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Introduction

The speed and efficiency with which large trades may be executed through electronic trading systems provide significant benefits to market participants.  However, these characteristics can also exacerbate the adverse consequences of trades executed through such systems that, in light of the prevailing market for a particular commodity, are clearly erroneous.  These consequences may extend beyond the participants to the trade and even the contract that is the subject of the trade, and affect the integrity of the market as a whole.  Market integrity is enhanced, therefore, when the exchanges that operate electronic trading systems have in place well-defined policies and procedures pursuant to which requests to cancel clearly erroneous trades may be promptly considered and resolved.

A special committee of the Futures Industry Association (“FIA”) has examined the relevant policies and procedures of several, but not all, of the principal international futures exchanges
 and has concluded it would be appropriate to recommend a series of best practices with respect to the exchange error trade policies and procedures.  In developing these recommendations, the committee met with representatives of the exchanges, many of whom also participated in a panel discussion on this topic at the FIA International Futures Industry Conference in March.  The committee also reviewed the relevant sections of the Best Practices for Organized Electronic Markets, prepared by the Commodity Futures Trading Commission Technology Advisory Committee’s Market Access Subcommittee.

When the committee began its work, there was some expectation that the different governance structures, as well as the regulatory structures, to which the various exchanges are subject would result in a divergence of approaches to this issue.  Although there clearly are some differences, which could be attributed to the governance or regulatory structures of the exchanges, the committee found a remarkable degree of similarity, as reflected in the attached chart.

The committee’s recommendations and a more detailed discussion follow.

Recommendations

· Price Limits.  To reduce the number of erroneous trades that could be effected through an electronic trading system, exchanges should consider implementing price limits or similar controls, which would reject, or at a minimum require a market participant to reconfirm, any order outside such limits prior to execution.
· Defined No-Bust Range.  To assure that only erroneous trades that may significantly and adversely affect other market participants are subject to cancellation, exchanges should adopt a “no-bust range” within which price range trades may not be subject to cancellation even if executed in error.
· Timing for Resolution.  To assure the prompt resolution of requests to cancel erroneous trades, exchanges should establish narrow time frames within which (1) a party may request that a trade be cancelled, and (2) the exchange determines whether to cancel the trade or take other appropriate action.
· Notice to the Market.  To assure that market participants are aware that an erroneous trade may be cancelled, exchanges should implement procedures to provide prompt notice to the marketplace of both a request to cancel a trade and the exchange’s decision with respect to such request.
· Effect on Other Orders.  To avoid uncertainty among market participants, exchanges should adopt policies that identify the types of other transactions that will be cancelled if an erroneous trade is cancelled, i.e., contingency orders and stop orders executed as a result of the erroneous trade.
· Dispute Resolution Forums.  To assure market participants that incur losses as a result of erroneous trade a means of recovering damages, exchange dispute resolution forums should recognize the right of such participants to make a claim against the participant responsible for the erroneous trade.
Discussion

The primary purpose of exchange error trade policies and procedures is to protect the integrity of the market by providing a mechanism for canceling those trades that are so clearly erroneous that they may adversely, and unacceptably, affect other market participants.  In particular, large orders executed at prices substantially away from the prevailing market price could cause other participants, both in the market for the specific futures contract and in related derivatives and underlying cash markets, to take actions that are not economically justified and, ultimately, will result in substantial losses.  In addition, contingent orders entered into an electronic trading system could be executed automatically.  More generally, participants could lose confidence in the market as a forum for the execution of transactions at fair prices.

Another aspect of market integrity, however, is the confidence that, once executed, transactions will stand and will not be subject to cancellation arbitrarily.  The recommendations contained in this memorandum are designed to strike an appropriate balance between these competing interests.  They are not intended to suggest that exchanges must have a uniform set of policies and procedures or that existing policies and procedures are somehow inadequate.  To the contrary, FIA’s analysis found that US exchanges generally are in accord with these recommendations.  Further, to the extent non-US exchange policies and procedures seem to deviate from the recommendations, the differences may not always be so great in actual practice.

The provisions of the Commodity Futures Modernization Act of 2000, which facilitate the registration and regulation of registered futures exchanges and which separately authorize the trading of security futures products, are certain to lead to the development of new exchanges.  Indeed, three new exchanges either have or will shortly apply for designation with the Commodity Futures Trading Commission.  These recommendations are offered as an endorsement of the policies and procedures generally in effect at existing exchanges and, more important, as guidance to new exchanges that will soon begin conducting business.

Price Limits.  One means of reducing the number of erroneous trades executed on electronic trading systems would be to incorporate price limits or similar controls that either would prohibit a participant from executing a trade if the price is significantly away from the prevailing market or, at a minimum, would require the participant to reconfirm the trade before it is executed.
  For example, LIFFE CONNECT will reject any order that falls outside of the established price limits for a particular contract.
  In addition, Eurex recently implemented procedures that would require participants to reconfirm proposed trades if the price deviates significantly from the reference price for the particular contract.
  US exchanges have price limits on some, but not all of their contracts.  FIA believes that all exchanges should explore adopting procedures that would prohibit the execution of orders significantly away from the market.
Defined No Bust Range.  As noted, one component of market integrity is the assurance that, except in extraordinary circumstances, once executed, a trade will stand and will not be subject to cancellation.  In this regard, therefore, it is essential that trades that do not have an adverse effect on the broader marketplace should not be able to be cancelled, even if executed in error.
  For this reason, each of the exchanges examined has established a so-called no-bust range, a range of prices above and below the prevailing market price, within which erroneous trades cannot be cancelled.
  Generally, the no-bust range is a fixed number of ticks above and below the market price.  The number of ticks can be different for each contract, depending on the characteristics of the particular contract.

Implicit in the concept of a no-bust range is the understanding that trades in which the only error is the number of contracts traded, and not the price at which they are traded, should not be subject to cancellation under exchange policies and procedures.
  Although such errors can have serious consequences for the parties to the trade, they have limited effects, if any, on the broader market.

Timing for Resolution.  The markets do not stand still while the parties to a trade determine whether the trade is erroneous and, if so, whether to request the exchange to cancel the trade.  Similarly, trading is not halted while the exchange decides whether to cancel the trade.  The identification of a possibly erroneous trade well after it has been executed and its later cancellation can create even more turmoil in the market.  Market integrity, therefore, demands that exchange policies and procedures establish strict, narrow time frames in which a request to cancel a trade is made and in which a decision whether to cancel a trade is made.
  As noted in the attached chart, the principal US exchanges require that a request to cancel a trade be made within five to ten minutes after the trade has been executed.  A decision whether to cancel the trade is generally made within ten minutes thereafter.

To facilitate the decision making process, exchanges should recognize the right of third parties to bring potentially erroneous trades to the attention of the exchange.  The majority of the exchanges FIA examined have adopted such a policy, which is consistent with the general position authorizing such exchanges to cancel an erroneous trade unilaterally.  It should be noted that not every exchange reserves this authority, however.  BrokerTec and the Hong Kong Exchange, for example do not.  In this regard, a representative of the Hong Kong Exchange expressed the view that the exchange should not undertake to cancel trades, if the parties to the trade have expressed no objection.

As important, exchange policies and procedures should include written standards to guide the exchange in deciding whether to cancel a trade.  The Chicago Board of Trade, for example, takes into account the following factors: market conditions immediately before and after the transaction; the prices of related contracts; whether one or more parties to the trade believe the trade was executed at a valid price; the extent to which the transaction appears to have triggered contingency orders and other trades; information received from third parties; and any other factors the exchange deem relevant.
  The standards of other US exchanges are similar.

Notice to the Market.  Because market participants react to trades as they are reported over an electronic trading system, it is essential that traders receive prompt notice whenever a request to cancel a trade has been received and when the exchange decides whether to cancel a trade.  Exchanges generally notify market participants of such events by sending a message over the system and notifying independent system vendors.

FIA understands that, as a result of the sheer volume of messages that are sent out over an exchange system, market participants may not always be aware that a request has been made to cancel a trade.  (Indeed, some traders may turn off that part of the system entirely.)  In other cases, system vendors may not forward the message to traders.  FIA encourages the exchanges and independent system vendors to cooperate in finding ways of assuring that notice of potentially erroneous trades are forwarded to market participants.

Effect on Other Orders.  As noted, one factor that exchanges consider in deciding whether to cancel an erroneous trade is the extent to which the erroneous transaction appears to have triggered the execution of contingency orders and other trades.  It would appear appropriate, therefore, that such orders would be subject to cancellation along with the erroneous trade itself.  Nonetheless, the exchanges are divided on this point.  NYMEX and the Hong Kong Exchange, for example, do not provide for the cancellation of contingent and other orders executed as a result of an erroneous trade.  The concern of at least one of these exchanges is the apparent difficulty in determining which types of orders should be subject to cancellation.

FIA recognizes that any policy permitting the cancellation of contingent orders and other types of trades executed as a result of a clearly erroneous trade will not be perfect.  Further, FIA appreciates that the issues exchanges will be required to consider are likely to become only more complicated as the increased use of automated trading programs cause the execution of trades across markets.  Exchanges, of course, would have no authority to cancel trades executed in the underlying cash markets or on unaffiliated derivatives exchanges.  FIA is not prepared at this time to recommend any modifications with respect to exchange policies in this area.  However, this clearly is an area that will require additional consideration by the industry at large as the electronic markets continue to evolve and trading strategies become more complex.  Whatever policies an exchange makes in this regard, they should be set forth in the exchange’s written policies and procedures.

Dispute Resolution Forums.  Market participants that suffer damages as a result of an erroneous trade should have a means of seeking prompt redress.  On US exchanges, arbitration generally provides such a forum.  Arbitration is not as well established in some countries outside of the US and, therefore, may not be a viable alternative.  In these circumstances, exchanges should seek to develop or encourage the use of other dispute resolution forums.  Such forums may, but would not be required to, be exchange affiliated.

SELECTED US EXCHANGE

ERROR TRADE PROCEDURES

	Exchange/

Procedure
	BrokerTec
	CBT
	CME
	NYMEX

	Exchange has established price limits effectively limiting erroneous trades


	NO
	Some contracts
	Some contracts
	Some contracts

	Exchange has established a “No Bust” range within which erroneous trades may not be cancelled


	YES
	YES
	YES
	YES

	Exchange reserves the right to cancel a trades even if executed in the No Bust range


	NO
	NO
	NO
	Trades may be cancelled at the request of both parties, provided no one objects; otherwise review committee will decide.

	Exchange reserves the right to cancel an erroneous trade unilaterally


	NO
	YES
	YES
	YES

	Exchanges has established a time frame within which a party may request that a trade be cancelled


	Within 10 minutes
	Within 5 minutes
	Within 8 minutes
	Within 10 minutes

	Exchange recognizes the right of a third party to request that an erroneous trade be cancelled


	YES
	YES
	YES
	NO

	Exchange notifies the market that a request to cancel an erroneous trade is under review


	YES
	YES
	YES
	YES

	Exchange has established a time within which a decision to cancel a trade must be made


	Within 10 minutes a decision is made to cancel a trade, assuming no objection or, if there is an objection, a panel of trade review committee is appointed to make a decision within 10 minutes thereafter, if practical.
	Within 10 minutes a decision is made to cancel a trade, assuming no objection or, if there is an objection, E-CBOT Operations will decide within 5 minutes thereafter, if practical.  Trades may be re-priced rather than cancelled.
	Within 10 minutes a decision is made to cancel a trade, assuming no objection or, if there is an objection, Globex Control Committee will decide as soon as possible thereafter.
	Within 10 minutes a decision may be made to cancel a trade by mutual consent, assuming no objection or, if there is an objection, a review committee will decide within 10 minutes after being convened, unless impracticable.

	Exchange notifies the market when a final decision whether to cancel a trade has been made


	YES
	YES
	YES
	YES

	Exchange rules provide that trades triggered by the cancelled trade will also be cancelled


	Contingency orders triggered and filled in error are cancelled.
	Stop orders triggered and filled in error are cancelled
	Contingency orders triggered and filled in error are cancelled.
	NO

	Exchange has in place a dispute resolution forum


	YES
	YES
	YES
	YES


SELECTED NON-US EXCHANGE

ERROR TRADE PROCEDURES

	Exchange/

Procedure
	LIFFE
	EUREX
	HONG KONG

	Exchange has established price limits effectively limiting erroneous trades


	YES
	YES
	YES

	Exchange has established a “No Bust” range within which erroneous trades may not be cancelled


	YES
	YES

	YES

	Exchange reserves the right to cancel a trades even if in the No Bust range


	YES
	NO
	NO

	Exchange reserves the right to cancel an erroneous trade unilaterally


	YES
	NO
	NO

	Exchanges has established a time frame within which a party may request that a trade be cancelled


	NO

	Not specified; presumably before the start of the next trading day.
	Within 10 minutes

(Within 30 minutes for local stock options)

	Exchange recognizes the right of a third party to request that an erroneous trade be cancelled


	NO
	NO
	NO

	Exchange notifies the market that a request to cancel an erroneous trade is under review


	NO
	NO

	YES

	Exchange has established a time within which a decision to cancel a trade must be made


	NO
	Not specified; presumably before the start of the next trading day.
	Within 10 minutes a decision is made to cancel a trade, assuming no objection or, if there is an objection, error trade review panel will decide within 10 minutes after being convened, if practical.



	Exchange notifies the market when a final decision whether to cancel a trade has been made


	YES
	YES

	YES

	Exchange rules provide that trades triggered by the cancelled trade will also be cancelled


	Trades directly related to the erroneous trade are cancelled
	Stop orders elected in error may be cancelled.
	NO

	Exchange has in place a dispute resolution forum


	YES
	NO
	NO


� 	For purposes of this discussion, the term “erroneous trades” refers only to trades executed in error by the actions of a market participant.  The term does not include trades executed erroneously as a result of a malfunction or other failure in an exchange electronic trading system.  There is general agreement that trades executed as a result of such malfunction or failure should be cancelled.





� 	The committee examined the policies and procedures of the following exchanges: (1) BrokerTec Futures Exchange; (2) Chicago Board of Trade; (3) Chicago Mercantile Exchange; (4) New York Mercantile Exchange; (5) London International Financial Futures and Options Exchange; (6) Eurex; and (7) Hong Kong Exchange.  In each case, the committee considered whether each exchange had policies or procedures addressing eleven factors.  A chart summarizing the committee’s findings is attached as Exhibit A.





� 	Price limits would also eliminate or reduce the problems that arise when an erroneous transaction triggers the execution of contingent and other orders, discussed below.





� 	The LIFFE price limits are flexible.  The exchange has the authority to adjust or even suspend the price limits of any contract intraday to reflect market conditions.





� 	In addition, Eurex has implemented procedures that will limit the size of any order.





� 	NYMEX, however, permits parties to a trade that was executed erroneously to cancel the trade even if the trade was within the no-bust range, provided no other party has objected.  Separately, the committee recognizes that exchanges generally have procedures in place pursuant to which intermediaries that execute a trade on behalf of a customer in error may transfer such trade to the intermediary’s error account and reestablish a position on behalf of the customer in accordance with the customer’s instructions.  These recommendations are not intended to interfere with those procedures in any way.





� 	Although LIFFE’s procedures do not include a no-bust range as that term is generally used, the exchange price limits, described above, serve essentially the same function.  That is, contracts executed within those limits may not be cancelled.





� 	Of course, large orders may well trade through the no-bust range, in which event the exchange error trade procedures would be implemented.





� 	Similarly, an exchange that reserves the unilateral right to cancel clearly erroneous trades even in the absence of a request from a market participant should exercise such right promptly after the trade in question has been identified.





� 	The Hong Kong Exchange has adopted similarly strict time frames.  Although neither Eurex nor LIFFE have written policies in this regard, Eurex estimates that a decision with respect to the vast majority of potentially erroneous trades is made within fifteen minutes after the trade is executed.  FIA would nonetheless encourage Eurex and other exchanges to implement written policies and procedures consistent with this recommendation.





� 	The Chicago Board of Trade also provides that, in lieu of canceling trade in its entirety, the exchange could adjust the price of the transaction.





� 	Exchange arbitration rules generally do not address specific types of claims that may be made under such proceedings.  It would be appropriate for the exchanges to consider adopting rules or policies to clarify which market participants may file claims in these circumstances and how damages would be determined.


� 	Eurex employs the concept of a “Reference Price.”  Any significant deviation from reference price will result in a cancellation.





� 	LIFFE CONNECT effectively prevents trades from being executed outside of the applicable price limits.  Consequently, the exchange does not require rules relating to the right of parties to request the cancellation of a trade or establishing timeframes within which decisions concerning such requests must be made.





� 	Eurex decides whether to notify the market on a case-by-case basis.





� 	Eurex generally notifies the market only to the extent there are price corrections.
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