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Melissa D. Jurgens
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Three Lafayette Center

1155 21 Street NW

Washington, DC 20581

RE: Comments on Supplemental Notice of Proposed Rulemaking, Regulation AT, RIN
3038-AD52

Dear Ms Jurgens,

Americans for Financial Reform (“AFR”) appreciates the opportunity to comment on the
Commodity Futures Trading Commission (“CFTC” or “Commission”)’s Supplemental Notice
of Proposed Rulemaking on Regulation Automated Trading (the “Supplemental NPRM”).!

CFTC-regulated trading markets have transitioned from overwhelmingly manual to 70 percent
automated.? In examining two years of futures contract data, the Commission found extensive
penetration of automated trading in every significant CFTC regulated futures market, ranging
from almost 40 percent of agricultural futures transactions to 80 percent of foreign exchange
futures transactions.® The increasing dominance of automated trading brings significant new
risks of market disruption as well as investor exploitation through predatory trading. Disruptions
in CFTC-regulated markets have received less attention than disruptions in securities markets,
such as the 2010 ‘Flash Crash’. But such disruptions appear to be significant and increasing. In a
2015 speech Commission Chair Tim Massad presented evidence of dozens of significant market
disruptions in CFTC-regulated futures and derivatives markets in recent years.*

AFR has previously commented on both the Commission’s Concept Release on automated
trading and the later NPRM issued in 2015.° In both of these cases, we urged the Commission to
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be more aggressive in laying out structural reforms to the markets and more specific limits on
dangerous automated trading practices. We criticized the 2015 Reg AT NPRM as essentially
principles-based and self-regulatory. The current Supplemental NPRM does not change our basic
assessment, as it maintains the basic framework of the 2015 NPRM, with no movement toward
additional specificity in risk limits or risk control requirements or reduced discretion for market
actors in designing and implementing risk controls.

There are several more aggressive directions the Commission could take with regard to forms of
automated trading that pose risks to the market. These could include direct limits on latency, a
“speed limit” such as the frequent batch auctions methodology recently proposed by leading
academics.® They could also involve a stronger role in dictating appropriate risk controls that
was informed by extensive enforcement experience. The authority for aggressive enforcement in
this area has been increased by Dodd-Frank changes that granted the Commission additional
authority to pursue “spoofing” and other forms of market manipulation, including general anti-
manipulation authority. The Commission could also pursue more comprehensive trade data
reporting that allowed more detailed tracking of intra-day positions and inventories. This data
would permit better monitoring of the capital positions and stability of market makers who rely
on high-frequency automated trading.

There is little evidence of such forceful approaches in the current Supplemental NPRM.
However, we realize, that current CFTC resources may be too limited to be able to implement a
strong policy in this area even if the Commission had the will to do so. This lack of resources
presents a serious danger to the needed oversight of these important markets. The Commission’s
director of enforcement during the Obama administration recently stated that the Commission
lacked the technological and personnel capacity needed to carry out needed investigation of what
he characterized as a “massive amount of misconduct” in futures, options and swaps markets.’
The current Congressional majority has shown no sign of addressing this resource shortfall,
proposing in the latest CFTC reauthorization legislation to freeze Commission funding at current
levels for the next five years. In such an environment, it can be appropriate for the Commission
to craft rules that economize on the use of highly limited enforcement and monitoring resources.
But the Commission should do so in ways that maximize the impact of scarce resources, and do
not restrict the ability to take more needed action in the future. We also urge the Commission to
advocate for the resources needed to properly address technological developments in the
markets.
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The Supplemental NPRM includes a number of changes to make the regime of registration and
self-designed risk controls easier for industry participants, changes that will also reduce the
number of entities directly monitored by the Commission. The changes include:

¢ shifting the risk control requirements from three levels, the Automated Trading (AT)
person, the Futures Commission Merchant (FCM), and the Designated Contract Market
(DCM) to two levels by permitting an AT person to delegate risk controls to its FCM,

¢ limiting registration as AT persons to those entities that exceed a volume threshold for
transactions,

e allowing outside certification of third party trading systems, and

¢ limiting Commission access to algorithmic source code to cases where either
Commission staff has obtained a subpoena or the Commission as a whole has voted for
access pursuant to a special call, while still requiring such code to be maintained for
potential access.

In order to maintain controls in cases where orders are submitted by traders who fall below the
new volume threshold, the Commission also proposes to make the FCM responsible for risk
controls for trades submitted by non-AT persons.

It would have been challenging for the Commission at its current funding levels to fully monitor
all the AT persons required to register under the original 2015 proposal. We therefore do not
object to the efforts in this Supplemental NPRM to reduce the number of AT persons and
concentrate more of the implementation of risk controls at the FCM level.

However, as regards volumetric thresholds, we continue to be concerned that smaller entities
which do not typically trade at high volume levels can create very significant disruptions to
trading markets in a single incident. This concern, along with the concern that volumetric
thresholds could be "gamed®, was also expressed by multiple industry participants at the 2016
CFTC staff round table on this issue.®

The fact that typically low-volume participants may severely impact markets, or that significant
participants may “drop off the radar” temporarily by moving below volume limits, does not
necessarily mean that it is unreasonable for the Commission to impose volume thresholds; such
thresholds may be a practical measure given limited CFTC resources. But it underlines that it is
absolutely critical that the Commission maintain and enforce the requirement in Proposed 1.82 of
the Supplemental NPRM that the introducing FCM be responsible for risk controls on all orders
introduced by non-AT persons. This requirement along with other provisions in the
Supplemental NPRM allowing designation of risk controls to the FCM imply that the CFTC will
encourage the concentration of technical expertise on risk controls at the FCM level. This is a

8 Commodity Futures Trading Commission, “Transcript for Staff Round Table on Automated Trading”, June
10, 2016. Available at
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reasonable way to narrow the range of entities the CFTC must monitor, but supervisory follow
through is crucial.

The source code provisions in the Supplemental NPRM also raise important questions. We
strongly support the requirement in Proposed 1.84 that firms maintain a source code repository
and audit trail that is available for inspection by the Commission and the Justice Department.
Without access to trading source code the actual causes of trading events are likely to remain
opaque to market regulators, and it will be difficult to make progress in better understanding the
emerging risks of automated trading.

Furthermore, as we pointed out in our response to the 2015 NPRM, any exemption from books
and records maintenance for automated trading source code would be an unjustified exemption
from regulatory oversight that is routine for other types of traders in the financial markets. At
any brokerage, instructions to a human trader, such as an email to an employee asking for them
to carry out a trade, including the conditions under which such a trade would be carried out (e.g.
a limit order) would be part of the books and records open to inspection by FINRA or the SEC.
Trading instructions must not be exempt from inspection simply because they are automated.
They should be part of the books and records of the organization, just as other order-related
documents are. Source code can equally be viewed as an investment or trading strategy, which
have always been a subject for regulatory inspection and oversight.

The Supplemental NPRM differs from the NPRM in that it explicitly states that the Commission
will not access source code unless it has obtained a subpoena or the Commission as a whole has
voted for access pursuant to a special call. Limiting access to source code to cases where a
subpoena has been issued would tend to limit source code access to cases where a significant
market disruption has already occurred and regulators are seeking ex post the reason for the
disruption. We hope that the CFTC’s technical capacities and experience in the oversight of
automated trading will increase and that the the Commission will be able to take advantage of
source code in those cases where it would be helpful for forward-looking risk assessment. From
this perspective, it is significant that the Commission specifies in the Supplemental NPRM that
source code may be accessed as part of a special call that is not made pursuant to an enforcement
action, and does not require any finding or implication that CFTC rules have been violated.® We
strongly support the maintenance of CFTC authority to access source code through such special
calls, independently of enforcement actions or subpoenas. Limiting source code access to
enforcement actions or subpoenas only would significantly reduce the potential benefits from
source code maintenance, as it would forfeit the considerable benefits that could be gained from
preventing market disruptions before they occur.

Thank you for the opportunity to comment on this Proposed Rule. If you have questions, contact
AFR’s Policy Director, Marcus Stanley, at marcus@ourfinancialsecurity.org or 202-466-3672.

Sincerely,
Americans for Financial Reform
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