2016 was a challenging year for futures

brokers, but one that offered relief with the

first interest rate increase in more than a
decade and further signs of optimism.
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That odd sound is optimism

by Daniel P. Collins

t was another year of transition for future commission merchants (FCMs) as the new regu-
latory structure took hold and constant pressures on capital had futures brokers minding
the bottom line to navigate the narrow path to profitability. The evolution of regulations
forced FCMs back into traditional lanes as mid-level joint brokers were forced out of the
foreign exchange market. “We were transitioning out of FX business and are now doing
well even in this environment,” says John Bartleman, president of TradeStation Securities.
The political shocks in Europe and America provided volatility to exploit. “The markets
that have stood out are the [ones that were affected by] the Brexit vote and the U.S. elec-
tion,” says Chairman and CEO of R.J. O’Brien &Associates Gerry Corcoran.

“We're witnessing significant changes in the political cli-
mate in many countries around the world, and these types
of changes often drive volatility,” says Scott Gordon, chair-
man & CEO, Rosenthal Collins Group. “We experienced

“In most cases,

we pass [costs] on
to customers, but
ultimately it is a cost
to the industry.”

—Gerry Corcoran
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this with Brexit and the
U.S. presidential election,
and our markets handled it
quite well.”

This spurred U.S. equity
and fixed income markets.
Tom Kadlec, head of ADM
Investor Services, says,
“The fixed income sector
has done well. There has
been a steeper yield curve
and that has [helped the]
interest rate complex.” He
added that the grains and
metals sectors also did well.

When Corcoran discuss-
es volume, it is not neces-
sarily overall volume but

what he describes as profitable volumes. “Overall our vol-
umes are higher, but we like higher volume in higher gross
profits products,” Corcoran says. “Historically, we haven’t
participated in the ‘algo’ high volume trading business
because we have directed our resources to less intensive
and higher margin business. The capital investments to par-
ticipate in the algorithmic arena are substantial. We like
products in which we can develop a lasting relationship
with clients that have a great risk-adjusted rate-of-return.”

That is a sign of how the industry has changed in recent
years. Gone are the days of simply going after scale for
scale sake. Profit margins are narrow, and while Corcoran
adds that creating scale in your areas of expertise is
extremely important, the FCMs that have survived eight
years of zero-interest-rate policy have had to be smart and
selective to stay in business.

“The greatest challenge is continuously improving in all
areas of process and operational efficiencies,” Kadlec says.
“If you have those down, then the regulatory challenges,
the accounting challenges, the treasury challenges, the risk
challenges, all are mitigated. We work real hard on our
internal processes.”



COST OF BUSINESS

The ranks of FCMs have continuously shrunk during the
last decade as the cost of business continues to increase
(see “An exclusive club,” below). FCMs blame this on
price competition, the rising cost of compliance and tech-
nology, lack of competition in the exchange space and a
low interest rate environment.

“A challenge for FCMs [in 2017] is going to be the con-
tinued rising cost of just doing business; and compliance
is a major factor in that,” says Bartleman.

“The biggest challenges for FCMs since the 2008 finan-
cial crisis have been the double whammy of significantly
increased and more costly regulations, and low interest
rates,” Gordon says. “The regulatory burden has risen
every year. In the [United States] it looks like we may be
starting to come to the end of this cycle. A moderation in
new regulations will be an improvement.”

International institutional brokers have their own
issues. “The cost of running the primer broker has grown;
the cost of regulations, the cost of capital, the cost of
technology have really grown,” says Alain Courbebaisse,
head of prime clearing service for SG Americas. “To dif-
ferentiate yourself means to be a firm that permanently
invests [in] more services, more secure services, faster
services, more asset classes, more cross margining and
cross border [business]. The cost of running this business
has really grown. It is difficult to find profitability.”

This has been true particularly with large bank FCMs,
which have unique issues. “Today, the customer cash that
is used to cover customer Initial margin at clearinghouses is
hitting our balance sheet 100%, Courbebaisse says. “Some
relief from this rule would be beneficial to our and other
[bank FCM] balance sheets and therefore their profitability.”

It is a situation that has opened opportunities to non-bank
FCMs. “we have seen the benefits in 2016 of expanding our
global footprint and expanding further into the middle mar-
ket institutional business. It is working out very well for us,”
Corcoran says. “This is a marketplace in which the banks
are being very selective about who they serve, and therefor
there are customers and salespeople who are coming to the
middle market FCMs. We are well-suited to service those
customers and provide a great opportunity for salespeople.”

Lack of competition in the exchange space also is a
common complaint. “The exchange’s fee structure is dif-
ficult to work with; it handicaps firms like ours in how we
price to our customers,” Bartleman says. “We are a retail
shop and we work closely with CME, but they haven’t
been able to get past the fee structure. Tick instrument
pricing are obstacles to our retail traders.”

Bartleman explains that commodity based ETFs are much
easier vehicles for a retail trader to get into and are com-
peting successfully with futures because of their structure.
“They are not better, but they are easier to understand,” he
says. “CME is attempting to work with customers like ours,
but it will require changes to its core fee structure.”

He points out that with equities his firm can offer clients
a flat price ticket depending on the volume, but with futures
they can’t do that. “Everyone has to pass through commissions

plus fees. The data fees are huge as well,” Bartleman adds.

This affects all FCMs. “The exchanges are very well-po-
sitioned for what they do and they have pricing power,”
Corcoran says. “In most cases when the exchanges raise
costs, we pass that on to customers, but ultimately it is a
cost to the industry that has to be consumed; in the long
run more competition would be better.”

Kadlec agrees. “I have many competitors and many dif-
ferent levels of competitors; my biggest hurdle is dealing
efficiently with both the CME Group and ICE who make
unilateral decisions that have dramatic effects on all 60
FCMs,” he says. “That includes monolithic cost increases
for things like data services; when you price business at
high levels, the only non-negotiable cost from an FCM
standpoint is clearing fees at an exchange.”

AN EXCLUSIVE CLUB

The ranks of FCMs continue to shrink; if at a slower pace.
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NO GOING BACK

While everyone likes to complain about regulations, no
one seems to want to go back, and most feel that the
tough regulatory environment has allowed the brokers
with the best processes to survive.

“I'am not in favor of the repeal [of Dodd-Frank]; that
[would create] too much uncertainty,” Kadlec says. “Banks
got way out over their skis, and capital discipline is a good
thing. There should be a rational and pragmatic approach to
regulation.” He would like to see some adjustments while
maintaining strong capital requirements.

Corcoran adds, “I don’t see the regulations in the
futures business being rolled back. We have become
accustomed to working with what we have today.”

Nor would he want to, though he says it is a hopeful sign
that President-Elect Donald Trump wants to eliminate two
regulations for every one created.

“There was a ton of great regulations put in place sub-
sequent to MF Global and PFG that has ensured lasting
protection for customer assets and | would not want to
see those rules rolled back,” Corcoran says.

Kadlec says regulations need to be rational. “They need
to help FCMs with challenges. If you go back to one of
the things | disagreed with — which was the residual
interest calculation — once we recognized that it was
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“When election
results were
coming out,

if you weren't
trading futures,
you weren’t

participating.”

going to be implemented, we adjusted our
business model,” he says. “We adjusted to
requiring customers to meet margin calls
quicker; with hindsight that is a good thing
for us. It decreased our counterparty risk.”

FCMs often complain that there is a con-
stant rise in costs with no opportunity to
increase revenue, but this rule was different.
“We created a fee that incentivized cus-
tomers to meet their margin calls quicker,”
Kadlec says. “We decreased out counterpar-
ty risk and increased our fee-based income.
Those two things are good.”

He says the commission had a good idea.
“Not all rules are like that,” he adds.

For most FCMs we spoke to it is not necessar-
ily the amount of regulations, but the manner
recent regulations have been implemented and

— J ohn Bartleman enforced since the credit crisis. “From our firm'’s

perspective there isn't a specific rule that we
want changed, it is just the holistic approach,”

44

says Bartleman, who says the CFTC has been

reactionary and would prefer them to work
with the brokerage community. “Regulators [should] stop
this reactionary approach, regulating through enforcement,
and move more to a risk-based approach in working with
the broker dealers and understanding their make-up. You are
always waiting to get dinged on something that is arbitrary.
A lot of [rules are] not customer focused.”

Corcoran has seen this as well. “There is no doubt
that the intensity level of enforcement by regulators has
been much higher in the last five years than it was in the
25 years prior,” he says. “Itis hard to say whether that has
been good or bad. Every enforcement action has its own
characteristics, but what has been lifting the industry’s
eyebrows are the high levels of fines for rule breaches
that didn’t historically warrant those fines.”

But arguably the highest cost increase was not one
mandated by regulators but by fear of data breaches.

CYBER SECURITY

“Cyber risk is huge and omnipresent,” Corcoran says.
“Every year we invest more and more resources to protect
our business and our customers’ identities and confiden-
tial information. There is cyber-crime attempted every day
in this industry, and RJO is not immune to that.”

Everyone agrees cyber security is a huge issue. “It is
one of the biggest concerns of any financial institution.
We are very actively monitoring and trying to get better
[oversight],” Courbebaisse says. “It is especially an area
of concern for us and other primer brokers.”

“It is one of the items that keep me up at night,”
Bartleman says. “We invest heavily to make sure our
systems are secure. For us it is an ongoing cost of doing
business. It doesn’t add to revenue at all, but reputation.
Just making sure your client’s information is secure, it is
not just FCMs, it is across the board, it is something we
all have to live with.”

It is something that must be addressed industry wide.
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“It has been increasingly apparent that cyber security is a
shared burden with the need for exchanges, FCMs and reg-
ulators to work in concert to protect data and the integrity
and liquidity of markets,” Gordon says. “It's also dynamic.
A company can't just put a set of protections in place and
say they’re done. We have to be constantly vigilant against
the next threat as there’s always a new one.”

That is the tough part. “The guys who participate in
cyber crimes keep getting better and better so there is
no status quo on how you protect customers and con-
fidential information,” Corcoran agrees. “You think you
have everything protected and then your IT cyber-security
experts say there is a new risk. It is huge.”

Kadlec says the cyber rules the NFA and the [CFTC]
have embraced is a good thing. “They have taken a ratio-
nal approach to the cyber rules knowing that the full
documentation doesn’t happen overnight.”

RATE RELIEF

With all the headwinds during the last decade the larg-
est challenge may be the lack interest income. Even the
quarter-point increase in the Fed Funds rate in December
2015 had a positive impact. The Fed raised rates another
quarter in December 2016 and appears to have lifted
the seal. With plans for a large stimulus package and tax
cut by the incoming Trump administration, there is hope
interest rates will rise at a quicker pace.

“For a firm like us, interest income is a huge com-
ponent; it drops right to the bottom line, it would be a
significant boost to us and the industry,” says Bartleman.

“We are very hopeful that interest rates increase
over time, but would not want to see a rapid change
because that would not be good for the overall economy,”
Corcoran says. “Obviously any increase in rates is helpful
to the FCM community.”

While the election surprise was good for volatility, as is
the prospect of a more accommodative regulatory envi-
ronment and higher interest rates, one not so welcome
outcome of the election is potential restrictions on trade.

“Our customers export a large part of their core crop,”
Kadlec says. “A certain percentage of their revenue comes
from international trade so anything that would disrupt
that, | am against. We should have good and equitable
trade deals. International trade has kept inflation low; it is
excellent for the vast majority of customers on our books.”

Corcoran adds, “Certainly if there were trade wars
related to commodities that would affect grain and cat-
tle. It could be a positive impact because it could create
uncertainty and volatility. However, it could be negative
because it would diminish trade.”

While no one looks forward to a trade war or continued
political upheavals, brokers are becoming more interna-
tionally focused and able to operate across jurisdictions.
“Brexit could be good or bad, but we do not know yet,”
Courbebaisse says. “It could create opportunities to cre-
ate arbitrage across (borders). We have a strong presence
(18 countries); we have a strong presence in London,
France, New York, Canada, Tokyo; all the way around the
world. We are prepared to react to change.”
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net liquidating equity.

FOOTNOTES

Excess net capital is adjusted net capital, less the firm’s net capital requirement.

This represents the total amount of funds that an FCM is required to segregate on behalf of customers tradingona  [3]
designated contract market or derivatives transaction execution facility. This is the sum of all accounts that contain a

(4]
[

This represents the amount of funds an FCM is required to set aside for customers who trade on commodity exchanges
located outside of the United States.
This represents the amount of funds an FCM is required to segregate for customers who trade cleared swaps.
Merrill Lynch, Pierce, Fenner & Smith Inc. includes Merrill Lynch Proefssional Clearing Corp.

Source: CFTC

NEW WORLD OF OPPORTUNITIES & RISK
Many FCMs have emphasize expansion into Asia and are
seeing results. “The global markets are still growing. We are
working hard on connectivity to provide U.S. futures clear-
ing to entities in China and FCMs in the greater part of Asia,”
Kadlec says. “The ultimate result of Dodd-Frank emphasiz-
ing clearing is still taking hold and that is a positive thing
for the futures market. It takes years for culture to change.”
The formerly faint but growing sound we hear from FCMs
this year is optimism. “If we start to see some relief in the
[regulatory] cost pressures combined with increased interest
rates, we [can] focus more on growing the business and pro-
viding innovative new services for our clients,” says Gordon.
Corcoran adds, “We are hopeful that the economics
of the world are going to change. We hope the U.S.-led
economy is going to see higher GDP, and that this will
have a ripple effect throughout the world. Europe needs
to become healthier. We believe there should be a good
reason for markets to trade aggressively in 2017.”
Bartlemen sees opportunity if the industry works togeth-

er on its challenges: The fee structure, pricing, the tick siz-
ing, finding ways to make it easier to trade. “There is a big
opportunity to grow this space. You saw this in the election.
The futures market was going crazy and you could trade 24
hours. When those election results were coming out, if you
weren't trading futures, you were not participating until it
was too late the next morning. There are great benefits if
we could all work together to get the structure right and
penetrate a much broader audience,” he says.

This is a much more optimistic view.

“The challenges will continue to be price competition,
and the investments in technology and compliance. You
can add cyber crime,” Corcoran says. “The futures indus-
try is extraordinarily complex and global, and can be
overwhelming, but from a business point-of-view it’s pret-
ty simple; you need to have a risk-adjusted rate-of-return
on capital. And you have to keep your risk manageable
and monitored.”

Recent challenges have tested the FCM community and
it appears stronger for it. A
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“The ultimate result of Dodd-Frank
emphasizing clearing is still taking hold
and that is a positive thing for the futures
market...”

—Tom Kadlec

“When those election results were coming
out, if you weren't trading futures, you were
not participating until it was too late the next
morning.”

—Bartleman
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