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The Department of Justice (“Department”) is pleased to submit these comments in response to

the Department of the Treasury’s (“Treasury’s”) request for comments on the Regulatory
Structure Associated with Financial Institutions, 72 F.R. 58939, October 17, 2007.

SUMMARY

Based on its extensive experience investigating competitive conditions in various financial
markets, including financial futures, options, and equities, the Department believes that certain
regulatory policies governing financial futures may have inhibited competition among financial
futures exchanges, potentially discouraging innovation and perpetuating high prices for exchange
services.'

More specifically, the Department believes that the control exercised by futures exchanges over
clearing services — including (a) where positions in a futures contract are held (“open interest”),
and (b) whether positions may be treated as fungible or offset with positions held in contracts
traded on other exchanges (“margin offsets”) — has made it difficult for exchanges to enter and
compete in the trading of financial futures contracts. If greater head-to-head competition for the
exchange of futures contracts could develop, we would expect it to result in greater innovation in
exchange systems, lower trading fees, reduced tick size, and tighter spreads, leading to increased
trading volume.

In contrast to futures exchanges, equity and options exchanges do not control open interest,
fungibility, or margin offsets in the clearing process. This lack of control appears to have
facilitated head-to-head competition between exchanges for equities and options, resulting in low

'Our comments are directed solely at competitive issues raised by financial futures
markets. Markets for commodities futures, such as energy futures markets, are outside the scope
of this comment.



execution fees, narrow spreads, and high trading volume.” Equities and options execution
systems are also very sophisticated and feature-rich, more so than futures contract execution

systems.

Although characteristics of the equities and options markets differ from those of financial futures
markets, the clearing processes and related regulatory framework in equities and options markets
appear to provide useful lessons in the futures arena. In light of the potential competitive
benefits that could flow from regulatory changes that would facilitate competition in financial
futures exchange markets, the Department recommends that Treasury propose a thorough review
of futures clearing and its alternatives.

In these comments, the Department outlines its experience with competitive issues in financial
markets and provides background information on futures markets. We then provide an overview
of the competitive effects of exchange control of open interest, fungibility, and margin offsets,
and how current policies may have inhibited execution competition. We specifically examine
several failed efforts to enter financial futures markets and how efforts to enter were made more
difficult by current clearing policies. We next discuss how options and equities clearing policies
differ and have enabled beneficial trading venue competition. Finally, we consider whether there
are significant benefits that can only be achieved under the current clearing arrangement.

L THE DEPARTMENT OF JUSTICE’S EXPERIENCE WITH COMPETITIVE
ISSUES IN FINANCIAL MARKETS

The Department’s experience spans the spectrum of financial markets, including futures, over-
the-counter derivatives, fixed income, foreign currency, equities and options. In various sectors,
the Department has examined the underwriting process, front-end systems for delivering
information and data to market participants, execution systems, clearing processes and settlement
processes. We have conducted investigations of potentially anticompetitive behavior by market
participants, analyzed the likely effect of proposed mergers, and reviewed claims relating to
intellectual property rights. The following investigations are especially pertinent to the issues
discussed herein.

Financial Futures. The Department recently conducted an exhaustive investigation of the
competitive consequences of the Chicago Board of Trade’s (“CBOT”’) acquisition by the Chicago

*As discussed below, clearing in options is through the Options Clearing Corp. (“OCC”)
and clearing in equities is largely through the National Securities Clearing Corp. (“NSCC”). The
Department, in filing this comment, does not address the competitiveness of clearing markets in
equities, options, or futures. Rather, the focus of this comment 1s on the effect current futures
clearing policy has on the competitiveness of trade execution markets.
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