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INTRODUCTION

The CFTC is providing this self-assessment as part of the assessment of the United States being
conducted by the International Monetary Fund (“IMF”) under its Financial Sector Assessment
Program (“FSAP”). One key component of the FSAP is an evaluation of the policies, practices,
laws, and regulations administered by the CFTC against the IOSCO Core Principles of Securities
Regulation (“Principles™).

The Principles represent an agreed set of high-level principles against which a jurisdiction’s
securities® regulatory framework can be benchmarked and assessed. 10SCO has developed an
extensive methodology to provide an assessment process for evaluating a jurisdiction’s
compliance with each Principle.

In preparation for the IMF’s assessment, CFTC staff prepared a self-assessment as of August 25,
2009, of the Commission’s compliance with the Principles, based upon IOSCO’s assessment
methodology. This paper sets forth CFTC staff’s responses to key questions contained in the
methodology, and is being provided by the CFTC to the IMF to facilitate review of the CFTC’s
compliance with the Principles.

An evaluation of compliance with the Principles must evaluate compliance at a particular point
in time, must be governed by a regulatory agency’s statutory mandate at that point in time, and
must be based on the Principles and methodology as currently drafted. Notwithstanding these
inherent characteristics of the evaluation process, the CFTC recognizes that the IMF assessment
is being conducted in the midst of the most severe financial crisis since the Great Depression.
The U.S. financial regulatory system failed. Structural weaknesses must be examined, and
financial regulation and supervision in the U.S. must be strengthened. The CFTC is initiating
regulatory reform within the parameters of its enabling statute, and also is pursuing legislative
amendments to, among other things, bring currently unregulated OTC derivatives under a
comprehensive regulatory structure and examine potential areas for harmonization of futures and
securities markets regulation.

Notwithstanding the broad powers afforded the CFTC under the CEA and the CFTC’s current
compliance with the Principles, areas of regulatory interest include the following:

e Promoting the regulation of over-the-counter derivatives

The CFTC is actively engaged in developing a comprehensive regulatory framework for
OTC derivatives.

e Strengthening requirements for clearing organizations

The CFTC is pursuing the adoption of stronger, more detailed core principles for
derivatives clearing organizations to enhance the CEA regulatory regime for central

! As indicated in the Principles, the term “securities” should be understood to include derivatives where the
context permits.



counterparties (“CCPs”) and to assure that U.S. law is consistent with international
standards for CCPs.

e Ensuring greater transparency of the marketplace

The CFTC recently announced several initiatives designed to bring greater transparency
to participation by non-commercial participants such as commodity index funds, swaps
dealers, and others; positions of traders of contracts determined to perform a significant
price discovery function; and positions for foreign contracts linked to the settlement price
of domestic contracts.

e Applying consistent position limits

The CFTC recently held public hearings on whether federal speculative limits should be
set by the Commission for commodities of finite supply, in particular energy
commodities. The CFTC also recently requested public comment on whether a “bona
fide hedge exemption” should continue to apply to persons using the futures markets to
hedge risks other than risks arising from the actual use of a commodity, and CFTC staff
is considering the extent to which swap dealers should continue to be granted exemptions
from position limits.

e Enhancing conditions for foreign boards of trade trading energy contracts

To enhance its ability to conduct market surveillance and to maintain market integrity,
the CFTC recently announced additional amendments to the terms under which a foreign
board of trade (“FBOT?”) is permitted to make its electronic trading and order matching
system available to exchange members in the U.S.

e Strengthening regulation of retail off-exchange commodity transactions

The CFTC is working on legislative amendments to extend the Commission’s fraud
authority for off-exchange retail foreign exchange transactions to transactions in other
commodities.

The CFTC understands that recent market events and the need for an enhanced regulatory
framework may provide guidance for IOSCO to consider in the future when updating the
Principles. The Commission is committed to working with other U.S. financial regulatory
authorities and with regulators around the world to make meaningful progress on the critical
issues facing financial markets. The CFTC also supports and is committed to IOSCO’s ongoing
work to update the Principles, as necessary, to better reflect today’s financial markets and
regulatory landscape.

To assist in reviewing this self-assessment, the CEA and CFTC regulations can be found on the
Commission’s Web site, http://www.cftc.gov/lawandregulation/index.htm.



BACKGROUND

The mission of the CFTC is to protect market users and the public from fraud, manipulation, and
abusive practices related to the sale of commodity futures and options, and to foster open,
competitive, and financially sound commaodity futures and option markets.

Commaodity Futures Industry

Futures contracts on agricultural commodities have been traded in the United States for more
than 150 years and have been under Federal regulation since the 1920s. At the time the
Commission was established in 1974, the vast majority of futures trading took place on
commaodities in the agricultural sector. These contracts gave farmers, ranchers, distributors, and
end users of everything from corn to cattle an efficient and effective set of tools to hedge against
price movements.

Over the years, however, the futures industry has become increasingly diversified. While
farmers and ranchers continue to use the futures markets as actively as ever to effectively lock in
prices for their crops and livestock months before they come to market, highly complex financial
contracts based on interest rates, foreign currencies, Treasury bonds, securities indices, and other
products have far outgrown agricultural contracts in trading volume. The latest statistics show
that approximately eight percent of on-exchange commodity futures and option trading activity
occurs in the agricultural sector, while financial commodity futures and option contracts make up
approximately 79 percent, and other contracts, such as those on metals and energy products,
make up about 13 percent. Moreover, the electronic integration of cross-border markets and
firms, as well as cross-border alliances, mergers, and other business activities, has transformed
the futures markets and firms into a global industry.

These trillion-dollar futures markets, with massive economic force, are expanding steadily in
both volume and new users and their complexity is rapidly evolving with new technologies,
cross-border activities, product innovation, and greater competition.

How the CFTC is Organized and Functions

The CFTC consists of five Commissioners who are appointed by the President to serve staggered
five-year terms. All Commissioners are confirmed by the Senate. No more than three sitting
Commissioners may be from the same political party. The President designates one of the
Commissioners to serve as Chairman, with the advice and consent of the Senate.

The Commission’s functions are divided between program policy and internal management. The
Office of the Chairman oversees the Commission’s principal divisions and offices that
administer the policies, regulations, and guidance regarding the Commodity Exchange Act, as
amended. The Office of the Executive Director, by delegation of the Chairman, directs the
internal management of the Commission, ensuring that funds are responsibly accounted for and
that program performance is measured and improved effectively.



Attorneys at the Commission work on complex and novel legal issues in areas such as
enforcement investigations and litigation, regulation, and policy development. Among other
things, they prosecute administrative and civil enforcement proceedings; assist U.S. Attorneys in
criminal proceedings charging futures law violations; develop regulations governing
clearinghouses, exchanges, and intermediaries; provide a wide range of analysis, technical
assistance, and guidance on regulatory, legislative, and supervisory issues; and provide legal
advice to the Commission on policy and adjudicatory matters. In recognition of the globalization
of the futures markets, attorneys represent the CFTC internationally in multilateral regulatory
organizations, bilaterally with individual foreign regulators, and participate in country dialogues
organized by the Treasury.

Auditors examine records and operations of futures exchanges, clearinghouses, and firms for
compliance with financial requirements, while futures trading specialists perform regulatory and
compliance oversight to detect potential fraud, market manipulations, and trade practice
violations.

Economists evaluate filings for new futures and option contracts and amendments to existing
contracts, to ensure they meet the Commission’s regulatory standards. Economists also analyze
the economic effect of various Commission and industry actions and events and advise the
Commission accordingly. In addition, economists monitor trading activity and price
relationships in futures markets to detect and deter price manipulation and other potential market
disruptions.

The CFTC is headquartered in Washington, D.C. Regional offices are located in Chicago,
Kansas City, and New York. Additional information about the Commission and its history can
be obtained from the Commission’s Office of External Affairs or through its Web site,
http://www.cftc.gov.



U.S. Federal Law

APA
CEA
CFMA
CRA
1974 Act
1933 Act
1934 Act

CFTC Divisions and Offices

DCIO
DMO
DOE
OGC
OHR

L1ST OF ABBREVIATIONS

Administrative Procedures Act

Commodity Exchange Act

Commodity Futures Modernization Act of 2000
CFTC Reauthorization Act of 2008

CFTC Act of 1974

Securities Act of 1933

Securities Exchange Act of 1934

Division of Clearing and Intermediary Oversight
Division of Market Oversight

Division of Enforcement

Office of the General Counsel

Office of Human Resources

U.S. Federal Departments and Agencies

CFTC or Commission
DOJ

EPA

FERC

Federal Reserve

FTC

SEC

Treasury

USDA

Other Abbreviations

AML
CDS
CME
CPO
CTA
COT Report
DCM
DCO
DSRO
DTEF
ECM
ECP

Commodity Futures Trading Commission
Department of Justice

Environmental Protection Agency

Federal Energy Regulatory Commission

Board of Governors of the Federal Reserve System
Federal Trade Commission

Securities and Exchange Commission

Department of Treasury

Department of Agriculture

Anti-Money Laundering

Credit Default Swaps

Chicago Mercantile Exchange
Commodity Pool Operator

Commodity Trading Advisor
Commitment of Traders report
Designated Contract Market

Derivatives Clearing Organization
Designated Self-regulatory Organization
Derivatives Transaction Execution Facility
Exempt Commercial Market

Eligible Contract Participant



EBOT
FCM
GAAP
1B

ICE
10SCO
I0SCO MMOU
NFA
oTC
PWG
RER
RFA
SRO
Staff

Exempt Board of Trade

Futures Commission Merchant

Generally Accepted Accounting Principles
Introducing Broker

Intercontinental Exchange

International Organization of Securities Commissions
I0SCO Multilateral Memorandum of Understanding
National Futures Association

Over-the-counter

President’s Working Group

Rule Enforcement Review

Registered Futures Association

Self-regulatory Organization

Staff of the CFTC
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THE REGULATOR

PRINCIPLES 1-5
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Principle 1. The responsibilities of the regulator should be clear and
objectively stated

Assessment: Fully Implemented
1) Are the regulator’s responsibilities, powers and authority:

a) Clearly defined and transparently set out, preferably by law, and in the case of
powers and jurisdiction, enforceable?

Yes. The CFTC is an independent federal agency established pursuant to the CEA. The
responsibilities, powers and authority of the CFTC are clearly defined and transparently
set forth in the CEA and CFTC regulations promulgated thereunder.? In particular, the
jurisdiction of the CFTC is established under Section 2(a) of the CEA while the powers
of the CFTC are set forth in Section 8a of the CEA.

It is the mission of the CFTC to protect the public interest by providing a means for
managing and assuming price risks, discovering prices and/or disseminating pricing
information through trading in liquid, fair and financially secure trading facilities. In
order to foster the public interest, consistent with the CEA, the CFTC endeavors to detect
and prevent price manipulation or any other disruptions to market integrity; to protect all
market participants from fraudulent or other abusive sales practices and misuses of
customer assets; and to promote responsible innovation.

The CEA vests the CFTC with exclusive jurisdiction over futures and commodity option
transactions.® Subject to certain exceptions, and to the CFTC’s authority to exempt
certain transactions or categories of transactions from most provisions of the CEA, all

2See 7U.S.C. 1, et seq., and 17 C.F.R. 1, et seq.

® Section 2(a)(1)(A) of the CEA, 7 U.S.C. 2(a)(1)(A), grants the CFTC exclusive jurisdiction with respect to
“accounts, agreements (including any transaction which is of the character of . . . an “option” . .. ) and “transactions
involving contracts of sale of a commaodity for future delivery, traded or executed on a contract market designated or
derivatives transaction execution facility registered pursuant to section 7 or 7a of this title or any other board of
trade, exchange, or market, and transactions subject to regulation by the Commission pursuant to section 23 of this
title.” Section 1a(4) of the CEA defines the term “commaodity” to mean wheat, cotton, rice, corn, oats, barley, rye,
flaxseed, grain sorghums, mill feeds, butter, eggs, Solanum tuberosum (Irish potatoes), wool, wool tops, fats and oils
(including lard, tallow, cottonseed oil, peanut oil, soybean oil, and all other fats and oils), cottonseed meal,
cottonseed, peanuts, soybeans, soybean meal, livestock, livestock products, and frozen concentrated orange juice,
and all other goods and articles, except onions as provided in section 13-1 of this title, and all services, rights, and
interests in which contracts for future delivery are presently or in the future dealt in. The CEA specifically excepts
from the CFTC’s exclusive jurisdiction security futures products and the setting of margin levels for stock index
futures contracts. In addition, certain financial products such as OTC derivatives, swap agreements and hybrid
instruments are largely left outside of the CFTC’s jurisdiction under the CEA.
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transactions in commodity futures contracts and all commaodity option transactions are
required to occur on or subject to the rules of DCMs or DTEFs. Certain transactions,
agreements and/or contracts may be traded on exempt markets that are exempt from
substantive regulation by the CFTC. These markets, however, are generally subject to
the CFTC’s anti-fraud and anti-manipulation authority.”

Security Futures. Section 2(a)(1)(D) of the CEA,> and related securities laws, allocate
jurisdiction over certain derivative products between the CFTC and the SEC. The SEC
has authority to regulate options on securities, on groups and indices of securities, on
certificates of deposit and on foreign currencies when traded on a national securities
exchange.® The CFTC has exclusive jurisdiction over futures trading on government
securities, foreign currency’ and on certain non-narrow-based groups or indices of
securities,® and over options on such futures.® In addition, security futures products—
futures on individual stocks and narrow-based securities indexes—are subject to the joint
jurisdiction of the CFTC and SEC."® Security futures products may be traded on any
DCM or DTEF that also is notice registered with the SEC as a national securities
exchange.** Security futures products may also be traded on any SEC-registered national
securities exchange, national securities association, or alternative trading system that is
notice designated as a DCM by the CFTC.*

Dealer/Trade Options. “Dealer options” are certain off-exchange options on physical
commaodities granted by persons domiciled in the U.S. who on May 1, 1978 were in the
business of granting options on a physical commodity and in the business of buying,
selling, producing, or otherwise using that commodity. “Trade options” are off-exchange
commodity options which can be offered only to a commercial person or entity solely for
purposes related to that person’s commercial business.

Although the CEA regulatory framework generally contemplates that transactions in
commodity options will take place on DCMs and DTEFs, CFTC regulations have made
dealer/trade options exempt from most CEA regulatory provisions.™

* See infra, section entitled Trading Organizations.
*7US.C.2.

® See Section 9(g) of the 934 Act, 15 U.S.C. 78i. Section 4c(f) of the CEA, 7 U.S.C. 6¢(f), provides that the CEA is
inapplicable “to any transaction in an option on foreign currency traded on a national securities exchange.”

T CEA 2(c)(1) and 2(c)(2)(A), 7 U.S.C. 2(c)(1) and 2(c)(2)(A).

8 CEA 2 (a)(1)(c)(ii), 7 U.S.C. 2(a)(1)(c)(ii).

% 1d.

19 See Title 11 of the CFMA, Public Law 106-554 (December 21, 2000).

11 See SEC, Securities Exchange Act Release No. 44692 (August 13, 2001), 66 FR 43721 (August 20, 2001).
12 5ee 17 C.F.R. 41, 140; 66 FR 44960 (August 27, 2001).

13 See Section 4c(d) of the CEA and Part 32 of the CFTC Regulations, 17 C.F.R. 32 (permitting off-exchange
options that are offered and sold to commercial counterparties).
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Treasury Amendment. Section 2(c)(1) of the CEA specifically excludes from the
operation of the CEA transactions in foreign currency, government securities, security
warrants, security rights, resale or installment loan contracts, repurchase transactions in
excluded commodities, or mortgages, unless conducted on an organized exchange. The
1974 Act originally exempted from the CFTC’s jurisdiction, among other things,
contracts based on foreign currency and Treasury securities so long as the transactions
did not involve the sale of a futures contract (or option thereon) or commodity options
executed or traded on a futures exchange. This provision has been the subject of legal
and regulatory uncertainty resulting in amendments through the CFMA'* and the CRA. ™
As a result, the Treasury Amendment has been clarified so that the CFTC retains
jurisdiction to regulate transactions in futures contracts (and options thereon) and
commodity options based on Treasury Amendment instruments to the extent that such
transactions occur on a DCM or DTEF. Certain OTC markets for Treasury Amendment
instruments are accordingly excluded from regulation by the CFTC under the CEA.
However, as set forth below,® the CRA has further detailed the CFTC’s jurisdiction
relating to off-exchange retail foreign currency transactions.

Foreign Currency Transactions. The CFTC has jurisdiction over foreign currency
futures or options on foreign currencies (unless traded on a national securities exchange)
entered into by persons who are not ECPs," unless the counterparty is a bank, broker-
dealer, FCM, or other specified regulated entity.*® In addition, any agreement, contract
or transaction in foreign currency that is offered on a leveraged or margined basis to
someone who is not an ECP is subject to the CFTC’s antifraud provisions as if the
foreign currency contracts were “futures contracts.”*® However, the CFTC does not have
jurisdiction over retail forex transactions that are entered into by a financial institution
(except an FCM), a registered broker-dealer, an insurance company, a financial holding
company or an investment bank holding company. In addition, the CFTC does not have
jurisdiction over transactions that (1) result in actual delivery of the foreign currency in
two days or less, or (2) create an enforceable obligation to deliver between a buyer and a
seller who can effectuate such delivery in their line of business.

Hybrid Instruments. A “hybrid instrument” is defined in Section 1a(21) of the CEA to
mean a security having one or more payments indexed to the value, level or rate of, or
providing for the delivery of one or more commodities. The CFTC is not permitted to
regulate hybrid instruments that are predominantly securities.?’ This provision enacted

Y public Law 106-554 (December 21, 2000).
> public Law 110-246 (June 18, 2008).
16 See infra, section entitled Foreign Currency Transactions.

Y7 ECP is defined in Section 1a(12) of the CEA, 7 U.S.C. 1a(12), to included financial institutions, insurance
companies, registered investment companies, highly-capitalized commaodity pools, entities and employee benefit
plans, governmental entities, certain broker-dealers, FCMs and floor brokers/traders and high net worth individuals.

18 See Section 2(c)(2)(B) of the CEA, 7 U.S.C. 2(c)(2)(B).
19 See Section 2(c)(2)(C)(iv) of the CEA, 7 U.S.C. 2(c)(2)(C)(iv).
2 gee Section 2(f) of the CEA, 7 U.S.C. 2(F).
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as part of the CFMA effectively expanded the exemption provided by the CFTC’s 17
C.F.R. 34 hybrid exemption.”* A hybrid instrument is deemed to be predominantly a
security and thus excluded from regulation under the CEA if: the issuer receives full
payment of the purchase price of the instrument substantially contemporaneously with
delivery of the instrument; the purchaser is not required to make any payment to the
issuer in addition to the purchase price during the life of the instrument; the issuer is not
subject, under the terms of the instrument, to mark-to-market margining requirements;
and the hybrid is not marketed as a futures contract.

DCMs. DCMs are boards of trade that operate under the regulatory oversight of the
CFTC, pursuant to Section 5 of the CEA, 7 U.S.C. 7.? DCMs are traditional futures
exchanges that permit access to their facilities by all types of traders, including retail
customers. DCMs may list for trading futures or options contracts based on any
underlying commodity, index or instrument.

To obtain and maintain its designation, a DCM must comply with the following
Designation Criteria established in Section 5(b) of the CEA, 7 U.S.C. 7(b), and Part 38 of
the CFTC’s Regulations:

o General demonstration of adherence to Designation Criteria;
e Prevention of market manipulation;

o Fair and equitable trading;

« Enforcement of rules on the trade execution facility;

« Financial integrity of transactions;

o Disciplinary procedures;

e Public access to information on the contract market; and

o Ability of the contract market to obtain trading information.

To obtain and maintain its designation, a DCM must also comply with 18 core principles
established in Section 5(d) of the CEA, 7 U.S.C. 7(d), and Part 38 of the CFTC's
regulations. Specifically, DCMs must comply on an initial and continuing basis with the
following core principles: (1) general matters; (2) compliance with rules; (3) contracts not
readily subject to manipulation; (4) monitoring of trading; (5) position limits or
accountability rules; (6) emergency authority; (7) availability of general information; (8)
daily publication of trading information; (9) execution of transactions; (10) trade
information; (11) financial integrity of contracts; (12) protection of market participants;
(13) dispute resolution; (14) governance fitness standards; (15) conflicts of interest; (16)
composition of boards of mutually owned markets; (17) record keeping and (18) antitrust
considerations.

L CFTC Regulation 34.2(a), adopted prior to the CFMA, defines “hybrid instrument” to mean an equity or debt
security or depository instrument with one or more commodity-dependent components that have payment features
similar to commodity futures or commaodity options contracts or combinations thereof.

22 part 38 of the CFTC’s regulations, 17 C.F.R. 38, details the procedures and requirements for operating a DCM.
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DCMs may implement new rules or rule amendments or list new products by filing
with the CFTC a certification that the rule or rule amendment complies with the CEA
and CFTC Regulations and policies and/or by requesting approval from the CFTC.

DTEFs. DTEFs are trading facilities that limit access primarily to institutional or
otherwise eligible traders and limit the products traded.”® DTEFs, therefore, are able
to operate under a lower level of regulation than a DCM. Two types of DTEF markets
are provided for by Section 5a of the CEA, 7 U.S.C. 7a: regular DTEFs (or eligible
participant DTEFs) and commercial DTEFs (or eligible commercial entity DTEFs).

All registered DTEFs must meet specified requirements set forth in Section 5a of the
CEA and must adhere to 9 core principles on an ongoing basis: (1) general matters; (2)
compliance with rules; (3) monitoring of trading; (4) disclosure of general information;
(5) daily publication of trading information; (6) fitness standards; (7) conflicts of interest;
(8) recordkeeping and (9) antitrust consideration.

Regular DTEFs. Regular DTEFs must limit the products that are traded. However,
access is available to all eligible traders. Participants eligible to trade on a regular DTEF
are generally limited to institutional traders and non-institutional traders trading through
certain highly capitalized FCMs. Products eligible for listing on a regular DTEF are
specified in Section 5a of the CEA, 7 U.S.C. 7a, which provides that DTEFs may list
contracts based on underlying products that: have a nearly inexhaustible deliverable
supply; have a deliverable supply that is sufficiently large that the contract is highly
unlikely to be susceptible to the threat of manipulation; have no cash market;** are
security futures products and the registered DTEF is a national securities exchange
registered under the 1934 Act; or are futures and option contracts on commaodities that the
Commission may determine, on a case-by-case basis, are highly unlikely to be
susceptible to the threat of manipulation, based upon characteristics of the market and the
trading facility on which the product would be traded.

Exempt commodities® (e.g., metals, energy products, and other nonagricultural
commodities) would be eligible to trade on a regular DTEF, only as determined by the
Commission.

Commercial DTEFs. Commercial DTEFs are available only to eligible commercial
entities, as defined in Section 1a(11) of the CEA, 7 U.S.C. 1a(11), trading for their own
accounts. The futures and option contracts eligible for trading on a commercial DTEF
may be based on any commodity other than the enumerated agricultural commodities set

2% Section 5a of the CEA, 7 U.S.C. 7a, and Part 37 of the CFTC’s Regulations, 17 C.F.R. 37, set forth the
requirements and procedures governing both types of DTEFs.

' The CFTC has determined that the commodities described in this bullet are defined as “excluded commodities”
under Section 1a(13) of the CEA, 7 U.S.C. 1a(13). Section 1a(13) defines an “excluded commaodity” to mean,
among other things, an interest rate, exchange rate, currency, credit risk or measure, debt instrument, measure of
inflation, or other macroeconomic index or measure.

% See Section 1a(14) of the CEA, 7 U.SC. 1a(14).
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forth in Section 1a(4) of the CEA. Participants eligible to trade on a commercial DTEF
include “eligible commercial entities,” as defined in Section 1a(11) of the CEA, 7 U.S.C.
1a(11), trading for their own accounts, as well as registered floor brokers or floor traders
trading for their own accounts whose trading obligations are guaranteed by a registered
FCM.

Exempt Markets. Exempt markets are exempted from most regulatory requirements
of the CEA and the CFTC regulatory framework. There are two kinds of exempt
markets—ECMs and EBOTSs.

Exempt markets are not registered with, or designated, recognized, licensed or
approved by the CFTC. To be exempt from most CFTC regulatory oversight, the
exempt market must satisfy the conditions for the exemption, including a requirement
to notify the CFTC of the market’s intention to rely on the exemption. If the exempt
market is performing a price discovery function, the market must provide certain
pricing information to the public.

ECMs. Agreements, contracts, and transactions in exempt commodities that are traded
on a principal-to-principal basis on electronic trading facilities between eligible
commercial entities may be traded on an ECM and be exempt from regulation.?® ECMs
transactions are generally not subject to the CFTC’s enforcement jurisdiction, except for
fraud and manipulation authority.

Although ECMs trading exempt commodities are generally exempt from regulation,
Section 2(h)(7) of the CEA, 7 U.S.C. 2(h)(7), recently enacted as part of the CRA, does
provide CFTC regulation and oversight relating to significant price discovery contracts
(“SPDCs”)?" that may be traded on ECMs. The CFTC will determine whether a
particular contract is a SPDC based on the following factors: price linkage, arbitrage,
material price reference and material liquidity.?® If a contract is determined to be a
SPDC, the ECM must show it complies with 9 core principles, which provide that any
ECM, with regard to SPDCs traded on that ECM, shall: (1) list only SPDCs that are not
readily susceptible to manipulation; (2) monitor trading in SPDCs to prevent market
manipulation, price distortion and disruptions of the delivery or cash-settlement process;
(3) establish and enforce rules that allow the ECM to obtain any necessary information to
maintain regulatory compliance; (4) adopt position limits or position accountability for
speculators in SPDCs; (5) adopt rules to provide for the exercise of emergency authority;
(6) make public daily information on price, trading volume and other trading data to the
extent appropriate for SPDCs; (7) monitor and enforce compliance with the rules of the

% gee Section 2(h) of the CEA, 7 U.S.C. bgate.access.gpo.gov/the CFTC Regulations.

2T A “SPDC” is an agreement, contract or transaction that is traded or effected on an ECM and which exhibits
certain characteristics indicating that it serves a significant price discovery function.

%8 See Section 2(h)(7) of the CEA, 7 U.S.C. 2(h)(7) and CFTC Regulation 36.3 and Appendix A to Part 36. CFTC
Regulation 36.3 sets forth the process of determining whether a particular contract is a SPDC. See also CFTC, 17
C.F.R. Parts 15, 16, 17, 18, 19, 21, 36 and 40, Significant Price Discovery Contracts on Exempt Commercial
Markets, 74 FR 12178 (March 23, 2009).
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ECM; (8) establish and enforce rules to minimize conflicts of interest in the decision-
making process of the ECM; and (9) avoid adopting any rules or taking any actions that
result in any unreasonable restraints of trade.

EBOTSs. Transactions by ECPs in a certain narrow list of selected commodities may be
conducted on an EBOT and be exempt from regulation if such commodities have a nearly
inexhaustible deliverable supply; have a deliverable supply that is sufficiently large that
the contract is highly unlikely to be susceptible to the threat of manipulation; or have no
cash market.? EBOT transactions that meet the requirements for the Section 5d
exemption are not subject to the CFTC’s regulatory or enforcement jurisdiction except
for certain limited fraud and manipulation authority.

Commodity Pools. The solicitation of funds for investment in a commodity pool®
constitutes the offer of a “security” that necessitates compliance with certain provisions
of the 1933 Act and the 1934 Act.*! Separately, the CFTC maintains jurisdiction over the
operation of commodity pools and has issued regulations mandating, among other things,
certain required disclosures in connection with the offer of a pool.** As a practical
matter, public offers for commodity pools generally are made by one prospectus that
complies with both the securities laws and the CFTC’s commodity pool regulations.
Although the majority of all commaodity pools are private placements, and therefore, only
subject to CFTC substantive regulation, increasingly, issuers of exchange-traded funds
(“ETFs”) have launched commaodity-based ETFs for trading on national securities
exchanges. As a result, these funds are subject to “dual” regulation by both the CFTC
and SEC consisting of CPO registration and regulation, disclosure requirements under
both the CEA and federal securities laws and securities exchange regulation.

CFTC Regulation 4.5, 17 C.F.R. 4.5, excludes from the definition of CPO, and therefore
application of the CEA and CFTC regulations related to pools and their related advisors,
certain collective investment vehicles that are otherwise regulated entities, such as
registered investment companies, insurance company separate accounts, banks and trust
companies and certain defined benefit (pension) plans. CFTC Regulation 4.13, 17 C.F.R.
4.13, also provides exemptions from CPO registration for CPOs that meet specified
criteria, including small or family pools, pools that engage in minimal futures trading, or
those that limit participation to certain sophisticated investors. The CFTC, pursuant to
Regulation 4.12, 17 C.F.R. 4.12, also can exempt entities from the application of Part 4 of
the CFTC’s regulations in appropriate cases.

2 See Section 5d of the CEA, 7 U.S.C. 7a-3.

% Although the CEA does not define the term “commodity pool,” CFTC Regulation 4.10(d)(1) defines “pool” to
mean any investment trust, syndicate or similar form of enterprise operated for the purpose of trading commodity

%1 See Section 4(m) of the CEA.
%2 See CFTC Regulations 4.21, 4.24, 4.25 and 4.26, 17 C.F.R. 4.21, 4.24, 4.25 and 4.26.

* The SEC, however, does retain anti-fraud and anti-manipulation authority over the securities of such commodity
pool offerings.
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Intermediaries. The CFTC regulates the following categories of intermediaries:

e “FCM?” is defined as any person who solicits or accepts orders to buy or sell
futures or options contracts, and who, in connection with the order, accepts any
money or other property (or extends credit) to margin, guarantee, or secure the
contracts resulting from the order.

e “IB” is any person who solicits or accepts orders to buy or sell futures or option
contracts, but who does not accept any money or property (or extend credit) to
margin, guarantee or secure the contracts.

e “Agricultural trade option merchant” is any person that is in the business of
soliciting, offering, confirming or maintaining a position in off-exchange option
contracts in certain enumerated agricultural commodities.

e “Floor trader” is a person who trades contracts on DCMs and/or DTEFs for his
own account.

e “Floor broker” is a person who trades contracts on DCMs and/or DTEFs for the
account of others.

e “Foreign futures and options broker” is any non-U.S. person that is a member of a
non-U.S. exchange or SRO and subject to regulation in such foreign jurisdiction.
Also included are foreign affiliates of U.S. firms that are licensed and subject to
regulation in such non-U.S. jurisdiction.

e “CTA” is defined as any person who, for compensation or profit, is engaged in the
business of providing commaodity interest advisory services to others.

e “CPO” is defined as any person who solicits funds from others for the purpose of
pooling the funds for use in investing in commodity interests. As noted above, pools
also may be regulated by the SEC if publicly offered or under the Investment
Company Act of 1940, under certain circumstances, if not excluded under CFTC
Regulation 4.5.

The CEA and CFTC Regulations impose requirements related to licensing, conduct of
business, mandatory firm capital and custodianship of customer assets. In addition, the
CEA requires the officers of the above registered entities and persons who solicit funds or
supervise such persons within such registered entities to register as “associated persons.”

In addition to the standards established by the American Institute of Certified Public
Accountants (“AICPA”), and the Financial Accounting Standards Board (“FASB”),%*

* The FASB, a private sector organization, authorizes and establishes the uniform financial accounting and
reporting standards and guidelines of the United States under the auspices of the SEC.
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CFTC regulations establish requirements pertaining to independent public accountants
who audit CFTC registrants. For example, under CFTC Regulation 1.16, 17 C.F.R. 1.16,
the CFTC will recognize only a licensed CPA or licensed public accountant who is in
good standing under the laws of the place of his or her residence or principal place of
business and an “accountant’s report” that has been prepared consistent with the
requirements of CFTC Regulation 1.16. The CFTC also has worked with AICPA to
provide guidance on the application of accounting standards to CFTC registrants.

Foreign Brokers. Part 30 of the CFTC Regulations govern the offer and sale of foreign
futures and options contracts to customers located in the U.S. As set forth in CFTC
Regulation 30.4, any domestic or foreign person engaged in activities like those of an
FCM, IB, CPO or CTA must register in the appropriate capacity or seek an exemption
from registration under CFTC Regulations 30.5 or 30.10.

CFTC Regulation 30.5 provides an exemption from registration for any person located
outside of the U.S. who is required to be registered with the CFTC under Part 30 other
than a person required to be registered as an FCM. A foreign futures or options broker in
such case is required to consent to the jurisdiction of the U.S. courts and the CFTC with
respect to dealings with U.S. customers, and engage in all transactions subject to
regulation under Part 30 through a registered FCM or foreign broker who has received
confirmation of exemption from registration as an FCM under CFTC Regulation 30.10.

CFTC Regulation 30.10 permits a person affected by any of the requirements contained
in Part 30 of the Commission’s regulations to petition the Commission for an exemption
from such requirements. If the CFTC determines that compliance with the foreign
jurisdiction’s regulatory program would offer “comparable” protection to persons located
in the U.S. and there is an information sharing agreement between the Commission and
the firm’s home country regulator, the CFTC will consider issuance of an order to the
foreign regulator or SRO granting general relief, subject to certain conditions.

Margin Authority. Section 2(a)(1)(C)(v) of the CEA requires any DCM or DTEF that
trades stock index futures contracts (or options thereon) to file with the Federal Reserve
any rule establishing or changing the levels of margin (initial and maintenance) for that
contract and authorizes the Federal Reserve to set the margin levels. Under the authority
of that section, the Federal Reserve delegated such margin authority to the CFTC in 1993,
subject to an annual reporting requirement to the Federal Reserve.

Dual Registration. Securities broker-dealers registered with the SEC may also dually
register in the above-referenced CFTC categories. In cases of such dual registration as an
FCM, CFTC Regulation 1.17 (a)(1)(i)(C), 17 C.F.R. 1.17 (a)(1)(i)(C), recognizes
compliance with the SEC net capital rule as satisfaction of the CFTC’s minimum
financial requirements (although the minimum requirement is the higher of the CFTC or
SEC rule in any given case). Banks typically establish subsidiaries due to the
requirements of banking regulators, as well as the liquidity requirements of CFTC capital
rules. FCM subsidiaries of bank holding companies are subject to Federal Reserve
examination and certain other requirements.
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Swap Agreements. Swap agreements® on all commodities other than agricultural
commaodities are generally excluded from regulation by the CFTC if the agreement is
entered into between ECPs, is subject to individual negotiation by the parties, and is not
executed or traded on a trading facility.*® Swap agreements on agricultural commodities
are allowed under the terms of Part 35 of the Commission’s regulations.

b) If the regulator can interpret its authority, are the criteria for interpretation clear
and transparent?

Yes. The CFTC can interpret how to apply the authority granted to it by the CEA. The
CEA also grants the CFTC broad exemptive authority under Section 4(c) as well as broad
rulemaking authority under Section 8a(5).

The criteria for interpreting the CFTC’s authority are clear and transparent. The CFTC
largely interprets the CEA based on the plain meaning of the statute and available
legislative history as related to relevant markets and market participants. CFTC
rulemaking is employed to administer and implement various provisions of the CEA as
provided for in Section 8a(5) of the CEA. The rulemaking process is governed by the
APA and other various statutes that prescribe the manner in which the CFTC may adopt
rules and regulations. As set forth below in 1.1(c), this process is fully transparent with
CFTC rule proposals and adoptions, concept releases and interpretations published in the
Federal Register. CFTC staff may also provide guidance to market participants and
practitioners on a variety of legal and regulatory matters. Although not legally binding
on the CFTC, these staff interpretations provide guidance on a host of CEA and related
issues.

c) Isthe interpretative process transparent enough to preclude situations in which an
abuse of discretion can occur?

Yes. 5 U.S.C. 553 of the APA requires agencies to incorporate a concise general
statement of the basis and purpose for adopted rules. Generally, all CFTC Orders,
Exemption Letters and Advisories contain written explanations of the basis for such
actions. These CFTC actions are publicly disclosed in the Federal Register and/or the
CFTC’s Web site at http://www.cftc.gov. Parties affected by any such CFTC actions may
also seek judicial review by the federal courts.

2) When more than one domestic authority is responsible:

a) Does the legislation ensure that any division of responsibility avoids gaps or
inequities in regulation?

% See Section 206A of the Gramm-leach-Bliley Act, Pub. L. 106-102, 15 U.S.C. 78c note.
% See Section 2(g) of the CEA, 7 U.S.C. 2(q).
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b)

President Barack Obama called on the SEC and CFTC to recommend changes to their
statutes and regulations that would eliminate differences with respect to similar types of
financial instruments so that the agencies’ regulations are harmonized. To ensure
regulatory harmonization between the CFTC and SEC, the agencies will hold joint
meetings on September 2-3, 2009 to seek input from the public. The discussion from
these meetings will contribute to a report from the CFTC and SEC to the US Congress
that will identify existing conflicts in each agency’s statutes and regulations. The Report
will also explain why certain statutory and regulatory differences should be retained to
achieve underlying policy objectives, or recommend changes that would eliminate the
differences.

Foreign Currency Transactions. Unlike most other financial products, the regulation
of off-exchange retail forex transactions depends upon the entity offering the product.
The CFTC has jurisdiction over such transactions where the counterparty is an FCM, but
transactions with other permissible counterparties such as banks, broker-dealers and
insurance companies are overseen by their respective regulators. There are no unifying
standards for forex trading activities across regulators, leading to possible inconsistencies
in the regulation of the counterparties.

Is substantially the same type of conduct generally subject to consistent regulatory
requirements?

Yes. See supra, response to Principle 1, Question 2(a).

3) When more than one domestic authority is responsible:

a)

b)

Are there effective arrangements for cooperation and communication of
information between responsible authorities through appropriate channels?

Are responsible authorities required to cooperate and communicate in areas of
shared responsibility?

Are cooperation and communication occurring between responsible authorities
without significant limitations?

Yes, to all of the above. Domestically, the CFTC participates in the PWG, a key forum
for the coordination of regulation across financial markets. It brings together the leaders
of the federal financial regulatory agencies, including the Secretary of the Treasury and
the chairmen of the Federal Reserve, CFTC, and SEC. Meetings of the principals also
include the heads of the National Economic Council, Council of Economic Advisors,
Office of the Comptroller of the Currency, Federal Deposit Insurance Corporation and
Federal Reserve Bank of New York.

Staff also works through various established intergovernmental partnerships to share

information and to consult on issues of importance both to the CFTC and to other
financial regulators. Meetings are typically held among the CFTC, SEC, Treasury,
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Federal Reserve, the New York Federal Reserve Bank, Department of Energy, USDA
and FERC. Other meetings are event driven.

The working relationships with federal law enforcement entities are also fundamental to
an effective law enforcement effort. The CFTC coordinates its enforcement efforts with
agencies such as DOJ, the Federal Bureau of Investigation, FTC, SEC, the U.S. Postal
Inspection Service and FERC. Enforcement efforts are coordinated with state authorities
as well, including state commissions responsible for the regulation of corporations,
securities, insurance and banking.

The CFTC also is represented on several interagency task forces designed to keep
participants abreast of new developments in financial crimes and to coordinate the
government’s response. In this area, the CFTC participates in the Money Laundering
Working Group (“MLWG?”), a forum for discussing money laundering issues among
relevant US governmental agencies, chaired by Treasury and DOJ and attended by US
banking, securities and futures regulators and state and federal law enforcement agencies.
Through the MLWG, the CFTC also lends advice to Treasury’s Financial Crimes
Enforcement Network regarding the work undertaken by the Financial Action Task Force
(“FATF”), an international organization created to formulate recommendations for
combating money laundering.

Section 12(g) of the CEA, 7 U.S.C. 16, requires the CFTC to cooperate with the Office of
the United States Trade Representative, Treasury, the Department of Commerce, and the
Department of State to remove any trade barriers that may be imposed by a foreign nation
on the international use of electronic trading systems.

Cooperation with other government agencies also is mandated by the CEA. See infra,
response to Principle 2, Question 2.
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Principle 2. The regulator should be operationally independent and
accountable in the exercise of its powers and functions

Assessment: Fully Implemented

1) Does the securities regulator have the ability to operate on a day-to-day basis without:

a)

b)

External political interference?

Yes. The 1974 Act established the CFTC as an independent regulatory commission of
the U.S. Government (i.e., the CFTC does not operate as a division of any Executive
Branch department or other agency). Also, as noted below in response to Principle 2,
Question 5, the CEA mandates that no more than three CFTC Commissioners may be
members of the same political party. However, the CFTC is accountable to, and subject
to the oversight of, the U.S. Congress.

Interference from commercial or other sectoral interests?

Yes. As set forth below in response to Principle 2, Question 7, interested parties may
comment on various CFTC rulemaking proposals. In this manner, persons that may be
affected by adoption of new or amended regulations by the CFTC may provide input and
voice any concerns.

2) Where particular matters of regulatory policy require consultation with, or even
approval by, a government minister or other authority:

a)

Is the consultation process established by law?

Yes. Section 2(a)(9)(B)(ii) of the CEA, 7 U.S.C. 2(a)(9)(B)(ii), requires the CFTC to
deliver a copy of any application by a board of trade for designation or registration as a
DCM or DTEF to trade futures based on any security issued or guaranteed by the U.S. or
any agency thereof to Treasury and the Federal Reserve. In addition, Sections 2(a)(9)(A)
and (B)(i) of the CEA, 7 U.S.C. 2(a)(9), require the CFTC to maintain a liaison with
USDA, and to maintain communications with Treasury, the Federal Reserve, and SEC
for the purpose of keeping such agencies fully informed of CFTC activities that relate to
the responsibilities of those agencies and for considering the relationships between the
volume and nature of investment and trading in futures contracts and in securities and
financial instruments under the jurisdiction of those agencies.

Section 2(a)(9)(B)(ii), 7 U.S.C. 2(a)(9)(B)(ii), prohibits the CFTC from designating or

registering a board of trade as a DCM or DTEF in U.S. government issued or guaranteed
securities until forty-five days after the CFTC provides a copy of the application to
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Treasury and the Federal Reserve or until the CFTC receives comments from those
agencies, whichever period is shorter. This section requires the CFTC to take into
account any comments received from those agencies, not only in designation decisions
but also in refusing, suspending, or revoking the designation of a contract market trading
futures contracts based on U.S. government issued or guaranteed securities.

Security futures products may be traded either on a national securities exchange, national
securities association, alternative trading system, DCM or DTEF (collectively,
“Exchanges”), however, in each case, the entity must become registered with both the
CFTC and SEC solely for the purpose of trading security futures. This additional
registration for a national securities exchange, national securities association or
alternative trading system is accomplished through an immediately effective notice filing
pursuant to CFTC Regulation 41.31, 17 C.F.R. 41.31.%" Comparatively, a DCM or
DTEF would submit its notice filing with the SEC pursuant to SEC Rule 19b-7, 17
C.F.R. 240.19b-7. Thus, a facility that lists security futures for trading must be registered
with the SEC as a national securities exchange, national securities association or
alternative trading system and be designated by the CFTC as a DCM or registered with
the CFTC as a DTEF. In addition, Exchanges trading security futures are required to file
with the SEC and the CFTC proposed rule changes relating to higher margin levels, fraud
or manipulation, recordkeeping, reporting, listing standards, decimal pricing, sales
practices for security futures products or rules effectuating such SRO’s obligation to
enforce the securities laws. A DCM or DTEF that is “notice-registered” with the SEC
would submit such proposed rule changes with the SEC pursuant to Rule 19b-7 under the
1934 Act while at the same time filing with the CFTC under Regulation 41.24, 17 C.F.R.
41.24 (rule amendments), and/or Regulation 41.23, 17 C.F.R. 41.23 (listing of new
security futures products). Alternatively, a national securities exchange, national
securities association or alternative trading system that is “notice-registered” with the
CFTC would submit proposed rule changes with the SEC under Rule 19b-4 under the
1934 Act and concurrently provide a notice filing with the CFTC under Regulation 41.32,
17 C.F.R. 41.32.

A clearing agency that is associated with a DCM for security futures and that would be
required to register as a clearing agency under Section 17A(b)(1) of the 1934 Act only
because it performs clearing functions for security futures products is exempt from
registration as a clearing agency under the 1934 Act. However, DCOs regulated by the
CFTC through their association with DCMs for security futures products (other than
cash-settled contracts) that are national securities exchanges for trading of security
futures products must have arrangements in place with a registered clearing agency to
effect payment and delivery of the securities underlying the security futures product.
Further, any clearing agency for security futures products must develop linkages with all
other clearing agencies for security futures products to permit the product to be purchased

% A national securities exchange, national securities association or alternative trading system subject to Regulation
ATS under the 1934 Act that only lists and trades security futures products may be designated as a contract market
in security futures pursuant to Section 5f of the CEA by filing a notice with the CFTC.
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on one market and offset on another. SEC-registered clearing agencies are exempted
from registration by the CFTC as DCOs.

FCMs, IBs, floor brokers and floor traders engaging in security futures transactions are
subject to periodic and special examinations by the CFTC. However, Section
2(a)(1)(D)(iv) of the CEA requires that the CFTC provide the SEC with notice of such
examinations for the purpose of coordinating efforts.

Pursuant to an MOU between the CFTC and SEC regarding Coordination in Areas of
Common Regulatory Interest (dated March 11, 2008), the agencies in connection with
the review of “novel” derivative products have agreed to (i) recognize their mutual
regulatory interests and encourage innovation, competition, and legal certainty, (ii)
share information relating to novel derivative products and act on any related requests
in a timely manner, (iii) permit the trading of novel derivative products (for products
that implicate overlapping areas of regulatory concern) in either or both a CFTC- or
SEC-regulated environment in a manner consistent with each agency’s regulatory
structure, and (iv) meet on a quarterly basis to discuss particular regulatory matters
and novel derivative products. As a result of this MOU, the listing and trading of the
streetTracks ® Gold Trust Shares (symbol: GLD) as both an options contract on the
options exchanges regulated by the SEC and as a single stock futures contract on
OneChicago, LLC commenced in mid-2008.

In connection with the establishment of centralized clearing for CDSs, the Federal
Reserve, CFTC and SEC entered into an MOU on November 14, 2008. The MOU
establishes a framework for consultation and information sharing on issues related to
CDS central counterparties and reflects the agencies’ intent to cooperate, coordinate and
share information.

The CFTC and FERC also executed an MOU on October 12, 2005 for the purpose of
sharing information relating to the regulation of energy markets. The CFTC has
exclusive jurisdiction, among other things, over futures and options contracts based on
natural gas, electricity or any other energy products,® while FERC also has jurisdiction
over the transportation and sale of natural gas and electricity.** Congress directed the
agencies to enter into this MOU as part of the Energy Policy Act of 2005.

In 2007, Congress also directed the FTC to adopt an anti-manipulation rule for the
physical, wholesale, crude oil, gasoline and other petroleum distillates markets as part of
the Energy Independence and Security Act of 2007 (“EISA”). Section 811 of EISA
specifically provides:

% See Section 2(a)(1)(A) of the CEA, 7 U.S.C. 2(a)(1)(A).

% See Section 1 of the Natural Gas Act, 15 U.S.C. 717; Section 601(a) of the Natural Gas Policy Act of 1978
(“NGPA™), 15 U.S.C. 3431(a); Section 311 of the NGPA, 15 U.S.C. 3371; and Section 201 of the Federal Power
Act, 16 U.S.C. 824.
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“It is unlawful for any person, directly or indirectly, to use or
employ, in connection with the purchase or sale of crude oil
gasoline or petroleum distillates at wholesale, any manipulative or
deceptive device or contrivance, in contravention of such rules and
regulations as the FTC may prescribe as necessary or appropriate in
the public interest or for the protection of United States citizens.”*

In addition to its exclusive jurisdiction over futures trading on regulated exchanges, the
CFTC also has anti-manipulation authority over cash markets as set forth in Section
9(a)(2) of the CEA, 7 U.S.C. 13(a)(2). As a result, the CFTC and FTC each have
concurrent jurisdiction over the underlying cash petroleum markets while the CFTC
retains its exclusive jurisdiction over futures trading set forth in Section 2(a)(1)(A) of the
CEA, 7 U.S.C. 2(a)(1)(A). Itis expected that the agencies will closely coordinate efforts
to efficiently deter and prosecute illegal activity in petroleum markets consistent with
each agencies’ statutory mandate.

Federal agencies also must comply with certain general rulemaking requirements such as
the Regulatory Flexibility Act (“RFA”) (that requires agencies to take into account the
impact of proposed rules on small businesses), and the Paperwork Reduction Act
(“PRA”) (that requires agencies to review rules to evaluate the information collection
burden such rules would impose on the public), and with the Congressional Review of
Agency Rulemaking Act (“CRARA”) (which requires agencies to submit rules to
Congress and the General Accounting Office with a report that includes a cost-benefit
analysis). See also the PRA, 44 U.S.C. 3501 et seq., the RFA, 5 U.S.C. 601-611, and the
CRARA, 5 U.S.C. 804(2).

b) Do the circumstances, in which consultation is required, exclude decision making on
day-to-day technical matters?

Yes. Consultation with other appropriate federal agencies and bodies, as described in
responses to Principle 2, Question 2(a) and (c), is narrowly-tailored to specific issues of
concurrent or shared jurisdiction.

c) Are the circumstances in which such consultation or approval is required or
permitted clear and the process sufficiently transparent, or the failure to observe
procedures and the regulatory decision or outcome subject to sufficient review, to
safeguard its integrity?

Yes. See supra, response to Principle 2, Question 2(a). Regarding the PRA and RFA,
federal agencies submit certain filings to the Office of Management and Budget (“OMB”)
(regarding the PRA) and to the General Services Administration (regarding the RFA) that

“* The FTC has proposed such an anti-manipulation rule that has not yet been adopted. See FTC, 16 C.F.R. Part
317, Prohibitions on Market Manipulation in Subtitle B of Title VIII of The Energy Independence and Security Act
of 2007, 74 FR 18304 (April 22, 2009). Similar to the anti-manipulation rule found under Section 10(b) of the 1934
Act (Rule 10b-5), the FTC proposal prohibits fraudulent and deceptive practices which may include “intentional acts
that obstruct or impair wholesale petroleum markets.” Proof that fraudulent or deceptive conduct actually had an
effect on the market is not required under the proposed FTC rule.
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essentially document compliance with the requirements of those statutes. Before an
agency rule can take effect, the CRARA requires federal agencies to submit to each
House of Congress and to the Comptroller General a report containing a copy of the rule,
a concise statement relating to the rule (including a cost-benefit analysis, including
whether it is a major rule), and the proposed effective date. A “non-major” rule becomes
effective as proposed by an agency if Congress and the GAO receive the required report.
A “major” rule will generally become effective 60 days after Congressional receipt of an
agency’s report.

In addition, as set forth above in response to Principle 1, Question 3, the CFTC as a
member of the PWG consults with other federal financial regulators regarding significant
issues of intermarket coordination. Recent work includes a review of the recent financial
crisis and proposed regulatory responses. CFTC staff also works with other US agencies
on an as-needed basis and has commented on various financial stability initiatives of the
Treasury Department.

As noted above, the regulatory decisions and outcomes of the CFTC are subject to
judicial review in the federal courts.

3. Does the securities regulator have a stable and continuous source of funding sufficient
to meet its regulatory and operational needs?

Yes. Section 2(a)(10)(A) of the CEA, 7 U.S.C. 2(a)(10), requires that whenever the
CFTC submits any budget request to the President or OMB (the agency within the office
of the President which analyzes and makes recommendations to the President on budget
matters), the CFTC shall concurrently transmit copies of the request to the House and
Senate Appropriations Committees and the House Committee on Agriculture and the
Senate Committee on Agriculture, Nutrition and Forestry. The CFTC’s initial budget
request may be revised during its consideration by OMB and then, after submission to
Congress, by the appropriate House and Senate committees (which may hold hearings,
request additional testimony by CFTC Commissioners or staff, or request additional
documentation). The specific vehicle to authorize the CFTC’s budget funds is through
the adoption by the Congress of a specific bill authorizing and funding the CFTC’s
operations (as part of the President’s budget).

Determinations regarding the sufficiency of the CFTC’s requested resources are made by
the U.S. Congress during its consideration of the CFTC’s formal budget request.
Information regarding specific needs of the CFTC is communicated by the formal budget
document and related written submissions, direct testimony by the Chairman and/or
CFTC Commissioners to Congress and by CFTC and Congressional staff
communications and meetings.

4) Are the regulatory authority, the head and members of the governing body of the
regulatory authority, as well as its staff, accorded adequate legal protection for the bona
fide discharge of their governmental, regulatory and administrative functions and powers?
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Yes. The Federal Employees Liability Reform and Tort Compensation Act of 1988
provides federal employees with immunity from individual liability for torts committed
in the scope of their employment. In order to insulate CFTC staff from individual
liability for possible violation of constitutional or statutory duties that are not shielded by
the Federal Liability Reform and Tort Compensation Act of 1988, the CFTC adopted
indemnification rules.*

5) Are the head and governing board of the regulator subject to mechanisms intended to
protect independence, such as: procedures for appointment; terms of office; and criteria
for removal?

Yes. Section 2(a)(2)(A) of the CEA, 7 U.S.C. 2(a)(2)(A), provides that each of the five
commissioners of the CFTC are to be appointed by the President of the United States, by
and with the advice and consent of the United States Senate. Each CFTC Commissioner
holds office for a term of five years. The terms of the Commissioners are staggered due
to the CEA’s initial requirement that the first Commissioners’ terms were to expire one,
two, three, four and five years from the date the CFTC began operations on April 21,
1975. Not more than three Commissioners may be members of the same political party.

The President of the United States appoints, by and with the advice and consent of the
Senate, a member of the CFTC as Chairman, who serves as Chairman at the pleasure of
the President. The President may appoint at any time, with the advice and consent of the
Senate, a different Chairman, and the CFTC Commissioner previously appointed as
Chairman may complete his or her term as a CFTC Commissioner.

6) With reference to the system of accountability for the regulator’s use of its powers and
resources:

a) Is the regulator accountable to the legislature or another government body on an
ongoing basis?

Yes. The CFTC is accountable for its conduct to the U.S. Congress. The House
Committee on Agriculture and its Subcommittee on Risk Management and Specialty
Crops, and the Senate Agriculture, Nutrition and Forestry Committee and its
Subcommittee on Research, Nutrition and General Legislation have the principal
responsibility for oversight of the CFTC. In general, these Committees handle, in the
first instance, the reauthorization, budget and funding decisions for the CFTC, as well as
bills affecting the CEA.

Section 8(i) of the CEA requires the Comptroller General of the United States to conduct
reviews and audits of the CFTC and make reports thereon. Section 8(i) of the CEA
directs the CFTC to make available to the Comptroller General (generally through its
OMB) any information regarding the powers, duties, organization, transactions,

28 U.S.C. 2671.

4217 C.E.R. 142.
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operations and activities of the CFTC, as well as access to any books and records (subject
to confidentiality requirements), as the Comptroller General may require.

b) s the regulator required to be transparent®® in its way of operating and use of
resources and to make public its actions that affect users of the market and regulated
entities, excluding confidential or commercially sensitive information?

Yes. Section 8(h) of the CEA requires the CFTC to submit to Congress a written report
within 120 days after the end of each fiscal year detailing the operations of the CFTC
during that fiscal year. The CFTC is required to include in this annual report such
information, data and legislative recommendations as it deems advisable with respect to
the administration of the CEA and its powers and functions under the CEA. Section
18(b) of the CEA requires that the annual report contain plans and findings regarding
implementation of Section 18(a) of the CEA, which mandates certain research and
information programs. See infra, response to Principle 4, Question 2.

c) Is the regulator’s receipt and use of funds subject to review or audit?

Yes. Externally, the CFTC’s budget and available resources are subject to oversight by
the U.S. Congress through the exercise of its authorization and funding procedures. In

addition, the Comptroller General of the U.S. periodically audits the CFTC. See supra,
response to Principle 2, Question 6(a-b).

Internally, the CFTC Office of the Executive Director and the Office of Financial
Management oversee the use of resources provided to the CFTC by Congress and report
directly to the Office of the Chairman. In particular, the Office of Financial Management
manages the CFTC’s financial and budget programs by coordinating development of the
CFTC’s strategic plan, annual performance plan and annual performance report;
formulates and executes the CFTC’s budget; provides contracting and purchasing of
services; ensures proper use of, and accounting for, agency resources; and manages the
CFTC’s travel services.

In addition, the operations of the CFTC are subject to ongoing review by an independent
Office of the Inspector General (“OIG”) with offices in the CFTC headquarters. OIG
was established in April 1989 and conducts and supervises audits and investigations of
programs and operations of the CFTC and reviews existing and proposed legislation and
regulations. OIG recommends policies to promote economy, efficiency, and
effectiveness in CFTC programs and operations, and to prevent and detect fraud and
abuse. OIG keeps the Chairman of the CFTC and Congress informed about any
problems, deficiencies and the progress of corrective action in programs and operations.

*® The regulator must be accountable as a matter of law; The regulator may be considered to be “required” to be
transparent, if, as a general principle of administrative law, procedure or practice, its use of its powers and resources
generally is transparent.
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7) Are there means for natural or legal persons adversely affected by a regulator’s
decisions or exercise of administrative authority ultimately to seek review in a court,
specifically:

a) Does the regulator have to provide written reasons for its material decisions?

Yes. CFTC rulemaking must comply with the procedural requirements of the APA,
which are intended to provide public notice and opportunity for public comment in the
rulemaking. 5 U.S.C. 553 (subject to certain exceptions) specifically requires Federal
administrative agencies such as the CFTC to publish a Notice of Proposed Rulemaking in
the Federal Register and to provide interested persons an opportunity to participate in the
rulemaking through submission of written data, views or arguments with or without an
opportunity for oral presentations. 5 U.S.C. 553 requires agencies to incorporate in the
rules adopted a concise general statement of their basis and purpose.

b) Does the decision-making process for such decisions include sufficient procedural
protections to be meaningful?

Yes. See supra, response to Principle 2, Question 7(a).

Part 147 of the CFTC’s regulations, 17 C.F.R. 147, implements the open meetings
requirement of the Government in the Sunshine Act, 5 U.S.C. 552b, which mandates the
conditions under which CFTC Commissioners must conduct open meetings. As stated in
rule 147.1(b), “among the primary purposes of these rules is the CFTC’s desire to inform
the public to the fullest extent possible of its activities as an aid to its properly carrying
out its responsibility for administering and enforcing the CEA . . .”

The CFTC also has adopted regulations that provide objective due process procedures to
ensure that various aspects of its programs are conducted with fairness and impartiality.
Se infra, response to Principle 5, Question 1.

As previously noted (see supra, response to Principle 2, Question 2(a)), Federal agencies
such as the CFTC also must comply with certain general rulemaking requirements (e.g.,
the RFA that requires agencies to take into account the impact of proposed rules on small
businesses, and the PRA that requires agencies to review rules to evaluate the information
collection burden such rules would impose on the public).

c) Are affected persons permitted to make representations prior to such a decision
being taken by a regulator in appropriate cases?

Yes. See infra, response to Principle 4, Question 2.

d) Are all such decisions taken by the regulator subject to a sufficient, independent
review process, ultimately including judicial review?

Yes. Aggrieved parties may challenge agency actions under the APA (5 U.S.C. 702) in
U.S. Federal District Court.
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8) Where accountability is through the government or some other external agency, is
confidential and commercially sensitive information subject to appropriate safeguards to
prevent inappropriate use or disclosure?

Yes.

Use. Section 2(a)(8) of the CEA, 7 U.S.C. 2(a)(8), prohibits any CFTC Commissioner or
employee of the CFTC from accepting employment or compensation from any person,
exchange, or clearinghouse subject to regulation by the CFTC and from participating,
directly or indirectly, in any contract market operations or transactions of a character
subject to CFTC regulation.

Section 9(c) of the CEA, 7 U.S.C. 13(c), makes it a felony punishable by a fine of not
more than $500,000 or imprisonment for up to 5 years, or both, for a CFTC employee or
CFTC Commissioner to trade commodity futures and options or to participate directly or
indirectly in any investment transaction in an actual commodity if nonpublic information
is used in the transaction or if prohibited by CFTC regulations. CFTC Regulation
140.735-2 provides, subject to very limited exceptions, that no member or employee of
the CFTC may participate directly or indirectly in any transaction involving commodity
futures and commodity options, among other things. Section 9(d) of the CEA, 7 U.S.C.
13(d), similarly makes it a punishable felony for a CFTC employee or CFTC
Commissioner to pass on or otherwise benefit from information such employee or
Commissioner receives in the course of employment which may affect or tend to affect
the price of commodities.

Disclosure. Section 8(a)(1) of the CEA, 7 U.S.C. 12(a), provides that except as otherwise
specified in the CEA, the CFTC may not publish data and information that would separately
disclose market position, business transactions, trade secrets or names of customers (i.e.,
“Section 8 Material”), and that the CFTC may withhold from public disclosure any data or
information concerning or obtained in connection with any pending investigation of any
person. Section 8(a)(1) of the CEA also furnishes protection from compelled disclosure for
confidential information received from foreign futures authorities. The effect of this
provision is to eliminate the possibility that confidential information provided to the CFTC
under an MOU would be disclosed in response to a request under the Freedom of
Information Act of the United States, 5 U.S.C. 552, or third party subpoena.

CFTC Regulation 145.5, 17 C.F.R. 145.5, provides that the CFTC may decline to publish or
make available to the public any “non-public” records as defined in Regulation 145.5(a)-(i).
In general, this type of information concerns trade secrets, national defense or foreign policy
concerns, personal privacy, various financial statement forms and pending investigations. In
addition, Regulation 145.9 outlines the procedures by which a person submitting
information to the CFTC may request confidential treatment of that information.

Part 146 of the CFTC rules, 17 C.F.R. 146, implements the Privacy Act of 1974, which

provides protections for information concerning an individual. Among the primary
purposes of these rules are to permit individuals to determine whether information about
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them is contained in Government files and, if so, to obtain access to that information; to
establish procedures whereby individuals may have inaccurate and incomplete
information corrected; and to restrict access by unauthorized persons to that information.

Sanctions. CEA 9(f)(1), 7 U.S.C. 13(f), makes it a felony for any person who is an
employee, member of the governing board, or member of any committee of a board of
trade, contract market or registered futures association, in violation of a regulation issued
by the CFTC, willfully and knowingly to trade for such person’s own account, or for or
on behalf of any other account in futures contracts or options thereon, on the basis of, or
willingly and knowingly to disclose for any purpose inconsistent with the performance of
such person’s official duties, any material nonpublic information obtained through
special access related to the performance of duties. Violations are punishable by a fine of
up to $500,000 in the case of an individual plus the amount of any gains realized from
such trading or disclosures and/or prison of up to five years.

CEA 9(a)(5), 7 U.S.C. 13(a), makes it a felony, punishable by a fine of up to $500,000 in
the case of an individual and/or prison of up to five years, for any person willfully to
violate any other provision of the CEA, or any rule or regulation thereunder.

Permissible Disclosures. The CEA specifies the circumstances for the permissible
disclosure of information. CEA Section 8(a) also contains a provision that explicitly sets
forth certain permissible disclosures of confidential information (referred to as "Section 8
Material™). This provision includes reference to confidential information received from a
foreign futures authority. This explicit list is necessary because, under the CEA, Section 8
Material may not be disclosed by the CFTC "except as otherwise specifically authorized in
this Act.”

Specifically, the CEA provides, in relevant part, that nothing in CEA 8(a) shall:

[P]revent the CFTC from disclosing publicly any information or data
obtained by the CFTC from a foreign futures authority when such disclosure
is made in connection with a congressional proceeding, an administrative or
judicial proceeding commenced by the United States or the CFTC, in any
receivership proceeding commenced involving a receiver appointed in a
judicial proceeding by the United States or the CFTC, or any proceeding
under title 11 of the United States Code in which the CFTC has intervened or
in which the CFTC has the right to appear and be heard. Nothing in this
subsection shall be construed to authorize the CFTC to withhold information
or data from Congress.
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Principle 3. The regulator should have adequate powers, proper resources
and the capacity to perform its functions and exercise its powers

Assessment: Broadly Implemented

1) Are the powers and authorities of the regulator sufficient, taking into account the
nature of a jurisdiction’s markets and a full assessment of these Principles to meet the
responsibilities of the regulator(s) to which they are assigned?

Yes. The mission of the CFTC is to protect market users and the public from fraud,
manipulation, and abusive practices related to the sale of commodity futures and options,
and to foster open, competitive, and financially sound commaodity futures and option
markets.

The CFTC has the power to conduct direct surveillance of those markets and financial
institutions that fall within its regulatory jurisdiction.* The CFTC also can obtain certain
information on unregulated affiliates of FCMs or affiliates of FCMs subject to regulation
by other authorities such as the SEC, the banking regulators, and the relevant foreign
authorities.” In addition, the CFTC has the power to obtain information regarding
regulated markets, institutions, financial products, customers and parties to transactions.*

Section 8a(6) of the CEA, 7 U.S.C. 12(a)(6), authorizes the CFTC to communicate to the
proper committee or officer of any DCM, RFA, or SRO as defined in Section 3(a)(26) of
the 1933 Act, notwithstanding Section 8 of the CEA, the full facts concerning any
transaction or market operation, including the names of parties thereto, which in the
judgment of the CFTC disrupts or tends to disrupt any market or is otherwise harmful or
against the best interests of producers, consumers, or investors, or which is necessary to
effectuate the purposes of the CEA. Section 8a(6) of the CEA further provides that any
information so provided must not be disclosed except in any self-regulatory proceeding
or action.”’

The CFTC has the power to conduct investigations.”® The CFTC has the power to
sanction violations of the CEA. Administrative sanctions may include orders suspending,
denying, revoking, or restricting registration and exchange trading privileges and
imposing civil monetary penalties and orders of restitution (CEA Section 6(c), 7 U.S.C.

* See Sections 4g and 4n of the CEA, 7 U.S.C. 6g and 6n.

*® See Section 4f(c) of the CEA, 7 U.S.C. 6f(c).

%® See Sections 4g and 4n of the CEA, 7 U.S.C. 6g and 6(n).

*" See also CFTC Regulation 140.72, 17 C.F.R. 140.72 (delegating such authority to certain Staff).
*® See Section 8(a)(1) of the CEA.
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9, 15) as well as cease and desist orders (CEA Section 6(d), 7 U.S.C. 13(b)). The CFTC
also may obtain temporary restraining orders and preliminary and permanent injunctions
in federal court for violations, as well as to impose civil monetary penalties (CEA Section
6c, 7 U.S.C. 13a-1). Other relief may include appointment of a receiver, the freezing of
assets, restitution, and disgorgement of unlawfully acquired benefits.

The CEA also provides that the CFTC may obtain certain temporary relief on an ex parte
basis (that is, without notice to the other party) including restraining orders preserving
books and records, freezing assets, and appointing a receiver.*® When those enjoined
violate court orders, the CFTC may seek to have the offenders held in contempt.

The CFTC has the power to direct “registered entities”* to alter or supplement their rules

and to take such action as it deems to be necessary to maintain or restore orderly trading.
See Section 2(h)(7) of the CEA, 7 U.S.C. 2(h)(7), and Sections 8a(7) and (9) of the CEA,
7 U.S.C. 12(a)(7), 12(a)(9). CEA Section 5e, 7 U.S.C. 7b, authorizes the CFTC to
suspend or revoke the designation of a contract market, DTEF or DCO based on a failure
or refusal to comply with any of the provisions of the CEA, CFTC regulations or CFTC
orders.

Section 8(e) of the CEA, 7 U.S.C. 12(e), provides that “upon the request of any
department or agency of any State or any political subdivision thereof, acting within the
scope of its jurisdiction, any foreign futures authority, or any department or agency of
any foreign government or any political subdivision thereof, acting within the scope of its
jurisdiction, the CFTC may furnish to such foreign futures authority, department or
agency any information in the possession of the CFTC obtained in connection with the
administration of this Act.”

Section 12(a) of the CEA, 7 U.S.C. 16(a), provides that the CFTC “may cooperate with
any department or agency of the Government, any State, territory, district, or possession,
or department, agency, or political subdivision thereof, any foreign futures authority, any
department or agency of a foreign government or political subdivision thereof, or any
person.”

Section 12(f)(1) of the CEA, 7 U.S.C. 16(f), authorizes the CFTC to provide investigative
assistance upon request from a foreign futures authority.

Despite these significant powers and authorities, the recent financial crisis has illustrated
the need to modernize consumer and investor protection requirements, expand those
requirements to previously unregulated areas, and establish structural mechanisms to
ensure that gaps are addressed as soon as new products are developed.

*% See Section 6¢ of the CEA.

% The term “registered entity” is defined in Section 1a(29) of the CEA, 7 U.S.C. 1a(29), to mean (i) a board of trade
designated as a contract market under Section 5; (ii) a DTEF registered under Section 5a; (iii) a DCO registered
under Section 5b; (iv) a board of trade designated as a contract market under Section 5f; and (v) with respect to a
contract that the Commission determines is a SPDC, any electronic trading facility on which the contract is executed
or traded.
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OTC Derivatives. Section 2(d) of the CEA, 7 U.S.C. 2(d), excludes, from CFTC
jurisdiction, agreements, contracts or transactions in an “excluded commodity” entered
into by ECPs (“OTC Derivatives”). Excluded commodities consist of interest rates,
exchange rates, currencies, securities, security indices, credit risks or measures, and other
indices based solely on commodities that have no cash market or on prices, rates, values,
or levels that are not within the control of any party to the relevant transaction.>* In
addition, Section 2(d)(2) further provides an exclusion from CFTC jurisdiction over
electronic trading facilities that execute OTC Derivatives traded on a principal-to-
principal basis between ECPs.

Although this section discloses the current state of jurisdiction of the CFTC, recent
developments in the financial markets suggest that changes to the CFTC’s jurisdiction
may be forthcoming.>® Treasury, on June 17, 2009, issued a plan to reform the U.S.
financial regulatory system that directly encompasses swaps, OTC derivatives and hedge
funds.>® On August 11, 2009, Treasury released draft legislation, the “Over the Counter
Derivatives Markets Act of 2009,” based on this plan.>*

Strengthening requirements for clearing organizations. The CFTC is pursuing the
adoption of stronger, more detailed core principles for DCOs to enhance the CEA
regulatory regime for central counterparties (“CCPs”) and to assure that U.S. law is
consistent with international standards for CCPs.

Ensuring greater transparency of the marketplace. The CFTC recently announced
several initiatives designed to bring greater transparency to participation by non-
commercial participants such as commaodity index funds, swaps dealers, and others;
positions of traders of contracts determined to perform a significant price discovery
function; and positions for foreign contracts linked to the settlement price of domestic
contracts.

Applying consistent position limits. The CFTC recently held public hearings on
whether federal speculative limits should be set by the Commission for commaodities of
finite supply, in particular energy commodities. The CFTC also recently requested public
comment on whether a “bona fide hedge exemption” should continue to apply to persons
using the futures markets to hedge risks other than risks arising from the actual use of a
commodity, and CFTC staff is considering the extent to which swap dealers should
continue to be granted exemptions from position limits.

*! See 1a(13) of the CEA, 7 U.S.C. 1a(13).

%2 See letter from Timothy F. Geithner, Secretary of the Treasury, to the Honorable Nancy Pelosi, Harry Reid, Mitch
McConnell and John Boehner (May 13, 2009).

%3 See Treasury, “Financial Regulatory Reform: A New Foundation Rebuilding Financial Supervision and
Regulation” (June 17, 2009).

54 http://www.financialstability.gov/docs/regulatoryreform/titleVIl.pdf. See also, Treaury Web site section on
Financial Regulatory Reform, available at http://www.ustreas.gov/initiatives/regulatoryreform/.
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Enhancing conditions for foreign boards of trade trading linked energy contracts.
To enhance its ability to conduct market surveillance and to maintain market integrity,
the CFTC recently announced additional amendments to the terms under which a foreign
board of trade (“FBOT?”) is permitted to make its electronic trading and order matching
system available to exchange members in the U.S.

Strengthening regulation of retail off-exchange commodity transactions. The CFTC
is working on legislative amendments to extend the Commission’s fraud authority for off-
exchange retail foreign exchange transactions to transactions in other commaodities.

2) With regards to funding:

a)

Does the regulator’s funding reflect the needs of the regulator in supervising a given

market, taking into account the size, complexity and types of functions subject to its
regulation, supervision or oversight?

b)

c)

Determinations regarding the sufficiency of the CFTC’s requested resources are made by
the U.S. Congress during its consideration of the CFTC’s formal budget request.
Information regarding specific needs of the CFTC is communicated by the formal budget
document and related written submissions, direct testimony by the Chairman and/or
CFTC Commissioners to Congress and by CFTC and Congressional staff
communications and meetings.

The CFTC currently employs roughly 500 career staff. This is a decline from the
CFTC’s peak staffing levels, reached in the late 1990s. In the last ten years, the agency
has shrunk more than 20% in head count while the markets grew five-fold and the
number of contracts grew six-fold. Working with Congress, the CFTC has received
funding for FY2009 to allow it to return to its headcount-level in 1999. For FY 2009, the
CFTC received a budgetary increase to $146 million. However, given expanded
responsibilities, President Obama recognized that this budgetary increase was
insufficient. The President’s budget recommends $160.6 million for the CFTC for FY
2010, and the CFTC is seeking $177.7 million.

Can the regulator affect the operational allocation of resources once funded?

An allocation request is submitted by the CFTC to Congress. The request contains a
specific breakdown of resource allocation within the CFTC. The final allocation may be
revised as part of discussions between the Congress and the CFTC. The final allocation
is established when the Congress adopts the bill funding the CFTC’s operations.

Does the level of resources recognize the difficulty of attracting and retaining

experienced and skilled staff?

Section 12 of the CEA authorizes the CFTC to employ personnel and obtain necessary
technical resources; Section 12(b)(1) of the CEA authorizes the CFTC to employ such
investigators, special experts, Administrative Law Judges, clerks and other employees as
it may from time to time find necessary for the proper performance of its duties and as
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may be from time to time appropriated by Congress; Section 12(b)(2) of the CEA
authorizes the CFTC to employ experts and consultants; and Section 12(b)(3) of the CEA
authorizes the CFTC to make and enter into contracts with respect to all matters which in
the judgment of the CFTC are necessary and appropriate to effectuate the purposes of the
CEA. Section 2(a)(7) of the CEA, 7 U.S.C. 2(a)(7), permits the CFTC to provide
additional compensation and benefits to employees “if the same type of compensation or
benefits are provided by any agency referred to in section 1206(a) of the Financial
Institutions Reform, Recovery, and Enforcement Act of 1989, 12 U.S.C. 1833b(a), or
could be provided by such an agency under applicable provisions of law (including rules
and regulations).” In effect, Section 2(a)(7) of the CEA enables the CFTC to maintain
comparative compensation and benefits in relation to other federal financial regulators for
the purpose of retaining and attracting employees.

OHR manages the CFTC’s personnel recruitment and development functions, pursuant to
the direction of the Chairman. Specifically, OHR develops and implements the CFTC’s
human resources policies, programs and procedures; provides recruitment, staffing, pay
and classification services; advises on issues of performance management, employees
and labor relations; offers employees development and training services; and administers
the CFTC’s employee benefits and payroll functions.

3) Does the regulator ensure that its staff receives adequate ongoing training?

Yes. Throughout the year, OHR and the Training Advisory Group provide a series of
educational/training seminars keyed to the primary mission of the CFTC. These training
seminars are focused on the financial and legal aspects of the futures/options markets as
well as various OTC derivatives markets. Technical and computer skills are also
provided to employees as needed. In addition, employees may also use various on-line,
web-based and in-house educational materials to maintain and increase proficiency. Off-
site educational seminars provided by third parties (such as continuing legal education)
are also made available.
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Principle 4. The regulator should adopt clear and consistent regulatory
processes

Assessment: Fully Implemented

1) Is the regulator subject to reasonable procedural rules and regulations?

Yes. The CFTC is subject to the APA. In addition, the CEA and CFTC Regulations also
provide various procedural rules in connection with, among other things, disciplinary
proceedings and the reparations program. See infra, response to Principle 4, Question 3.

2) Does the regulator:

a) Have a process for consultation with the public, or a section of the public, including
those who may be affected by the policy, for example, by publishing proposed rules for
public comment, circulating exposure drafts or using advisory committees or informal

contacts?

b) Publicly disclose and explain its policies, not including enforcement and
surveillance policies, in important operational areas, such as through interpretations of
regulatory actions, setting of standards, or issuance of opinions stating the reasons for
regulatory actions?

c) Publicly disclose changes and reasons for changes in rules or policies?

Yes, to all of the above. CFTC rulemaking must comply with the procedural
requirements of the APA, which are intended to provide public notice and opportunity for
public comment in the rulemaking. 5 U.S.C. 553 generally requires Federal
administrative agencies such as the CFTC to publish a notice of proposed and final
rulemaking in the Federal Register and to provide interested persons an opportunity to
participate in the rulemaking through submission of written data, views or arguments
with or without an opportunity for oral presentations. The CFTC sometimes holds open
forums to permit public oral communication of views on proposed rules of particular
significance.

As noted previously, CFTC Regulation 140.98 requires that all interpretative legal advice
with respect to the CEA or any rule, regulation or order issued or adopted by the CFTC
under such authority, a statement by staff that staff would not recommend that the CFTC
take enforcement action (i.e., no-action letters) or an exemption from the provisions of
the CEA must be made available for inspection and copying by any person.

As noted, the APA requires an agency to give its rationale and policy purpose in
proposing or adopting a rule. In addition, the CFTC generally articulates the rationale
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for all interpretations, exemptions, orders or policy changes. See infra, response to
Principle 4, Question 4(d), regarding the types of communications published by the
CFTC that explain the CFTC’s program.

The CFTC has from time to time created various advisory committees as a mechanism
for public consultation with interested members of the commaodities industry and users of
the futures markets. Such advisory committees include: (i) an Agricultural Advisory
Committee with 25 member organizations representing a major portion of the American
agricultural community; (ii) a Global Markets Advisory Committee with 30 members
representing futures exchanges, self-regulators, financial intermediaries, traders and
market users; (iii) a Technology Advisory Committee with 28 individuals representing
electronic markets, electronic communication systems, U.S. futures exchanges, an SRO,
financial intermediaries, market users and traders; and (iv) an Energy and Environmental
Markets Advisory Committee consisting of 33 members representing industry
professionals, futures exchanges, market participants, academics, consumer advocates
and environmental organizations. The CFTC also holds informal roundtables and formal
public hearings on issues from time to time.

d) Have regard, in the formulation of policy, to the costs of compliance with
regulation?

Yes. Section 15(a) of the CEA requires the Commission to consider the costs and benefits
of its action before issuing a new Regulation or certain Orders under the Act. By its
terms, Section 15(a) does not require the Commission to quantify the costs and benefits
of a new regulation or to determine whether the benefits of the proposed regulation
outweigh its costs. Rather, Section 15(a) simply requires the Commission to *“consider
the costs and benefits’” of its action in light of five broad areas of market and public
concern: protection of market participants and the public; efficiency, competitiveness,
and financial integrity of futures markets; price discovery; sound risk management
practices; and other public interest considerations.

e) Make all rules and regulations available to the public?

Yes. All CFTC regulations are published in the U.S. Code of Federal Regulations, 17
C.F.R. Part 1 et. seqg. and available at http://www.gpoaccess.gov.

f) Make its rulemaking procedures readily available to the public?
Yes. See supra, response to Principle 4, Question 2(a-c).
3) In assessing procedural fairness:

a) Are there rules in place for dealing with the regulator that are intended to ensure
procedural fairness?
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b)

CFTC rulemaking must comply with the procedural requirements of the APA, which are
intended to provide public notice and opportunity for public comment in the rulemaking.
5 U.S.C. 553 (subject to certain exceptions) specifically requires Federal administrative
agencies such as the CFTC to publish a Notice of Proposed Rulemaking in the Federal
Register and to provide interested persons an opportunity to participate in the rulemaking
through submission of written data, views or arguments with or without an opportunity
for oral presentations.

Part 147 of the CFTC’s rules, 17 C.F.R. 147, implements the open meetings requirement
of the Government in the Sunshine Act, 5 U.S.C. 552b, which mandates the conditions
under which CFTC Commissioners must conduct open meetings. As stated in Rule
147.1(b), “among the primary purposes of these rules is the CFTC’s desire to inform the
public to the fullest extent possible of its activities as an aid to its properly carrying out
its responsibility for administering and enforcing the CEA . . .”

The CFTC also has adopted regulations that provide objective due process procedures to
ensure that various aspects of its programs are conducted with fairness and impartiality.
See infra, response to Principle 5, Question 1(d).

As previously noted (see infra, response to Principle 2, Question 2(a)), Federal agencies
such as the CFTC also must comply with certain general rulemaking requirements (e.g.,
the RFA that requires agencies to take into account the impact of proposed rules on small
businesses, and the PRA that requires agencies to review rules to evaluate the information
collection burden such rules would impose on the public).

Is the regulator required to give reasons in writing for its decisions that affect the

rights or interests of others?

Yes. 5 U.S.C. 553 requires agencies to incorporate in the rules adopted a concise general
statement of their basis and purpose.

Are all material actions of the regulator in applying its rules subject to review?

Yes. Procedural challenges to agency actions under the APA may be brought by
aggrieved parties in U.S. Federal District Courts.

d) Are such decisions subject to judicial review where they adversely affect legal or
natural persons?

e)

Yes. See supra, response to Principle 4, Question 3(c).

Are the general criteria for granting, denying, or revoking a license made public,

and are those affected by the licensing process entitled to a hearing with respect to the
regulator’s decision to grant, deny, or revoke a license?

Yes. The general criteria for granting the various categories of registration (i.e.,
registration as an FCM, IB, CTA, CPO, leverage transaction merchant, agricultural trade

40



option merchant, floor trader and floor broker) are made public in Part 3 of the CFTC’s
regulations, 17 C.F.R. 3.

The general criteria for the denial, conditioning or revocation of a registration, as well as
conditions concerning the opportunity for a hearing, are contained in Section 8a(2), (3)
and (4) of the CEA, 7 U.S.C. 12a and in Subpart C, Part 3 of the CFTC regulations, 17
CF.R.3.

Section 5e of the CEA, 7 U.S.C. 7b, authorizes the CFTC to suspend or revoke the
designation of a registered entity based on a failure to comply with any of the provisions
of the CEA or any rules, regulations or orders of the CFTC.

Section 17(1) authorizes the CFTC, after notice and opportunity for a hearing, to suspend
or revoke the registration of a registered futures association™ if the CFTC finds, among
other enumerated reasons, that the association violated the CEA or CFTC rules.

4) If applicable, are procedures for making reports on investigations public consistent
with the rights of individuals, including confidentiality and data protection?

Yes. See supra, response to Principle 2, Questions 7 and 8.

5) Does the regulator play an active role in promoting education in the interest of
protecting investors?

Yes. The CFTC (Commissioners and staff including the Office of External Affairs)
communicates with the news media, producer and market user groups, educational
groups, and the general public. The CFTC provides information about the regulatory
mandate of the CFTC, the economic role of the futures markets, new market instruments,
market regulation, international regulatory developments and cooperative initiatives,
enforcement actions, customer protection issues, the CFTC's Web site, and the diverse
functions of the CFTC.

In addition to issuing press releases and advisories covering the CFTC's regulatory and
enforcement activities, the CFTC’s Web site at http://www.cftc.gov provides an
Education Center. The Education Center highlights and explains important policy issues
and initiatives and salient aspects of the CFTC's regulatory mandate.

The CFTC publishes brochures and educational materials about the CFTC, the futures
industry, and the futures and option markets. The CFTC conducts research and publishes
reports from time to time on major policy issues facing the futures markets. Information
is posted on the CFTC's Web site, including speeches by the Chairman and CFTC

% NFA is the only registered futures association. The NFA is the SRO for the futures industry that regulates every
firm or individual who conducts futures trading business with public customers, subject to CFTC oversight. FCMs,
IBs, CPOs, CTAs and associated persons are generally required, unless otherwise exempt, to be registered with the
CFTC. However, the CFTC has delegated the registration function to the NFA so that FCMs, IBs, CPOs, CTAs and
their associated persons submit their registration applications to NFA and NFA approves/denies registration, subject
to CFTC oversight. Section 17 of the CEA, 7 U.S.C. 21, and Part 170 of CFTC Regulations govern registered
futures associations.

41



Commissioners, biographies of the CFTC Commissioners, press releases, a summary of
exemptive, no-action and interpretative letters and a glossary of industry terms.

CFTC staff conducts briefing sessions for foreign authorities, exchange officials, market
professionals, market users, academic representatives, and foreign-based media
representatives to acquaint them with the CFTC's functions, regulatory responsibilities,
and mandate. Staff also conducts briefings for media representatives on proposed and
final rules, regulations, and enforcement activities, as well as other ongoing and technical
issues.

As part of its ongoing efforts to support the CFTC's customer education effort, the CFTC
informs the general public and potential customers of the availability of current CFTC
enforcement and disciplinary information on its Web site at
http://www.cftc.gov/customerprotection/disciplinaryhistory/index.htm. The CFTC’s Web
site provides disciplinary history relating to reparations sanctions and administrative
sanctions. Information regarding the registration status and disciplinary history of CFTC
registrants may be accessed by visiting the NFA’s Web site at
http://www.nfafutures.org/basicnet. In addition, the CFTC publishes a Proceedings
Bulletin on its Web site providing information about CFTC enforcement actions and
statutory disqualification proceedings.

The CFTC also provides Technical Assistance to other jurisdictions upon request.

6) Are the regulator’s exercise of its powers and discharge of its functions consistently
applied?

Yes. See supra, response to Principle 4, Question 3.
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Principle 5. The staff of the regulator should observe the highest professional
standards including appropriate standards of confidentiality

Assessment: Fully Implemented

1) Are the staff of the regulator required to observe legal requirements or a "*Code of
Conduct™ or other written guidance, pertaining to:

a) The avoidance of conflicts of interest?

Yes. Subpart C of Part 140 of the CFTC’s regulations, 17 C.F.R. 140, establishes
general ethical standards of conduct for CFTC employees and CFTC Commissioners.
Regulation 140.735-2 restricts business and financial transactions and interests;
Regulation 140.735-3 restricts non-governmental employment and outside activities;
Regulation 140.735-4 restricts the receipt and disposition of foreign gifts and decorations;
Regulation 140.735-5 prohibits the disclosure of non-public commercial, economic or
official information to any unauthorized person; and Regulation 140.735-6 restricts the
scope of former CFTC employees to practice or otherwise represent a person before the
CFTC.

Regulations issued by the U.S. Office of Government Ethics, 5 C.F.R. 2635, also apply to
CFTC employees and cover the following areas: basic obligations of public trust; gifts
from outside sources; gifts between employees; conflicting financial interests;
impartiality in performing official duties; seeking other employment; misuse of position;
and outside activities.

Executive Order #12674 (dated April 12, 1989) issued by the President of the United
States also mandates high principles of ethical conduct for government employees.

While greatly detailed, in substance all of these ethical requirements establish that public
service is a public trust and that all government employees must avoid both explicit
conflicts of interests as well as even the appearance of impropriety in the conduct of their
official business.

See supra, response to Principle 2, Question 8, regarding penalties for CFTC employees
and Commissioners trading on inside information and/or misusing insider information.

b) Restrictions on the holding or trading in securities subject to the jurisdiction of the
regulatory authority and/or requirements to disclose financial affairs or interests?

Yes. See supra, response to Principle 5, Question 1(a).
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c)

Appropriate use of information obtained in the course of the exercise of powers and

the discharge of duties?

Yes. The regulations cited in response to Principle 5, Question 1(a), above, also would
prohibit the inappropriate use of information obtained in the course of employment at the
CFTC. See, in particular, the prohibitions on use of non-public information by CFTC
employees in Section 9 of the CEA.

d) Observance of confidentiality and secrecy provisions and the protection of personal
data?

Yes. Except as otherwise provided in the CEA, Section 8(a) of the CEA prohibits the
CFTC from disclosing publicly data and information that would separately disclose the
business transactions, or market positions of any person and trade secrets or names of
customers. Section 9(a)(5) makes it a felony punishable by a fine of up to $500,000 for
an individual and/or imprisonment up to five years if any person willfully violates any
other provision of the CEA.

Part 145 of the CFTC rules, 17 C.F.R. 145, contains recordkeeping and access
requirements, including requirements governing the handling and protection of nonpublic
information. In order to prevent a clearly unwarranted invasion of personal privacy,
CFTC Regulation 145.4 authorizes the CFTC to delete identifying details when it makes
available “public records” as defined in 145.0. CFTC Regulation 145.5 authorizes the
CFTC to withhold from public disclosure any “nonpublic records, including: records
specifically exempted from disclosure by statute such as data and information which
would separately disclose the business transactions or market positions of any person and
trade secrets or names of customers; any data or information concerning or obtained in
connection with any pending investigation of any person; trade secrets and commercial or
financial information obtained from a person and privileged or confidential; and certain
enumerated sections of financial reports required to be submitted to the CFTC.

Part 146 of the CFTC rules, 17 C.F.R. 146, implements the Privacy Act of 1974, which
provides protections for information concerning an individual. Among the primary
purposes of these rules is to permit individuals to determine whether information about
them is contained in Government files and, if so, to obtain access to that information; to
establish procedures whereby individuals may have inaccurate and incomplete
information corrected; and to restrict access by unauthorized persons to that information.

Observance by staff of procedural fairness in performance of their functions?

Yes. As discussed in response to Principle 4, Question 3, above, the APA imposes
mandatory procedures (notice and public comment) on the CFTC to ensure procedural
fairness in the proposal and adoption of rules. The APA also establishes procedures in
the adjudicatory context.

In addition, the CFTC has adopted rules of procedure addressing various aspects of the
CFTC’s program. For example:
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e 17 C.F.R. 9 procedural regulations relating to the review of exchange disciplinary,
access denial or other adverse actions;

e 17 C.F.R. 10 regulations of practice that are generally applicable to adjudicatory
proceedings before the CFTC under the CEA (such as denial, suspension, revocation,
conditioning, restricting or modifying registration, the issuance of cease and desist
orders, the denial of trading privileges, the assessment of civil penalties, the issuance
of restitution orders) and any other proceeding where the CFTC declares them to be
applicable;

e 17 C.F.R. 11 regulations relating to investigatory proceedings conducted by the
CFTC or its staff;

e 17 C.F.R. 12 regulations relating to reparation applications (i.e., claims against
registrants for violations of the CEA and CFTC regulations resolved by
administrative law judges or hearing officers) pursuant to Section 14 of the CEA,

e 17 C.F.R. 14 regulations relating to the suspension or disbarment of persons from
appearance and practice before the CFTC as an attorney or accountant;

e 17 C.F.R. 147 regulations specifying the conditions for conduct of CFTC
business, with a presumption of open CFTC meetings; and

e 17 C.F.R. 171 procedures applicable to the review of NFA decisions.

2) Are there:
a) Processes to investigate and resolve allegations of violations of the above standards?

Yes. See supra, response to Principle 5, Question 1(e).

b) Legal or administrative sanctions for failing to adhere to these standards?

As noted above in response 5.1(a) above, the CFTC has adopted ethics regulations.
Annual seminars and/or the dissemination of printed materials or films communicate
such ethical standards to employees. As further noted in response to Principle 5,
Question 1(a), above, criminal penalties attach to certain ethical violations.
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SELF REGULATORY
ORGANIZATIONS

PRINCIPLES 6-7
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Principle 6. The regulatory regime should make appropriate use of SROs that
exercise some direct oversight responsibility for their respective areas of
competence and to the extent appropriate to the size and complexity of the
markets

Assessment: Fully Implemented

1) Are there organizations that:

a) Establish rules of eligibility that must be satisfied in order for individuals or firms
to participate in any significant securities activity?

Yes. There are several categories of organizations authorized by the CFTC which have
self-regulatory responsibilities: futures exchanges (e.g., DCMs and DTEFs), DCOs, and
registered futures associations (e.g., NFA). CFTC Regulation 1.3(ee) defines the term
self-regulatory organization as a contract market or a registered futures association.

DCMs (futures exchanges). In order to trade futures contracts (the regulated activity), a
market must be designated as a “contract market” under Section 5 of the CEA. DCMs
are subject to continuing statutory self-regulatory obligations.

A DCM designs the terms and conditions of futures contracts (consistent with CFTC
Guideline 1), and determines the mechanism and terms of trading and execution, clearing
and settlement and approved depositories. A DCM must also carry out surveillance of the
operation of its market.

Current DCMs:

CBOE Futures Exchange

Chicago Climate Futures Exchange
Chicago Mercantile Exchange

Chicago Board of Trade

COMEX Division of New York Mercantile Exchange
ELX Futures

North American Derivatives Exchange, Inc.
ICE Futures U.S.

Kansas City Board of Trade

Minneapolis Grain Exchange

Nasdag OMX Futures Exchange

New York Mercantile Exchange

47



e NYSE Liffe Futures Exchange
e OneChicago, LLC
e U.S. Futures Exchange

Currently there are no DTEFs.

NFA. Section 17 of the CEA establishes a framework for one or more registered futures
associations to exist under the oversight of the CFTC. Part 170 of the CFTC’s
regulations addresses such registered futures associations. As mentioned previously, the
NFA is the only existing registered futures association. Section 17(m) of the CEA
provides that the CFTC may approve rules that require persons eligible for membership
to become members of at least one registered futures association. Under CFTC
Regulation 170.15, most FCMs (the type of financial intermediary for U.S. commodity
futures transactions that is permitted to hold customer funds) are required to be members
of a registered futures association.

Under Part 3 of CFTC regulations, registration functions for most commodity futures
intermediaries under the CEA and CFTC regulations are delegated to be performed by
NFA on behalf of the CFTC.

Under CFTC Regulation 1.52, certain examination and monitoring functions (for
members’ compliance with financial and reporting requirements) may be performed
under agreement of certain SROs to reduce duplicative/multiple monitoring and auditing
for compliance. DCMs and the NFA are participants in the existing Joint Audit
Agreement that has been approved by the CFTC. The CEA provides Designation Criteria
for DCMs, including that such a contract market establish trading rules, discipline
violators, and ensure the financial integrity of transactions and member intermediaries.
Through the Joint Audit Agreement, DCMs and the NFA divide up primary SRO
responsibility for monitoring the financial condition and rule compliance of joint
members.

Registered futures associations and DCMs fulfill all of (a)-(c) and perform SRO functions
under the U.S. statutory and regulatory scheme governing commodity futures transactions
and intermediaries.

Consistent with its obligations under Section 17 of the CEA and Part 170 of the CFTC’s
regulations, NFA has promulgated rules fulfilling its statutory and regulatory
requirements. See NFA’s Member Rules, available at
http://www.nfa.futures.org/nfamanual/NFAManual.aspx.

Overview of NFA. The CFTC has delegated certain responsibilities to the NFA, which
became a “registered futures association” in 1981. This delegation includes requiring
NFA to: adopt rules establishing training standards and proficiency testing for persons
involved in the solicitation of transactions subject to the CEA, supervisors of such
persons, and all persons for whom it has registration responsibilities and to create a
program to audit and enforce compliance with such standards; establish minimum capital,
segregation, and other financial requirements applicable to its members for whom such
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requirements are imposed by the CFTC and to implement a program to audit and enforce
compliance with such requirements; establish minimum standards governing the sales
practices of its members and members’ associated persons; and establish special
supervisory guidelines to protect the public interest relating to the solicitation by
telephone of new futures or options accounts.

NFA has incorporated into its rules, by reference, the CFTC’s segregation,
recordkeeping, and related reporting requirements for FCMs, CPOs, IBs, and CTAs. In
addition, NFA has adopted net capital rules for FCMs and IBs which, as required by the
CEA, are no less stringent than those of the CFTC. NFA’s member audit program
primarily applies to registrants that are not members of a DCM.

The CFTC has delegated to NFA registration processing functions and the authority to
take adverse action, such as to revoke or to deny registration, against registrants and
applicants for registration based upon disqualifying conduct set forth in Sections 8a(2)
and (3) of the CEA. The CFTC also retains authority to take such actions. The NFA also
has certain delegated functions with respect to ethics training required of registrants.

In addition, the CFTC delegated to NFA the responsibility generally to review CPO and
CTA Disclosure Documents as well as certain other tasks related to activities in the
foreign futures and foreign options area and functions concerning agricultural trade
option merchants and their associated persons; authorized NFA to revoke, after 30 days
written notice, the confirmation of Regulation 30.10 relief for any firm that fails to
comply with the terms and conditions upon which relief was confirmed; and authorized
NFA to withdraw the confirmation of Regulation 30.10 relief from any firm that notifies
NFA of its decision to forfeit such relief. Regulation 30.10 permits certain market
professionals to conduct business in the U.S. based on substantial compliance with the
rules of their home jurisdiction.

The CFTC has general oversight responsibility for all NFA functions and full access to
information it maintains and obtains to ensure compliance with the CEA and rules
thereunder and assure that these functions are carried out fairly and effectively. The
CFTC also monitors NFA for enforcement of its own rules and by-laws.

In performing its delegated authority, the NFA “stands in the shoes” of the CFTC and is
subject to all relevant confidentiality requirements applicable to the CFTC.

b) Establish and enforce binding rules of trading or business conduct for individuals
or firms engaging in securities activities?

Yes. See response to Principle 7, Question 1(a) and (c).

c) Establish disciplinary rules and/or conduct disciplinary proceedings, which have the
potential to impose enforceable fines, or other penalties, or to bar or suspend a legal or
natural person from participating in securities activities or professional activities
related to securities activities?
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Yes. See response to Principle 7, Question 1(f).
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Principle 7. SROs should be subject to the oversight of the regulator and
should observe standards of fairness and confidentiality when exercising
powers and delegated responsibilities

Assessment: Fully Implemented

1) As a condition to authorization, does the legislation or the regulator require the SRO to
demonstrate that it:

a) Has the capacity to carry out the purposes of governing laws, regulations and SRO
rules consistent with the responsibility delegated to the SRO, and to enforce compliance
by its members and associated persons subject thereto those laws, regulations and
rules?

Exchanges. Yes. Generally, as a condition to designation, CEA Section 5 and CFTC
Regulation 38.3 require the applicant to demonstrate that it complies with eight
Designation Criteria (set forth in CEA Section 5(b)) and 18 core principles (set forth in
CEA Section 5(d)), with which all DCMs must comply. Additionally, DCM Designation
Criterion 1, set forth in Section 5(b) of the CEA, requires a board of trade to demonstrate
to the Commission that the board of trade meets initially and on an on-going basis the
criteria specified in Section 5(b). Moreover, DCM Core Principle 1, set forth in Section
5(d) of the CEA, requires a board of trade, in order to maintain designation, to comply
with the core principles specified in Section 5(d).

Furthermore, DCM Core Principle 2-Compliance with Rules, set forth in Section 5(d) of
the CEA, requires a DCM to monitor and enforce compliance with the rules of the
contract market, including the terms and conditions of any contracts to be traded and any
limitations on access to the contract market. DCM Designation Criterion 4—Trade
Execution Facility, set forth in Section 5(b) of the CEA, requires a DCM to establish and
enforce rules defining the manner of operations of the trade execution maintained by the
DCM, and to demonstrate that the trade execution facility operates in accordance with the
rules of the DCM.

Criteria for Designation as a DCM. The criteria for designation as a contract market
are set forth in Section 5(b) of the CEA and Part 38 of the CFTC's regulations. The
criteria relate to the following standards:

(1) General Demonstration of Adherence to Designation Criteria;

(2) Prevention of Market Manipulation;

51



(3) Fair and Equitable Trading;

(4) Enforcement of Rules on the Trade Execution Facility;
(5) Financial Integrity of Transactions;

(6) Disciplinary Procedures;

(7) Public Access to Information on the Contract Market; and

(8) Ability of the Contract Market to Obtain Information.

Appendix A to Part 38 provides more specific information on these designation
requirements as well as guidance to applicants seeking to become DCMs.

Ongoing compliance with core principles. A DCM must comply, on a continuing
basis, with the following 18 core principles. Appendix B to Part 38 provides additional
information and guidance to applicants on how DCMs can remain in compliance with
these core principles.

1. In general 7. Availability of 13. Dispute
general resolution
information

2. Compliance with 8. Daily 14. Governance

rules publication of fitness standards
trading
information

3. Contracts not 9. Execution of 15. Conflicts of

readily subject to transactions interest

manipulation

4. Monitoring of 10. Trade 16. Composition of

trading information boards of mutually

owned markets

5. Position limits or 11. Financial 17. Record-keeping

accountability integrity of
contracts

6. Emergency 12. Protection of 18. Antitrust

authority market considerations

participants

See also CFTC Regulation 1.52, 17 C.F.R. 1.52, (SRO adoption and auditing of
minimum financial and related reporting requirements).
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NFA. Yes. Section 17(b)(1) of the CEA requires that the ongoing RFA demonstrate
through the documentation submitted to the CFTC that it is in the public interest, that it
will be able to comply with the provisions of Section 17 and the rules and regulations
promulgated by the CFTC thereunder, and that it will be able to fulfill the purposes of
Section 17. Section 17(b)(8) of the CEA requires that the prospective RFA demonstrate
that the rules of the association provide that its members and persons associated with its
members shall be appropriately disciplined, by expulsion, suspension, fine, censure, or
being suspended or barred from being associated with all members, or any other fitting
penalty, for any violation of its rules. Similarly Designation Criteria under core
principles for DCMs (Section 5 of the CEA) and application guidance published by the
CFTC in Part 38 of its regulations require the demonstration to the CFTC in its
application, and on an ongoing oversight and review basis, of a DCM’s ability to meet
such core principles.

b) Treats all members of the SRO, applicants for membership and similarly situated
market participants subject to its rules in a fair and consistent manner?

Yes. DCM Designation Criteria 3—Fair and Equitable Trading, establishes that boards
of trade must establish and enforce rules to ensure fair and equitable trading through the
facilities of the contract market, and the capacity to detect, investigate, and discipline any
person that violates the rules. See also response to Principle 7, Question 3(a) on
Procedural Fairness. Application Guidance for DCMs under Appendix B to Part 38 of
CFTC regulations references “clear and fair standards” with respect to the DCM’s
authority and ability to discipline, limit or suspend activities of members or terminate
membership. In addition, there are specific core principles for DCMs with respect to
minimizing conflicts of interest and anti-trust considerations which have bearing on the
fairness and consistency with which a DCM interacts with members.

Regarding the NFA, fairness and consistency of treatment of members is established by
operation of the following requirements. Section 17(b)(2) of the CEA mandates that the
prospective RFA submit rules that provide that any person registered under the CEA, a
registered entity, or any other person designated pursuant to the regulations of the CFTC
as eligible for membership may become a member of such association. That section also
states that the rules of the association may restrict membership in such association on the
basis of the type of business conducted by its members. Further, section 17(b)(5) of the
CEA requires that the prospective RFA demonstrate that its rules assure a fair
representation of its members in the adoption of any rule of the association or amendment
thereto, the selection of its officers and directors, and in all other phases of the
administration of its affairs. Consistent with the provisions of the CEA, CFTC
Regulation 170.3 provides for the fair and equitable representation of members with
respect to the governing board of the association. In particular, the Regulation provides
that no single class or group of members may dominate or otherwise exercise
disproportionate influence on the governing board.

c) Develops rules that are designed to set standards for its members and to promote
investor protection?
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Exchanges. Yes. Trade practice, handling of customer funds, reporting, recordkeeping
and other business standards for commodity professionals, many of whom constitute the
class of exchange membership, are established in the first instance by CEA Sections 5(b)
and (d), CFTC regulations (Part 38), DCM rules, and, as explained below, by NFA
requirements.

DCMs must initially and on an ongoing basis demonstrate compliance with DCM Core
Principle 12 of Section 5(d) of the CEA, and DCM Designation Criterion 3 of Section
5(b) of the CEA. DCM Core Principle 12—Protection of Market Participants, establishes
that boards of trade must establish and enforce rules to protect market participants from
abusive practices committed by any party acting as an agent for the participants. DCM
Designation Criteria 3—Fair and Equitable Trading, establishes that boards of trade must
establish and enforce rules to ensure fair and equitable trading through the facilities of the
contract market, and the capacity to detect, investigate, and discipline any person that
violates the rules. Core Principle 11 for DCMs provides that the DCM shall establish and
enforce rules to ensure the financial integrity of FCMs and I1Bs and the protection of
customer funds.

NFA. Yes. Section 17(b)(3) of the CEA requires the rules of an RFA to provide that
membership must be denied to certain firms and individuals, including those subject to an
order by the CFTC suspending, denying or revoking registration. Section 17(b)(4) of the
CEA requires that the RFA rules provide that applicants for membership conform with
specific and appropriate standards with respect to the training, experience and such other
qualifications as the RFA deems necessary or desirable, including the financial
responsibility of members. Section 17(p) of the CEA further requires each RFA to
establish rules that require the association to:

e Establish training standards and proficiency testing for persons involved in the
solicitation of transactions, supervisors of such persons and all persons for which it
has registration responsibilities, and a program to audit and enforce compliance with
such standards;

e Establish minimum capital, segregation, and other financial requirements
applicable to its members for which such requirements are imposed by the CFTC and
implement a program to audit and enforce compliance with such requirements;

e Establish minimum standards governing sales practices of its members and
persons associated therewith for transactions subject to provisions of the CEA; and

e Establish supervisory guidelines to protect the public interest relating to the
solicitation of new futures and options accounts and make such guidelines applicable
to those members determined to require such guidelines in accordance with standards
established by the CFTC.

In addition, the NFA and DCMs must monitor and enforce compliance with CFTC

regulations establishing standards for intermediaries, such as CFTC minimum
financial and reporting requirements, and requirements for the protection of customer
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funds and communications with customers pursuant to CFTC Regulation 1.52 and
Financial and Segregation Interpretations 4-1, as amended, and 4-2.

Common to SROs. CFTC Regulation 1.59, 17 C.F.R. 1.59, prohibits certain trading on
material, inside information by SRO members and by members of SRO governing boards
and committees. See infra, response to Principle 7, Question 3(b).

d) Submits to the regulator its rules, and any amendments thereto, for review and/or
approval, as the regulator deems appropriate, and ensures that the rules of the SRO are
consistent with the public policy directives established by the regulator?

Yes.

Rules and rule amendments by certification. A DCM may implement most new
rules and rule amendments by filing with the CFTC a certification that the amended
rule complies with the CEA and CFTC regulations and policies. Self-certification of
amendments to terms and conditions of contracts based on enumerated agricultural
commaodities is not permitted when the amendments are material and the contract has
any open interest.

The CFTC’s requirements and procedures for self-certification filings for listing new
products and for implementing rule amendments are set forth in CFTC regulations
40.2 and 40.6, respectively. See infra, section entitled Rule Approval by Self-
Certification.

Section 5c¢(c) of the CEA sets forth that registered entities including DCMs may
approve and implement new rules by providing the CFTC with written certification
that such rule complies with the CEA, but may also submit such rules for prior
approval and must do so in certain circumstances. Such rules must comply with the
CEA, and under Section 5c(d), if the CFTC determines that a DCM is violating core
principles, it will provide notice to the entity in writing of such determination and
afford the registered entity an opportunity to make appropriate changes to come into
compliance, after which the CFTC may take further steps, including
suspension/revocation of certification.

Voluntary approval of products and rules. A contract market may request CFTC
approval of its futures or option products under the provisions of CFTC Regulation
40.3. Product approval requests may be submitted concurrently with the filing of a
contract under self-certification procedures or any time later. A contract market also
may request CFTC approval of its rules under the provisions of CFTC Regulation
40.5.

The requirements for approval of a product are contained in the CFTC's "Guideline No.
1" (Appendix A to Part 40). This guideline provides exchanges with more specific
information regarding initial and continued compliance with the CEA and the CFTC's
regulations and policies for listing contracts.
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See infra, response to Principle 25, Question 4(a).

NFA. Yes. Section 17(a)(2) of the CEA requires an applicant for RFA status to provide
the CFTC with copies of its constitution, charter or articles of incorporation or
association, along with all bylaws. Section 17(j) of the CEA states that an RFA must file
with the CFTC copies of any changes or additions to the RFA rules. Section 17(j) further
provides that the RFA may make any proposed change or addition effective ten days after
the receipt of such a filing by the Commission unless the RFA requests that the
Commission review and approve the submission or the Commission informs the RFA of
its intention to do so. If the Commission decides that it will review the rules for
approval, the Commission must determine whether such change or addition is consistent
with the requirements of Section 17 of the CEA and is not in violation of any other
provision of the CEA. If the Commission disapproves the change or addition as
inconsistent with the CEA, the Commission must provide the RFA with notice and
opportunity to be heard. Further, if the Commission does not approve or institute
disapproval proceedings with respect to a rule within 180 days after the receipt of such a
rule, or if the Commission does not conclude disapproval proceedings within one year
after the receipt of such rule, the RFA may implement the submitted rule until the
Commission concludes the disapproval process.

e) Cooperates with the regulator and other domestic SROs to investigate and enforce
applicable laws, regulations and rules?

Yes. The CEA, CFTC regulations and interpretative advisories establish a general
obligation on the SROs to cooperate with the CFTC and with other SROs to investigate
and enforce applicable laws and regulations.

CEA Section8(a)(1) provides that for the efficient execution of the provisions of the
CEA, and in order to provide information for the use of Congress, the CFTC may make
such investigations as it deems necessary to ascertain facts regarding the operations of
boards of trade and other persons subject to the CEA. CEA Section 5b authorizes the
CFTC to suspend or revoke the designation of any board of trade which fails or refuses to
comply with any of the provisions of the CEA or any of the rules, regulations or orders
issued by the CFTC thereunder.

The CFTC’s rules contemplate cooperation among exchanges. CFTC Regulation 1.52
authorizes any two or more SROs to file with the CFTC a plan for delegating to a
designated SRO (including a registered futures association), the responsibility of
monitoring and auditing for compliance with the minimum financial and related reporting
requirements adopted by such SROs. Among other things, Regulation 1.52(d) authorizes
such SROs to establish programs among themselves to provide access to any necessary
financial or related information.

Cooperation with other SROs is not required for authorization to act as an SRO, and
participation in the Joint Audit Agreement is not mandatory, however, all current SROs
do participate. Under Regulation 1.52, SROs with FCM members in common may
establish joint audit plans, and, pursuant to such plans, delegate the responsibility to audit
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and conduct financial surveillance of an FCM to one of the SROs as the DSRO. With
respect to an FCM that is not a member of any exchange, NFA is the FCM’s DSRO. The
Commission requires that DSROs ensure that each FCM is subject to an on-site
examination within nine to 18 months of the “as of”” date of the previous examination by
the DSRO. The Joint Audit Committee (JAC), which consists of representatives of the
DSROs that are signatories to a joint audit plan under Regulation 1.52, has established
uniform procedures for such on-site examinations. Cooperation with the CFTC is not a
specified Designation Criteria, although it is expected, based on the delegations and
authority being provided to the SROs, and can be enforced through the CFTC’s ability to
monitor and remove the authority of the SROs.

Additionally, DCM Designation Criteria 8—Ability of the Contract Market to Obtain
Information, under CEA Section 5(b), requires the board of trade to establish and enforce
rules that will allow the board of trade to obtain any necessary information to perform
any of the functions described in this subsection, including the capacity to carry out such
international information-sharing agreements as the Commission may require.

f) Imposes appropriate sanctions for non-compliance with its own rules?

Exchanges. Yes. DCM Core Principle 2-Compliance with Rules, requires a DCM to
monitor and enforce compliance with the rules. See also CFTC Regulation 1.52(a), 17
C.F.R. Section 1.52(a).

Also, DCM Designation Criteria 6—Disciplinary Procedures of Section 5(b) of the CEA
requires the board of trade to establish and enforce disciplinary proceedings that
authorize the board of trade to discipline, suspend, or expel members or market
participants that violate the rules of the board of trade, or similar methods for performing
the same functions, including delegation of the functions to third parties. See (d) and (e)
above regarding DCMs. Further, Designation Criteria under the CEA requires that a
DCM demonstrate that it shall establish and enforce disciplinary procedures for
violations of its rules (Section 5(b)(6) of the CEA) and ongoing core principles for DCMs
require monitoring and enforcing compliance with rules.

NFA. Yes. Section 17(b)(8) of the CEA requires that an RFA develop rules that provide
for the appropriate discipline of its members, whether by expulsion, suspension, fine,
censure, or any other fitting penalty, for any violation of its rules. Section 17(i) provides
that the CFTC may review the disciplinary action taken by an RFA. The review would
identify the rules of the RFA violated by the person in question and confirm whether such
rules were applied in a manner consistent with the purposes of the CEA. Pursuant to this
authority, the CFTC also may, having found that a penalty is excessive or oppressive,
cancel, reduce or require remission of the penalty. NFA’s bylaws and rules provide for
the imposition of sanctions on members and associates of members for non-compliance
with NFA’s rules. See NFA’s Bylaws and Manual at
http://www.nfa.futures.org/nfamanual/NFAManual.aspx.

g) Where applicable, e.g., a mutual organization, assures a fair representation of
members in selection of its board of directors and administration of its affairs?
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Exchanges. Yes. DCM Core Principle 16—Composition of Mutually Owned Contract
Markets, under Section 5(d) of the CEA, requires that in the case of a mutually owned
contract market, the board of trade shall ensure that the composition of the governing
board reflects market participants.

DCM Core Principle 14—Governance Fitness Standards, under Section 5(d) of the CEA,
requires boards of trade to establish and enforce appropriate fitness standards for
directors, members of any disciplinary committee, members of contract market and any
other persons with direct access to the facility.

DCM Core Principle 15—Conflicts of Interest, under Section 5(d) of the CEA,
requires the board of trade to establish and enforce rules to minimize conflicts of
interest in the decision making process of the contract market and establish a process
for resolving such conflicts of interest. The Commissions guidance in Part 38,
Appendix B details:

(a) Application guidance. The means to address conflicts of interest in decision-
making of a contract market should include methods to ascertain the presence of
conflicts of interest and to make decisions in the event of such a conflict. In
addition, the Commission believes that the contract market should provide for
appropriate limitations on the use or disclosure of material non-public information
gained through the performance of official duties by board members, committee
members and contract market employees or gained through an ownership interest
in the contract market.

(b) Acceptable Practices. All DCMs bear special responsibility to regulate
effectively, impartially, and with due consideration of the public interest, as
provided for in Section 3 of the CEA. Under DCM Core Principle 15, they are
also required to minimize conflicts of interest in their decision-making processes.
To comply with this DCM Core Principle, contract markets should be particularly
vigilant for such conflicts between and among any of their self-regulatory
responsibilities, their commercial interests, and the several interests of their
management, members, owners, customers and market participants, other industry
participants, and other constituencies. Acceptable Practices for minimizing
conflicts of interest shall include the following elements:

(1) Board Composition for Contract Markets

(i) At least thirty-five percent of the directors on a contract market's board
of directors shall be public directors; and

(ii) The executive committees (or similarly empowered bodies) shall be at
least thirty-five percent public.

(2) Public Director
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(1) To qualify as a public director of a contract market, an individual must
first be found, by the board of directors, on the record, to have no material
relationship with the contract market. A “material relationship” is one that
reasonably could affect the independent judgment or decision making of
the director.

(if) In addition, a director shall not be considered “public” if any of the
following circumstances exist:

(A) The director is an officer or employee of the contract market or a
director, officer or employee of its affiliate. In this context, “affiliate”
includes parents or subsidiaries of the contract market or entities that
share a common parent with the contract market;

(B) The director is a member of the contract market, or a person
employed by or affiliated with a member. “Member” is defined
according to Section 1a(24) of the CEA and CFTC Regulation 1.3(q).
In this context, a person is “affiliated” with a member if he or she is an
officer or director of the member, or if he or she has any other
relationship with the member such that his or her impartiality could be
called into question in matters concerning the member;

(C) The director, or a firm with which the director is affiliated, as
defined above, receives more than $100,000 in combined annual
payments from the contract market, any affiliate of the contract
market, or from a member or any person or entity affiliated with a
member of the contract market. Compensation for services as a
director does not count toward the $100,000 payment limit, nor does
deferred compensation for services prior to becoming a director, so
long as such compensation is in no way contingent, conditioned, or
revocable;

(D) Any of the relationships above apply to a member of the director's
“immediate family,” i.e., spouse, parents, children, and siblings.

(iii) All of the disqualifying circumstances described in subsection (2)(ii)
shall be subject to a one-year look back.

(iv) A contract market's public directors may also serve as directors of the
contract market's parent company if they otherwise meet the definition of
public in this Section (2).

(v) A contract market shall disclose to the Commission which members of
its board are public directors, and the basis for those determinations.

(3) Regulatory Oversight Committee
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(1) A board of directors of any contract market shall establish a Regulatory
Oversight Committee (“ROC”) as a standing committee, consisting of
only public directors as defined in Section (2), to assist it in minimizing
actual and potential conflicts of interest. The ROC shall oversee the
contract market's regulatory program on behalf of the board. The board
shall delegate sufficient authority, dedicate sufficient resources, and allow
sufficient time for the ROC to fulfill its mandate.

(i) The ROC shall:

(A) Monitor the contract market's regulatory program for sufficiency,
effectiveness, and independence;

(B) Oversee all facets of the program, including trade practice and
market surveillance; audits, examinations, and other regulatory
responsibilities with respect to member firms (including ensuring
compliance with financial integrity, financial reporting, sales practice,
recordkeeping, and other requirements); and the conduct of
investigations;

(C) Review the size and allocation of the regulatory budget and
resources; and the number, hiring and termination, and compensation
of regulatory personnel;

(D) Supervise the contract market's chief regulatory officer, who will
report directly to the ROC;

(E) Prepare an annual report assessing the contract market's self-
regulatory program for the board of directors and the Commission,
which sets forth the regulatory program's expenses, describes its
staffing and structure, catalogues disciplinary actions taken during the
year, and reviews the performance of disciplinary committees and
panels;

(F) Recommend changes that would ensure fair, vigorous, and
effective regulation; and

(G) Review regulatory proposals and advise the board as to whether
and how such changes may impact regulation.

(4) Disciplinary Panels
All contract markets shall minimize conflicts of interest in their
disciplinary processes through disciplinary panel composition rules that

preclude any group or class of industry participants from dominating or
exercising disproportionate influence on such panels. Contract markets
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can further minimize conflicts of interest by including in all disciplinary
panels at least one person who would qualify as a public director, as
defined in subsections (2)(ii) and (2)(iii) above, except in cases limited to
decorum, attire, or the timely submission of accurate records required for
clearing or verifying each day's transactions. If contract market rules
provide for appeal to the board of directors, or to a committee of the
board, then that appellate body shall also include at least one person who
would qualify as a public director as defined in subsections (2)(ii) and
(2)(iii) above.

See Appendix B to Part 38 at
http://www.cftc.gov/industryoversight/tradingorganizations/designatedcontractmarkets/in
dex.htm.

NFA. Yes. Section 17(b)(5) of the CEA requires that an RFA’s rules assure a fair
representation of its members in the adoption of any rule of the association, the selection
of its officers and directors, and in all other phases of the administration of its affairs.
Section 17(b)(11) also requires that an RFA must provide for meaningful representation
on the governing board of such an association a diversity of membership interests and
provides that no less than 20 percent of the regular voting members of such board be
comprised of qualified nonmembers of or persons who are not regulated by such
association. Section 17(b)(12) requires that the RFA provide on all major disciplinary
committees for a diversity of membership sufficient to ensure fairness and to prevent
special treatment or preference for any person in the conduct of disciplinary proceedings
and the assessment of penalties. Consistent with the provisions of the CEA, CFTC
Regulation 170.3 provides for the fair and equitable representation of members with
respect to the governing board of the association. In particular, the Regulation provides
that no single class or group of members may dominate or otherwise exercise
disproportionate influence on the governing board. Additionally, CFTC Regulation
170.6 mandates a fair and orderly procedure with respect to disciplinary actions brought
against association members or persons associated with members.

h) Avoids rules that may create anti-competitive situations as defined in the
Explanatory Note?

Yes. DCM Core Principle 18 of Section 5(d) of the CEA provides that:

Unless necessary or appropriate to achieve the purposes of this Act, the board of
trade shall endeavor to avoid—(A) adopting any rules or taking any actions that
result in any unreasonable restraints of trade; or (B) imposing any material
anticompetitive burden on trading on the contract market.

Appendix B to Part 38 of the CFTC’s regulations provides the following Commission
guidance:

(a) Application guidance. An entity seeking designation as a contract market may
request that the Commission consider under the provisions of Section 15(b) of the
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CEA any of the entity's rules, including trading protocols or policies, and
including both operational rules and the terms or conditions of products listed for
trading, at the time of designation or thereafter. The Commission intends to apply
Section 15(b) of the CEA to its consideration of issues under this Core Principle
in a manner consistent with that previously applied to contract markets.

(b) Acceptable practices. [Reserved]

See Appendix B to Part 38 at
http://www.cftc.gov/industryoversight/tradingorganizations/designatedcontractmarkets/in
dex.htm.

Additionally, Section 15 of the CEA requires the CFTC to take into consideration the
public interest to be protected by the antitrust laws and endeavour to take the least
anticompetitive means of achieving the objectives of the CEA in, among other things,
issuing any order or in approving any rule of a contract market or a registered futures
association. CFTC Regulation 170.9 requires that an applicant to become an RFA must
demonstrate, among other things, that the association will promote fair and open
competition among its members and will conduct its affairs consistent with the public
interest to be protected by the antitrust laws.

1) Avoids using the oversight role to allow any market participant unfairly to gain an
advantage in the market?

Yes. See infra, response to Principle 7, Question 4.

DCM Designation Criterion 2—Prevention of Market Manipulation, under Section 5(b)
of the CEA, provides that the board of trade shall have the capacity to prevent market
manipulation through market surveillance, compliance, and enforcement practices and
procedures, including methods for conducting real-time monitoring of trading and
comprehensive and accurate trade reconstructions.

DCM Core Principle 4—Monitoring of Trading, under Section 5(d) of the CEA, provides
that the board of trade shall monitor trading to prevent manipulation, price distortion, and
disruptions of the delivery or cash-settlement process.

DCM Core Principle 12—Protection of Market Participants, under Section 5(d) of the
CEA, provides that the board of trade shall establish and enforce rules to protect market
participants from abusive trade practices committed by any party acting as an agent for
the participants.

Core Principle 15 for DCMs provides that a DCM shall establish and enforce rules to
minimize conflicts of interest in the decision making process of the DCM, and
application guidance includes managing such conflicts through the use of a Regulatory
Oversight Committee of the Board of Directors, as well as maintaining a certain number
of Public (disinterested) directors. Core Principle 12, requiring DCMs to establish rules
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to protect market participants from abusive practices, should also apply to prohibit
abusive practices by the DCM itself.

2) Does the regulator:

a) Have in place an effective on-going oversight program of the SRO, which may
include:

i) Inspection of the SRO;

i) Periodic reviews;

iii) Reporting requirements;

iv) Review and revocation of SRO governing instruments and rules; and

v) The monitoring of continuing compliance with the conditions of authorization or
delegation.

Yes, to all of the above. The CFTC's regulatory scheme is based upon the assumption of
self-regulatory responsibilities by the exchanges following their designation under Section 5
of the CEA and by an RFA following registration under Section 17 of the CEA. Essentially,
the CFTC's exchange oversight programs attempt to ascertain whether the exchange SROs
are in compliance with their self-regulatory responsibilities. DCM Core Principle 4-
Monitoring of Trading, requires a DCM to monitor trades to prevent manipulation; DCM
Core Principle 12—Protection of Market Participants, requires a DCM to establish and
enforce rules to protect markets from abusive practices.

DCMs. Among other things, each contract market is required to adopt and submit for
CFTC approval, rules prescribing minimum financial and related reporting requirements for
its members.>® Additionally, DCM Designation Criterion 1—In General—set forth in
Section 5(b) of the CEA, requires a board of trade to demonstrate to the Commission that
the board of trade meets initially and on an ongoing basis the criteria specified in Section
5(b). Furthermore, DCM Core Principle 1, set forth in Section 5(d) of the CEA, requires
a board of trade, in order to maintain designation, to comply with the core principles
specified in Section 5(d).

Criteria for Designation as a DCM. The criteria for designation as a contract market
are set forth in Section 5(b) of the CEA and Part 38 of the CFTC's regulations. The
criteria relate to the following standards:

(1) General Demonstration of Adherence to Designation Criteria;

(2) Prevention of Market Manipulation;

(3) Fair and Equitable Trading;

(4) Enforcement of Rules on the Trade Execution Facility;

%17 C.F.R. Section 1.52.
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(5) Financial Integrity of Transactions;
(6) Disciplinary Procedures;
(7) Public Access to Information on the Contract Market; and

(8) Ability of the Contract Market to Obtain Information.

Appendix A to Part 38 provides more specific information on these designation
requirements as well as guidance to applicants seeking to become DCMs.

Ongoing compliance with core principles. A DCM must comply, on a continuing
basis, with the following 18 core principles. Appendix B to Part 38 provides additional
information and guidance to applicants on how DCMs can remain in compliance with
these core principles.

1. In general 7. Availability of 13. Dispute
general resolution
information

2. Compliance with 8. Daily 14. Governance

rules publication of fitness standards
trading
information

3. Contracts not 9. Execution of 15. Conflicts of

readily subject to transactions interest

manipulation

4. Monitoring of 10. Trade 16. Composition of

trading information boards of mutually

owned markets

5. Position limits or 11. Financial 17. Record-keeping

accountability integrity of
contracts

6. Emergency 12. Protection of 18. Antitrust

authority market considerations

participants

US futures markets’ transactions are cleared either through clearing organizations that are a
division of the exchange or through separately incorporated organizations. Regardless of the
type of organization, all such clearing organizations are required to be registered as DCOs.
Relevant DCO operations are subject to review within the context of Staff’s overall financial
compliance program (discussed below) for DCMs.

CFTC Audit Program. The CFTC's audit and review functions with respect to DCMs fall
into two general areas: (1) Reviews of exchange market surveillance, audit trail, trade
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practice surveillance and disciplinary action programs; and (2) reviews of exchange
financial and sales practice compliance programs.

DCM Core Principle 10—Trade Information requires a DCM to maintain rules and
procedures to provide for the recording and safe storage of all identifying information for
purposes of assisting in the prevention of customer and market abuses and providing
evidence of any violations of the rules of the contract market.

In addition, DCM Core Principle 17—Recordkeeping requires a DCM to maintain records
of all activities related to the business of the contract market in a form and manner
acceptable to the Commission for a period of 5 years.

DMOQO’s Market Compliance Section conducts regular reviews (about every two to three
years) of each DCM’s ongoing compliance with core principles through the self-
regulatory programs operated by the exchange in order to enforce its rules, prevent
market manipulation and customer and market abuses, and ensure the recording and safe
storage of trade information. These reviews are known as rule enforcement reviews
(“RERS™).

Periodic RERs normally examine a DCM’s audit trail, trade practice surveillance,
disciplinary, and dispute resolution programs for compliance with the relevant DCM core
principles, which include DCM Core Principle 10—Trade Information, and DCM Core
Principle 17—Recordkeeping, with respect to audit trail programs; DCM Core Principle
2—Compliance With Rules, and DCM Core Principle 12—Protection of Market
Participants, with respect to trade practice surveillance and disciplinary programs; and
DCM Core Principle 13—Dispute Resolution, with respect to dispute resolution
programs.

Other periodic RERs usually examine a DCM’s market surveillance program for
compliance with DCM Core Principle 4—Monitoring of Trading, and DCM Core
Principle 5— Position Limitations or Accountability. On some occasions, these two types
of RERs may be combined in a single RER. Market Compliance can also conduct
horizontal RERs of the compliance of multiple exchanges in regard to particular core
principles.

For further information, see http://www.cftc.gov/industryoversight.

Rule Enforcement Reviews of Exchange Market Surveillance, Audit Trail, Trade
Practice Surveillance and Disciplinary Action Programs. DCM Core Principle 2—
Compliance with Rules requires a DCM to monitor and enforce compliance with the rules
of the contract market, including the terms and conditions of any contracts to be traded and
any limitations on access to the contract market.

Objectives. RERSs are designed to assess an exchange's overall compliance capabilities for

a given "target period" under review. Such reviews do not necessarily cover all elements of
an exchange's program, but instead target specific areas for in-depth analysis. Reviews are
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tailored to specific exchanges at specific times and evolve over time with changes at the
exchanges and in the futures industry. Upon completion of a review, a report is issued and
submitted to the CFTC for approval for issuance to the exchange. These reports also are
made available to the general public. The published reports are designed to report on all of
the staff’s findings since the prior published report. Any serious findings that are discovered
by the staff during an interim review basis are shared immediately with the SRO.

Review of Exchange Financial and Sales Practice Compliance Programs. DCM
Core Principle 11—Financial Integrity of Contracts, requires a DCM to establish
and enforce rules providing for the financial integrity of any contracts traded on the
contract market, and rules to ensure the financial integrity of any FCMs and IBs and
the protection of customer funds.

Objectives. CFTC staff examines the design and implementation of an exchange's financial
and sales practice compliance program for a target period. In addition to assessing the
overall effectiveness of such programs, Staff's reviews are also intended to identify specific
deficiencies or areas that could be improved or enhanced.

"Financial compliance" refers generally to the examination of a contract market for
compliance with its obligations to adopt and submit to the CFTC regulations prescribing
minimum financial and related reporting requirements for all of its member FCMs®’ (see
CFTC Regulation 1.52(a)), and to enforce all bylaws, rules, regulations and resolutions
made or issued by it or by the governing board thereof or by any committee, which provide
minimum financial standards and related reporting requirements for FCMs which are
members of such contract market (see CFTC Regulation 1.52(b)) and ongoing financial
surveillance, including steps taken in connection with “major market moves.”

""Sales practice compliance” refers to the examination of the books and records kept by
contract market members relating to their business of dealing in commodities, insofar as
such business relates to their dealings on such contract market. Such books and records
include but are not limited to promotional and advertising materials including information
relative to performance representations; disclosure and other account opening documents;
records of customers' orders; confirmations and account statements.

The CFTC’s Division of Trading and Markets, Financial and Segregation Interpretation No.
4-1 provides the SROs with minimum standards for carrying out their surveillance of
compliance by FCMs with applicable financial and related reporting requirements.*®

> Since many FCMs are members of more than one SRO, the CFTC has allowed the SROs to agree among themselves
which of the SROs will be the designated self-regulatory organization ("DSRO") for the purpose of auditing and main-
taining ongoing financial and sales practice surveillance over member FCMs. The SROs have entered into such
allocation agreements among themselves and have established a Joint Audit Committee ("JAC"), discussed above, to
coordinate the activities of the SROs. JAC has designated NFA as the SRO responsible for periodically advising the
CFTC of changes in the allocation of DSRO responsibility (see Regulation 1.52(c)-(i)).

*8 Comm. Fut. L. Rep. (CCH) Section7114A (July 1985). It does not address the SRO's responsibilities with regard to

option sales practice examinations of branch offices, guaranteed introducing brokers and commaodity trading advisors.
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Addendum A to Interpretation 4-1 sets forth an SRO’s responsibilities with respect to sales
practice and compliance audits of member FCMs, and Addendum B to Interpretation 4-1
addresses the coordination by commodity and securities industry SROs of audit and
financial surveillance activities conducted over FCMs registered with both the CFTC and
the SEC. > Financial and Segregation Interpretation No. 4-2 amended Interpretation 4-1
and Addendum A to permit risk-based auditing.®

Interpretation 4-1 generally requires each designated SRO (DSRO) to conduct, at least once
every two years, a full scope financial audit of each member FCM that carries customer
accounts. This schedule may, however, be modified under the risk-based auditing
procedures set forth in Interpretation 4-2.°* In those years in which a full scope audit is not
performed, a DSRO must make an examination of sufficient scope to satisfy itself that the
FCM is in compliance with applicable segregation, recordkeeping, and reporting
requirements (a “limited scope” examination). Addendum A requires each DSRO to audit
FCMs carrying customer funds routinely for applicable sales practice and compliance
matters. The scope of the sales practice/compliance audit is determined by the DSRO after
taking into account information available on the FCM, including information related to the
number of complaints, results of past audits, adequacy of the systems of internal control, and
the general nature of the FCM’s business. The sales practice compliance audit is performed
by the DSRO in conjunction with the biennial full scope audit.

CFTC staff also may conduct direct examinations of selected registrants to ensure
maintenance of high quality work by an SRO.

These formal reviews, which result in a written report submitted to the CFTC, constitute
only one aspect of the CFTC’s broader on-going oversight program.

The CFTC market surveillance program is structured to detect and prevent price
manipulation in futures and option markets. The principal goals of market surveillance are to
spot adverse situations in these markets and to pursue appropriate remedial actions, in
coordination with the involved exchange, to avoid market disruption. To accomplish these

% Addendum to Financial and Segregation Interpretation No. 4-1 (Self Regulatory Organizations Sales Practice
Audit and Compliance Responsibilities), and Addendum B to Financial and Segregation Interpretation No. 4-1
(Coordinating Financial Rule Enforcement Programs Conducted by Self-Regulatory Organizations Over Dually-
Registered Firms).

% Financial and Segregation Interpretation 4-2 permits the frequency and scope of the examination to be determined
based upon the DSRO’s overall assessment of the financial and operational risks posed by an FCM. The DSRO’s
assessment would include on-site evaluation and testing of the FCM’s systems of internal controls and an
assessment of the FCM’s financial and compliance history by exchange personnel who, through ongoing oversight
activities, are familiar with the FCM’s operations.

81 An SRO that implements risk-based auditing will not be required to perform a biennial full scope financial audit
of each of its member FCMs that carry customer funds. Rather, both the frequency and scope of the examination
would be determined based upon the DSRO’s overall assessment of the financial and operational risks posed by an
FCM. However, each financial, sales practice, and compliance area must be covered at least once by the DSRO
over a three-examination cycle.
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objectives, the market surveillance staff must determine when a trader’s position in a futures
market becomes so large relative to other market factors that the trader is capable of causing
prices to diverge from legitimate supply and demand conditions. The surveillance staff
routinely collects and analyzes daily data concerning overall supply and demand conditions
in the cash market, cash and future prices and price relationships, and the size of hedgers’
and speculators’ positions in the futures market.

At the heart of the CFTC’s market surveillance system (and also as an important component
of its financial surveillance system) is the large-trader reporting system. In order to identify
potentially disruptive futures positions, Staff uses its reporting system to collect and analyze
data on large trader positions in all commaodities. Reportable positions—daily reports of
futures positions above specified levels set for reporting purposes—are obtained from
FCMs, clearing members and foreign brokers. Exchanges also provide the daily positions
that each clearing member is carrying in each futures and options contract on each
underlying commodity.

Because traders frequently carry futures positions through more than one FCM and because
individuals sometimes control, or have a financial interest in more than one account, the
CFTC routinely collects information that enables its surveillance staff to aggregate related
accounts. FCMs must file a form which identifies each new account with reportable
positions for each futures contract. In addition, if a trader’s position reaches a reportable
level, the trader may be required to file a more detailed identification report to identify
accounts and reveal any relationships that may exist with other accounts or traders.

An additional monitoring mechanism allows surveillance economists to investigate further
the positions of large traders by instituting a “special call,” which requires a trader to report
their futures and option positions with all brokerage firms, or their cash market or OTC
positions. The trader is required to give information on their trading and delivery activity.
This mechanism may be used when a trader is using too many brokers to be easily
monitored through required reports. Special calls also may be used to examine cash market
positions and commitments in relation to futures market positions to access the economic
rationale of the trader’s overall position. The CFTC thus has the authority and techniques to
investigate and discover the identities of the true account owners and controllers of large
positions, whether domestic or foreign.

On a daily basis, staff in DMO’s Market Compliance Section reviews details of transactions
at each exchange by using the Commission’s automated surveillance system. The
Commission is currently in the process of significantly upgrading this system to enhance the
Commission’s ability to detect trade practice violations, including wash trading and trading
ahead. Additionally, DMO staff periodically observes trading activity on the floor of each
exchange (for the exchanges that still have open outcry trading) and discusses potential
issues of concern with compliance staff at the exchange.

It should be noted that the market surveillance process is not conducted exclusively at the

CFTC. Contract markets conduct and maintain their own market surveillance programs as
part of their self-regulatory responsibilities.
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NFA Oversight. Yes. The CFTC has general oversight responsibility for all NFA
functions to ensure compliance with the CEA and rules thereunder. The CFTC also
monitors NFA for enforcement of its own rules and bylaws.

As an RFA, NFA is considered an SRO and, as noted above, must, in carrying out its
financial audit and surveillance activities, comply with the requirements of CFTC
Regulation 1.52 and Financial and Segregation Interpretations 4-1, as amended, and 4-2.

In addition to the FCMs for which it is responsible under the joint audit plan, NFA also is
responsible for regulatory compliance matters with respect to its member IBs, except for IBs
that are guaranteed by an FCM that does not have NFA as its DSRO. NFA also is
responsible for sales practice surveillance over all member CPOs and CTAs. NFA'’s
oversight of CPOs and CTAs also extends to review of annual reports and disclosure
documents filed pursuant to Part 4 of the CFTC’s regulations consistent with the CFTC’s
deleg%gion of the same,®® and the conduct of examinations of such firms on a periodic

basis.

The CFTC ensures compliance by NFA with its self-regulatory obligations and DCMs with
core principles by conducting periodic reviews of NFA’s compliance programs and Core
Principle oversight reviews of DCMs. NFA oversight reviews focus on the specific
program responsibilities of NFA, including review of the financial and sales practice
compliance programs for FCMs, 1Bs, CPOs and CTAs, as well as review of NFA'’s
programs for arbitration, registration and fitness, and disciplinary actions.

In the implementation of such reviews, Staff conducts on-site inspections, meets with NFA
or DCM staff and reviews program materials and databases, evaluates procedures, and
performs reviews of samples of NFA’s or the DCM’s files to determine whether the SRO’s
procedures are consistent with its regulatory obligations, whether the SRO has properly
executed its program, and that the files contain sufficient documentation. The results of
these reviews are presented to the CFTC and reported back to NFA or the DCM.
Consecutive reviews of the same program may focus on a particular aspect of the program
in question, including following up on recommendations made in prior reviews.

As an example of the CFTC’s oversight of NFA, the CFTC oversees NFA’s registration
program through frequent contacts between staff members on specific matters, quarterly
meetings of the Registration Working Group, which is comprised of staff from the CFTC
and NFA, as well as formal reviews by CFTC staff of the operation of NFA’s program.
The CFTC conducted a review of the registration program in 1996 and is currently
reviewing the program again. These reviews have two general purposes: (1) to determine
whether NFA’s written program properly addresses all relevant CFTC regulations and
guidelines; and (2) to confirm that the execution of the written program is complete and is
consistently applied in accordance with NFA’s written program. Following the completion
of the review, the CFTC generates a report detailing its findings with respect to the reviewed

62 62 Fed. Reg. 52,088 (Oct. 6, 1997); 67 Fed. Reg. 77,470 (Dec. 18, 2002).
% See Article 111 of NFA’s Articles of Incorporation at http://www.nfa.futures.org/nfamanual/NFAManual.aspx.
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program, including recommendations for correction of problems or improvements. CFTC
staff also attends regular meetings of the Joint Audit Committee to deal with examination or
supervision issues that arise among the SROs.

Within the past ten years, Staff has conducted reviews of NFA’s programs for CPO and
CTA compliance, telemarketing supervision, FCM and IB financial reports, disciplinary
actions, and arbitration. CFTC staff also has conducted oversight reviews of all the SROs
during the same time period.

Section 17(k) of the CEA provides that the CFTC is authorized to abrogate any rule of an
RFA if it appears to the CFTC that such abrogation is necessary or appropriate to assure
fair dealing by the members of the association, to assure a fair representation of its
members in the administration of its affairs, or to effectuate the purposes of the CEA.
The CFTC also may alter or supplement RFA rules, after notice and hearing. Section
17(c) of the CEA provides that the CFTC may suspend the registration of an RFA if it
finds that the rules thereof do not conform to the requirements of the CFTC. Under
Section 5c¢(d) of the CEA, if the CFTC determines that a DCM (or other registered entity
such as a DCO) is violating core principles it will provide notice to the entity in writing
of such determination and afford the registered entity an opportunity to make appropriate
changes to come into compliance, after which the CFTC may take further steps, including
suspension/revocation of certification.

b) Retain full authority to inquire into matters affecting the investors or the market?

Yes. See supra, response to Principle 7, Question 2(a).

Section 8 of the CEA allows the Commission to make such investigations as it deems
necessary to ascertain the facts regarding the operations of the boards of trade and other
persons subject to the provisions of the CEA. This includes the authority to investigate
the market conditions of commodities, including the supply and demand for such
commodities.

DCM Core Principle 17—Recordkeeping—requires DCMs to maintain records of all
activities related to the business of the contract market in a form and manner acceptable
to the Commission for a period of 5 years. See also CFTC Regulation 1.31, which
requires that all books and records required to be kept by the CEA or the Commission’s
regulations are open to inspection by the Commission or DOJ.

With regards to NFA, pursuant to Section 17 of the CEA, the CFTC broadly retains full
authority over all matters undertaken by an RFA.

c) Take over an SRO’s responsibilities where the powers of an SRO are inadequate for
inquiring into or addressing particular misconduct or allegations of misconduct or
where a conflict of interest necessitates it?

Exchanges. Yes. CEA Section 8a(9) authorizes the CFTC to direct a contract market,
whenever it has reason to believe that an emergency exists, to take such action as in the
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CFTC’s judgment is necessary to maintain or restore orderly trading in or liquidation of
any futures contract. CEA Section 8a(7) authorizes the CFTC to alter or supplement the
rules of a contract market under certain circumstances. In order for the CFTC to take
such action under Section 8a(7), the CFTC must first make the appropriate request to a
contract market in writing specifying the desired rule change and, after appropriate notice
and hearing, determine that the contract market did not make the requested changes and
that such changes are necessary or appropriate for the protection of persons producing,
handling, processing, or consuming any commodity traded for future delivery on such
contract market, or the product or byproduct thereof, or for the protection of traders or to
insure fair dealing in commodities traded on a contract market. Under Section 5c¢(d), if
the CFTC determines that a DCM is violating core principles, it will provide notice to the
entity in writing of such determination and afford the registered entity an opportunity to
make appropriate changes to come into compliance, after which the CFTC may take
further steps, including suspension/revocation of certification.

NFA. Section 17(k) of the CEA provides that the CFTC is authorized to abrogate any
rule of an RFA if it appears to the CFTC that such abrogation is necessary or appropriate
to assure fair dealing by the members of the association, to assure a fair representation of
its members in the administration of its affairs, or to effectuate the purposes of the CEA.
The CFTC also may alter or supplement RFA rules, after notice and hearing. Section
17(c) of the CEA provides that the CFTC may suspend the registration of an RFA if it
finds that the rules thereof do not conform to the requirements of the CFTC.

3) Does the law or regulator require the SRO to follow similar professional standards of
behavior as would be expected of a regulator:

a) On matters relating to confidentiality and procedural fairness?

Confidentiality. Yes. The CEA requires SROs to maintain the confidentiality of
material nonpublic information and information obtained from the CFTC in connection
with the exercise of their self-regulatory responsibilities:

DCM Core Principle 14—Governance Fitness Standards, requires a DCM to establish
and enforce appropriate fitness standards for directors, members of any disciplinary
committee, members of the contract market, and any other persons with direct access to
the facility.

In addition, DCM Core Principle 15—Conflicts of Interest, requires a DCM to establish
and enforce rules to minimize conflicts of interest in the decision-making processes of the
contract market and to establish a process for resolving such conflicts of interest. The
means to address conflicts of interest in decision-making of a contract market should
include methods to ascertain the presence of conflicts of interest and to make decisions in
the ev