedures are

© 00 N O O

devel oped that as part of the exam nation function
10 by either CVE, NFA, or the Conm ssion, that go in
11 and | ook at the policies and procedures, conpare
12 themto best practices or what the exam ners have
13 seen at other firnms and nake sone type of

14 qualitative decision as to are they good? Are

15 they not? How can they be inproved and enhanced?
16 Because you're right, having just a book on the
17 shelf doesn't really do much good unl ess you' ve
18 got soneone neking sure that it's one, actually
19 being followed, and two, it keeps up with best

20 practi ces.

21 MR. DAWEY: | would just add | think I

22 agree with Charlie. It all starts wth best
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practices, right. There's huge gaps between how
FCMs manage risk, and | think starting with a

cl ear set of best practices is sonething to work
off of and conpare to how different firns are
managing risk. And | think that's sonmething FI A
could certainly help with, and sone of that's

al ready in the recomendati ons we put forth.

MR. BARNETT: |Is there an industry group
that's looking at that? You know, FCM best
practice, risk managenent best practices?

MR. DAWLEY: W' ve tal ked about it. The
FI A task force has put that into their scope, but
| think it's really the FCMs are the ones who
really can pull together what we feel are the best
practices. And for your review, and if there's
agreenent on them being sound, you can use that as
a tool in the audit process and begin to question
FCMs who aren't potentially follow ng sonme of
t hose practices.

M5. TAYLOR:  Dependi ng on what ki nd of
ri sk managenent practices we're tal king about

here, | think it nay be appropriate that they be

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 164

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

part of the kind of financial- conpliance
audi t-process review, or it nmay be appropriate
that they be part of a different, separate
ri sk- mmnagenent process review. W perform both
types of reviews at CME, and the one thing -- |'m
very much in favor of the idea of best practices
and we'd be delighted to work with the industry on
hel pi ng to devel op those, but | think one thing to
keep in mnd is that FCMs manage their risk
differently.

They al so engage in risk differently,
and not everyone engages in every type of
activity. And so, | think we want to be carefu
to make sure that we're not requiring everyone to
put in place risk-managenent activities that are
not inline with the businesses that they perform
So, they risk nmanage, you know, in the areas where
they do performthat business. But, you know, if
we have best practices wth respect to option
activity, and we have FCMs who don't really engage
I n option activity, there needs to be a way for

that to work so that we don't just require people
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1 to put practices in place that don't nake sense.

2 MR. BARNETT: Just for the record, so
3 that was Kim Taylor. |I'mworried about the

4 record. So, it's Kim Taylor, and before Kimwas
5 M ke Dawl ey. W should say who we are. And |I'm
6 not saying it, but | know that this could be a

7 mess when we | ook at the transcript |ater and as
8 we try to sort through people's advice. Dan?

9 MR. DRI SCOLL: So, you set up this

10 guestion by conparing the FCM environnent to the
11 requi renents for swap deal ers, and under the swap
12 deal er rules, the procedures and policies wll be
13 reviewed as part of the registration process. And
14 then, of course, there will be a follow up

15 exam nation process to |look at the inplenentation.
16 | would think for FCMrisk practice requirenents,
17 to the extent that they're out there, are probably
18 not best addressed in the registration process,

19 but as part of the ongoi ng exam nati on.

20 MR. BARNETT: That nakes sense. And to
21 speak to Kims concern, | think referring back to

22 the risk managenent rules for swap deal ers, they
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1 don't -- and | don't envision rules that would | ay
2 out you nust do this, you nust do that. |t asks

3 for consideration of the risks of the business,

4 and then addressing themin sone way. Then that

gets reported in, you know, an annual -- your
policies and procedures and then a progress report
and annual report. So, there's nothing, sort of,

one size fits all, and no one telling you which

© 00 N O O

ri sks that you consciously want to take on,

10 whether or not you should take themon. So, it's
11 nore |i ke know ng your own business, identifying
12 the risks that you, in fact, want to take on, and
13 then trying to create risk managenent around them
14 So, we shouldn't end up with the kinds of things
15 that you're -- it wouldn't be intentional, |

16 t hi nk. Ckay.

17 A correspondi ng i ssue we've struggl ed
18 wthis -- so again, you've got risk nanagenent,
19 vyou've got a change in the orientation of the

20 exam nation process, and we're trying to figure
21 out ways in which we could start to | ook ahead at

22 risk and start to | ook ahead at probl ens, get
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ahead of things. So, we're tal ki ng about sone
additional reporting itens, and sone of the issues
that we've raised, we considered; for instance,
what about | ooking at what's going on at
affiliates? Wat about issues at the securities
busi ness of joint BD FCMs? Should we be | ooking
beyond capital seg and secured to things |ike

| everage, liquidity, other business |lines, nmajor
changes in the business? Those that mght require
consultation, for instance, wth the SRO? O is
It the sane kinds of events and affiliates? |Is
there really any way that we woul d avoi d | ooki ng
at those things if we are really going to take a
risk, or add nore of a risk orientation to the way
we or the SRO | ooks at internediary or FCMs?
Reactions? Bill.

MR, TIRRELL: | think when you | ook back
over tine, it's fairly easy to see that a | ot of
the trends where firns have gone awy. You | ook
at P&L, for instance, as one good neasurenent.

So, it's a concentration of P& in a particular

product or a particular area of the firm or
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envisioning that it is going to be a very big

Wi nner. So that, obviously, becones a red fl ag,
I f you wll, where you see a | arge concentration
of P& within a particular product or particul ar
area. Concentration of a position, obviously,
again, | think we've seen over tine that that
translates into sone red flags that needs to be
anal yzed. Liquidity, obviously, | think is the --
woul d be probably nunber one on the hit parade as
we' ve seen frompast history. So, | think,
collectively |looking at different aspects of the
busi ness, and as well as a shifting of the

busi ness. Again, | think it's another red flag
that would require additional, you know, review.
So, growth through acquisitions, or just a push
into certain market places. | think these are al
t hi ngs that would require sone additional
oversight to ensure that what is actually
happeni ng and being presented is real, and they
have the right risk neasurenents around all that
-- controls and so on.

MR. BARNETT: Ckay. Thank you.
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1 Charl ey.

2 MR. COOPER: Charl ey Cooper. As a

3 general matter, | see the need and the desire to
4 | ook at things -- big picture things that woul d

tell you about the health of an institution.
Leverage ratios, capital ratios, you go through
the list. Wiere | get worried is in terns of how

a place like the CFTC, with it's know edge base,
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or the NFA, to the extent they're doing it for

10 them would be able to evaluate properly, and

11 t hen, what to do about it once the evaluation's

12 made. Different affiliates that are doing

13 conpletely different things than what we're

14 tal king about. So, would, in JP's case, they have
15 a private bank, international private bank. Does

16 the CFTC envision | ooking at various different

17 risk pieces or financial information fromthe

18 private bank to nmake a determ nation as to whet her
19 or not that would affect the FCM? O if they have
20 a real estate firm a real estate group? How does
21 the CFTC eval uate the health of that real estate

22 division to nake the determ nati on as to whet her
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1 or not that poses a threat?

2 And then, assum ng you even have the

3 expertise to | ook across various different

4 affiliates and nake a reasoned determi nation as to
5 whether there is or is not a problem then what

6 woul d the CFTC claimto be it's jurisdictional

7 hook for acting? O how would you force that

8 affiliate to adopt a different nethod of business
9 or risk managenent procedures, et cetera, so maybe
10 you'd know there was an issue? |'mnot even sure

11 how you woul d know there m ght be an issue if it's
12 the type of business you don't understand or that
13 many of us woul dn't understand. But then even if
14 you were able to understand it, well then, what do
15 you do if it's sonething that you' re not

16 confortable with? So, | don't know how you

17 effectuate that kind of a system

18 MR. BARNETT: | think -- should | answer
19 or should -- okay. | don't think anyone's

20 proposi ng that we would try to regul ate peopl e not
21 within our jurisdiction, but we're thinking nore

22 about adding nore to our reporting requirenents.
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So, sonething nore |ike 8K type events, sonething
maj or, significant, has happened that's affecting
the registrant, the FCM they tell us about it so
we can take it into account in know ng that a
probl em may be brewing. So we have seen FCMs t hat
bi furcate their financing into basically a
shell -parent as a public entity, but it's not in
the FCM So, if you only | ook at the FCM
everything | ooks dandy. And to not | ook at that
Is kind of mad in a way, you know. It's not
appropriate. | think you need to be able to take
other things into account. So, | don't think you
need to worry as nmuch as you are suggesting, but |
think it was fair. |It's a question that we ask
and that's good to hear your concern.

The one about liquidity is a significant
I ssue, as well. \Woever was just -- Bill, talking
about liquidity. | nean, we have our rul e,
1.17(a)(4), deals with what happens to a busi ness
when it's under-capitalized. But it doesn't
specifically address what happens when the -- it's

essentially, you've got capital, but you're so
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I11iquid that you' re basically dead in your
tracks. So, we need to take liquidity into
account in sone way, as well. \Wat we should do
-- I'"d like to get your thoughts on that --
everybody's thoughts on that. Wtching it,

t hough, and being aware of it and being able to
take that into account as we understand what
pressures are on the FCM that's the kind of thing
that we're thinking about. But we're definitely
not trying to regul ate other people.

MR. COOPER:  (Ckay.

M5. BURKE: So, Gary --

MR. BARNETT: Let Ron go, and then we'll
come back to you, Maureen.

MR, FILLER Ron Filler. Gary, | think
you rai se an excellent question, and, probably, in
| ooking at it and trying to evaluate the answer,
you al nost have to ook at it in today's world
versus what it was two, three years ago because
froman investnent-risk perspective, and if you're
focusing on the swaps OIC area, any swap deal er

now has to have reqgqulatory capital. Wereas in
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the past, they had very little capital because the
parent conpany guaranteed the swap business at the
respective firm And that, with all the Basel 3
and everything else is a greater awareness and
requi renents for capital anong, not just the

regi stered entity, but now you have other firns
that are affiliates that are becom ng registrants
whi ch have a regulatory capital thing. | think
the key part of it though is also howthe -- if
the investnents or the concerns that you have --
the risky investnents rest with the broker-dealer
FCM entity, financials should pick that up.

Now, | know we're not supposed to talk
about MF d obal, but nost of their investnents
took place within the BD FCM and that's what
caused that as opposed to a | ot of other
affiliates mght have it through a parent conpany
or another affiliate or whatever and not through
the regulated entity. So, | don't think there's a
right answer to your question, but | think it
does, you know, require a lot nore details to know

exactly where you guys are goi ng.
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MR. BARNETT: Ckay. Al essandro.

MR. COCCO. Gary, Alessandro. | had a
coupl e of thoughts. The first one is -- nmaybe
It's obvious to everyone, but would this be
information that is disclosed to regulators as
opposed to the public? Because, of course, to the
extent that there's information that is
confidential that has to do wth the expansi on of
the group in one way or another, then it would not
be suitable to disclose it in real tine to the
whol e public.

And then, the other thought that | had
was that | would also | ook into coordination
bet ween regul ators, maybe wi thin FSOC because, of
course, you could have different regul ators that
are in charge of evaluating different aspects of
t he busi ness, and coordi nation would go a | ong
way.

MR. BARNETT: | think those are both
excellent points. | think you' re predicting one
of our questions. The one about confidentiality,

so we'll talk about it in a second because we
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think that we need nore information for custoners,
but what are the data points they need and what
shoul d they not see? And so, we should tal k about
-- we should spend a good anount of tine on that.
So, let's cone back to that, but we're definitely
sensitive to that, but we do think custoners need
nore, but we've got to be careful that it's not

I nternal, confidential, you know, business stuff.
And we'll tal k about the |ines.

In terns of coordination, we definitely
agree that in this, you know, globalized world,
and given the speed and all the conplexity, that
there has to be nore coordination and trying to
find that balance. W talked about it in the |ast
session, and it's sonething that's becone
I ncreasi ngly apparent and involving us all the
time.

M5. BURKE: And, Gary, that was the sane
point that | just wanted to nake, as well. You
know, many of the larger firnms, the SEC, the Fed,
the OCC, cone in and to have the point of

coordi nati on, maybe you could attend sone of the
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nmeetings. And, you know, the new business itens
are brought up, new ventures, liquidity, and
they're di scussed in depth and, you know, having
that open flow of information and if sonething
conmes up, then, you know, you can |ook at the FCM
go down to the FCM and deci de do you need to go
have an onsite visit. And, you know, just having
that open flow of information at the outset.

MR. BARNETT: Right. R ght. kay.

M5. TAYLOR: This is Kim Taylor. |
think "'mgoing to be reinforcing the point that
sone ot her fol ks have nmade about the need for
regul atory coordination. | do agree with the
general point that as an industry we need to be
concerned holistically about the health of not
just the regulated entity, but the health of the
structure that supports the regulated entity.
There, | think, are inherent limtations, and as
Charley referred to, about the ability to actually
enforce against the entity that is not the
appropriately regulated entity. There are things

that we can do froma risk managenent point of
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unnecessarily, the burden on the FCM comunity of
duplicative audit work. And where ot her

regul ators are already performng certain
activities, it nmay be that there's an opportunity

for enhanced i nformati on shari ng.
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| know there is good information

10 sharing, and there certainly is an intention for
11 there to be good information sharing, but it m ght
12 be that there are sone opportunities to find

13 there, like the one that you nentioned, where kind
14 of increased regul atory coordi nati on hel ps

15 everyone have a broader picture.

16 MR. BARNETT: Ckay. Thank you. Thank
17 you.
18 MR. DAWLEY: | would al so encourage the

19 Comm ssion to potentially visit sonme of the FCMs
20 and get a handl e around how the structures are
21 different. |If you're going to request

22 i nformation, | think, you know, what a big bank
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who is in dozens of businesses globally does and
how t hey fund thensel ves and how they deal with
| everage versus a smaller FCM who's nore
future-centric is going to be, you know, very
different. So, | think it would be very
beneficial for you to just understand how the
various FCVs are structured before you nade a
decision as to what type of information nmay be
rel evant for you to have a broader picture.

MR. BARNETT: Ckay. Thank you. Can we
go back to the liquidity point that Bill nentioned
before. A big concern, again, for us that we
have, you know, for instance, transfer the
busi ness and if you becone undercapitalized
subj ect to, you know, liquidating trades and sone
ot her things that the SRO or we m ght permt. But
now we' ve seen several instances where a firm
| ooks like it's, you know, it's got excess
capital. It's got excess seg. And liquidity is
so dire that it's problematic. Should we be
seeking to do nore with the liquidity issue, and

I f so, what should we be thinking about doing?
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Bill?

MR, TIRRELL: Bill Tirrell. Just again,
echo of what Maureen said before. A lot of these
conversations are already taking place, at |east
at the bigger banks, and to the extent that you
could tap into that, | think that would be very
beneficial to start to frame what exactly -- we
used the termliquidity. Wat does that nean, and
what are those neasurenent standards and such? |
mean, clearly having a diverse source of funding,
you know, spread out over nultiple durations and
so on becones a much nore stable environnment than
havi ng singl e-source short-termfinancing with
| ong-term obligations.

So there are things, and there are
measur enent standards that can be used, but they
have to be franmed, as we heard before, to match
t he business, to match the different products wth
t he business, and so on. But there is quite a bit
of information, already, that's being disclosed to
the various regulatory bodies. And | think that

woul d be, as M ke said, very beneficial to start
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participating in that, or visiting the firns and
under st andi ng what the managenent is doing in
order to neasure all that, because again, | think
all of us are well aware of the shortcom ngs now
of having limted liquidity in the firms. And

t hey' ve gone to great neasures to review all that,
put standards in place, to have internal
conmttees to constantly review that.

So, | think there's a lot of information
you could tap into that would nake it worthwhile
to you to create sone sort of neasurenent standard
for the different FCMs.

MR. BARNETT: Ckay. Thank you. O her
reactions? O her thoughts?

M5. AYOTTE- BRENNAN:  Chri sti ne
Ayotte-Brennan fromFidelity. | nmean, | would
venture to guess, definitely for Fidelity, and
probably for the rest of the buy side, that you
woul dn't get any argunent about having iIncreased,
you know, transparency with liquidity. | nean, |
think that comng up with standards that -- as

peopl e have pointed out, not all firns are the
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sane, so comng up wth standards may be tough,
but | think if there was a, you know, industry
standard that we could | ook at FCMs and say, oh,
well, their capital's good, but, really, |ook at
this liquidity, that it would be hel pful for us.

MR, BARNETT:. Ckay. GCkay. Al right.
So, let's then, maybe, let's turn then from
reporting to us to nore information for custoners.
And | know this is a little difficult to discuss
In the abstract, but can we hear from-- | guess
we're going to have a very different perspective
fromthe buy side, the FCM comunity, but what
kind of information does the buy side need to
receive to have a level of trust and confidence in
what's going on at the FCM And then, let's
triangul ate on what kind of pressures the FCM or
the concerns the FCMs have, if any, with that
I nf or mati on.

MR THUM It's Bill Thum here, at
Vanguard. | think this question gets at part of
an issue that we encounter when we work with our

FCMs, and certainly from Vanguard' s perspective,
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you know, we have a ot of faith in the FCMs with
which we trade with. However, we are aware that
there's a broad range of FCMs, and certainly a
broad range of clients, and all the clients don't
ei ther have the size or the business relationship
or work with FCMs in a way that they can have ful
confidence in terns of transparency in a w ndow
Into the FCMs heal th and perfornmance.

So, | think that for the industry,
Vanguard certainly, and 1Cl, would support a
greater window into sone of the reports that the
FCM either currently provides or in accordance
with the FIA and NFA recommendati ons will provide
in the future. And | think that will enable the
custonmers to be able to nake a live assessnent on
a day-to-day basis and know if there is cause for
themto port their trades to a new FCM  Absent
that information, it really is very difficult to
make that assessnment ot her than what you read in
the press. So, | think in terns of conpliance
W th segregation requirenents, conpliance

reporting of capital levels, net capital |evels,
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these are areas where, certainly, the FCM we
trade with we feel performextrenely well.

And | think that the industry, overall,
woul d benefit froma nmandate that not only are the
reports done that are being reconmended, but they
may be available on the CFTC s website on a |ive
basis for custonmers to have a window in. And that
will really give the custoners that ability to
performthe due diligence and to port their trades
I f they suspect things are at a risk level, and
they're not confortable to continue trading.

MR, BARNETT: Walt.

MR, LUKKEN. Walt Lukken. | think FIA
supports getting nore disclosure to custoners and
hel ping themto evaluate FCMs. Certainly, we
reconmmend it com ng out of the Peregrine
situation, devel oping sone sort of informational
portal. NFA does a lot of this already and so,
we're trying to conplinent what they're currently
doing with their systens, but we think there's
nore to be provided. Certainly our concerns are

what Al essandro had nentioned already. Sone of
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this is confidential information, so we want to
make sure that we're not crossing any
confidentiality iIssues.

And the other issue is we don't want to
exasperate a run on the bank if there are
I nformation that could be msinterpreted by firns;
that they may start to | eave a firm because they
don't understand the information that's being
provi ded, so we're sensitive to that too. That if
we're trying to stabilize an FCMin a crisis
situation, we don't want to necessarily want
di scl osure to cause a run on that institution.
So, those are the things, | think, we're certainly
in favor of nore disclosure, but we have to
bal ance those issues as well.

MR DAVIS: This is Warren Davis from
Sut herland. On the question of run on the bank, |
think it's interesting to step back and conpare
the situation wwth an FCMwith that of a bank.
The bank is using the custoner noney and goi ng out
and maeki ng | onger terminvestnents, and obviously,

cannot afford to have all its custoners
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I mredi ately demand the return of their funds. So,
that's where the run of the bank conmes from

In the case of a FCM the noney that the
custoner gives the FCMis not for the use of the
FCM It's solely to protect the custoner, so it
seens to ne that the run on the bank analogy is
not altogether appropriate here. But what is
appropriate is to ensure that custoner noney is,
in fact, used for the only purpose for which it's
given which is to secure the custoner's
obligations to the FCM and the cl eari nghouse. And
therefore, if information is released which causes
a custoner to nove its account fromone FCMto
anot her, that shouldn't be viewed as a bad thing.
That's sort of the way the futures world is
supposed to work. The idea is that one of the big
benefits of futures versus the OIC swap market is
t hat you can nove your noney fromone place to
anot her readily and w t hout consequence.

So, | think we think the enphasis ought
to be on the disclosure and not on the concern

about the potential adverse inpact it may have on
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a particular FCM | nean, it could cause themto
| ose business and to | ose sone profits, but that's
not really what we're concerned about. W're
concerned about whether the custoners can do their
trades with confidence that their nobney's going to
be used properly.

MR. LUKKEN. Maybe run on the bank is
not the right anal ogy. | understand your point,
but oftentines you' re trying to whol esal e, nove
t hat book to another FCM and instead, if people
are leaving and cause it to run into bankruptcy,
it's a much nore difficult situation for
custoners. |t takes a lot nore tine to work
t hrough those situations than in a situation where
you can sell and stabilize an FCM and nove it to
another FCM And so, | think that's what we're
trying to avoid, not necessarily a run on the
bank. Perfect anal ogy but --

MR. BARNETT: Let ne try to frane. |
guess one risk of -- two sides of the coin -- two
sides of the discussion. So, if one is if there's

information that's material to the safety of ny
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nmoney, | want to know versus you gi ve out

i nformation that causes a concern that isn't
material to the safety of ny noney, but causes --
what are the risks of giving the wong

I nformation? Could be a run on the bank, and if
It didn't do what it was supposed to do, or -- |
think that's what you're trying to say, so

| abeling it as run on the bank isn't what |'m
hearing as nuch as that's one of the risks of
giving the wong information or too much or
sonething like that.

And what WArren seens to be saying is,
you know, | shouldn't bear the risk of not being
told information that could be significant to the
safety of ny funds, and finding that place is
difficult. And Warren's point is, who should bear
that risk of getting it right or wong? But when
we're in a safe situation, we could try to be
anal ytical about -- and try the best we can to
talk about it. So, that's why we wanted to get
views frompeople. Bill was tal king before about

second secured, but then you also said w ndow i nto
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the health and performance of the institution.
And |"'m not sure that just second secured or naybe
even just capital goes to all of that.

So then, how far do you go? And then,
when you go too far you run into the burdens that
Walt and Warren are tal king about. So, what we
were hoping to do, and as you can tell, we've been
t hi nking a I ot about, you know, what is it that
peopl e need, and what goes too far? W want to
get help fromfolks on finding what data points
are appropriate and, you know, not go too far in
the sense of we're giving stuff that's not
hel pful, but it's burdensone, then, to the
busi ness versus we're giving stuff to custoners
that they ought to be able to see, and they're not
currently seeing.

MR, DAVIS. G@Gary, as you know, we
submtted a |letter which had sone very detail ed
comrents on specific financial disclosures which
ei ther you presently require or which the FIA
suggested ought to be required that FCVMs give to

the Conm ssion and to their supervising auditors.
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Qur point was twofold: one, that information ought
to be nade as tinely as possible; and two, that

I nformation ought to just sort of automatically go
up onto a public website, so that the custoners
have visibility into it.

And we did suggest sone ways in which,
actually, the information that you're currently
soliciting could be refined to nmake it nore
meani ngful to custoners; for exanple, excess funds
In seg. You really want to know how nuch of that
excess represents anounts which custonmers have
voluntarily left with their FCM versus how nuch
the FCM have put in there as a cushion, sort of
residual interest. And seeing that on a daily
basis would give custoners, | think, a |ot nore
I nformati on and confi dence about how an FCM i s
dealing with segregation and what risks they may
face by dealing with a particular FCM

M5. TAYLOR @Gry --

MR. BARNETT: Let's get Howard, then
"Il go to Bill.

M5. TAYLOR: Can we just nake a
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correction, though, first? Excess seg. | nean, |
wonder if what you're getting at is you wanted to
know how nmuch margin was required fromthe
custoners? How nuch margin fromthe custoners the
FCM hel d, and then how nmuch excess seg they had
which actually is the firms investnent in seg.
| s that what you're trying to get at?

MR, DAVIS: Right. So, there's an
exchange |l evel, and then there may be an FCM
| evel , and then sone custoners | eave excess
amount s - -

M5. TAYLOR  Sone custoners | eave excess
In addition to their requirenent.

MR. DAVIS: To distinguish that fromthe
amount the firm-

M5. TAYLOR: Fromthe anount the firm
I nvests. Ckay.

MR. ROTHVAN: | think that we need to
step back and after MF situation, we nade a
busi ness decision to put on our public website not
only the last current 1FR/ Focus Report |ess the

I ncone statenent, but for the last three nonths so
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t hat sonebody could take a look at it and | ook at
it on a trend basis, and including the | ast
audited statenent. And | can tell you, it's been
now seven or eight or nine nonths, and what's
happened is we've stopped receiving calls that you
woul d receive fromtine to tinme -- would like to
know nore about financial structure, the FCM
could we speak to sonebody? And at the | ast

I nstance with PFG we tracked the hits to that

part of the site, and it shot up.

And we al so tracked over the |ast nonth,
noni es recei ved and noni es gone out, and there's
been very, very -- less than average anount of
noney gone out. So, | don't see -- and there's a
| ot of information, obviously, in a focus report
and 1FR and nmaybe there's sone changes to it that
| ncor porates sone ideas, but | don't see any
downside. And |I'd be nore than happy if it has to
go on a portal.

Al so, that we at |east start with that
statenent, because there are nmany tines we as FCMs

are al so counterparties, and it would be nice
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information for me to see, or another FCMto see

Wi th soneone el se, about their counterparty, so

they could evaluate it. |If the custoner sees it,
they'd rather see it than not see it. | don't
t hi nk we've had any negatives. | don't think
we' ve | ost any business. If anything, | think

we' ve nmaybe gai ned business and trust. And | just
t hi nk one should just think about it.

Qobvi ously, the SRGs, your banks, CFTC,
and regul ators are getting copies of that
I nformation. Wy shouldn't the custoner get it?
Wo's really -- that's where the noney is com ng
that you're entrusting, so | just think it's one
of those things where it sounds like it's a big
deal, but once it would get inplenented, people
woul d say why didn't we do this a long tine ago.

MR. BARNETT: Bill?

MR, TIRRELL: | nean, | think the FIAis
I n agreenent that there's plenty of roomfor nore
di scl osure, but just to comment on Warren's
comrent before, the reality is the world is not

real tine. So, an FCM that has daylight exposure,
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for instance, and is noving noney through the
course of the day by a facility froma bank. That
bank goes, and you read in the paper -- decides
that it's not going to renewits credit facility.
Well, that may be information that woul d cause you
to pull out. Maybe you didn't inquire enough to
find out, well, yeah, that bank is not renew ng
your credit facility, but they've already enlisted

two ot her banks that have doubled their credit

facility.

So, the anmount of infornmation, the way
it's dispersed, | think, is critical to be
Interpreted properly. It's not just how nuch is

in seg during the course of the day and so on, or
at close of day. | think that's information that
we all agree should be out there, but there are

ot her things that we need to take into

consi deration that can be very easily
msinterpreted. And in today's world where
everything's al nost instantaneous, all you need is
alittle sniff of blood in the water, and you

could have a very solid institution start having
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problens real quick, and | think that's where the
bal anci ng act cones into play. And quite frankly,
| see that as a very inportant role of the
Comm ssi on, because if you had full disclosure, |
don't think we would need you guys.

MR PICCOLI: Let's not go too far,
Bill. (Laughter) Bill, |I guess one of the things
we' ve tal ked about internally, 8K- type
di scl osures, which is one of the things you were
tal king about. If a firm their clearing bank, is
no | onger going to clear for them but they have
soneone else. Wll, is that a significant enough
di scl osure that should be made out there so people
know, okay, well, JP Morgan is no |onger going to
clear? It's now going to be Harris Bank. O
things along that. | think the SEC al ready has,
you know, well defined 8K-type disclosures for
significant events. |s sonething |ike that
I nportant and hel pful to people, to the public to
see?

MR, TIRRELL: | think ny response to

that is that it depends. |[If you have an entity
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t hat has many rel ati onshi ps and | osi ng one may not
be that material. An entity that has one single
rel ationship, maybe that's very material. But |

t hi nk, as we tal ked about in an earlier session,

t hat di al ogue of where the firmis going, you
know, the ongoing relationship with the firm
understanding the firmin many aspects wll help
gui de you in that decision as to what needs to be
publicly disclosed versus what can be disclosed to
a regul ator.

MR. BARNETT: M ke?

MR. DAWLEY: H, Mke Dawey. I'd just
like to reiterate what Walt had said earlier and
as one FCM point out that we are totally
supportive of getting as nuch transparency out
there as possible, but | do think it's inportant
to note a couple of risks that exist. First of
all, you should know that as an FCM we di scl ose
to our clients pretty nmuch whatever they want to
know, and we have no probl ens supplying the
regulators with a lot of information. Wat we're

concerned about are the -- not our clients or you,
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It's everyone el se who could m sinterpret

i nformation. So, | think whatever we do there is
going to require a |lot of education, and | think,
you know, the data itself really needs to be

anal yzed, and we need to be certain that, you
know, sonebody can't gane the system or use that

I n an i nappropriate way.

To Warren's point on excess, | think
that's a prine exanple. | nean, right now, the
excess nunbers are being reported nonthly, and |
think those even are flawed and could even give a
fal se sense of confort. You know, there's big
vari ances across firns there. Sone firns have
actual ly made a consci ous decision to keep a
consi stent cushion in there, which is excess.

QO her firnms just house their entire capital in the
seg pool, which al so appears as excess. Does it
mean that a person who's got nore in the latter
bucket is safer than the other firn? Not really,
because that's their capital. 1t's working
capital. They could pull it out at any tinme, so |

t hi nk sone of the new rul es and recommendati ons
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MR. BARNETT: Warren, what's your
reaction?

MR, DAVIS. | agree that it's really
| nportant to understand what the data is and what

It isn't. And the education is very inportant.

© 00 N O O

But | don't think the answer to that is not to put
10 it out. | think the answer is the education, and
11 get it out there, and get it out there regularly
12 so that people don't do sort of end-of-the-nonth
13 transactions to make their capital | ook better.

14 It's valuable to have it on a daily basis where
15 vyou can |l ook at trends and see whether this noney
16 is for real. | agree that we need a |lot nore

17 educati on about what that information neans and
18 what it doesn't nean.

19 MR THUM Bill Thum at Vanguard. Yeah,
20 and | agree with that, | think that having a

21 consi stent agreed set of neani ngful data points

22 that can be reported in a consistent basis across
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the FCMs to be nade available to all custoners
woul d really be a huge step forward. As |

nmenti oned, you know, obviously, Vanguard has a
strong credit team a strong counter party risk
team and does a lot of in depth analysis and has
strong relationships with its FCMs. Many, nany
custoners, though, either don't have the

wherew thal to performthat or don't have the

busi ness rel ati onship. Wat you could end up
having is those that can performthe due diligence
supporting all their trades ahead of a problem
and having custoners that don't have the wi ndow in
or don't have the wherewithal to have the
relationship remaining up until the end. So |
think that having those data points, naking them
avai | abl e publicly, you know, creates a | evel
playing field for the custoners, and also for the
FCMs, because certainly, there are stand out FCMs
certainly referenced in this roomthat have a very
good story to tell. But we need to be able to
differentiate that.

And it's interesting, the story you were
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telling about, that Howard was telling about the
report nmade available on Merrill's site and it not
being hit as frequently as you m ght expect. And

| think, you know, that speaks a little bit to how
well known is it that that information is
avai |l abl e there anong custoners. And | wonder if
the Conm ssion did address this and require that
the informati on be nmade avail able, then | think it
woul d be hit on a regular basis by all custoners
in dealing with their FCMs.

MR. DAVIS. There's another point. |'ve
had di scussions with FCMs that said, well, you
woul dn't know to | ook at that because you're
representing large institutions |ike, you know,
simlar to Vanguard that have the capacity and
resources to pay attention to this. But the real
peopl e who have lost in this market are the snall

I nvestors. And the answer that | give is that, if

you put this information out there, there will be
third parties who will nonitor that information
and convey it, | think, to the small investor. So

| don't think we have to be concerned that the
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1 smal | investor is not going to have access or

2 wuldn't go to it, because | think there will be

3 Wall Street Journal, Bloonberg, others who, if the
4 information is neaningful in real time, we'll

nonitor it and provide the broader investnent
comunity wth informati on about what's goi ng on.
MR. BARNETT: Bill, can | ask you; are

there data points that your diligence people tell

© 00 N O O

you they routinely can't get when they | ook at
10 FCMs and eval uate then?

11 MR THUM Well, no, | think that, you
12 know, just the opposite. W've selected our FCMVs
13 for Swaps C earing, you know, and that was based
14 on di scussions that we had with them and an

15 under st andi ng of the strength of their business
16 nodel. So we do have that dial ogue.

17 MR. BARNETT: WAs it because you have
18 access to thenf

19 MR. THUM Because we have access to
20 them there's a big potential for a | ot of

21 busi ness to flow through them and so there's an

22 I ncentive to provide that data. And | think, you
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know -- so, in terns of Vanguard, |'m not
suggesting that we have a problemin terns of how
we nmake those assessnents, but | think that, you
know, we really should be aimng not to craft a
situation where the | arge asset managers already
have the information that they need, but that all
custoners have the information that they need.

MR, PICCOLI: So, Bill, is there any |
guess | would I ove to, and maybe we coul d have it
offline if you' d |ike, but just try to understand
what are those data points that your fol ks are
getting that may be very helpful for the public to
get, as well?

MR THUM Sure, we can do that. And |
think, as a starting point, certainly, the letter
dated March 27, 2012, fromthe FHL banks t hat
warrants nmention has a really good sumary of
critical data that the buy side is looking for in
a consistent basis fromtheir FCMs.

MR. BARNETT: Yeah, Todd?

MR. KEMP: Todd Kenp with National Gain

and Feed Association. | just wanted to foll ow up
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on Bill's point, | think it's a very good one. W
represent agricultural hedgers, they're the
purchasers and the end-users of grains and oil
seeds, a lot of very small conpanies, and |'m sure
t hey don't have the personnel or the access that
sonme of the larger custoners do. | don't have any
particul ar data points to give you today, Gary,
but | think nore information is better than |ess,
you know. We don't want to be in a situation
where we're causing the run on the bank that we're
tal ki ng about, but | think where our nenbers
really need the information is up front. As you
said before, there's a crisis situation to do
their due diligence to nake the good decision up
front to avoid a problem So, you know, | was
t hi nki ng back to the round table in this room --
when was it, back in February?
MR. BARNETT: Yeah, it was in February.
MR. KEMP: And there was a lot of talk
about this sane subject, about the type of
i nformation FCMs could provide. | think there was

pretty nuch consensus around the roomthat, yeah,
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1 we ought to start doing this. Here we are, siX

2 nonths |ater, and it sounds |ike maybe there's

3 been a little bit of progress. But | would sure

4 encourage the Commssion let's try to nove nore

5 qui ckly instead of |less. You know, we've seen a

6 coupl e of nore episodes since that tinme that have

7 affected a | ot of custoners, so we'd sure like to

8 see novenent relatively quickly.

9 MR. LUKKEN. Just to add -- Walt Lukken
10 -- to standardi ze and centralize this information,
11 | think, is going to be trenendously hel pful, as
12 Bill was tal king about, too, for the smaller

13 custoners, the small FCMs, as well as the |arger
14 ones. But | think the added benefit, just to add
15 a fine point tothis, isit's also going to

16 create, while you put sunshine on all this, create
17 benchmarks for the industry so that people with

18 great risk managenent standards, |ike many of the
19 peopl e around this room they may be shown to have
20 those great risk managenent standards through

21 di scl osure. And it's going to shanme the others

22 who may not have those sane ri sk nmanagenent
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standards to want to get better and to pull up

t hose benchmarks. So I think it has the added
benefit of creating best practices within the

I ndustry as long as we can standardize it and nake
sure it's not msinterpreted. But if we get the
right information out there, | think it's really
going to be hel pful.

MR, BARNETT: Ckay, great. Dan?

MR. DRI SCOLL: Dan Driscoll from NFA. |
just wanted to point out that, recently, NFA
adopted a new rul e, Financial Requirenent, Section
16, that requires a ot of information to be filed
with the NFA and the SRCs daily, sem nonthly and
nmonthly. And quite a bit of that information is
going to be published on NFA's website in a way
that puts it together wth other information about
each FCM their registration history, their
disciplinary history. And | did want to point
out, because there was one, one concern is that a
firmcould do transactions at the, every tw weeks
or towards the end of the nonth, it would give

themnore flattering outl ook than they are
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1 generally. And we issued an interpretive notice
at the tinme we adopted that rule that says if we

catch anyone doing that, that wll be inconsistent

A 0N

with just and equitable principles in trade, and
subject that firmto enforcenent action.

Because we think it's very inportant
t hat those nunbers are not just w ndow dressing as

of one or two days a nonth, but are indicative of

© 00 N O O

the standing of the firmthroughout the nonth.

10 M5. BURKE: And, Gary, that was the

11 intent, and you're referring to the SIDR report,
12 and that's been a detailed report that the FCMs

13 now need to file twice a nonth. And the intent on
14 the recommendation was that, not only to just have
15 It at nonth end for the purpose that there could
16 be wi ndow dressing at nonth end, but tw ce a

17 nmonth, and also to detail out all of the

18 I nvest nent types, as well as the counter parties
19 and custodi ans and bank custodians. The FCMs are
20 sending information in every day, the daily seg

21 reports, and sequestered. So the intent there

22 that it goes out to the regulators, the regulators
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there's fluctuations, if there's fluctuations in

the seg access, if there's big variations in the
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seg access that can bring up the FCMs and i nquire
i f there's sonething going on within the FCM
There's al so been enhancenents nmade through,
obvi ously, recommendati ons, and now NFA has taken

them further, and the CME on docunented policies
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and procedures on the targeted financial interest.
10 And | think, Dan, the rule that has cone out or is
11 being finalized is that only the CFO or the CEO
12 can sign off on the docunented policies and

13 procedures. And if there's a withdrawal of 25

14 percent fromthe prior day seg excess anount, that
15 has to be authorized and signed off by a CFO, CEQ,
16 or a financial principle. And when you | ook at

17 the financial principle, the intent there is to

18 bring it down to soneone who has the authority and
19 know edge of the seg conputation, understands the
20 I ns and outs, the nuts and bolts, and, you know,
21 IS nmonitoring this on a daily basis. | can tell

22 you fromthe work that's been done through the
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1 Fi nanci al Managenent Commttee, where we put this
wor k group together after the round table back in

February, there's been extensive work, and we
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support transparency, full transparency out to the
client. W're |ooking at what should go out as
consi stent information, whether it goes out to
every FCM s website, or if it conmes through the

NSA website, but, you know, there is the intent to
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have full transparency to aid the clients to

10 review, you know, the various FCMs and have access
11 to that information. And there's still work to be
12 done. | think this is an ongoing process, we need
13 to evaluate all the policies and procedures, and
14 conti nue to make enhancenents to custoner

15 pr ot ection.

16 MR. BARNETT: Ckay.

17 M5. BURKE: | think the point of online
18 access, where the DSRO or the NFA can get access
19 to the FCM s bank accounts, which are under way

20 right now, | think that will help enhance the

21 protection. Because you're not just relying upon

22 information that's stated, this is information
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that, you know, they would have to go in and do
spot checks, a conparison. They'd have to go in,
get the seg report, they'll have the seg report
daily, go in and | ook at the bal ances on a spot
check basis. And the industry supports that, the
FI A supports it, and | can tell you every firm
that's represented with broad representation to

t he Fi nanci al Managenment Conm ttee supports this.
We're | ooking for what can we do to inprove
custoner protection and get rid of the black eye
that's killed our industry. This is paranount.

MR. BARNETT: Ckay. Christine?

M5. AYOTTE- BRENNAN:  Chri sti ne
Ayotte-Brennan fromFidelity. | nmean, | think the
poi nt that Maureen nmade about consistency are
extrenely inportant, as well as Bill's points on
| eveling the playing field. Wat | would say
about leveling the playing field, though, is that
| equate this a ot of ways to reg FD in the
securities world, right? You should get the sane
information to everybody at the sane tine. So

even anongst the big noney nanagers, you nay have
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1 one credit teamthat calls an FCM one day and gets

2 sone information that sonebody doesn't get for

3 three nore days. So | do equate it to that type

4 of reg FD disclosure. And maybe sonething |ike

5 that, and having all of those reports consistently
6 on a daily basis, or on a regular basis would help
7 not only the smaller guys, but everyone across the
8 | ndustry.

9 MR. BARNETT: That's an interesting

10 point. M ke?

11 MR. DAWEY: Mke Dawey. | think it's
12 al so inportant to just focus in on who is the

13 target audience for this information. | think,
14 you know, as | reflect back over the |ast couple
15 of years, the vast majority of our clients are

16 educated now. |It's been a |ong process, and we've
17 welconed it, |'ve lost ny voice sone days having
18 SO many conversations with clients. But it's

19 really a great feeling to know that your clients
20 are fully infornmed as to how you're structured,
21 how t he busi ness operates. And | do conmend Bill

22 for, as a large client whose got this information,
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representing the smaller type client, and | think
that's really the audi ence that needs hel p and
needs nore information. And if we reflect back on
sone of the recent events that have occurred, they
have mainly involved the smaller clients. So, as
we | ook at ways to educate, we | ook at information
di scl osed, | think we have to keep in mnd that
that is an inportant constituency that needs help
versus the larger institutional clients and the
big bank firns. So | just wanted to nmake that
poi nt .

M5. TAYLOR And | would agree with a
| ot of what M ke said, and think we also need to
make sure that we consider the fact that, froma
client's point of view that doesn't have a huge
due diligence departnent, and | realize that
Vanguard is in a different spot than -- many
clients are in a different spot than snaller
clients. | think we want to nake sure that
per haps there's an educational piece or a
framework that cones along with it on how they

should interpret the information. Perhaps there
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1 needs to be information that |ays out what sone
differences are naturally going to be between

sonething that is a Broker Deal er FCM and

A 0N

sonething that is an FCM only. Those profiles, |
think, will look very different, but the risks
t hat those busi nesses face that could affect the
custoner can also be very different. And so |

think there are, | think continuing to educate the

© 00 N O O

custoner how to use the disclosure is going to be
10 I nportant. Even if we cone to an agreenent on

11 what ki nd of key standardized di sclosure points
12 m ght be. Because one of the worst outcones that
13 we could create is a false sense of security,

14 because certain things about the FCM may or may
15 not change in cases where there is a Broker Deal er
16 FCM or cases where the Broker Deal er business is
17 outside the FCM and don't show up in the FCM s

18 records. But the firmis still at risk in pretty
19 much the sane way they would be if there was a

20 joint Broker Dealer FCM but those risks would

21 show up in the 1FR So | think we have to be

22 t houghtful in how we handl e those things.
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M5. BREGASI: Hi, Nevis Bregasi from
MFS. So, going back to educating clients and
hel ping the smaller client that doesn't have as
much resources. | thought the FIA earlier this
year put together a list of FAQ for clients which
was very useful and gives the clients a | ot of
i nformation that they weren't aware of before.
|'"msure there are things that can be added to the
FAQs, as well. \Were do those stand, are they
currently required to be given to clients, or not,
yet ?

MR. BARNETT: Yeah, on the FI A website,
right?

MR. LUKKEN. No, we -- at they're best
practices that we've put together, and we
encourage our firnms to use themwth their
clients, but, you're right, they're evolving, so
we're in discussions wwth Gary and others in the
| ndustry about what el se do we need to add, here.
And | think we have al so, FI A has an educati onal
arm an affiliated conpany called the Institute

for Financial Markets, they're nore about
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educating. And, really, this target audi ence that
Mke referred to, we really need to --

sophi sticated custoners don't need an educati on,
it's really the smaller ones on how to eval uate
properly an FCM W're tal king about the types of
I nformation we're going to disclose, but what do
you do with that information? And so | think the

next step for us is to devel op prograns for

out reach.

The Commodity Markets Council is trying
to do this already, | think, wth sone help with
law firnms with certain ag clients. | think that's

great. W're going to try to do sone nore with
the IFM And | think our FAQs, as you nenti oned,
are going to evolve over tine so that we can, you
know, i nprove those so that they're exactly what
t he custoners need.

M5. BREGASI: But could sone of those
FAQs, though, go into sone sort of risk disclosure
to the client, which | knowit's already being
given by FCMs to clients when they sign up the

agreenents? And they probably should be given on
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a nore reqgular basis so it's not done once. |
nmean, if the agreenent is on for ten years, you've
never read it again. So that's one point. |
really did think those were very useful, and even
| arger clients that should know nore, there's
still a lot of gray areas that people are |earning
every day, so it would be really useful for
clients. And, again, going wwth a smaller client,
while a lot of smaller clients m ght not have the
time or the resources to | ook at the NFA website
or the CFTC website, one thing they nost |ikely
are |l ooking at is their own statenents.

So, currently, when you get a statenent,
there's no real detail of exactly where your
collateral is, and breaking it down between, for
exanple, U S. futures and foreign futures, there's
al so no information on the foreign futures as to
who your local FCMis that the U S. FCMis using
in that market. | totally understand that the
client is taking the risk of dealing in a
particul ar foreign market and understandi ng that

there m ght be insolvency |laws that are different
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there, but not having a regular daily report of
who the local FCMis, where your collateral is
sitting, and really inform ng your counter party
risk at the client's side, there's sort of a hole
in the system there, where we're not seeing al
the detail we should be seeing in order to

eval uate our own counter party risk. And | don't
know, just asking the FCMVs, is there a particular
reason why they can't be given, or is it possible

to give that information daily to clients?

MR. DAWEY: 1'Ill take that -- it's Mke
Daw ey -- or at |east one of the conponents, naybe
Maureen can grab the other. First of all, we are

required to disclose who we use in different
jurisdictions, so that is information that's put
out to all of our clients on their statenent. So
If we use a third party broker in Spain or
sonewhere el se, we've got to disclose that sort of
information. |'msorry?

M5. BREGASI: I'msorry, is that in the
daily collateral call statenent?

MR. DAW.EY: No, no, that's just the
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1 brokers or the entities we're using. As far as

2 your question to collateral, that gets a bit nore
3 conplicated, maybe |I'Il have Maureen take that.

4 M5. BURKE: Yeah, | wouldn't, |I'm not

5 aware on daily statenments out to clients that it

6 breaks it down to who the counter party is. Were
7 this is comng out into play, and we can | ook at

8 this, and it's great to have this, this feedback,
9 it's on the SIDR report, on the Seg | nvestnent

10 Detail report. On that report, it wll show al

11 of the counter parties, and if whether it's an

12 affiliate or a third party broker, it wll show
13 who all the counter parties are. But | think, you
14 know, | understand it's a wonderful to have the

15 f eedback, | think we've been operating in our

16 busi ness, and our daily statenents go out to our
17 clients, and I think we can | ook at that and say
18 Is there the potential, even just as a footnote to
19 state, you know, the bal ances are held with, you
20 know, XYZ counter parties.

21 Typically, | think we nmake an assunpti on

22 that clients know all of our clearing
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rel ationships all around the gl obe, and many
clients cone in and they want to go through a

| arge FCM they know the counter party credit risk
underneath, so they know the affiliates that we're
clearing through. W give out all of our
nmenber shi ps around the gl obe and the affiliates

t hat have the clearing nenberships, and we al so

di sclose if we have any third party rel ationshi ps.
But it's not bringing it down to the sane detail
that you're asking for.

MR DAWLEY: | do think it does bring it
down just via the initial margin required for the
particul ar product that m ght be trading in
another jurisdiction. So the IMs there, and part
of the value proposition FCMs provide clients is
the ability to consolidate reporting and
potentially single currency margin, et cetera. SO
you can be assured that the value of that margin
Is sitting at the CCP or at the third party broker
that relates to that product. | don't know, |'d
like to hear if you' d |like to get nore granul ar

than that, that's where | think it gets
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conpl i cat ed.

M5. BREGASI: Well, could you have, in
the |l ocal market, could you have noney sitting at
the DCO the |local DCO and then noney sitting in
the local FCM so that you have that division
bet ween the | ocal clearinghouse and the |ocal FCW?
And the |l ocal FCM m ght be using another
custodi an, do we know who they're using? For
exanple, | was very surprised recently to find
t hat one of our |arger FCMs that we're | ooking at
for clearing swaps, when | | ooked at the questions
that they were, we had asked a nunber of
guestions, and | was goi ng through them they use
for their custodian for their futures and cl eared
swap segregation margin, an affiliated, pretty
much their bank. Wich is very surprising as a
client to see, because you would think if there's
an insolvency of the FCM vyou don't want your
initial margin sitting with their sister conpany.
So just that type of information, which, even
though it mght be in separate reports, as an

I ndi vidual client that doesn't have as nuch
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resources or tinme, you're not going to put it all
together, it's easier if it's in one place.

MR. BARNETT: Dan, are you able to speak
at all to the, where it's |located -- you know,
this question about what NFA's thoughts are? Are
you still in devel opnent of that?

MR. DRI SCOLL: Well, one of the pieces
of information that we wll get when the rule
becones fully effective is whether the FCM has
assets, seg assets or secured assets on deposit
with one or nore affiliates during that nonth, but
we're not going to have it detailed down by which
one and how nmuch in each one. But that's what we
were intending to make public is either a yes or
no, we have noney with affiliates or not.

MR. BARNETT: Well, ny sense of it is
that there's still a spread difference between,
you know, know ng where the funds are | ocated and
where it's invested at that |ocation. You can't
get themall together yet. Wat |I'mhearing is a
desire to have nore detail on that, and | think

there's still sone gap. | wonder whether, Bill
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1 and Warren, have you been follow ng the

2 devel opnents, |ike the Section 16 information, and
3 the, you know, the SIDR report and all that kind

4 of stuff, and how nuch difference there is between
5 t hat and what you guys have been asking for in

6 terns of information?

7 MR THUM Well, | certainly have been

8 t aki ng notes, here, so | want to --

9 MR. BARNETT: Yeah, it's not a test, so
10 that's okay. But | think there's still sonme -- |
11 know your letters predate, | think, or -- and I

12 t hi nk you've got to triangulate on thema little

13 bit. | think there's novenent, but | think

14 there's still difference there, there's still a
15 gap.

16 MR COCCO Gary, if I --

17 MR. BARNETT: Eileen, | overheard that.
18 M5. FLAHERTY: That's okay. Eileen

19 Fl aherty Newedge. |If there's a better way to give
20 clients access to nore information, | think
21 everybody around the table is saying the sane

22 thing, that that's a good thing, and that's
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necessary, and the purpose is to give clients
confort as to where their funds are, where they're
being maintained. |f there needs to be nore
transparency about use of affiliates, then so be
it, then there needs to be nore transparency, and
there will be an effort to be nore granular. But

| think, to Maureen's point, there are really two
| ssues here; disclosure, but also protection of

t he custoner funds. Your disclosure goes to, do
you want to do business with that FCM but there
al so, hand in hand, goes with that, the protection
of the custoner funds. And the smaller investors
really aren't going to be doing what you' re doing,
they're not going to be pinging the websites daily
or nonthly.

And so, to protect those custoners, it
really goes hand in hand wth what Maureen said
and with what NFA is doing to be able to verify,
| ndependently verify through el ectronic neans and
conpari son those bal ances to know that those funds
are there on a daily basis. And | think, really,

that's the level of protection that the regul ator
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has to provide to, not only protect you, but
because you probably don't need the protection,
but the smaller investors really do.

MR. BARNETT: Al essandro?

MR. COCCO. Thank you. | just wanted to
nmention that greater transparency wll, of course,
enabl e custoners to nmake their own decisions, and
al so the educational efforts, | think, are very
i nportant. On the affiliate point, | wouldn't
assune that holding a deposit with an affiliate is
necessarily is bad thing, it depends on the
affiliate, of course. Also, |ooking at the
alternatives, if you force an entity not to hold
deposits with an affiliate, then you force themto
go outside. It may be a positive, it may be a
negative. So | think the greater disclosure wll
enabl e everyone to nake a deci sion based on the
data avai |l abl e.

M5. BREGASI: Wuld it be possible to
discuss it a little bit nore? Because | just want
to understand -- what --

MR. BARNETT: Can you speak up?
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1 M5. BREGASI: Could we discuss that a

2 little bit nore, because | want to understand what
3 the negative is. So, as a client, if you' re using
4 -- I"mjust going to pick on you, Al essandro -- so

If you're using JP Morgan as your FCM and they're
keeping all the initial margins sitting with JP
Morgan, Chase Bank, NA, isn't it nore likely is

that if the FCMis insolvent that there m ght be

© 00 N O O

sonme issue with the bank, as well? So now | have
10 a doubl e whamy where the initial margin that's

11 supposed to be protected fromthe FCM s insol vency
12 Is sitting with a sister entity. So | don't think
13 we have an issue with having a | ocal FCM be

14 affiliated, so you're using soneone in your |ocal
15 mar ket, but as the custodian who is actually

16 hol ding the initial margin, what woul d be the

17 negative in requiring that to be a different

18 entity and not an affiliate?

19 MR. COCCO. Yeah, thanks for raising

20 that. | think it is highly fact-specific. So, in
21 ot her words, it depends on the custodian. The

22 custodi an may be a very strong capitalized bank
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that is not going to default. You're nmaking an
assunption that the two wll default at the sane
tinme, and, of course, that may or may not be the
case. So that was ny only point. So, |I'm

t hi nking of other jurisdictions where there are,
there's a requirenent to not hold the coll ateral
with the affiliate. You then essentially are
forcing the FCMto go outside, and then they may
not have an option that is as good as their own
affiliate. So it really does depend on the
affiliate, on the facts, and on the due diligence
that you, as the custoner, with the information
avai |l able to you on the FCM and t he cust odi an.

M5. TAYLOR. | just wanted to nention --
this is KimfromCME -- there are sone energing
regul ations in Europe that inpose different
capital treatnent or different capital charges, |
think, on the relationships between affiliates. |
don't know if they extend to custodians, | think
It's nore related to holding margin requirenents
with different affiliates. But that m ght be

sonet hing that we could talk about or |ook at, or
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1 maybe sone of the firms with FSA regul at ed

2 affiliates could coment on that.

3 M5. BURKE: Yeah, under FSA rul es,

4 there's a limtation that you can only deposit

5 client noney, which is equivalent to seg, up to 20
6 percent with an affiliate. There's a limtation

7 t here.

8 MR. BARNETT: O her thoughts?

9 MR. PARKE: Ross Parke. Just to go back

10 to the disclosure of a nunber of pieces of

11 I nformation. Cbviously, | think everybody in the
12 roomis for increased transparency. And going

13 back to having it in a central repository, which

14 Is simlar information, sane information which is
15 audi t abl e by sonmeone such as Dan wth NFA or

16 another group. | think that's the key in taking

17 the information up, the brokers, the external

18 brokers or affiliates having that information all
19 i n one | ocati on where you can see the information
20 side by side, | think that's the key. If it's on
21 websites that are controlled by the FCMs, | think

22 there's nore risk for mani pul ati on of that
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Information. | think, as you go down the

rul emaki ng road, | would encourage you to | ook at
how that information is stored, gathered, when
It's distributed, is it sane day, is there a del ay
simlar to the financial data. Wen you get to

I nformati on such as the SIDR report, that hol ds
all of the custodians, it does have all of the
bank | ocati ons.

So, going back to an anal ogy referenced
earlier, the run on the bank; well, there are
banks on there, and if Barclays decides to nove
Its bal ances from one bank to another, that could
be a purely commercial decision, it could be --
and it could be viewed incorrectly by clients if
t hey see that novenent on the bank bal ances. So |
think that we just need to be careful how that
I nformation is displayed and distri buted.

MR. BARNETT: M ke?

MR. DAWLEY: | have two quick exanpl es
of where information could be m sused, naybe
they're relevant or not, but, you know, for

exanple, if -- one thing we've tal ked about is
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di scl osing where nmargin sits throughout the world.
And | may disclose that | have X anount of initial
margin or client asset sitting at Eurex. And I
happen to have sone big clients who often w |
shift their investnent strategy from Europe to the
U.S., and suddenly, the public is seeing a huge
drop in Eurex margin and a huge increase in CVE
margin. |s that sonmething that we should be
worried about? Maybe | don't care, but maybe the
clients who are trying to shift their position
woul d care. So that's a potential unintended
consequence. Also, just public disclosure, and |
don't know if you neant it to be public, Nevis,
but even the brokers we m ght be using in a
particular jurisdiction. Should a potenti al
customer have access to that? Yes. Should the
regul ators have access? Yes. But should
everybody in the world have access to that? |
don't know. Sane sort of deal, you know, if
soneone sees that Gol dman Sachs uses X broker in a
particul ar jurisdiction, and they see unusual

activity or sonething, can they gain that sort of

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 228

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

data? Just sonething to think about.

M5. TAYLOR. O another exanple woul d be
I f Gol dman Sachs used broker X in the
jurisdiction, and for commerci al reasons, just
| i ke you nmentioned, you noved your bank bal ances
to anot her bank for commerci al reasons, you nove
to anot her carrying broker for commercial reasons,
and the market msinterprets that as --

MR. DAWLEY: Good point.

M5. TAYLOR: A vote of no confidence in
that carrying broker. | nean, those are the types
of things |I think we want to be sure that we think
t hrough all of the possible unintended
consequences as we devel op the disclosure. Wich
|'"'min agreenent with nore discl osure being
better, but we don't want it to have unfortunate
uni nt ended consequences.

M5. BREGASI: Sorry, can | junp in? So,
M ke, | think ny exanple was just infornmation,
too, on the statenent to the client, so it
woul dn't be anything that goes out to the public.

And then two other points; just the point about
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generally not making sonething a requirenent.
Just for exanple, not using an affiliate as a
cust odi an, because clients can just pick if they
don't |like that, they can go to another FCM One
concern is if you have five of the | argest FCMs
doi ng that, then where am| going? So is that
maki ng ne not use those top five FCMs and novi ng
down the list when I don't want to. So that's
just one issue with leaving it up to disclosure
and not nmaking it a requirenent.

And then, since we're tal king about
| ocal FCVs and picking |local FCMs and noving from
one to the other, |I don't knowif this is the
place for this, but another thing that's worth
considering is, what duties does an FCM have when
they're picking |local FCvs for clients? Since, as
|'ve said before, we're choosing to do business in
t hat market, but we're not actually picking the
| ocal FCVs, so it would be good to understand what
types of due diligence does the U S. FCM do when
pi cki ng | ocal FCMs, how much of that can be given

to the client and how nuch of that is ongoing?
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MR. BARNETT: Chri stine?

M5. AYOITE- BRENNAN:  Chri sti ne Brennan

fromFidelity. I'magetting back to the unintended

consequences argunent. | think we do have to be
extrenely thoughtful about how we present this

I nformation so we don't have uni ntended
consequences. However, in a couple of the
exanples that |1've heard of noving for comrerci al
reasons, | think that's a good story for an FCM
right? So it gets back to disclosure, you're
novi ng from one bank to another for a comerci al
reason, or froma clearinghouse to another for a
commerci al reason. Wy not disclose that? Hey,

we noved from X to Y because we think they can

give us better service. | nean, | think that's a

good story and can be disclosed in a way that
doesn't create these unintended consequences.
MR. BARNETT: Warren?

MR DAVIS: Just to nake it alittle

nore conplicated. |In our negotiations of clearing

arrangenents, talking about disclosure issues, one

of the points that was nade by a nunber of FCMs
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was we can't give you that information because
we're not giving it to everybody el se, and there's
potential, you know, inappropriate disclosure to
sone people and not to others. So that's why we
sort of urged a lot of this information to be nade
public, so we take that issue off the table.

MR. DAWLEY: Just to be clear, that
poi nt wasn't nade here today, right?

MR. DAVIS. (Laughter) No, today,
everyone's transparent, | don't recall that being
made, no.

MR. BARNETT: So how do we cl ose the
gap? | hear a lot of buy side concerns about
di scl osure, and then concerns on the other side
about, you know, excess disclosure. How do we
find the right bal ance, what do we do?

MR, DAWLEY: I'Il junmp in. Look, |
think the FI A has already kind of started a
process, here, and we woul d wel cone the buy side
to also participate, along with the SROs and the
exchanges. | think it's, there's a conplete

al i gnment and synchroni zati on across the FCMs, the
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CCPs, and the regulators that a nore educated
client is a better client. So | think we should
work as an industry to just nake sure we have the
proper education out there, whether it's via sone
sort of informational portal or nore disclosure
docs, et cetera. | think there shouldn't be any
di sagreenent around here as to that being an
objective. And | think, during that process, we
can delve into the detail around what type of
Information is easily presented to the public
versus --

MR. BARNETT: \Were does that process
take place? | nean, what are you proposing? |'m
just trying to understand, how is that
conmuni cation and di al og and --

MR. DAWLEY: \Were does the
communi cation take place to formthat --

MR, BARNETT: Getting together -- and --

MR. DAWLEY: Yeah. | don't know, |
woul d recommend -- | don't know how Walt feels
about this, but |I think we could utilize the sane

FIA task force that was created to work on that.
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1 That contains the SROs and the exchanges, and we

2 coul d add buy side participation to that, and try
3 and craft sone sort of a plan and cone back to

4 you. Does that nmake sense?

5 MR. BARNETT: Yeah, that woul d be great.
6 MR. LUKKEN: And | don't think there's
7 as big of an out trade as you mght think. |

8 nmean, | just think everybody around this room |

9 think, is actually pretty close to sort of

10 under st andi ng where the tradeoffs have to occur
11 and the disclosures that will have to happen, so
12 we're happy to host a round table if that's

13 necessary. Certainly, we don't have the force of
14 | aw t hat we have with disclosures. W can

15 encourage, we can try to get on the bully pul pit
16 and encourage our firnms to do these things, but |
17 think it's going to ultimately be the SRGOs and the
18 regul ators that are going to have to --

19 MR. BARNETT: | nean, we could do

20 anot her round table that focuses just on this one
21 | ssue - -

22 MR. LUKKEN: Yeah.
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1 MR. BARNETT: And have, you know, the

2 buy side with their list of issues. | don't know
3 how el se to do it, but it seens |ike you started,
4 wth the way M ke is suggesting, would narrow it
5 sonewhat and see where the real disagreenents

6 really are.

7 MR. LUKKEN. Absol utely, absolutely.

8 And we're happy to host that, so.

9 MR. COCCO. | just had a suggestion --
10 this is Alessandro -- we've been working with the

11 buy side, sone of the people here today, on sone
12 other related issues, for instance, the

13 | npl enentation of pre trade limts for swaps. And
14 that's been very fruitful. W've had the

15 cl eari nghouses, the staff exchanges present,

16 buy/sell side. So | think that having the

17 opportunity -- and that was wthin FIA as well,

18 so having the opportunity to have one of those

19 neetings, as well, |like Mke was saying, would be
20 hel pf ul .

21 MR THUM It's Bill Thum w th Vanguard
22 -- |I'Il second that. | think the FI A has provided
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1 a really strong forum and has been very productive
in terns of producing the execution agreenent, in

terns of producing the cleared swaps addendum and

A 0N

| think that this will be another great area for
us to work on in a partnership. And we, the buy
side participated in neetings as late as

yesterday, so we actively work with the FCMs and

DCGOs on these sorts of issues, so | think we coul d

© 00 N O O

probably make sone good progress on that.

10 MR. BARNETT: Sounds good. What | woul d
11 propose is, if there's nothing anybody wants to
12 i medi ately raise, we'll take a 15 m nute break
13 before we start the third session. Thank you all
14  very nuch.

15 (Recess)

16 MR. BARNETT: So first an announcenent.
17 So FIA has a new FAQ and it's on the side over

18 there, on the table over there, and you can pick
19 one up, and it's also on the website. Gay. Now,
20 this last session of the day, it's sort of free
21 form free style, and we're tal king about

22 alternative nodels to seg, and what we really nean

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 236

1 I's any kind of substitute, add-on, variant.

2 Peopl e have asked ne, well, can we tal k about
3 | nsurance. The answer iS yes.

4 And so, what we're trying to do is

figure out, we've tried to invite people who are
part of, or advocating, or whatever, just part of
the industry discussion of different

consi derations. Again, these substitutes, add-on,

© 00 N O O

variants and so on. So it would help us to

10 under stand what's going on in the market, how each
11 of you know what's goi ng on, help people connect
12 to each other if you're not part of a conversation
13 that's happening by itself, that sort of a thing.
14 So what we're going to do is we're going to

15 qui ckly -- you know, we'll actually introduce

16 oursel ves, go around, and then what we'll do is,

17 and Camis going to help ne, every tine we cone to

18 -- we'll go around the room and everyone who's
19 got a new one, we'll wite it on the board, and
20 we'll conme up wwth a list. So just give it, like,
21 a two mnute, here's who, |'mwrking with this

22 particul ar group, and we're pursuing such and such
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1 a thing, and don't go into a |ong thing about it

2 because we will conme back around.

3 W'l get a list created of what our

4 di scussion topics are, and then we'll go back

5 t hrough it again, okay? Bob?

6 MR, WASSERVAN: | woul d nake one

7 request, which is; help delineate, from your

8 perspective, which of the things that we can do

9 wthin our current regulatory structure, which are

10 t hose things for which we can, by regul ation,

11 change and acconplish, and which are those things
12 which, in order to acconplish, we would need

13 Congr essi onal acti on.

14 MR. BARNETT: And | think you can do

15 t hat when we cone back around to the topic

16 di scussion, let's get a list up there first, okay?
17 But let's go around and i ntroduce ourselves, and
18 -- so Gary Barnett, I'"'m D rector of DSIQO

19 MR. PICCOLI: Kevin Piccoli, Deputy

20 Director.

21 MR. WASSERVAN:  Bob Wasser man, Chi ef

22 Counsel Cearing and R sk.
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MR. COOPER: Charl ey Cooper, State
Street.
MR, HURST: Steve Hurst, Merchants Dat

Repository.

a

MR. KEMP: Todd Kenp, National Gain and

Feed Associ ati on.

MR. ROTHVAN. Howard Rot hman, Vi sion
Fi nanci al Markets.

MR. FOLEY: Kevin Foley, Katten Muichin
Rosenman, and |'m half of FIA

MR, LUKKEN. Walt Lukken, FIA

MR. DAWLEY: M ke Dawl ey, ol dman Sachs.

MR. DAVIS:. Warren Davis, Sutherland,
behal f of Federal Home Loan Banks.

MR, PERKINS: Chris Perkins, Gti.

M5. AYOTTE- BRENNAN:  Chri stine
Ayotte-Brennan from Fidelity.

MR THUM Bill Thum from Vanguard and
the I Cl.

M5. BREGASI: Nevis Bregasi, M-S and
| Cl .

MR RI CHARDSON: Bob Ri chardson from

on
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Ri chardson Consul ti ng.

MR. YERES: David Yeres fromdifford
Chance.

MR DRI SCOLL: Dan Driscoll, NFA.

MR. RCE: John Roe with BTR Trading
G oup on behalf of the Commodity Custoner
Coal i tion.

M5. BURKE: Maureen Burke, Bank of
Anerica, Maryland, representing FlA.

M5. TAYLOR: Kim Taylor, CME O earing.

MR. NUNERY: And Cam Nunery, O fice of
Chi ef Econom st.

MR, BARNETT: Ckay. So now we'll go
back around, and Camw Il help nmake this |ist.
Again, if your product is already nentioned, just
pass, if you don't have, if you're one of the

ot her experts on the participants, that's okay.

We'll just go around to find the first tine for a
product and get a |ist nmade up, okay? We'Ill start
wi th Charl ey.

MR. COOPER: State Street is going to

tal k about, and you have a presentation in front
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of you for Tri-Party custody.

MR. BARNETT: Tri-Party custody, okay.
St eve?

MR HURST: MDR is going to present
sonething very simlar to Charley's, but where
It's an industry owned and operated service bureau
that facilitates the Tri-Party custody nodel for
futures and cl eared swaps.

MR. BARNETT: Ckay. So service bureau,
no problem Todd?

MR. KEMP:. National Gain and Feed
Associ ati on has recommended a coupl e things, one
Is an optional full segregation structure, could
I nvol ve sonething simlar to what Charley's going
to talk about, could be different. W've not
suggested a particular nodel. Also, we believe
that sone form of insurance coverage needs to be
| ayered in, in addition to that full seg structure
for custoners that opt not to go full segqg.

MR. BARNETT: Ckay. So let's put
optional -- put insurance, yeah. And | know

there's are others with insurance, okay, we'll
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just get a list up. Howard?

MR. ROTHVAN: |'Il pass, insurance is on
t here.

MR. BARNETT: Ckay. Kevin, pass.
Warren?

MR DAVIS. | won't pass. W' ve been
t hi nki ng about the problens with LSOC, the gaps.
LSOC goes a |long way, but could they be partially,
at | east, addressed by having the clearinghouses
guarantee the margi n paynents for the day before
default until the trades get noved, so that
custoners woul d have cl ai ns not agai nst a
defaulting FCM but agai nst the cl eari nghouse?

MR. BARNETT: So we should call that,
what, DCO guarantee, or -- we'll call that DCO
guarantee, |imted guarantee. Very |imted.

MR PERKINS: Pass.

MR. BARNETT: Pass, okay. Christine?
Bill?

MR THUM So | have a list of, I"l]
call it LSCC gaps that perhaps could be plugged by

t hrough interpretive gui dance or a possible
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addi tional rule making.

MR. BARNETT: Ckay. W'Ill call it LSCC
gaps.

M5. BREGASI: So, other than the LSOC
gaps, excess being held at the DCO?

MR. BARNETT: No, okay. David?

MR. YERES. David Yeres. |[|'mnot sure,
and not having read the State Street presentation
about third party custody agreenents, |'m
I nterested in tal ki ng about perhaps suppl enenti ng
Interp 10, or alternatively setting up a direct
rel ati onship between certain custoners and the
cl earing organization. This may overlap with
what's al ready been di scussed.

MR, BARNETT: Ckay. Wat should we call
t hat one?

MR, WASSERMAN:  Guar anteed C earing
Partici pant, by chance?

MR. BARNETT: W could call it that.

(Laughter)
MR. DRI SCOLL: |'ll pass.
MR. BARNETT: Put down GCP.
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MR. ROE: Insurance, but as well,
bankruptcy reform

MR, BARNETT: And bankruptcy refornf

MR. ROE: Insurance and bankruptcy
ref orm uhhuh.

MR, BARNETT: Ckay. Al right, let's
see if we can group any of these. | think, to
give the appropriate freedomto everybody, we'l]l
just go back, we'll just start at the top and go
on. Now, we've got sone overl ap, and the speaker
will just take it into account, okay? You' ve got
-- how many topics have we got there, Can? N ne.
And we have how much tinme? So we have about five
or six mnutes per type, | guess. So what | would
suggest i s maybe take two or three mnutes to
explain the idea, and then let's open it to the
fl oor for questions or observations, okay? So,
Charl ey, you've got, talk to us about the first
one.

MR. COOPER: Yeah, |'d be happy to,

t hank you very much. All in front of you, you

have a presentation from State Street entitled
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Tri-Party Custody. | won't run through the entire
presentation, in part to keep you all awake, but I
think there are a couple of different things that

| want to touch on, and the first one is to
address Bob's initial question about current

regul atory schene, a future regulatory schene, and
what woul d require Congressional action. The
proposal you have in front of you for Tri-Party
coul d not be done in the current regul atory
schenme, but the fix is actually, we believe, quite
sinple, and it would require a revocation of the
amendnent to Interp 10 that was issued in May of
2005, which prohibited Tri-Party custody
arrangenents in the futures markets. There is a
second piece related to ratable distribution,

whi ch we can tal k about, which would require a
change to the bankruptcy code, but let's be clear,
It is not necessary to allow for Tri-Party
accounts. Tri-Party accounts can exist within the
current bankruptcy code. However, the nonies in

t hose accounts would still be considered custoner

property under 766(h) under Subsection 766 of the
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Bankruptcy Code. So, the overall review,
Tri-Party custody accounts are already in place
here in the U S., they are an option for people
tradi ng uncl eared swaps, they are all owed under
LSOC when LSCC goes into effect in Novenber for

cl eared swaps. They are mandated under the CFTC
for 40 Act nutual funds that are clearing through
affiliates in the futures markets, and they are
used in Europe, they are allowed regulatorily in
Europe for futures markets. So, in a sense, the
U S futures market is a bit of an outlier in not
allowing it, and the current regine that disallows
It for futures is at odds with the LSOC regi ne,
which would allow for it in cleared swaps. That's
sort of a broad brush. A Tri-Party custody
account is literally just that, it is a custody
account that is agreed to between a custodi an, the
futures comm ssion nerchant and their client for
use for initial margin and excess margin. The
reason variation margin is not included is because
variation margin is effectively a passthrough,

nmovi ng back and forth as positions nove one way or
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the other throughout a day. And at the end of the
day, the variation novenent is just that, it's a
passt hrough, it wouldn't require a custody
account. | guess the easiest way to do this would
be just to explain real quick how this works. |[|f
you go to the third slide, there's the only
diagramin this otherw se word heavy Power Poi nt
presentation. 1In a Tri-Party account, when a
position is put on by a custoner and a margin call
I s made by the clearinghouse to that custoner's
FCM when an FCMis wlling to engage in a
Tri-Party custody account, the FCM satisfies the
margin call to the clearinghouse in the form of
the accepted collateral by the clearinghouse. And
the custoner posts to a Tri-Party account the sane
anount or excess anounts of margin to be held
within that custody account, which is opened in

t he nane of the FCM on behalf of the client. The
reason this is very inportant is because it's
clear, wwthin the confines of the agreenent, that
the FCM has unfettered access to those noni es when

t hose nonies are needed. So the Tri-Party account
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1 woul d operate, again, as a custody account where
the margin nonies fromthe client are kept at the

custodi an. And what this would do is preclude the

A 0N

type of msuse, intentional or unintentional, that
we saw at places |ike Peregrine or MF d obal .

This does not, as discussed earlier, change the
Bankruptcy Code, the proposal, the first part of

t he proposal revoking Interp 10, and therefore,

© 00 N O O

noni es kept in this custody account, this

10 Tri-Party account, would still be subject to the
11 ratabl e distribution under the Bankruptcy Code.
12 That woul d be the second piece. But the CFTC has
13 the ability now to revoke Interp 10's anendnent,
14 and | think it's 10-1, from May of 2005. A couple
15 of the benefits, though, I'Il just run through,
16 and then be happy to take questions. First of

17 all, we've already discussed it, we're talking

18 about a protected account at a custodian, so that
19 t hat noney, while it's there and the FCM can have
20 access to it, it can only have access to it in

21 whatever tines it's necessary to neet nmargin

22 calls, or if the client is in breach of the
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1 Tri-Party custody agreenent. Therefore, the kinds

2 of excess nonies we saw in M- d obal that

3 di sappeared woul d not be there to disappear in the
4 first place. Second piece is independent

5 wverification of custoner cash and col |l ateral.

6 This is sonething that custody banks do all the

7 time, and that's deliver a daily statenent from

8 the Tri-Party account, or fromthe custodian to

9 the client. Under current rules in LSCC,

10 custoners can get statenents froman FCM but they
11 cannot get independent verification fromeither

12 the FCM s bank or the CCP's. So they have to be
13 relying upon the FCM s statenent, which | think we
14 recently saw in Peregrine, it's not necessarily

15 worth as nuch as it could be. Third thing, the

16 FCM plays a critical role in substituting their

17 own cash and collateral. This is inportant

18 because, in this system the clearinghouse renains
19 fully funded, as it would in the current system
20 So the Tri-Party nonies that are kept in that

21 cust ody account are separate and apart from nonies

22 that the FCM are putting up, and the CCP is fully
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funded the entire tine. And the final piece is
that this creates |ess novenent in terns of cash
and col l ateral through the system every day, which
decreases operational breakages and also mtigates
operational risk. Margining works the sanme way as
It does, bankruptcy works the sane way as it does,
the |l egal agreenents, as | said, would be between
those three parties. But the overall change,
while different fromthe way things are goi ng now,
as | said, it's already in place in a nunber of
ot her markets, and would require what is a snal
regulatory fix in terns of the revocation of
Interp 10-1 from 2005.

MR. BARNETT: Ckay.

MR. COOPER: That's the really truncated

ver si on.
MR, BARNETT: Ckay, great, thank you --
MR. COOPER: W still --
MR. BARNETT: | wish we had nore tine.
MR, COOPER: No, understood.
MR. BARNETT: Ckay. Questions? Luke,
WAl t ?
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MR. LUKKEN. No, Charley. The Tri-Party
custody bank, is it a registrant or just a
contractual arrangenent? Wuld it fit in sone
regi stration category or would it just be
contractual between the FCM and the CCP?

MR COOPER: As it's currently
structured, we're proposing it would not be a
registrant, but to CFTC, if it so chose, could
Create a separate registrant category, which would
be in addition to the Interp 10 revocation, if
they so chose to do that. But as of right now,

t hey woul d not be a registrant.

MR. LUKKEN: Thanks.

MR. BARNETT: M ke?

MR. DAWLEY: | had a question, Charl ey,
on the FCM CCP rel ati onship. W0 is posting
collateral to the CCP?

MR. COOPER: The FCM

MR. DAWLEY: And whose collateral is
t hat ?

MR COOPER: It's the FCM s.

MR. DAWLEY: Okay. So there's a funding
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requi renent on the FCW?

MR. COOPER: Yes, correct.

MR. DAWEY: Ckay.

MR. COOPER: Actually, one other thing,
if I could, which I just realized, and then
questions. | should stress that this is optional,
what we are proposing is optional in tw different
ways. First of all, the regulators woul dn't
mandat e that everyone use Tri-Party, but it would
al l ow people to use Tri-Party, custoners to use
Tri-Party if they so chose. Second of all, we're
al so not asking the Conm ssion to mandate FCMVs to
make it avail able, that would be on an FCM by- FCM
basis. So if an FCM nade a determ nation that the
Tri-Party nodel was not sonething they were
confortable with for risk managenent or whatever
busi ness reasons, they would not be forced into
this regine, that would be a business deci sion.

So there's two |ayers of optionality in this.

Sorry, Kim | interpreted you.

MR. BARNETT: Kinf

M5. TAYLOR  Actually, | didn't kind of
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add anything to the initial |ist because | thought
t hi ngs were covered that we're working on, but
we're working on also a version of this optional
Tri-Party custody type of arrangenent --

MR. COOPER: Yeah.

M5. TAYLOR  That does two things that
you didn't nention, here.

MR. COOPER.  Okay.

M5. TAYLOR: One -- and they're not
probably unli ke GCP, although |I think we can do it
wi t hout, quote/unquote, GCP, that allows for there
to be a fourth party so that clearinghouse can be
a party, and that elimnates the funding problem
that is part of the Tri-Party arrangenent --

MR. COOPER Ri ght.

M5. TAYLOR: The FCM has to conpletely
fund. And then the other thing is that, by
structuring it in such a way that the first
priority in the account is for the CCP versus the
FCM  Qur counsel has advised us that it becones
not a pro rata, a distributable property --

MR. COOPER  Ri ght .
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M5. TAYLOR It's not custoner property
under the way the bankruptcy regs are witten, so
It mght be able to provide both |evels of
protection, the nal feasance protection, and the
pro rata distribution protection, but it's --
other than that, it sounds |ike just another
flavor of what you're suggesting and what woul d be
I nvol vi ng custodial would be Interp 10 to probably
cone off and all that.

MR. COOPER: Right. | addressed
Tri-Party, but obviously, the quad party that you
all have been discussing is sonething we're
willing to discuss, too.

MR. BARNETT: Todd? Sorry, Warren?

MR DAVIS. | just want to ask a
question. |If one out of ten custoners el ected
this, and then the funds di sappeared fromthe nine
others who didn't, isn't the person elected still
going to suffer, because he's going to share pro
rata and the loss? So what is the real benefit to
the client?

MR. COOPER: The benefit -- you're right
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in the sense that, if the Bankruptcy -- well, |
can't speak to Kims quad party proposal, but in
the Tri-Party proposal, in terns of the Bankruptcy
Code, you're right, they would still suffer in
their pro rata, a bit of a loss. Were this would
have an effect is in a situation where the hole
exi sts, or there's a msuse of funds at the FCM
M- d obal, Peregrine, where the FCM woul dn't have
the nonies there to msallocate or | ose, because
It would be sitting in a custody account. So,
yes, you're right in the event of a bankruptcy and
there's a hole, without a change to the Bankruptcy
Code, they would be sharing in that pro rata | oss,
that's correct. But, in terns of actually
preventing fraud or msuse, not in the event of a
bankr upt cy, keeping nonies at the custodi an
outside of the FCMis a |layer of protection that
the client could choose.

MR, DAVIS: But that only works if
everybody elects to use it.

MR. COOPER: No, it only works for the

clients who elect to use it.
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M5. BREGASI: No, because if there is
fraud in the rest of noney, we're still pro rata
sharing with everybody else's fraud. So if
there's a short fall because the rest of the noney
that was fraud or m sused there, doesn't the
client that has a Tri-Party still share in that?

MR. COOPER: Are we talking about the
case of a default? | nean, maybe |'m not
under st andi ng.

M5. BREGASI: If there's an insol vency
and there's a short fall, and the short fall was
caused because the FCM there was either fraud or
some sort of m suse of the custonmer funds that are
not in the Tri-Party --

MR. COOPER Ri ght.

M5. BREGASI: Wuldn't the people who
have the Tri-Party still pro rata share in that
short fall?

MR. COOPER: Yes. Again, that's in the
case of an insol vency, yes.

M5. TAYLOR: But that would be true with

LSCC, too. | nean, there hasn't been a suggestion
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put forward yet that would fully product the
clients fromsone nal f easance ri sk.

MR ROE: Wth the exception of
I nsur ance.

M5. TAYLOR: Well, insurance, or the
guad party type of arrangenent that gets you
outside of the pro rata distribution.

MR THUM | guess ny question is, does
the FCM benefit fromthe margin held at the
custody bank? In other words, in ternms of the
I nvestnent of the margin, and then the upside in
terms of investnent, does the FCM direct the
I nvestnents and reap the benefits of it, or is
t hat severed?

MR. COOPER: No, as envisioned, they
woul d not continue to reap the benefits as they
currently do, which we understand certain FCMVs
woul d not be happy with. But we woul d i magi ne,
al though I don't have any specific nunbers to put
against it, that would be included in the pricing
the FCM woul d charge for allowng Tri-Party and

for satisfying the margin calls that were required
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by the CCP.

MR, BARNETT: Ckay, Todd?

MR. KEMP: Yeah, | was just going to
say, | think, conceptually, we very nuch |ike
Charley's ideas, we like Kims idea, you can
probably conbine No. 3 with No. 1 over there. But
| think Kims point is a really inportant one,
whi ch speaks to the concern over here; if this is
really going to be of benefit to the custoners who
choose to use it, there's got to be a fix to the
custoner funds, the custoner property definition,
ei ther by anendi ng the Bankruptcy Code or by
finding an appropriate account structure that
doesn't define custoner funds as custoner funds,

M5. BREGASI: So, sorry, isn't the only
benefit to this, then, the reporting piece? Wich
Is, for the client that has the Tri-Party, the DCO
can see exactly what collateral they have with the
FCM i nstead of having to base their information on
what the FCMreports to the DCO. Is that --

MR. COOPER: That's a definite benefit,

yeah.

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 258

1 M5. TAYLOR: Actually, I'mgoing to

2 chal | enge that, because the Tri-Party doesn't have
3 the, the DCO sees nothing about the Tri-Party

4 account. In the Tri-Party, the way | understand

it, the way you laid it out, the assets that are
in the Tri-Party account are in effect idle.
They're margining the client's position, but the

cl earing nenber is forced to then doubly fund,
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because the client's nmargin can't be even

10 appropriately passed through to the clearinghouse.
11 So it actually will effectively double the anbunt
12 of collateral that is needed in the systemto

13 support the activities of the business, which is
14 certainly an option, but |I think we need to

15 consi der that these types of frameworks have to

16 work -- in order for themto work, they have to

17 work for you, they have to work for the firnms, and
18 they have to work for the cl earinghouses.

19 And, personally, I look at this one, and
20 think it is a very |arge demand and additi onal

21 collateral in a world where we already know t he

22 I ndustry is going to be facing a very | arge denmand
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for extra collateral, even at the end custoner
|l evel. So that's just sonething to keep in m nd.
M5. BREGASI: Thank you for clarifying
that. But if that's the case, then it doesn't
hel p on the reporting piece, as well, and |I'mj ust
taking what's being said at face value. Isn't the
only way for this to actually offer any benefit is
to make it nmandatory? Meaning to nake it
mandatory so that each client of the FCM nust use
a Tri-Party? | nean, maybe what you can do is
have the FCM choose to either offer this or not
offer this, but that it nust do so for al
clients. So certain FCMs m ght choose to be in
t hi s busi ness and other FCMs m ght choose not to
be in this business, but if they give it for all
clients, then at | east we know we are getting the

benefit of not having to share in the pro rata

short fall, if there is one.
MR. PERKI NS: | tend to -- this is Chris
Perkins fromGCti -- | tend to agree. | think,

W t hout a change to 766(h), this solution is

expensive and it still exposes clients to | oss.
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1 As far as verification goes, we've initiated a

2 t ransparency website of our own, and there's

3 not hi ng on our site to prevent verification froma
4 CCP to validate the nunbers that we're putting

5 out. Also, for our custodi an banks, we don't see
6 why they can't validate that the noney that we've
7 placed with themis actually there. So we think

8 that the reporting aspect can be acconplished wth
9 t he proper focus on transparency today.

10 MR. BARNETT: All right. Let's --

11 St eve.

12 MR. HURST: Thanks. [I'mgoing to echo

13 much of what Charley said, just at a high |evel.
14 There's three conponents to this that are very,

15 very inportant; there's the structural protection,
16 there's the transparency side of it, and then

17 there's the debate over whether or not a structure
18 can be put together that is bankruptcy renote.

19 Let's just say Charley's right and there's no way
20 around that w thout an act of Congress. You're

21 batti ng 600, folks, and fromthe other end of the

22 spectrum -- and you need to think about this from
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where Todd's constituents are comng from-- not
fromthe big institutional investor, but fromthe
fol ks that got hurt in these | ast debacles, the
folks that are required, by |law, when they're
buyi ng crops forward, to hedge their positions, to
be short in the market. They're the fol ks that
got hurt by MF dobal, and what they're asking
for, and the NGFA has a very powerful letter that
they've submtted to every nenber of the House Ag
Comm ttee, every nenber of the Senate Ag
Commttee, and all the Conm ssioners here,
demandi ng sone sort of optional programin which
funds can be held in segregation tested in a pil ot
program The only thing where you and | differ at
all is, I think the question of whether or not the
revenues fromthe investnent of the proceeds are
shared with the FCMs, that's a discussion between
the client and the FCM There's are sone clients
that m ght be just fine with that, they've been
fine with that structure for years, it has
resulted in | ower execution costs. That's up to

the nmarket to decide. | don't think it should be
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sonet hing that has to be done by anybody, because
sone of the custoners that Todd represents can't
afford it. So what |'m advocating, and |I'm nunber
two there, is that the industry to cone together
and create a service bureau that exists to support
the FCM community. Many of these firns are

al ready operating individually segregated
accounts, they are really expensive, they're
operationally conplex, they are not scal eable, and
everybody has a platformthat does it. These
platforns do the sanme thing for every one of these
firms, and they gain no conpetitive advantage in
It, it's just the cost of doing business. So why
doesn't the industry cone together, find a way to
build one platform structure it inside a utility,
share the costs so that it can be affordable, and
make it available to the FCM -- and that's the

| nportant point. This is a service bureau that

| ' m proposi ng that supports the FCM So the FCM
for a client that, as far as the FCMis concerned,
can qualify to hold the segregated account, they

can offer themthat choice, and let the client

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 263

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

make a deci sion based on the client's own

eval uati on of the cost and the benefit. State
Street has a platformthat supports all of the
Tri-Party custody arrangenents that it holds in
the market today. BNY Mellon has a platformthat
supports all the Tri-Party custody accounts that
they hold in the market today. These are

t housands and t housands of accounts. Northern
Trust has a platform Those platforns are all
built on the sane architecture, that technology is
battle-tested, it has survived and worked very,
very well through sone maj or market neltdowns, and
that platformis available in the market today.
And this utility that |'m proposing be forned can
| everage that technology. |'mproposing that we
put it into use now. One of the things |'m asking
and that Todd is asking for, as well, is a pilot
program for the fol ks that have an interest in
doing this. And sone people nay not. But for

t hose that have an interest in doing it, we'd like
to create a safe harbor where they can cone in, we

can bring sone technology in, we can bring sone
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custoners in that have an interest in testing the
nodel. We can bring sonme FCMs in that would |ike
to facilitate their clients, and that's the

| nportant point. | nean, what | haven't heard a
| ot of here today is how do we take care of the
needs of the Iower end of the market that has a

| egitimate need for structural protection and
transparency. And if they'd like to give this a
go, why not, and why don't we do it today? And
then ny last point, let's -- just go wwth ne for a
second, here, and let's say that there were 10 or
15 futures conm ssion nerchants in this roomthat
t hi nk that maybe there's sonething to this and
they'd like to have a go at it. There's all this
tal k about insurance and how expensive insurance
Is going to be. | don't think so. First, nonies
that would be held in a Tri-Party custody account
are fully insured to start with, so there's a

| ayer of protection that conmes fromthe fact that
It's sitting in a federally insured depository.
Secondly, we aren't the first industry that has

ever had a crisis like this. Accountants were
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uni nsurabl e for years, the nedical profession has

found ways to deal with their situation, and they
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did it by creating a risk pool, where they've
provi ded sone nutualized | evel of risk and they've
pur chased an excess of insurance policy on top of
it. So if you have a utility, a service bureau

that's holding funds in an account that is already
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I nsured under the existing regine, no act of

10 Congress required, sone |ayer of protection put on
11 top of that by a risk pool by the participating

12 FCMs, take that to the London reinsurance market,
13 you W || have that market conpeting vigorously to
14 provi de an excess | ayer of coverage on top of

15 that. And at that point, you've delivered

16 sonething that will be very, very useful to the

17 peopl e that got hurt at M Gobal. So |I'mopen to
18 questions about the service bureau nodel.

19 MR. BARNETT: David?

20 MR. YERES. Steve, do you anticipate

21 that, in the service bureau nodel, the assets that

22 are contributed by the custoner will be held
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outside of the FCM but rather by the service
bureau, perhaps as agent for the DCO and thereby
out si de the custoner property definition?

MR. HURST: Right, that's the difference
bet ween the nodel that |'m proposing and the nodel
that Kims advancing, is that there would be a
neutral, independent, third party that woul d
operate the service bureau on behalf of the FCMs.

MR. YERES: But when you say on behal f
of the FCMs, ny question again is; wll those
assets be outside of the FCM s custoner property
estate and therefore not subject to pro rata
di stribution in the event of default by the FCW?

MR. HURST: And | can tell you that |'ve
had not much luck trying to persuade CFTC staff on
this. But let nme give you a practical exanple
that |'ve asked you to think about, about how
there mght be a way around the probl emthat
David's referring to. A good deal of the noney
that was lost in the M A obal situation was from
agricultural nmerchants that have lines of credit

that they can draw on in order to neet their
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margin requirenents. It's standard practice. So
t hey open an account, they put a position into the
mar ket, the market noves, they're drawi ng on the
line of credit, the funds are paid into the

omi bus account, there's a default, the firm goes
I nto bankruptcy. Those firns that are paid are
custoner property and are subject to the
jurisdiction of the bankruptcy trustee. The
undrawn portion on that line of credit are

conpl etely bankruptcy renote, they cannot be

t ouched.

Believe nme, if they could, they woul d
have been. They can't. And that's to Todd's
poi nt about sone things that m ght be done if
you're willing to sit down around a table with
sonme of the nerchants, sone of the banks that are
| oani ng those nerchants noney, sone | awers that
are of your par, Bob, that know a | ot about this,
and see if there aren't sone alternative
arrangenents that could be nmade so that you could
hit the trifecta and actually produce a bankruptcy

protected custody account.
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MR WASSERMAN:  So -- MR Yeres: For
clarification, Steve, I'msorry, | wasn't
questioning the efficacy of your proposal.

Real ly, | support it. But | look at it froma

di fferent perspective. |I'mlooking at it fromthe
perspective of the institutional participant that
has had these protections in the swaps narket up
until now, and woul d, unless such an approach is
t aken, | ose those protections upon the insistence
of the statute to clear their trades and work
through FCMs. So | think that there is a very
valid structural solution. | tend to agree that

I f the FCM doesn't receive or require the assets,
they're not part of the FCM s estate and shoul d
not be part of the custoner property, and | think
that's a very valid approach.

MR. WASSERMAN: So, Steve, you referred
to sone conversations we had, and |'mgoing to
repeat here a question | asked you back when you
wer e speaki ng; you nention here that this would
really not require any statutory changes. And so

the concern | have is that we're going to have
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sone entity, and you nentioned it m ght be subject
to regul ation because it's subject to, it submts
its rules to us. But, as | nentioned, we've had
sone experience with entities under one regul atory
structure doi ng sonething that arguably that

regul atory structure was never designed to do.
Sentinel cones to mnd. And so the question in ny
mnd is; how do we have an enforceabl e regul atory
structure to actually protect those custoners who
are electing to try this out?

So that, because, of course, you nention
because there are banks, but banks are rather
famous for following their instructions and
operating in accordance with their agreenents, as
opposed to supervising whether those instructions
are the right instructions. And so I'mat a |oss
to understand how we can have a -- what is going
to be wearing the clothing of a regulated entity,
but actually seens to ne to be entirely outside of
any actual regulatory power, and not benefit from
-- you know, the custoner protections aren't

perfect, but --
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1 MR. BARNETT: Ckay, | ook, we've got to

2 keep going. Who is the next person who's got

3 sonething on the list? Very quickly, and that's

4 It, we've got to go.

5 MR. HURST: Let's let formfollow

6 function, we've got |ots of choices for

7 organi zational structures. It could be structured
8 as a non depository trust bank in any nunber of

9 states; it could be structured as a bank service
10 bureau, |'lIl give you the citation for how that

11 m ght work; and lastly, | think you guys have the

12 power to create another form of registrant

13 designation. Charley alluded to that. And if you
14 need the power in order to inplenent this, we'd be

15 happy to help you go get it.

16 MR. BARNETT: Ckay. Wo's next on the
17 list? Optional full seg, where do we go for that?
18 MR. KEMP: That was ne, Gry, but |

19 think we can skip that, | think we've covered just

20 about everything there.
21 MR. BARNETT: (Kkay.

22 MR. KEMP: The main thing we woul d say

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 271

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

I's that there does need to be sone solution to
t hi s Bankruptcy Code definition of custoner
property. That's a big point that we think would
need to be resolved for custoners to receive the
full benefit. | think I mght have nentioned
I nsurance, too, and I won't dwell on that too
| ong, but in our view, the full seg option would
be optional to the custoner, it would be an
agreenent between the FCM and the custoner. And
not all custoners would be able or interested in
taking on that additional cost, so we believe sone
form of insurance should be |layered in on top of
that. Mybe it's sone SIPC-1ike insurance, naybe
there is a private insurance alternative. W are
very interested in exploring the various options
there, but we think that's inportant for
addi tional custoner protection.

MR. BARNETT: Ckay.

M5. BURKE: Gary, can | just ask a
guestion before we nove on?

MR. BARNETT: Yes.

M5. BURKE: |It's for both Charley and
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four party, which seens as though the four party

woul d not incur the cost of funding, which we know
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there's -- especially noving into OTC cl ear ed,
what's the size, what's the nunber, how big w |
this be? But one of the issues that occurred when
we had Tri-Party previously under Interp 10 is

that there was unaut hori zed w t hdrawal of funds,
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wher eby the custodi ans woul d rel ease funds w t hout
10 the FCM s authority, and they were acting outside
11 of the Tri-Party custodial arrangenent. And the
12 FCMs basically bore the brunt of that and had, you
13 know, were cited for that, that they acted outside
14 of the arrangenent. So we woul d need autonmati on,
15 and there would have to be sone oversight by the
16 CFTC, and jurisdiction over the custodians or the
17 service bureau that, in the event of unauthorized
18 wi t hdrawal , because that's inposing risk to the

19 system That's all about the fact that the FCM
20 has the funds on hand, we're nonitoring the

21 counter party credit risk, and we're guaranteeing

22 the obligation to the cl earinghouse. So that

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page:

273

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

woul d have to be factored in, as well.

MR. HURST: Yes, | agree, and you're the

only one in the position to nmake credit decisions
about the transactions that are inplenmented by

your client. So our answer to that is, in the

Tri-Party custody nodel that exists today over the

counter, you have these, bespoke control
agreenents. |In our nodel, it's a rule book. And
it's a rule book that is worked through by the
Comm ssion, and it's in an entity that the,
whether it's set up as a bank or set up as a bank
service bureau, we want it to be subject to CFTC
jurisdiction so the rule book will have the force
of | aw.

MR. BARNETT: Walt, do you have a
question?

MR. LUKKEN: | was just going to say,
and it's not a theoretical proposition that
Maur een' s tal king about. Bob nentioned Senti nel,
it was a real |ife where we couldn't nove the
noney potentially, and the downstream firns

weren't able, and there was a systemc risk issue
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there. So this is sonething, but I"'mglad to hear
that registration is an option in submtting. So
that, | think, would help to solve for that.

MR. BARNETT: Who's next on the list?
You nentioned insurance first, right, but do we
have other -- DCO |limted guarantee?

MR DAVIS. | may just defer to Bill.
But our thought is that can we avoid at |east sone
of the limtations of LSOCC? And |'mthinking of
this sort of the |ast day novenent of margin by
sonmehow nmeki ng that the responsibility of the
cl eari nghouse, basically nmutualizing that
obligation. And our understanding is that, at
| east one of the clearinghouses is comng up with
a proposal to essentially do that, and that would
nove us forward. | don't think this deals with
the mal feasance risk, but it would be a step
forward. OQherwise, | think I'll just defer to
Bill on gaps.

MR. THUM Right. So Vanguard has been
very supportive of clearing for swaps and has been

very supportive of LSOC, because it starts to
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1 I ntroduce many of the protections that are

2 avai |l able in the non cleared swaps nmarket. In the
3 non cl eared market and the over the counter

4 mar ket, we have daily nmargini ng, we post our

margin, it's held by a custodian, we don't suffer
any fellow custoner risk. And LSOC, obviously,
was nmeant to plug that gap that exists in the

futures market currently. So, that being said, we
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have sone concerns that the reading of the LSCC
10 rule could conceivably lead to a divergence, in

11 terns of the level of protection afforded to

12 di fferent buckets of collateral. So, in terns of
13 t he buckets, we see them one bucket is the DCO
14 required margin, initial margin; another bucket is
15 excess nmargin, and excess cones up in nmany forns.
16 It could be excess that is within the DCO required
17 margin fromday one to day two, the positions

18 coul d change, DCOs holding nore margin than it

19 requi res on day two. Also, the margin val ue

20 Itself could go up, so there could be excess

21 margin at the DCO. The FCMs require a margin,

22 whi ch woul d be excess above the DCO required
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margin. There's also a ten percent up charge for
specul ative trades, that woul d be excess above the
DCO required margin. There's margin put into the
system by the FCMs, either put in specifically

Wi th respect to individual custonmer accounts or,

I ndeed, an overall buffer. Al these are areas of
excess. And the final bucket, | would say, is the
variation margin or the profit/loss that Warren
was tal king about. And the concern there, of
course, which we don't experience in the over the
counter market, is that our trades have val ue or
they don't, and the chips fall where they may,
based on our own investnent decisions. And, of
course, we're not really, while we can do a | ot of
due diligence on our FCMs, we can do no due

di i gence on our fellow custoners. So having our
margin either subject to fell ow custoner risk or,
I ndeed, our investnents thenselves, and the profit
and | oss associated with them subject to fellow
custoner risk is really unacceptable. So we're
very gratified by the LSOC rule, not only that it

provi ded sone protection against fell ow custoner
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1 risk, but it built in a reporting requirenent that

2 we felt largely went to mtigate sone of the

3 operational and fraud risk that's presented in the
4 system That being said, as | pointed out in the
5 begi nning, the rules can be read in a couple of

6 different ways. And while | know that the spirit
7 of both the author of the rules, and the FCM5, and
8 the DCCs that are in this room have been to do

9 everything possible to protect a margin from

10 fellow custonmer risk. Certainly, as we are now
11 down to nmaybe 90 days until the go live for

12 Novenber 8th, let alone the later date for

13 clearing for swaps to apply to swap dealers, or

14 ultimately to us. W're seeing that there's

15 trenendous | evel of practical challenges that are
16 being applied to fully have LSOC protections apply
17 to all margin levels. And in considering certain
18 conprom ses that may be necessary, too, for the

19 FCMs to nove forward and achi eve LSOC protection
20 for the |argest bucket of margin, or perhaps the
21 nost critical bucket of margin, that LSOC is being

22 read, at this point, in terns of a phased approach
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wher e hei ghtened protections are applied day one
to DCO required margin, and then ultimately to
excess margin. In |ooking at sone of the rules,
we think that it would help if the CFTC i ssued

I nterpretive guidance to clarify the intention of
the sone of the rules, starting with 22.1, the
definition of C eared Swaps Custoner Coll ateral.
And while it presently reads collateral which
secures a cleared swap, we think that should be
clarified to nmake sure that it refers to al
custoner property received by an FCM or a DCO.
Also in the rule, there are other references to

| ower case collateral, or |ower case nmargin, and
we think there should be clarified in the

I nterpretive gui dance whet her those references to
| ower case collateral or margin are to the upper
case defined term or whether they are neant to
relate to sone different definition. In terns of
22.11-(c)(2), we also think interpretive gui dance
woul d help that the FCM s report of a custoner's
portfolio of rights and obligations arising from

the cleared swaps includes all custoner positions
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and cl eared swaps custoner collateral. The upper
case defined term as we just nentioned. W also
think that it would be helpful if the CFTC i ssued
a new rul emaking to require that such FCMVs report
be made as frequently as technol ogically feasible.
The rule right nowrequires it be nade at | east
once each business day. And the DCCs take al
steps necessary to confirmthat such FCM s
conpliance is accurate and conplete. Cbviously,
there's are a ot of technical issues based on the
reporting requirenent which is causing sone of the
angui sh in inplenmenting LSOC rul es before Novenber
8th. W also feel that the Conmm ssion shoul d
consi der, maybe sooner rather than later, if there
Is to be a phased approach of inplenentation of
LSOC, should the Comm ssion force the FCMs to

I npl enent LSOC on a limted basis in the near

term or work and devote all their energies to

i npl ementing LSOC, as we believe it should be
applied to the required margin, all excess nargin,
and i ndeed, variation margin before the clearing

requirenent is mandated. So rather than have the
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target date be Novenber 8th, have it be the date
in February for this swap dealers, or the date in
May for the rest of us. Personally, | think that
the buy side wll have a limted appetite to
engage in voluntary swap cl earing ahead of full
LSOC protection applied to all margin. So | think
it is sonething to think about, at |east, as the
FCVMs are forced to, for the earlier deadline, to
apply nore limted LSOC protection.

22.13(c)(2), Additions to Cleared Swaps
Custoner Collateral; again, interpretive guidance
woul d be helpful. The DCOs are required to
provi de a nechani sm by which the FCMis required
to identify each busi ness day the anount of
col lateral posted in excess of the anount required
by the DCO. Again, this, now, | think, is being
viewed as a future state, |ooking at the
protections and the requirenents of the FCMs to
provide the report, and the DCOs to require the
report. But we think it should be clarified that
the DCCs are definitely going to require this.

And then, finally, 22.15, the Treatnent of C eared
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Swaps Custoner Collateral on an Individual Basis,
confirmin that guidance that the requirenent for
the DCO to protect the value of collateral
required, with respect to a portfolio of rights
and obligations, actually includes all upper case
defined term cl eared swaps custoner coll ateral.
So rather than an alternative reading of this,
which is that the protectionis |limted to the DCO
requi red col lateral, and not the excess.

MR. BARNETT: Thanks, Bill.

M5. TAYLOR: Before we have di scussion
of this, since we're on the topic of enhancenents
to LSOC, could | add a couple --

MR. BARNETT: Ckay.

M5. TAYLOR: That |'m not sure that you
nmenti oned, although one, | think, overlaps a
little bit. One is, there seens to be confusion
about the ability to continue to net the variation
margin at or after the bankruptcy. And | think
our concern is that netting the variation margin
after a bankruptcy increases the risk that

custoners have to other custoners. And we al so
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think that allowng it to be determ ned
differently by each DCO subjects custoners to a
variant of that kind of risk that they have no
ability to control or protect thenselves against,
even if they chose not to do business at the

cl eari nghouse that was going to continue netting
and nake the problem worse. So consistency around
the netting of variation margin at a bankruptcy,
and then the other concern that we have is that
the industry is working very hard to try and nail
down the solutions to many of the issues that Bil
mentioned. And we haven't gotten to very nuch

di scussion yet of the netting of variation margin
of bankruptcy, and we haven't gotten yet to the

| ssue of passing along in a port of positions and
collateral. | have a very large concern that the
way the porting works, it seens that the

cl eari nghouse is allowed to port over whatever
margin was required for that custonmer's account at
the DCO, | et al one whatever excess m ght be
determined to belong to the client. But there's

no requirenent that that margin actually be on
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deposit in the custoner's account. And so if DCOs
are allowed to port nore noney with a custoner's
position than that custoner actually has in his
account, that is creating a short fall right

there. And | realize that the trustee wll be
able to technically call it back, but any tine you
have a trustee spending noney, to try and call
back paynents that have gone out the door, | think
what you're doing is, you're just depleting the
estate and running the risk that the hole gets

bi gger, rather than trying to keep the hole as
smal | as possi bl e.

MR. PERKINS: | have anot her i nprovenent
for LSOC. What LSOC does is it renoves custoner
nmoney fromthe clearing water fall, and | think we
all welconme that as an inprovenent to client
protections. | think one of the challenges facing
CCPs is they have to figure out where to nake that
col l ateral back, how do they stay efficient and
make up that short fall. They have sone options
I n their approach, they can increase initial

mar gi n, they can increase the guarantee funds, or
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1 they could increase their own contribution. 1'd
2 suggest that thought should be given to tying the
3 CCP contribution to the ultimate guarantee fund

4 contribution. That way, that have adequate skin

in the ganme and don't end up ball ooning, for
exanpl e, the guarantee fund. |f they were to do
so, it would cause a breakdown potentially in

portability, and I think sufficient controls

© 00 N O O

around the relationship between CCP contri bution
10 and guarantee fund, as we nove forward with LSOC,
11 woul d hel p create a stronger system

12 MR. BARNETT: G eat, thank you. | want
13 to get through the list, so that's LSOC gaps. Who
14 had excess held at DCO?

15 M5. BREGASI: That was ne. So | think
16 that was in the m ddl e between LSCC i nprovenents
17 and full segregation. So just getting back to

18 excess -- to LSOC i nprovenents, the only question
19 | wanted to ask is how-- I'mstill alittle bit
20 confused, now that we understand LSOC w t hout

21 excess, and excess is not required to be posted to

22 the DCO. So as long as it's not required, let's
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1 just assune that it's not done.
If it's not done, it seens the rule is

being read to only require position reporting to

A 0N

the DCO and not margin reporting. |If that's the
case, how does a DCO know which client defaulted
on the day that the FCM defaul ts? Can anybody
answer that question?

VR. WASSERMAN: | think the answer is

© 00 N O O

t hat one would | ook at the positions, because

10 essentially, the positions will inply a variation,
11 and so one would apply that variation to the

12 coll ateral associated with those positions.

13 M5. BREGASI: But, Bob, you're assum ng
14 that what the FCM reported yesterday was the

15 client's position, was also what the client posted
16 to the FCM for margin. |f a client did not post
17 them they have up to three days before they

18 really get hit, so if that client didn't post,

19 then the DCO doesn't know that. | still don't get
20 how the DCO is going to know who the defaulting
21 client is.

22 MR. WASSERMAN:. The question is, what
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1 can t he DCO use?

2 M5. BREGASI: Yes.

3 MR. WASSERMAN:  What collateral is

4 avai l able to the DCO to use?

S M5. BREGASI: Yes.

6 MR. WASSERMAN:  And the answer to that

7 I's, any collateral that is the FCMs, and to the

8 extent for each of those sets of positions, they

9 can use the collateral associated with that, those

10 posi tions.

11 M5. BREGASI: R ght. But the problem
12 I's, they still need to know who the defaulting

13 custoner is. Because the whole point of LSOC is
14 that they cannot use the collateral that the

15 defaulting -- they cannot use the collateral the
16 non defaulting custoner for a defaulting custoner.

17 But how do you know who the defaulting custoner

18 | S7?
19 M5. TAYLOR: W agree with that problem
20 MR. FOLEY: | thought the rules

21 contenpl ated that the defaulting clearing nenber
22 Is obligated to tell the DCO
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M5. BREGASI: Well, that's the problem
So the FCMis defaulting, and we have to rely on
themto tell the DCO who defaul ted?

MR, FOLEY: Well, that was the point
made sone tinme ago, but --

M5. BREGASI: Right. But when we
t hought the requirenent was to report margin, we
knew that there m ght be an issue where they m ght
not be reporting it correctly, but at |east they
had an obligation to report it. Now that they
don't even have the obligation to report margin,
we're even two steps back --

MR, FCLEY: It seens to ne, if all that
Is asked of the DCOis 100 percent of their
required margin --

M5. TAYLOR:. But you don't know fromthe
client --

M5. BREGASI: But you don't know that
t hey posted it.

MR. FCLEY: No, but it's either fromthe
clients or it's fromthe clearing nenber's excess.

M5. BREGASI: But that's a problem
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because the defaulting client, if what they have
in there is sone of the FCMs noney, they're stil
a defaulting client, and the DCO doesn't know

t hat .

M5. TAYLOR: And the -- this has been a
conplication that we identified wwth the way that
LSOC works at the tine of a default right fromthe
very beginning. It is very difficult to know what
client has defaulted, there's a process built into
the rules for the FCMto pass nore information,
but the FCMis potentially in disarray, the FCM
I's, you know, going out of business. And what we
have determ ned would end up being the likely
default assunption for a clearinghouse would be
that, if you were a client who, when we unwound
the netting of the variation margin on that day
and | ooked at all the clients who were neking
noney, coincidentally nmaking noney that day, they
woul d be absolutely not defaulting clients,
because they had their margi n on deposit, plus
profits. The clients who had their margin on

deposit fromthe prior cycle and had | osses woul d
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all potentially be defaulting clients, even --

M5. BREGASI: Even though they m ght
have excess to the --

M5. TAYLOR:  Though they m ght have the
excess -- at the FCM and there's not a good way
for the DCOto know it.

MR. WASSERMAN: To the extent of those
| osses. And so, in other words, you've got three
clients, each of whom has 100, one gains ten, he's
a gainer, one loses ten, he's entitled to 90, the
ot her loses 375, | think we've found our default.

M5. BREGASI: So |let ne give you an
exanple. You have a client --

M5. TAYLOR:. You m ght have that noney
I n an account with an FCM - -

M5. BREGASI: That they're required
well, their required initial margin is 100, so the
FCMtells the DCO 100 is what their positions are.
Well, they tell them positions, they know 100 is
the requirenent. But, in fact, that client has
only posted 70 with the FCM And then that

client, let's say, has whether a | oss or a gain,
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It doesn't matter, but the gain is smaller than
the short fall that they had wwth the FCM t hat
should be a defaulting client. But the DCOisn't
goi ng to know that.

MR. BARNETT: Can we hold for a second?
| want -- this LSOC is (laughter) everybody knows
this exists, everybody's tal king to each other,
can we talk about the other alternatives, and you
can all fight each other then?

M5. BREGASI: | can nove to ny other
alternative.

MR. BARNETT: Al right.

M5. BREGASI: So, noving on from LSCOC,
having all excess held at the DCO so that's
bet ween LSOC i nprovenents and full physi cal
segregation, and the point would be that, if you
have all of the client's noney held at the DCO
t hen you reduce, if not take away, | think, even
t hough sone people m ght disagree, fraud risk and
i nvestnment risk. And in ternms of, well, it's
under st andabl e that you're taking sone of the

I ncone away fromthe FCM one solution, | think
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CME cane up with sonething like this a few weeks
ago, one solution would be to have the DCO i nvest
t he noney, maybe in agreenent with the FCM as to
what those investnents would be, and then share
the incone or pass all the incone to the FCM So
that's one thought. Myving on to the third

t hought, which is full physical segregation, if
you can take the -- |eaving aside Bankruptcy Code
changes, which we all understand woul d be the
best, but are very hard to do, going with

sonet hing that the CFTC can do by rule. They
could require, on top of LSOCC as it is today, they
could require that all FCMVMs keep custoner noney in
a Tri-Party account or four party account even
better, so that there is no issue with the FCM
having to conme up with initial margin to post to
the DCO. | would think that, if you conbine the
four party account type with LSOC, LSOC is taking
care of fellow custoner risk, the four party
account is taking care of investnent risk and
fraud risk, so that gets you pretty nmuch, pretty

close to full physical seg, wthout any changes to
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t he Bankruptcy Code.

MR. BARNETT: Who's next on the list,
Davi d? No. John?

MR. RICHARDSON: This is Bob Ri chardson.

|'d like to tal k about insurance a little bhit

nor e.
MR. BARNETT: Ckay.
MR. RICHARDSON: | nean, | hear all
this, and |"'mnot, | don't have a commodities
background, | have a SI PC background, and I've

done it for 40 years, and sonebody is going to
steal the noney sone way. | nean, | hear all of
these protections that are built in, all the
segregation, all these other things, sonebody's
going to figure out how to steal the noney,

t hey' ve been doing it for forever. So |I'ma
proponent, and it's a long history of why
commodities didn't get rolled into SIPC when it
was |legislated in 1970, but it seens to cry out
now, wwth the two nmajor cases that we've seen, for
sone type, and I'mgoing to bore down a little bit

nore on what those types are, of insurance
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program And all of these efforts to protect have
failed, and sone custoner | oses the noney

typi cally because sonebody steals it.

Comm ssi oner Chilton put out today a proposal, |
don't knowif it was just a little while ago, so
| don't know how many peopl e have seen it
proposi ng an i nsurance fund, |aying out sone very
general background. H's proposal provides for an
entity just very simlar to a SIPC entity. People
can debate the need for having sonething |ike
that. But | do think that there needs to be sone
kind of protection for custoners that would be
beyond the scope of the regul atory changes and the
ot her changes that have been di scussed here. And
It would be sonme formof insurance. There are a

| ot of variations there, either a fund like SIPC
W th assessnents on the FCMs, or a conbination of
a relatively small fund, and private insurance to
be | ayered on top of that. | appreciate the
expense associated with, you know, setting up a
program and funding a program but it seens to ne

that there is sone needed today, in light of M
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A obal and Peregrine to have sone type of
protections in the event there's a failure, in the
event there's a theft of funds. And so, | nean, |
can tal k about sone ideas, just to touch on sone
in ternms of the structure, you could have
sonething rolled into SIPC. | don't want people
sitting around waiting for a comodities broker to
fail, there are not that nmany that have failed,

but clearly, if that happens, you can have the
stand al one, you can have sone hybrid of that, you
can have funding directly assessnents agai nst the
FCMs, you can have after the fact. |In sone
countries outside the US. And | will note that
the U S. is just about, if not the only system
that provides insurance. |t doesn't cover
comodities, it only covers securities, so we're
very much behind in ternms of protections for the
commodities industry. But you can have a very
nodest adm ni stration, you can have a very nodest
fund, and then you can supplenent that with
private insurance. So there are a |ot of

variations of it, but |I did want to at | east make
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1 a pitch for what happens if, you know, all of

2 t hese protections don't work and we do see anot her
3 failure. And I don't think this industry is

4 really in a position right now to probably suffer
5 t hrough anot her one. And you never know, because
6 | ' ve been the trustee in SIPC cases, |'ve worked
7 at SIPC, |'ve seen this. You don't know what's

8 goi ng to happen until 24 hours before you get that
9 call and say we need a trustee.

10 So I"'mjust a proponent of it, | don't

11 know if | can bore down any nore details --

12 MR RCE: |If | can just.

13 MR. RICHARDSON: But | did want to tee
14 that issue up a little bit.

15 MR. ROE: So when you nentioned you said
16 you appreciate the expense, do you have any i deas,
17 are there studies --

18 MR, RI CHARDSON. Well, that depends.

19 Comm ssi oner Chilton suggested in this proposal

20 that cane out today sonething not to exceed the 30
21 or so enployees at SIPC. | think an argunent

22 could be nade that it could be a | ot fewer
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enpl oyees. And | haven't run this by anybody at
the CFTC, but the idea that maybe, if you're not
going to roll it into SIPC and have two separate
funds, you know, just have -- but you have all the
adm ni strative personnel already in place at SIPC
And it seens to ne that an argunent could be nade
that it doesn't justify creating a duplicate
system Maybe you could have a hybrid where you
have very few commodities enployees in this fund,
and you could tap into the SIPC enpl oyees.

They're not all that busy all the tine. Now,
granted, they have three big cases right now
(laughter) that they're dealing with, but that is
sone way that you can kind of reduce the

adm ni strative expenses and still have a separate
entity. So the answer to your question, no, |
haven't done any study, | think having a full

bl owmn -- despite what Comm ssioner Chilton said in
his proposal, and I know it was only a proposal --
| think having a full 30 to 40 enpl oyees running
an i nsurance fund for the commodities industry is

probably not justified.
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MR ROE: If | can just junp in there.

MR. BARNETT: John, go ahead.

MR ROE: We've |ooked at this, we've
studied this a little bit in our proposal to the
Senate Commttee on Agriculture, Nutrition and
Forestry, and, first, | want to absolutely agree
that, no matter what nethod of segregation that we
use, and we certainly agree we should try a pilot
program we should give custoners nore options
just in ternms of segregation. But all we're
really doing is shifting around where that
I nsol vency ri sk goes, we're just kind of shuffling
alittle bit over to a different, naybe to a
custodi an, or shuffling a little bit over to a
utility, maybe we're creating nore concentration
risk. Really, we haven't addressed what the real
problemis here; at sone point, these things do
bl ow up, soneone is going to either steal it or
soneone's going to use it to prop up their firm
t here have been two very recent exanples of that.

So insurance is the sinplest form of

addressing this. Congress wants this, it actually
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can be done very quickly through Congress. It

wi Il take an act of Congress, but surprisingly,
this is going to be a fairly easy one. W can run
that right up the mddle, it wll get support from
both sides of the aisle. And in terns of a
structure, we've |ooked at sonething that would be
nore like a liquidity facility. The problemin
applying SIPC protections to commodity custoners
Is they're fundanentally different than hol ders of
securities. Holders of securities, for the nost
part, especially if you're tal king about retail
custoners or investors, they want their securities
back. Commodity custoners are, it's a very broad
termthat can include all sorts of institutions,

i ndi vi dual s that have different needs, but
fundanentally, they're different, they require a

| ot speedi er approach than SIPC. And we think
that all sorts of terrible things happen in
bankruptcy, and the best way to protect custoners
Is to get themthe heck out of bankruptcy. And
that's by using a fund to port custoners

I mmedi ately to new brokerages, have that fund plug
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1 the short fall, and then have that fund renove the
nmoral hazard that an i nsurance nechanismli ke S| PC

could actually be inserting into the system by

A 0N

goi ng after recoveries and stepping into the shoes
of custoners by taking their clains in bankruptcy.
This way, you have the -- there's a punitive
aspect to it, these conpani es have to pay back

this fund for any recoveries that it's paid out.
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And that nmay be another way to keep the fund

10 whole. So | think that, | totally agree that

11 we've got to look at insurance, it's actually the
12 qui ckest thing to do. It's fairly sinple,

13 strai ghtforward, easy, you have it through your

14 bank account, you have it for your stock account,
15 why don't you have it for your commobdity account?
16 And | think we can actually sit down in
17 a roomacross a table and maybe it wll be |ike

18 LSOC and take us 16 nonths to do that, but we have
19 to do that. W have the will in Congress to do

20 It, people want it to happen, so | think it's tine
21 that we sit down as an industry and do it.

22 MR RICHARDSON:. |If | can just conment
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on one thing. | was a trustee in a case that was
filed on Novenber 19, 1999. Everybody renenbers
2000, the world was going to nelt down, we sold
and noved every account before January 1, 2000.
So there is a mechanism | don't know if you were
saying there wasn't, or are commenting on that,
but you can -- SIPC advanced that noney and got

t hose accounts out the door to other brokers. |
sold all those accounts, nade a little bit of
noney fromthe estate, new brokers picked them up,
and January 1, 2000, they were trading in their
account s.

MR RCE: Right. No, thereis, and
certainly SIPC has that nmechanism But | think
the coormodities industry is a different animal, |
think it's going to need its own fund. That fund
doesn't have to have 100 enpl oyees, | | ooked at
Comm ssi oner Chilton's proposal, he's absolutely

right about that. And he al so nentioned cappi ng

the fund, absolutely. | think, if you can insure
$4.3 trillion in the FDIC systemwi th a reserve
requirenent -- what is it now, about.13 percent,
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severely underfunded -- we can probably do the
sane thing here; cap a fund. And, who knows, if
everybody behaves, in ten years, we won't have to
charge anybody anything. Just, if | could, |
didn't nmean to put insurance and bankruptcy reform
In the sane box, there, but noving on, | think we
are going to have to roll up our sleeves and get
deep into the Bankruptcy Code. AlIl sorts of
terrible things happen in bankruptcy, and we've
got to address sone of them because sone of that
code is so old, it doesn't really work in the
nodern era. Specifically, one of the things that
we have to | ook at, which could be very painful,
per haps even for sone people sitting around this
table, is ring fencing FCMs and Broker Deal ers
I nto separate corporate entities.

That is sonething that, if you | ook at
Refco and you say, well, that was a good
bankruptcy; well, one of the reasons why is
because their Broker Deal er and FCM were in
separate corporate entities underneath their

hol di ng conpany structure. And if we | ook at that
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and say, well, in that instance, the FCM was
supported very easily, heck, even the stock owners
got about $11, | think, or $12 back per share.

When have you ever heard of that in bankruptcy?
And that's only about a 50 or 60 percent | oss from
the IPO. [|'Il take that any day of the week and

tw ce on Sunday for M 3 obal stock. So | think

that we have to tal k about that, | think we have
to |l ook at what that could | ook |ike. | think
that you'll see a lot of Broker Dealers raise a

huge cry and tal k about how expensive that's going
to be, when it's not really going to be all that
expensive, and it's not going to create capital

I nefficiencies and all those terrible things. |

t hi nk we have to tal k about safe harbor and the
automatic application of it -- excuse ne, the
application of it in instances of fraudul ent
conveyance, not actual fraud, and tal k about how
we can maybe renove sone of that fromthe Code. |
t hi nk we have to tal k about fees. W have two
trustees in the MF d obal case, a Chapter 11 and a

SIPC trustee, and through April -- | haven't
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gotten their fee applications yet for past April,
but through April, charged $47 mlIlion, $300 per
hour for paral egals, and $450 an hour for
attorneys with a year of experience past bar. No
client in the private sector would ever pay these
fees, so there's got to be sone kind of narket
mechani smin bankruptcy that says, hey, just
because that's the way it is, and that's just what
it is, go ahead and pay it, is the way bankruptcy
court seens to work. That's not the way it should
work. So, again, | think we've got to roll up our
sl eeves, we've got to get down deep into the
Bankruptcy Code, it's going to go through a couple
of commttees on the Hll, it's going to raise the
ire of a bunch of |obbyists, it's going to be a
nasty fight that takes three years, but it's got
to be done.

And circling back to the insurance point
of this, the bankruptcy part will take a very | ong
time, it's going to be very conplicated, it's
going to be like LSOC, they're going to be talking

about it all day, all week, and all nonth and all
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1 year. Insurance, we can get done next week, we

2 really can. |If we can get a proposal that 80

3 percent of the industry agrees with, exchanges

4 wll cone along. |If the National Gain and Feed

5 Association will conme along, if a few ot her

6 constituents will cone along, we can get that into
7 bill formand we can get it done in Congress

8 quick. [|I'mtalking by the | ane duck session. So
9 | really want to, nust reiterate again, we're

10 focused on insurance, but we have |ots of other

11 refornms we'd |ike to see done.

12 MR. WASSERMAN: If | could just nake one
13 observation on bankruptcy. M/ experience is that
14 it's less of a structural issue and nore of a

15 noney issue. |f the noney is there in seg, then

16 frequently, you can alnost certainly, universally

17 I n my experience, you can find a willing and abl e
18 transferee, one or nore, and it happens. |If the
19 noney isn't there, things go a ot worse. In

20 Refco it was all there, in Lehman, in Lehnan,
21 there's a whole | ot of conplicated proceeding, but

22 as for the exchange traded commobdity custoners,
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they were transferred over the weekend. So --

MR. RCE: Except sone of it wasn't
there. JP Morgan held on to a bunch of it, he was
fined $20 mllion for that.

MR. WASSERVAN:  And t he custoners,

t hough, ultimately, and, yes, there was sone

hi ccups, but the fact of the matter is, they al

got transferred over to Barclays, and |'m sure the
MF d obal custonmers would rather be in their shoes
than otherwise. But it's a matter of "is the
noney there?". And, obviously, if you have an

I nsurance schene, it helps with the noney is
there. But, really, what it cones down to is,
you're right, transfer is what we're trying to get
at, and a |l ot of that depends upon where's the
noney.

MR, PERKINS: And, Bob, the reason why
the noney isn't there -- | nean, the biggest
threat in ny mind is mal feasance and fraud, and |
t hi nk we get back to the earlier panel around
t ransparency and accurate books and records, and

validation and audit. W could come up with the
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best nodel in the world, but if people don't
believe in it and violate rules, | think we get
back to square one. So, again, our focus is on
transparency at our shop.

MR. BARNETT: Any alternatives we
haven't di scussed?

MR YERES: Yes.

MR. BARNETT: (0.

MR. YERES: David Yeres, as | said
earlier, ny focus has really been that of the swap
mar ket partici pant who, when clearing, becones
required, will forfeit the | evel of protection
t hey now have utilizing a third party custodi al
arrangenents and be put into a system which
perhaps is enhanced significantly by LSOC, but is
still not as secure as the third party custodi al
arrangenents they now have, either from an
operational point of view or froma bankruptcy
point of view. As you know, they have bankruptcy
protections, they have a safe harbor fromthe
automatic stay with respect to their over the

counter transactions. They don't get a safe
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harbor with respect to the automatic stay in
respect to the relationship wwth the FCM so
they're at risk of being in a nore perilous
position. But, nevertheless, | think it's worth
menti oni ng now that Conm ssioner Chilton has nmade
a proposal for insurance which others have tal ked
about here, and | think it's to be commended.

It's a serious proposal, it does certainly require
serious consideration. |If it is adopted, | would
suggest it should pick up swaps, as well as
futures. But even if that were to occur, because
of the caps, and the fact that the swaps market is
a large institutional market, it should not be in
| ieu of protections that woul d ot herwi se be of

assi stance to swap nmarket participants. [|n that
regard, ny focus has been on trying to identify
ways in which custoners can feel confortable, that
what ever they contribute as collateral for their
swaps, wll be applied as collateral for their
swaps. And to do that, the sinplest approach is
to provide that the custonmer has sone relationship

with the DCO, rather than the funds passing
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necessarily through the FCM It would be a
possi bl e choice. And | say just a choice, one
option that a custoner mght take to, in one way
or another, and I'll nention two of them have a
nore direct relationship, i.e., its noney is

avail able only to support its positions, as
opposed to support the positions of others, or
make up for mal feasance or fraud. And, quite
frankly, as we nove to swaps, just to take a
monment to digress, this Conmm ssion and the

I ndustry will take on sone nmultiple, perhaps it's
two tines, perhaps it's 10 or 20 tines, the anount
of collateral that is has operated with before.

It will take on a marketplace that has durations,
according to your recent publication, out to 50
years. And | could only inmagine the volatility if
the interest rate curve should steepen. So, the
anounts of noney that wll pass through the system
are a great nultiple of what they are now,
especially, again, by the swap custoners. Wth
that in mnd, ny suggests are two to be

considered. One we've tal ked about before, the

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 309

1 guaranteed clearing participant. | know Bob's
quite famliar with that approach. And the

essence of that approach is that, rather than the

A 0N

custoner's collateral, the swap custoner's
col l ateral passing through the FCM that swap
custoner becones a guaranteed clearing participant
that has a direct relationship with the clearing

organi zation. It has an account with the clearing

© 00 N O O

organi zation called a settlenent account that

10 | ooks very much and operates very nuch the sane
11 way as any other clearing nenber's account does.
12 The funds that pass through that account are never
13 received or acquired by the FCM Per the

14 definition of the Bankruptcy Code, they cannot be
15 custoner property, and therefore, they are not in
16 the estate, hence, they're only available to pay
17 down the obligations of that custoner for that

18 custoner's positions. They shouldn't very nuch
19 i nperil the FCM because, as | understand it, the
20 only reason the FCM takes custody of these funds
21 in the normal event is to satisfy the obligations

22 through this custoner's position. They don't take
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custody of them for investnent purposes or to use
themin their business, so the funds would serve

t he sanme purpose they're now serving, secure the
custoner's position through the marketpl ace of the
DCO. The system would be sinpler, it would be | ess
prone to risk of any FCM default and shortfall,
and for the DCO to nake up the funds or for the
market itself to suffer a loss. So that's one
approach, and we've tal ked about that before, but
there's a sinpler approach potentially, and it's a
variant of what Charley raised for State Street;
that is, Interp 10. Interp 10, per your LSCC
relief, is now available to swaps. But as Interp
10 is nowwitten, it is an agreenent between the
custoner and the FCM And the protection the
systemgets is the FCM has unfettered draw ng
rights on that account. And people have expressed
concerns that perhaps the custodi ans may not abi de
by their agreenent. Interp 10 could be inproved
upon by having the DCO be the draw ng agent on

t hat account. The account could be set up nuch

the same way, the custodi ans could conceivably be

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



CFTC Meeting - Public Roundtable on Custoner Protection Requirenments Page: 311

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

limted to those with whom the DCO has a
relationship, or alternatively, is satisfied, has
confidence in. And the DCO as draw ng agent,

t hen, would be able to draw down the funds in

al nost all instances. There could be instances in
whi ch, for exanple, the FCM has residual draw ng
rights.

But we would try to set up that account,
structure that account in such a way that, A if
at all possible, and | think it is possible, the
funds in that account never becane custoner
property of the FCM unl ess and until the FCM drew
on them And, nunber two, harder question is
trying to avoid the funds in that account being
subject to the automatic stay in the event of an
FCM bankruptcy, because if the FCM has a lien, a
security interest on those funds, the |ikelihood
woul d be that the funds woul d be subject to a
stay. Unlike funds that are custoner property,
whi ch are, by the Bankruptcy Code, excluded from
the stay. W would have to deal with that issue,

and | think that's an i ssue that coul d be dealt
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with nost easily, although |legislation is never
easy, nost cleanly usually through I egislation so
that the custoner got the sanme protection in the
cleared market that it now has in the over the
counter market, where, as you know, there is an
exception, a safe harbor fromthe automatic stay,
or alternatively, through structural devices.

But either way, we're comng up to a
date in the fall or the winter when financi al
i nstitutions and others will be forced into a
cl earing environnment which is, | think it can't be
said to be quite as secure as the one they're
presently in. And | think that should be avoi ded
by the Conmm ssi on wherever possible, especially in
light of the fact as you're taking on a new
mar ket pl ace, a marketplace as hard as you nay have
worked on this, is newto the Comm ssion staff.
The Conm ssion is an organization with finite
resources, as you well know, it has a very hard
time in actually putting people on the ground
doi ng auditing, nonitoring behavior, so structural

solutions, | think, should generally be favored in
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1 that environnment. And that's what |'m proposing.

2 MR. BARNETT: Any other reactions to

3 Davi d's statenent?

4 MR, LUKKEN:. Just a qui ck questi on,

5 David. The first option you tal ked about,

6 becoming a direct clearing -- | don't know what

7 you would call that, clearing nenbers -- are they
8 contributing to the guarantee fund, or would they
9 be simlarly situated as a clearing nenber itself,
10 or --

11 MR. YERES. They would be a speci al

12 cl ass of clearing nenber.

13 MR. LUKKEN: But not --

14 MR. YERES: And they woul d not

15 contribute to the guarantee fund. Rather, they
16 would be guaranteed by a guaranteeing clearing

17 broker, and there would have to be proper

18 financial arrangenents in place if, if clearing

19 brokers offered the service. So there's a narket

20 | ssue, here.
21 MR. LUKKEN:. Ri ght.
22 MR. YERES: WIIl it be offered. But one
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thing | would suggest in com ng towards Novenber
or Decenber, here, | think it's kind of inperative
t hat the Conmm ssion nake clear, at least, that it
I's not prohibiting or otherw se nmaki ng unl awf ul
t hese kinds of arrangenents. Wether it be the
guarant eed clearing participant or sone variant of
the nodified Interp 10.

Because, right now, | think, if you talk
to many cl earing brokers, they would say those
t hi ngs are now unl awf ul under the present
Comm ssion structure, and they can't be offered.
And we've heard that fromsone clearing firnms who
woul d say we would offer if it were awful. But
it isn"t. And | think the Conm ssion is in an
awkward position if it is seen as stopping the
of fering of that kind of service.

MR. PERKINS: A quick question on the
GCP nodel. | appreciate what you're doing, we all
want the best segregation possible in accordance
wth the aw. Upon the insolvency of a guaranteed
clearing participant and the FCM essentially takes

control over the collateral: does that defaulted
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entity and the collateral associated with it
becone part of the custoner account, thus subject
to 766(h)? Does it spring into -- for those who
couldn't opt into the GCP, are they now subjected
to share in any kind of |osses upon the insol vency
of the GCP?

MR. YERES: Well, in the first instance,
the draw woul d be by the DCO  The purpose of the
FCM t aki ng control would only be, | assune, to
satisfy obligations of the GCP in respect to the
GCP's own positions at the DCO O, principally,
let's start with that. Those funds woul d al r eady
be at the DCO, so there's no reason for the FCMto
take control of those assets except to the extent
there are other debts to the FCM for exanpl e,
fees, penalties, et cetera. That could be
arranged through a separate account, apart and
away fromthe GCP, so there would never be a need
for the FCMto take control of that account in the
main. Since, again, the purpose of those funds is
to guarantee the obligation to the DCO and the

DCO has drawi ng agent rights, there's very limted
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situation in which the FCM shoul d have any
interest or right to take residual funds.

MR, BARNETT: Ckay.

M5. TAYLOR | actually think that Chris
has a very good question there that we woul d have
to nmake sure worked, because if the -- your
assunption is that the client who had the GCP
account defaul ted.

MR. PERKINS: Yeah, that's right,
exactly.

M5. TAYLOR. So, at that point in tineg,
t he cl eari nghouse woul d be | ooking to you to nake
good on that obligation --

MR. PERKINS: Yeabh.

M5. TAYLOR: And | think the presunption
woul d be that then, because you were nmaki ng good
on the short fall and you were responsible for
| i qui dating the positions, and all of that, that
you probably would need to have access to that
collateral. So --

MR. YERES. If | can answer that for a

monment. | think it's absolutely necessary for the
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clearing firmthat is the guarantor to have

control over the positions it will guarantee, and
to have control over the positions in the event of
default. That's separate fromthe funds. The
funds are only going to be used to satisfy the DCO
upon the FCM s liquidation in the first instance,
right? Were's the noney going first? [It's going
to satisfy you wth the DCO

MR, WASSERMAN:  Actual |y, another way of
| ooking at it is, if Chris, as the guarantor, has
to nmake good on the guarantee, your rules, Kim
coul d then provide that upon his nmaki ng good on
t he guarantee, he would then be entitled to
rei nbur senent subordinate to you --

MR. YERES: Yeah.

MR. WASSERMAN:  From t hose funds.

MR. YERES:. Precisely.

M5. TAYLOR. |'mnot saying there aren't
ways to solve the problem but | am | am
suggesting that Chris has a good point.

MR. YERES: And ny point is, we'd never

suggest, or | would never suggest that the FCM
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woul dn't have control, since it's the guarantor to
| i qui date the positions, would al so have the
benefit of the fact that if it had any obligation
With respect to the DCO, with respect to those
positions, the funds would already be available to
the DCO. There would be no question of that. The
DCO is the drawi ng agent, would have the funds
avai l able. To the extent there were excess funds,
then there's the possibility, as Bob pointed out,
DCO rules determning that it's the allocation of
those funds is anpbng its nenbers.

MR. BARNETT: Ckay.

MR DAVIS. David, we've just gone
t hrough several nonths of negotiating the
| i qui dation provision in the FI A addendum and ny
understanding is one of the first things that the
FCM m ght want to do is pay soneone to put on a
hedgi ng transaction, assumng that required a | ot
of noney. Are you saying, basically, to
neutralize the risk in the portfolio, are you
saying that the FCM woul d have access to the funds

In that defaulting custoner's account in order to
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put that hedging position on, or not?

MR. YERES: Wth the sanme DCO?

MR DAVIS: It mght be with the DCO it
m ght be over the counter with another firm

MR. YERES: | think the answer to that
I's, the genius of segregating and isolating the
funds is the custoner is protected, the funds are
only available to support its position at the
relevant DCO. And the flip side of that is,
they're not available to support positions outside
that DCO. That is correct, they're dedicated to
t hat purpose. That --

MR. BARNETT: Al right. | think we're
going to call it. So the conversation on all of
t hese structures will continue, people will keep
working it out, the transcript will be worth
acquiring when it cones out. So it is valuable in
t hat sense, that people know what's goi ng on, and
we hear the state of things, and people can reach
out to each other. Thank you very nuch for your
participation on this panel. Thanks very nuch.

(Wher eupon, at 17:06 p.m, the
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CERTI FI CATE OF NOTARY PUBLI C
DI STRI CT OF COLUMBI A

|, Irene Gray, notary public in and for the
District of Colunbia, do hereby certify that the

f or goi ng PROCEEDI NG was duly recorded and
thereafter reduced to print under ny direction;
that the witnesses were sworn to tell the truth
under penalty of perjury; that said transcript is
a true record of the testinony given by w tnesses;
that | am neither counsel for, related to, nor

enpl oyed by any of the parties to the action in
whi ch this proceeding was cal |l ed; and,

furthernore, that | amnot a relative or enpl oyee
of any attorney or counsel enployed by the parties
hereto, nor financially or otherwise interested in

t he outcone of this action.

(Signature and Seal on File)

Notary Public in and for the District of Colunbia

My Conmi ssion Expires: April 30, 2016
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