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CHANGING MARKET ROLES: THE FTX
PROPOSAL AND TRENDS IN NEW
CLEARINGHOUSE MODELS

THURSDAY, MAY 12, 2022

HOUSE OF REPRESENTATIVES,
COMMITTEE ON AGRICULTURE,
Washington, D.C.

The Committee met, pursuant to call, at 10:00 a.m., in Room
1300 of the Longworth House Office Building, Hon. David Scott of
Georgia [Chairman of the Committee] presiding.

Members present: Representatives David Scott of Georgia, Costa,
McGovern, Adams, Spanberger, Hayes, Brown, Kuster, Maloney,
Plaskett, O’Halleran, Carbajal, Khanna, Lawson, Correa, Craig,
Harder, Schrier, Thompson, Austin Scott of Georgia, Crawford,
DesdJarlais, LaMalfa, Davis, Allen, Rouzer, Kelly, Bacon, Johnson,
Baird, Cloud, Mann, Miller, Cammack, and Fischbach.

Staff present: Lyron Blum-Evitts, Carlton Bridgeforth, Emily
German, Ashley Smith, Paul Balzano, Caleb Crosswhite, Jennifer
Tiller, John Konya, and Dana Sandman.

OPENING STATEMENT OF HON. DAVID SCOTT, A
REPRESENTATIVE IN CONGRESS FROM GEORGIA

The CHAIRMAN. Welcome, everyone. The Committee will now
come to order. And I want to thank all of you for coming to this
important hearing. It is very timely. We see right now what is hap-
pening in the markets with cryptocurrency, which brings us to the
significance and importance of this timely hearing. So thank you
all for coming.

Our hearing is entitled, Changing Market Roles: The FTX Pro-
posal and Trends in New Clearinghouse Models. After a brief open-
ing statement, Members will receive testimony from our witnesses
today, and then the hearing will open for questions. And I will
begin with my opening statement.

Ladies and gentlemen, this is important. I feel personally that
this could be a serious threat, particularly to our derivatives mar-
ket and our cross-border dealings that we have been involved with.
As we know, we are dealing with an $822 trillion piece of the
world’s economy. That is what is on the table here today. And pri-
marily it is to keep our economy, our financial system as the great-
est in the world. That is what is at stake at this hearing.

So, I look forward and I am sure we will have a robust and well-
informed debate today on the merits and the suitability of the
clearing model that is proposed now by FTX. This is why we are
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here. And I have said many times before, and I think my reputa-
tion speaks for it in my 20 years, and that is this: I have a tremen-
dous respect, love, and admiration for our great financial system.
As Chairman of our House Agriculture Committee, as well as sen-
ior Member of the House Financial Services Committee, I am par-
ticularly well-suited to really deal with this emerging and worri-
some threat. Maybe after today you can convince me that it is not
a threat, but until then, it seems to be a threat to me, to our clear-
inghouses and the derivatives market.

Just as the CFTC has recognized the novelty of FTX’s proposal
to trade margin products under a non-intermediated clearing model
and the need for closer public examination, I have heard a number
of concerns about the risk, about the threats of their proposed
model, and I believe that we must take great caution to preserve
and protect our great financial system, the protections and the
international standing it affords our market participants.

And that is why I have asked you and I have brought some very
distinguished individuals today representing a variety of interests
and perspectives here to ensure that we are giving this conversa-
tion the appropriate amount of attention and that all the voices on
this issue will be heard this day.

Earlier this year, I invited and asked Chairman Behnam of the
CFTC to come and testify before our Committee on the state of the
CFTC, and I was heartened to hear that the Commission would
offer an opportunity for robust public input on this FTX proposal.
Any new and untested proposal that has widespread implications
for the orderly clearing of derivatives trades must be given due and
proper consideration.

Make no mistake, ladies and gentlemen, while the proposed
clearing model by FTX is limited in a select few cryptocurrency
contracts, we must consider the potential of this model to expand
into other derivatives market and be adopted in some form by
other clearinghouses.

Further, I am greatly concerned about the potential of this pro-
posal to upset international agreements that the CFTC and this
Committee have worked so hard to preserve, which have deemed
our current clearing structure and regulations equivalent to EU
and UK rules, affording U.S. derivatives clearing organizations the
ability to provide clearing services in their markets.

I want to remind you all that awhile back as I was serving as
Chairman of the Commodity Exchanges, Energy, and Credit Sub-
committee, that I, along with then-Chairman Collin Peterson and
Mike Conaway, who was also Chairman, and my friend Austin
Scott, we led a fight then to preserve the sanctity of our clearing-
houses. There was a threat that the EU wanted to regulate them.
We had to step in and stop that. So this is why this is very critical
as we look at this. Both sides of the aisle, Democrats and Repub-
licans, we are very concerned about that.

We have the greatest financial system in the world, as I said,
and we must ensure that the CFTC’s regulatory safeguards gov-
erning derivatives markets help us maintain that position in the
future. That is why this hearing is important.

And as Chairman of our House Agriculture Committee, I believe
it is very important for this Committee to ensure that this remains
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the case. And I look forward to our hearing today, and I am really
looking forward to hearing our expert panelists help us as we navi-
gate this challenging issue.

[The prepared statement of Mr. David Scott follows:]

PREPARED STATEMENT OF HON. DAVID SCOTT, A REPRESENTATIVE IN CONGRESS FROM
GEORGIA

Good morning to our witnesses and thank you for joining us today. The purpose
of today’s hearing is to examine the FTX proposal currently before the CFTC for
public comment and the potential of such changes to the traditional clearinghouse
model and roles of various market participants.

I look forward to what I'm sure will be a robust and well-informed debate today
on the merits and suitability of the clearing model proposed by FTX.

As I have said many times before, I have a tremendous love and admiration for
our great financial system.

And as Chairman of our House Agriculture Committee, as well as a senior Mem-
ber of the House Financial Services Committee, I am particularly interested in new
and novel developments involving the CFTC and our financial system.

Just as the CFTC has recognized the novelty of FTX’s proposal to trade margined
products under a non-intermediated clearing model and the need for closer public
examination, I have heard a number of concerns about the risks of their proposed
model and I believe that we must take great caution to preserve and protect our
financial system, the protections, and the international standing it affords our mar-
ket participants. That is why I have brought people representing a variety of inter-
ests and perspectives here together today to ensure that we are giving this con-
Eers%tion the appropriate amount of attention and that all of the voices are being

eard.

Earlier this year, Chairman Behnam was invited to testify before this Committee
on the state of the CFTC and I was heartened to hear that the Commission would
offer the opportunity for robust public input on the FTX proposal. Any new and un-
tested proposal that has widespread implications for the orderly clearing of deriva-
tives trades must be given due and proper consideration.

Make no mistake—while the proposed clearing model by FTX is limited to a select
few cryptocurrency contracts, we must consider the potential of this model to ex-
Eand into other derivatives markets and adopted in some form by other clearing-

ouses.

Furthermore, I am gravely concerned about the potential of this proposal to upset
international agreements that the CFTC and this Committee have worked so hard
to preserve which have deemed our current clearing structure and regulations
equivalent to EU and UK rules, affording U.S. derivatives clearing organizations the
ability to provide clearing services in their markets.

By holding today’s hearing, we are giving yet another public platform to shine a
light on these novel market structures and help to ensure that the potential implica-
tions—good or bad—of such proposals are thoroughly considered before any changes
are made.

We have the greatest financial system in the world, and we must ensure that the
CFTC’s regulatory safeguards governing derivatives markets help us maintain that
position into the future.

As Chairman of our House Agriculture Committee, I believe it is the role of this
Committee to ensure this remains the case and I look forward to hearing everyone’s
perspectives here today.

I will now turn it over to the distinguished Ranking Member, the gentleman from
Pennsylvania, Mr. Thompson, for any opening remarks he would like to give.

The CHAIRMAN. With that, now I will turn to our distinguished

Ranking Member, my friend from Pennsylvania, Ranking Member
Thompson, for his opening statement.

OPENING STATEMENT OF HON. GLENN THOMPSON, A
REPRESENTATIVE IN CONGRESS FROM PENNSYLVANIA

Mr. THOMPSON. Well, thank you, Mr. Chairman. I want to ac-
knowledge your efforts to work collaboratively with me on this
hearing. I especially appreciate that today’s table is a bipartisan
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witness table, and it will be a better hearing because of our work
together, so thank you very much.

In 1974 when the CFTC was first established, electronic trading
was so novel that Congress directed the Commodity Futures Trad-
ing Commission in statute to determine the feasibility of trading by
computer. Today, of course, the idea of computers would not have
taken over markets seems almost laughable. Our markets exist al-
most entirely on computers. There are virtually no open outcry pits
left anywhere in the world, but this transition didn’t happen over-
night. Certainly, many people are responsible for the transition to
electronic markets. However, we have to give credit to both CME
and ICE for their pioneering work in the 1990s and the 2000s to
bring the futures market into the digital age.

The benefits of this technology have been enormous. Today, com-
puters and capital work together to deepen liquidity, narrow
spreads, reduce transaction times, and create new hedging opportu-
nities. Electronic trading provides greater access and availability to
all market participants. But in the eyes of some, it also has some
drawbacks. Certainly, the men and women put out of work might
have mixed feelings. And to this day a few market participants con-
tinue to believe that electronic markets are more volatile and less
reliable than human-intermediated markets.

Now, since moving markets to the screen, technology underpin-
ning our markets has not stood still. Just last year, CME Group
announced it is undertaking the next step in electronic markets by
migrating to the cloud. And like the move to electronic trading,
their proposal could be both beneficial and disruptive to the mar-
kets. Cloud-based infrastructure could be another revolution in lev-
eling the playing field for market access, reducing cost for partici-
pants while also upending how existing participants interact with
exchanges.

Now, today, we are going to hear about another proposed market
innovation, a recent proposal from FTX to expand their current
non-intermediated clearinghouse to offer margin products. This
proposal has generated excitement, concern, hope, and confusion. It
sounds like Washington actually. You get all four of those emotions
going at once, that is the kind of world we work and live in some-
times. But we acknowledge that. And this proposal has generated
all of those emotions across the derivatives and the crypto indus-
tries. And as I have said in the past, I believe this proposal is wor-
thy of balanced consideration.

Now, I know the Commission is working diligently to consider it.
A few weeks ago Chairman Behnam sat before us in this very
room—thank you for that hearing, that opportunity—and explained
his process. Specifically, he committed to us that the Commission
will consider, as they do every proposal, the proposal publicly ac-
cording to the core principles for a derivatives clearing organiza-
tion. Chairman Behnam also committed to a comment period,
which closed yesterday, and to hold a public roundtable, which will
take place at the end of the month.

Now, I don’t believe this Committee should duplicate that work.
We have empowered the CFTC, the Commission and the Commis-
sioners, to ensure stakeholders and the public will have a seat at
the table, and now we must trust the process. Where the Commis-
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sion fails to consider the proposal appropriately, deviates from the
law, or unnecessarily limits debate, we should not hesitate to weigh
in. But that has not happened.

For me, the most interesting part of today’s testimony will be a
broader conversation about changing market structure and the
ever-evolving impact of technology on markets, sometimes at a
crawl and sometimes in leaps and bounds. Technological innovation
is revolutionizing the world around us.

Now, I hope we can discuss how technology can continue to em-
power market participants by reducing costs, improving access, and
protecting our financial markets by increasing transparency and
reducing systemic risk. Now, we have the largest, most liquid, most
dynamic derivatives markets in the world because the potential for
innovation is baked into our regulatory structure. In the end, it is
the market participants and ultimately the American people who
will benefit from the quality of these markets. Protecting and pro-
moting the health of our markets is what should drive each of our
regulatory decisions.

And I want to say a warm welcome to all of our witnesses and
I thank all of them for their diligence in preparing for today. And
I look forward to your testimony. And with that, Mr. Chairman, I
yield back.

The CHAIRMAN. Thank you, Ranking Member.

The chair would request that our other Members submit their
opening statements for the record so our witnesses may begin their
testimony and to ensure that we have ample time for everyone to
ask questions and our witnesses time to give good thorough an-
swers.

Now it is my pleasure to introduce our distinguished panel. Our
first witness today is Mr. Terry Duffy. Mr. Duffy is the Chairman
and Chief Executive Officer of the CME Group. Our next witness
today is Mr. Sam Bankman-Fried, who is the Chief Executive Offi-
cer and Founder of the FTX U.S. Derivatives. And our third wit-
ness today is Mr. Walt Lukken, the President and Chief Executive
Officer of the Futures Industry Association. And our fourth witness
today is Mr. Christopher Edmonds, the Chief Development Officer
of the Intercontinental Exchange. And our fifth and final witness
today is Mr. Christopher Perkins, the President of CoinFund Man-
agement, LLC. Welcome to all of you. Thank you for coming.

Now we will get right to the testimonies. Mr. Duffy, you will be
first. Please begin when you are ready.

STATEMENT OF HON. TERRENCE A. DUFFY, CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, CME GROUP, CHICAGO, IL

Mr. Durry. Well, thank you, Mr. Chairman and Ranking Mem-
ber Thompson, for holding this hearing today. It is a great pleasure
to be back in this body. I haven’t been here in several years, and
it is wonderful to be in person with everyone again. And I hope you
and your families are all healthy and doing well.

As the Chairman said, my name is Terry Duffy. I am the Chair-
man and Chief Executive Officer of CME Group, the world’s lead-
ing derivatives marketplace, offering futures and options, contracts
across every investable asset class. Risk management and innova-
tion are hallmarks of CME Group and have always been funda-
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mental to centrally cleared derivatives markets in the United
States.

Under false claims of innovation that are little more than cost-
cutting measures, FTX is proposing a risk-management light clear-
ing regime that would inject significant systemic risk into the U.S.
financial system. The FTX model would come at the expense of
proven risk mitigation practices, market integrity, and ultimately
financial stability. In fact, the FTX proposal would significantly in-
crease market risk by potentially removing up to $170 billion of
loss-absorbing capital from the cleared derivatives market, elimi-
nating standard credit, due diligence practices, and perhaps most
importantly destroying risk management incentives by eliminating
stakeholder capital requirements and mutualized risk.

The FTX proposal to instantaneously auto-liquidate any cus-
tomer who is under margin at any given moment in time would
jeopardize both market integrity and financial stability. Auto-liq-
uidation can exacerbate volatility and create dramatic price moves
during times of turbulence. In an already stressed market, these
automated liquidations could lead to a repeated pattern of price de-
clines followed by additional liquidations. This has the potential to
build losses on top of losses and destabilize markets for all partici-
pants.

Furthermore, FTX’s market maker and backstop liquidity pro-
vider plans imported from its offshore practices in low regulatory
jurisdictions raises serious questions about the potential conflicts of
interest embedded in the FTX model.

Finally, the FTX proposal eliminates critical customer protec-
tions. Under their model, market participants will lose important
customer segregation protections and could be exposed to increased
collateral investment losses. In non-defaulting customer positions—
let me repeat that—non-defaulting customer positions could be ter-
minated or collateral liquidated at the discretion of first line of de-
fense against losses for any reason under any market condition. By
contrast, U.S. clearinghouses like CME Clearing have billions of
dollars of resources available in the default waterfall that must be
used to cover losses prior to any possibility of a position tear-up.

The FTX proposal is not innovation. It is an evasion of best prac-
tices and prudent risk management. And while the Commodity Ex-
change Act may promote innovation, it does not promote innovation
for the sake of innovation alone. In order to approve the FTX pro-
posal, the CFTC must determine that it complies with the core
principles and is in the public’s best interest. We do not see how
the Commission could credibly make this finding or legally limit its
approval even on a test basis to crypto only. If the Commission
makes its finding for crypto markets, they will not be able to keep
FTX or others from expanding into other asset classes. To suggest
otherwise would put all market participants at an extreme dis-
advantage. Market structure changes would affect the entire indus-
try, not just FTX. And all platforms must be able to participate
under the same rules at the same time. Accordingly, the CFTC
should either reject the FTX proposal or commence a formal rule-
making to allow a broader public discussion of appropriate risk
management standards.
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In conclusion, let me make one final point. As you know better
than anyone, Chairman Scott, you and this Committee have spent
enormous time—you mentioned it in your opening remarks—and
energy defending the CFTC’s standards and regulatory oversight as
equal to or better than any other jurisdiction in the world. If in fact
the CFTC decides to approve a rushed and ill-conceived proposal,
we believe the hard-won cross-border equivalence agreement that
you referred to will come under question.

Just a few weeks ago, sir, a senior European Central Bank offi-
cial warned, and I quote, “The crypto market is now larger than
the subprime mortgage market was when it triggered the global fi-
nancial crisis.” To put this into context, the subprime mortgage
market was at $1.8 trillion in 2008. Today, the cryptocurrency
value is north of $1.8 trillion and growing. The stakes are ex-
tremely high.

Exempting FTX from well-established U.S. clearing rules could
undermine confidence in our regulatory regime. Therefore, I ap-
plaud you, Mr. Chairman and this Committee, for holding this
hearing today. Your oversight of the derivatives marketplace struc-
ture is critical to ensuring sound public policy. Mr. Chairman,
Ranking Member, and Members of the Committee, I thank you. I
look forward to answering your questions.

[The prepared statement of Mr. Duffy follows:]

PREPARED STATEMENT OF HON. TERRENCE A. DUFFY, CHAIRMAN AND CHIEF
EXEcUTIVE OFFICER, CME GRrouP, CHICAGO, IL

Chairman Scott, Ranking Member Thompson, and Members of the Committee, I
am Terry Duffy, Chairman and CEO of CME Group Inc. (“CME”), the world’s lead-
ing and most diverse derivatives marketplace. We offer the widest range of global
benchmark products across all major asset classes and provide clearing services for
our customers around the globe through our clearinghouse, CME Clearing.

Thank you for the opportunity to testify today regarding proposed revisions to the
derivatives clearing organization (DCO) registration order of LedgerX, LLC d.b.a.
FTX US Derivatives (“FTX”) to offer central clearing of margined products directly
to retail customers (the “FTX Request” or “FTX Proposal”). This proposal, if ap-
proved by the Commodity Futures Trading Commission (“CFTC”), would represent
a dramatic change to the market structure of the derivatives industry and would
set a precedent with wide-ranging negative implications for the safety and sound-
ness of U.S. financial markets.

FTX’s Proposal is glaringly deficient and poses significant risk to market stability
and market participants. We believe the implications of this application far exceed
the parameters of the typical matters that lay before the CFTC, and we appreciate
your interest in considering the numerous pitfalls inherent in the FTX Request. It
is imperative that the committee of jurisdiction provides oversight and consideration
of this matter. It is of fundamental importance to the effectiveness of the global
commodity markets, and I hope that you will give the FTX Request the fullest meas-
ure of scrutiny because, as proposed, it promises to usher in a derivatives clearing
model rife with risk management deficiencies, market integrity issues, cross border
implications, and customer protection issues.

I. Risk Management Deficiencies in the FTX Request

FTX’s proposal does not instill the necessary risk management incentives for its
participants—it is risk management “light.” Under this regime, FTX will not impose
any capital requirements on its participants and does not intend to maintain
mutualizable participant resources (i.e., loss-sharing among non-defaulting partici-
pants) to address participant defaults.

More broadly, FTX’s proposal is insufficient, as its direct model eliminates poten-
tially billions of dollars of loss-absorbing resources that are currently a feature of
the derivative markets.



A. Elimination of Capital Requirements

FTX’s proposed risk management regime has no capital requirements for partici-
pants. Today, DCOs maintain strict minimum financial requirements and are back-
stopped by the FCMs’ own capital. FCMs, in the aggregate, maintain over $173 bil-
lion in adjusted net capital and other resources.! There is no indication that FTX
would hold capital or residual interest comparable to FCM levels today.

B. Lack of Counterparty Due Diligence

Counterparty due diligence is a linchpin of the modern financial system and a key
part of current DCOs’ risk management practices, used to confirm that clearing
members are well-placed to meet the obligations that arise from their risk-taking.
FTX would not be the first party, novice or otherwise, to suggest that financial mod-
eling and algorithm design could eliminate the need for best practices in risk man-
agement; however, the eventual fate of Long-term Capital Management2 and be-
spoke financially engineered products, such as mortgage-backed securities and
collateralized debt obligations, suggest that it would be folly to unwind core risk
management practices based on the assurance that “this time it’s different.”

C. Insufficient Financial Resources for Managing Participant Defaults

Unsurprisingly given the proposed lack of capital requirements for participants,
under FTX’s proposal, FTX will have insufficient financial resources to address de-
fault events (i.e., tail risk). Additionally, by proposing to self-fund its guaranty fund,
FTX eliminates a core incentive for participants to effectively manage their risks.
In contrast, current DCOs require clearing members to fund a mutualized pool of
resources with knowledge of the risks they assume (in addition to a DCO’s own con-
tribution known as, “skin-in-the-game”), so that as risk-taking increases, resources
increase. This provides incentives to clearing members to manage their own and
their customers’ risk in business-as-usual and stressed markets, while also
incentivizing them to actively participate in the default management process. Re-
moving the potential for loss mutualization, as FTX proposes, eliminates these risk
management incentives.

D. Failure to Use Appropriate Stress Scenarios for Sizing Financial Resources

FTX also does not appear to fully understand the concept of “extreme but plau-
sible market conditions” (emphasis added)3 for the purposes of guaranty fund
sizing. Surprisingly, FTX appears to suggest that increasing the assumed number
of participants defaulting meets this requirement,* and no other information is pro-
vided in the FTX Request on its stress testing methodology. DCOs today size their
financial resources using both historical data and hypothetical scenarios that are de-
signed to capture tail risk.> Failing to do this ignores tail risk and leads to inad-
equate resources to cover default losses, particularly during stressed markets.

1CFTC, Financial Data for FCMs (Feb. 2022) (noting, figure includes adjusted net capital and
residual interest for the customer segregated account), available at hiétps:/ /www.cftc.gov /sites/
default/files /2022-04/ 01-%20F CM%20Webpage%20Update%20-%20February%202022.pdf.

2The near-failure of Long-Term Capital Management (“LTCM”) and the hedge fund it oper-
ated (“LTCM Fund”) in the summer and early fall of 1998 vividly highlighted the need for using
sound risk management practices in the financial markets. LTCM engaged in highly leveraged
trading for the LTCM Fund based on the general strategy that liquidity, credit and volatility
spreads would narrow, in a range of financial instruments including derivatives. LTCM relied
on risk management models that underestimated the risk that the spreads would widen as they
did. By the end of August 1998, the capital held by the LTCM Fund had declined over 50%
from the start of the year. The President’s Working Group on Financial Markets issued a report
in April 1999 identifying the risk management and other failures at LTCM and its
counterparties and provided a number of recommendations in the report to enhance risk man-
agement practices, including counterparty due diligence. See “Hedge Funds, Leverage, and the
Lessons of Long-Term Capital Management Report of The President’s Working Group on Finan-
cial Markets” (April 1999).

3 CFTC Regulation 39.11(a)(1).

4FTX Request, Letter from Julie L. Schoening, Ph.D., Chief Risk Officer, FTX US Derivatives,
to Clark Hutchinson, Dir., Div. of Clearing & Risk, at pg. 3 (Feb. 8, 2022) (Financial Resource
Requirements under Core Principle B and CFTC Regulation 39.11(a)(1) in the Absence of Clear-
ing Futures Commission Merchants (“FCMs”)) (noting, “[ilncreasing the number of the largest
participants that are assumed to default at the same time makes a scenario more extreme but
naturally decreases the plausibility of such a scenario.”), available at https:/ /www.cftc.gov/
media /7006 /ledgerx_dba ftx ltr fin resource req2-8-22/download.

5CFTC Regulation 39.11(c)(1) (noting, CFTC Regulation 39.36(a) establishes additional re-
quirements with respect to a systemically important and electing subpart C DCO’s stress testing
methodology (e.g., scenarios considered)).



II. Market Integrity Jeopardized

The FTX Request, as designed, would have a significant negative impact on mar-
ket integrity. FTX assumes that auto-liquidation is a panacea that eliminates the
need for other risk management practices. FTX is arguing in favor of eliminating
best practices in risk management represented by risk-based capital and other par-
ticipation requirements, counterparty credit due diligence, and participant funded
mutualizable resources for managing defaults, among others. This collectively elimi-
nates core incentives for participants to effectively manage their risk-taking.

Contrary to FTX’s assertions, auto-liquidation is not a new concept and has not
been broadly implemented due to the panoply of problems it creates, particularly in
stressed markets. Auto-liquidation may, at first glance, appear to be novel but it has
been evaluated and generally dismissed as a market-wide risk management tool for
three primary reasons: (1) it risks creating a vicious pro-cyclical cycle of cascading
liquidations; (2) it incentivizes market abuse and bad behavior, including but not
limited to, market participants triggering and trading against liquidation orders and
market participants anticipating and front-running the liquidation orders, exacer-
bating market volatility and increasing liquidation cost; and (3) at least in the case
of the FTX implementation, it closes out participant positions without the ability to
cure the collateral shortfall.

Moreover, FTX appears to realize that its proposed auto-liquidation tool and use
of backstop liquidity providers may not always be successful. However, rather than
proposing additional resources or risk management incentives to address an unsuc-
cessful liquidation, FTX’s proposed solution is to tear up positions in a manner simi-
lar to what was recently observed in the nickel derivatives market in the UK.

A. Cascading Liquidations

FTX’s proposed use of an auto-liquidation algorithm across its entire customer-
base could cause widespread market disfunction and price distortions. Often re-
ferred to as a “contagion effect” in mass liquidations, the market impact associated
with the liquidation of one account can cause the liquidation of other accounts, thus
leading to a dysfunctional cycle of cascading account liquidations. Auto-liquidation
has historically shown a propensity to exacerbate price moves during volatile mar-
kets, leading to cascading liquidations and further market destabilization.®

B. Market Abuse

FTX’s proposed use of an auto-liquidation algorithm across its entire customer-
base also sets the table for significant abusive practices. FTX’s seemingly predict-
able auto-liquidation algorithm (i.e., X-percent of account liquidated in Y-second in-
tervals) paves the way for predatory order anticipation strategies to front-run or
trade ahead of the liquidation, which would have the effect of removing market li-
quidity and thus impairing the ability of the auto-liquidation algorithm to offset po-
sitions without significant price concession. It is also conceivable that sophisticated
market participants could earn significant profits triggering and trading against lig-
uidations, particularly during times of low liquidity.

C. Broken Hedges

FTX has expressed its ambition to apply its model to other asset classes. Auto-
liquidations could also have knock-on effects on the real economy, including exacer-
bation of price increases already being observed due to inflationary pressures, if it
were utilized in core commodity markets such as agricultural, energy, and metals,
as well as other markets. Commodity producers and purchasers often use deriva-
tives markets to hedge their business risks over short-term and long-term time hori-
zons. This has been reflected by the hedge accounting rules which, under certain
conditions, allow these participants to benefit from preferential accounting treat-
ment due to the reduced business risk associated with their well-hedged exposures.

6See CME Group, Notice of Disciplinary Action, COMEX-15-0303-BC (Sept. 2020) (sanc-
tioning firm that utilized functionality designed to automatically liquidate under-margined cus-
tomer accounts that caused extreme price movements, liquidity and trade volume aberrations
and velocity logic events on multiple occasions), available at hitps:/ /www.cmegroup.com /no-
tices/disciplinary /202009 / COMEX-15-0303-BC-INTERACTIVE-BROKERS-LLC.html. See also
CME Group, Notice of Disciplinary Action CBOT-15-0158-BC (Mar. 2017) (sanctioning firm
that utilized an auto-liquidation algorithm to liquidate under-margined client accounts causing
significant market disruptions on several dates), available at hAtips://www.cmegroup.com /no-
tices/disciplinary /2017 /03 / CBOT-15-0158-BC-SAXO-BANK-AS.html.
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FTX propagates a model where participants can be liquidated without notice,” in
the middle of the night, and on weekends and holidays, during illiquid market con-
ditions and at discounted prices.

Auto-liquidation would inject uncertainty in the application of hedge accounting
programs at firms because the risk of sudden broken hedges. Such a break could
occur during a market event, or in the case of FTX even without significant market
moves, leading to realized and unrealized gains impacting firms’ accounting state-
ments at a time when balance sheet stability is more important than ever.

D. Partial Tear-Ups as a Front-Line Risk Management Tool

Under FTX’s proposal, innocent, non-defaulting participants may be subject to lig-
uidation if FTX employs the partial tear-up of positions as a front-line risk manage-
ment tool to manage a default. FTX has the discretion to implement partial tear-
up prior to any attempt at liquidation (auto-liquidation or otherwise) or the use of
FTX’s guaranty fund.® Thus, even a participant who deposited significant amounts
of collateral in excess of their margin requirement to avoid auto-liquidation may still
be subject to having their positions torn-up through no fault of their own.

In other words, FTX has the power to implement a tear-up-similar to recent
events in the nickel derivatives markets—in business-as-usual market conditions
prior to the implementation of any risk management tools or utilization of any loss-
absorbing resources, including those of FTX. This also inherently creates a conflict
of interest for FTX, as it could elect to use partial tear-ups in order to avoid losses
to its entirely self-funded guaranty fund.

E. Conflicts of Interest Need to be Disclosed and Explained

FTX heralds its use of backstop liquidity providers as a prudent liquidity risk
management tool that can be utilized where auto-liquidation fails. FTX does not
identify these potential backstop liquidity providers. We can only speculate on who
they are and their relationship to FTX. It is worth noting that Alameda Research,
which has common ownership with FTX and was originally founded to exploit cross-
border crypto arbitrage opportunities, plays a significant role in managing liquida-
tions and providing liquidity in offshore and cash crypto markets. It is important
for market stakeholders and the CFTC to investigate these unknowns further in
light of the clear conflicts of interest of such a structure.

IIL. Cross-Border Implications of the FTX Request

Permitting the FTX Request to move forward in its current form could undermine
the CFTC’s position as a leader in derivatives regulation. The CFTC has long-been
at the forefront of promoting best practices in risk management, including through
its role in global standard-setting organizations® and the adoption of risk manage-
ment innovations that have been exported across the globe. The CFTC’s potential
abdication of this leadership role in the supervision and regulation of U.S. DCOs
will have real world consequences for U.S. and global derivatives markets. The
CFTC’s leadership has helped to ensure that U.S. DCOs can effectively offer their
risk management services to participants on a global basis.

IV. Customer Protection Issues in the FTX Request

FTX’s proposal eliminates customer protections for all of FTX’s participants in
margined and fully collateralized products. FTX’s proposal discards these carefully
crafted customer protections developed by the CFTC over decades without consider-
ation of the rationale underpinning their design.1® Most notably, the FTX proposal
would eliminate regulatory standards designed to protect customer funds. An FCM
is subject to stringent customer funds segregation requirements under the CEA and
CFTC regulations with respect to holding funds it receives from public customers
to guarantee, secure or margin their cleared futures and other derivatives trans-
actions. The predominantly retail market participants that FTX plans to solicit to
engage in leveraged futures trading as direct clearing members are the very type
of market participants the segregation requirements are intended to protect, and
they have a very different profile from institutional market participants that decide
for business and other reasons to self-clear their leveraged trades as direct clearing
members. However, because retail participants would self-clear their leveraged
transactions directly on FTX, the CEA’s customer funds segregation regime would

7See proposed FTX Rules 7.1.C.5 and 7.2.D.2.

8 See FTX Rulebook at proposed FTX Rule 14.3.

9The CFTC is a member of IOSCO.

10 Under FTX’s proposal, fully collateralized participants (who lose these customer protections)
would be inordinately penalized due to the legislative mandate requiring them to share losses
on a pro rata basis with margined participants.
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not apply. If the segregation requirements do not apply, FTX’s retail clearing mem-
bers will lose the following protections, among others:

e FTX would not be prohibited from using a futures clearing member’s funds for
any purpose other than to guarantee, margin or secure such person’s trans-
actions.

e FTX would not have to hold funds of futures clearing members as customer
funds subject to the statutory trust created by CEA Section 4d(b). The
custodians that FTX uses likewise would not hold those funds subject to statu-
tory trust.

e FTX would not have to open accounts with custodians to hold futures clearing
members’ funds under account names identifying the accounts as holding prop-
erty belonging to its customers, nor would FTX have to obtain acknowledgement
letters from such custodians as would be required under CFTC Regulation 1.20.

e FTX would not have to use depositories that meet the requirements of CFTC
Regulation 1.49 to hold clearing members’ funds.

e FTX would not be required to bear sole responsibility for any loss in its invest-
ment of clearing members’ funds, as it would under CFTC Regulation 1.29 if
they were protected segregated funds of an FCM’s customers.

Under FTX’s proposal, the failure of FTX to provide these protections would not
be disclosed to the customers; in fact, new entrants to the futures markets would
have no knowledge that these protections exist and that these protections would
normally be provided when trading on a futures exchange through the intermedi-
ation of FCMs.

V. The FTX Request is Contrary to and Inconsistent with the Commodity
Exchange Act

The FTX Request blurs the existing distinctions between an FCM, a DCO, and
a DCM and the clear set of rules and principles applicable to each registrant. If ap-
proved by the Commission, FTX will be allowed to engage in otherwise-regulated
FCM activities without the same oversight and supervision that applies to FCMs.
Not only is this counter to the foundational elements of the CEA, but FTX’s pro-
posal, if approved, will create a regulatory gap which will, in fact, lower regulatory
standards and protections provided to retail participants.

A. The FTX Proposal Does Not Represent Responsible Innovation Serving the Public
Interest

CEA Section 3(b) does not promote innovation in financial markets for the sake
of innovation alone; it promotes responsible innovation that serves the public in-
terests described in Section 3(a), namely, innovation that would foster fair, liquid
and financially secure markets that businesses rely upon for risk management and
price discovery. FTX’s Proposal, if allowed and implemented, will harm market in-
tegmil;y, erode customer protections, and inject risk and financial instability into the
markets.

Moreover, FTX’s purported innovations are neither innovative nor responsible.
What, precisely, is innovative or responsible about shifting FCM activities into its
DCM and DCO entity to circumvent FCM registration and regulation? This seems
more evasive than innovative.

B. The FTX Proposal Would Degrade Existing Regulatory Standards

The CEA’s core principles governing a DCO under the CEA—and those of a DCM
as well—are no substitute for the myriad of requirements that apply to FCMs under
the CEA framework. While DCOs and DCMs are held to rigorous, comprehensive
standards, these standards are designed to work in conjunction with the panoply of
requirements applicable to FCMs. The CEA framework does not contemplate that
a DCO or DCM would combine solicitation of customers and their funds to open ac-
counts for leveraged trading with the market operations or clearing functions that
they perform.11

11 Putting aside the fully-collateralized disintermediated DCMs that the Commission has al-
lowed, DCMs—those that provide for market access through the intermediation of FCMs—pro-
mote the contracts they list for trading generally to prospective market participants. They do
not engage one-on-one with prospective customers to solicit them to open trading accounts, as-
sist them with the customer on-boarding process, conduct “know-your-customers” reviews, or
otherwise have ongoing day-to-day engagement with customers. Those functions are performed
by the FCMs and are material components of the important checks and balances that FCMs
provide.
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In addition, FTX’s proposal would result in limiting the recourse available to re-
tail customers if FTX were to engage in fraudulent or abusive business conduct
practices with its customers or mishandle customers’ funds. The National Futures
Association’s (“NFA”) arbitration and mediation would be unavailable for resolving
customer disputes because FTX would not be an FCM member of NFA, nor could
customers file a complaint against FTX using NFA’s customer complaint process, for
the same reason.

Conclusion

Although the CEA does feature innovation as a statutory goal, the Act does not
promote innovation for the sake of innovation alone. This means any purported “in-
novation” which is found to increase risk unacceptably or fails to protect customers,
would be in contravention of the purpose of the law.

The FTX Request does not meet this test. FTX proposes to implement a “risk
management light” clearing regime. In fact, the purported “innovations” of FTX’s
proposal are best understood as simple cost-cutting measures. And these cost cut-
ting measures would come at the expense of risk management best practices, mar-
ket integrity, customer safety, and ultimately, financial stability. It should not be
allowed to go forward as proposed. The CFTC should either reject the FTX proposal
or commence a formal rulemaking to allow a broader public discussion of appro-
priate risk management standards.

Thank you. I look forward to answering your questions.

The CHAIRMAN. Thank you. Mr. Bankman-Fried, please begin
when you are ready.

STATEMENT OF SAMUEL “SAM” BANKMAN-FRIED, CO-
FOUNDER AND CHIEF EXECUTIVE OFFICER, LEDGERX LLC
D/B/A FTX US DERIVATIVES, CHICAGO, IL

Mr. BANKMAN-FRIED. Chairman Scott, Ranking Member Thomp-
son, Members of the Committee, thank you so much for having me
here today. A bit about myself, I went to MIT, majored in physics.
I worked on Wall Street at Jane Street Capital with the goal of do-
nating what I made. And I got involved in the digital asset eco-
system in 2017. In 2019, I founded FTX, a global cryptocurrency
derivatives exchange. In 2020, we launched our U.S. arm, FTX US.
And in 2021, we acquired LedgerX, now FTX US Derivatives, a
CFTC-licensed clearinghouse and marketplace.

Last year, we submitted an amendment to our clearing order,
which would allow us to operate as almost every other clearing-
house does, with margin. We have spent tens of thousands of hours
talking with the Commission about this proposal and thousands of
pages of documents. We really, really deeply respect the thorough
process that the CFTC has undergone, the amount of time that
they have spent digging into the details of our proposal, chal-
lenging it where appropriate and the seriousness with which they
are treating this proposal. We respect the CFTC and their process
and whatever conclusions they ultimately come to.

I will note that while our proposal does combine things together
in a way that I think might bring powerful innovation to this
space, each of the elements already exists in CFTC-licensed deriva-
tives exchanges, including ICE NGX, LedgerX, and others.

I believe that the amendment that we put forward would help
promote healthy markets. I think it that would promote fair and
equitable access to platforms. In particular traditional exchanges
charge for market data such that only the largest traders are able
to get full knowledge of the markets that they are supposed to be
trading on. With FTX, all of our market data is 100 percent free,
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transparent, and public. All users, regulators, and other observers
have full access to our market data.

Traditional exchanges have separate models for the largest trad-
ers and for other users such that only the largest traders have di-
rect access with lower latency fees and more options. We would
have equitable access to our platform where all users can choose
the method of access that they most prefer and have access to the
most powerful tools.

We also have strong customer protections under our model. It is
a safe and conservative risk model which would have helped to al-
leviate some of the instances that we have seen with recent futures
exchanges like the LME nickel fiasco earlier this year by having
the collateral pre-funded at the clearinghouse rather than relying
on credit, and having a real-time risk engine.

We also have enhanced customer protections. We have all of the
customer protections that exist on traditional features exchanges
and on FCMs because we understand deeply that we have a re-
sponsibility to ensure that if there is direct access to the platform,
that users are still afforded the same level of protection. On top of
that, we have further customer protections, suitability, and trans-
parency than what you find on most other platforms.

Finally, we believe that this would bring competition and innova-
tion. It would bring liquidity to the U.S. marketplace and options
to U.S. consumers. It would bring competition in the futures mar-
kets where almost all of the volume is traded by just two ex-
changes. And it would bring competitiveness to the United States
with respect to the rest of the world. Today, 95 percent of digital
asset volume trades overseas.

And that brings me to some of the broader context here. Digital
asset marketplaces need Federal oversight. They need that over-
sight to protect consumers, to protect against systemic risk, to
bring liquidity back onshore, to ensure U.S. competitiveness glob-
ally. This is good for the U.S. economy, for Americans, for wealth
creation, and good for our consumers. The CFTC is an appropriate
regulator to provide this for digital asset futures contracts. They
have been doing so on CME and other platforms for a number of
ﬁear?, a very thorough regulator who understands the space very

eeply.

Thank you to the Committee for having me today, and thank you
for all of the work that you have put in to providing oversight and
guidance on the this ecosystem. And I look forward to your ques-
tions.

[The prepared statement of Mr. Bankman-Fried follows:]

PREPARED STATEMENT OF SAMUEL “SAM” BANKMAN-FRIED, CO-FOUNDER AND CHIEF
EXECUTIVE OFFICER, LEDGERX LLC D/B/A FTX US DERIVATIVES, CHICAGO, IL

Introduction

Chairman Scott, Ranking Member Thompson, Members of the Committee, and
distinguished guests, thank you for inviting me to testify before this Committee
today. It is an honor and a privilege to be before you to share information and in-
sights into our license application before the U.S. Commodity Futures Trading Com-
mission (CFTC), as well as some of the key topics stemming from that effort. Along
with my colleagues and teammates at FTX, I am pleased to provide you with as
much information as you need in order to ensure a fully informed and robust con-
versation around whether and how this Committee could address some of these key
topics.
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Background on FTX and FTX US Derivatives

The FTX group of companies (FTX Group or FTX) was established by three Amer-
icans, Samuel Bankman-Fried, Gary Wang and Nishad Singh, with international
operations commencing in May 2019 and the U.S. exchange starting in 2020. The
business was established in order to build a digital-asset trading platform and ex-
change with a better user experience, customer protection, equitable access, and in-
novative products, and to provide a trading platform robust enough for professional
trading firms and intuitive enough for first-time users. In the U.S., the company op-
erates a federally regulated spot exchange that is registered with the Department
of Treasury (via FinCEN, as a money services business) and also holds a series of
state money transmission licenses. Our U.S. derivatives business is licensed by the
CFTC as an exchange and clearinghouse, the subject of our application discussed
today. FTX US also holds a FINRA broker-dealer license. FTX’s international ex-
change, which is not available to U.S. users, holds a series of marketplace licenses
and registrations in many non-U.S. jurisdictions including Japan and the European
Union.

The core founding team had unique experience to develop an exchange given their
experiences in scaling large engineering systems at premier technology companies,
combined with trading experience on Wall Street. This brought to the effort an un-
derstanding of how to build the best platform from scratch, as well as what that
platform should look like, unencumbered by legacy technology or market structure.
FTX has aimed to combine the best practices of the traditional financial sys-
tem with the best from the digital-asset ecosystem.

Early International Success. The international FTX.com exchange has been suc-
cessful since its launch. This year around $15 billion of assets are traded daily on
the platform, which now represents approximately 10% of global volume for crypto
trading. The FTX team has grown to over 200 globally, the majority of whom are
responsible for compliance and customer support. The FTX Group’s primary inter-
national headquarters and base of operations is in the Bahamas, where the com-
pany is registered as a digital-asset business under The Bahamas’ Digital Assets
and Registered Exchanges Act, 2020 (DARE).

FTX % global volume, 15d
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In addition to offering competitive products, the FTX platforms have built a rep-
utation as being highly performant and reliable exchanges. Even during bouts of
high volatility in the overall digital-asset markets, the FTX.com exchange has expe-
rienced negligible downtime and technological performance issues when compared
to its main competitors. We believe the dual-track focus on customers and reli-
ability, plus compliance and regulation, are key reasons why FTX has also experi-
enced the fastest relative volume growth of all exchanges since January 2020.

The core product consists of the FTX.com website that provides access to a market
place for digital assets and tokens, and derivatives on those assets. Platform users
also can access the market through a mobile device with an FTX app. The core prod-
uct also consists of a vertically integrated, singular technology stack that supports

v
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a matching engine for orders, an application programming interface or API, a cus-
tody service and wallet for users, and a settlement, clearing and risk-engine system.
In a typical transaction, the only players involved are the buyers, sellers, and the
exchange/clearinghouse.

The FTX Group has operations in and licenses from dozens of jurisdictions around
the world, including here in the U.S., Europe, and Japan. At the time of this writing
the FTX platforms have millions of registered users, and the FTX US platform has
around one million users. For FTX.com, roughly 45 percent of users and customers
come from Asia, 25 percent from the European Union (EU), with the remainder
coming from other regions (but not the U.S. or sanctioned countries, which are
blocked). In comparison to the international exchange, nearly all users of FTX us
are from the U.S.

Commitment to a Diverse Workforce. We are proud of our workforce at FTX and
believe that one of our key strengths is a culture of mutual respect and cooperation.
This type of culture is borne from the diversity of our team, which necessitates a
spirit of empathy, understanding and humility. These traits in our workforce are
good for business and are much of the reason we have been successful at under-
standing our customers and their needs, and executing on products that meet their
needs. FTX has employees from all over the world with diverse ethnic backgrounds,
and 60 percent of women in our workforce are in senior management positions. The
majority of our global leadership comes from diverse backgrounds.

Commitment to Giving Back. FTX is committed to improving the lives not just of
our customers through superior products, but also the lives of those in the broader
global community. Toward this end, FTX created the FTX Foundation, founded with
the goal of donating to the world’s most effective charities. At minimum, one percent
of net fees from FTX transactions are donated to the foundation; additionally, FTX’s
founders have pledged to donate the majority of what they make. Mr. Bankman-
[Flried has personally committed to donating 99% of his wealth. In 2022 alone, FTX,
its affiliates, and its employees so far have donated over $100 million to alleviate
global poverty, provide ventilators to countries ravaged by [COVID], provide finan-
cial services to the un- and under-banked, and combat climate change by ensuring
FTX is carbon-neutral, and help the world achieve a brighter future.

FTX has launched additional philanthropic initiatives including the FTX Future
Fund which invests in ambitious projects aiming to improve humanity’s long-term
prospects. FTX Community’s philanthropic efforts are focused on global poverty, ani-
mal welfare, and community outreach. In 2021, FTX Community organized the FTX
Charity Hackathon* and awarded $1 million to a local student group with the best
idea to improve mental and physical health.

Commitment to Carbon Neutrality. FTX Climate is a comprehensive initiative to
make FTX carbon-neutral, support important environmental projects, and fund
transformational research on the most impactful solutions to climate change. FTX
plans to spend at least $1 million annually through FTX Climate. FTX has endeav-
ored to take ownership of our portion of the environmental costs of mining associ-
ated with public blockchains and has purchased carbon offsets to neutralize those
costs, in addition to funding research. Those interested in learning more about these
initiatives can find more information at htéps:/ /www.ftx-climate.com.

Banking the Un- and Under-Banked. FTX is dedicated to harnessing the power
of crypto to tangibly improve lives. We are working with nonprofit organizations, cit-
ies and counties to make the financial system more inclusive. According to Federal
Reserve estimates, 70 million Americans are either unbanked or underbanked. They
lack a safe place to store money and pay exorbitant fees to cash checks. Millions
more are banked but face high fees when their balance falls below a minimum.
Members of these communities often do not have insured checking accounts, for a
variety of reasons, including credit histories. The legacy bank settlement system
makes it hard to see realtime balances, and leads to overdrafts, which leads to high-
er fees. Our bank the unbanked program offers those cut out of the financial system
a free bank account and debit card linked to a crypto wallet. There are no fees, and
no minimum balances. Transferring funds is virtually free and instantaneous and
can be accessed on a phone. They can use it to receive money, make payments and
build savings. There are no fees and no minimum balance. Transferring funds
through the crypto wallet is virtually free and instantaneous. We began our pro-
gram in South Florida in partnership with OIC of South Florida and Broward Coun-
ty Government, and have recently announced a new million dollar program with the
City of Chicago, and look forward to expanding to many other cities and commu-
nities across the country.

*https:/ | ftxcharityhackathon.com /.
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Humanitarian Aid in Ukraine. Ukraine is deploying digital assets to defend
against Russia’s invasion and support the population. In collaboration with the Gov-
ernment of Ukraine, FTX is converting millions of dollars in wartime crypto dona-
tions to fiat for the National Bank of Ukraine. This marks the first-ever instance
of a cryptocurrency exchange directly cooperating with a public financial entity to
provide a conduit for crypto donations. Facilitated by FTX, the Ukrainian Govern-
ment has purchased crucial defense and humanitarian equipment including medi-
cine, ballistic plates for bulletproof vests, walkie-talkies, lunches for soldiers, ther-
mal imagers and helmets. Ukraine’s Deputy Minister of Digital Transformation has
noted, “each and every helmet and vest bought via crypto donations is currently sav-
ing Ukrainian soldiers’ lives.” Additionally, when the war broke out in Ukraine,
FTX gave $25 to every Ukrainian user of our platform.

U.S. Operations and FTX US Derivatives. FTX services U.S. customers through
the FTX US businesses, which includes the spot exchange, FTX US Derivatives
(https:/ |/ derivs.ftx.us/), the NFT marketplace, and a soon-to-go-live FINRA broker
dealer (FTX Capital Markets). FTX US is housed under a separate corporate entity
from FTX international and is headquartered in Chicago, IL. It has a similar gov-
ernance and capital structure to the overall corporate family, and also has its own
web site, FTX.us, and mobile app. As with FTX.com, the core product is an exchange
for both a spot market for digital assets as well as a market for derivatives on dig-
ital assets. Like other crypto-platforms in the U.S., the spot market is primarily reg-
ulated through state money-transmitter laws. FTX.us and FTX US Derivatives
(FUSD) are being integrated into one user-experience platform and web site, but for
now these two categories are separated in the United States, with spot market trad-
ing on FTX us and derivatives trading offered through FUSD.

FUSD was formed through the acquisition and re-branding of LedgerX and is
being integrated with the overall FTX US platform. The product offers futures and
options contracts on digital assets (or commodities) to both U.S. and non-U.S. per-
sons. FUSD operates with three primary licenses from the CFTC: a Designated Con-
tract Market (DCM) license, a Swap Execution Facility (SEF) license, and a Deriva-
tives Clearing Organization (DCO) license. Prior to its acquisition, this business was
the first crypto-native platform issued a DCO license by the CFTC in 2017, which
was a milestone for the agency and the digital-asset industry. That license was later
amended in 2019 to permit the clearing of futures contracts on all commodity class-

es.

FTX US Derivatives “Equitable” Market Structure. On the FUSD platform, users
can trade a Bitcoin Mini Option or Ethereum Deci Option, a Next-Day Bitcoin Mini
Swap or Next-Day Ethereum Deci Swap, and a Bitcoin Mini Future. For now, all
of these contracts are fully collateralized. FUSD operates its trading platform with
the option of direct access to the market and clearinghouse for users, which allows
those who access the platform in this manner to become direct members of the
FUSD clearing house. In practice, this allows any individual or institutional inves-
tor to onboard the FUSD platform by visiting the FUSD web site and completing
the on-boarding process, or by connecting to the platform through the FUSD API.
Importantly, FUSD is also willing for intermediaries to connect and provide their
own customers access to FUSD products for trading, which is contemplated both by
FUSD’s existing clearing order, by FUSD’s active rulebook, and confirmed publicly
by the company’s leadership at FIA’s conference in Boca Raton, FL this year. By
providing both options to investors for accessing FTX products—direct access or
intermediated access—FTX maximizes choice for the investor and likes to think of
this market structure as a more equitable market structure. For direct-access users,
FTX also provides all of the applicable suitability controls and KYC processes that
are often done by intermediaries, ensuring that the standard safeguards are in place
whichever way customers access the platform.

While this market structure is not unusual among global derivatives exchanges
(it is the norm for digital-asset exchanges that list derivatives products), it is not
the common market structure for the U.S. derivatives market. Nonetheless, the
FUSD market structure is familiar to the CFTC and permitted under the CFTC’s
regulations, as evidenced by the fact that FUSD has been operating and supervised
by the CFTC since 2017; in addition, ICE NGX operates a CFTC-licensed, direct-
member model that offers margined products (see https://www.theice.com/ngx);
ErisX (https:/ /www.erisx.com/); Nadex (https:/ /www.nadex.com /).

The FTX Application Before the CFTC. When the FUSD DCO was originally ap-
proved by the CFTC, the order granting the license limited the products that the
DCO could clear to fully collateralized derivatives. In December 2022, FUSD sub-
mitted an application to amend its DCO license (FTX Application) to allow FUSD

1 https:/ [ www.cftc.gov | PressRoom [ PressReleases | 6833-14.
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to clear margined futures contracts.2 The submission was made after many months
of informal discussions with the CFTC staff, and after voluminous materials were
created in support of the application and made part of the submission. Those discus-
sions led to various adjustments and edits to the materials during the process.

On March 10, 2022, the CFTC released a request for comment on the FTX Appli-
cation and posed a number of questions to the public for consideration. The period
for comment originally was 30 days but the CFTC extended it for another 30 days,
which ended May 11, 2022.3 The CFTC May 11, 2022 also has noticed a staff round-
table for May 25, 2022, where the agency will oversee a discussion on issues related
to intermediation in the U.S. derivatives market place.* To be sure, the CFTC has
responded to and addressed the FTX Application in a very deliberate and trans-
parent manner, allowing considerable opportunity for the public and the industry
to comment on this narrow licensing matter. Under the CFTC’s regulations, the
process for applying for a DCO license is not required to be the subject of public
comment and normally is not subjected to the same level of public scrutiny. This
is in addition to a large amount of time that the staff has spent evaluating the FTX
Application.

Discussion

In this discussion I will address the following key points related to the FTX Appli-
cation: (1) the sound and conservative approach to risk-management taken by the
FUSD platform; (2) how FTX promotes equitable access while ensuring adequate
customer protections to users of the FUSD platform; (3) how the innovations of the
FTX Application address many pain points experienced by the U.S. derivatives mar-
ket place; and (4) the importance of promoting responsible innovation and competi-
tion in the U.S. derivatives market place. While discussing these points this testi-
mony references relevant CFTC regulations as needed, as well as international con-
siderations related to equivalency determinations made by other jurisdictions.

1. The FTX Risk-Management System is Tested, Safe and Conservative

The FTX Application before the CFTC proposes a risk-management system that
is safer and more conservative than what is normally seen in the U.S. derivatives
markets for a number of reasons. The proposed risk-management system, moreover,
is consistent with CFTC regulations, including those related to DCO risk manage-
ment. The Commodity Exchange Act (CEA), which authorized the CFTC and its reg-
ulatory authorities, 1s purposefully principles-based and flexible in allowing each
DCO to implement a particular risk-management program for the market that it
clears, so long as the core requirements of the CEA are met.> Pursuant to Congres-
sional intent, the CFTC’s regulations give discretion to the DCO in the exact design
of the risk-management system, and give the CFTC the authority to determine
whether that design is consistent with the CEA.¢ With this legal basis in mind, FTX
has designed a system that has several key features that reflect a more conservative
approach to risk management.

Real-Time Risk Assessment. First, the FTX risk-management system assesses risk
on a nearly real-time basis, assessing customers’ trading positions and account bal-
ances every few seconds to determine whether a customer has adequate resources
or collateral in their account. This risk-exposure time period is substantially shorter
than what is typically seen on other derivatives exchanges in traditional finance, en-
suring on a more frequent basis that adequate collateral is on hand, rather than
waiting longer for risk in the portfolio to potentially increase. This contrasts with
most traditional markets, where risk typically is monitored on a less frequent basis.

Prefunded Collateral Deposits Instead of Credit Extensions. Second, the system
also requires that customers transfer the required collateral to support their trading
to the FTX platform before they can begin trading. The amount of collateral re-
quired is based on a proven risk methodology that would cover at least 99 percent
of the one-day portfolio returns using appropriate weightings for base VaR and
stress VaR. To account for stress scenarios for a particular asset, the model looks
at both historical as well as hypothetical scenarios to appropriately calibrate nec-
essary resources. Notwithstanding the shorter risk-exposure time period the FTX
system relies on, for its CFTC risk model FTX relies on a time period of 24 hours
to calculate collateral requirements based on regulatory requirements, building in
an additional buffer to the original 99% margin calculation. On traditional deriva-

2FUSD currently only offers futures, options, and swaps on digital asset commodities.

3 hitps: [ www.cftc.gov | PressRoom [ PressReleases [ 8499-22.

4 https: | |www.cfte.gov | PressRoom | PressReleases | 8499-22.

5 Derivatives Clearing Organization General Provisions and Core Principles (“DCO Final
Rule”), 76 FED. REG. 69334, 69335 (Nov. 8, 2011).

61d. at 69365-76.



18

tives exchanges collateral is instead generally based on credit, exposing all market
participants if that credit decision turns out to be unwarranted.

Market-Responsive Liquidations Rather Than Risk Buildup. Third, the risk sys-
tem has a real-time liquidation feature to prevent a build up of risk in a customer
portfolio. If a customer begins to suffer trading losses and their collateral balance
declines toward minimum margin requirements, an automatic liquidation process
uses rate-limited, marketable limit orders to reduce risk as the customer account
value falls below the maintenance margin level. As a result, customers are
incentivized to manage their account collateral and proactively add collateral or re-
duce risk positions prior to partial auto-liquidation. Users of the platform receive
ample and repeated notice that a liquidation of a position could ensue—the
FUSD platform provides a series of warnings that a customer account is
reaching levels that could trigger the risk system’s liquidation feature.

Notably, unlike traditional platforms, the FTX risk system does not extend calls
for additional margin or extend credit to the customer hoping that such a call can
be met—the system is based on a presumption that FTX will not have recourse
against any customer for credit losses. On traditional exchanges it can take days
to begin attempting to liquidate a large position, by which time it can be substan-
tially more underwater than it was initially. This also means that FTX’s risk system
is non-recourse, and so customers cannot lose more than they proactively deposited
to the clearinghouse prior to trading, unlike traditional platforms that may attempt
to seize a customer’s other assets.

Auto liquidations on the platform are not expected to be the norm or common as
some have feared, particularly because of the conservative initial-margin method-
ology FUSD has used. With initial margin required by FUSD based on a 24 hour
period of risk, but with the period of risk assessed measured in seconds, the amount
of initial margin collected by FUSD will be substantially higher than the risk model
actually requires. This means that the risk of auto liquidations of positions goes
down, minimizing the number of instances this feature is deployed. Indeed, on the
FTX international platform, the notional value of liquidated positions is well less
than one percent of all notional activity on the platform historically. Intermediated
users also will have opportunities to avoid auto liquidation through their FCM’s ex-
tension of credit, if such a product is offered.

Observers have asked whether the auto-liquidation feature could promote “pro-cy-
clicality” in a market, exacerbating or accelerating declines in asset prices. The risk
of pro-cyclicality comes from the interplay between margin calls and market moves.
In particular, if markets start moving down[up], that could cause selling[buying]
margin calls, which could move markets further down[up], creating a cycle. The core
parameters that control this are:

1. Market liquidity
2. Margin call concentration
3. Original market move

If (1) is much greater than (2), the risk of strongly pro-cyclicality is low. If (2)
is comparable to (1), there is larger risk. In order for there to be a large risk of a
pro-cyclic event, you also have to have a large enough initial market move to trigger
the cascade.

Over the past few years, the risk of pro-cyclic behavior has dropped substantially
on the FTX international platform. Market liquidity has increased substantially,
from roughly $10 billion of daily digital asset volume in 2019, to ~$150 billion today.
Here is some information from the two largest moves in cryptocurrency markets:

Day BTC move | ETH move FTX volume FTX OL Liquidations Insft‘lrna&“e
2020-03-12 —39% —44% 4,441,696,624 228,317,363 44,946,399 —410,638
2021-05-19 —14% —26% 53,068,090,693 3,718,475,962 1,679,839,594 —4,686,029

Both March 12, 2020, and May 19, 2021, represented elevated risk days for pro-
cyclical behavior, with market moves of roughly 40% and 20%, respectively. The
scale of the marketplace grew substantially over that year, with volume and open
interest climbing by more than 10x, and liquidation volume growing by more than
30x. Notwithstanding the higher number of liquidations, the growth in the liquidity
of cryptocurrency markets helped to buffer the moves, creating less total price move-
ment on the day.

In any case, FTX has addressed risks related to pro-cyclicality in a comprehensive
manner. First, the FUSD risk model follows various CFTC regulatory requirements
related to the margin model that are designed to address pro-cyclicality. Second, the
FTX trading platform sets slowly moving price bands for certain contracts, where
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the exchange will not accept trades or orders that are set outside the minimum and
the maximum of the price range for that particular contract. These price bands have
the effect of mitigating the impact of erroneous orders, momentary illiquidity, or
large concentrated buying or selling of contracts that could momentarily exhaust the
orderbook. They also act as a temporary circuit breaker, preventing markets from
being able to quickly decline or increase more than a certain amount while creating
time for algorithms to be inspected and liquidity to refresh.

Additionally, FUSD limits the rate at which it closes customer positions to be
within a small fraction of global volume. While this will not entirely eliminate the
price impact of liquidations, it will ensure that the liquidations are much slower
than the rate at which liquidity can be transported to the orderbook by sophisti-
cated market participants, mitigating the risk of inefficient short-term price impact.
Together these market and risk controls work to stem pro-cyclical trends in the FTX
order book, including trends influenced by the auto-liquidation feature of the FTX
risk engine. With appropriate calibration of each of these controls, the FTX risk-
management system promotes risk-reducing platform operations that also limit sys-
temic risks throughout the market ecosystem.

It is important to note that the absence of the auto-liquidation feature would have
a pro-cyclical impact on markets but that would manifest in a different manner.
Without auto-liquidation, there would be a call for additional collateral from a cus-
tomer whose position suffered enough losses to require it. During a period of market
stress and declining asset prices, market participants operating under this model
would be under pressure to find liquid resources to make a margin call at a time
when liquidity becomes more scarce. There are trade-offs to any risk-management
system and in times of market stress, pro-cyclicality always will be a risk to address
and nilanage; FTX believes its risk system does so most effectively and appro-
priately.

One way to view the decisions made by the risk engine is through the lense of
a particular account. If a particular user’s collateral is decreasing and nearing
empty, the combination of real-time assessment and collateral prefunded directly at
the clearinghouse allows FTX’s risk model to ascertain exactly what the account’s
risk level is. This means that the risk engine can delay liquidating until the account
is nearly out of collateral, while still successfully closing down the account’s position
in time to avoid a default. In a traditional, slower model, the risk engine would have
had to choose between margin calling the account much sooner—building in days
of delivery time—or risking the account defaulting and risk spreading to the system,
as happened recently on another commodity exchange.

Backstop Liquidity Providers to Address Defaulting Positions. Fourth, the FTX
risk-management system relies on backstop liquidity providers (BLPs) to take on
the portfolio of a participant in default. To wit, if a customer’s account value con-
tinues to decline further to a determined margin threshold, then the system declares
a default and the risk position is moved automatically to the contractually bound
BLPs. Firms volunteer to be BLPs—no one is forced to—but when a firm does be-
come a BLP, they are automatically passed liquidating positions in real time and
are unable to reject it, legally bound to provide liquidity when it is most important.

Over-Capitalized and Conservative Guaranty Fund to Absorb Default Losses. Fi-
nally, after BLPs assume and manage the risk positions of participants in default,
and if there remain accounts with negative value, the FTX guaranty fund will ab-
sorb those remaining negative values. The sizing of the guaranty fund has been un-
dertaken very conservatively, based on a multiple of a conservative and reasonable
estimate of ten percent of total outstanding initial margin posted on the FUSD plat-
form, which resulted in a calculation of $250 million cash now deposited
unencumbered in a bank account held at Bank of America. Historically, on FTX.com
lfessdthan one percent of this amount has been drawn from the FTX.com guaranty
und.

Nonetheless, FTX is committed to growing the guaranty fund’s minimum size as
activity on the platform grows: Instead of fixing the fund’s size to sustain the failure
of the largest clearing FCMs (“Cover-1” or “Cover-2”), we have instead voluntarily
committed to cover 10% of total outstanding initial margin, up to a “Cover-3” stand-
ard if required. This is substantially more conservative than is required by regula-
tion. (I have included as an exhibit to this testimony a fuller explanation of how
FTX sized the guaranty fund for the FTX Application.?)

Some observers have assumed that if the FUSD risk model relies only on its own
capital (and not guaranty-fund contributions by member FCMs), and the guaranty
fund is sized based on the CFTC’s “Cover-1” standard with only non-institutional
participants, then the guaranty fund must be too small to sufficiently absorb losses.

7See also https:/ /www.ftxpolicy.com [ ftx-guaranty-fund.
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Instead, FTX has gone above and beyond the regulatory requirements, and well
above what has been necessary or required based on our experience over the past
years of operation internationally.

All other things remaining equal, this type of system is a more conservative ap-
proach to managing risk. So long as the collateral required by the system’s risk
model is adequate, and so long as the platform deploying the risk system is other-
wise operated in a resilient manner, this type of system will better prevent massive
losses by a customer that could have implications for the broader market by requir-
ing collateral to be posted to the clearinghouse, and by acting promptly in the case
of large market moves. And perhaps most importantly, the FUSD risk-management
system also aligns with the CFTC’s regulations.

2. FTX US Derivatives Promotes Equitable Access While Ensuring Customer Protec-
tions

FTX is focused on compliance, transparency, education, and assessing users’
knowledge and understanding of our products to create responsible equitable access.
FTX believes that all users (provided they pass our KYC/AML program and are not
otherwise barred by law or past improper conduct) should have full access to FTX,
so long as they are sufficiently informed and can demonstrate that they understand
what they are trading; we also believe that it is our duty to ensure that those safe-
guards are in place. This approach is fully aligned with the Congressional mandate
to provide for fair and open access to CFTC markets in a manner that is consistent
with prudent risk management.8

Hallmarks of Equitable Access. FTX’s real-time monitoring of participant positions
enables it to determine, at all times, whether a participant’s account has sufficient
cash and collateral to meet its margin obligations to the DCO. Because FTX mon-
itors participant accounts 24/7 and addresses risk in real time, there is no need to
establish minimum capital requirements for each participant, as is the common ap-
proach to U.S. investors for credit and risk purposes (FTX does collect financial in-
formation from all users during the on-boarding process). Instead, FTX’s risk-man-
agement framework enables it to ensure at all times that each participant has suffi-
cient financial resources to meet its current obligations arising from participation
in the DCO. Any “means” testing that constrains access to FUSD therefore stems
from available resources that the user has posted as collateral on the platform, not
otherwise on personal wealth.

Notwithstanding the above, the vast majority of FTX users on all of its platforms
are highly sophisticated traders. On the FTX international platform, for example,
more than 90 percent of the trading volume comes from users trading more than
$100,000 in volume per day. FTX anticipates that the user base for FUSD would
be similar if the FTX Application is approved.

Another hallmark of equitable access is free and open access to all market data
on FTX platforms including FUSD. Users, regulators, and other market participants
can access all public market data via the FTX website, mobile app, or API in real
time. Additionally, there are no platform-access or connection fees—all users large
and small have the same options for connecting to the matching engine and clearing
house. Users have access to their entire account, balance, funding, and trading his-
tory displayed via website, mobile app, and API. All fees charged are displayed
transparently in a user’s market data.

Customer Protections—Protection of Customer Funds. In the case of a FUSD user
who also is a customer of an FCM, the full panoply of FCM requirements would
apply, including those that relate to the safekeeping of customer assets. Similarly,
a direct-access user of FUSD also enjoys comparable protections under the relevant
rules applicable to all DCOs. These rules include those related to commingling of
DCO and clearing member customer positions, as well as rules on money, securities,
or property received to margin, guarantee, or secure such positions.® Pursuant to
its current CFTC clearing order and rulebook, FUSD separately accounts for and
segregates from FTX proprietary funds all participant funds used to purchase, mar-
gin, guarantee, secure, or settle positions. Finally, restrictions on investing customer
collateral apply equally to the FUSD DCO.10

Customer Protections—Robust Systems Safeguards. The FUSD platform, like all
DCMs and DCOs, is subject to the CFTC’s system-safeguards regulations,!! which
require a program designed to identify and minimize operational risk and protec-

s 8((?)% CEA section 5b(c)(2)(C), 7 U.S.C. §7a-1(c)(2)(C); see also CEA section 5(d)(2), 7 U.S.C.
7(d)(2).

9 CFTC Regulation 39.15.

10 CFTC Regulation 1.25.

11 CFTC Regulation 38.1050-51 and Regulation 39.18.
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tions from cyber-related threats. FTX has implemented best-in-class controls relat-
ing to information security, including controls related to: (1) access to systems and
data; (2) user and device identification and authentication; (3) vulnerability manage-
ment; penetration testing; (4) business continuity and disaster recovery processes;
and (5) security incident response and management, among others.

Customer Protections—Related to Trading. In its capacity as a DCM, the FUSD
platform provides the same types of customer protections and transparency related
to trading on the platform when a user accesses the platform directly as the user
would experience through an FCM. In the absence of an intermediary standing be-
tween the FUSD platform and the user, FTX would provide the following types of
protections or reports normally provided by an FCM:

Disclosures related to the risks of trading; 12

Order and transaction recordkeeping obligations; 13

Minimum trading standards; 14

Trading authorization requirements; 15

Requirements to produce monthly statements and confirmations; 16

o
L]
L]
L]
(]
o Conflict of interest and trading standards.1?

Again, FUSD has been operating under CFTC supervision for years and providing
these protections as required, and would continue to do so if the FTX Application
is approved. Over years of operation, FUSD has demonstrated how its market struc-
ture and customer-protection regime can provide the same or superior level of pro-
tections even for those users who access the platform directly.

3. The FTX Application Addresses Long-Standing Industry Pain Points

FTX is eager to help contribute ideas and solutions to some of the challenges the
global derivatives industry has faced, and we believe that approval of the FTX Ap-
plication could promote this in some measure. There is a trend toward more deriva-
tives trading taking place on exchanges or otherwise being cleared by clearing-
houses, meeting a policy goal reflected in the Dodd-Frank Act and similar policy ef-
forts globally.1® But this trend has witnessed the coincident rise in regulatory-re-
lated costs for intermediaries (including regulatory-capital requirements), and the
low interest-rate environment over recent years since the 2008 financial crisis (al-
though the interest-rate environment is changing).

These factors have led to some market concentration in the derivatives market,
which could increase systemic risk, and limit access to markets and products in a
way that ultimately could hamper risk-management efforts (for which derivatives
markets are formed). For example, there were 176 FCMs registered with the Com-
modity CFTC in early 2008, while today there are only 61, with only 51 holding cli-
ent margin for futures, and 18 for cleared swaps.1® Meanwhile, the amount of mar-
gin held by U.S. FCMs is at all-time historical highs, meaning risk is increasingly
concentrated in fewer intermediaries, which in turn leads to higher capital require-
ments for these firms.20 (In Section 4 of this testimony below, I discuss market con-
centration in exchange trading among the small number of U.S. derivatives ex-
changes.) Additionally, efficient movement of collateral between market participants
can be encumbered by legacy technology systems used by those participants.

Approving the FTX Application could help address concerns related to market con-
centration, consequent systemic risk, rising costs, and collateral movements, albeit
in measured ways. First, the FTX Application envisions the “equitable access” mar-
ket structure earlier described that would allow investors to access the FUSD mar-

12FUSD is subject to exchange trading related public disclosure requirements as set forth in
DCM Core Principle 7, and CFTC regulations 38.1400 and 38.1401, which are comparable to
the duties of an FCM.

13FUSD is subject to exchange trading related recordkeeping requirements as set forth in
DCM Core Principle 18, and CFTC regulations 38.950 and 38.951.

14 FUSD is subject to exchange trading related requirements to protect its markets and mar-
ket participants as set forth in DCM Core Principle 12, and CFTC regulations 38.650 and
38.651.

15 CFTC Regulation 166.2.

1B6FTX provides IRS Form 1099s to customers, trade history is available to each customer.

17FUS 1is subject to exchange-trading, conflicts-of-interest requirements as set forth in DCM
Core Principle 16, and CFTC regulations 38.850 and 38.851.

18 hitps: | | www.greenwich.com / fixed-income | derivatives-market-structure-2022-identifying-op-
portunities-growth.

19 hitps: | [ www.cfte.gov | MarketReports | financialfemdata | index.htm.

20 hitps:/ | batonsystems.com [ the-broken-fem-model-could-distributed-ledger-technology-be-its-
saviour/.
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ket directly if they choose, or through an intermediary. Importantly, this market
structure not only promotes market access but also relieves cost pressures on those
intermediary FCMs that choose to connect to the platform. This is so because the
FUSD risk model does not require guaranty-fund contributions from the FCM, thus
reducing the FCM’s costs—including regulatory costs—related to connecting and of-
fering the FUSD products to its customers.

Second, the FTX real-time risk model promotes more efficient risk management
that requires relatively less margin from investors compared to other models. This
is due to the shortened period of risk that the risk system measures and relies on
for collecting adequate margin from investors. Broader adoption of this type of
model could eventually lead to less margin costs for a broader segment of the mar-
ket, freeing up precious capital for other investments and uses.2! Reducing margin
held by an increasingly smaller number of intermediaries also would lower systemic
risk in the markets overall.

Third, FTX is a digital-asset-native exchange and clearinghouse that has helped
pioneer new technologies for more efficient payment and collateral transfers. Any
reliable and resilient payment system that reduces the settlement times of pay-
ments and transfers reduces risk. If the FTX Application is approved and FTX can
bring those innovations responsibly and through approval of the CFTC, the approval
could help reduce settlement risk not only on the FUSD platform, but encourage the
same on others. Broader adoption of payment technologies that reduce settlement
times and risk also would benefit intermediaries in the ecosystem, whose regulatory
costs would be reduced by such implementations.22

Approval of FTX Application Would Ensure Continued International Cooperation.
Continued international cooperation among jurisdictions that host healthy deriva-
tives markets also is important to risk reduction and other market efficiencies that
benefit the public. It has been suggested that approval of the FTX Application might
have an impact on international recognition of the CFTC’s regulatory regime for
purposes of equivalency determinations, on the basis that the FUSD DCO would not
comply with the international Principles for Financial Market Infrastructures, or
PFMIs.

In 2012, the Committee on Payment and Settlement Systems of the Bank for
International Settlements and the Technical Committee of the International Organi-
zation of Securities Commissions published the CPSS-IOSCO Principles for Finan-
cial Market Infrastructures (PFMIs). The PFMIs set out twenty-four principles to
be followed to manage market risk in financial market infrastructure. The PFMIs
were issued in the wake of the financial crisis in 2008 and reflect international
standards that regulatory bodies in individual countries are recommended to imple-
ment. In 2013, the CFTC promulgated rules implementing the PFMIs that apply to
a certain subset of CFTC-registered DCOs that meet additional requirements under
Subpart C of the CFTC’s Part 39 regulations. Jurisdictions around the world, in-
cluding the European Union, have made equivalence determinations based on their
assessment of the CFTC’s Subpart C of Part 39 regulations.23 FUSD would not be
able to receive recognition under another country’s equivalence determination for
the CFTC until it satisfies the Subpart C requirements.

The FUSD DCO is not registered under Subpart C of Part 39 at this time, nor
has the FTX Application been filed pursuant to Subpart C of Part 39. If the FTX
Application is approved, the fact that the FUSD DCO is not registered as a Subpart
C DCO would have no bearing on equivalency determinations made by other coun-
tries with respect to the CFTC’s regulatory regime. Those determinations are based
on a review of the CFTC’s regulatory regime, not on an individual DCO’s operations
or compliance profile. Unless the CFTC’s regulations are amended in a way that de-
parts from consistency with the PFMIs, equivalency determinations of the CFTC
framework made by other countries will remain in place. The CFTC’s approval of
the FTX Application would not change that.

21The amount of margin posted to intermediaries and clearinghouses for derivatives markets
has increased in recent years. See hitps:/ /www.greenwich.com | fixed-income | derivatives-market-
structure-2022-identifying-opportunities-growth.

22 See h/ttps:/ / batonsystems.com [ the-broken-fcm-model-could-distributed-ledger-technology-be-
its-saviour/ .

23 See e.g., Commission Implementing Decision (EU) 2016/377 of 15 March 2016 on the equiva-
lence of the regulatory framework of the United States of America for central counterparties
that are authorised and supervised by the Commodity Futures Trading Commission to the re-
quirements of Regulation (EU) No 648/2012 of the European Parliament and of the Council
(https:/ | eur-lex.europa.eu/legal-content | EN /| TXT | PDF [ 2uri=CELEX:32016D0377 &from=EN).
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4. The FTX Application Promotes Innovation and Competition

One of the early actions of President Biden and his Administration was to issue
the Executive Order on Promoting Competition in the American Economy
(Competition EO).2¢ Section 1 of the Competition EO reaffirmed the U.S.’s pro-com-
petition policy and observed:

“A fair, open, and competitive marketplace has long been a cornerstone of the
American economy, while excessive market concentration threatens basic eco-
nomic liberties, democratic accountability, and the welfare of workers, farmers,

small businesses, startups, and consumers . . . [and the] American promise of
a broad and sustained prosperity depends on an open and competitive econ-
omy.”

The Competition EO goes on to assign responsibilities to all agencies, including the
CFTC, to:

“Us[e] their authorities to further the policies set forth in section 1 of this
order, with particular attention to . . . the influence of any of their respective
regulations, particularly any licensing regulations, on concentration and
competition in the industries under their jurisdiction.”

The CEA also specifically refers to competition as a policy goal of the statute, to
wit:
“It is the purpose of this [Act] to serve the public interests . . . and to pro-
mote responsible innovation and fair competition among boards of trade,
other markets and market participants.” 25

Congress therefore has enlisted the CFTC to ensure there is competition in the U.S.
derivatives markets industry. Indeed, Congress since the beginning of the republic
has repeatedly re-affirmed the importance of competition to the continued strength
of the American economy and thus the strength of the U.S. globally, including
through the body of antitrust law referenced in the Competition EO.

According to data provided by the Futures Industry Association, the total monthly
volumes for futures trading in North America for March 2022 was 504,852,212 fu-
tures contracts traded.26 For March 2022, the two largest U.S. derivatives ex-
changes reported trading volumes of 488,727,555 futures contracts traded.2? This
figure reflects 97 percent of the total futures trading volume for March 2022.

These same two largest U.S. exchanges are the only CFTC-licensed venues offer-
ing margined futures on BTC at the moment. At the time of this writing, there were
$1,126,498,100 of notional daily trading on one platform,28 and $1,334,715 on the
other.2% FTX would be able to contribute to this data set only if the FTX Apphcatmn
is approved.

If the FTX Application is approved by the CFTC, FUSD plans to list cash-settled
futures contracts on BTC and ETH. The FTX Application and the model designed
to risk manage these futures contracts is specific to digital assets and is based on
several years of experience successfully operating a similar risk model on the FTX
international platform. At the time of this writing, FTX has no plans to list futures
contracts on other asset classes, and in any case would need to undertake the proc-
ess of CFTC reviewing its risk model and product specifications for any additional
products on different asset classes.

FTX encourages the Committee to approach this hearing with this information,
pertinent considerations and policy goals related to competition and innovation in
mind. Indeed, this Committee should be commended for reviewing whether there is
market concentration in other sectors of the economy under its purview, consistent
with the goals of the Competition EO and longstanding U.S. policy related to com-
petition.30 FTX respectfully requests that the Committee do the same in reviewing
FTX’s licensing matter. FTX strongly believes that if the FTX Application is ap-
proved, the company will help address the challenges facing the U.S. derivatives

24 https: | [www.whitehouse.gov | briefing-room | presidential-actions /2021 /07 / 09 / executive-
order-on-promoting-competition-in-the-american-economy |/ .

25The Commodity Exchange Act, 7 U.S.C. section 5(b) (emphasis added).

26 hitps:/ | www fia.org/ resources | etd-volume-march-2022.

27 See hitps: | |www.cmegroup.com [daily bulletin /monthly volume/Web Volume Report
CMEG.pdf; https:| | www.theice.com | marketdata/reports/8.

Zz ;Létps / | bitcoinfuturesinfo.com | market-share-and-futures-curve.

30This Committee held a hearing on April 27, 2022, titled “An Examination of Price Discrep-
ancies, Transparency, and Alleged Unfair Practices in Cattle Markets,” where among other
issues concentration in the meat packing sector were reviewed and discussed. htips://agri-
culture.house.gov [ news | documentsingle.aspx?DocumentID=2491.
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market place, reduce market concentration and unleash many of the broadly bene-
ficial and impactful results that innovation and fresh thinking can bring to the U.S.
economy. The over 1,490 public comments submitted to the CFTC in support of our
application from academics, industry groups, investors and public-interest groups
reflect that many Americans agree.

Conclusion

FTX is grateful to this Committee for the opportunity to share information about
the digital-asset industry, our business, as well as the FTX Application.

It’s extremely important that there is regulatory clarity and oversight for digital
assets in the U.S. Currently, there is a lack of customer protection, with very little
oversight of the transparency and products that customers are accessing. The U.S.
economy is losing out: 95% of digital asset volume is offshore, meaning a lack of
revenue and income for Americans. Finally, U.S. investors are at a disadvantage rel-
ative to those from other jurisdictions, facing markets with much less liquidity. Hav-
ing a clear framework applied for markets and assets in the digital asset ecosystem
would protect customers, move the industry forward, advance U.S. economic inter-
ests, and protect against system risk.

The CFTC has the tools to be a model regulator for digital assets. The agency and
its staff have deep knowledge of the ecosystem; the staff has already dove into the
details of blockchain-asset custody and safeguarding customer assets. The prin-
ciples-based framework under the CEA is a good fit for the nascent ecosystem,
which, combined with the bipartisan nature of the agency, allow it to nimbly but
carefully apply its core principles and protections to new asset properties. By taking
the lead on enforcement actions in the ecosystem on unregistered digital asset de-
rivatives, the agency has created a pathway for licensure. Finally, the CFTC already
oversees both direct-access platforms, and digital-asset futures—there is nothing
fundamentally novel to the agency about FTX’s margin application. The industry,
Congress, FTX, and consumers have put their faith in the CFTC to provide Federal
oversight and a pathway to registration and licensure for digital-asset venues.

In addition, providing licensure for digital-asset exchanges would increase com-
petition in the derivatives exchange industry. Promoting competition has been a
focus of the agency, the Biden Administration, House Agriculture Committee Chair
Scott, and our antitrust laws. Increased competition benefits U.S. consumers and
the U.S. economy and ensures global competitiveness for the country.

To be clear, we are not asking for a less thorough review from the CFTC than
is always applied, nor are we looking to discard core customer protections. The
CFTC has spent nearly a year digging into FTX’s application, and done so with a
level of rigor and comprehensive analysis that should make any regulator proud. It
is up to the CFTC to make the judgments it feels are in accordance with the CEA
and its core principles, and we respect that process and whatever conclusions it ulti-
mately comes to on our margin application.

In order to protect consumers, restore America’s global competitiveness in digital
assets, allow the industry to function, increase competition, and protect against sys-
temic risk, it’s imperative that the CFTC use its jurisdiction over digital-asset com-
modities to register marketplaces.

ExXHIBIT A
Understanding FUSD’s Guaranty Fund Sizing

Executive Summary

Many of the questions that FTX US Derivatives has received in connection with
its proposal to offer leverage for U.S. crypto futures, and its $250 million guaranty
fund (of unencumbered USD cash), relate to perceived uncertainty around how or
whether the 24x7 risk model and the guaranty fund will work in times of stress
and/or volatility. Fortunately, through FTX’s experience running the F7X.com trad-
ing platform over the last several years, we have objective and historical data based
examples that show how well the FTX risk and clearing model works.

In this post, we walk through the model and the real world experience showing
that, even on days of 35% or higher movements in the price of bitcoin, F7X.com has
gever had to use more of its guaranty fund than FTX.com made in revenue for that

ay.

We then observe that while the FUSD risk model will follow the FTX.com model
concept, there are at least two important enhancements that allow it to provide an
even greater level of comfort and protection to market participants and regulators.

First, the FUSD risk model assumes that it will take 24 hours to start to close
out undercollateralized positions (versus the reality of the risk program running in
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real-time)—meaning that the initial margin requirements themselves are materially
more conservative than they need to be.

Second, FUSD has sized its guaranty fund at a level that is many multiples of
the amount that even its conservative risk model projects as the required guaranty
fund level (i.e., approximately 100 times times the estimated highest daily draw on
the default fund in extreme volatility scenarios).

Finally, the FUSD initial margin model uses a sophisticated filtered historical
simulation to capture market risk, concentration risk, and liquidity risk, incor-
porating anti-pro-cyclicality controls such as stress VaR and volatility floors.

CFTC Comment Period (Open Until May 11, 2022)

As many are aware, FTX US Derivatives (“FUSD”) operates a futures exchange
and derivatives clearinghouse in the U.S. via licenses issued by the U.S. Commodity
Futures Trading Commission (“CFTC”). Currently, FUSD is only permitted to list
and clear fully collateralized derivatives products; however, FUSD has requested
that the CFTC amend FUSD’s derivatives clearing organization (“DCO”) registra-
tion to permit FUSD to list and clear leveraged/margined futures contracts. Once
approved, FUSD intends to list and clear leveraged/margined futures and options
contracts on digital assets, including bitcoin and ether, among others.

The CFTC has invited the public to comment on FUSD’s request, through May
11, 2022. The CFTC’s six-page request for comment is a straightforward list of ques-
tions and may be viewed  here: hitps://www.cftc.gov/media/7031/
CommentFTXAmendedOrder /download. Any member of the public may submit a
comment here, through May 11, 2022: https:/ /comments.cftc.gov /| PublicComments/
CommentForm.aspx?id=7254.

Robustness of the FTX Clearing Model and Guaranty Fund

The FUSD clearing and risk model for leveraged futures products is patterned on
the clearing and risk model that FTX has deployed and operated on its non-U.S.
venue, FTX.com, for several years. FTX.com routinely handles the trading and clear-
ing of $10 billion or more in transactions daily, measured on a notional basis (any
interested observer can track daily notional volume and open interest levels for all
of the major global crypto exchanges here: https:/ /ftx.com [volume-monitor). Nota-
bly, the FTX.com risk model operates on a 24 hours a day, 7 days a week basis,
and under this risk model positions that become undercollateralized are de-risked
(or “liquidated”) on an orderly step basis (i.e., the overall position is reduced/closed
out some percent at a time, subject to prevailing liquidity and market conditions)
through a process that runs essentially in real time. This is in contrast to the tradi-
tional clearing and risk model deployed by most of the U.S. futures market today—
where undercollateralized positions may generally be held open for a day or more
(particularly if over a weekend), even if the underlying collateral has been com-
pletely exhausted, while the clearinghouse and typically its clearing members wait
for the owner of the undercollateralized position to respond to a request (i.e., a mar-
gin call) to deliver collateral (or margin) in an amount sufficient to bring the posi-
tion back above water. Liquidation or close out of the position is then generally initi-
ated only when the owner of the position has failed to meet this margin call after
some determined period of time—which could be on a 24 hour delayed basis or, de-
pending on the market and timing, several days delayed basis. During that gap, the
position can continue to deteriorate and the level of insufficiently collateralized risk
accumulates without being backstopped (other than by the assets of other market
participants and the clearinghouse).

Under FTX’s model, risk is not permitted to build, unchecked, on an under- or
uncollateralized basis, full stop. Instead the FTX risk model, on a 24x7 basis, oper-
ates to de-risk (and liquidate) these positions in real time, down to levels where the
collateral that is posted is sufficient to support the remaining position (if any).
Where the posted collateral is insufficient to support any remaining position, the po-
sitions may be given over to backstop liquidity providers (each, a “BLP”, which gen-
erally are sophisticated trading firms with substantial balance sheets that have
pledged, via contractual agreement and actually posted collateral, to take over liqui-
dating positions programmatically and in real time; the BLPs collectively have bil-
lions of dollars of collateral sitting in FTX’s clearinghouse at all times). If the BLP
program is insufficient to take over the position, FTX’s guaranty fund (which is
funded fully by FTX in cash and has no assessment authority over any other trading
participant, clearing member or otherwise) provides a backstop pool of capital to
wind-up and close-out the position.

As noted above, many of the questions that FUSD has received in connection with
its 24x7 risk model and its $250 million guaranty fund relate to perceived uncer-
tainty about how it may work in times of stress and/or volatility. Fortunately,
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through FTX’s experience running the FTX.com trading platform over the last sev-
eral years, we have objective and historical data based examples to demonstrate its
performance.

Mapping the FTX.com Risk and Clearing Model Experience to the FUSD Proposal

The following core facts underscore our confidence in the implementation of the
FTX.com risk and clearing model as it has been proposed by FUSD:

While average daily volume ranges from $10 billion to $20 billion notional, per
day, FTX.com has traded up to $50 billion/day of notional volume and has held up
to $11 billion in notional open interest at one point in time.

Over the last 3 years we have experienced single-day bitcoin price moves of up
to 38%, and the insurance fund has paid out a net total of $9.5 million (across that
entire time period). Generally, FTX.com operates on a 5% collateral threshold re-
quirement. The single biggest daily drawdown from the FTX.com insurance fund
was $4.7 million, on a week that the bitcoin price moved down 38%—notably, that
drawdown was less than FTX.com’s revenue for that day.

Had FTX.com set margin requirements as high as we plan to for our U.S. plat-
form, the insurance fund would not have had a drawdown at all and instead, over
time, we would have actually added to the fund. Had FTX.com set margin require-
ments to the low end of the range we anticipate requiring in the U.S.—say, 15%—
the single biggest daily drawdown would have been $1.7 million.

FTX’s experience running the FTX risk and clearing model provides very strong
support for concluding that “it works”, particularly as it is proposed to be imple-
mented at FUSD. The FUSD default fund is super sized ($250 million versus a his-
torical draw of less than 1% of that on FTX.com). In the U.S., the initial margin
collateral requirements are meaningfully higher than the initial collateral thresh-
olds used on FTX.com, meaning that we anticipate draws to be even smaller.

Nonetheless, we have already committed to growing the guaranty fund’s min-
imum size as activity on the platform grows: Instead of fixing the fund’s size to sus-
tain the failure of the largest clearing FCMs (“Cover-1” or “Cover-2”), we have in-
stead voluntarily committed to cover 10% of total outstanding initial margin, up to
a “Cover-3” standard if required. This is substantially more conservative than is re-
quired by regulation.

Regarding the risk engine’s auto-liquidation feature, two questions often come up:
(1) does the risk engine promote pro-cyclicality in the market; (2) what implications
does the risk engine’s behavior have for systemic risk and contagion; and (3) is there
a way for an investor to opt out of the auto-liquidation feature of the risk engine.
First, FTX has built in risk-mitigating protections to address pro-cyclicality, includ-
ing price bands, position limits and concentration charges on platform users whose
positions reach a certain threshold—all of these features together restrain the ex-
tent to which market prices will move in response to the risk engine liquidating a
customer position.

The anti-pro-cyclical nature of the FTX.com margin model has been proven over
time: Orderly liquidation of undercollateralized positions has been refined and test-
ed through multiple high volatility days and periods over recent years. The risk en-
gine is also built to wind down positions in an orderly manner, limiting its activity
to a small fraction of overall market volume so as to avoid undue temporary impact.

Second, by quickly unwinding the riskiest, most undercollateralized positions, the
risk engine prevents build-up of credit risk that could otherwise cascade beyond the
platform, resulting in contagion. Because the risk engine operates 24x7, moves in
the underlying cash markets, which are also 24x7, do not result in excessive credit
risk buildup in derivatives markets. This is especially true during overnight, week-
end or holiday times, when traditional derivatives markets remain closed. Instead,
the platform reduces systemic risk by closing down or otherwise re-collateralizing
these positions in real-time (as described below).

Third, the FUSD platform offers multiple methods for connecting to the platform,
including through an FCM—indeed, the FTX.com platform has brokers connected to
the platform today. For users that connect through an FCM to FUSD, there are a
variety of methods the FCM could deploy to “shield” an investor from auto-liquida-
tion of her position, including the fee-service of re-collateralizing to the investor’s
account as necessary to prevent liquidation of the position.

No one is more interested in ensuring that the risk and clearing model holds up
in even the most extreme of conditions than us, as we are backstopping it with the
guaranty fund. FTX.com’s experiences have allowed the FUSD risk team to build
a model that is time tested and exceptionally persistent (however measured, across
any number of quantitative metrics). The chart below helps illustrate these points
in a striking way: Based on historical data, the FUSD guaranty fund would have
actually grown in size over time if the FTX margin model had been in operation
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over the past 3 years, under our anticipated minimum U.S. initial margin require-
ments.

Insurance Fund vs. Revenue
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Above, a graph over the lifetime of FTX.com of the performance of its risk
engine. The yellow line is a $250m initial guaranty fund size; the blue line
is the empirical performance of the FTX.com insurance fund, and the or-
ange line is the performance the insurance fund would have had if it had
required 15% margin, which is on the lower end of FUSD’s anticipated
range. The fluctuations are small under both the FTX.com and FUSD risk
models, and under the FUSD model the guaranty fund actually grows over
time. For reference, the gray line is FTX.com’s cumulative historical rev-
enue. Net movements in the guaranty fund are less than 1% of the initial
size and less than 1% of the revenue FTX.com collected over the period.

Total Daily Max
Volume traded $6,288,391,118,700 $5,833,386,938 $53,068,090,693
Revenue $1,382,091,723 $1,282,089 $12,800,764
Open Interest (approx.) $7,000,000,000,000 $7,000,000,000 $11,000,000,000
Abs BTC move 2,989.1% 2.8% 38.9%
Abs ETH move 3,862.6% 3.6% 43.9%
Insurance fund net usage — 89,468,974 —$8,784 —$4,686,029
Insurance fund with U.S. margin $45,048,377 $41,789 — 81,628,656

The CHAIRMAN. Thank you. And now Mr. Lukken, please begin
when you are ready.

STATEMENT OF HON. WALTER L. LUKKEN, J.D., PRESIDENT
AND CHIEF EXECUTIVE OFFICER, FUTURES INDUSTRY
ASSOCIATION, WASHINGTON, D.C.

Mr. LUKRKEN. Chairman Scott, Ranking Member Thompson, and
Members of the Committee, thank you for the opportunity to tes-
tify. It is indeed great to be back in this Committee room. I am
President and CEO of FIA, a leading global trade organization for
the futures, options, and centrally cleared derivatives markets. And
today indeed is a healthy dialogue for our industry. As someone
who has served as CFTC acting Chair and Commissioner, I am
proud of the CFTC’s mission to not only uphold strong customer
protections and police the integrity of the markets but also promote
responsible innovation and fair competition among market partici-
pants. In crafting this balanced mission, Congress and this Com-
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mittee were careful in making sure innovation and competition
were advanced responsibly and fairly without jeopardizing the in-
tegrity or financial stability of our markets or the protections af-
forded to customers.

Today, we are at an inflection point that requires us to carefully
consider the benefits of an alternative clearing structure and en-
sure it does not compromise the battle-tested protections and
checks of the existing clearing model. The CFTC is now considering
a proposal by FTX that would replace the traditional clearing
model that distributes risk using futures commission merchants
with a more automated and centralized one. Specifically, the FTX
direct clearing proposal would for the first time combine margin fu-
tures with near real-time margining, 24/7 auto-liquidation to
under-margin customers, and a self-funded CCP default fund with-
out the benefits of FCMs managing, underwriting, and mutualizing
customer risk.

It is important to point out that the FTX proposal would permit
futures trading at any underlying asset class transacted by any
type of customer, including commercial hedgers. This requires us to
view this proposal with an eye beyond retail cryptocurrencies. We
must also consider the core users of our markets, including farm-
ers, refiners, pension funds, and other main street businesses that
use futures to hedge price risk in the real economy.

When contemplating such transformative change, FIA encour-
ages policymakers to consider the fundamental guiding framework
articulated in President Biden’s recent Executive Order on digital
assets: same business, same risks, same rules. FIA believes the
CFTC must analyze FTX’s proposal against the important customer
protections and risk management functions that registered FCMs
currently provide the marketplace.

As agents for their customers, FCMs hold various regulatory re-
sponsibilities, including vetting customers on the appropriateness
of these leveraged products, policing clients for money laundering,
segregating customer funds, guaranteeing customer trades, holding
significant regulatory capital against those trades, contributing to
clearinghouse default funds, and agreeing to further assessments
should the CCP default fund need replenishment. Today, U.S. reg-
istered FCMs contribute more than $15 billion to CCP default
funds and hold an additional $175 billion of their own regulatory
capital. This layer of financial resources backstops the potential de-
fault of customers and protects the markets and the wider financial
system from a contagion event.

FIA believes there needs to be further analysis of the FTX risk
model in extreme but plausible scenarios, especially for large com-
mercial participants and other asset classes beyond retail
cryptocurrencies. Given the model relies on continuous liquid mar-
kets that are open 24/7, questions remain around the market im-
pact of auto-liquidation feature for close out of large positions in
less-liquid markets. We must ensure that the model does not trig-
ger a broader fire sale in the central price discovery market that
harms hedgers and exacerbates further market disruption.

To conclude, FIA supports efforts to further advance real-time
risk management in clearing and bring greater competition to the
markets. The FTX proposal has advanced a healthy debate in our
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industry. However, we believe that further analysis and informa-
tion are needed on the FTX proposal, and we look forward to the
deliberative process of the CFTC that will help bring additional
clarity and information to this unique clearing model. Thank you,
Mr. Chairman.

[The prepared statement of Mr. Lukken follows:]

PREPARED STATEMENT OF HON. WALTER L. LUKKEN, J.D., PRESIDENT AND CHIEF
EXECUTIVE OFFICER, FUTURES INDUSTRY ASSOCIATION, WASHINGTON, D.C.

Chairman David Scott, Republican Leader G.T. Thompson, and Members of the
Committee, thank you for the opportunity to testify about the U.S. derivatives mar-
ket structure and the unique proposal set forth by FTX US.

I am President and CEO of the FIA, a leading global trade organization for the
futures, options and centrally cleared derivatives markets. As someone who also
served on the Commission for many years, I am proud of the CFTC’s long history
of supporting innovation and competition in the derivatives markets.

In fact, Congress wisely instructed the CFTC in its mission to, not only uphold
strong protections for customers and police the integrity of the markets, but also
“promote responsible innovation and fair competition” among market participants.
In crafting this balanced mission, this Committee was careful in making sure inno-
vation and competition were advanced responsibly and fairly without jeopardizing
the integrity or financial stability of the markets or the protections afforded to cus-
tomers.

Today, we are at an inflection point that requires us to carefully consider the ben-
efits of an alternative clearing structure and ensure it does not compromise the bat-
tle-tested protections and checks of the existing structure afforded to customers and
markets. The CFTC is now considering a proposal by FTX that would replace the
traditional distributed risk clearing model that utilizes Futures Commission Mer-
chants (FCMs) with a more automated and centralized one that does not utilize
intermediation.

Specifically, the FTX direct clearing proposal would, for the first time, combine
margined futures with near real-time margining, 24/7 auto liquidation of defaulting
customers, and a self-funded CCP default fund without the benefit of FCMs under-
writing customer risk.

It is important to point out that FTX’s proposal would permit futures trading in
any underlying asset class transacted by any type of customer, including commercial
hedgers. This requires us to view this proposal with an eye beyond retail
cryptocurrencies. We must also consider the core users of our markets, including
farmers, refiners, pension funds, and other main street businesses that use futures
to hedge price risk in the real economy.

When contemplating such transformative change, FIA encourages policymakers to
consider the fundamental guiding framework articulated in President Biden’s recent
Executive Order on digital assets: Same Business, Same Risks, Same Rules. FIA be-
lieves the CFTC must analyze FTX’s proposal against the many important customer
protections and risk management functions that registered FCMs currently provide
the marketplace.

As agents for their customers, FCMs hold various regulatory responsibilities in-
cluding vetting customers on the appropriateness of these leveraged products, polic-
ing clients for money laundering, segregating customer funds, guaranteeing cus-
tomer trades, holding significant regulatory capital against those trades, contrib-
uting their own “skin in the game” capital to the central counterparty (“CCP”) de-
fault fund, and agreeing to further assessments should the CCP default fund need
replenishment.

Today U.S. registered FCMs hold roughly $175 billion in regulatory capital that
backstops their guaranty of customer trades and serves as a first line of defense
against a more serious contagion event that could spread to a CCP and beyond. Ad-
ditionally, these FCMs contribute another $15 billion to clearinghouse default funds
that serves to incentivize careful risk management and distribute risk among highly
capitalized institutions during a stressed market crisis.

FIA also believes there needs to be further analysis of the FTX risk model in ex-
treme but plausible scenarios, especially for large commercial participants in other
asset classes beyond retail digital currencies. Given the model relies on continuous
liquid markets that are open 24/7, questions remain around the market impact of
the auto-liquidation feature for the close-out of large positions in less liquid mar-
kets. We must ensure that the model does not trigger a broader fire sale in the cen-
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tral price discovery market that harms hedgers and exacerbates further market dis-
ruption.
Conclusion

FIA supports the efforts of FTX to further advance real-time risk management in
clearing and bring greater competition to our markets. Their proposal has advanced
a healthy debate in our industry. However, we believe that further analysis and in-
formation are needed on the FTX proposal, and we look forward to the deliberative
process of the CFTC that will help bring additional clarity and information to this
unique clearing model.

The CHAIRMAN. Thank you, Mr. Lukken. And now Mr. Edmonds,
please begin when you are ready.

STATEMENT OF CHRISTOPHER S. EDMONDS, CHIEF
DEVELOPMENT OFFICER, INTERCONTINENTAL EXCHANGE,
INC., ATLANTA, GA

Mr. EDMONDS. Thank you, sir. Chairman Scott, Ranking Member
Thompson, Committee Members, I am Chris Edmonds, Chief De-
velopment Officer, Intercontinental Exchange, or ICE. I have re-
sponsibility for all of ICE’s clearinghouses and risk teams. I appre-
ciate the opportunity to appear before you today to discuss the im-
portant role of clearing and the pending FTX application at the
Commodity Futures Trading Commission.

The U.S. is a global leader in capital and derivatives markets,
enabling participants to hedge risk and manage their businesses.
Throughout the market’s history, there have been new and innova-
tive technology-based ideas promising multiple efficiencies. ICE has
a robust history of innovation. However, the adoption of new tech-
nology and processes comes with the potential risk for unintended
consequences. Innovation cannot supersede the primary functions
of futures markets for price discovery and hedging.

As articulated by the leadership at FTX, the company’s tech-
nology risk management processes and proposed regulatory frame-
work have been constructed to revolutionize clearing and address
purported issues with the current offerings. ICE is fully supportive
of using new technology to deliver more efficient markets. But as
policymakers examine this application, they must remain mindful
of the risk.

As this Committee is aware, years ago, executives from Enron
stood in these halls before regulators offering new ideas as to how
markets should operate. Under the current system codified by the
Dodd-Frank Act, separately capitalized governed and regulated
clearing organizations managed settlement of financial transactions
executed by market participants typically via regulated clearing
members. All of these participants serve important checks in the
system against excessive leverage, new products that are not well-
tested or appropriate for widespread use, and the introduction of
unexpected counterparty risk.

ICE believes these independent stakeholders provide significant
benefits to helping deliver market consensus. Regulated clearing-
houses, working in conjunction with regulated exchanges and in
most cases market intermediaries, increase stakeholder confidence
in fair markets, transparent pricing, and fully understood settle-
ment processes.

FTX plays a leading role in the markets for digital assets, and
regulatory oversight will help lead to decision-making and risk
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management practices that are balanced. However, we do have con-
cerns with the approach FTX has proposed for this application.
Rather than following global guidelines and existing regulations,
FTX has requested a new set of rules not currently compliant with
CFTC regulations and global standards and potentially sets dan-
gerous precedents. FTX’s application raises significant questions
around risk management, financial resources, investors’ protec-
tions, and the collection and safeguarding of margin on non-inter-
mediate clearing model that today has significant participation.

ICE recommends the Committee explore the risks raised by us
and others for the application and the potential market implica-
tions. Given my 25 years of experience in these markets, I am con-
fident no Member of this Committee wants to learn of constituents
losing their hedge protection because the market moved against
them at 3:00 a.m. on a Saturday morning.

The current system is a pay-as-you-go system whereas the FTX
application is a go-as-you-pay service, meaning participants auto-
matically lose their position if the market moves against them
without the ability to bolster their stake with additional margin.
The upshot of these model differences has the potential to impact
users of futures markets significantly and detrimentally.

This Committee should continue its globally recognized leader-
ship in market structure when evaluating the proposal. Approval
in its current form may lead other jurisdictions to challenge the
pragn&atic and principle-based approach the CFTC has cham-
pioned.

ICE has embraced competition from our founding, and we do not
believe there is a single model for clearing that is appropriate for
all products and markets. ICE operates traditional intermediated
clearing for futures exchanges and over-the-counter derivative mar-
kets, as well as non-intermediated clearing for certain energy prod-
ucts used by commercial and institutional market participants. In
all cases ICE clearinghouses are compliant with global regulatory
standards and CFTC rules as written today and did not require
new CFTC rulebooks to be successful.

I appreciate this opportunity to appear before you today and look
forward to answering any questions the Members of the Committee
may have. Thank you.

[The prepared statement of Mr. Edmonds follows:]

PREPARED STATEMENT OF CHRISTOPHER S. EDMONDS, CHIEF DEVELOPMENT OFFICER,
INTERCONTINENTAL EXCHANGE, INC., ATLANTA, GA

Introduction

Chairman Scott, Ranking Member Thompson, I am Chris Edmonds, Chief Devel-
opment Officer for Intercontinental Exchange, or ICE. I appreciate the opportunity
to appear before you today, as this Committee looks at the FTX US Derivatives
(“FTX”) request for an amended derivatives clearing organization (“DCQO”) registra-
tion order to permit clearing of margined products through a retail, non-intermedi-
ated clearing model.!

Clearing houses play a critical role in the financial markets that serve the needs
of participants around the globe. Policy makers across the world, including this
Committee, have an interest in safe and efficient markets. To further the common
interest of well-functioning markets and well-regulated clearing houses, we appre-
ciate the opportunity to participate in this hearing as it examines the FTX request

1 Available at Attps:/ /www.cftc.gov | PressRoom [ PressReleases | 8499-22.
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to amend its DCO order to offer direct clearing to retail participants for margined
derivative products.

Background

Since launching an electronic over-the-counter (OTC) energy marketplace in 2000
in Atlanta, Georgia, ICE has expanded both in the U.S. and internationally. Over
the past seventeen years, we have acquired or founded derivatives exchanges and
clearing houses in the U.S., Europe, Singapore and Canada. In 2013, ICE acquired
the New York Stock Exchange, which added equity and equity options exchanges
to our business. Through our global operations, ICE’s exchanges and clearing houses
are directly regulated by the U.S. Commodity Futures Trading Commission (CFTC),
the Securities and Exchange Commission (SEC), the Bank of England, the UK Fi-
nancial Conduct Authority (FCA), the European Securities and Markets Authority
(ESMA) and the Monetary Authority of Singapore, among others.

ICE has a successful and innovative history of clearing exchange traded and OTC
derivatives across a spectrum of asset classes, including energy, agriculture and fi-
nancial products. Today, ICE owns and operates six geographically diverse clearing
houses that serve global markets and customers across North America, Europe and
Asia. Each of these clearing houses is subject to direct oversight by local national
regulators, often in close coordination and communication with other regulatory au-
thorities with important interests, and subject to regulations reflective of the G20
reforms and IOSCO principles.

ICE acquired its first clearing house, ICE Clear U.S., as a part of the 2007 pur-
chase of the New York Board of Trade. ICE Clear U.S. is primarily regulated by
the CFTC and is recognized by ESMA and clears a variety of agricultural and finan-
cial derivatives. In 2008, ICE launched ICE Clear Europe, the first new clearing
house in the UK in over a century. ICE Clear Europe clears derivatives in several
asset classes, including energy, interest rates, equity and credit derivatives, and is
primarily supervised by the Bank of England, in close cooperation with the CFTC,
the SEC and ESMA. ICE Clear Credit was established as a trust company in 2009
under the supervision of the Federal Reserve Board and the New York State Bank-
ing Department and converted to a derivatives clearing organization (DCO) fol-
lowing implementation of the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act (Dodd-Frank Act). ICE Clear Credit is primarily regulated by the CFTC
and SEC and is also recognized by ESMA and clears a global set of credit default
swaps on indices, single names and sovereigns. In 2017, ICE acquired ICE NGX as
part of the sale of Trayport. ICE NGX operates a non-intermediated model for clear-
ing of North American energy products and is regulated by the Alberta Securities
Commission and the CFTC. ICE also operates ICE Clear Netherlands under the reg-
ulatory supervision of De Nederlandsche Bank, Autoriteit Financiéle Markten and
ESMA and ICE Clear Singapore which is overseen by the Monetary Authority of
Singapore.

Clearing Houses Vital Role in the Derivatives Market

The risk-reducing benefits of central clearing have long been recognized by users
of exchange-traded derivatives (futures) and the pre-existing regulatory framework
and efficacy of the clearing model throughout even the most challenging financial
situations made it the natural foundation of the financial reforms put forward over
the past decade. Clearing has consistently proven to be a fundamentally safe and
sound process for managing systemic risk. Observers frequently point to non-cleared
derivative contracts as a significant factor in the broad reach and complexity of the
2008 financial crisis, while noting the relative stability of cleared markets.

As part of the increased use of clearing, clearing houses and market participants
have worked to ensure that the clearing process is robust and resilient and sup-
ported by adequate financial, risk management, and operational resources. The
Principles for Market Infrastructure (PFMI) represent the internationally agreed-to
framework for achieving these goals and are intended to ensure that fundamental
protections apply internationally and reduce the risk of regulatory arbitrage. Na-
tional regulators in G20 jurisdictions have implemented the key aspects of the
PFMIs into their regulatory frameworks. This process has set an appropriate stand-
ard across numerous jurisdictions for the regulation of a clearing house.

The FTX model raises significant questions around risk management, financial re-
sources, investor protections and the collection of margin in a retail non-intermedi-
ated clearing model. Retail non-intermediated clearing substantially differs from
both the traditional mutualized clearing model and a non-intermediated clearing
model restricted solely to commercial and institutional participants. FTX’s proposal
eliminates sound risk management practices and many customer protections for re-
tail participants, which are key features of the centrally cleared derivatives mar-
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kets. FTX’s proposed structure creates risk-taking incentives that may serve to in-
crease, rather than reduce, the risk to market participants and the global financial
system.

In addition, while FTX’s current business focuses on digital assets, the proposed
framework is not limited to digital assets. The proposed model significantly deviates
from the current regulatory framework and the CFTC should evaluate the implica-
tions of these changes. If the FTX proposal is approved, clearing houses could apply
this model to other markets such as traditional agriculture or energy commodities.
The CFTC must consider the implications of the proposed model as a policy matter
for all products and markets. Innovation cannot supersede the primary functions of
futures markets for price discovery and hedging. The FTX proposal raises many
questions and concerns. As such, the CFTC should use its rulemaking process to
propose and fully vet any necessary modifications to the current rules to fit a retail
non-intermediated market structure.

In addition, while FTX’s current business focuses on digital assets, the proposed
framework is not limited to digital assets. The proposed model significantly deviates
from the current regulatory framework and the CFTC should evaluate the implica-
tions of these changes. If the FTX proposal is approved, clearing houses could apply
this model to other markets such as traditional agriculture or energy commodities.
The CFTC must consider the implications of the proposed model as a policy matter
for all products and markets. Innovation cannot supersede the primary functions of
futures markets for price discovery and hedging. The FTX proposal raises many
questions and concerns. As such, the CFTC should use its rulemaking process to
propose and fully vet any necessary modifications to the current rules to fit a retail
non-intermediated market structure.

Cross-Border Regulation and Equivalence

Cross-border oversight and regulatory deference to home country regulators is es-
sential to well-functioning markets. The CFTC and global regulators have worked
together to implement relevant laws, standards, and policies that further the goal
of financial stability and resilience, while minimizing supervisory duplication and
conflict. Global regulators have recognized third-country clearing houses as equiva-
lent allowing market participants to continue accessing global markets. ICE does
not believe the FTX proposal fully satisfies the PFMIs and Commission regulations
and as such, the CFTC should carefully consider the cross-border implications of ap-
proving a clearing model that fails to satisfy the PFMIs. Other jurisdictions includ-
ing the European Union (“EU”) and the United Kingdom (“UK”) rely on compliance
with the PFMIs to determine whether a jurisdiction has comparable or equivalent
regulation. The current recognition of U.S. clearing houses in the EU and UK is
based on this determination of equivalence. It is critical that any action by the
CFTC not jeopardize the existing foreign equivalence determinations applicable to
U.S. clearing houses.

Current Regulatory Framework

The FTX proposal raises significant questions regarding compliance with the
PFMIs and CFTC regulations. Specifically, the FTX proposal does not fully meet
PFMI standards and CFTC rules for credit risks, sufficient financial resources to
cover participant exposure, liquidity risks, default management, governance, and
customer protections. Under the FTX proposal, the clearing house does not evaluate
and monitor the credit risk of its participants. FTX does not have credit standards
for participants nor are participants required to meet any minimum capital or asset
requirements. The clearing house does not conduct any due diligence on a partici-
pant’s ability to perform its obligations and the FTX proposal does not indicate that
FTX would review individual participants financial reports. The clearing house
would solely rely on margin provided by the participant and the automated close-
out methodology. This approach removes a fundamental protection existing in other
clearing models where the clearing house can look to the financial strength of the
participants in addition to the posted margin. Moreover, the proposed auto-liquida-
tion process would manage capital-related risks other than through participant cap-
ital requirements, as required.

Moreover, there are fundamental differences between the traditional clearing
house model and the FTX model related to the treatment of losses in a portfolio.
Currently, clearing houses operate a “pay as you go” model, meaning losses are set-
tled at least once a day. This model allows participants to maintain their positions
notwithstanding negative market moves. Conversely, the FTX model is a “go as you
pay” model. In this model, when a participant’s collateral is eroded below a pre-
scribed threshold, FTX liquidates the position and the participant’s participation is
stopped. The FTX participants lose their positions when the market moves against
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them, and they are liquidated at adverse prices. ICE notes the risks to the market
and other participants when a clearing house is forced to automatically liquidate
and kthe potential for a cascading downward spiral, especially in relatively illiquid
markets.

In addition, the financial resources supporting the clearing house are key to the
management and mitigation of credit risk and to ensuring the safety, soundness and
robustness of the clearing system. The cover-1/cover-2 standard is designed for
clearing arrangements with institutional clearing members. This standard, in addi-
tion to the FTX proposed cover-3 alternative, is not suitable for a retail non-inter-
mediated clearing model based on the large number of small retail market partici-
pants. Such an approach would include a small proportion of a DCO’s exposure to
a participant default against which to make a reasoned assessment of appropriate
financial resource requirements. Nonetheless, it is essential that each clearing orga-
nization be subject to a robust financial resource standard—particularly when the
participants at risk of a default by the clearing house are individual retail investors.

Moreover, FTX proposes to allow itself to use customer funds for FTX operations
and replace the funds at some point in the future. The FTX proposal states that
in some cases margin provided by users may be used for liquidity purposes or hair-
cut due to losses caused by other users. This approach is inconsistent with the ap-
proach taken by other clearing houses in default management where margin of a
non-defaulting member is not subject to use in the default by another member. It
is also inconsistent with the general principles under Section 4d of the Commodity
Exchange Act and CFTC regulations which prohibit funds of one customer to be
used to cover obligations of another.

Comparison to Other Non-Intermediated Models

ICE has significant experience with non-intermediated clearing arrangements
through its ICE NGX clearing house. ICE NGX operates a sophisticated commercial
market, offering clearing services to producers, marketers and utilities in the phys-
ical energy markets of North America. Commercial and institutional participants
utilize the ICE NGX markets to manage risk associated with a physical energy busi-
ness. ICE NGX has been clearing physical energy products for over 20 years and
has a history of managing volatility and participant defaults. ICE NGX has a risk
profile that differs substantially from the FTX proposal and has numerous features
and protections that are not present in the FTX proposal. ICE NGX participation
is restricted to commercial market participants that meet minimum financial re-
quirements. ICE NGX can also call for additional collateral and there is no auto-
liquidation function. Participants in cleared physical markets are also required to
have the capability to make and take delivery of underlying energy commodities,
which discourages pure speculative trading firms from participating. The ICE NGX
commercial non-intermediated model includes robust risk management and finan-
cial protections that comply with CFTC regulations and the internationally-agreed
standards applicable to clearing houses. The FTX proposal does not share many of
these features and raises issues that differ from those of existing institutional non-
intermediated arrangements.

Conclusion

ICE has always been, and remains, a strong proponent of open and competitive
markets with appropriate regulatory oversight. As an operator of global futures and
derivatives markets, ICE understands the importance of ensuring the utmost con-
fidence in financial markets. To that end, the FTX proposal raises significant policy
issues as well as questions about compliance with the PFMIs and Commission regu-
lations that warrant further analysis. The approval of the FTX proposal could un-
dermine the internationally agreed to framework and Commission regulations in-
tended to achieve the goal of a robust and resilient clearing process.

Mr. Chairman, thank you for the opportunity to share our views with you. I would
be happy to answer any questions you and Members of the [Committee] may have.

The CHAIRMAN. Thank you. And now, Mr. Perkins, you are recog-
nized for 5 minutes.

STATEMENT OF CAPT. CHRISTOPHER R. PERKINS, (RET.), U.S.
MARINES; MANAGING PARTNER AND PRESIDENT, CoINFUND
MANAGEMENT LLC, NEW YORK, NY

Mr. PERKINS. Chairman Scott, Ranking Member Thompson,
Members of the Committee, and distinguished guests, thank you
for giving me the opportunity to testify before this Committee
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today. It is an honor and a privilege to share my perspective on
how America can embrace innovation and the promise of web3 to
reinforce our leadership in the global financial system while doing
S0 l;"esponsibly in a manner that protects investors and manages
risk.

I serve as President of CoinFund Management LLC, a web3-fo-
cused registered investment advisor founded in 2015. Prior to this
role, I served as a global co-head of the futures, clearing, and for-
eign exchange prime brokerage businesses at Citi and also served
on the executive committee and board of directors of the FIA. My
views on risk management were initially shaped on the battlefields
in Ar-Ramadi, Iraq, where I had the honor of serving as a United
States Marine. I subsequently transitioned to Lehman Brothers
where I witnessed firsthand the perils of unregulated, highly spec-
ulative derivatives markets that brought the global financial sys-
tem to its knees.

For over a decade that followed, I worked closely with global reg-
ulators and policymakers to implement reforms to the derivatives
industry and in the process worked with my team to build one of
the most prominent intermediary derivatives businesses in the
world. I see the cultivation of deep, liquid, accessible and secure de-
rivatives markets as an important cornerstone of our economy and
an essential pillar of effective risk management.

The arrival of web3 could potentially transform the global econ-
omy into a more creator-led, open, inclusive, and democratic eco-
system, aligning perfectly with shared, bipartisan, American val-
ues. With principles-based, transparent, and predictable policy and
regulation, the U.S. will empower entrepreneurs to build and inno-
vate onshore, which will fuel the economy, catalyze job creation,
and reinforce U.S. leadership across the global financial markets.

Like it or not, the risk-management realities and challenges of
digital asset markets that function 24 hours a day, 7 days a week
have arrived. According to a recent poll by NBC News, one in five
Americans have invested in, traded, or used cryptocurrencies. The
cryptocurrency market that is emerging is a more inclusive one
with communities of color leading user adoption. Today, these com-
munities can legally take risk via exposure to a vast array of spot
digital assets, but their ability to hedge that risk through the de-
rivatives market is extremely limited because the legacy intermedi-
ated derivatives market structure is unprepared to support the
risk-management realities of the digital asset class.

However, the FTX proposal to allow direct access derivatives
clearing powered by real-time risk and collateralization engines
promises to bring much-needed innovation to U.S. digital asset de-
rivative markets. From my perspective, the FTX proposal, if adopt-
ed, would reduce systemic risk through real-time collateralization
and risk management, offer industry participants the ability to
more dynamically hedge digital asset risk, introduce incremental
competition and choice which will facilitate a more inclusive, cost-
effective marketplace, and revitalize U.S. digital asset derivative
markets at a time when leadership and innovation have migrated
overseas.

Certainly, there are risks to deploy new technologies, and any
proposed model must prove that it can meet and exceed the same
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extreme but plausible stress scenarios applied to legacy clearing-
houses via existing regulation. Moreover, appropriate disclosures
must ensure that industry participants clearly and transparently
understand the unique nuances and risks of participating in a di-
rect clearing model, including the risk of liquidation.

Finally, guardrails to dissuade excessive speculation as they exist
today in traditional futures markets should continue to be consid-
ered by regulators. Appropriately implemented, the direct model
proposed by FTX could catalyze a new era of responsible innovation
and unlock new capabilities to hedge risk at a time when, by unof-
ficial estimates, more than 90 percent of crypto derivatives activity
have migrated overseas.

In conclusion, I support FTX’s application to offer a direct clear-
ing model for digital asset derivatives. Direct access will foster a
more inclusive and liquid derivatives market in the United States,
finally giving investors the ability to access derivative markets to
hedge their risk. With the appropriate regulatory guardrails in
place, this model will result in a more resilient, efficient, and dy-
namic system. I look forward to your questions today, and thank
you.

[The prepared statement of Capt. Perkins follows:]

PREPARED STATEMENT OF CAPT. CHRISTOPHER R. PERKINS, (RET.), U.S. MARINES;
MANAGING PARTNER AND PRESIDENT, COINFUND MANAGEMENT LLC, NEW YORK, NY

Chairman Scott, Ranking Member Thompson, Members of the Committee, and
distinguished guests, thank you for giving me the opportunity to testify before this
Committee today. It is an honor and a privilege to share my perspective on how
America can embrace innovation to reinforce our leadership in the global financial
system while doing so responsibly, in a manner that protects investors and thought-
fully manages risk.

I serve as President of CoinFund Management LLC, a web3-focused registered in-
vestment adviser founded in 2015. Prior to this role, I served as Global Co-head of
the Futures, Clearing and Foreign Exchange Prime Brokerage (FXPB) businesses at
Citi and also served on the Executive Committee and Board of Directors of the FIA.
I am the co-founder of Veterans on Wall Street (VOWS) and more recently, Veterans
in Digital Assets (VIDA), an initiative designed to help transitioning military vet-
erans and their spouses find fulfilling careers in the web3.

I began my professional career in the United States Marine Corps, where I had
the honor of serving our country on the battlefield in Ar-Ramadi, Iraq. The violent
urban warfare I experienced left me with a renewed perspective, deep sense of pur-
pose and a thorough wunderstanding of risk management. I subsequently
transitioned to Lehman Brothers where I witnessed firsthand the perils of unregu-
lated, highly speculative derivatives markets that brought the global financial sys-
tem to its knees. For over a decade that followed, I worked closely with global regu-
lators and policymakers to implement reforms to the derivatives industry, and in
the process, worked with my team to build one of the most prominent intermediary
clearing businesses in the world. My unique background blends deep experience in
derivatives, market structure and risk management, coupled with “sell side” and
“buy side” market perspectives across traditional finance and digital asset eco-
systems. I see the cultivation of deep, liquid, accessible and secure derivatives mar-
kets as an important cornerstone of our economy and an essential pillar of effective
risk management.

From my perspective, the United States needs to make a choice. We can embrace
new technologies, like blockchain, to unlock responsible innovation and inclusion
across finance and risk management, or we will risk being left behind by those that
do. With principles-based, transparent and predictable policy and regulation, the
U.S. will empower entrepreneurs to build and innovate onshore, which will fuel the
economy, catalyze job creation, and reinforce U.S. leadership across the global finan-
cial markets.
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Recently, President Biden’s Executive Order (EO) on Ensuring Responsible Devel-
opment of Digital Assets outlined a comprehensive policy approach to balance the
risk and promise of digital asset technologies.

Bipartisan themes highlighted in the EO include:

e Protect U.S. and global financial stability and mitigate risk

e Promote leadership in technology and economic competitiveness to reinforce
U.S. leadership in the global financial system

e Promote equitable access to safe and affordable financial services

e Support technological advances and ensure responsible development of use of
digital assets

Applying these themes to digital asset derivative markets, it is clear that our leg-
acy, intermediated derivatives market structure is unprepared to support the risk
management realities of this new asset class, leaving market participants with few
effective and efficient choices to hedge risk. However, the FTX proposal to allow di-
rect access, margined derivatives clearing, powered by real time risk and
collateralization engines, promises to bring much needed, responsible innovation to
U.S. digital asset derivative markets, allowing it to compete globally by aligning
with the shared, bipartisan ideals outlined above.

From my perspective as a former head of one of the largest derivatives inter-
mediaries, or Futures Commission Merchants (FCMs), in the world, the FTX pro-
posal, if adopted, would:

e Reduce systemic risk in a U.S. derivatives industry that has grown increasingly
concentrated and chronically under-collateralized—largely due to operational
shortfalls,

o Offer industry participants the ability to more dynamically hedge digital asset
risk,

e Introduce incremental competition and choice which will facilitate a more inclu-
sive, cost-effective marketplace, and

e Revitalize U.S. digital asset derivative markets at a time when leadership and
innovation has migrated overseas.

Certainly, there are risks to deploying new technologies and any proposed model
must prove that it can meet and exceed the same “extreme but plausible” stress sce-
narios applied to legacy clearing houses via existing regulation. Moreover, appro-
priate disclosures and customer protections must be implemented to ensure that in-
dustry participants clearly and transparently understand the unique nuances and
risks of participating in a direct clearing model—including the risk of liquidation
(which is a risk that all current futures participants face today). Finally, guardrails
to dissuade excessive speculation—as they exist today in traditional future mar-
kets—should continue to be considered by regulators. However, I believe that the
impact of not embracing innovation and technology is a far greater risk to our eco-
nomic future.

Like it or not, the risk management realities and challenges of cryptocurrency
markets—powered by blockchain technology—that function 24 hours a day, 7 days
a week, have arrived. According to a recent poll by NBC News, one in five Ameri-
cans have invested in, traded or used cryptocurrencies.! The cryptocurrency market
that is emerging is a more inclusive one. A survey by Ariel Investment and Charles
Schwab Corp revealed that 38% of Black investors under 40 years old own digital
tokens, compared with 29% for their White counterparts.2 Today, these communities
can legally take risk via exposure to a vast array of spot digital assets, but their
ability to hedge that risk through the derivatives market is extremely limited due
to the unavailability of FCMs and lack of available products. Unfortunately, legacy
“batch” margining technology and existing processes simply cannot keep pace, leav-
ing intermediaries with risk and capital challenges that impede their ability to sup-
port this rapidly emerging asset class.

The FTX proposal will give industry participants new choices and new capabilities
to properly manage risk through hedging by unlocking regulated derivatives across
the digital asset ecosystem. Moreover, the FTX proposal will cultivate a true “de-

1Thomas Franck, “One in five adults has invested in, traded or used cryptocurrency, NBC
News poll shows,” CNBC, March 31, 2022.

2Kelsey Butler, “Young Black Americans Wary of Stock Market Are Turning to
Cryptocurrency,” Bloomberg, April 5, 2022.
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faulter pays”3 clearing model, which secures the system through real time risk
management, where risk is mitigated with the collateral of risk takers and the
clearing house, itself. Appropriately implemented, the direct model proposed by FTX
could catalyze a new era of responsible innovation across derivatives markets and
unlock new capabilities to hedge risk at a time when, by unofficial estimates, more
than 90% of crypto derivatives activity has migrated overseas.

In the aftermath of the Global Financial Crisis, the G201 doubled down on the
central clearing model by committing to transition the ~$700 trillion OTC derivative
markets into this legacy futures market structure framework. Without scalable tech-
nology that could be used to distribute and decentralize risk, policy makers had few
alternatives—and instead chose a highly centralized and highly regulated, inter-
mediated market structure where clearing members, known as FCMs, guaranteed
the financial performance of their clients and the ecosystem itself.

Under this model, the clearing house is responsible for calibrating risk manage-
ment standards of the system and must ensure that sufficient financial resources
are collected under “extreme but plausible” scenarios to withstand market shocks.
To meet collateralization shortfalls, clearing houses form a “waterfall” in their
rulebooks and require their members to post capital to a “default” fund. To the ex-
tent a member fails to meet its obligations during an insolvency, the clearing house
may use that member’s default fund contribution to offset collateral shortfalls. How-
ever, if deficits remain after applying these funds, the CCP will utilize the other
members’ contributions (after exhausting limited proprietary capital known as “skin
in the game”) even when those members may have nothing to do with the default.
Though market participants universally agree that initial margin levels should be
sufficiently calibrated such that a “defaulter pays” model prevails, the mutualization
and socialization of risk of the existing paradigm is real. As recently as 2018, clear-
ing members were assessed millions in /osses[d after a power trader failed to meet
his obligations on NASDAQ OMX.4

Though one would think that FCM businesses would thrive under a regulatory
mandate, the number of FCMs has materially decreased over the last 2 decades
from a high of 188 in 2004, to just 61 by 2022. Meanwhile, segregated client assets
have skyrocketed, rising from about $60bn in 2002 to more than $470bn today.

Figure 1: Segregated Client Funds?® versus FCM Count (2002-2021)
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participants with fewer choices to access futures markets to hedge their risk. Today,
the top five members control the preponderance of the segregated collateral pool.

This consolidation and subsequent risk concentration have been caused by a num-
ber of factors:

3“Defaulter Pays” is when a defaulter’s own contributed collateral is sufficient to cover losses
during a liquidation scenario.

W http: | [www.g20.utoronto.ca /2009 | 2009communique0925.html.

[2 hitps: | |www.reuters.com [ article | us-nordic-power-nasdaq | nordic-power-traders-loss-costs-
nasdaq-and-members-114-million-euros-idUSKCN1LT28G.

4 Lefteris Karagiannopoulos, “Nordic power trader’s loss costs Nasdaq and members 114 mil-
lion euros,” Reuters, September 13, 2018.

5Segregated Funds include segregated futures, foreign futures and cleared swaps. Source:

FTC.
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1. Regulations including those introduced by the Dodd-Frank Wall Street Reform
and Consumer Protection Act resulted in material fixed costs that uniformly
apply to all clearing members, regardless of size or activity level.

2. A loss of interest income due to macroeconomic and capital optimization fac-
tors related to Basel[3l capital rules, including the Supplemental Leverage
Ratio (SLR), negatively impacted FCM economics.

3. Increased third party fees, including fees to maintain legacy technology infra-
structure further suppressed FCM profitability.

4. With sizable fixed costs and low profit margin, the only solution was to drive
scale by acquiring market share. Smaller FCMs, unable to achieve the scale
needed to achieve profitability, simply could not compete with larger players
and shuttered their businesses.

The FCM community has been left in a bind. Dependence on decades old, notori-
ously archaic technology that is only capable of delivering slow and lumbering batch
cycles has resulted in a mismatch of collateral flows and an accumulation of risk.
Coupled with initial margin models that often fail to sufficiently cover this con-
centrated risk, the legacy clearing model leaves FCMs facing the potential of mate-
rial stress losses at a time when profitability is challenged at best. The legacy de-
rivatives collateralization cycle functions as follows:

1. Client executes a derivative (and the FCM guaranties against the risk of de-
fault) on trade date “T”

2. Clearing house calls FCM for collateral (typically on T or early (~2 a.m.) on
T+1)

3. FCM issues margin call (typically before 10am, T+1)
4. Clients pay margin obligation by the end of the day (T+1)

During periods of stress, it is common for clearing houses to justifiably call their
members for incremental intraday collateral (which generally must be met in 1 hour
according to clearing house rules), leaving unsecured FCMs scrambling to recoup
collateral from their clients, often an impossible task. Unfortunately, this laborious
procl(iss simply does not reconcile with the speed and volatility of crypto-derivative
markets.

Against the backdrop of these operational shortfalls, acute under-collateralization
continues to plague FCMs. Margin breaches are defined when intraday price move-
ments cause the actual marked-to-market exposure in the account of a clearing
member to exceed the initial margin held. Based on public statistics,[4 the deriva-
tives markets have experienced thousands of margin breaches in recent years, in-
cluding a $2.01bn margin breach in Q1 2021.6 Volatile markets often cause these
breaches, leaving FCMs unsecured and undercompensated for the risk they assume
from their clients.

In an era where profitability requires scale and scale attracts meaningful risk,
leading to questionable financial returns, FCMs are left in a predicament. Smaller
clients, who do not offer scale and only transact to hedge a few times per year, are
either left on the sidelines unable to find an intermediary or are subject to substan-
tial minimum fees, effectively pricing them out of the market. For most FCMs, the
scalable clearing of digital asset derivatives—even if clearing houses offered com-
prehensive product coverage—is out of the question because the accumulation of
risk due to their batch processes cannot keep pace with 24 hour, volatile
cryptocurrency markets. Moreover, Basel regulatory capital proposals!® and inter-
nal risk limits leave bank FCMs simply unable to expand into this new asset class,
leaving clearinghouses with little incentive to innovate. For this reason, it’s no sur-
prise that the vast preponderance of digital asset derivatives activity has largely mi-
grated overseas in markets where there is no requirement for intermediaries.

While legacy FCMs continue to retrench, a new model is emerging that could revi-
talize the domestic derivatives industry, especially for digital asset derivatives, and
give U.S. persons the risk management capabilities they deserve. New technologies
now enable near real time risk management and collateralization capabilities—with-
out the need for an intermediary. Calibrated correctly and fairly, a non-intermedi-
ated market structure can deliver a true “defaulter pays” model, by solely relying

Bl https: | [www.risk.net [ regulation | 5307456 | repeal-cem-reform-sa-ccr.

4 https: | |www.fia.org | margin-breaches#:~:text=This%20visualization%20shows%20data%20
on,held%20against%20that%20member%20account.

6 Alessandro Aimone, “GameStop frenzy triggered $2billion margin breach at OCC,” Risk Mag-
azine, July 27, 2021.

51 https: | www.bis.org [ bebs [ publ /d519.pdf.
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on the assets of the risk takers and clearing house, itself, eliminating legacy con-
flicts of interest, socialized losses and ushering in a new era of responsible innova-
tion.

End-users stand to benefit. Incremental competition will introduce new choices
and capabilities to hedge risk, while lowering costs. The operational inefficiencies
of the current model are costly (e.g., contingent liquidity funding due to the collat-
eral timing mismatch is expensive), and the direct model will eliminate inter-
mediary fees altogether. In theory, real time risk management should also unlock
capital efficiencies across the system, since more collateral is needed to secure and
backstop a system that depends on a daily batch process to collateralize—especially
for volatile markets. Finally, billions of dollars in member capital, which would need
to sit idly in default funds socializing risk in the system, could be redeployed back
into the economy because in the direct model, the responsibility for collateralization
sits with the risk takers, and is supported by the resources of the clearing house,
itself.

Competition is healthy for markets, and I believe that the direct model offered
by FTX’s proposal will actually benefit the legacy FCM community. In a world
where direct and intermediated markets coexist, FCMs will be able to identify new
opportunities to deliver operational and capital efficiencies for their clients, perhaps
providing agency services to prevent liquidations, while continuing to offer high
touch service to top institutional clients.

In conclusion, I fully support FTX’s application to offer a direct clearing model for
digital asset derivatives. It is time for the United States to revitalize its derivatives
markets by embracing the promise of new technologies to reduce systemic risk
through real time and surgically precise collateralization. Direct access will foster
a more inclusive and liquid derivatives market in the United States finally giving
investors the ability to access derivatives markets to hedge their risk. With the ap-
propriate regulatory guardrails in place, this model will result in a more resilient,
efficient and dynamic system.

CHRISTOPHER R. PERKINS,
President, CoinFund.

The CHAIRMAN. Thank you very much, and I want to thank all
five of our very distinguished witnesses on the panel for your excel-
lent testimonies.

At this time, Members will be recognized for questions in order
of seniority, alternating between Majority and Minority Members.
You will be recognized for 5 minutes each in order to allow us to
get as many questions in as possible. And as I always say, please
keep your microphones muted until you are ready to ask your ques-
tion so that we can minimize background noise.

I now recognize myself for 5 minutes. We all know that
cryptocurrency is a volatile market. We realize that. We witnessed
what has been happening to them over the past few days on the
markets. I want to ask Mr. Lukken, Mr. Duffy, and Mr. Bankman-
Fried this question. And then, Mr. Edmonds, I have a question for
you as well.

First, to the three of you, Mr. Lukken, Mr. Bankman-Fried, and
Mr. Duffy, how in your own words is this proposal not making an
already risky market much riskier for the customer, particularly in
light of what we are seeing and, as several of you pointed out, the
emergence of an eagerness to get into this market from the public?
Mr. Duffy, would you start off?

Mr. DUFFY. Sure, I would be happy to start. How is this adding
more risk to the system? Well, the gentleman at the end of the
table said that 90 percent of the crypto market is going overseas.
I would assure you that 90 percent of the losses are also going
overseas with them and that is not a bad thing from our perspec-
tive of our participants being protected from this.
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Listen, these asset classes are completely different, and I am not
here to discuss the value of crypto one way or another. I think
what is important is the structure that they operate under. The
proposal as put forth is fraught with dangers. The traditional clear-
ing model that we deploy at CME Group is something that we are
passionate about. And the gentleman referred to the derivatives in-
dustry cratering in 2008 and what caused that. I assure you, it
wasn’t listed derivatives industry. It was levered bilateral deriva-
tives that caused that collapse. So the risk associated with these
products, if not properly regulated, could be catastrophic not only
for the risk of their products but other products that this applica-
tion could be applied to, especially every asset class that CME
trades. So I have grave concerns.

I could talk for hours on this topic, Mr. Chairman. I will reserve
my time.

The CHAIRMAN. Yes.

Mr. DUFFY. But I think as you deploy this against other asset
classes, that is where the real risks come in.

The CHAIRMAN. Thank you. Mr. Lukken, please.

Mr. LUKKEN. Well, as far as customer protection, I mean, the
FCM over the years has played a critical role in our ecosystem of
making sure that customers are protected, their funds are seg-
regated, that they are guaranteeing those funds, they are holding
capital in case there is a default. So we have this layer of protec-
tion, as was noted, that helps protect customers that exist that is
being taken out of the system.

So, yes, I think FTX is making the argument that they can rep-
licate that in other ways through the DCO application, but we have
strong views that there is a reason that FCMs help to compartmen-
talize risk away from the CCP. Oftentimes, they are holding the
capital to try to—like a ship. They may be taking on water, you
close the watertight hatch, right, to make sure the rest of the ship
does not go down.

The CHAIRMAN. Right.

Mr. LUKKEN. We think that diversified risk that the FCM pro-
vides is a helpful component of preventing a systemic event and
helping protect customers.

The CHAIRMAN. Okay. Thank you so much. And now, Mr.
Bankman-Fried?

Mr. BANKMAN-FRIED. Thank you. I think that this would help
make cryptocurrency markets less volatile and less risky for ex-
actly the reasons that you guys have pointed out. The fact that
there is no Federal oversight of them today is not good, and pro-
viding that Federal oversight with licensed cryptocurrency deriva-
tives exchanges would help ensure that they do meet the standards
and safety that we expect.

And I will also say that, as was referenced, financial crises can
be caused by unlisted, untracked contracts done in a bespoke man-
ner where there is no central clearing. That is another reason that
we are excited to bring this under CFTC jurisdiction with CFTC
oversight of the clearinghouse.

The CHAIRMAN. Well, thank you. I just have a question to Mr.
Edmonds. Could you comment, Mr. Edmonds, on how the clearing-
house model proposed by FTX stands up to international regulatory
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standards such as those required to maintain equivalency with the
EU and the UK markets?

Mr. EDMONDS. Mr. Chairman, the EU and the UK both have
made the statement if it is the same risk, it is the same rules. And
so I believe what you are asking for is you are asking me to deter-
mine what happens if the application is approved under the cur-
rent rules. We—and Mr. Duffy has said this in his testimony—
don’t believe it can be approved in its current form under the cur-
rent rules, so we would get to a point where it is not the same
rules for the same risk. And I think that is the concern of the inter-
national community.

The CHAIRMAN. Thank you very much. And now I recognize the
Ranking Member, the gentleman from Pennsylvania, my friend,
Mr. Thompson.

Mr. THOMPSON. Mr. Chairman, thank you. Thank you to all of
our witnesses.

Mr. Bankman-Fried, thank you for speaking with us today re-
garding your proposal that is before the CFTC. And I know the
CFTC’s comment period closed yesterday and it is holding a round-
table in a couple weeks. And its experts will give careful consider-
ation to all the information provided. I appreciate you taking the
time to provide some additional color on your proposal and to ad-
dress some of the concerns expressed by some market participants.
Could you please tell us why the markets should deviate from the
well-tested approach to clearing employed at CME or ICE, for this
virtually unknown approach and why take the risk?

Mr. BANKMAN-FRIED. Thank you. So, first of all, I think that
there should be diversity of risk models allowed so long as they are
all deemed suitable and consistent with regulations by the CFTC.
I personally believe that our application is consistent with the cur-
rent rules and regulations of the CFTC, that there is no required
rulemaking or changes for it, and that should the CFTC deem it
to be appropriate and then it would not require any changes.

I would also like to say, in terms of why I think this is worth
doing—and again, I don’t think that we should be banning other
risk models here. I don’t think we should be stopping other ex-
changes from being able to operate. I think we should have healthy
competition here. I think that it has numerous advantages. In our
risk model the collateral is held directly at the clearinghouses, the
collateral for all the positions. There is CFTC oversight of that col-
lateral, and it is guaranteed to be there to not be used for anything
else, to be segregated, and that is a difference with traditional
models. It provides an extra layer of security and guarantee of the
assets backing these positions.

I also think that having a faster risk model is appropriate for
digital assets. This means that rather than having to choose be-
tween liquidating a position too early out of fear of what could hap-
pen over the next 2 days or exposing yourself to systemic risk like
we saw with LME, that the risk model can make a real-time, more
precise judgment about the health of the position. I think both of
those are going to be healthy, and I think they particularly fit the
digital asset ecosystem.

I will note that we do not have any plans to launch nondigital
asset contracts anytime soon through this model. And I think those
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are both advantages. I think the equitable access is an advantage.
I think the open and transparent market is an advantage. I think
that all of those have real advantages. And again, I don’t believe
that this is inconsistent or new from the perspective of the rules
and regulations that it would require, and many of the people in
the industry, including many of those on this panel today, are cur-
rently listing products with many of these properties.

Mr. THOMPSON. Okay. Thank you. Mr. Perkins, in your testimony
you highlight some of what you perceive as inefficiencies in the ex-
isting intermediated clearing approach. Besides a wholesale adop-
tion of the FTX approach to clearing, what aspects of their proposal
do you think today’s clearinghouses should consider adopting?

Mr. PERKINS. Thank you, sir, for the question. In today’s model
there is a mismatch between 24 hour/7 days markets of
cryptocurrency with the way we collateralize today in the futures
markets. So essentially clients put on risk, we meet those obliga-
tions to the clearinghouse immediately, and then we have to wait
to the following day to receive that collateral back from our clients.
That doesn’t reconcile with a highly volatile market that is moving,
and so therefore, we are much better positioned from a systemic
risk perspective if we are able to meet that collateralization in real
time.

And so the inefficiency that I am highlighting is the inefficiency
of collateralization today that the FTX model addresses. And frank-
ly, I don’t see a way that the current intermediated model can de-
liver inclusion and provide services for crypto derivatives because
of this collateral mismatch.

Mr. THOMPSON. Thank you. Mr. Edmonds, in your testimony you
noted that innovation cannot supersede the primary functions of
futures markets for price discovery and hedging, but even today
some innovations, most take for granted like electronic order books,
algorithmic trading. My question is what is the line between bad
innovation and good innovation?

Mr. EpMoONDS. Well, I think the bright line is where does it fit
within the regulatory construct? And the markets look for certainty
at the end of the day. Users of the markets look for certainty at
the end of the day. And so having potentially two standards that
may develop over time creates uncertainty in the market. And I
think if you look to some of the volatility around the crypto world
as it sits today, it is a lack of certainty of what happens in different
jurisdictions and how folks review that. So for me it is about how
do you divide the world of regulation to make sure that those who
are going to be in the game understand the rules of the game at
all times.

Mr. THOMPSON. Good. Thank you. Thank you to all the witnesses
and thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Ranking Member.

And now the gentlewoman from North Carolina, Ms. Adams, who
is also the Vice Chair of the Committee on Agriculture, is recog-
nized for 5 minutes.

Ms. Abpams. Thank you, Chairman Scott, Ranking Member
Thompson, for hosting the hearing today. Thank you to the wit-
nesses. I appreciate all of your diligence here. I want to thank the
committee staff.
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I have heard many interesting perspectives on cryptocurrency
today. Some say it needs to be defined before it is regulated, crypto
or security or derivatives. Crypto, they also say, does it need an
independent financial regulator or is the existing Commission suffi-
cient? So let me ask Mr. Lukken. Your organization, the Futures
Industry Association, represents over 80 percent of futures commis-
sion merchants today. If accepted, FTX’s application would alter
the role of U.S. registered FCMs proposing leverage without inter-
mediaries. Chair Behnam has opened the floor for discussions on
crypto derivatives. So what will happen if the model is applied to
other commodity markets, Mr. Lukken?

Mr. LUKKEN. Well, I have indicated that it needs further analysis
because it is uncertain whether the customer protections that are
afforded to commercial hedgers would be the same under this
model. In addition, I think that the risk model, which is used to
auto-liquidating small retail cryptocurrency products, once you get
into large commercial hedgers that need to get into our markets
and hold large positions to make sure that their agricultural prod-
ucts are hedged, that they are managing price risk, trying to auto-
liquidate those types of positions potentially could have disruptive
effects on the marketplace and not off market but those other posi-
tions will have it in the central marketplace. So again, we want to
understand better how this might work for commercial hedgers. It
is one thing for a snake to swallow a mouse and digest it. It is an-
?ther thing for a snake to swallow a pig. It is going to have a dif-
erent

Ms. AbpaMs. Okay. So let me move on. I have some more ques-
tions. But let me just ask you and follow up. Will FTX and similar
players be expected to shoulder the systemic risk that clearing-
houses were traditionally responsible for? Mr. Lukken?

Mr. LUKKEN. I am sorry, repeat the question.

Ms. Apams. Will FTX and similar players be expected to shoul-
der the risks that clearinghouses were traditionally responsible for?

Mr. LUKKEN. Yes, and that is one thing we like about the FTX
proposal is they have put up their own skin in the game into their
default fund and they are willing to take that on. In doing so, how-
ever, they have wiped out a significant portion of the FCM capital
that is held against the positions as well.

Ms. Apams. Okay. So let me ask Mr. Bankman-Fried. If your
company’s proposal is accepted, can you tell us how you plan to
protect consumers who use your platform?

Mr. BANKMAN-FRIED. Absolutely. Thank you, Congresswoman.
We, to start off with, have all of the customer protections that are
typically found in DCOs and DCMs in addition to all of the protec-
tions that are typically found in FCMs because we acknowledge
that because there is a disintermediated option, we have a duty to
provide all of those controls. And so we have done deep analyses
both of the rules and regulations and of existing FCMs to ensure
that we have similar sets of transparency, of suitability, of disclo-
sures.

And, when you bring up the anti-financial crimes perspective, we
are subject to Bank Secrecy Act level KYC on FTX U.S. derivatives
as well and have a standard know-your-customer anti-money-laun-
dering policy both for users and for all deposits and withdrawals
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of both cryptocurrencies and fiat currencies that go through the
platform.

Finally, we will be providing transparency around any assets,
any digital assets that we do list on the platform in line with what
we would expect would be helpful for consumers going far above
what the current regulations require because we think that that is
appropriate.

Ms. Apams. Okay. Thank you. Mr. Duffy, let me ask you. We
cannot doubt that the skyrocketing growth seen in decentralized fi-
nance is linked to its accessibility. And so as an exchange, FTX of-
fers equitable access and a current model that gives us data for
free. What is your philosophy on that sort of user-friendliness, and
how does your company prioritize financial inclusion?

Mr. DUFFY. Yes, it is an interesting question and Mr. Bankman-
Fried is commenting on things that are outside of his application
S% I can only comment on his application. And when we talk
about——

Ms. Apawms. I have 3 seconds.

Mr. DUrry. Well, then

Ms. Apams. I am about out of time.

Mr. Durry. We have equitable access to everybody, ma’am. That
is about what I can tell you. The model has worked for hundreds
of years. We have amended it throughout time, and it continues to
be a time-tested model.

Ms. Apams. Thank you so much. Mr. Chairman, I am out of time.
I yield back. Thank you.

1 Mr. DuUFry. Yes, we don’t accept credit cards, though, like they
0.

The CHAIRMAN. Thank you very much. And now the gentleman
from Georgia, Mr. Austin Scott, is recognized for 5 minutes.

Mr. AUSTIN ScOTT of Georgia. Thank you, Mr. Chairman. And at
the outset I want to say a couple things. One is I am, and I believe
the majority of my constituents are, more concerned about the price
of food and energy than they are about the price of digital cur-
rencies. I don’t mind telling you I don’t understand the whole
crypto thing. There is a tremendous amount of mining that goes on
in the area that I represent. I do not understand why it consumes
so much energy or what they are actually mining. But I do think
the CFTC roundtable May 25th is going to provide a lot more infor-
mation and a lot more understanding for all of us on the Com-
mittee, as well as those who will be directly impacted by this.

For me, the issue is—and I majored in risk management and in-
surance and actually had my Series 7 before being elected to Con-
gress. It is: does the risk outweigh the return? And I look at
CoinFund and I go to your webpage and it says disruptive tech-
nology requires disruptive investors. And my concern—and I can’t
see Mr. Bankman-Fried—is does this disrupt the markets as a
whole? I honestly don’t think it is necessarily bad if the majority
of crypto is traded overseas. I just don’t. Now, if coin markets and
energy markets moved overseas, that would be a significant con-
cern for me.

But my question for you, Mr. Bankman-Fried, is that, as I under-
stand from your comments, F7X.com has been operating inter-
nationally and you allow this model overseas, is that correct?
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Mr. BANKMAN-FRIED. Yes, that is correct.

Mr. AUSTIN ScOTT of Georgia. So can a U.S. investor not operate
on your platform overseas?

Mr. BANKMAN-FRIED. That is correct. They cannot. We have a
separate platform for U.S. investors that does not currently have
a margin and futures product on the overseas application, which is
licensed by a lot of the world today and overseen by many of the
top financial regulators. We do offer a very similar product to what
we are proposing here.

Mr. AUSTIN ScoTT of Georgia. But U.S.-based investors cannot
transact through——

Mr. BANKMAN-FRIED. That is correct.

Mr. AUSTIN ScoTT of Georgia. Okay. That was one of the ques-
tions that I had. But, Mr. Edmonds, in your testimony you ex-
pressed concern that the proposal if approved could ultimately be
applied to traditional agriculture and energy markets, and that is
one of my primary concerns. You also stated innovation cannot su-
persede the primary function of futures markets for price discovery
and hedging, and I agree with that statement. But can you elabo-
rate on how you see this proposal potentially affecting markets and
the farmers that I represent who use them. Especially in today’s
day and time with fertilizer and other input costs as high as they
are, I am extremely concerned about this.

Mr. EDMONDS. Yes, I believe it raises the cost of their operation
at the end of the day if you were to apply this model to those mar-
kets because you are going to pre-fund. And today when an FCM
sits in the middle of the transaction and represents the end client
to the exchange and clearinghouse, they have a very wide-ranging
relationship with the end-user at the end of the day. They are look-
ing at much more than just an individual transaction. In the FTX
model, as it is proposed in the application, it is an individual trans-
action. And when you are under equity at that point you face the
liquidation that Mr. Duffy and others have commented on here.

Mr. AUSTIN ScOTT of Georgia. Mr. Bankman-Fried, do you have
anything to add to that? I mean, the energy and the commodity
markets are my primary concern.

Mr. BANKMAN-FRIED. Yes. So, first of all, I completely acknowl-
edge that this model would require further analysis for some asset
classes before we would want to launch any products there. I be-
lieve the same would be true of what the CFTC would want. We
are not planning to be launching energy products anytime soon
with this model. We are going to be starting off with just digital
assets because, as you say, when you look at assets that are not
typically traded 24/7, assets that have physical settlement in phys-
ical warehouses, assets with different types of market participants,
that does involve a further conversation.

Mr. AUSTIN ScOTT of Georgia. But your application is not limited
to margin digital commodities is my understanding.

Mr. BANKMAN-FRIED. We are not intending to list them. I do not
believe the CFTC would want us to list nondigital assets out of the
gate and we——

Mr. AUSTIN ScoOTT of Georgia. Then why does your application
allow for it?
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Mr. BANKMAN-FRIED. That is how standard applications are, but
if this is something that you don’t trust the CFTC to exercise their
discretion on, we could look into writing some time period during
which we could not do that in our application. Like that is the kind
of thing we would be open to. Like I am not lying to you right now.
I really do mean this. And I trust that the CFTC will enforce that
as well. But you could look into other controls on this.

Mr. AUSTIN ScoTT of Georgia. You said time period. What about
a permanent restriction?

Mr. BANKMAN-FRIED. Why would you think that there should be
a permanent restriction? As I understand it, you are asking ques-
tions about the suitability, which I think are appropriate and
would require further discussion. You can imagine something
where it would require a further review by DCR in order to list
them, which I think would be potentially appropriate.

Mr. AUusTIN ScoTT of Georgia. My time has expired. I look for-
ward to the roundtable, Mr. Chairman.

The CHAIRMAN. Thank you very much, Mr. Scott. And now the
gentlewoman from Connecticut, Mrs. Hayes, who is also the Chair-
woman of the Subcommittee on Nutrition, Oversight, and Depart-
ment Operations, is now recognized for 5 minutes.

Mrs. HAYES. Thank you, Mr. Chairman. And thank you to our
witnesses for being here today. This is a very interesting topic for
me as an educator. I am always interested to learn new things.
And as a legislator, I realize that we cannot put our head in the
sand and not evolve as markets are evolving and our economies are
changing. So this is something that we really need to have these
thoughtful conversations about, and we need to be doing that right
now, not after it is too late.

The digital asset market is expanding. In fact, in my state last
year a firm was opened in Connecticut. So the cryptocurrency sec-
tor is emerging. Mr. Bankman-Fried, your proposal supports the
idea of removing intermediaries as a means of democratizing the
digital currency market. I am concerned that removing inter-
mediaries from the equation could create an opening for fraud and
abuse, particularly towards new customers that are entering the
digital asset market for the first time. While these assets could
present a path towards building wealth for some, I am concerned
that the volatility of the market could lead to average customers
losing even more, especially without proper oversight.

So my question is how do you respond to the assertion that the
elimination of capital investment, combined with your proposal to
self-fund your guarantee fund will result in a lack of incentive for
participants to mitigate their own risk?

Mr. BANKMAN-FRIED. Thank you for the question. There are a
few different answers. To one of those it is absolutely important
that we still have protections against fraud, against scams, and
some of those protections are often provided by intermediaries like
FCMs. To the extent that they are, it is absolutely incumbent upon
our platform to have the same protections. We do have those. That
is a piece of our proposal. And the entire platform is under CFTC
oversight, and they would be enforcing that that would be true as
well, that all of the necessary customer protections that typically
exist were in there.
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Talking about the point you have raised about the capital, in ad-
dition to the first line of defense being our own skin in the game
rather than our customers’ or intermediaries’ skins in the game, in
our model the initial margin for the positions is posted directly to
the clearinghouse. And so in addition to that guarantee fund, there
is a lot of capital which is held directly with CFTC oversight, seg-
regated accounts for margin for the customers’ positions, which also
provides a capital backstop for them and does not require trust on
that side.

I will just say that for institutions that do want to access it
through intermediaries, as I imagine a number of them would, we
are absolutely open and excited to work with FCMs on that front
for them to fill a role as intermediary, especially, for their existing
clients and other clients who want their services, as many do, and
that when you talk about extending credit, that is something that
an FCM could come to an agreement with, with their clients.

Mrs. HAYES. Thank you. That is quite an optimistic viewpoint.

Mr. Duffy, do you believe that this model would be secure enough
for retail investors to build wealth, or do you believe conversely
that the increased market volatility caused by lack of backstops
will endanger their investments?

Mr. DuFFy. It is really difficult for me to predict what the retail
investor will profit or not profit because you have seen a lot of
them make a lot of money. And I like to remind people that I have
seen a lot of people make a lot of money being wrong to market,
and I have seen a lot of people lose a lot of money being right to
market. So it is all a question of timing, so it is really difficult to
make that assertion.

I am concerned about the overall proposal. Now, Mr. Bankman-
Fried continuously says that he will not apply this to other prod-
ucts. That is absolutely irrational for him to have the ability to
apply to a single asset class while the rest of us sit on the goal line
while he is at the 50 yard line and he decides to deploy it in other
asset classes and we don’t get the ability to do it.

There are a lot of problems with this, but the educational knowl-
edge that needs to go to the retail investor I think has been com-
pletely underserved. CME Group has been an institutional partici-
pant for many, many decades now, and we continue to do it. But
we do a lot of education with the retail investor. We don’t believe
in the app model with a credit card, sign up, and good luck to you.
We don’t think that is a process that makes a lot of sense for retail
investors.

I made reference earlier, there is a publicly traded entity called
Coinbase that you all may have noticed, these people are down 90
percent in value in 6 months, so they are all based off
cryptocurrencies. So those participants are retail owners of that
firm, not institutional.

Mrs. HAYES. Thank you. My time has expired, but I will be sub-
mitting an additional question for the record because we heard
from Chairman Rostin Behnam that they would need to expand
their budget and their capacity to oversee cryptocurrency. I have
some serious concerns about what that looks like, but I will submit
that question for the record. Thank you, Mr. Chairman. I yield
back.
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The CHAIRMAN. The gentleman from Arkansas, Mr. Crawford, is
recognized for 5 minutes.

Mr. CRAWFORD. Thank you, Mr. Chairman. Thank you all for
being here today.

Kind of following on with what my colleague, Mr. Austin Scott,
was discussing with regard to agriculture producers, I mean, this
is the Agriculture Committee, so if we are not concerned about ag
producers, we are on the wrong committee. So I want to put it in
the context of how this might potentially impact the ag markets.
For example, I mean, the thing that—I talk to farmers all the time.
You plant wheat, you are long wheat. You got a position in the
market. You are long wheat. There is an underlying fundamental
to that. You plant cotton, you are long cotton. It is just how it is.

I am really struggling to understand—and in all earnestness,
what is the underlying security of Bitcoin or any other
cryptocurrency in the context of other commodities that make
this—just as an example, one cryptocurrency in 24 hours—I think
it was yesterday—lost 97 percent of their value in 24 hours. So I
want to be forward-thinking. I want to be a modern guy and try
to understand crypto, but I am really struggling with it. I am really
struggling with it.

And my concern is that farmers are looking at this and go, oh,
heck, if we were ever going to try to incentivize farmers to get in
the market and avail themselves of this fundamental risk manage-
ment tool that we call the commodities futures market, I don’t see
this as an incentive. That is my concern. Am I missing something
here?

Mr. Bankman-Fried, I know that the proposal is only limited to
Bitcoin and Ethereum futures and I get that, but I am concerned
about the precedent that we are setting here. And so I guess my
question is would approval of the proposal open the door for other
exchanges to use this model for traditional futures contract like I
mentioned, cotton, corn, wheat, other ag commodities? And what
would prevent broader application of this sort of proposal beyond
the current intent?

Mr. BANKMAN-FRIED. The CFTC has oversight of all of the clear-
inghouses and exchanges and would have oversight of any new risk
model submissions and could deem those inappropriate if it be-
lieved that they were so. I think that if you have feedback to give
to the CFTC that you think is important to give to them on what
they should and should not deem appropriate, I suspect that they
would probably welcome that. I don’t see how that is relevant to
our application. That is not what we are doing. But, I do think that
would be appropriate to have a longer period of discussion on agri-
cultural commodities and risk models prior to implementing any
new models for them.

Mr. CRAWFORD. I got you, Mr. Duffy. I just indicated Terra as
one example, a 97 percent loss in 24 hours, Bitcoin down 25 per-
cent in the last 30 days. Do these crypto market trends concern you
with what we are discussing today specifically as it pertains to
market risk and asset volatility?

Mr. DUFFY. So let me make a couple comments. First of all, Mr.
Bankman-Fried has continually said that it would be up to the
Commission to do this, but at the same time he has said to this
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body over and over again he has not eliminated, when Mr. Scott
pressed him, would he not deploy this model into other asset class-
es, which he would. And if he doesn’t, others would because it is
a cheap model to do because the oversight goes down.

Second, on your first question about what is a cryptocurrency
worth if it goes down? It is worth zero. If corn goes to a certain
price, you have an ear of corn. That is as simple as it comes. You
have nothing when you have cryptocurrency that goes to zero.

The risk of this going into other markets is extremely detri-
mental. We have two countries fighting each other right now—and
I thank the gentleman for his service at the end of the table. We
have two countries fighting that have s of the wheat production
that is going to be off the market. Don’t worry about other prod-
ucts. You better worry about—the questions that need to be wor-
ried about, are we all going to be able to eat? And we need to have
sound, prudent risk management. And I cannot be forced into a
model that I will have no choice to deploy if in fact the CFTC goes
down this path because I will deploy it because somebody else will.
I have a fiduciary obligation to my shareholders and my clients to
do certain things, and I will have no choice. Otherwise, I will be
out of business. This is a proposal that is fraught with danger, and
I have outlined that in my testimony. The application that has
been put forth to the CFTC is completely different than some of the
comments that are being said at this panel today. So I can only
comment on what is out there. He has not eliminated other asset
classes from his application to be clear.

Mr. CRAWFORD. Thank you. The volatility seems to be a recur-
ring theme, and my concern is that this volatility is exacerbated by
inflation, and inflation is exacerbated by this market volatility. Is
that a fair statement?

Mr. DUFFY. It is a fair statement to some, and others would dis-
agree with you, but I happen to agree with you.

Mr. CRAWFORD. All right. Thank you. I yield back.

The CHAIRMAN. Thank you, Mr. Crawford.

And now the gentlewoman from Ohio, Ms. Brown, is recognized
for 5 minutes.

Ms. BROWN. Thank you, Chairman Scott and Ranking Member
Thompson, for holding this hearing today. And thank you to our
panel today. We appreciate hearing from all of you.

I believe that, as our country modernizes and evolves, our finan-
cial institutions should also. In addition, ingenuity when it comes
to market access and clearinghouse models is something that I
have been pleased to see CFTC prioritized. However, this cannot
be done at the expense of consumer protection.

Mr. Bankman-Fried, how does FTX plan to strike the right bal-
ance between offering innovative financial products that may ex-
pand economic opportunities and eliminate barriers to entry for in-
vestors while still ensuring consumer protections are maintained?

Mr. BANKMAN-FRIED. Thank you for the question. We will have
in addition to all of the customer protections that exist on tradi-
tional models, on traditional futures exchanges and intermediaries,
additional suitability tests, transparency about the products to en-
sure that customers are fully informed, fully aware of what they
are doing, that they have an understanding of these assets and
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these products. We are going to be going through voluntary disclo-
sures and analyses that will be made public of any assets that are
listed on the platform and make sure that those are obvious to
users of the platform in addition to the mechanics of the platform
on it.

I think that it is important to be able to offer equitable access
to investors, as you said, that affords equitable opportunities to ac-
crue wealth, but I also think that it is important that people are
extremely aware of what they are trading, of how it works, of its
mechanics, that they are not accessing things that they do not at
all understand and that they are accessing products that have li-
quidity support, the demands on it. So I think it is extremely im-
portant. We spent a lot of time on it, and if it is helpful, we are
happy to follow up with you as well and send over what some of
those materials that we have are on the transparency and disclo-
sure and suitability.

Ms. BROWN. Thank you. Because I consider consumer education
to be a critical segment of consumer protection, investors should
have access to the necessary tools to make informed decisions
about their financial wallet.

Just to kind of expand on that point, Mr. Bankman-Fried, how
does FTX ensure that customers have an appropriate under-
standing of derivatives trading before engaging in trades on the
FTX platform?

Mr. BANKMAN-FRIED. Yes, absolutely. So in addition to having
our entire rulebook, all of the market data, and everything made
publicly available, before you can access any trading on the plat-
form, you have to go through a walk-through of the FTX US De-
rivatives platform that explains how every piece of it works, that
explains the products you would be trading, and for smaller users
a test that tests your knowledge of how those products work to en-
sure that there is basically forced disclosure, transparency, and
checks that people understand the mechanics of the products and
of the platform. Again, super, super happy to follow up, happy to
have a further discussion about this and show you the materials
that we have on that.

Ms. BROWN. Thank you. Same question to you, Mr. Perkins. How
does Coinbase ensure that customers have an appropriate under-
standing of derivatives trading before engaging in trades on your
platform?

Mr. PERKINS. Thank you, Congresswoman. I am with CoinFund,
and we do not provide access for customers. We are not an ex-
change. We are an investment management firm, so maybe I can
follow up with you offline on that.

Ms. BROWN. All right. Well, thank you, Mr. Chairman. And with
that, I yield back.

The CHAIRMAN. Thank you. And now the gentleman from North
Carolina, Mr. Rouzer, is recognized for 5 minutes.

Mr. RouzeR. Thank you, Mr. Chairman. This is a very inter-
esting subject. I am pleased to have everybody here.

Walt, great to see you again. Walt and I fought battles in a pre-
vious life as Senate staffers years ago, and really great to see you.

Mr. Duffy—and I don’t have any pre-bias with any of the ques-
tions that I have. I am just trying to understand the situation a
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little better. But my understanding is the CME Group proposed its
own direct clearing model in 2016. What problems were you hoping
to address in the futures market at that time, and do those prob-
lems still exist today?

Mr. DUFFY. It is interesting because I think people believe that
I am opposed to the direct clearing model. I have never said I was
opposed to a direct clearing model. I said I oppose the FTX’s direct
clearing model. So I want to make sure that we are crystal clear
on that. The model that you are referring to in 2016, as you are
I am sure aware, the illustrious Federal Government’s and Federal
Reserve’s central banks around the world decided to come up with
what is called the leverage ratio that made it extremely punitive
for banks to participate, and their capital balance sheets were
being consumed by the leverage ratio under Basel III. So what we
were trying to help accomplish was to get clients to be on CME’s
books directly but still have to adhere to all the rules and proce-
dures and protocols of the futures commission merchants at the
same time.

We eliminated that program for a couple reasons. One, the CFTC
asked me to for starters. That is who told me to get rid of the pro-
gram. Second, we got rid of it because they changed the leverage
ratio on Basel III, which made some of the banks a little bit more
compelling to do customer business. But it was a very punitive
time in the leverage ratio if you recall back in that time period of
2016. That is the reason why we abandoned the direct participant
model.

I am not opposed to it, sir. I am opposed to this application for
a lot of reasons, because it does not conform to the existing Com-
modity Exchange Act of 2000.

Mr. ROUZER. I understand. Thank you. Mr. Bankman-Fried—and
you may have testified on this earlier and I just missed it—but
what has been the experience in other countries? How many other
countries have authorized——

Mr. BANKMAN-FRIED. Yes, we are working with regulators in a
large number of countries across the globe. On our platform we are
licensed and regulated in a number of them, including Japan, Swit-
zerland, European Union, Australia, and others. We have had pro-
ductive conversations with a number of them. And, I think that
they have, obviously, I will let them speak for themselves; but, they
have become comfortable with the model as it operates.

The model that we would be proposing for FTX US Derivatives
is a more conservative model than what we operate overseas. I
think that it has provided a large number of helpful risk features
and safeguards on the product. We comply with anti-money laun-
dering, know-your-customer standards globally, and are helpful
wherever we can with regulation law enforcement. So, I look for-
ward to working with the CFTC to continue to dive into our appli-
cation and ultimately come to the judgment that they think is ap-
propriate.

Mr. ROUZER. Mr. Lukken, do you believe that your members
might find it attractive to participate in an exchange that does not
charge for data, connectivity, or to require contributions to the
clearinghouse guarantee fund?
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Mr. LUKKEN. Yes. I think FCMs over the years have indicated
that a certain amount of regulatory data is necessary for the risk
management functions that they provide. So getting access to that
data in cost-effective ways is very important for the downstream
market users of that data. So that is certainly an innovative thing
that FTX is doing, as well as an appropriate amount of skin in the
game in the capital fund, the default fund.

Mr. RoOUZER. Do you think two exchanges controlling 97 percent
of U.S. futures trading volumes is a competitive market?

Mr. LUKKEN. Is that to me? We would love to see more competi-
tion. I mean, that is really—but this is a scaled business. We un-
derstand that. It is a volume business, and so the DNA of our in-
dustry is that liquidity comes to a few exchanges. But we are al-
ways looking for new exchanges to complete globally and make
sure that everybody is checked in the system and make sure that
prices are fair and products are offered.

Mr. ROUZER. Yes, I guess my only final comment in the last 15
seconds is I think crypto is here to stay. I think America needs to
be on the forefront of it. A number of us are quite concerned about
our debt as it relates to—or at least I am very concerned about the
debt as it relates to our ability to keep the dollar as the reserve
currency of the world. So I do think that moving forward we have
to be very thoughtful about this subject area because I think it has
real long-term implications. Mr. Chairman, I yield back.

The CHAIRMAN. Thank you. Now the gentlewoman from New
Hampshire, Ms. Kuster, is recognized for 5 minutes.

Ms. KUSsTER. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to have this conversation, and I agree with my colleague
that crypto is likely here to stay, but it is very complex and we all
need to have a good understanding of it.

The Commodity Futures Trading Commission is weighing this
FTX application, and I think it is important for Congress and the
public to understand the context here as fully as possible. And, Mr.
Chairman, I would like to enter for the record an article in today’s
FORBES and in many, many media organizations. The title is, $I
Trillion Crypto Meltdown-Huge Crash Wipes Out The Price Of
Bitcoin, Ethereum, BNB, XRP, Cardano, Solana, Terra’s Luna And
Avalanche. And it goes through all the rest. So obviously there is
some volatility here that we need to understand. I appreciate the
witnesses being here to walk us through it.

The CHAIRMAN. Yes, so ordered.

[The article referred to is located on p. 199.]

Ms. KUSTER. Thank you. It is clearly a growing financial field
and important for American consumers to have access and to un-
derstand the crypto marketplace but also the level of risk that they
can expect when trading. In my lifetime I have never read of a $1
trillion meltdown. So FTX’s application has obviously generated a
lot of discussion, as evidenced not only the views we have heard by
our witnesses today but the extraordinary number of public com-
ments that CFTC received about it.

The factor of the application that I want to focus on first and
foremost for my constituents involves taking intermediaries out of
this clearinghouse model. I know there are certainly some excep-
tions, but historically, intermediary stakeholders have played roles
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in derivative markets by vetting traders, assuming some risk, and
shoring up the clearinghouse itself in an event where the clearing-
house’s long-term viability is in jeopardy.

Mr. Duffy, from CME’s perspective do you believe that all moves
toward disintermediation in derivatives organizations create risks
similf;r to those you noted in your testimony regarding FTX pro-
posal’

Mr. DurFy. I think I understood your question, ma’am, but I
think you—I didn’t hear it completely. So why do I believe what?
I am sorry.

Ms. KUSTER. That all moves toward disintermediation in deriva-
tives create risks similar to those you noted in your testimony re-
garding the FTX proposal?

Mr. DUFFY. No, I mean, here, I think when you look at the FTX
proposal base as what we deploy today, the disintermediation
model that you referred to is a concern. I said I was not opposed
to the direct model, but at the same time I am not running the lead
to charge on disintermediation. I do believe when you look at mar-
gin today, CME has a certain margin that we charge, but what is
really important is the firms that Mr. Lukken represents also puts
a surcharge on top of that which you would not have in the
disintermediated model, so meaning if I charge $1 for margin, that
clearing firm might charge an extra $2 or $3 to its client, which
gives them the ability to manage their risk. So that is one of the
huge benefits of having the model that we have, so I am not lead-
ing the charge against disintermediation. I don’t think it is appro-
priate. But at the same time, I have to be prepared to move our
firm forward. So we are looking at innovative ways no different
than Mr. Bankman-Fried and the rest of the industry is. I do not
want to lead the charge toward disintermediation though.

Ms. KusTER. Okay. Thank you. So, turning to Mr. Bankman-
Fried, could you elaborate on what considerations were front of
mind as FTX was developing this non-intermediated model and if
any alternative structures were considered specifically to protect
consumers from the risk of a $1 trillion crash?

Mr. BANKMAN-FRIED. Thank you for the question. I will note that
stock markets have probably lost more than $1 trillion over the last
few days as well. It has been a brutal month for markets.

A few notes on this, we did consider a number of different mod-
els. This has a lot of similarity to the models that are used in every
other country today. For cryptocurrency futures exchanges this is
how hundreds of billions of dollars of volume are processed on a
daily basis, and it has withstood large market moves, including
over the last few days.

That being said, there are advantages to an intermediated model.
There absolutely are. To give one clear example of this, if you have
a trading firm that is using a prime brokerage service through
which much of their flow goes and their assets are held and they
very well might want to send their FTX orders through that as
well, we absolutely welcome that. We welcome them going through
that FCM. And more generally when people talk about, well, you
could have FCMs requiring additional margin, there is the credit
relationship with their customers, they can absolutely do that in
our model as well. We require that the clearinghouse has capital
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posted to it, but the intermediaries and FCMs are absolutely wel-
come to have bespoke arrangements with their clients where they
request additional margin in order to buffer positions, where they
can give credit to customers if they trust those customers and that
collateral is deposited, whichever system works best for them and
for their clients.

Ms. KUSTER. Thank you, and my time is up. I yield back.

The CHAIRMAN. The gentleman from Illinois, Mr. Davis, is now
recognized for 5 minutes.

Mr. DAvis. Thank you, Chairman Scott and Ranking Member
Thompson, for holding this hearing. While this Committee I believe
is still not addressing the impact that 40 year high inflation rates
are having on ag inputs, gas prices, and grocery bills may be be-
cause inflation rates are down a whopping %10 of a percent this
month, but I am glad we are having this discussion, really given
the impact that this issue is going to have on ag commodities.

There is a lot of attention and engagement in the cryptocurrency
market. It is not the role of Congress to pick winners and losers,
tell people what they should or shouldn’t invest in, what platform
investors should use, or the tools and technologies companies
should seek to adopt. Right now, we are talking about clearing
cryptocurrency derivatives, but in my opinion there is no real dis-
tinction between the clearing of ag commodities and cryptocurrency
in terms of the risk management standards that we currently have
on the books.

My concern here is with the impact on futures markets’ stability
and the risk management of volatility in ag commodity prices for
everything from corn to soy to energy and natural gas. The farmers
in my district, they are not mining Bitcoin in their spare time, and
it is not because they are worried about climate change. And yet
this issue before the CFTC could potentially affect them in the
same way, the same as crypto traders. The major concern I have
is that the CFTC, they have the ability to create a de facto regu-
latory structure via piecemeal applications that do not lend to clear
guidelines or a level playing field for all market participants and
stakeholders.

Financial services regulations in this country overall are ex-
tremely complex. And as a Republican, I actually find many of
them to be overreaching and unnecessary. But the fact that a po-
litically appointed Commission or even its staff can set singular
market standards for one company that impact an entire market
is somewhat astonishing. This is not how far-reaching market
structure changes should be made in this or frankly any other fi-
nancial market.

If you look at crypto prices right now, the last thing our farmers
can afford to see today is a new layer of volatility that stems from
one-off CFTC decisions. And I agree market volatility has been
across the board. These potential changes in risk management
practices and therefore their impact on volatility I fear could be-
come a reflection of a piecemeal regulatory framework and not a
thoughtful, consensus-driven approach.

I am really not here to bash a company or an idea. But I do
think that the Commission needs to act with caution and go
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through a proper rulemaking process to ensure fairness and clear
rules for all market participants and those potentially impacted.

So my question is this, and I will start with Terry. Would you
like to respond to that?

Mr. DUFFY. To your statement, sir?

Mr. DAvis. To the statement.

Mr. DUFFY. I agree with your statement wholeheartedly. I am
very concerned that the Commission is unilaterally looking to make
a proposal for a single asset class. And if in fact they do that, they
would have to amend the application that is put forth already
today by every legal mind in the world. Now, once that application
is amended, it is open to all asset classes, so otherwise it is deemed
arbitrary. And the Commission cannot be arbitrary. And Mr.
Lukken knows this as well as anybody.

So we would have no other choice because this model, as I said
earlier, is a cheap way around jurisdiction, and we would have to
compete. Otherwise, I am going to have either FTX or somebody
else competing in the asset classes that I am trying to provide li-
quidity and risk management for across the board. And that in-
cludes every single commodity known to man, wheat, corn, soy-
beans right across the board, energy, natural gas, mortgages, for-
eign exchange, equity futures, everything.

Mr. Davis. Which affects my farmers in my district.

Mr. DurFy. It will affect every farmer because they will have to
be up, as Mr. Edmonds said earlier in his testimony, at 1 o’clock
in the morning on a Saturday finding out that they just lost their
hedge on their crop that they already have in the ground. Why? Be-
cause they got auto-liquidated.

Mr. Davis. Well, Sam, it was great meeting with you yesterday.
Obviously, as we mentioned, I have some concerns about the issue
that we are discussing today. Can you tell me, based upon your tes-
timony earlier, what kind of impact do you think the proposal that
you have put forth and your team has put forth could have on my
farmers? Can you help me understand my concerns about the im-
pact to the ag commodity industry?

Mr. BANKMAN-FRIED. Yes, thank you for the question. Unlike Mr.
Duffy, I would consider whether it was an appropriate risk model
before deploying it and would only do that if I thought it was
healthy for markets. I do think that this is healthy for markets at
least in digital assets. That is why we have put it forward. I think
it is a more conservative risk model that is nonrecourse with re-
spect to the participants that requires that the collateral is sub-
mitted to the clearinghouse and is definitely there beforehand with
clear and transparent guidelines and rules around the risk engine.
And I think that all of those could help decrease volatility and in-
crease liquidity in markets. All of that being said, I will reiterate
that I am not planning to launch this in agriculture markets any-
time soon. Doing so would require further DCR review of any
risk——

The CHAIRMAN. The gentleman’s time has expired.

Mr. Davis. Thank you.

The CHAIRMAN. Thank you very much.

Mr. DAvis. Thanks, Mr. Chairman.
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The CHAIRMAN. And now I recognize the gentleman from New
York, Mr. Maloney, you are recognized for 5 minutes.

Mr. MALONEY. Well, thank you, Mr. Chairman. What a fantastic
hearing. I really commend you for holding it, for the Ranking Mem-
ber, and for the diverse views represented here.

Well, first, I feel like I should have made better career choices.
But second, I have to tell you, Mr. Bankman-Fried, I am fascinated
by this, and I think this is a really interesting idea. You sure got
everybody stirred up, and they hate it. They hate this idea. I mean,
understandably because of what it might do to their businesses,
but they are also concerned about whether it blows up their busi-
ness model or just the world economy, and that is where we come
in, I think.

So, clearing disintermediated margin derivative trades directly to
retail customers, that is the subject comes up a lot at my townhall
meetings. And dynamically setting margin levels and auto-liquida-
tion and transparent models, I mean, it is actually a really cool
idea, so I really commend you on it. I really want to understand
it more. And I am completely agnostic about it. Help me under-
stand the auto-liquidation point that Mr. Duffy is making.

Mr. BANKMAN-FRIED. Yes. So I can tell you how I see it. Obvi-
ously, different people have different viewpoints on it. But the way
I see it, you have some user that has put on a position. There is
some collateral for that position. In our case it is held trans-
parently with the clearinghouse. And, at some point if markets
moved far enough against that position, they would be out of collat-
eral. And at that point, the position in our model has to be closed
down because otherwise they would be more than out of collateral.
Their account would be net negative.

There are a few options for what you could do there with dif-
ferent risk models. One thing that you could do is have a recourse-
based risk model where you let them keep the position open and
then go after their house if it gets negative enough. That is not
what we intend to do. We intend to instead deleverage the posi-
tions if they are out of collateral.

But on the point of the speed of the risk engine, right, of whether
you are liquidating quickly or whether you are waiting a few days,
if you wait a few days to do it, you have a choice between either
beginning a margin call and liquidation way earlier than may be
necessary in case markets move against that position over the next
few days or waiting until a position is almost underwater and
might be way beyond bankrupt by the time you could finish that
liquidation leading to scenarios like what we saw with LME.

Mr. MALONEY. Yes.

Mr. BANKMAN-FRIED. The advantage of the real-time one is that
you can actually precisely measure where a position is, wait to lig-
uidate until the last moments that you preserved the positions if
at all possible, while still protecting the systemic risk.

Mr. MALONEY. Well, I will let Mr. Duffy get in here, but I also
want to talk about your models. How do we know you have the
right models? How do we know you have the right risk models?
What if you get your models wrong?

If you get your models wrong, it is all wrong, right?
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Mr. BANKMAN-FRIED. Yes, absolutely. So there are a number of
things. We have gone through an extensive process with the CFTC
on this, on the details of the model, on the back-testing of it, both
the historical data, with simulated data under all of the necessary
standards. In addition to that, we have been running a model that
this be more conservative than internationally for the last 3 years
has gone through days with 40 percent moves in markets in a sin-
gle day. We just went through a 40 percent move over a few days.
It has been functioning well in that environment, handling tens of
billions of dollars of daily volume. We have never had to mutualize
losses. We have never gotten close to that point. The entire insur-
ance fund draw over the history is a tiny fraction of what we are
proposing for our own skin in the game for the initial guarantee
fund, and so that is sort of an empirical test on it as well.

Mr. MALONEY. All right. Fifty seconds left, Mr. Duffy, I know you
hate it. And I know you said you are not against it, you just don’t
want to lead the charge. It is a hell of a disruption, let’s face it,
and it doesn’t mean you are wrong. Help me understand. I mean,
S0 are you saying no or are you saying not now?

Mr. DUFFY. I am saying an industry——

Mr. MALONEY. Mr. Lukken’s statement was exquisitely worded.
He just doesn’t want to do anything right now, he wants to look
at it more, very thoughtful, tough debate. What do you think?

Mr. DUFFY. I believe that there should be a formal rulemaking
process at the Commodity Futures Trading Commission where ev-
erybody gets to participate in that process and do not, do not make
this just about crypto. Make it about market structure. That is
what I am here to discuss. And on that proposal about a liquida-
tion, sir, one of the things that FTX does not tell you or this Com-
mittee is what they do for collateral. When I take on collateral,
whatever form it may be, cash, treasuries, gold, whatever I have
a mix of, we have to haircut that at a certain value. Their haircut
on their collateral for Bitcoin is five percent. Their margin to trade
Bitcoin is 15 percent of margin. This auto-liquidator will be going
with smoke coming out of it at those price levels. That is the prob-
lem with this application. And you need to hear the whole truth
about this.

Mr. MALONEY. Thank you.

The CHAIRMAN. The gentleman’s time has expired. Thank you.

And now the gentleman from Kansas, Mr. Mann, is now recog-
nized for 5 minutes.

Mr. MANN. Thank you, Mr. Chairman. I appreciate Mr.
Maloney’s comments and questions. I also would like to associate
myself with Congressman Davis’s comments and questions and
really getting at the heart of what will the impact of this, if it goes
through, be on production agriculture, on the agriculture markets
as we know them and obviously a whole host of other issues?

First question would be for you, Mr. Bankman-Fried. When we
talk about market structure, what is the difference between the
FTX proposal and the ICE NGX model that currently exists?

Mr. BANKMAN-FRIED. Thank you for the question. And as you
were pointing out, there exist a number of licensed futures ex-
changes with the CFTC that have various properties of our pro-
posal already, ICE NGX being one of these. The difference we have
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is we are combining together a few different things, each of which
is found in other exchanges but not always together, one of which
is collateral help with the clearinghouse, the real-time margining
system, and the option for disintermediated direct access to the
platform for all participants put together is to the extent there is
something novel, I guess that is what it is.

Mr. MANN. Okay. And the second question will be for you as
well. There has been a lot of discussion of course. Can we just
elaborate a little bit on whether or not your $250 million guarantee
fund is sufficient relative to the billions of dollars maintained by
CME and ICE in their guarantee funds? Could you please elaborate
on what you believe that your holdings would be sufficient relative
to the risk in the market?

Mr. BANKMAN-FRIED. Yes, thank you for the question. First of
all, and there are different terms used by the different models for
similar things, which makes it a little bit confusing. I probably
haven’t done a perfect job of describing all this. In addition to the
$250 million that we have put in the guaranteed fund, that is our
own skin in the game. None of that is mutualized. We also require
margin held with the clearinghouse from all open positions. And so
internationally we have tens of billions of dollars of collateral in
the equivalent of the clearinghouse today collateralizing customer
positions on the venue. And so that is a very significant piece of
it that plays the role of collateral held at various intermediaries to
some extent in other models and is backstopping customer posi-
tions.

I will also say that we have done an extensive analysis histori-
cally of this model internationally. Total historical insurance fund
draw was only a few percent of the guarantee fund that we are pro-
posing, and that is over the last 3 years combined, and that is with
a less conservative model than what we would be proposing, so it
has functioned successfully.

I would also just tack on one thing. The numbers that Mr. Duffy
quoted are not necessarily numbers for the U.S. platform. That was
for the international platform, although I will also note that em-
pirically it seems to have worked. So I don’t know where that
smoke 1s ending up; but, apparently it has been successfully man-
aged, as I would predict it would be given the premise in the risk
model.

Mr. MANN. Okay. Thank you. A question for you, Mr. Duffy. You
have raised concerns about the volatility and market disruptions
1s{pilling over from a direct access market into the traditional mar-

et.

Mr. DUFFY. Yes.

Mg MANN. Can you elaborate on how you see that risk transfer-
ring?

Mr. Durry. Well, and I have said several times in my testimony
in the hearing. Here is the way it is going to play out. Again, it
is a market structure change when you go to a direct model that
FTX’s proposal is asking for. When that is deployed against other
asset classes, the participants are not crypto participants. They are
farmers, ranchers, they are producing oil, they are writing mort-
gages, all the products that I trade. So I have been through that.
They are not prepared in my opinion for this type of model today
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because the auto-liquidator that is being proposed is something
that will be unsuspecting to the client.

Now, he can talk about the margin that he has and the collateral
that he has, but the bottom line is people at my institution, as I
have said, have margin from CME, then have additional margin
from their clearing firms. So those clearing firms are in touch with
their clients. And if in fact they touch certain levels, they get calls
and they determine either put up more money or we are going to
take you out of the market. So an auto-liquidator is not revolu-
tionary new technology by any stretch of the imagination. But the
way they do it is different. But when you deploy that and you have
to keep these markets open 24 hours a day, 7 days a week against
agribusinesses and others, I think it could be extremely detri-
mental not only at a time that we are living in now but going for-
ward for the food industry. They need risk management tools. They
don’t need casinos to do risk management.

Mr. MANN. Great. And thank you. With that, my time is expir-
ing. I yield back.

The CHAIRMAN. The gentleman from Arizona, Mr. O’Halleran, is
now recognized for 5 minutes.

Mr. O’HALLERAN. Thank you, Mr. Chairman and Ranking Mem-
ber, for organizing this important hearing. Thank you to the panel.

To be open, I am a former member of the Chicago Board of Trade
and their board of directors, so I have a little bit of background on
this subject. I understand the importance of innovating and updat-
ing our marketplaces. It is extremely important, and it has hap-
pened over time. I also understand that what I have heard here
today are issues that impact consumers. It impacts the market-
place in general the ability to hedge risk, the taxpayer, and the
economy in general. And this type of a change is important to look
into in a way that includes everybody that should be at the table.

I am awful upset with the idea that we are even referring to the
words skin in the game. This is no game. This is about the economy
of America, and we have seen too many issues over time.

I also have a message for the CFTC. They need to work on this
with us on an ongoing basis, not a little bit of the time, not a sur-
prise. Don’t even come to us, I don’t think, before you talk to the
community in general that is involved in this on an ongoing basis.

So, however, I am also aware of the risks that can appear if we
approach these changes thoughtlessly. And so that is my opening
statement.

And while on the board I saw markets crash. I watched firsthand
as the clearinghouses provided stopgaps to protect consumers. It is
a model that has worked over time and kept losses to a minimum.
And there is no way in this marketplace that we are going to see
a new model come forward and if it is going to work in the process
and people are going to start to push for that model, it will expand.
That is all there is to it. There is no ifs, ands, or buts. After looking
at the FTX proposal, I wonder if a shift towards an all-in-one ap-
proach can offer these same protections.

I appreciative the CFTC’s deliberate and public approach to an-
swering this question as this decision will likely set precedent for
future regulation. But we have to be very thoughtful going into
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this, and I think this is a process that has begun way too late and
has not spent enough time at the process.

Mr. Lukken, in your testimony you note that the FTX proposal
would replace the traditional distributed risk clearing model with
a more automated and centralized model, absence of intermedi-
ation. Will collapsing the functions of various market participants
into a centralized entity create potential conflicts of interest that
may impact key risk management functions?

Mr. LUKKEN. That is our concern. I think, traditionally we have
put certain responsibilities in different entities. The FCM has over-
seen the client, the clearinghouse is overseeing the FCM and the
clients’ money there, and the regulator is overseeing everything.
And when you start to integrate that, there are conflicts of interest
that arise. Making sure that customers when they are liquidated,
you are trying to hold them whole as best you can when doing so
and not making impacts on markets. So when you start to combine
things, I think we have to be very thoughtful about conflicts of in-
terest and how that is managed.

Mr. O’HALLERAN. Thank you. Mr. Duffy, one way the FTX plan
accounts for risk management is through auto-liquidation. I have
heard a little bit of discussion about that today. Can you please ex-
plain how you see this process functioning from your perspective?
And the digital assets are known for being volatile, highly volatile.
Do you fear this new structure may lead to a greater number of
liquidations?

Mr. DUFFY. Again, I am always cautious about trying to predict
the direction of a market. I think that is really difficult to do, and
my job is to manage risk of market participants and make sure
both sides, the pays and collects are done properly, and that is ex-
actly what we do at our clearinghouse, as you know, sir.

I have been in this business for 42 years, and I have seen a lot
of things. And when we look at risk management, I think what is
really important is that CME is never in the history of its company
ever had to draw on its guarantee fund to cover losses. So I am re-
ferring to the 1987 crash. I am referring to the meltdown of 2000,
things that we have all seen. I am not referring to the last 36
months where the market went straight up in crypto and hasn’t
had a loss. So I think there is a bit of a difference here.

I am very concerned that when you put new proposals forward,
they are interesting, but they need to have the input of all partici-
pants and not just one particular segment.

Mr. O’HALLERAN. Thank you, Mr. Chairman, and thank you, Mr.
Duffy, and I yield back.

The CHAIRMAN. Thank you. And now the gentlelady from Min-
nesota, Mrs. Fischbach, is now recognized for 5 minutes.

Mrs. FiscHBACH. Thank you, Mr. Chairman. And thank you all
for being here. I appreciate the opportunity to ask a couple of ques-
tions.

But I do want to—I know that Mr. Davis had started a little bit
talking about ag and ag-related markets, and so I did want to ask,
obviously the ag market is facing incredibly difficult times right
now. Inflation is hitting them, and risk management tools are even
more important than ever. But, Mr. Lukken, you know that farm-
ers in the agriculture community are core users of the derivatives
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market. Why are these markets so important to that community,
and what tools in the existing market help this community manage
the risk?

Mr. LUKKEN. Well, farmers deal with incredibly thin margins, as
you know, so our markets are ways that they can manage risk.
They are planting in this spring and harvesting in the fall. In that
time period you don’t know what the price of corn may be when
you harvest. So our markets are there for your constituents to
make sure they can manage that risk appropriately.

And, they have lots of other things they must worry about. They
don’t want have to worry about the price of corn or wheat up in
Minnesota. So, these markets are incredibly important, and that is
why I think today’s discussion is important because this is a prece-
dent-setting event.

Mrs. FISCHBACH. And do you have anything else that you could
add about maybe how the proposal—I know that Mr. Bankman-
Fried said that it doesn’t deal with the ag markets right now, but
do you have anything to add about potential issues with the ag
market?

Mr. LUKKEN. Well, I mean, the proposal before the CFTC is open
to any asset class. This is really not about cryptocurrencies. This
is, as Mr. Duffy was saying, about market structure. Futures mar-
kets are well-regulated, best-in-class regulatory system that this
Committee helped to construct. And so if we are pivoting from that,
that is going to have impacts beyond simply cryptocurrencies. So
we want to be thoughtful about this. We want to be deliberative
about this and make sure the rules of the road are the same and
at the highest levels of risk management. So it does have the po-
tential to impact ag markets. Again, they need access to risk mar-
kets, and we want to make sure it is fair and safe for them.

Mrs. FiscHBACH. Thank you very much. And, Mr. Bankman-
Fried, do you have any response to the issues with the ag market?
And, like I said, I know earlier you mentioned that it didn’t involve
that, but I am curious as to your reaction.

Mr. BANKMAN-FRIED. Yes, and I can just reiterate again like we
are not planning to get into ag anytime soon, and we are open to
making that legally binding in some ways, to making that formula.

I think that I would be really interested in doing a deeper dive
with the Committee, with the constituents on risk models in the ag
markets. I think there are parts of this risk model that I think
could be helpful and appropriate. There are also things that we
need some deeper thought around weekends, around physical deliv-
ery and how that would interplay with the risk engine. I basically
still think that some processes may end up being very helpful and
attractive for those markets when you look at the easy, equitable
access, when you look at the clear, transparent margining, and
when you look at not making our farmers pay for market data that
is supposed to be providing public price discovery. But I would also
welcome a longer process around ag products.

Mrs. FiscHBACH. Thank you. And, Mr. Duffy, I have to call on
you because you are making faces, so did you have a response? You
looked like you were ready to say something, like I say, making
faces.
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Mr. Durry. Well, I am always ready to say something. It is in
my nature. I can’t help myself.

Mrs. FiscHBACH. Okay.

Mr. DuFrry. First of all, on the market data question that Mr.
Bankman-Fried continually says how it is free, we never charge for
market data historically at CME Group. We never did until just a
few years back. The reason why we charge for market data, it is
just not your data you are paying for. You are paying for a con-
structed amount of data that has a tremendous amount of value
that I have to put a lot of effort in and cost into accumulating that
data for people to do their risk management, whether it is histor-
ical data, whether it is derived data, or other data. It is not just
market data on pricing. So it is really important to make that dis-
tinction about this free data that he keeps referring to. We sell
quality data that brings benefits to the participants. But it would
cost us a lot of money to do it.

The model that is going to potentially be deployed, Mr.
Bankman-Fried keeps reminding everybody that he does not have
any intention right now to go into other products. He has the abil-
ity to do so. His application says he can do it. So I am supposed
to sit on the sideline while they decide if they are going to do it
or not, and they will be way ahead of me because they are doing
it in a crypto asset class. So what will happen is they will do it—
the ag community will go with him when times are stable. When
they hit the fan, they are going to want to come with me. I am not
going to be there because I will be deploying the same model. This
is a nightmare for the agricultural community.

Mrs. FiscHBACH. Thank you, Mr. Duffy. And I have 6 seconds,
and I will yield all of those 6 seconds back. Thank you.

The CHAIRMAN. Thank you very much. And now the gentleman
from California, Mr. Khanna, is recognized for 5 minutes.

Mr. KHANNA. Thank you, Mr. Chairman. Thank you for your
leaillership. Thank you to Ranking Member Thompson for his lead-
ership.

Mr. Duffy, you obviously have very strong opinions about
cryptocurrency, so let’s start with the basics. Could you tell the
Committee what you understand and how you define blockchain,
and can you tell us some of the use cases of cryptocurrency for the
American public?

Mr. DUFFY. Yes, I had a conversation with somebody in the in-
dustry, and I believe that the use case of cryptocurrency

Mr. KHANNA. If you could start with the definition of blockchain.
How do you understand blockchain?

Mr. DUFFY. The blockchain is a node either centralized or decen-
tralized run by different platforms with parts of information that
only certain people that have access to it can change that informa-
tion. And once it is in the blockchain, it stays there. And in order
to amend the information, there are a lot of procedures and proto-
cols to go through the blockchain. It is a very complicated proce-
dure. I think it is an excellent form of commerce for medical
records, things of that nature, so I do think that——

Mr. KHANNA. And what do you see as some of the use cases?

Mr. DurFry. Use cases of blockchain?

Mr. KHANNA. Yes, and cryptocurrencies and some of the
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Mr. DUFFryY. Well, I don’t know if there is a use case of—here, the
one blockchain that has been talked about today is Ethereum——

Mr. KHANNA. Do you see a use case for stablecoins?

Mr. DUFFY. Do I think there is a use case—I am happy to answer
your question, but which one do you want me to answer?

Mr. KHANNA. Stablecoins, yes or no, do you think there is a use
case?

Mr. DUFFY. Do I think there is a use case for stablecoins? I think
there was until the other day. That didn’t go so well for stablecoins,
so I am not so sure if there is a use case for them. I do believe
central governments

Mr. KHANNA. You don’t think there is a use case for stablecoins?
Okay. Do you think there is a use case for:

Mr. DUFFY. I think the United States Government, sir, needs to
be involved and central banks——

Mr. KHANNA. I am just asking you do you think there is a use
case for Solana or some of the other—of the top-ten
cryptocurrencies——

Mr. DUFFY. I am not a crypto expert, sir. I list Bitcoin and

Mr. KHANNA. Well, you certainly have opinions about
cryptocurrencies.

Mr. DUFFY. I do. I have opinions on

Mr. KHANNA. You are testifying——

Mr. DUFFY.—an application, sir, not about cryptocurrency.

Mr. KHANNA. Now, you talk about under oath, you say, if I could
just quote you because you may want to take this back, I don’t
know——

Mr. DUFrFry. I don’t take anything back.

Mr. KHANNA. You say the FTX—well, you are under oath, sir.

Mr. DUFFY. I am not under oath.

Mr. KHANNA. FTX has no capital requirements for participants.
Are you going to stick to that under oath? Because the CFTC’s part
39 regulation requires capital requirements for FTX or for any of
these exchanges. Are you really saying they have zero capital re-
quirements, or do you want to amend that statement, given you are
under oath?

Mr. DUFFY. No. Sir, you are moving away from your microphone.
Can you read the statement that you would like me to

Mr. KHANNA. Yes, I am asking you, sir, you have a saying that
FTX has, quote, “no capital requirements for participants.” I think
that is on its face a false statement given that the CFTC part 39
regulation requires capital requirements, and FTX does have a cap-
ital requirement for margins.

Mr. DUFFY. I said the capital requirements are not the same as
they are for other institutions.

Mr. KHANNA. Well, that is not what you said, sir. Under oath you
have submitted to this Committee a statement that is false. You
have said the regime has no capital requirements for participants.
I would strongly recommend that you have someone on your team
amend that statement——

Mr. Durry. Well, I would like to read that statement because I
happen to disagree with you, sir.

Mr. KHANNA. Well, it is your testimony. It is your testimony.
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Mr. Durry. I get it. I would like to see the statement that you
are referring to.

Mr. KHANNA. I am reading from own testimony.

Mr. DUFFY. I can’t just go off of what you are reading.

Mr. KHANNA. You are here to

Mr. DUFrFy. Capital is not the same as margin, Congressman.

Mr. KHANNA. Well, sir, I want you to, after this, submit some-
thing that is accurate, recognizing you are giving testimony to the
United States Congress. You don’t know much about
cryptocurrencies, you are opining on cryptocurrencies, and then you
are giving false statements to the Congress that you aren’t even
knowing that you are submitting. You write FTX, quote, “has no
capital requirements for participants.” That is just false.

Mr. DUFFY. Sir, I will be happy to read my testimony back to you
if you would like, but if you want to make this into a court of law,
I am happy to participate in that as well.

Mr. KHANNA. Well, it is not a court of law. It is that you can’t
give false statements to the United States Congress. You can’t
come in and say——

Mr. DUFFY. I am well aware, sir. I have testified in front of this
Committee over 50 times. I am well aware of the procedures of this
Committee.

Mr. KHANNA. Well, then can you—I would submit that you need
to correct the record because you have, quote, your testimony, “no
capital requirements for participants.” Anyone who has basic un-
derstanding of the CFTC knows that part 39 would make that a
completely wrong statement. Of course there are capital require-
ments, and I suggest in the future that you do some homework on
what cryptocurrencies are——

Mr. Durry. Well, I appreciate you telling me to do my homework.
I assure you, sir, in the amount of years I have been in this busi-
ness I forgot more than most people ever know.

Mr. KHANNA. Well, I appreciate it. I hope you will correct the
record so you are accurate and not giving false testimony

Mr. DurFy. I don’t give false testimony, sir. It is not what I do.

Mr. KHANNA. I yield back my time.

The CHAIRMAN. The gentleman from Indiana, Mr. Baird, is recog-
nized for 5 minutes.

Mr. BAIRD. Thank you, Mr. Chairman and Ranking Member, for
holding this hearing. I always appreciate the effort that the wit-
nesses make and the testimony that you give. To have such exper-
tise before this Committee is extremely valuable to us, and I think
it is valuable to whatever issue we are discussing.

But I am going to change just a little bit and ask this question.
And I hope I can get each one of your response. So to do that, I
better quit talking and start asking I guess.

The U.S. lags behind other countries in the adoption of digital as-
sets with over 95 percent of the trading volumes occurring over-
seas, and I know you know that. So my question is, like some of
my predecessors, how would this benefit Americans, including
farmers and ranchers, if more of this trading activity were to be
on-shored and take place in the United States? I think that is kind
of the core of what we are trying to do here. So I guess I want to
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do this in a specific order. Mr. Lukken, would you mind starting
this discussion?

Mr. LUKKEN. No, I do think there has been an identified gap of
regulation by many that cryptocurrencies need—we need to develop
a framework in the United States to do that. I think it is a reality
that they are here to say. I think it would be in our interest as a
nation to try to develop a strong regulatory system for
cryptocurrencies to attract that to the United States.

Mr. BAIRD. Great. So then I want to go to Mr. Edmonds. Since
you are involved internationally, I would like to know your opinion
of how that affects that market.

Mr. EDMONDS. Well, right now, I believe the delta that exists in
the world is we don’t know what regulator is responsible for what
version of a crypto asset for the lack of a better term. You have the
SEC expressing a desire to regulate parts of it. They will call those
securities. You have the CFTC that will regulate part of it based
on their charter. You have the United States Treasury who have
made comments about that about the oversight they need to have.
You have the Federal Reserve system exercising comments or pro-
viding comments around what they should do when it comes to
stablecoin. So right now there is not a clear known path that we
can all sit back and make rational commercial decisions at that mo-
ment in time to say these are how we are going to offer services
if we so choose to do so. And so until that is settled, it seems very
difficult of how you are going to regulate a market. And I think
what FTX and others may be doing at the time is finding the clos-
est thing they can get because they there still lacks a very con-
sistent national message.

Mr. BAIRD. Thank you. And, the next one goes to Mr. Perkins.
And as a Vietnam veteran, I will always let the Marines go in first.

Mr. PERKINS. Semper fi, sir.

Mr. BAIRD. But I would appreciate your opinion about bringing
it onshore.

Mr. PERKINS. Absolutely. Web3 is here, and we can’t put the
genie back in the bottle. And what we do—we owe it to U.S. per-
sons to have a very robust, regulated, thoughtful derivatives re-
gime that allows them to hedge their risk. My belief is that what
FTX has proposed is viable and needs to be considered because it
addresses a few things. It addresses thoughtful risk management
and what we call defaulter pays. The people that are putting risk
into the system are paying for that risk via collateral.

It is more inclusionary. I ran an FCM, and it was very difficult
for us to give capacity to anyone other than our top clients. And
so what I would like to see here is to give the ability for market
participants to hedge their risk. We talk about volatile markets.
Right now, we haven’t given these market participants the ability
to hedge because the activity is offshore, and that is how I would
answer it, sir.

Mr. BAIRD. Thank you very much. And so then, Mr. Bankman-
Fried, would you care to comment about that same issue?

Mr. BANKMAN-FRIED. Yes, thank you. I completely agree, almost
all of the activity is offshore. I think that does not do a service to
our country. I think that means that the traders in our country do
not have Federal oversight of cryptocurrency markets. It means
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they don’t have access to the same level of liquidity, depth of order
book, or hedging that users in the European Union, in Japan, in
Australia, and a number of other jurisdictions do today. It means
that we don’t have that economic impact here. We don’t have those
jobs here. And I think that it would serve a lot of interests at once
to regulate these in the United States. And that is what we would
love to be a part of doing.

Mr. BAIRD. Thank you. And, Mr. Duffy, we have about 25 sec-
onds, so you got keywords.

Mr. DUFFY. On the business being overseas versus the U.S.?

Mr. BAIRD. Yes.

Mr. DurFy. Listen, I think markets are global in nature. They
have a tendency to go to certain jurisdictions, certain products do.
Certain products are very domestic to the United States. Other
products are domestic to the European Union, and others are to the
Asian communities. So if cryptocurrency needs to be a global prod-
uct, I am not so sure that is the case. I think when you look at
who is participating in the crypto business today, someone made
reference that one in five people have traded crypto. I truly believe
that is mostly retail participants that have been in this market, not
institutional participants managing risk.

Mr. BAIRD. Thank you. I yield back.

The CHAIRMAN. The gentleman’s time has expired.

The gentlewoman from Washington, Ms. Schrier, is now recog-
nized for 5 minutes.

Ms. ScHRIER. Thank you, Mr. Chairman. And welcome to our
witnesses.

Look, my biggest priority here is making sure that consumers
and my constituents have options for investing safely. Even the
most discerning consumers can face challenges navigating potential
tricks and pitfalls when making a financial trade. I think it needs
to be really clear that all derivatives clearing organizations are
abiding by the Commodity Exchange Act, which regulates com-
modity markets. I am really grateful that the CFTC is taking such
a thoughtful and diligent approach to considering all the different
facets of this new proposal to keep our markets fair and safe. I
want to make sure we are doing the same thing here on the Agri-
culture Committee.

And so, Mr. Bankman-Fried, it is good to see you again. Can you
tell me, how does FTX plan to strike that right balance between
offering new financial products that may expand economic opportu-
nities for investors while still ensuring consumer protections are
maintained?

Mr. BANKMAN-FRIED. Thank you for the question, and great to
see you as well. I think the central balance to strike here is ex-
tremely important. On the one hand we want to be able to offer eq-
uitable access to the platform, to the data so that the consumers
have that same fair, level playing field as the largest trading firms
do. On the other hand, we have to have all of the customer protec-
tions that we are used to in financial markets here. So, every piece
of this is overseen directly by the CFTC in our proposal, and they
would have oversight over it. We would be giving full transparency
and disclosures about the products that we are listing, about the
mechanics of the exchange of the venue, about how it works, edu-
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cational material about it, tutorials that you have to go through be-
fore using it, quizzes about how the product works, along with full
explanatory material on it, and we are also looking to create sort
of template registration type statements for the assets that we are
thinking of listing so that there is a lot of transparency data
around the products that people would be trading and that we
should only be listing things that are suitable for access here, and
so that means working with the CFTC on that topic as well. These
are just really, really important topics.

Ms. SCHRIER. I want to thank you for listing off all of those ele-
ments because when I hear the words—just as a consumer, myself,
when I hear the words transparency and a list of all the risks,
when I think of it, it is a lot of really small print that is really hard
to understand, to read through, and to really grasp the concepts.
I appreciate your talking about things like big print, common lan-
guage, information sheets, and even quizzes to make sure people
really understand what their risks are. Do you have any informa-
tion about those quizzes or whether they paint—I mean, even pic-
tures of things gone sideways so people really understand risk in
terms of a story. We find stories work well.

Mr. BANKMAN-FRIED. Yes, and I completely agree that it is one
thing to literally have text somewhere on a website, and it is an-
other thing to have a clear, transparent, and comprehensible and
intuitive explanation of what is going on. We can follow up with
you and send you materials that we have put together on this that
show graphically what many parts of this look like and would love
to do that.

But, yes, I mean, this should be something that is intuitive when
it is displayed and that you can’t avoid looking at before you start
using the platform because everyone knows that clicking confirm
once for a giant scrolling box of text is something that people have
gotten very good at doing.

Ms. ScHRIER. That is right, myself included. I want to thank you
very much. I look forward to getting that information, learning
more, and I appreciate your attention to protecting consumers.
Thanks very much, and I yield back.

The CHAIRMAN. The gentleman from South Dakota, Mr. Johnson,
is recognized for 5 minutes.

Mr. JOHNSON. Thank you, Mr. Chairman. I appreciate it. My
question will be for Mr. Lukken, and then Mr. Bankman-Fried can
offer any contrary thoughts he might have. But, sir, I listened with
interest the exchange you and Ms. Adams had where you noted
this auto-liquidate model mechanism particularly with regard to
hedgers could impose, I think you said, “disruptive effects on the
broader market.” Educate me. Help me explain what those disrup-
tive effects could be, and, again, maybe to people who are a few lev-
els away from the transactions that are being reviewed?

Mr. LUKKEN. Well, typically when there is a default in the mar-
ketplace, the FCM will take those positions and try to manage that
default and making sure that either hedging those positions or
making sure that it is not being dumped necessarily into the mar-
ketplace because the last thing they want to do is either disadvan-
tage their customer or—and FCMs are required by CFTC regula-
tion not to have an impact on the market. That is a rule. And so
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when you get into auto-liquidation, there is not a lot of discretion
or judgment there, right? You are having to dump into the market-
place according to the algorithm.

So I think one of the things we are trying to explore with this
new model, as the positions get bigger—and often times, hedgers
have very large positions—as you start to put things into that auto-
liquidation feature, is that going to have not only for the hedger
but for other people that may be hedged in that price of that prod-
uct, it may have an impact. And so that is something I think we
are considering. Again, for small positions, auto-liquidation may
not have a market impact, but as they get bigger, that is where we
have some concerns.

Mr. JOHNSON. There has been some insinuation and probably
even somebody said it explicitly that this particular mechanism
could create more cascading waterfall-type impacts and a con-
tagion-type environment. That may be. I just don’t know that I un-
derstand that that is the case. Why do you think it would have
more risk for the system?

Mr. LUKKEN. Well, it is like a typical financial run on a bank.
As prices start to decline, defaults start to happen. When you start
to cover those defaults, more auto-liquidation happens, and it
starts to cascade. And, typically what CCPs like to do—and I
worked at the CFTC as acting Chairman during the Lehman crisis.
The futures business, by the way, was left whole. It was not the
problem. But we were able to work slowly to move those positions
to FCMs that could take on those positions. I know Chris was there
in the trenches as well. But that is a way that we prevented a lig-
uidation into the market so that the price and other futures hedg-
ers weren’t impacted.

Mr. JOHNSON. The FTX proposal, though, has some of their cap-
ital in a reserve, I think to be able to respond to some of these situ-
ations you are talking about. Is this suggestion then that that is
an insufficient degree of capital?

Mr. LUKKEN. It is hard for us to know. I think they have scaled
that, and it is a significant amount of money. However, for us, you
are really trying to measure extreme but plausible situations. And
whether three of their largest clients is extreme but plausible is a
little different than the FCM model where they are extremely
large. If you take two of the largest FCMs, that is V5 of the volume
on an exchange. I don’t think the FTX model necessarily to Cover-
3 is extreme but plausible. I think that is worth exploring and un-
derstanding better.

Mr. JOHNSON. So, Mr. Bankman-Fried, the allegation has been
that that is not a sufficient capital to cushion systemic risk and im-
pacts. Your thoughts?

Mr. BANKMAN-FRIED. First of all, I agree with a lot of what Mr.
Lukken said, and I think these questions are in good faith because
they are important. Here is sort of my sense of them. First of all,
I will note that our liquidations are partial. We go piece by piece.
This doesn’t solve all problems. At the end of the day, if a position
needs to be closed, it needs to be closed, but we do take measures
to attempt to do less if possible.

I will note, Mr. Lukken pointed out correctly that there are a lot
of cases where it can be helpful to have an institutional party
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which manages a position rather than liquidating it. We do have
two systems in place for that. The first is the backstop liquidating
provider system where there are institutional trading firms that
are passed off positions in extreme market conditions if the order
book can’t handle them. But the second is that we do have optional
intermediation where FCMs are welcome to play that same role
with their clients where they can post the margin for the position
and then work with their client or themselves or however they
want on managing that, so we do have that as an option.

I will say on the amount of collateral here, I do actually think
that the top three users on the exchange are going to be quite
large. That is true if you look internationally right now that the
top two users are a significant fraction of volume on the exchanges.
These are generally either large intermediaries or large global
multi-asset-class trading firms. But I will also say that the amount
that we will put in the guarantee fund is way above what the
standard would have required by a pretty substantial factor.

The CHAIRMAN. The gentleman’s time has expired. And now the
gentleman from California, Mr. Carbajal, is now recognized for 5
minutes.

Mr. CARBAJAL. Thank you, Mr. Chairman. And thank you to all
the witnesses testifying before our Committee today.

It is extremely important that the U.S. is a place that innovation
and digital assets can flourish and that U.S. consumers can enjoy
the financial benefits associated with cryptocurrency. It is also,
however, absolutely critical that innovations do not come at the ex-
pense of consumers. There must be protections in place to safe-
guard consumers so that they do not face financial ruin while some
companies profit off that loss.

I think digital assets entice a lot of people because they offer an
opportunity to quickly make a lot of money. But as is the case with
any investment, not everyone will see the level of success they hope
for. I know that whether you invest in traditional stocks, trade, de-
rivatives through a traditional clearinghouse or purchase digital
assets, there is always a risk.

Mr. Bankman-Fried, I think I am on the same page as you that
increasing equitable access to markets is a good thing. You noted
in your testimony that all users should have equitable access,
quote, “so long as they are sufficiently informed and can dem-
onstrate that they understand what they are trading,” end quote.
To that end, what steps is FTX taking to ensure new users, specifi-
cally retail users who may not be as experienced as traditional cli-
ent base, are informed and able to demonstrate they understand
what they are trading? How will you ensure individuals fully un-
derstand the risks they are taking should they choose to trade
cryptocurrency on margin?

Mr. BANKMAN-FRIED. Thank you for the question. And I com-
pletely agree that that is incredibly important. The first thing that
I will note is that the majority of the low engagement retail users
who are not sophisticated traders do not access leveraged futures
on the platform. They don’t do that internationally today. The ma-
jority of them are accessing the spot markets, and we anticipate
the same thing in the United States.
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It is worth noting that today on the futures markets in particular
over 90 percent of the volume is coming from users trading at least
$100,000 per day. And so the bulk of the users here are larger
users.

All that being said, in addition to having a large amount of
transparency, disclosures, and material, there is a mandatory
walk-through before you can trade on the platform, which explains
how it works, how the products work and, for smaller users, a quiz
that you have to take to demonstrate that you understand how this
product works. And, we think the demonstrating understanding of
the product and the exchange is an appropriate and extremely val-
uable test for who should be accessing this product while still al-
lowing equitable access to the disadvantaged.

Mr. CARBAJAL. Thank you. That is very encouraging. Mr. Duffy,
I agree that innovation must not fail to protect the consumer. As
the digital asset market continues to grow, do you see potential
ways for the clearinghouse model to evolve to better accommodate
cryptocurrencies?

Mr. DUFFY. I would absolutely say yes to that, sir. I think that
there is always ways to evolve the clearinghouses to manage risk.
And again, I am not opposed to innovation at all. I am not opposed
to the direct clearing model, as I have said. I am opposed to an ap-
plication that does not allow all of us to participate and everybody
to come together to see what this market structure is about.

I am here to discuss market structure. I am not here to discuss
the value of cryptocurrencies or blockchains or anything else. I am
here to talk about market structure.

And if I may, can I please for the record, sir, Mr. Chairman, if
I may make the following statement. When I was getting badgered
by your former colleague asking me a bunch of different questions,
he was cherry-picking my testimony. What he failed to say that
when I said there is no capital, there is no capital being held at
the FCM. Today, there is capital of $170 billion you heard from Mr.
Lukken and others. So the gentleman was completely wrong when
he said that I gave false testimony. I gave absolutely correct testi-
mony. There is no capital being held at the FCM under this pro-
posal. So I just want to make sure I cleared the record. I apologize
for not answering——

Mr. CARBAJAL. Thank you. You did take up my time

Mr. DUFFY. No, I apologize.

Mr. CARBAJAL.—but I will accept your apology.

Mr. DUFFY. I hope the Chairman will give it back to you.

Mr. CARBAJAL. With that, Mr. Chairman, I yield back.

The CHAIRMAN. All right. That is fine. Thank you. And thank
you, Mr. Duffy, for clearing your record. Thank you.

Now the gentlelady from Florida, Mrs. Cammack, is now recog-
nized for 5 minutes.

Mrs. CAMMACK. Well, thank you, Mr. Chairman. And as the mil-
lennial in the room—well, I guess now there are two of us in the
room—] want to open up with saying, as a disrupter, I like
disrupters. And I think it is very clear, given the amount of com-
ments and feedback that we have received and the CFTC has re-
ceived on this very rulemaking process, that there is a lot of inter-
est and a lot of concern and vested interest in this process.
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So looking at how 95 percent of crypto derivatives and the trad-
ing volume occurs outside the United States, I would say that this
is an opportunity. And I like opportunities. I believe America is
based on equal opportunity, not equal outcome. So there are some
issues that we need to overcome, and I think we can. And I believe
thatdinnovation is going to be absolutely critical as we move for-
ward.

So I am going to dive right into it. We don’t need to separate you
all, do we? All right. Well, it has been a very colorful hearing thus
far, so we are looking forward to all of the feedback from you all.

Mr. Bankman-Fried, how are investors impacted by the current
system in which derivative marketplaces demand users to pay for
market data, order books, and market access?

Mr. BANKMAN-FRIED. Yes, I think that makes it very hard to
have the same level of access as a smaller user as the largest trad-
ing firms have. It means that you don’t get to see what is hap-
pening in the markets you are sending orders to. It means you
don’t have the same transparency about what orders are in the
book about depth. And that is all relevant trading information,
which is gated on the amount that you are willing to pay for it. It
also means that price discovery is not made fully public, and that
is one of the core goals of marketplaces, in addition to hedging.

And so I think that those are all reasons I—and I will add one
more as well, which is I think frankly it increases operational costs
to have gated market data. It is not always well-defined exactly
what it means to use market data, exactly what it means to con-
sume it. I know firms that spend large fractions of their time argu-
ing with other platforms over exactly what market data is required
exactly where and licenses required for that, and I think it is also
just cleaner and lets people innovate on our data if they want to,
to make it open.

Mrs. CAMMACK. Well, you answered two of my follow-ups, so
thanks for that. Would the FTX—or I guess how would the FTX
real-time risk management of margin products affect market risk
and asset volatility, especially during times of market uncertainty
like we have seen with the war in Ukraine, for example?

Mr. BANKMAN-FRIED. Yes.

Mrs. CAMMACK. And I will throw another one at you. So would
it have prevented—your system, would it have prevented like what
we saw with the nickel futures and that market meltdown with the
London Metal Exchange?

Mr. BANKMAN-FRIED. Yes, thank you. I do think it would have
helped prevent that. And, the way I see it is that if you have a
real-time precise risk engine that knows the exact amount of collat-
eral that a user has and can act promptly, I think it is often viewed
as being punitive to the user. I don’t think that is how it is. I think
what it means is that you don’t have to preemptively liquidate
them out of fear of where our markets will move, and it means that
you don’t have to ask for as much collateral at the beginning or if
you do ask for the same amount of collateral that they have a
much bigger buffer before their position would be in danger of lig-
uidation, given the promptness with which it can act. And it means
that you can operate a model without recourse so that people know
that they can’t lose more than they deposited to the platform, that
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they are not worried you are going after their bank account or their
house. You can accomplish all of those things more cleanly with a
real-time risk model that can wait until a position is nearing being
out of margin before closing it down while still preventing systemic
risk and being on recourse.

I think those sort of things would have helped substantially pre-
vent what we saw with the LME nickel futures where, first of all,
it was unclear where the collateral was if it was even there, and
then it took days for the exchange to figure out what had even hap-
pened, by which time nickel had kept moving. The position was bil-
lions of dollars underwater before there was any transparency to
the system on what happened. And so I think all of these would
likely have helped mitigate that.

Mrs. CAMMACK. Well, thank you. I have only got about 30 sec-
onds left and, Mr. Edmonds, I have a very lengthy question for you,
so I am going to have to submit it for the record. There just simply
isn’t enough time to really cover what we need to cover here in
talking about market structure and this proposal. So with 13 sec-
onds left, Sam, you mentioned that you are not getting interested,
in your words, into getting into the ag markets anytime soon. Can
you explain that just a little bit?

Mr. BANKMAN-FRIED. Yes, I mean, I think I am interested in the
markets, but I think they need more analysis. I think, as other peo-
ple have been pointing out, different market structure, different
settlement, different timing, it just needs more thought.

Mrs. CAMMACK. Thank you.

The CHAIRMAN. Thank you very much. And the gentlewoman
from Virginia, Ms. Spanberger, who is also the Chair of the Sub-
committee on Conservation and Forestry, is now recognized for 5
minutes.

Ms. SPANBERGER. Thank you very much, Mr. Chairman. I have
appreciated this conversation. It has been incredibly interesting, so
thank you to our witnesses for participating.

Mrs. Cammack, I should have additional time if you would like
for me to yield to your to continue your question. I am happy to
do it because I have so many questions I actually want to just di-
verge completely and speak from the perspective of someone who
is the Chair of Conservation and Forestry. I really just want to
have a general conversation, though quick because I have already
offered Mrs. Cammack my time, about the impacts of digital assets,
particularly cryptocurrencies have on the environment and really
what these investments mean potentially for sustainability. We
know according to the University of Cambridge Bitcoin mining
alone requires 132.48 terawatt hours of energy annually. And for
context, this energy use easily surpassed the annual energy use by
the nation of Norway in 2020. So roughly 35 percent of all Bitcoin
mining takes place in the United States. And according to the En-
ergy Information Agency, this is translated into roughly 40 billion
tcins of carbon dioxide produced by U.S. Bitcoin mining in 2021
alone.

Certainly, Mr. Bankman-Fried, I know that you speak to the
commitment of carbon neutrality in your testimony, but I would
like for you just to expand on that a little bit. Like how can we
make sure that as we are looking at a forward-looking technology,
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et cetera, et cetera, that we are also finding opportunities to really
reduce emissions? I think people don’t think about the environ-
mgntal impact of Bitcoin, but I do think it is a serious issue to con-
sider.

Mr. BANKMAN-FRIED. Yes, thank you for the question. I com-
pletely agree. And, there is one practice where we do buy carbon
offsets and on top that we invest in R&D. Let’s put that aside for
a second though because I can only scale so much. In the end, my
real answer is that if you would see the crypto industry scale 10,
100 times as big as it is today, it would be insane for the energy
usage to be scaling as much as well for the reasons you are point
out.

I also don’t think it would, and the reason is that while Bitcoin
is a proof-of-work blockchain that is energy intensive, most other
blockchains are proof-of-stake blockchains that have effectively no
energy cost to them. The bulk of transactions already are hap-
pening on low-cost proof-of-stake blockchains. And for economic
reasons as well as environmental reasons those have to be the ones
that scale. You can’t be paying $10 for every transaction in a scal-
able system. And so while Bitcoin may or may not end up being
a large storer of value—don’t want to give investment advice or
anything—that doesn’t mean that it has to be the blockchain on
which millions of transfers are happening per second. And to the
extent that blockchains do grow in size, I think it has to be and
will be the low-cost proof-of-stake networks that will not be ex-
panding the climate impact of the ecosystem.

Ms. SPANBERGER. Thank you. I might follow up with additional
questions for the record, but as I have offered my time, and I am
curious to hear the question, Mrs. Cammack, in the interest of bi-
partisanship, over to you.

Mrs. CAMMACK. Well, thank you, Representative Spanberger. I
appreciate you yielding your time.

This is a little bit in the weeds so bear with me here, all right?
Mr. Edmonds, you noted that, quote, “FTX participants lose their
positions when markets move against them, and they are lig-
uidated at adverse prices,” end quote. But some market partici-
pants in volatile markets, especially agriculture markets, have
noted a similar effect occurs with exchange circuit breakers when
trading is halted for the day if prices move too much. In traditional
markets, significant volatility plus a halt in trading can result in
large unaffordable margin calls at the end of the day. If a partici-
pant cannot make their margin call, their position is liquidated and
their initial margin is taken up to make up the difference, both
closing out a potential hedge and costing the participant their ini-
tial margin. But the real kicker comes when the market reopens
and the volatile price swings back the other way, returning the
now liquidated position to profitability. How different is that sce-
nario under traditional markets from the scenario that you laid out
in your testimony? In both cases, the hedger is out of a hedge and
collateral.

Mr. EDMONDS. Right, but in the

Mrs. CAMMACK. Sorry, I know that was a mouthful.

Mr. EpMoONDS. I will try to be as brief as possible. In the tradi-
tional marketplace, you have the FCM in most cases intermedi-
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ating that relationship. They may be in certain circumstances ex-
tending you credit based on their knowledge of your known phys-
ical position. And they see that and that is a relationship you have
and that is a credit relationship you have with that intermediary.
There is no chance for that in the case here.

I would also say as to the point of volatility, the price in the
morning can be very against your position and a few hours later
that position before the market session closes can come back into
your position. In this case without a liquidation you have already
lost that. In the other case you are going to have that position on
an overnight when the market closes and the price is set and you
are going to determine whether you pay for that or not, and that
is going to be between you and the relationship you have with your
FCM.

Mrs. CAMMACK. Well, and I know I just ran out of time. I would
love to get your rebut to that as well just so that all of us can real-
ly understand all sides of this.

[The information referred to is located on p. 217.]

Mrs. CAMMACK. But with that, I yield back unless any other
Members want to yield their time.

The CHAIRMAN. The gentleman from Georgia, Mr. Allen, is recog-
nized for 5 minutes.

Mr. ALLEN. Thank you, Mr. Chairman.

And, the market is very volatile, as we know. In fact, Mr.
Bankman-Fried, you have had a tough couple of days here. In fact,
it reminds me of the story in 1987 I think Sam Walton, which we
all know was the first investor to lose $1 billion in a day. And he
was asked the question, my goodness, what are you going to do?
And he says, well, it is only paper, and we are still in business.

So with that, Mr. Duffy, obviously, we are seeing tremendous
fluctuations in obviously the market, crypto, otherwise. Your pro-
tections, how much are they fluctuating?

Mr. DUFFY. Which protection are you referring to?

Mr. ALLEN. Your collateral.

Mr. DUFFY. Sorry?

Mr. ALLEN. Your collateral—

Mr. Durry. My collateral at the clearinghouse fluctuates—it is
probably sitting out about $225-$240 billion right now sitting in
my clearinghouse protecting positions on the exchange.

Mr. ALLEN. Okay. As I understand the purpose that we got into
this business is to get rid of volatility for our farmers. In other
words, they produce a crop, and they make a substantial invest-
ment to produce that crop, and so they need to know about what
that crop was going to be worth when they harvest it. And of
course we had what happened in 1982 that we lost a lot of our ag-
riculture industry in that one sweep. And of course we started com-
ing up with other ways to stabilize the markets.

And of course your system, I think there are two companies that
largely have been in this business to stabilize. A farmer comes to
you, he says I will sell my corn at this, you place it, and then the
risk is appropriately shared. So how much fluctuation—like we are
talking like, Mr. Bankman-Fried, I understand it was half of his
value was lost. What would it represent as far as your market and
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your collateral? Like would it be ten percent down or 20 percent
down or based on these fluctuating markets right now?

Mr. DUFFry. The fluctuating markets in the agricultural markets?

Mr. ALLEN. Yes, sir.

Mr. DUFFY. Very de minimis, sir.

Mr. ALLEN. Okay. That is

Mr. DUFFY. Very de minimis.

Mr. ALLEN. Which is what we are trying to accomplish with this
whole business anyway.

Mr. DUFFY. Yes, sir, and it would be very, very small.

Mr. ALLEN. Yes. And the other question, Mr. Bankman-Fried, for
you, is you have submitted an application to the Commission for
approval. Why is that application incomplete?

Mr. BANKMAN-FRIED. Sorry, can you—why is it incomplete?

Mr. ALLEN. Okay. Well, you are saying that there are other
measures that need to be implemented to sustain your collateral.
And you are looking for guidance from the Commission on that? In
other words, let me understand what you are up to here. You are
the one that is coming to ask for approval, yet you are basing your
approval on whatever the Commission says you have to do. I would
think you would have all of your ducks in a row before you sub-
mitted the application.

Mr. BANKMAN-FRIED. We do think we have all of our ducks in a
row.

Mr. ALLEN. Okay. So then why do you think the Commission is
going to require you to do other things?

Mr. BANKMAN-FRIED. What are you referring to?

Mr. ALLEN. Well, I don’t know. What I gathered from comments
my colleague from Georgia, Mr. Scott, said from your collateral
standpoint and the fluctuations this commission—because again,
we are talking about agriculture here, the farmer, and stability.
How are you going to provide that when you are seeing these fluc-
tuations in the market?

Mr. BANKMAN-FRIED. Are you asking how we would provide to
agricultural parts in particular or are you asking about the collat-
eral volatility? I am sorry, I think I don’t understand what you are
referring to.

Mr. ALLEN. Okay. Well, we will try to educate Mr. Bankman-
Fried on how agriculture works. Thank you, and I yield back.

The CHAIRMAN. Thank you, Mr. Allen.

And now the gentlewoman from the U.S. Virgin Islands, Ms.
Plaskett, who is also the Chair of the Subcommittee on Bio-
technology, Horticulture, and Research, is recognized for 5 minutes.

Ms. PLASKETT. Thank you so much, Mr. Chairman, and thank
you for you and your staff's leadership in assembling this really
great panel of witnesses for us to try to understand and to get into
what is happening at the CFTC, what is happening with regard to
the commodities exchange, and what is actually going on within
crypto.

A little earlier in the discussion I was right there in the hearing
room, and one of my colleagues said that he had decided that he
had made maybe the wrong decision in terms of his career choice,
and everybody laughed. But we recognize that those of you who are
witnesses are there because you have obtained a level of intellect
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and a level of understanding of these that doesn’t come very quick-
ly. And to make such a statement to me really reveals a kind of
sense of failing forward. There are those of us in our society who
are allowed to fail forward and those of us who are not, who do not
have that luxury.

And T feel it is part of my responsibility to be concerned with,
one, the consumers who may fail forward and fail because of the
activities of all of the witnesses that are here today, whether it is
a commodities exchange that has kept certain classes of farmers
out of the benefits over 100 years of the use of the commodities
practice and commodity farming, or whether it is the young indi-
viduals who are underbanked who see crypto as a way to gain
wealth, which is very tenuous at best for them. And so I believe
that we as Members of Congress have a responsibility to safeguard
all of those areas.

Some of the questions and the testimony I thought was very in-
structive to me, Mr. Perkins, one of the things that you discussed
in your testimony was that you did not believe that there was a
negative impact of embracing the innovation. However, some
guardrails needed to be put in place. What guardrails? Have you
thought about that, what the guardrails might be that would be
best to put in place to ensure safeguarding and allowing the inno-
vation and allowing this growth in technology while preserving the
American farmers, as well as those individuals who even engage in
cryptocurrency?

Mr. PERKINS. Thank you, Congresswoman, for your question. Re-
lated to the issue at hand with central clearing, it would be my be-
lief that the same principles should be applied to FTX as applied
to the CME and everyone else. And so when you look at ways to
collateralize the system, it should be extreme but plausible. We
need to make sure that there are sufficient disclosures for people
who understand the risks of participating as well.

But if you step back, I think it is imperative for all of us to make
sure that people are educated not only on the opportunities but
also the risks of entering into these asset classes. And I look for-
ward to working closely with the regulators on ensuring that the
approach is always principles-based, right. And, listen, the CFTC
today, they have full authority to police issues of fraud, manipula-
tion, and abuse. We should have very little tolerance for those
{;ypes of things in this environment, along with the other regu-
ators.

Ms. PLASKETT. Thank you for that. I agree with you, and I think
the education portion is very important. I am always very, very
skeptical of a new product or a new scheme that is actually even
attempting to go after minority communities, individuals who have
been kept out. Why are they all of a sudden being allowed in? It
could be altruism but it could also be to their detriment.

One of the things that I think has not been asked to Mr.
Bankman-Fried is, sir, one of the discussions is that we should
have followed a longer process, the regular process that CFTC does,
which is to have public comment, regular rulemaking. Would you
be averse to a discussion of regular rulemaking?

Mr. BANKMAN-FRIED. So I think we have followed along with the
standard CFTC process. It is not standard to——
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Ms. PLASKETT. I think that they created a process that is a little
ad hoc for you, but it does not follow the regular public comment
period.

Mr. BANKMAN-FRIED. I don’t think that it is normal to have rule-
making as part of a margin order amendment. I think that is actu-
ally quite unusual. I think it is unusual to have a House hearing
as part of a margin amendment. I think it is unusual to have a
public roundtable. I think it is unusual to have a public 60 day
comment period. To the extent that it is unusual, it is in the in-
creased transparency and thoroughness of it rather than the oppo-
site. But I would be happy to follow up with you after and go
through cases and see what the standards and precedents are here.

Ms. PLASKETT. Thank you. And I have quite a number of other
questions, Mr. Chairman, but I will save those for in writing. And
I want to thank you again for allowing us this opportunity.

The CHAIRMAN. Yes. Thank you, Ms. Plaskett.

And now the gentleman from Texas, Mr. Cloud, is recognized for
5 minutes.

Mr. CLouD. Thank you, Mr. Chairman, for this very informative
Committee hearing, and thank you all for participating in it and
sticking through it for this long. It has been a lot of fun for me,
maybe not so much as much for you all, but it has been very en-
lightening, nonetheless. And whoever’s idea was to sit you two gen-
tleman next to each other, genius. No.

But it is very helpful to have the back-and-forth. So many com-
mittee hearings it is kind of the debate is decided before we actu-
ally get to the committee hearing, and this is one I think where
your expertise and your wisdom weighing into this is extremely
helpful to us who are trying to grasp this new developing tech-
nology and how it would be.

Speaking of first principles right off, I am concerned anytime
about the government stepping in and picking winners and losers.
I think it is important that we don’t stop what would be disruptive
technologies just because it protects the status quo, especially when
the status quo is a middleman. And I am just speaking broadly
here. But I also am very concerned about the government stepping
in and endorsing one business model as well and what that would
mean. And especially just in the context of where we are at right
now, you mentioned the food shortages, which I wish this Com-
mittee would focus more on. And right now we have White House
more concerned about disinformation than we do baby formula and
those kind of things. So I am very concerned about that. We need
to spend more time on that. And to have a disruptive technology
in this window is a concern to make sure that that doesn’t go
wrong.

If you all could help me with this, kind of entertain me, Mr.
Bankman-Fried, if I can see that correctly, and Mr. Duffy. If you
all could each kind of do this for a second. If we were to assume
that his model was going to be accepted, what would you say, okay,
let’s do that but these are the provisions that we have to consider,
and likewise? If it was to not be, like, okay, what are the consider-
ations here about going—the future that we are not creating, the
things that we are not protecting going forward? If you all
could:
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Mr. DUFFY. I would be happy to start if you would like.

Mr. CLouD. Okay.

Mr. Durry. If Mr. Bankman-Fried’s model was to be accepted, 1
would say a couple things. One, it needs to go through a regular
rulemaking process to answer the gentlelady’s question earlier be-
cause it is not just a margin model. This is a market structure
issue that affects the entire industry, not just margin. So that is
for starters. That is the reason why it needs to go through a full
review. So the gentlelady was correct.

So what would happen, what I would do if in fact it got passed,
I would implement the model myself. And I do not think it is ap-
propriate to do at this given time. I would want to implement the
model if it was approved with the communities that is affected
throughout the globe that trade these global markets in nature.
That is critically important to make sure that people are brought
into the process and not surprised by the process. So I am not op-
posing it. I am saying let’s do it in a way that makes sense for ev-
erybody.

Mr. CLOUD. Yes, one of the things you mentioned, too, was week-
ends seemed to be a concern that kind of came up, I mean, one of
the little pragmatic things. I know that is not a systemic thing, but
how much of that is part of——

Mr. DUFFY. Systemic risk in the——

Mr. CLoUD. In weekend trading.

Mr. DUFFY. Oh, I am sorry, I didn’t hear the weekend trading.
You know what, I guess for some people there is no systemic risk.
I know Sam likes to kind of go 7 days a week hard. There are other
people that are in our farm community and others that need a day
off and they really don’t want to be interrupted with their hedges
being auto-liquidated in a time when they are trying to at least
take an hour off in their day of providing food for the country.

Mr. CLoUD. Yes, thank you.

Mr. BANKMAN-FRIED. Thank you. So, in terms of what would
happen—and I think I want to talk less about our application in
particular. I am taking this is a policy question rather than a com-
petitive or anticompetitive question around like our company in
particular. I think if in general there were not to be licensure of
digital asset platforms in the United States, we would continue to
see a regime where the United States is the only developed country
that cannot access deep liquidity in crypto markets that cannot ac-
cess hedging for them. It is the only developed world in which
there is very little Federal oversight of the digital marketplace,
very little anti-fraud, anti-market manipulation oversight, no clear
Federal regulator for the majority of the platforms, and it would
mean that this industry would continue to grow offshore rather
than here with oversight from offshore regulators, not from our
regulator. It would grow in other currencies as the base currency
for the cryptocurrency system rather than the U.S. dollar. And I
think that all of those would harm American consumers and the
American economy.

Mr. CLouD. Thank you. Mr. Lukken, I wanted to get to you but
I only have 5 seconds. I am really curious to hear your thoughts
because I have seen you nodding on all sides of this argument, and
you were the only one that I heard use ag and livestock metaphors,
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and so I know this Committee really appreciated that. So do you
have a quick—okay. Thank you.

The CHAIRMAN. The gentleman from Florida, Mr. Lawson, is now
recognized for 5 minutes.

Mr. LAWSON. Thank you, Mr. Chairman and Ranking Member.
This is quite interesting. Mr. Bankman-Fried, you mentioned in
your testimony that FTX would utilize real-time liquidation fea-
tures to prevent the buildup of risk in the customer portfolio. How
would this risk management and liquidation affect market risk and
asset volatility, especially during the times of market uncertainty,
as we are seeing of course recently with what is going on in
Ukraine?

Mr. BANKMAN-FRIED. Yes, thank you for the question. Deriva-
tives markets can help to buffer volatility, to reduce it, and to add
liquidity. They can also help exacerbate volatility, in some cir-
cumstances or if poorly defined. I think that our model would help
reduce volatility and increase liquidity. And the reason for that is
that by having precise knowledge of the collateral in the system
and having a fast margin engine that can act swiftly if needed, it
allows the risk engine to avoid having to liquidate positions that
might not need to be liquidated until it becomes clear that they are
in fact nearly out of collateral while also still successfully closing
them down before an account would go bankrupt. And so I think
it does a good job of balancing against the market risk and the sys-
temic risk there, which is massively harder to do if you have less
transparency, less clarity, and a less fast-acting risk system.

Mr. LAWSON. Okay. Thank you very much. Mr. Perkins, I think
it was stated earlier that U.S. lagged behind other countries in the
adoption of digital assets with over 95 percent of the trading vol-
ume currently overseas. The question is for you and maybe some
of the other panelists can speak on it. What facts do you believe
are preventing the growth of cryptocurrency trading in the U.S.,
and how would Americans, particularly farmers, benefit from these
type of trading platforms?

Mr. PERKINS. Thank you for the question. I think one of the rea-
sons why we haven’t seen derivatives migrate into the U.S., regu-
lated derivatives for purposes of risk management, is because the
current structure as it exists today is inadequate to handle the vol-
atility of the products. The risk builds up with the FCMs, the inter-
mediaries, and they simply don’t have the capacity to offer this
hedging mechanism to clients. And to the extent they do, they can
only give it to their tippity-top clients, which isn’t very good from
an inclusive perspective.

And so I welcome innovation that we are seeing like with this
direct model which does look at things such as thoughtful risk
management, inclusion, and competition, and how will this benefit
community members. I think competition will lead to better pric-
ing. And in fact, you are eliminating the pricing of the inter-
mediary, so I think it would be very beneficial to endorse a model
such as this to allow our communities to hedge their risk.

Mr. LAWSON. Anyone else on the panel who would like to make
a statement on this?

Mr. LUKKEN. Well, I would take a little issue with the idea that
the demise of the FCM, that they are not able to handle access. I
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mean, there are plenty of firms under the current clearing system
that handle retail clients, that handle retail crypto clients, that we
have exchanges that are offering products for crypto. So certainly
this is another method for access, but we have lots of great firms
that are willing to take on these clients in our industry.

Mr. LAWSON. Okay, thank you. One other question, and this is
for Mr. Bankman-Fried, if the Commodity Futures Trading Com-
mission approved your proposal, do you have mechanisms and pro-
grams in place to address the barriers small and socially disadvan-
taged farmers may have to utilize this platform as an exchange?

Mr. BANKMAN-FRIED. Sorry, could you repeat the last bit?

Mr. LAWSON. Do you have the mechanisms and programs in
place to address the barriers small and socially disadvantaged
farmers may have to utilize the platform in this exchange?

Mr. BANKMAN-FRIED. Oh, thank you, a really important question.
I will say it is really important that we have transparency, disclo-
sure, education, suitability, and testing on the platform to ensure
that the users do understand it. But at the same time it is really
important that disadvantaged communities are able to get real fi-
nancial access in a way they have not historically had an easy time
doing. We offer the full product suite. We offer it online. We offer
it on a phone. We offer it via API. We offer all the tools that you
need to do it. The compliance is built into it, but you can fund it
directly. And, we are actually overrepresented in minority commu-
nities on our platform.

Mr. LAWSON. I yield back, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Lawson.

And so, gentlemen, we come to the end of this extraordinary and
very beneficial and informative hearing. And I want to thank each
of you. We are going to do two things. I want to see if our Ranking
Member would like to make a closing statement, and then I will
make my closing statement on what we have experienced today.
And, first of all, before—oh, here is our Ranking Member, and I
was just letting them know the order.

But before that, I want to thank each of you. I want to thank
you, Mr. Terry Duffy, Chairman and Chief Executive Officer of the
CME Group. Your testimony was very, very helpful.

I also want to thank you, Mr. Sam Bankman-Fried, who is Chief
Executive Officer and Founder of FTX US Derivatives. Thank you
for your informative and helpful presentation.

Our other witness, my friend Mr. Walt Lukken, we have worked
together over a number of years as you were Chairman of the
CFTC when I was Chairman of our Commodity Exchanges, Energy,
and Credit Subcommittee. Thank you.

And our fourth witness was Mr. Christopher Edmonds, Chief De-
velopment Officer of the Intercontinental Exchange, which we all
affectionately call ICE.

And our fifth and final witness today, Mr. Christopher Perkins,
the President of CoinFund Management LLC, thank you for your
very helpful and beneficial presentation and testimony.

And before I give my closing remarks, I am going to turn it over.
He is writing feverishly getting all of it down, our distinguished
Ranking Member, Mr. Thompson of Pennsylvania, and then I will
end it with my closing remarks. Ranking Member?
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Mr. THOMPSON. Mr. Chairman, thank you so much. And to each
of the witnesses, thank you for being here. I appreciate we were
able to do a balanced hearing on an important issue.

The CHAIRMAN. Please mute your phones, please, Members.
Thank you.

Mr. THOMPSON. All right, thanks, Mr. Chairman.

The Commodity Futures Trading Commission is empowered to
use a transparent, principle-driven-based process to consider any
proposals, including the ones submitted that was the point of dis-
cussion today, although we did talk a little more broadly on, quite
frankly, that process. And I think the process is the important part
of the discussion today.

I am hopeful that this transparent, principle-driven process, the
CFTC, that the discussions today may be informative. We heard a
diversity of views, and so that is my hope, that what we heard
today will help to be informative of the process that they are en-
gaged with this specific proposal.

CFTC must ensure that stakeholders and the public have a seat
at the table. The Agriculture Committee’s role is not that decision
making. It is oversight of the CFTC, to include where the CFTC
fails to follow the appropriate process, where we have a role. That
is part of our oversight role. Where the CFTC would deviate from
the law, we have a role to play. Where the CFTC unnecessarily
limits debate, we have a role. The Agriculture Committee has a
role to play. And let’s be clear, none of this has happened. None
of this has happened so far.

At the CFTC, my understanding is we have had right around
1,000 comments have been received, and when they publish for
public comments, I am assuming that some of those, a number of
those, hopefully a lot of them will be instructive and informative
in this process. The stakeholder roundtable is scheduled for later
this month, the 25th of May, so that is much appreciated. They are
going to bring experts to the table to really kind of do an analysis
of those public comments.

And, as the House Agriculture Committee, the trading of tradi-
tional agriculture commodities obviously is critical, and that is why
CFTC was born within the U.S. Department of Agriculture. But as
we saw how effective that was, other commodities were added
under the CFTC’s jurisdiction. So our jurisdiction over the CFTC
provides a responsibility for other critical commodities, energy,
gold, digital commodities. And I have confidence in CFTC that the
Commission will continue their informed, transparent review of
this proposal and all other proposals. This is not the only proposal
obviously they received and will receive in the future. That is why
making sure the process is the way it should be, that is why it is
so important.

I would be remiss if I didn’t encourage every Member of this
Committee—and this is outside of this issue—but to join Mr.
Khanna and myself as a cosponsor of H.R. 7614, the Digital Com-
modity Exchange Act of 2022, that would establish effective over-
sight of digital commodities, define oversight of digital commodity
markets without diminishing the innovation and the creativity that
has established, quite frankly, the United States as a global leader
in this field.



83

And so to the witnesses once again for your testimony and, Mr.
Chairman, thank you so much.

The CHAIRMAN. And thank you, Ranking Member, for your excel-
lent closing remarks.

Ladies and gentlemen, again, thank you, all five of you. You have
been extraordinarily helpful. First, I also want to thank my com-
mittee staff, who has worked hard to pull this together. They have
done an excellent job, and I am most grateful for their hard work
on this.

What today’s hearing showed us is that we have a serious, seri-
ous issue here. What concerns me is we have to make sure that we
have the protections there for our clearinghouses because they are
the anchors for dealing with this growing derivatives market.

The other point is that this is international. And, ladies and gen-
tlemen, we have enemies out here. You have Russia, you have Iran.
I guarantee you they are watching this hearing. They are all look-
ing for—not just them, the Revolutionary Guard of Iran. They are
looking for ways in which to weaken our financial system. This is
what makes us the greatest, most powerful nation on this Earth.
And the good Lord has blessed us with bountiful agriculture, which
is the major piece of derivatives and swaps. They deal in commod-
ities, and that is why this Agriculture Committee is determined to
make sure that this is protected.

Now, this new cryptocurrency, you have heard from the wit-
nesses here. Everybody knows it is new, it is vulnerable, it is going
through its growing processes. Nobody is against it. What we are
for is to make sure we deal with this new cryptocurrency with its
vulnerability, with its volatility, we have to solve that. It cannot be
handled and entered into our financial system until and unless we
eliminate this vulnerability, this uncertainty.

And so this is why I mentioned to the Chairman of the CFTC
when he was here and let us know he was dealing with this to hold
up until we could get this hearing going on. I appreciate that. We
are all in this together.

But I want you to know that we have enemies around this world
who want to destroy this nation. And the one most vulnerable way,
history is cluttered with the wreckage of great nations because
they did not protect their financial systems. And so with that I
wanted you to know the importance of this hearing, and you all
have delivered to us valuable information. And this Committee, as
you heard from the questions and the differentiation, are very
much concerned that, as we go down this road, we go down it with
flhe (timderstanding that the future of our nation’s security is in our

ands.

Thank you all very much, and I look forward to working with
each and every one of you as we move forward. Thank you. Oh,
now, thank you for that. I must take care of this business before
we go.

Under the Rules of the Committee, the record of today’s hearing
will remain open for 10 calendar days to receive additional mate-
rial and supplementary written responses from the witnesses to
any question posed by a Member.

Therefore, this hearing of the Committee on Agriculture is ad-
journed. Thank you all very much.
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[Whereupon, at 1:00 p.m., the Committee was adjourned.]
[Material submitted for inclusion in the record follows:]
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SUBMITTED MATERIAL BY HON. DAVID SCOTT, A REPRESENTATIVE IN CONGRESS FROM
GEORGIA

THE FTX PROPOSAL—LEDGERX LLC D/B/A FTX US DERIVATIVES
Item 01—CFTC Press Release

B.ICFTC

COMMODITY FUTURES TRADING COMMISSION

[https: ]/ |www.cfte.gov [ PressRoom | PressReleases [ 8499-22]
Release Number 8499-22

CFTC Seeks Public Comment on FTX Request for Amended DCO Registra-
tion Order

March 10, 2022

Washington, D.C.—The Commodity Futures Trading Commission (CFTC) has re-
ceived inquiries from derivatives clearing organizations (DCO) or potential DCO ap-
plicants seeking to offer clearing of margined products directly to participants, such
that participants would not clear through a futures commission merchant inter-
mediary (non-intermediated model). Currently before the CFTC is a formal request
from LedgerX, LLC d.b.a. FTX US Derivatives (FTX) to amend its order of registra-
tion as a DCO to allow it to modify its existing non-intermediated model. FTX cur-
rently operates a non-intermediated model and clears futures and options on futures
contracts on a fully collateralized basis. In its request for an amended order of reg-
istration, FTX proposes to clear margined products for retail participants while con-
tinuing with a non-intermediated model.

The CFTC is seeking public comment on FTX’s request, including both on specific
questions and policy issues raised by use of a non-intermediated model in this man-
ner. The questions are available here.! CFTC recommends potential commenters to
review FTX documents at this /ink2 as you are considering your comments. Com-
ments may be submitted electronically through the CFTC’s Comments Online 3 proc-
ess. All comments received will be posted on the CFTC website. Comments should
be submitted on or before April 11, 2022.

Item 02—CFTC Press Release

BE.iICFTC

COMMODITY FUTURES TRADING COMMISSION
[https: | | www.cftc.gov | PressRoom [ PressReleases | 8505-22]
Release Number 8505-22

CFTC Extends Public Comment Period on FTX Request for Amended DCO
Registration Order

March 24, 2022

Washington, D.C.—The Commodity Futures Trading Commission is extending
the deadline for the public comment period on a request from LedgerX, LLC d.b.a.
FTX US Derivatives (FTX) to amend its order of registration as a derivatives clear-
ing organization (DCO).

FTX currently offers clearing of futures and options on futures contracts on a fully
collateralized basis directly to retail participants (non-intermediated model). In its
request for an amended order of registration, FTX proposes to clear margined prod-
ucts for retail participants while continuing with a non-intermediated model.

On March 10, 2022, the CFTC announced that it is seeking public comment on
FTX’s request, on both specific questions as well as policy issues raised by use of
a non-intermediated model in this manner. The CFTC is extending the deadline by
which comments must be received by 30 days, such that comments should now be
submitted on or before May 11, 2022.

The CFTC is seeking public comment on FTX’s request, including both on specific
questions and policy issues raised by use of a non-intermediated model in this man-
ner. The questions are available here.! CFTC recommends potential commenters to

1 https: | [www.cfte.gov [ media /7031 | CommentFTXAmendedOrder | download.

2 hitps:/ [ sirt.cfte.gov [ sirt | sirt.aspx?Topic=CommissionOrdersandOtherActionsAD&Key=47841.
3 https:/ | comments.cftc.gov | PublicComments | CommentList.aspx?id=7254.

1 https:/ [www.cfte.gov [ media /7031 | CommentFTXAmendedOrder | download.
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review FTX documents at this link2 as you are considering your comments. Com-
ments may be submitted electronically through the CFTC’s Comments Online 3 proc-
ess. All comments received will be posted on the CFTC website. Comments should
be submitted on or before April 11, 2022.

Item 03—February 8, 2022 Letter from Julie L. Schoening, Ph.D., Chief Risk
Officer, FTX US Derivatives to CFTC

February 8, 2022
Via Email

Mr. CLARK HUTCHISON,

Director, Division of Clearing & Risk,
Commodity Futures Trading Commission,
Three Lafayette Centre,

1155 21st Street, NNW.,

Washington, D.C. 20581

Re: Financial Resource Requirements under Core Principle B and CFTC
Regulation 39.11(a)(1) in the Absence of Clearing Futures Commission
Merchants (“FCMs”)

Dear Mr. Hutchison:

FTX US Derivatives (“FTX”) seeks to clear derivatives products that are not fully
collateralized through a direct access market for both retail and institutional partici-
pants. In doing so, FTX plans to leverage its experience offering exchange and clear-
ing services directly to market participants. Instead of weighing the credit worthi-
ness of chains of intermediaries, FTX will margin all products directly against each
market participant, which enables FTX to know and manage the precise amount of
risk held by each portfolio, as well as by all portfolios in aggregate, at any given
moment. FTX deploys a sophisticated real-time risk management system to support
derivatives on cash markets that are always open, and commits to $250 million in
dedicated, unencumbered cash to cover any remaining risk to the clearing house or
its customers.!

Historically, clearinghouses have sought to manage their counterparty credit risk,
in part, by mutualizing that risk among a relatively small number of clearing fu-
tures commission merchants (“FCMs”), who in turn managed the direct relation-
ships with their much more numerous clients. Naturally, this created a relationship
of reliance on those clearing FCMs to support the resilience of the clearinghouse.
As a result, clearinghouses have been required to hold reserves against the possi-
bility that such clearing FCMs themselves may default on their obligations, thereby
requiring the clearinghouse to intercede.

Section 5b of the Commodity Exchange Act (‘CEA”) sets forth various core prin-
ciples in the regulation of derivatives clearing organizations (“DCOs”), which have
been implemented by the Commodity Futures Trading Commission (“CFTC”) in Part
39 of the CFTC regulations. One of those core principles, namely Core Principle B,
describes the minimum financial resources required of a DCO to ensure its financial
resilience. Those requirements, however, likely presuppose a relatively small num-
ber of large FCM clearing members. The following analysis, therefore, describes the
standard in existing law for calculating minimum financial resources a DCO is re-
quired to maintain, and explores how those standards might be viewed with respect
to a clearinghouse that utilizes a direct-access model without clearing FCMs, but
that is nonetheless likely to have large direct-access clearing members.

A. Legal Standard

The Commodity Exchange Act (‘CEA”) establishes both general and specific finan-
cial resources requirements for CFTC regulated clearinghouses in DCO Core Prin-
ciple B. Generally, each DCO is required to have “adequate financial, operational,
and managerial resources, as determined by the Commission, to discharge each re-
sponsibility of the derivatives clearing organization.” See CEA §85b(c)(2)(B)(i). Addi-
tionally, a DCO is required to possess financial resources that, “at a minimum, ex-
ceed the total amount that would—(I) enable the organization meet its financial ob-
ligations to its members and participants notwithstanding a default by the member
or participant creating the largest financial exposure for that organization in ex-
treme but plausible market conditions . . . .” See CEA 85b(c)(2)(B)(ii). This specific

2 hitps:/ | sirt.cftc.gov [ sirt | sirt.aspx?Topic=CommissionOrdersandOtherActionsAD&Key=47841.

3 hitps:/ | comments.cftc.gov | PublicComments | CommentList.aspx?id=7254.

1 As set forth in Exhibit G to the FTX application for an amendment to its Amended Clearing
Order, FTX also relies on other default resources.
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requirement is generally referred to as “Cover-1,” and is memorialized in CFTC Reg-
ulation 39.11(a)(1). Additionally, CFTC Regulation 39.11(c)(1) grants DCOs “reason-
able discretion in determining the methodology used to compute such require-
ments . . . .” By contrast, a systemically important DCO is required to cover the
default of “the two clearing members creating the largest combined loss to the de-
rivatives clearing organization in extreme but plausible market conditions”, other-
wise known as the “Cover-2” standard. See CFTC Reg. 39.33(a)(1).

B. Proposed Methodology for Computing FTX Guaranty Fund Require-
ments

Although FTX does not have clearing FCMs, it does nonetheless have large, insti-
tutional direct-access members. In an abundance of caution, FTX proposes to ac-
count for the possibility that FTX’s largest direct-access clearing member could be
smaller than the largest clearing FCM at a comparable clearinghouse. FTX proposes
to calculate its minimum financial obligations under CFTC Regulation 39.11(a)(1)
using the following methodology: FTX will calculate the amount needed to meet its
financial obligations to members and participants notwithstanding the default of: (a)
the single largest clearing member (i.e., the Cover-1 amount); or (b) if Cover-1 is
less than 10% of total initial margin (“IM”) at the clearinghouse, then the two larg-
est clearing members (i.e., the Cover-2 amount); or (c) if Cover-2 is less than 10%
of IM, then the three largest clearing members (i.e., the Cover-3 amount).

FTX’s Guaranty Fund (GF) minimum sizing methodology explicitly meets or ex-
ceeds the regulations in 39.11 and conforms with the CFTC’s principles based regu-
latory framework. The method starts by calculating the regulatory standard Cover-
1 requirement. The Cover-1 standard sizes the GF to allow the DCO to continue op-
erations even if the largest single participant defaults in an extreme but plausible
scenario. FTX’s largest exposure may be smaller than what is envisioned by the reg-
ulations due to the absence of clearing FCMs; however, FTX’s largest clearing mem-
bers are still highly likely to be institutional, rather than retail participants. None-
theless, to allow for the possibility that such institutional clearing members could
possibly be smaller than the largest clearing FCMs, we compare the percent of Ini-
tial Margin (IM) the Cover-1 entity is required to post relative to the total IM re-
quired from all participants. If the largest FTX clearing member holds less than
10% of the total IM at the DCO, FTX moves to a Cover-2 standard. The Cover-2
standard is outlined in Subpart C of CFTC Regulations, specifically CFTC Regula-
tion 39.33, and requires that certain important or complex DCOs can absorb the
joint default by the two clearing members creating the largest combined financial
exposure, again in an extreme but plausible scenario. As yet another layer of protec-
tion for the clearinghouse, if the Cover-2 entities combined hold less than 10% of
the total IM at the DCO, FTX will then move to a Cover-3 standard, which is more
conservative than current CFTC regulations.

C. Appropriateness of FTX’s Cover-1 Proxies

FTX is taking an innovative approach to determine the minimum size of the GF
to meet the letter and the spirit of CFTC regulations. The regulations balance the
severity versus the likelihood of default scenarios on DCO operations. Regulation
39.11 specifies Cover-1 as the standard requirement for a DCO’s GF sizing. Cover-
1, which assumes the largest exposure defaults in an extreme but plausible sce-
nario, is a reasonable and conservative benchmark; if the DCO can cover the largest
single default in an extreme event, any lesser default will not threaten the DCO’s
ability to operate.

Increasing the number of the largest participants that are assumed to default at
the same time makes a scenario more extreme but naturally decreases the plausi-
bility of such a scenario. If a DCO is large and/or complex as specified in Sub Part
C, a Cover-2 standard may apply which further increases the conservativeness of
the GF size. Here the CFTC has determined that, while the likelihood of the largest
two entities defaulting at the same time in the worst case scenario is even less than
Cover-1, this exceptional coverage is warranted if the DCO is important enough.

FTX’s GF methodology considers not only Cover-1 and Cover-2 but also allows for
a highly conservative Cover-3 sizing. The regulations do not explicitly consider
Cover-3, likely because of the low probability of such a default event in a traditional,
intermediated-clearing model. FTX’s adoption of a Cover-3 standard for sizing the
GF is conservative and exceeds the regulations, given the low probability of such
a scenario. Note that the largest participants on FTX are highly unlikely to be retail
participants, but instead large institutional participants.

To determine whether FTX should consider additional participants in the GF
sizing calculation (e.g., moving from Cover-1 to Cover-2 to Cover-3), we consider how
much IM the participants are required to post relative to the total IM at the DCO.
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This metric proxies what a Cover-1 might look like at a more traditional DCO oper-
ating with an intermediated-clearing model.

The following analysis shows that 10% of IM is a conservative estimate of the per-
cent of IM that a Cover-1 participant might post at a traditional DCO. The analysis
uses information from the CPMI-IOSCO Quantitative Disclosures for major Central
Counterparties (CCPs), which is a more generic term that includes DCOs, in Q3 of
2021.

Field IM ACCOUNTS CME?2 ICUS 3 ICEU* occes
6.1.1 | House Account IM (mm USD) $32,027 $8,129 $11,978 $24,451
6.1.1 | Client Gross IM (mm USD) $132,135 $15,445 $61,348 $2,518
6.1.1 | Client Net IM (mm USD) $0 $0 $17,114 $88,078
6.1.1 | Total IM (mm USD) $164,162 $23,574 $90,440 $115,047

18.1.1.1 | Clearing Members 40 30 65 107

Clearing Member Margin % 20% 34% 13% 21%

For each clearinghouse shown above, all the clearing members’ house positions
combined represent between 13% and 34% of the total margin posted. This is deter-
mined by taking the House Account IM and dividing it by the Total IM at the rel-
evant CCP. What might reasonably be considered the largest 40 accounts combined
at CME only hold 20% of the total IM at that clearinghouse. Similar ratios are seen
at the other relevant clearinghouses presented. Thus, it is not likely that the largest
single participant at any of these clearinghouses holds 10% of total IM. This anal-
ysis suggests that the 10% threshold selected by FTX is an appropriate and conserv-
ative measure to determine if additional coverage participants are warranted.

FTX’s proposed approach to calculate the minimum GF size will meet the Cover-
1 requirement at a minimum and likely exceed it. The above analysis shows that
covering 10% of IM is a conservative proxy for what could be considered a large
clearing member at a traditional DCO and may represent a larger percentage than
any current clearing member at the DCOs discussed above. Further, sizing the GF
to cover up to the three largest simultaneous exposures is more conservative than
current regulations require. FTX believes, therefore, that its GF methodology is ap-
propriate and innovative and in the spirit of the CFTC’s history of principles based
and prudent risk management.

Thank you for considering our proposed methodology, and we would welcome any
questions or comments the CFTC may have in that regard.

Sincerely,

TSchoenig
JULIE L. SCHOENING, Ph.D.,
Chief Risk Officer, FTX US Derivatives.
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Item 04—February 8, 2022 Letter from Brian G. Mulherin, General Counsel,
FTX US Derivatives to CFTC

February 8, 2022
Via Email

Mr. CLARK HUTCHISON,

Director, Division of Clearing & Risk
Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, N.-W.

Washington, D.C. 20581

Re: Permissibility and Benefits of Direct Clearing Model under the Com-
modity Exchange Act and CFTC Regulations

Dear Mr. Hutchison:

LedgerX LLC, d/b/a FTX US Derivatives (“FTX”), recently submitted an applica-
tion requesting that the Commodity Futures Trading Commission (“CFTC”) amend
its Amended Order of Registration as a derivatives clearing organization (“DCO”),
thereby allowing FTX to offer margin directly to customers. In support of that appli-
cation, FTX offers the following explanation of how this approach, which would not
rely on intermediation, is permitted by the Commodity Exchange Act (the “CEA”)
and CFTC Regulations. FTX will also demonstrate how its proposed risk manage-
ment framework is comparable to the clearing-related requirements imposed on
clearing futures commission merchants (“FCMs”).

As set forth below, FTX plans to lead futures markets in the United States into
the 21st century, without compromising traditional risk management, customer pro-
tection, or systemic risk mitigation expectations. With dramatic improvements in
technological infrastructure over the past twenty years, companies such as FTX are
now able to provide their customers with direct access to exchange and clearing
services, as FTX has now done for several years. FTX aims 