Mr. Christopher J. Kirkpatrick 
Secretary of the Commission 
Commodity Futures Trading Commission 
Three Lafayette Centre 
1155 21st Street, NW Washington, DC 20581 



Re: Notice of Proposed Rulemaking on Regulation Automated Trading (“Regulation AT”), RIN 3038-AD52

Mr. Kirkpatrick and Members of the Commission,




Introduction

On December 17, 2015, the Commodity Futures Trading Commission (CFTC) published the notice of proposed rulemaking (NPRM) offering, “a series of risk controls, transparency measures, and other safeguards to enhance the safety and soundness of automated trading (AT) on all designated contract markets (DCMs) (collectively, Regulation AT).”[footnoteRef:1] This proposal lays out a principles-based regulatory framework intended to ensure that market participants follow current industry best practices and maintain a set of risk controls reasonably designed to prevent a market disruption due to algorithmic trading.  [1:  Regulation Automated Trading, Proposed Rule, 80 FR 78824 (Dec. 17, 2015)] 


The mission of the CFTC is “to foster open, transparent, competitive, and financially sound markets. By working to avoid systemic risk, the Commission aims to protect market users and their funds, consumers, and the public from fraud, manipulation, and abusive practices related to derivatives and other products.”[footnoteRef:2]  [2:  CFTC Mission & Responsibilities http://www.cftc.gov/about/missionresponsibilities/index.htm] 


Regulation AT is meant to accomplish several things. The general guiding principle is to help create a level-playing field due to the proliferation of algorithmic trading. More than 70 percent of trading in futures is now automated. In just a few years, trading has gone from open-outcry pits, to a machine dominated market. This proposed rule acts to limit a ‘‘race to the bottom’’ in which certain traders sacrifice effective risk controls in order to minimize costs or increase the speed of trading. The proposed rules, by standardizing the risk controls to be used by firms, hopes to ensure a reduction in the likelihood that an outlier firm, without sufficient risk controls, could cause significant market disruption. However, my comment will seek to challenge the assumptions that underpin the Commission’s analysis and provide suggestions for improvement. 

I have three major criticisms of this regulation and suggestions for each:
· The risk controls themselves can cause market issues.
· The proposed rule does not have nearly a comprehensive enough benefit-cost analysis.
· Most importantly, this rule circumvents the fundamental market flaws at issue and does not look at alternative solutions.


Summary of Public Need and Potential Issues Therein

The reliance on algorithmic trading unduly provides a few traders, which would otherwise have little ability to cause disruptions in financial markets, a disproportionate ability to cause widespread harm. A single, unregulated trading code has the theoretical potential to generate thousands of almost instantaneous orders or create imbalances throughout the trading ecosystem. While no single actor was entirely responsible for the 2010 ‘flash crash’, it is generally accepted that that event was due to unregulated algorithmic trading codes that did not implement pre-trade risk checks.[footnoteRef:3]  [3:  Brush, Silla & Tom Schoenberg & Suzi Ring. How a Mystery Trader With an Algorithm May Have Caused the Flash Crash. Bloomberg Technology. April 22, 2015. https://www.bloomberg.com/news/articles/2015-04-22/mystery-trader-armed-with-algorithms-rewrites-flash-crash-story
] 


Regulation AT attempts to solve this issue by imposing risk controls on trades rather than address the underlying market failure, which I will touch upon later. Regulation AT attempts to address the systemic risk, which causes externalities, by introducing several provisions. First, Regulation AT would require pre-trade risk controls and other measures for the use of algorithmic trading in order to promote the continued safety and soundness of the commission-regulated markets. Regulation AT would require the registration of certain market participants who are not already registered with the Commission. The Commission proposed requiring that AT Persons provide the DCMs (designated contract markets) on which they operate with annual reports containing information on the AT Persons’ compliance with requirements concerning risk controls. Additionally, Regulation AT requires that algorithmic trading source code be preserved and made available to the Commission when necessary.

This regulation attempts to do too much without a clear central problem that is being addressed. Is the issue the asymmetry of information – that due to the speed and automated nature of certain trades that select traders are able to engage in arbitrage in such a way that is only possible due to the fact they are privy to market information that others are not? If so, this issue could be solved in other ways. Is the issue that of externalities – that the market is unnecessarily unstable due to a race for the fastest trade? My comment challenges the assumption that this rule will really further the mission of the CFTC, and whether there might be unintended side effects.

Additionally, as firms race to have the fastest trade they increase their transactions costs without creating more value. Firms are paying tremendous sums simply to compete with the other firms that are already engaging in this way. The race-to-trade pushes competition, which will drive profits to zero. However, this does not mean that it will drive costs to zero. As we can see costs to trade as fast as possible are dramatically increasing. This results in a deadweight loss made up of the profits that would have been made by firms if the market did not have this them spending on higher transactions costs. The cost to engage in trading goes up as transactions costs increase with the use of more high-tech methods of trading, in turn firms have to attempt to collect more to compensate for higher transactions costs. This results in traders profiting by jumping in front of other traders, and such trades are not promoting the market to be more as efficient as possible, rather the opposite. So, we can see that the fastest market, here, is not the most efficient. Finally, the rule is too prescriptive given the wide variety of trading practices covered by the rule

In an attempt to better regulated the market by mitigating risky traders who do not face the proper incentives in the market, this regulation sets out to establish risk control standards, rebalance issues of asymmetric information, and establish the missing infrastructure for the regulating agency to effectively do as they were tasked to do. As stated, “the Commission intends to foster a level playing field across market participants, and avoid a situation where firms with stronger risk control systems face speed disadvantages.”[footnoteRef:4] Due to the unexpected and disruptive behavior of an algorithm, AT’s can have a significantly impact on other market participants, thus leading to potential systemic risk.  [4:  Federal Register/Vol. 80, No. 242/Thursday, December 17, 2015/Proposed Rules page 78900 ] 


The Commission again seems to be trying to do too much with this signal regulation. Regulation At seems concerned with rebalancing market power, which seems like an odd role for government, unless it is concerned about monopoly power (which does not seem to be the case here), while the Commission is attempting to temper those ATs that are less scrupulous than others at risk management, allowing them to trade faster as well as potentially do the most harm if a code goes array. This causes two potential problems. First, these less scrupulous ATs profit from jumping ahead of more disciplined traders (as mention above when introducing the issue of asymmetric information). Second, because these AT’s lack risk management, they are more likely than not to cause disruptions in the market (which introducing an externality). I challenge the need for this by looking at how market based alternatives could solve this issue neither by mandating a standard nor imposing undue costs on traders. 


Discussion of Risk Controls

Regulation AT asserts that the risk controls be applied throughout the lifecycle of a trade. This can easily be duplicative and may result in implementation issues, contradictory controls and impose compliance costs even in the face of error. If the same conceptual risk control is implemented at multiple levels, but is applied or calculated differently at each level, market participants may struggle to predict or discern which of these orders will reach the order book and which may be (inadvertently or unexpectedly) screened by a lower-level risk layer. This could ultimately cause substantial harm to a market participant and the marketplace generally. The multiple risk filters across different entities may reduce the probability that a harmful trade reaches the market, but such redundancy may be inefficient or increase complexity, costs, and possible errors if the risk parameters are not coordinated properly.

This redundant risk control application seems unnecessary. Even more problematic, Direct Contract Markets are on the hook to identify and remediate any insufficient mechanisms, policies and procedures, including calibrations of pre-trade risk controls. This seems to be a precarious method of establishing compliance. If the intention is to get traders to cease algorithmic trades through regulation based controls, then the onus should be on the trader for noncompliance. It should be considered that simpler process of self-assessments, like the Financial Industry Regulatory Authority (FINRA), might be a less costly and less burdensome method. FINRA has established guidelines that promote efficient markets through allowing differing methods based on expectations of good faith. They have addressed issues with automated trading the same way they address all other trading issues, which incentivizes efficient trades rather than forcing a complex and costly technical fix, as Regulation AT seeks to do. Particularly, firms are expected to undertake a holistic review of their trading activities and consider implementing a cross-disciplinary committee to assess and react to the evolving risks associated with algorithmic strategies. With this dynamic approach they are always keeping up with the changing market. I will discuss some of these self-regulatory methods towards the end of this comment. 


Discussion of the Benefits and Costs of Regulation

Section 15(a) of the CEA requires the Commission to ‘‘consider the costs and benefits’’ of its actions before publishing a regulation. Additionally, it specifies that the costs and benefits must be evaluated with consideration of the following five areas of market and public concern: (1) Protection of market participants and the public; (2) efficiency, competitiveness, and financial integrity of futures markets; (3) price discovery; (4) sound risk management practices; and (5) other public interest considerations.[footnoteRef:5] [5:  7 U.S.C. 19(a). ] 


The benefit cost analysis (BCA) supporting this regulation is weak at best. The supplemental analysis only provides one estimate for compliance costs based on the outcome of BCA that uses only one set of inputs. It is neither clear how these figures were selected nor why there are not bounds set on potential costs. This makes it difficult to evaluate the rule. 

Regulation AT states, “[t]he existing norms or best practices serve as the Commission’s guide for determining the status quo baseline against which to measure the incremental costs and benefits of the proposed regulations.”[footnoteRef:6] The rule would impose a first time-cost $101,311,260 of implementation.[footnoteRef:7] Additionally, the rule would impose $16,488,300 in annual costs.[footnoteRef:8] These figures are based on a host of assumptions that are neither explained not justified. For example, the cost break down for development and testing of Algorithmic Trading Systems is broken down as follows: 1 Project Manager, working for 1,707 hours (1,707 × $70 = $119,490); 2 Business Analysts, working for 853 hours (853× $52 = $44,356); 3 Testers, working for a combined 2,347 hours (2,347 × $52 = $122,044); and 2 Developers, working for a combined 853 hours (853 × $75 = $63,975).[footnoteRef:9]  [6:  Federal Register/Vol. 80, No. 242/Thursday, December 17, 2015/Proposed Rules, page 78895 ]  [7:  Idid.]  [8:  Federal Register/Vol. 80, No. 242/Thursday, December 17, 2015/Proposed Rules, page 78925-6]  [9:  Federal Register/Vol. 81, No. 227/Friday, November 25, 2016/Proposed Rules, page 78888 ] 


However, if the amount of hours needed changes then the initial one time cost would be erroneous. Again, it is unclear how the number of hours, why wages are assumed to be the same as 2012,[footnoteRef:10] and other bounds on compliance costs were set. Thus one cannot accurately tell if costs are an appropriate assessment. The Commission should consider setting a bounded range of possible costs, so that a sensitivity test can show if the benefits indeed do outweigh the costs, as statuary states they should. It seems odd the Business Analysts and Developers would work the same amount of hours as well as significantly less than any other employee. If these two groups worked 1000 hours at the same wage, still far less than any other group, then the total for that firm would increase by $18,669. Likewise, for every $5 increase in wages for the Project Manager, there is a corresponding $8,500 increase in costs, holding hours constant. Finally, if all employees work 100 hours more at the same wages, there would be a corresponding increase of $24,900. While these are very rudimentary changes, one can see how such a precise cost estimate equation is flawed. Additionally, while these costs may seem insignificant to a larger trading firm, any cost can potentially be a barrier to entry for smaller firms. This should be considered as a potential problem beyond the simple calculation estimate, and the Flexibility Analysis should reflect the issues from such a precise expected cost.  [10:  Federal Register/ Vol. 80, No. 242 / Thursday, December 17, 2015 / Proposed Rules 78885] 


The provision that “knowledgeable and qualified staff” must conduct continuous and real-time monitoring of these controls during trading sessions and must have the authority to implement controls, such as order kill switches, when needed, does not seem to be factored into the BCA as cost that would not otherwise be spent by the firm. Many firms already have risk controls in place, seeing it is in their interest to not cause wide spread market failure.

Beyond simple calculation differences depending on variation in input, the ability for the Commission to even do a BCA seems tenuous. As stated in the proposed rule:

Full quantification of the costs is not reasonably feasible because costs depend on the size, structure, and practices of trading firms…Within each category of entity, the size, structure and practices of such entities will vary markedly. In addition, the quantification may require information or data, some of which may be proprietary, that the Commission lacks means to access…finally, in general, full quantification of the benefits of the proposed rule is also not reasonably feasible, due to the difficulty in quantifying the benefits of a reduction in market disruptions and other significant market events due to the risk controls and other measures proposed in Regulation AT.[footnoteRef:11] [11:  Federal Register/Vol. 81, No. 227/Friday, November 25, 2016/Proposed Rules, page 85370  ] 


The concession by the Commission throws the foundations of the BCA into question, which shows all the more reason the CFTC should present a range of costs. This statement in conjunction with the lack of a range of cost estimates does not make a convincing statement that the benefits outweigh the costs. A more thorough BCA with ranges of costs would greatly benefit the argument. 

Additionally, assigning some quantified value to the benefit would do likewise.  The proposed rule does provide some expected benefits. Of these however, there is no quantification. As mentioned in the above section on costs, this rule is hard to full analyze given the lack of comparable data. The Commission states, “[w]here reasonably feasible, the Commission has endeavored to estimate quantifiable costs and benefits.”[footnoteRef:12] However, there does not appear to be any quantified value for the benefits gained from this regulation.  [12:  Federal Register/Vol. 81, No. 227/Friday, November 25, 2016/Proposed Rules, page 85366] 


In light of the limitation of attempting to do a BCA on financial rules, the Commission should consider conducting a Cost-Effectiveness Analysis or a Break-Even Analysis. These alternatives to the BCA allow for more uncertainty. Additionally, a recent Congressional Research Service report on addressing issues of BCA with financial markets outlines how these two alternatives can help satisfy both the need to create the most helpful regulations while recognizing the burden of costs.[footnoteRef:13] For a Break-Even Analysis, if the total first-time cost for compliance is $101,311,260 and as the NPRM states 120 AT persons would be covered by this rule,[footnoteRef:14] then the cost of not preventing each AT person from acting needs to be greater than $844,260.5. It is unclear whether the Commission has done a sufficient job asserting that this upfront expense is justified, if looked at from this lens. However, the annual costs when broken down by day and spread out through all AT persons, the daily cost to regulate is $381.7. Thus, it may behoove the Commission to find a way to reduce the first time cost, if they wish to pursue this line of thinking. A question for the Commission is, how many harmful trades have to be prevented for imposing these costs be justified, and how will you know that this regulation is what caused these trades not to happen?  [13:  CRS, “Cost-Benefit Analysis and Financial Regulator Rulemaking”, April 12, 2017, R44813, https://www.everycrsreport.com/reports/R44813.html]  [14:  Federal Register/Vol. 81, No. 227/Friday, November 25, 2016/Proposed Rules, page 85336 ] 



Alternatives to Government Intervention

If the purpose of this regulation, as has been set forward both in the mission statement of the CFTC and in the summary of this regulation, is to provide a competitive market where traders can engage in informed productive trades, then this regulation may help, but would deter market based solutions, of which there are several. It is worth pointing out that market participants (around the world) are currently looking for their own solutions to the problems that CFTC is trying to address.  The Commission needs to be careful that it isn’t suppressing those innovations that might turn out to be the best solution.

The high-frequency trading arms race is a symptom of a basic feature in the design of modern financial exchanges: continuous-time trading. That is, under the continuous limit order book market design that is currently predominant, it is possible to buy or sell stocks or other exchange-traded financial instruments at any instant during the trading day. Regulation AT does not address this feature. By allowing markets to impose a self-regulatory structure upon themselves, they can address the heart of what this rule seeks to do without imposing costs on the consumers and mandating the speed by which traders make deals. As it stands, exchanges are free to decide if they want to allow algorithmic and high speed trading. The participants who want to only trade on an exchange where they know that the issues of asymmetry in information are not there and that traders are not unnecessarily taking risk to compensate for high transactions costs can self-select into certain markets. Likewise, traders who, for whatever reason, would like to trade algorithmically, or feel that they are better served on high-speed exchanges may do so. 

Several market-based solutions have been proposed already that deal with the issues of automated trading, high frequency as well as the underlying issue of the continuous-time trading. The most popular solution is a coil system, as implemented on the IEX exchange started by Brad Katsuyama. The IEX solution allows market-pricing data to arrive simultaneously, this alleviates the issues of colocation as well – something that Regulation AT also attempts to address. Finally, this slight delay in market pricing data applies to all customers, so that none can be advantaged with asymmetric information. 

Similar to IEX system, Brian Mannix suggests a random time delay trading system.[footnoteRef:15] This method is based on similar principles as the IEX system, however instead of uniform delays on all trades, a random distribution of trades would be delayed. Mannix argues, “this forces all market participants to bear some short-term timing risk; but, for most of them, the cost of trying to avoid this tiny risk is not worth incurring. On average, trading a security in a buffered market should produce higher returns than trading an otherwise identical security in an unbuffered, “real-time” market’.”[footnoteRef:16] In fact, a group of banks in London have adopted a randomizing delay mechanism into a currency-trading platform called ParFX. The system utilizes a “unique matching mechanism appli[ed to] a meaningful randomi[z]ed pause to all order submissions, amendments and cancellations.”[footnoteRef:17] ParFX was built to improve foreign exchange trading. Additionally, they have reported that the buffering system is working as anticipated. This was only possible due to London’s less regulated trading system than U.S. equity trading and therefore more open to innovation. [15:  Mannix, Brian, “Game of Thumbs: Eliminating the Excesses of HFT Racing”, TabbFORUM, 2014. http://tabbforum.com/opinions/game-of-thumbs-eliminating-the-excesses-of-hft-racing?print_preview=true&single=true]  [16:  Ibid.]  [17:  ParFix, “About Us,” https://www.parfx.com/about-us/] 


Professor Eric Budish suggests switching from the continuous-trading model currently used to frequent batch trading.[footnoteRef:18] All buyers and sellers would place orders in a particular window of time and all orders would be executed simultaneously. Then the process would begin again. These rapid, but non-continuous trading periods would nullify the incentives for automated and high-speed trading by preventing arbitrage. Like the previous models, batch trading would address the issue of asymmetric information while also provide no incentive for risky arbitrage seeking trades.  [18:  Budish, Eric, Peter Cramton and John Shin, “The High Frequency Trading Arms Race: Frequent Batch Auctions As A Market Design Response”, Quarterly Journal of Economics, Vol. 130. Issue 4, November 2015. Available at http://faculty.chicagobooth.edu/eric.budish/research/hft-frequentbatchauctions.pdf] 


Each of these alternatives shows that there are viable markets solutions that address the problems that Regulation AT does but does so without costly government intervention. There would be no cost of compliance. Additionally, having an array of market designs would increase the options for traders. By allowing markets to evolve to suit the needs of the participants the externality issue is also addressed. Having only those who know the risk of that exchange trading there mitigates and contains the cost of a case of flash-crash like event to third party traders.


Retrospective Review 

If this rule is to move forward, then the Commission should consider adding a plan for retrospective review. As it stands, the Commission has not stated what data or research would be done to evaluate whether the regulation has been effective. This is an unfortunate oversight. Regulation AT would interfere with regular market activity under the justification that it is preventing market failures, but there is no metric by which to judge its success. The simple lack of a “flash crash” does not mean the regulation has prevented one – crashes do not happen all the time. What baseline would this rule use to show improvement when compared? In other words, this rule cannot be falsified; one cannot say that it doesn’t work – which does not prove that it does.


Concluding Remarks

Regulation AT is set up to establish provisions that basically formalize current industry standards. If participants are already living up to these best practices, then this rule is simply unnecessary – potentially even harmful for market innovation beyond the issues addressed with the proposed pre-trade risk control measures.

Government intervention is only warranted when there is evidence of a market failure. Even then, the first question should not be ‘how do we fix it,’ rather it should be ‘should we step in.’ While, there may in fact be a market failure present, this solution would temper any market based solution. Markets have an amazing ability to course correct. In fact, this is happening already with this exact issue. Individual markets are already imposing risk controls and speed restriction, and the markets seem to fail to crash everyday.

This regulation does an insufficient job showing the need for intervention as well as does not address potential repercussions from its implementation. To summarize, first, the BCA does a lackluster job showing that the benefits in fact do outweigh the costs. Additionally, it seems problematic for a regulation to impose restrictions on a market that they can neither fully quantify nor measure the success of the regulation. Finally, by allowing the market to impose a self-regulatory framework, the same desired outcomes could be achieved without imposing the burden of compliance.


Thank you,
[bookmark: _GoBack]Nathaniel Black Rupp 
Trachtenberg School of Public Policy
George Washington University
