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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF ILLINOIS

EASTERN DIVISION

LBBW Asset Management Investmentgesellschaft mbH,
on behalf of itself and all others similarly situated,

Plaintiff,
V.

CITIBANK, N.A,, CITIGROUP INC., CITIGROUP
GLOBAL MARKETS INC., THE GOLDMAN SACHS
GROUP, INC., JPMORGAN CHASE & CO.,
JPMORGAN CHASE BANK, N.A., CREDIT SUISSE
GROUP AG, DEUTSCHE BANK AG, MORGAN
STANLEY BANK, N.A., BARCLAYS BANK PLC,
BANK OF AMERICA CORP., BANK OF AMERICA,
N.A., HSBC HOLDINGS PLC, HSBC BANK USA,
N.A., ROYAL BANK OF SCOTLAND GROUP PLC,
BNP PARIBAS S.A., UBS AG, UBS SECURITIES
LLC, WELLS FARGO BANK & CO., MARKIT
GROUP LTD., AND INTERNATIONAL SWAPS &
DERIVATIVES ASSOCIATION,

Defendants.

No.

JURY TRIAL DEMANDED

CLASS ACTION



VI.

Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 2 of 188 PagelD #:2

TABLE OF CONTENTS

JURISDICTION AND VENUE .....coiiiiieiiieese e
SUMMARY OF ALLEGATIONS ... .ottt
A. Concentration and COOPEIALION ...........ccueiveiieerieiie e se e see e e sre e srees
B. CommOon MOLIVE t0 CONSPITE.....c..eiuiriirieiiieieie ettt
C. High Degree of Inter-firm Communications and Ability to Detect

CREALING ...ttt
D Highly Unusual Parallel Means of Implementing Conspiracy ............cccecvevveiveennenn.
E Prior Antitrust History and Enhanced Common MOotIVe ..........cccccovvieeiiiicieeenen,
F. Current Government INVESHIGatiONS ..........c.ccverieiiieieeie e
G The European Commission’s Complaint...........cccovvveririeiiieiinienieneseseesesee e
H Highly Unusual Parallel Acts to Exclude Competitors, Including Through

N Lo] [0 A OL0] | [N V7T At i3
l. Highly Unusual Parallel and JOIint BOYCOLL...........cccccoveiieieiiciiece e,
J. IVIBEEINGS ...ttt bbbttt bbb
K. Ability to Detect Cheating on the Agreement...........cccooveveiveieeie e
N O I | TSRS 10
A PIAINTITT ..t 10
B. D] =] 0o F=1 ) £ USRS 11

1. The Dealer Defendants ..........ccooeereieieneiisse s 11

2. Other Defendants ..........coceiveiiieiieeee e 16
NON-PARTY CO-CONSPIRATOR.......ccotitieietce ettt 17
AGENTS AND UNNAMED CO-CONSPIRATORS........ooe e 17
SUBSTANTIVE ALLEGATIONS ...ttt 18
A. Credit Default Swaps and the Inception of Trading CDS..........ccocooiiiiiiiniennene 18
B Defendants’ Creation of the CDS Market..........cccocvviiiiiiiiniiic e 23
C. Operation 0f CDS MaArKeL..........coiiiiiiiiieiee e e 25
D Transparency Enhancements in the CDS Market? ..o, 28

1. Defendant ISDA’s Determination COMMItLEES .....ccvvvveveeiievveeeeiiiiireeeinneen. 30

2. Public Sources of CDS Market Data ...........ccoovvererienenneiie e 33
E. Defendants Have Excluded COMPELItOrS........cocoviriiiiininiee e 34
F. The Formation of ICE and Related Transactions Involving the Dealer

D] £=] 0o F= ) £ SSU USSR 36



VII.
VIIIL.

XI.
XI1.
XII.

Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 3 of 188 PagelD #:3

1. Limiting Access to Standard Industry Licenses, Agreements and
D U W o (017 3 [0 SRS
2. Limiting Access to Central Clearing..........ccovovevvreeneniniiin e
a. BaCKGrouNd .........ccooviiieiiee e
b. Dealer Defendants assert control over clearing of CDS
transactions through ICE............ccccoeviiie i
C. To maintain unreasonable restraints, Dealer Defendants
excluded central clearing and exchange trading in CDS. ...............
3. Imposing Prohibitive Capital Requirements...........cccocevveveiieseeseciennn,
G. Regulatory INVESTIGAtIONS .......ccoiiiiieiise e
1. U.S. Department of Justice Investigation ............c.cccocveveiieieeie e s
2. European Union INVESTIGAtiONS..........cooviiireiinieieicse e,
CLASS ALLEGATIONS ...ttt bbb
RELEVANT MARKET ..ottt sttt st sneena e enaenees

THE DEALER DEFENDANTS’ MONOPOLY POWER IN THE RELEVANT
IMA RKET <.t b et b e b e n e ne e

THE STATUTE OF LIMITATIONS DID NOT BEGIN TO RUN BECAUSE
PLAINTIFF DID NOT AND COULD NOT DISCOVER ITS CLAIMS .........ccccovvieeen

CLAIMS FOR RELIEF ...t s
PRAYER FOR RELIEF ...t
DEMAND FOR JURY TRIAL .....ooiiiii e



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 4 of 188 PagelD #:4

CLASS ACTION COMPLAINT

Plaintiff LBBW Asset Management Investmentgesellschaft mbH (“Plaintiff” or
“LBBW”) complains, upon knowledge as to itself and its own acts, and upon information and
belief as to all other matters, as follows:

1. Between at least as early as 2006 and the present, Defendants Citibank, N.A.,
Citigroup Inc., Citigroup Global Markets Inc., the Goldman Sachs Group, Inc., JPMorgan Chase
& Co., JPMorgan Chase Bank, N.A., Credit Suisse Group AG, Deutsche Bank AG, Morgan
Stanley Bank, N.A., Barclays Bank plc, Bank of America Corp., Bank of America, N.A., HSBC
Holdings plc, HSBC Bank USA, N.A., Royal Bank of Scotland Group plc, BNP Paribas S.A.,
UBS AG, UBS Securities LLC, Wells Fargo Bank & Co., Markit Group Ltd., and International
Swaps & Derivatives Association, have entered into a contract, combination or conspiracy to fix,
raise, maintain or stabilize their charges and revenues from purchasing, selling and making a
market in credit default swaps (“CDS”) in violation of § 1 of the Sherman Antitrust Act, 15
U.S.C. § 1 (the “Sherman Act”). Defendants also entered into a contract, combination or
conspiracy to monopolize and did monopolize the CDS market in violation of § 2 of the Sherman
Act,15U.S.C. § 2.

2. Pursuant to and as part of their unlawful agreement, Defendants have artificially
inflated bid-ask spreads ( 12) and forced purchasers to pay, and sellers to receive, supra-
competitive prices in their transactions with the Dealer Defendants, as defined below.

. JURISDICTION AND VENUE

3. This action arises under 88 1 and 2 of the Sherman Act, 15 U.S.C. 88 1 and 2, and
88 4 and 16 of the Clayton Act, 15 U.S.C. 88 15 and 26.
4. This Court has jurisdiction over this action pursuant to 88 4 and 16 of the Clayton

Act, 15 U.S.C. 88 15(a) and 26, and 28 U.S.C. §§ 1331 and 1337.
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5. Venue is proper in this district pursuant to 15 U.S.C. § 15(a), and 28 U.S.C.

8 1391(b), (c) and (d). Defendants transacted business in this district, the claims arose in this
district, and a substantial part of the events or omissions giving rise to the claims asserted herein
occurred in this district.

6. Defendants, directly and indirectly, singly and in concert, made use of the means
and instrumentalities of transportation or communication in interstate commerce, or of the
United States mails in connection with the unlawful acts and practices and courses of business
alleged in this Complaint. The CDS trading alleged in this Complaint had a direct, substantial
and reasonably foreseeable effect on U.S. commerce.

1. SUMMARY OF ALLEGATIONS

A. Concentration and Cooperation

7. From the mid-1990s until the present, the Dealer Defendants (11 43-55) created
and cooperatively guided the development of the market for purchasing and selling CDS. See
11 77-87. This extensive cooperative working relationship created a foundation to facilitate anti-
competitive communications and acts, thereby making such conduct, as alleged herein, more
than plausible.

8. The Dealer Defendants were the leading market-makers or dealers in, and
accounted for more than 95% of the dollar amount of, CDS purchases and sales transactions
between January 1, 2008 and December 31, 2011 (the “Class Period”).

9. The Defendants, JPMorgan and Citigroup, accounted, by one estimate, for almost
60% of the CDS market. Combined with Bank of America, these three Dealer Defendants
handled more than 75% of CDS transactions.

10.  The Herfindahl-Hirshman Index (“HHI) is a measure of the concentration in a

business or trade. The Dealer Defendants’ high degree of concentration in the CDS market
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constitutes, by one estimate, an HHI of 5000. Because 1800 is a sufficient concentration to
indicate potential market power or collusion, the 5000 HHI reading is extremely high and makes
the collusion and agreement alleged herein more plausible.

B. Common Motive to Conspire

11.  The Dealer Defendants had a common financial motive to conspire as alleged
herein.

12. A quoted bid is the price, or amount of basis points per year, at which a market-
maker will purchase a given CDS. A quoted ask is the price, or amount of basis points per year,
at which a market-maker will sell such CDS. The difference between the quoted bid and the
quoted ask is referred to as the bid-ask spread or inside spread. Therefore, if a dealer’s quoted
ask for a $10,000,000 CDS with a five-year maturity is 75 basis points, that dealer would receive
$75,000 per year for five years in so-called protection payments (see { 65) from the buyer for
providing the credit default protection. However, if the dealer’s quoted bid for the same CDS is
60 basis points, that dealer would pay $60,000 per year in protection payments to the seller of the
same CDS. In this example, the difference between the quoted bid and the quoted ask is $15,000
per year over the five-year term. This equates to $75,000.

13.  The spread was the major determinant of the individual and collective revenues
that each Defendant and all Dealer Defendants received from their market-making. The greater
the bid-ask spreads, the greater the Dealer Defendants’ individual and collective revenues were
on any given volume of transactions. In the example in § 12 above, if the spread were 5 basis
points higher, the Dealer would receive $100,000 instead of $75,000 in bid-ask spread revenues.

If it were 5 basis points lower, the Dealer would receive $50,000 instead of $75,000.
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C. High Degree of Inter-firm Communications and Ability to Detect Cheating

14.  Pursuant to and as part of their underlying agreement, Defendants cooperatively
agreed to and did maintain a high degree of inter-firm communications and shared a large
amount of pricing information.

15.  These internal communications created an opportunity for the Dealer Defendants
to agree with other market-makers to adhere to anti-competitive understandings or agreements
concerning CDS transactions.

16.  The higher number of Dealer Defendant communications and transactions with
one another compared to their communications and transactions with the public reflects the far
higher degree of communications they had with one another and the greater number of prices
they established with one another than with the public.

D. Highly Unusual Parallel Means of Implementing Conspiracy

17.  Pursuant to and as part of Defendants’ unlawful contract, combination or
conspiracy, Defendants further agreed to deprive Plaintiff and the Class (f 209) of information
which Defendants were required to supply the market regarding contemporaneous execution
prices in connection with the trading in the CDS market. Specifically, Defendants are required
to report trades to the market within fifteen minutes of execution.

18.  This information was required by rule changes implemented during 2002-2009,
which were designed to remedy prior opaqueness and/or anti-competitive aspects of the
municipal bond and corporate bond markets. Although this structure still gave a fifteen-minute
trading advantage to traders before the broader market learned of the new price, the additional
information and the resulting increased transparency in the trading of municipal and corporate
bonds caused Defendants’ spreads in trading in those markets to compress. As a result, these

rule changes benefited the transacting public.
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19. Many CDS are derived from such sovereign, municipal, county or corporate
bonds as their reference obligations. See {{ 64-65. Contemporaneous pricing information would
have benefited purchasers and sellers of CDS. In the over-the-counter (“OTC”’) CDS market,
non-dealer market participants would benefit from actual, real-time CDS transaction data
because they would be able to evaluate accurately the economic terms of the CDS contract. In
addition, the terms of market transactions would increase the quality of the market for these
contracts, in terms of lower costs, including through greater competition between intermediaries
and higher liquidity, and would bring greater efficiency to these markets, enriching the
information content of the prices and reducing the bid-ask spreads.

20. It would have been in the self-interest of Defendant Markit Group Ltd. (“Markit
Group”) to supply greater value pricing information, especially contemporaneous transaction
pricing. This is because Markit Group was solely in the business of selling such information and
did not provide dealers with market-making services. However, pursuant to its agreements with
Dealer Defendants, Markit Group refrained from providing such pricing information.
Defendants’ cooperative refusal to provide such contemporaneous price information to Plaintiff
and Class members in the derivative market and the bond market makes the collusion alleged
herein more than plausible.

E. Prior Antitrust History and Enhanced Common Motive

21.  The compression of the spreads in the municipal bond and corporate bond
markets served as an extreme object lesson for the Dealer Defendants. They determined that the
disconnect between the cash and synthetic market structures was a source for making up the lost
revenue. This compression urgently reminded Defendants of earlier losses of market-maker

revenues from spread compression when other anti-competitive market-making practices ended


http://en.wikipedia.org/wiki/Derivative_(finance)#Over-the-counter_derivatives
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during the mid-1990s. See In re NASDAQ Market-Makers Antitrust Litig., 187 F.R.D. 145
(S.D.N.Y. 1998) (Sweet, J.).

22. Given this litigation and the later Department of Justice (the “D0J”) action
alleging collusion to avoid odd-eighths trading in order to widen spreads, it is more than
plausible to allege the Defendants Goldman Sachs, Deutsche Bank, JPMorgan, Credit Suisse,
Morgan Stanley, Bank of America and UBS, and their subsidiaries or successors thereof,
engaged in similar misconduct. See United States v. Alex. Brown & Sons, Inc., 963 F. Supp. 235
(S.D.N.Y. 1997), aff'd, 153 F.3d 16 (2d Cir. 1998).

23.  This prior spread compression also increased Defendants’ strong, common
financial motive to continue the unlawful agreement alleged herein.

F. Current Government Investigations

24, Defendants are presently under investigation by various governmental bodies,
including the DOJ and the European Commission (the “EC”), regarding whether Defendants
made an agreement to maintain their control of CDS trading and, therefore, spreads on CDS.
This makes the collusion alleged herein more than plausible.

G. The European Commission’s Complaint

25.  The EC has served Defendants with what is, in effect, a complaint that alleges that
they colluded to maintain control of the CDS market. This also makes the collusion alleged
herein more than plausible.

H. Highly Unusual Parallel Acts to Exclude Competitors, Including Through
Joint, Collusive Acts

26.  Also pursuant to and as part of Defendants’ unlawful agreement, Defendants
agreed to and did erect barriers of entry against and otherwise unreasonably excluded from

aspects of the CDS market significant potential competitors. These barriers to entry excluded
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and unreasonably restrained the Chicago Mercantile Exchange, Inc. (“CME”), Deutsche Borse,
CMDX, Bank of New York (Mellon), State Street Trust, and many other potential competitors.
See 1 117-90.

27. For example, Defendants excluded Bank of New York (“BONY”) and many other
potential entrants in the New York banking community and elsewhere from ICE Clear Credit.
See The Clearing Corp., http://www.clearingcorp.com/ (“Founded in 1925 as the Board of Trade
Clearing Corporation, The Clearing Corporation is one of the oldest independent clearing houses
in the world. The Clearing Corporation was acquired by ICE on March 6, 2009, to provide the
risk management framework, operational processing, and clearing infrastructure for the ICE
Clear Credit (formerly ICE Trust) and ICE Clear Europe credit default swaps (CDS) clearing
houses.”) (last visited July 25, 2013). Defendants did so by agreeing to create and maintain
capital requirements, including the imposition of a $5 billion capital requirement for a firm to
become an ICE Clear Credit member. See 11 178-79. Membership in ICE Clear Credit is
important because it allows “participants” (ICE’s term for its clearing members) t0 Cross-
guarantee one another’s transactions in the event one member is unable to meet its obligation.
By being able to lay off counterparty risk to a clearinghouse, participants receive the benefits of
netting, capital reductions, and the ability to make trades with better credit standing than may
otherwise be possible. If a bank is not a participant, it may be dependent on one of the
participants to carry its account and set the parameters for its level of business. Participants can
also carry the accounts of customers, so that if a bank is not a participant and it wants to make
markets, it must send the customer to a participant, who is a competitor, in order to have their

trades cleared.
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28.  After long-term pressure from the U.S. Commodity Futures Trading Commission
(“CFTC”), several banks, and newspapers, as well as the commencement of an EC competition
investigation, Defendants finally relented and reduced this barrier to entry by 98%, from
$5 billion to $100 million.

29. Defendants’ 98% reduction in the capital requirement did not correspond to a
98% reduction in the risks of purchasing CDS. In fact, there was no such reduction in the risks
of any amount, let alone a 98% reduction. On the contrary, in 2011 risk was increasing,
especially risk of systemic problems in Europe. The 98% reduction in this barrier to entry after
the CFTC’s intervention and the announcement of the EC’s antitrust investigation illustrates the
unreasonable and anti-competitive purpose of the Dealer Defendants’ former agreement to
maintain a $5 billion capital requirement.

30.  This makes the collusion alleged herein more likely. By jointly and collusively
preventing new potential competitors from entering into aspects of Defendants’ lucrative market-
making for purchasing and selling CDS, the Dealer Defendants continued to cause customers to
pay a bid-ask spread to the Dealer Defendants, to maintain wide spreads, and to retain their
substantial supra-competitive revenues from market making in CDS.

l. Highly Unusual Parallel and Joint Boycott

31.  Also pursuant to and as part of their unlawful contract, combination or
conspiracy, Defendants agreed to and did boycott and unreasonably restrain other markets for
trading in CDS. This includes the CME market. By such collusive and anti-competitive
behavior, Defendants prevented and forestalled the development of a forum of competing bids
and asks and lower spreads for CDS because such a forum would have caused reductions in

spreads in Defendants’ CDS market.
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32.  This was especially contrary to the self-interest of Defendants Markit Group and
International Swaps & Derivatives Association (“ISDA”) (see 11 122, 173) because they would
have generated more revenues from the increased trading and licensing that the lower spreads
and additional markets would have provided. These agreed upon actions and their effects also

make the collusion alleged herein more likely.

J. Meetings
33. In order to make and implement their foregoing unlawful agreements, Defendants

have met regularly in various contexts, including as members of the ICE Risk Committee to,
among other things, set the capital requirement and other barriers to entry. See {{ 131-33; see
also ICE Clear Credit, Clearing Rule 503, https://www.theice.com/publicdocs/clear_credit/
ICE_Clear_Credit_Rules.pdf (listing members or affiliates of “Bank of America, N.A.; Barclays
Bank PLC; Citibank, N.A.; Credit Suisse Securities (USA) LLC; Deutsche Bank AG; Goldman
Sachs International; JPMorgan Chase Bank, N.A.; Morgan Stanley Capital Services, Inc. and
UBS AG” as participants of the Risk Committee) (last visited July 25, 2013). This also makes
the collusion alleged herein more likely.

34.  The Dealer Defendants’ CDS traders also have met with one another. See { 132.
This also makes the collusion alleged herein more likely.

35.  The persons who actually structured each CDS for a Dealer Defendant met with
the persons who consistently structured CDS of other Dealer Defendants and discussed, among
other things, the positions held by the respective firms on a regular basis.

K. Ability to Detect Cheating on the Agreement

36.  The high ratios of market-maker transactions and communications (see 11 14-16)
provided the Dealer Defendants, among other things, with direct information about the amount

of business and order flow that each so-called competitor had and was willing to pay or receive.
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37. Defendants cooperated collusively to structure the standardized CDS contract so
as to provide the ISDA Determination Committee (11 107-11), which consists of members of the
Dealer Defendants, with the capacity to determine whether events of default or other triggering
events had occurred.

38. Defendants abused their control of this Determination Committee by exchanging
position information and making decisions favorable to the Dealer Defendants and their trading
in CDS and other exposures they had, in or related to the reference obligor.

39.  When a purchaser sought to negotiate with a Dealer Defendant a price to purchase
a CDS contract, there was less transparency as to price, but there was less flexibility to negotiate
an improvement in the quoted bid or quoted ask than in other markets.

40.  Production is a proxy for detecting cheating on agreements to fix prices for
factory-manufactured goods. See generally George Stigler, A Theory of Oligopoly, 72 J. Pol.
Econ. 44 (1964). Defendants’ high degree of inter-firm communications and extraordinarily high
degree of transactions with each other provided a far better means for policing cheating on the
agreement to widen spreads by, for example, reducing its spreads in order to capture more
business.

41.  Asadirect and proximate result of Defendants’ antitrust violations as alleged
herein, Plaintiff and other Class members have been damaged in their business and property by
being forced to pay inflated spreads, thereby overpaying to buy and under-receiving to sell CDS
in their transactions with Defendants.

1. PARTIES
A. Plaintiff

42. LBBW is an investment company and wholly-owned subsidiary of the Stuggart,

Germany-headquartered Landesbank Baden-Wiirttemberg. LBBW also is based in Stuttgart,

10
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Germany, and employs approximately 150 individuals. LBBW has standing, by virtue of a valid
assignment, to assert the federal antitrust claims herein as a direct purchaser and seller of CDS in
the United States directly from and to one or more of the Dealer Defendants during the Class
Period.

B. Defendants

1. The Dealer Defendants

43. Goldman, Sachs & Co. (“Goldman Sachs”) is a wholly-owned subsidiary of The
Goldman Sachs Group, Inc., which is incorporated and headquartered in New York, New York.
Goldman Sachs is, and at all material times was, a CDS dealer and acted as a counterparty in
CDS transactions in this District. According to its filings with the U.S. Securities and Exchange
Commission (“SEC”), Goldman Sachs identifies Co-Defendants Bank of America, Citigroup,
JPMorgan, and Morgan Stanley as members of its peer group. Goldman Sachs is a shareholder
of Markit Group and is represented on Markit Group’s board of directors by Paul Walker.
Goldman Sachs is represented on the board of directors of ISDA by R. Martin Chavez and was
reportedly represented on ICE’s Risk Committee during the relevant period by Oliver Frankel.
Goldman Sachs, together with Morgan Stanley, was a key founding member of ICE through the
provision of financial support and assistance to ICE’s CEO and founder, Jeffrey C. Sprecher, in
early 2000.

44.  JPMorgan Chase & Co. is a Delaware financial holding company that is
headquartered in New York, New York. Defendant JPMorgan Chase Bank, N.A. is the principal
bank subsidiary of Defendant JPMorgan Chase & Co. Together, JP Morgan Chase & Co. and
JPMorgan Chase Bank, N.A. are referred to as “JPMorgan.” JPMorgan is, and at all material
times was, a CDS dealer and acted as a counterparty in CDS transactions in this District.

According to its filings with the SEC, JPMorgan identifies Co-Defendants Bank of America,

11
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Citigroup, Goldman Sachs, and Morgan Stanley as members of its peer group. JPMorgan’s
Diane Genova sits on the board of ISDA and Jeremy Barnum sits on the board of Markit Group.
JPMorgan was reportedly represented on ICE’s Risk Committee during the relevant period by
Thomas J. Benison.

45.  Citibank, N.A. (“Citibank”) is a wholly-owned subsidiary of Defendant Citigroup
Inc., which is headquartered in New York, New York. Citigroup Global Markets Inc. is the
brokerage and securities arm of Citigroup Inc. Collectively, Citibank, Citigroup Inc., and
Gitigroup Global Markets Inc. are referred to as “Citigroup.” Citigroup is, and at all material
times was, a CDS dealer and acted as a counterparty in CDS transactions in this District.
According to its filings with the SEC, Citigroup identifies Co-Defendants Bank of America,
Barclays, Deutsche Bank, Goldman Sachs, HSBC, JPMorgan, and Morgan Stanley as members
of its peer group. Citigroup is a shareholder of Markit Group. It is represented on the board of
directors of ISDA by Brian Archer and was reportedly represented on ICE’s Risk Committee
during the relevant period by Biswarup Chatterjee.

46.  Credit Suisse Group AG (“Credit Suisse™) is a financial services holding company
headquartered in Zurich, Switzerland. Credit Suisse is, and at all material times was, a CDS
dealer and acted as a counterparty in CDS transactions in this District. According to its filings
with the SEC, Credit Suisse identifies Co-Defendants Bank of America, Barclays, BNP Paribas,
Citigroup, Deutsche Bank, Goldman Sachs, HSBC, JPMorgan, Morgan Stanley, and UBS as
members of its peer group. Credit Suisse is a shareholder of Markit Group. It is represented on
the board of ISDA by Eraj Shirvani and was reportedly represented on ICE’s Risk Committee

during the relevant period by Andy Hubbard.

12
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47. Deutsche Bank AG (“Deutsche Bank™) is a global banking and financial services
company headquartered in Frankfurt, Germany. Deutsche Bank is, and at all material times was,
a CDS dealer and acted as a counterparty in CDS transactions in this District. According to its
filings with the SEC, Deutsche Bank identifies Co-Defendants Barclays, BNP Paribas, Credit
Suisse, JPMorgan, and Goldman Sachs as members of its peer group. Deutsche Bank is a
shareholder of Markit Group. It is represented on the board of ISDA by Richard Herman and
was reportedly represented on ICE’s Risk Committee during the relevant period by Athanassios
Diplas.

48.  Morgan Stanley Bank, N.A. (“Morgan Stanley”) is a U.S. financial services
company headquartered in New York, New York. Morgan Stanley is, and at all material times
was, a CDS dealer and acted as a counterparty in CDS transactions in this District. According to
its filings with the SEC, Morgan Stanley identifies Co-Defendants Bank of America, Barclays,
Citigroup, Credit Suisse, Deutsche Bank, Goldman Sachs, JPMorgan, and UBS as members of
its peer group. Stephen O’Connor, a managing director at Morgan Stanley, is the Chairman of
ISDA. Morgan Stanley is a shareholder of Markit Group and is represented on Markit Group’s
board of directors by Dexter Emory Senft. Morgan Stanley was reportedly represented on ICE’s
Risk Committee during the relevant period by James Hill.

49. Barclays Bank PLC (“Barclays”) is a United Kingdom public company with its
corporate headquarters in London, England. Barclays is, and at all material times was, a CDS
dealer and acted as a counterparty in CDS transactions in this District. According to its filings
with the SEC, Barclays identifies Co-Defendants Bank of America, BNP Paribas, Credit Suisse,
Deutsche Bank, HSBC, JPMorgan, and Morgan Stanley as members of its peer group. Barclays

is a shareholder of Markit Group. It is represented on the board of directors of ISDA by Harry

13
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Harrison and was reportedly represented on ICE’s Risk Committee during the relevant period by
Paul Mitrokostas.

50. Bank of America Corporation is a Delaware corporation headquartered in
Charlotte, North Carolina. Bank of America, N.A. is a wholly-owned subsidiary of Bank of
America Corporation. On January 1, 2009, Bank of America Corporation merged with Merrill
Lynch & Co., Inc., assuming its assets and liabilities. Merrill Lynch Bank USA was a wholly-
owned subsidiary of Merrill Lynch & Co., Inc., and was a CDS dealer and acted as a
counterparty in CDS transactions. Collectively, Bank of America Corporation, Bank of
America, N.A., and Merrill Lynch Bank USA are referred to as “Bank of America.” Bank of
America is, and at all material times was, a CDS dealer and acted as a counterparty in CDS
transactions in this District. According to its filings with the SEC, Bank of America identifies
Co-Defendants Barclays, BNP Paribas, Citigroup, Credit Suisse, Deutsche Bank, Goldman
Sachs, HSBC, JPMorgan, Morgan Stanley, Royal Bank of Scotland, UBS, and Wells Fargo as
members of its peer group. It is a shareholder in Markit Group, and Bank of America’s Shea
Zane Wallon sits on Markit Group’s board of directors. Bank of America’s Gerhard Seebacher
sits on the board of directors of ISDA, and Bank of America was reportedly represented on
ICE’s Risk Committee during the relevant period by Ali Balali.

51. HSBC Holdings plc (“HSBC Holdings”) is a United Kingdom public company,
which has its corporate headquarters in London, England. HSBC Bank USA, N.A. (“HSBC
USA”) is headquartered in McLean, Virginia and is, and at all material times was, a CDS dealer
and acted as a counterparty in CDS transactions in this District. HSBC Holdings and HSBC
USA are collectively referred to as “HSBC.” According to its filings with the SEC, HSBC

Holdings identifies Co-Defendants Bank of America, Barclays, BNP Paribas, Citigroup,

14



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 18 of 188 PagelD #:18

Deutsche Bank, JPMorgan, and UBS as members of its peer group. HSBC Holdings is a
shareholder of Markit Group and is represented on Markit Group’s board of directors by Niall
Cameron. HSBC is represented on the board of directors of ISDA by Elie El Hayek.

52.  The Royal Bank of Scotland Group plc (“Royal Bank of Scotland”) is a United
Kingdom company headquartered in Edinburgh, Scotland. Royal Bank of Scotland is, and at all
material times was, a CDS dealer and acted as a counterparty in CDS transactions in this District.
According to its filings with the SEC, Royal Bank of Scotland identifies Co-Defendants Bank of
America, Barclays, BNP Paribas, Citigroup, Credit Suisse, Deutsche Bank, HSBC, JPMorgan,
UBS, and Wells Fargo as members of its peer group. Royal Bank of Scotland is a shareholder of
Markit Group.

53. BNP Paribas S.A. (“BNP Paribas”) is a French bank headquartered in Paris,
France. BNP Paribas is, and at all material times was, a CDS dealer and acted as a counterparty
in CDS transactions in this District. BNP Paribas’s Guillaume Amblard sits on the board of
ISDA, and BNP Paribas is a shareholder of Markit Group.

54, UBS AG is a Swiss financial service company headquartered in Zurich,
Switzerland. UBS Securities LLC is a subsidiary of UBS AG and is a registered broker-dealer
and futures commission merchant in the United States. Together, UBS AG and UBS Securities
LLC are referred to as “UBS.” UBS is, and at all material times was, a CDS dealer and acted as
a counterparty in CDS transactions in this District. According to its filings with the SEC, UBS
identifies Co-Defendants Bank of America, Barclays, BNP Paribas, Citigroup, Credit Suisse,
Deutsche Bank, Goldman Sachs, HSBC, JPMorgan, and Morgan Stanley as members of its peer

group. UBS is a shareholder of Markit Group. It is represented on ISDA’s board of directors by
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Christopher Murphy and was reportedly represented on ICE’s Risk Committee during the
relevant period by Paul Hammill.

55. Wells Fargo & Company (“Wells Fargo™) is an American multinational banking
and financial services holding company. It is headquartered in San Francisco, California. It
acquired Wachovia on December 31, 2008. Wells Fargo is, and at all material times was (and
Wachovia was, until it was purchased by Wells Fargo), a CDS dealer and acted as a counterparty
in CDS transactions in this District.

2. Other Defendants

56. Markit Group is an international financial information services company based in
London, England. It was founded in 2003 to provide daily CDS pricing. It currently has over
3,000 employees and provides independent data, valuations and trade processing of assets.
While Markit Group’s ownership is not publicly disclosed, it is reportedly owned in part by
Dealer Defendants Bank of America, Barclays, BNP Paribas, Citigroup, Credit Suisse, Deutsche
Bank, Goldman Sachs, HSBC, JPMorgan, Morgan Stanley, Royal Bank of Scotland, and UBS.
As described above, Markit Group is controlled by a board of directors that includes
representatives from Bank of America, Goldman Sachs, HSBC, JPMorgan, and Morgan Stanley.

57. ISDA was founded in 1985 and is a trade organization of participants in the
market for OTC derivatives. It is headquartered in New York, New York. It created a
standardized contract known as the ISDA Master Agreement to enter into derivatives
transactions and has more than 820 members in 57 countries consisting of derivatives dealers,
service providers and end users. Its members include all of the Dealer Defendants. As described
above, representatives from the Dealer Defendants sit on ISDA’s board of directors and direct

and control it.
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IV. NON-PARTY CO-CONSPIRATOR

58. ICE Clear Credit is a subsidiary of the Intercontinental Exchange, Inc. The
Intercontinental Exchange, Inc., ICE Trust, and ICE Clear Credit are sometimes collectively
referred to herein as “ICE.”

59. Founded in 2000 by Jeffrey C. Sprecher, with the financial support of, among
others, Goldman Sachs and Morgan Stanley, ICE is a U.S. commodity exchange that operates
regulated exchanges and clearinghouses for agricultural, credit, currency, emissions, energy and
equity index products.

60.  On orabout July 15, 2011, ICE Trust transitioned to ICE Clear Credit under the
Dodd-Frank Wall Street Reform and Consumer Protection Act. Dodd-Frank Wall Street Reform
and Consumer Protection Act, Pub. L. No. 111-203, 8§ 723, 763, 124 Stat. 1376, 1675-76, 1762-
63 (2010) (codified respectively at 7 U.S.C. 8 2(h) and 15 U.S.C. § 78c-3) (“Dodd-Frank Act”).
In 2008, Goldman Sachs and Morgan Stanley enlisted ICE to act as a clearinghouse for their
CDS. As discussed above, the Dealer Defendants control members of the Risk Committee of the
clearinghouse.

V. AGENTS AND UNNAMED CO-CONSPIRATORS

61.  Various other entities and individuals, including, but not limited to, subsidiaries
and/or affiliates of the Defendants participated as co-conspirators and manipulators in the acts
complained of and performed acts and made statements that aided and abetted and furthered the
unlawful conduct as alleged herein. The unnamed co-conspirators, along with the Defendants,
performed, participated in, furthered, and/or combined, entered into the contract, combination or
conspiracy with others to perform the unlawful acts alleged herein, including the restraint of

trade alleged herein.
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VI. SUBSTANTIVE ALLEGATIONS

A. Credit Default Swaps and the Inception of Trading CDS

62.  Gradually overcoming concerns about regulation under state and federal laws,
agreements for forms of CDS came into existence during the early 1990s. Trades were carried
out by Bankers Trust (predecessor to Deutsche Bank) in 1991. Defendant JPMorgan is
sometimes credited with creating the modern CDS in 1994,

63. Mindful of the concentration of default risk as one of the causes of the Savings &
Loan crisis of the 1980s and 1990s, regulators initially found the ability of CDS to disperse
default risk attractive because a CDS contract transfers the credit risk of corporate bonds,
municipal bonds, other government bonds, other corporate debt, emerging market bonds,
mortgage-backed securities, or other credit instruments between two parties.

64. A CDSis a bilateral OTC contract negotiated between two counterparties. A
derivative is any financial instrument that “derives” its value from the price movement or
behavior of another instrument. In other words, the price of the derivative is not a function of
any inherent value, but rather derives from whatever instrument the derivative is tracking. Given
its commodity-like nature, purchasers make purchase decisions predominantly based on price.

65.  The constructs of a CDS contract are determined by: the reference obligation or
reference obligor (the corporation or sovereign entity whose credit risk is transferred); the
notional amount (the amount of credit protection traded); the term of the contract (the maturity of
the credit protection); the premium or spread (the compensation paid by the protection buyer to
the protection seller); the credit events (eventualities suffered by the reference entity that will
trigger the contract); and the settlement (once the contract is triggered, the process by which the

protection seller compensates the protection buyer for the loss caused by the credit event):
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Premium leg

No credit event:
Protection No payment Protection

Buyer ‘ Seller

Credit event:
Payment
Default leg

1

Reference entity

MUTUAL PAYMENT OBLIGATIONS IN A CREDIT DEFAULT SWAP

66. A CDS may reference a single bond or credit obligation or multiple credits,
including an index of different credits. Index CDS consist of a portfolio of single name CDS,
with a single named CDS carrying equal weight in the portfolio in most indexes. A formed
portfolio remains static throughout the life of the instrument. CDS can be broken out
geographically and by titles, such as investment grade (IG), high yield (HY), high volatility
(HVOL), crossover (XO) and emerging market (EM).

67.  The “spread” or “premium” of a CDS is the annual amount the protection buyer
must pay the protection seller over the length of the contract, expressed as a percentage of the
notional amount.> For example, if the CDS spread of a company is 50 basis points, or 0.5% (1

basis point = 0.01%), then an investor buying $10 million worth of protection from a bank must

! Throughout the complaint, the term “spread” is expressed as a percentage of the notional amount rather
than as the difference between the bid and ask prices.

19



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 23 of 188 PagelD #:23

pay the bank $50,000. Payments are usually made on a quarterly basis, in arrears. These
payments continue until either the CDS contract expires or the company defaults.

68. A CDS provides the buyer of the CDS, who often owns or is sometimes exposed
to the underlying credit, with protection against an event of default (“EOD”) or termination event
as defined by the ISDA protocol under which the CDS has been documented and traded. See
ISDA CDS Marketplace, CDS FAQ, http://www.isdacdsmarketplace.com/about_cds_market/
cds_faq (“First, the most commonly included credit event is failure to pay. Second, bankruptcy
is a credit event for corporate reference entities but not for sovereign entities. Third,
restructuring, which refers to actions such as coupon reduction or maturity extension undertaken
in lieu of default, may be included as a credit event for corporate entities. Fourth, repudiation or
moratorium provides for compensation after specified actions of a government reference entity
and is generally relevant only to emerging market reference entities. And fifth, obligation
acceleration and obligation default, which refer to technical defaults such as violation of a bond
covenant, are rarely included.”) (last visited July 25, 2013). These are events that can lead to
termination of transactions before the intended maturity of the CDS. EODs can be described as
events for which a party is at fault, such as failure to perform under a transaction or insolvency.
Termination events are other events, such as a force majeure, that, although no one is at fault,
warrant the early termination of transactions. The seller of the contract assumes the credit risk
that the buyer does not wish to shoulder. As compensation for assuming this risk, the seller of
the CDS receives from the buyer a periodic protection fee.

69. If a credit event ever occurs, the seller of the CDS keeps these protection

payments as compensation for assuming the risk.
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70. However, if an EOD (as defined by the CDS terms) occurs, then the seller is
obligated to pay in accordance with the CDS contract. The CDS contract is not actually tied to a
particular bond, but instead refers to it as the “reference obligation.” It is not necessary for the
protection buyer to suffer an actual loss to be eligible for compensation if a credit event occurs.

71. CDS contracts can be physically settled or cash settled if a credit event occurs. In
the event of physical settlement, the protection seller pays the buyer par value and, in return,
takes delivery of a debt obligation of the reference entity. In the event of a cash settlement, the
protection seller pays the buyer the difference between par value and the market price of a debt
obligation of the reference entity. The Determination Committee (see {1 107-11) determines the
obligations, such as acceptable deliverable obligations and any substitute reference obligations, if
applicable, that may be used to settle, by auction or otherwise, the transaction. Cash settlement
with an option for physical delivery has become the market standard. CDS contracts are cash-
settled using a price of the defaulted instrument determined by a credit event auction procedure
instituted by ISDA in 2005 and administered on behalf of ISDA by Creditex and Defendant
Markit Group.

72. Unlike with insurance, CDS are priced to market and the value of the swap
reflects the current market value, which can swing sharply and suddenly. At times, value
changes may result in the sellers being required to post collateral. Sudden and sharp changes in
the evaluation of the credit quality of the issuer of the bonds or of the bonds themselves can
produce large swings in the value of the swaps and thus the need to post large, increasing
amounts of collateral.

73.  CDS documentation has become highly standardized. Defendant ISDA maintains

the industry standard of OTC derivative contracts, including the ISDA Master Agreement and a
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range of related documentation materials, which counterparties use to specify the terms of and
enter into such contracts. The ISDA Master Agreement contains the “non-economic” terms of
the transaction (i.e., representations and warranties, EOD, succession and termination events).
The counterparties may choose to negotiate only the “economic” terms, such as rate or price,
notional amount, maturity, and collateral. The ISDA Master Agreement includes provisions that
facilitate payment netting and close-out netting.

74. Most CDS are documented using standard forms drafted by ISDA, although there
are many variants. Single-name CDS account for the traditional and most common form of
CDS; they are referenced to an individual corporate or sovereign borrower. Index CDS use an
index of debtors as a reference entity, incorporating up to 125 corporate entities. Tranched index
CDS are referenced to a specific segment of the index’s loss distribution. The structure of a loan
CDS (see 1 75) is the same as that of a regular CDS, except that the underlying reference entity is
limited strictly to secured loans.

75. Loan Credit Default Swap. A loan credit default swap (“LCDS”) is a type of

credit derivative in which the credit exposure of an underlying loan is swapped between two
parties. The structure of an LCDS is the same as a regular CDS, except that the underlying
reference entity is limited strictly to syndicated secure loans, rather than any loan or bond. An
LCDS consists of buying or selling protection on an issuer’s debt, but, unlike the traditional
CDS, the deliverable debt being protected against is syndicated secured debt brought to market
by a syndicate of banks. The LCDS protection buyer typically protects itself against the risk of
loss resulting from two types of default: a borrower’s bankruptcy or payment default. The
related index product, the North American Loan Credit Default Index (“LCDX”), is a specialized

index of LCDS covering 100 individual companies that have unsecured debt trading in the broad
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secondary market. LCDS uses standardized documentation. Buyers of protection pay a fixed
coupon agreed at the time of trade and receive compensation on the principal (not accrued) if the
reference entity on the contract defaults on its secured debt. The compensation will be par minus
recovery either by way of the protection seller paying par in return for gaining possession of the
loan or by way of cash settlement. Defendants Credit Suisse, Deutsche Bank, and Morgan
Stanley, among others, trade in the LCDS market.

76.  Today, $30 trillion of CDS (net amount outstanding is in the low hundreds of
billions of dollars) are traded annually. Defendants are the largest CDS dealers in the world.
Defendants exercise market power in the CDS market, controlling over 95% of the U.S. market
by notional amount, and they earn approximately $8-11 billion per year from CDS. The
transaction volume of certain industry participants is huge (e.g., Bank of America —
$30.8 trillion, Citigroup — $22.3 trillion, Goldman Sachs — $6.6 trillion, JPMorgan —
$56.6 trillion, Morgan Stanley — $189 billion). Between 2008 and 2010, $116 trillion in CDS
were bought and sold. Over 90% of all CDS transactions (notional value) were bought and sold
by U.S. banks during this two-year period.

B. Defendants’ Creation of the CDS Market

77. Between the mid-1990s and 2005, the Dealer Defendants developed the market
for trading CDS. CDS trading was derived from corporate bond trading.

78. In May 1994, class action claims alleged that National Association of Securities
Dealers Automated Quotation (“NASDAQ”) system market-makers — many of whom are
Defendants herein — conspired to widen the spreads in market making for NASDAQ equity
securities, including through a convention among brokers not to quote “odd eighths” on certain
securities. See In re NASDAQ Market-Makers Antitrust Litig., 187 F.R.D. 145 (S.D.N.Y. 1998).

The case also challenged the transparency of trading activity to the public and access to the
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different levels of information on trading screens. Similar conduct is at issue here, as Markit
Group is required to wait ten to twenty minutes before sending out data to its subscribers.

79.  This delayed information is less valuable and facilitates an unlevel playing field,
as the lag in dissemination of transactional information permits Defendants to quote prices
different from their price indication in response to customer inquiries. Conversely, Markit
Group provides real-time trading information to Defendants. Defendants also have used
technology to alter messaging systems such as Bloomberg to make it difficult to forward
information. Defendants even have gone so far as to claim they own Bloomberg message
information such that it cannot be disseminated without their prior consent, which they have
refused to grant. Further, at least through the end of 2011, Bloomberg price points shown in the
screen for CDS was based on voluntary data submissions by broker-dealers, giving broker-
dealers the power to control prices shown to the market.

80.  The NASDAQ system is a computerized securities quotations system operated by
the National Association of Securities Dealers (“NASD”), which makes collusion easier to detect
in this case. See EX. 1 hereto.

81.  OnJuly 17, 1996, the DOJ simultaneously brought and settled charges against
twenty-four major NASDAQ firms — many of which are now Defendants herein — bringing to a
halt the industry-wide practice challenged in In re NASDAQ Market-Makers Antitrust Litigation,
which fixed transaction costs for investors who bought and sold stocks on the NASDAQ market.
See id.

82. In 1998, the U.S. District Court for the Southern District of New York granted
approval of class action settlements for $1,027,000,000 by and between the market-makers and

the class therein on claims relating to the width of spreads.
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83. During the late 1990s, follow-on regulations by the SEC caused a further
narrowing of spreads in the NASDAQ market.

84. By 1999, Defendants, through Defendant ISDA, had standardized the
documentation and terms for CDS.

85. Mindful of the compression of spreads in the NASDAQ securities, by 2000
Defendants had largely won exemption of CDS from regulation by both the SEC and the CFTC.
Specifically, the Commodity Futures Modernization Act of 2000, Pub. L. No. 106-554, 114 Stat.
2763 (2000), which also was responsible for the “Enron loophole” that exempted most OTC
energy trades and trading on electronic energy commodity markets from government regulation,
specifically stated that CDS are neither futures nor securities and therefore are outside the remit
of the SEC and CFTC.

86. Ensconced in this pocket of non-regulation, Defendants had a financial incentive
and greater ability to control, and did control the development of, the market for trading CDS.
The wide spreads were lucrative for Defendants and incentivized them to grow the CDS market.

87.  The Dealer Defendants illegally agreed to create and maintain the CDS trading
market, which ensured that: (a) at least one of them was a participant in every single CDS
transaction; (b) no one outside of the Dealer Defendants was a significant competitor with
Defendants in purchasing or selling CDS; (c) the Dealer Defendants had access to extensive
information about pricing that non-market-makers did not have; and, especially, (d) the many
hedge funds, bond funds and other institutions who were buying or selling CDS did not become
competitors of the Dealer Defendants.

C. Operation of CDS Market

88. Under the CDS Market, as created and maintained by the Dealer Defendants, a

member of the public, a so-called non-dealer, “buy-side” participant, gives a CDS dealer a
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request for a quote and/or an indication of interest (“IOI”) in specific CDS. An IOI is non-
binding and does not force the party expressing an interest to act (i.e., trade) on it. A buy-side
CDS market participant must enter into a master swap agreement, typically an ISDA Master
Agreement, with a dealer to enter into transactions with that dealer.

89.  The Dealer Defendant quotes a bid (to a customer who wishes to sell) or an ask
(to a customer who wishes to buy).

90.  The Dealer Defendants disseminate CDS transaction prices, usually by means of
“indicative runs,” for various CDS to its buy-side CDS market participants. An indicative run
reflects the economic terms, including rates or prices. See § 73.

91. In a typical OTC derivative transaction, the counterparties negotiate the economic
terms of the transaction. Quotes and negotiations of execution prices are generally conducted by
telephone, email and/or instant messaging. The counterparties may then orally agree to the terms
of the CDS. Once the CDS dealer and the buy-side CDS market participant agree on the terms
of the CDS, they will confirm the terms of the trade and refer to the executed ISDA Master
Agreement.

92. In the OTC CDS market, non-dealer, buy-side market participants have limited
information to evaluate quotes provided by Dealer Defendants because Defendants have singly
and in concert prevented such participants from obtaining actual, real time bid-ask and
transaction data. Instead, such participants have access only to non-contemporaneous end-of-day
dealer marks (valuations) and aggregated data from Defendant Markit Group.

93.  The counter-parties have an oral commitment when they reach agreement on the

terms of the CDS transaction such as price and size (the notional amount). See { 73.
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94.  Trade confirmations are executed after the execution of the transaction, over the
telephone or by messaging or chat, which reference the relevant ISDA documentation for the
purposes of cross reference.

95.  After a purchase or sale is negotiated, the Dealer Defendant seeks to take the
opposite position. Dealers have direct phone lines between themselves and other dealers and are
able instantaneously to communicate actual CDS transaction data with each other. A large
proportion of transactions is done between dealers themselves to hedge trades done with clients
or for other risk management purposes and as outright bets by the dealer’s desk. Indeed, dealer-
to-dealer transactions account for approximately 80% of all open positions in the CDS market.
Dealers also act as market-makers and provide liquidity to buy-side clients.

96.  Asa market-maker, a dealer may buy or sell a particular CDS in order to profit
from the bid-ask spread (the difference between the price at which the market-maker is willing to
buy the CDS and the price at which it is willing to sell the CDS). The bid-ask spread is a major
source of revenues from market making in CDS and a substantial portion of the cost to non-
dealers in CDS transactions. The greater the bid-ask spreads, the greater the Dealer Defendants’
individual and collective revenues on any given volume of transactions.

97.  As of December 2011, the notional outstanding value of all CDS totaled
$29 trillion, with multi-name/index CDS totaling $12 trillion (18% cleared) and single-name
CDS totaling $17 trillion (8% cleared). The credit derivatives market is exclusively an inter-
dealer market, with CDS clearing at about $3.9 trillion of notional (12% of notional outstanding),
which is virtually all dealer-to-dealer trades. ICE is the major player in this space, clearing CDS

indices and some highly liquid single-name CDS for dealers in the United States and Europe.
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98.  The Dealer Defendants obtain significant advantages over members of the public
with whom they transact in CDS contracts. The CDS dealer typically provides indicative runs by
telephone, through use of electronic bulletin boards or other means where only the two market
participants directly observe the quotes or execution. From a regulatory point of view, the
bilateral trading arrangement is traditionally not considered a trading facility because it is not
multilateral.

99.  Accordingly, during the Class Period, the Dealer Defendants controlled the flow
of market data and information, and CDS prices in the OTC market were opaque for public, non-
dealer market participants. The Dealer Defendants did not make actual, real-time pricing data
available to buy-side CDS market participants.

100. From 2000 onward, the market size for CDS more than doubled in size each year
until, by the end of 2007, the CDS market had ballooned almost 100-fold within seven years to
represent a notional value of $62.2 trillion.

D. Transparency Enhancements in the CDS Market?

101. InJuly 2002, the National Association of Securities Dealers introduced the Trade
Reporting and Compliance Engine (“TRACE”) in an effort to increase price transparency in the
U.S. corporate debt market. The eventual implementation of TRACE by the Financial Industry
Regulatory Authority, Inc. (“FINRA”) provided much greater information from broker/dealers,
including under the SEC Rule 6200 Series.

102. In 2003, Defendant ISDA published the 2003 ISDA Credit Derivatives
Definitions (the “2003 Definitions™), replacing the 1999 Definitions, which are the standard
contractual documentation for credit derivatives. The ISDA Master Agreement was revised with
specific regard to CDS contracts (the “Master Confirmation Agreement on Credit Default

Swaps”). ISDA defined a format for trade confirmation and standardized legal documentation
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predefining various optional variables and information such as reference entity, nominal value,
maturity date, agree premium/coupon, credit event trigger and contract liquidation procedure in
case of a credit event.

103. In 2005, the Municipal Securities Rulemaking Board (“MSRB”), the primary
regulator of the municipal market, began operating the Electronic Municipal Market Access
(“EMMA”) system. This provides a comprehensive, centralized online source for free access to,
among other things, market transparency data. EMMA also provides real-time prices and yields
at which bonds and notes are bought and sold, for most trades occurring on or after January 31,
2005.

104.  After respective implementations of the MSRB and FINRA requirements of
increased transparency, the effective spreads in the municipal and corporate bond markets
plummeted significantly.

105. In 2009, Defendant ISDA published the 2009 Credit Derivatives Determination
Committees and Auction Settlement Supplement to the 2003 ISDA Credit Derivatives
Definitions (the 2009 Supplement”) and the related 2009 ISDA Credit Derivatives
Determination Committees and Auction Settlement CDS Protocol (the “Protocol” or “Big Bang
Protocol”). The 2009 Supplement: (a) established the Credit Derivatives Determination
Committees and incorporated the resolutions of the determination committees into the 2003
Definitions, making binding determinations for issues such as whether a credit event has
occurred, an auction would be held, or a particular obligation was deliverable; (b) added auction
settlement as a settlement method to eliminate the need for credit event protocols to cash settle

CDS transactions; and (c) added credit event (and removed restructurings as a credit event) and
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succession event “look back” provisions (or backstop dates) into the CDS documentation that
instituted a common standard effective date for CDS transactions.

106. Contemporaneous with the publication of the 2009 Supplement and the Big Bang
Protocol, the credit derivatives industry adopted new trading conventions for Standard North
American Corporate (“SNAC”) CDS transactions. The majority of CDS traded around the world
are highly standardized, and most of the CDS traded in the United States conform to SNAC
conventions, which are ISDA specifications standardizing CDS terms and allowing for five
variables (reference entity, upfront payment amount, notional amount, maturity and currency).
ISDA facilitated trading in the new standards by amending applicable form documentation and
by publishing an updated physical settlement matrix to apply to future contracts, known as
“100/500” contracts.

1. Defendant ISDA’s Determination Committees

107. Defendant ISDA’s Determination Committees have immense power in the CDS
market. When a credit event occurs, the Determination Committee, upon request of a filer,
decides, inter alia, whether an EOD, succession, or a restructuring has actually occurred. These
three categories have very different outcomes for a CDS contract. As a general matter, under the
2009 Protocol, if the Determination Committee finds an EOD, then the CDS protection seller is
obligated to pay the claim (less the recovery amount or deliverable obligation). If the
Determination Committee finds a succession, then the CDS contract will succeed to a new
obligor, the successor-in-interest to the previous obligor. If the Determination Committee finds a
restructuring, then, depending on the underlying protocol, a CDS protection seller may not be
obligated to pay any claim. In the case of CDS contracts using the 2009 Protocol, the CDS
protection seller is not obligated to pay any claim. In the case of CDS contracts using the 2003

Protocol, the CDS protection seller is obligated to pay the claim.
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108. Defendant ISDA’s Determination Committees are structurally flawed. This
structure gives the voting Dealer Defendants immense power and the opportunity to create credit
event outcomes favorable to their own trading position and exposure. Indeed, there have been
frequent criticisms that the Determination Committees do not have a robust and transparent
process in place for determining credit events and that their members are likely to vote in their
own self-interest. Furthermore, although there are supposed to be information barriers between
the individuals who sit on the Determination Committees, there is concern from some industry
members that these barriers are not always respected in practice.

109. For example, in the context of the bankruptcy of AbitibiBowater, some creditors,
including Citigroup, which held a small exposure to AbitibiBowater, hedged themselves in the
CDS market. These creditors’ positions meant they were either interested or neutral in seeing
AbitibiBowater have an EOD. The Determination Committee, of which Citigroup and other
Dealer Defendants were members, determined that AbitibiBowater had experienced an EOD in
April 2009. The members of the Determination Committee made their determination collusively
to advantage their own trading positions. See Christopher Mason, AbitibiBowater files for
bankruptcy protection, Financial Times (Apr. 16, 2009),
http://www.ft.com/intl/cms/s/0/e41cde06-2ab0-11de-8415-00144feabdc0.html#axzz2ZmOOrIw6
(subscription).

110. Similarly, the International Financing Review criticized the SEAT Pagine Gialle
vote in November 2011, stating that the participants did not vote based on legal arguments but
rather on what would benefit their firms. See Market experts critical of recent ISDA credit event
decision, Financial CAD Corp. (Dec. 12, 2011), http://derivative-news.fincad.com/derivatives-

news/market-experts-critical-of-recent-isda-credit-event-decision-1671/.
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111.  The current voting members of the Determination Committees for the Americas,
and for Europe, Middle East and Africa, are listed below:

@) Americas — Determination Committee

Q) Voting Dealers: Bank of America N.A.; Barclays Bank plc; BNP

Paribas; Citibank, N.A.; Credit Suisse International; Deutsche Bank AG; Goldman Sachs
International; JPMorgan Chase Bank, N.A.; Morgan Stanley & Co. International plc; and UBS
AG.

(i)  Consultative Dealers: Nomura International plc and Sociéte

Générale.

(i)  Voting Non-Dealers: BlueMountain Capital Management, LLC

(Second Term Non-dealer); Citadel LLC (First Term Non-dealer); D.E. Shaw Group & Co., L.P.
(First Term Non-dealer); Elliott Management Corporation (Third Term Non-dealer); Pacific
Investment Management Co., LLC (Second Term Non-dealer).

(iv)  Consultative Non-Dealer: Saba Capital Management, L.P.

(V) CCP Members: ICE Clear Credit LLC.

(b) EMEA (Europe, Middle East, and Africa) — Determination Committee

Q) Voting Dealers: Bank of America N.A.; Barclays Bank plc; BNP

Paribas; Citibank, N.A.; Credit Suisse International; Deutsche Bank AG; Goldman Sachs
International; JPMorgan Chase Bank, N.A.; Morgan Stanley & Co. International plc; and UBS

AG.

(i)  Consultative Dealers: Nomura International plc and Société

Générale.
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(i) Voting Non-Dealers: BlueMountain Capital Management, LLC

(Second Term Non-dealer); Citadel LLC (First Term Non-dealer); D.E. Shaw Group & Co., L.P.
(First Term Non-dealer); Elliott Management Corporation (Third Term Non-dealer); and Pacific
Investment.

(iv)  Consultative Non-Dealer: Saba Capital Management, L.P.

(V) CCP Members: ICE Clear Europe Limited and LCH.Clearnet S.A.

2. Public Sources of CDS Market Data

112. Data about the CDS market is available from three main sources. Data on an
annual and semiannual basis has been available from ISDA since 2001 and from the Bank for
International Settlements (“BIS”) since 2004. The Depository Trust & Clearing Corporation
(“DTCC™), through its global repository, Trade Information Warehouse, provides weekly data
with publicly available information going back one year. See The Depository Trust & Clearing
Corp., H. Comm. on Financial Services (Testimony of Don Donahue, Chairman and Chief
Executive Officer), Feb. 15, 2011, at 2, available at http://www.dtcc.com/downloads/news/
testimony_donahue_feb2011.pdf (“DTCC is a non-commercial industry ‘utility’ that, through its
subsidiaries and affiliates, provides clearing, settlement and information services for virtually all
U.S. transactions in equities, corporate and municipal bonds, U.S. government securities and
mortgage-backed securities and money market instruments, as well as a significant portion of the
global over-the-counter . . . derivatives market. In 2010, The Depository Trust Company . .., a
wholly-owned subsidiary registered as a clearing agency under the Securities Exchange Act of
1934 ..., settled more than $1.66 quadrillion in securities transactions.”).

113. Dealer Defendants exercised their control over DTCC to prevent it from
publishing actual CDS transaction data. DTCC, through DTCC Deriv/SERV LLC and The

Warehouse Trust Company LLC, provides automated repository and asset servicing for OTC
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credit derivatives, and post-trade processing services, including matching of payment flows and
bilateral netting services. DTCC collects transactional data but only provides aggregated
information in its repository to the public on a weekly basis.

114. Defendants, through DTCC’s board members, including Mark Alexander of Bank
of America, Neeraj Sahai of Citigroup, Jonathan Hitchon of Deutsche Bank, Robin Vince of
Goldman Sachs, David Weisbrod of JPMorgan, and Stephen Daffron of Morgan Stanley,
prevented DTCC and its subsidiaries from publishing CDS transaction data.

115.  The Office of the Comptroller of the Currency (“OCC”) also publishes quarterly
credit derivative data about insured U.S. commercial banks and trust companies.

116. Notably, however, Dealer Defendants contemporaneously observe the order flow
(pre-trade) and transaction information (post-trade) for their own customers.

E. Defendants Have Excluded Competitors

117.  Clearing derivatives trading is the procedure by which an organization acts as an
intermediary and assumes the role of a buyer and seller for transactions in order to reconcile
orders between transacting parties. It involves keeping track of trades and providing a central
repository for money backing those transactions. The central counterparty (“CCP”) also ensures
financial performance should a counterparty to the transaction default. In essence, the members
of the CCP cross-guarantee their respective CDS obligations. The Dealer Defendants acted,
singly and in concert, to exclude potential market entrants by limiting and/or denying access to
standard industry licenses and agreements, limiting access to clearing, and imposing prohibitive
capital requirements, among other practices, in order to maintain control over trading in the CDS
market.

118. In 2009 Citadel and CME created the “CMDX” to compete as a clearinghouse.

(CMDX is an open-architecture electronic trading and migration platform developed by CME
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Group and Citadel Investment Group to trade CDS.) Those within the industry expected
competition on the merits between the CMDX and existing clearinghouses, but CMDX faced
deliberate and concerted opposition from Defendants.

119. On June 1, 2009, Samuel Cole of New York-based Blue Mountain Capital
Management LLC, a partner with Citadel and CME, prepared a memorandum entitled “Note to
Dealers” documenting the obstructionist tactics in which Defendants engaged to prevent
competition from a clearing and exchange entity. The memorandum charged the dealer banks
with a variety of anti-competitive acts such as “dissembling and obfuscation.” Cole further
accused Defendants of “oligopolistic dominance” of most major market structures in the credit
markets. He also stated that the “dealer community may be filibustering to protect its oligopoly
and not seriously engaged in working with the Buyside to develop a clearing solution.” See
Karen Brettell, Bank ‘oligopoly’ slows CDS clearing-BlueMountain, Reuters (Jun. 1, 2009),
http://www.reuters.com/article/2009/06/01/credit-clearing-idUSN0113168020090601.

120. Dealer Defendants used their control over Defendants Markit Group and ISDA to
frustrate and defeat competition from CMDX. CMDX tried to work with Markit Group as it
possessed intellectual property rights to the most frequently traded CDS indices. Markit Group,
however, allowed CMDX only to handle trades that involved at least one dealer bank, effectively
securing a permanent role for the Dealer Defendants. This policy gave Defendants the ability to
control which CDS trades occurred and were cleared by CMDX.

121. Absent a license from Defendant Markit Group, CMDX could not freely and
effectively compete. Accordingly, CMDX reached an agreement with Markit Group in the
spring of 2009 that allowed it to act as a clearing platform, but no license was given by Markit

Group to CMDX for exchange trading. The protracted negotiations between Markit
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Group/ISDA and CMDX delayed CMDX’s launch and gave ICE a tactical advantage in the
market.

122. Notably, Defendant ISDA’s denial of certain licenses was against its own
economic self-interest. The execution of a Master Agreement with Citadel/CME likely would
have resulted in ISDA gaining increased licensing revenues.

123. Inthe fall of 2009, CMDX was forced to change into a clearing-only service, and
“the [electronic] trading platform was quietly killed because . . . Citadel wanted to ‘trade within
the current market spreads.”” Suzanne Miller, CDS Clearinghouses challenge Wall Street rules,
MarketWatch (Jun. 9, 2010), http://www.marketwatch.com/story/cds-clearinghouses-challenging
-wall-street-2010-06-09.

124.  In December 2011, The New York Times reported that two people with knowledge
of the CME clearinghouse stated that the Dealer Defendants refused to become involved with
CME unless it dismissed Citadel and the electronic trading plan. The Dealer Defendants took
this step to avoid competition by an electronic CDS exchange that could have caused greater
price transparency and competition in the market resulting in tighter bid-offer spreads and lower
profits for Defendants. The absence of competition caused by Defendant Dealers deprived
persons purchasing CDS of tens of billions of dollars.

F. The Formation of ICE and Related Transactions Involving the Dealer
Defendants

125. CDS trades involve future performance by both parties for a specific maturity
period or contract term, varying from one to ten years, but in most cases five. During this period
the buyer agrees to pay a premium and the seller agrees to pay a notional value if a credit event
occurs. A “counterparty default” occurs if a buyer is unable to make a premium pursuant to the

contract or if the seller is unable to pay should a credit event occur. Because of these risks,
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parties with less capital are at a disadvantage as customers may not be willing to trade in large
volumes with them.

126. Clearinghouses are typically used in the securities market to reduce risk, promote
stability and manage transactional flow. Clearing mitigates the risk by substituting the
clearinghouse, which is backed by a financial network of cross-guaranties among the clearing
member firms, for every buyer and seller. As a result, the buyer of a CDS contract is not at risk
for a failure to perform by its original counterparty, including paying out for a credit event.
Instead, it is the clearinghouse that is the counterparty providing guaranties of financial
performance.

127. Defendants Goldman Sachs and Morgan Stanley are key founding members of
ICE. Goldman Sachs, Morgan Stanley and several other major players in the financial and
energy industries provided financial support and assistance to Jeffrey Sprecher in early 2000,
enabling him to launch ICE. In turn, Goldman Sachs, Morgan Stanley, and the other initial
investors were able to secure an early foothold in the then-nascent electronic commaodities, cash,
and derivatives trading markets. Over the ensuing decade, the investment has proved to be very
lucrative to all parties.

128. In 2008, Goldman Sachs and Morgan Stanley enlisted ICE to act as a
clearinghouse for their credit default swaps. In July 2010, Business Week commented on ICE’s
close relationship with many of the Dealer Defendants: “Whether [ICE’s] clearinghouse, so
finely tailored to the interests of the major banks, contributes to a safer, more transparent
financial system is a matter of contention.” Chad Terhune, ICE’s Jeffrey Sprecher: The Sultan of
Swaps, BusinessWeek (Jul. 28, 2010), http://www.businessweek.com/stories/2010-07-28/ices-

jeffrey-sprecher-the-sultan-of-swaps.
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129. Goldman Sachs, along with JPMorgan, Citigroup and Bank of America, account
for nearly 95% of all derivatives exposure in the United States and have a “large influence over
ICE.” Stephen Gandel, Why the NYX merger may hurt average investors, CNNMoney (Jan. 7,
2013), http://finance.fortune.cnn.com/2013/01/07/new-york-stock-exchange-ice-merger/.

130. Defendants Goldman Sachs, JPMorgan and Morgan Stanley — who with others
have formed a powerful committee that oversees trading in derivatives, including CDS — are
affiliated with Defendant ISDA, Defendant Markit Group and ICE, and have, singly and jointly,
fought to block other potential market entrants from entering the CDS market.

131. The Dealer Defendants have influenced, and continue to influence, the rules
governing derivatives through: a variety of industry participants, including Defendant ISDA,
Defendant Markit Group, and ICE; various practices, including membership on the boards of
directors of such participants, limiting and/or denying access to standard industry licenses,
protocols and agreements; and secretive and surreptitious conduct, such as monthly meetings
among key CDS traders, business managers and structurers in New York City.

132. Defendants regularly engaged in communications that facilitated their conspiracy
through their membership in Defendant Markit Group, Defendant ISDA, ICE, and DTCC. See
11 43-57, 58, 105, 111, 114, 127, 130-31, 165. In fact, the key boards of directors and
constituent committees of those institutions are comprised of the same members generally, are
dominated by the Dealer Defendants, and regularly hold private meetings.

133.  With regard to the inherent ICE problem, in December 2008 the DOJ explained
that “[t]he creation of such a platform would be roughly analogous to the three or five largest
airlines controlling all landing rights at every U.S. airport — the big carriers could use this control

to disadvantage smaller carriers by restricting landing rights or raising their rivals’ costs to
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access the airports.” Comments of the U.S. Dep’t of Justice, In the Matter of: RIN 3235-AK47,
SEC File No. S7-27-10 (Dec. 28, 2010), http://www.justice.gov/atr/public/comments/
265620.htm. Dealer Defendants, during 2009-2010 and at other times, jointly organized
lobbying of the SEC, CFTC and Congress in order to save the CDS market. See, e.g., SEC-
CFTC Joint Conference Call with Representatives of the Dealer Industry, SEC (Aug. 17, 2010),
http://www.sec.gov/comments/df-title-vii/definitions/definitions-4.pdf. These efforts involved,
among others, Athanassios Diplas of Deutsche Bank (now an adviser to ISDA) and Biswarup
Chatterjee of Citigroup.

1. Limiting Access to Standard Industry Licenses, Agreements and Data
Provision

134. During 2008, Citadel Group, a hedge fund that oversees over $11 billion in assets,
proposed open pricing for commonly traded derivatives by quoting prices electronically.
Citadel’s proposal for an electronic exchange was opposed by the Dealer Defendants because,
among other things, electronic trading would connect customers directly with each other, cutting
out the Dealer Defendants as intermediaries.

135. Inresponse to CME’s setting up its own clearinghouse, the Dealer Defendants
paired with ICE, one of CME’s rivals. Under their agreement, ICE’s clearinghouse would merge
with a nascent clearinghouse that the Dealer Defendants were establishing.

136. The Dealer Defendants attached a number of conditions on that partnership,
including requiring ICE to install the chief executive of the Dealer Defendants as the head of the
joint effort. That executive, Dirk Pruis, left after about a year and began working at Defendant
Goldman Sachs. These conditions gave the Dealer Defendants significant power at ICE’s

clearinghouse.
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137. The Dealer Defendants dominate ISDA’s leadership through seats on its board of
directors, chaired since June 2013 by Stephen O’Connor, a former managing director of
Defendant Morgan Stanley. Defendant ISDA’s board of directors also includes Gerhard
Seebacher of Bank of America, Harry Harrison of Barclays, Guillaume Amblard of BNP Paribas,
Brian Archer of Citibank, Eraj Shirvani of Credit Suisse, Richard Herman of Deutsche Bank, R.
Martin Chavez of Goldman Sachs, Elie ElI Hayek of HSBC, and Diane Genova of JPMorgan.

138.  Use of certain of Defendant ISDA’s Master Agreement terms, which have
become industry standard, and access to ISDA credit auction protocols were critical to operating
CMDX.

139. Significantly, the use of the existing ISDA Master Agreement would permit
exchange-traded CDS to reflect market conventions and practices, including the adoption of
ISDA Credit Derivatives definitions, adherence to decisions of the ISDA’s Determination
Committees, and settlement to the ISDA auction settlement price. ISDA would benefit from
participating in the launch of CMDX because ISDA would obtain licensing revenues from the
increased volume of transactions and market participants generated by exchange trading.

140. The Dealer Defendants agreed, however, to deny CMDX the licenses from
Defendants Markit Group and ISDA needed to operate an exchange.

141. The Dealer Defendants also required ICE to provide market data exclusively to
Defendant Markit Group, a little-known company that plays a pivotal role in derivatives. Backed
by Defendant Goldman Sachs, Defendant JPMorgan, and several other Dealer Defendants,
Defendant Markit Group provides crucial information about derivatives, such as pricing

information.
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142. Dealer Defendants exercised their control over Defendant Markit Group and other
potential CDS transaction data providers to block the release of actual, real-time data to non-
dealer, buy-side market participants. As a result, such buy-side market participants are unable to
determine and evaluate their CDS transactions based on real-time market data regarding
transactions by other market participants.

143. Defendant Markit Group’s business decisions are made by its board of directors,
which is controlled by the Dealer Defendants, including Defendants Bank of America, Barclays,
BNP Paribas, Citigroup, Credit Suisse, Deutsche Bank, Goldman Sachs, HSBC, JPMorgan,
Morgan Stanley, Royal Bank of Scotland, and UBS.

144.  Although the Dealer Defendants were working with ICE, Citadel and the CME
continued to move forward with their exchange (i.e., CMDX) because they had to work with
Defendant Markit Group, which owns the rights to certain derivatives indices.

145.  Defendant Markit Group insisted, however, that every trade involve at least one of
the Dealer Defendants because these Defendants are the main parties that have licenses with
Markit Group.

146.  This demand from Defendant Markit Group effectively secured a permanent role
for the big derivatives Dealer Defendants because Citadel and the CME could not move forward
without Markit Group’s agreement. As a result, Citadel and the CME agreed to the terms.

147.  Although CMDX eventually obtained licenses from Defendants Markit Group
and ISDA in or about March and April 2009, the licenses were for a clearing platform only.
CME announced that CMDX would be restructured as a clearing-only service, later renamed
CME Clearing. Citadel, which the market understood had built the exchange, was no longer a

joint venture partner and remained merely a founding member of the newly restructured
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clearing-only entity. Other buy-side founding members included AllianceBernstein, BlackRock,
BlueMountain Capital Management, the D.E. Shaw Group and PIMCO. The dealer, or sell-side,
founding members were Barclays, Citibank, Credit Suisse, Deutsche Bank, Goldman Sachs,
JPMorgan, Morgan Stanley and UBS.

148. The Dealer Defendants then undermined CME Clearing by agreeing to delay,
intentionally and unreasonably, the licensing negotiations between CME Clearing and
Defendants Markit Group and ISDA, while also working to launch their own clearinghouse —
ICE Trust (now ICE Clear Credit). The Dealer Defendants launched ICE before CME or any
other rival began clearing, thus effectively controlling clearinghouse form.

149.  The vast majority of CDS transactions are cleared through ICE, which allows the
Dealer Defendants to maintain their control of the CDS market, perpetuate their monopoly, and
frustrate reform and regulation.

150. The Dealer Defendants limited any independence of the CME’s clearinghouse.
On or about December 3, 2009, Defendants Barclays, Citigroup, Credit Suisse, Deutsche Bank,
Goldman Sachs, JPMorgan, Morgan Stanley, and UBS, each of whom had executed a non-
binding term sheet with respect to CME’s CDS initiative, became members of the CME
clearinghouse. The Dealer Defendants became members of the CME’s clearinghouse to exert a
measure of control over it by limiting which market participants could become members.

151.  Simultaneously, the Dealer Defendants also directed nearly all of the CDS they
cleared through CME’s competitor, ICE. Thus, the CME clearinghouse had a minimal role in
the CDS market, a minimal amount of price data and a limited ability to support substitute

models apart from that of the Dealer Defendants.
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152.  On December 15, 2009, CME cleared the first buy-side CDS trade, but the group
of dealer founding members suspended CME’s ability to clear CDS trades by instituting an
extremely low aggregate open interest level based upon the pretext that additional work was
required to design CME’s margining methodology for CDS. (ICE reportedly processed its first
bank customer swap trade the prior day.) However, CME could have continued to process CDS
trades while any additional work was done to remedy these issues. The Dealer Defendants
feared that CME’s clearing approach based upon its futures infrastructure provided a solid basis
for exchange trading and unbiased clearing of CDS trades. The Dealer Defendants conspired to
ensure that ICE would become the dominant clearinghouse because they controlled ICE and its
model.

153.  After that deal was complete, CME reconsidered working with Citadel and
introducing electronic screens. In mid-2009, CME decided not go forward with the deal.

154.  The Dealer Defendants simply refused to clear the vast majority of their CDS
transactions through any institution other than ICE, which was designed only for trades between
dealers and does not support exchange trading. Thus, as of mid-March 2012, CME had cleared
CDS contracts with an aggregate open interest of only $33.3 billion.

155.  Other institutions attempted to form CDS clearinghouses but suffered a similar
fate as CME. LCH.Clearnet cleared only 1,462 CDS trades with a gross notional value of only
€58.7 billion ($76 billion) and an aggregate open interest of €4.6 billion ($6 billion). Two other
clearinghouses, which were operated by Eurex and Euronext Liffe, shuttered their businesses
after the former failed to clear even $1 billion worth of CDS and the latter did not manage to
clear a single CDS trade. In fact, Eurex, after launching in the summer of 2009, cleared only five

trades worth $123 million by January 2010.

43



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 47 of 188 PagelD #:47

156. The failure of these clearinghouses is directly attributable to Defendants’ anti-
competitive conduct. Defendants neutralized these upstarts by driving volume to ICE Clear
Credit, which they uniquely controlled.

157.  Similarly, Defendants acted to block the dissemination of actual, real-time CDS
transaction data to non-dealer market participants. For example, The Clearing Corporation
(“TCC”) is one of the oldest clearinghouses in the United States. TCC was owned also by, and
had preferential fees and profit sharing arrangements with, Defendants Bank of America,
Citigroup, Credit Suisse, Deutsche Bank, Goldman Sachs, JPMorgan, Morgan Stanley, and UBS.
In May 2008, TCC and DTCC agreed to facilitate central counterparty services for the OTC
derivatives market using netting and risk management processes and the asset servicing services
of DTCC’s Trade Information Warehouse. On March 6, 2009, ICE acquired TCC to provide the
risk management framework, operational processing and clearing infrastructure for ICE Clear
Credit (formerly ICE Trust) and ICE Clear Europe CDS clearinghouses.

158. DTCC’s Trade Information Warehouse operates and maintains the centralized
global electronic database for virtually all CDS contracts outstanding in the marketplace. After
two counterparties enter into a CDS contract, each reports the details of the transaction to a trade
matching and confirmation service, of which ICE Link and MarkitServ are the major providers.
Details of confirmed trades are reported to DTCC’s Trade Information Warehouse.
Significantly, however, DTCC’s Trade Information Warehouse provides only limited, weekly
data to the public, including to non-dealer market participants.

2. Limiting Access to Central Clearing

a. Background

159. CDS are contracts that provide protection against the risk of default by borrowers.

The buyer of the CDS makes periodic payments to the seller, and in return the buyer receives a

44



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 48 of 188 PagelD #:48

payoff if the borrower defaults. Although swaps are bilateral contracts, they are often
intermediated by a dealer bank. That is, rather than two ultimate economic parties to a swap (the
“end users”) swapping directly with each other, they swap with a dealer bank. There may be one
dealer bank involved or each end user could swap with a separate dealer bank, which then swaps
with another dealer bank. Alternatively, the dealer bank could itself be the end user in a swap for
its proprietary account.

160. Inthe OTC CDS dealer market, working through a dealer bank means that the end
users assume the default risk of the dealer bank rather than each other. The dealer bank assumes
the credit risk of both end users (and, to the extent it does not perfectly match the swaps, the risk
on the swap itself). Because the dealer bank has assumed the credit risk of its counterparties
(end users or other dealer banks), it: will price for risk; may require its counterparty to post
margin (collateral) upfront; may additionally require margin to be adjusted throughout the
duration of the swap; may limit its total exposures to any single swap counterparty; and may seek
to limit risk through a novation by submitting the trade to a clearinghouse if it finds risk rising
too quickly during the contract. The dealer will have setoff and netting rights under the standard
agreement governing most OTC swaps (usually the ISDA 2002 Master Agreement).

161. Centralized clearing through a clearinghouse presents an alternative risk-sharing
arrangement. After the financial crisis of 2008, the Dodd-Frank Act, the principal regulation of
derivatives, including CDS, requires swap contracts to be submitted for central counterparty
clearing by clearinghouses (or “derivatives clearing organizations”), rather than being cleared
bilaterally by dealer banks in the OTC market. The system, infrastructure and implementation
for central clearing are reportedly mostly in place. For example, on July 25, 2013, pursuant to

the Dodd-Frank Act, the CFTC announced the second phase of required clearing for certain
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iTraxx CDS indices for, among other entities, persons predominantly engaged in activities that
are in the business of banking or activities that are financial in nature, except for third-party
accounts. Press Release, U.S. Commodity Futures Trading Commission, CFTC Announces that
Mandatory Clearing of iTraxx CDS Indices for Category 2 Entities Begins Today (Jul. 25, 2013),
http://www.cftc.gov/PressRoom/PressReleases/pr6651-13.

162. A clearinghouse may reduce counterparty risk by standing between the buyer and
seller of protection and insulating the counterparties’ exposure to each other’s default.
Clearinghouses use their mutual insurance features by way of a common guaranty fund to which
all members contribute pro rata in order to diffuse losses across their membership.
Clearinghouse members are usually large financial institutions such as the Dealer Defendants.
Other parties access the clearinghouse through customer accounts with clearinghouse members,
with the clearinghouse serving as a central counterparty to all swaps. Thus, in a clearinghouse,
the end user directs its agent, the clearinghouse member, to enter into a swap with another end
user, which also has a clearinghouse member as its agent. If the clearinghouse member defaults,
the clearinghouse will make good the payment on the matched swap to the other member. Thus,
all the counterparty risk falls on the clearinghouse.

163. Because clearinghouses do only matched swaps, they typically charge a flat, per
transaction fee or a transaction-size based fee. Clearinghouses adjust for risk based on collateral
requirements rather than fees. Clearinghouses provide a party to multiple, offsetting trades of a
particular CDS with the opportunity to reduce the aggregate margin that the party must post with

a clearinghouse.
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b. Dealer Defendants assert control over clearing of CDS
transactions through ICE

164. Under the clearing rules established by ICE’s Risk Committee, ICE accepts trades
only from participants. At the launch of ICE’s clearinghouse, its Risk Committee included
Defendants Bank of America, Barclays, BNP Paribas, Citibank, Credit Suisse, Deutsche Bank,
Goldman Sachs, JPMorgan, Morgan Stanley, and UBS. ICE’s participants currently include
Bank of America, Barclays, BNP Paribas, Citibank, Credit Suisse, Deutsche Bank, Goldman
Sachs, HSBC, JPMorgan, Morgan Stanley, Royal Bank of Scotland and UBS. ICE has no
clearing members from the buy-side of CDS trading.

165. The Dealer Defendants also control ICE’s membership and rules through seats on
ICE’s Risk Committee, which makes and/or adopts ICE’s clearing rules. ICE’s Risk Committee
meets once a month. Its members have included James J. Hill of Morgan Stanley, Athanassios
Diplas of Deutsche Bank, Thomas J. Benison of JPMorgan, Paul Hamill of UBS, Paul
Mitrokostas of Barclays, Andy Hubbard of Credit Suisse, Oliver Frankel of Goldman Sachs, Ali
Balali of Bank of America and Biswarup Chatterjee of Citigroup.

166. The Dealer Defendants also engage in direct communications with each another,
separate from the communications in the course of serving on the boards of the key institutions
that they control.

167. The Dealer Defendants, as ICE’s clearing members, are afforded preferential fee
treatment and enjoy a revenue-sharing arrangement with ICE. This arrangement provides the
Dealer Defendants with an incentive to patronize ICE and a significant competitive advantage
over other market-makers that may seek to be active in the CDS market. The Dealer
Defendants’ annual revenues derived from such clearing services are estimated to be several

billion dollars.
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c. To maintain unreasonable restraints, Dealer Defendants
excluded central clearing and exchange trading in CDS

168. Independent central clearing and exchange trading threatened to end the Dealer
Defendants’ barriers to entry. The CME-Citadel CMDX exchange platform would have allowed
buyers to make anonymous public bids and sellers to make anonymous public offers, with a
computer system matching bids and offers, side-stepping the involvement of the Dealer
Defendants. Thus, CMDX would have enabled market participants to interact directly with each
other and to bypass the Dealer Defendants.

169. The Dealer Defendants, Defendant ISDA and Defendant Markit Group agreed to
boycott and unreasonably restrain the development of exchange trading, like CMDX and
clearing offerings that could support exchange trading, such as the clearing offerings presented at
the October 2008 Federal Reserve meeting by CME, Eurex and NYSE Euronext.

170. The Dealer Defendants instead developed and supported their own clearinghouse,
ICE Clear Credit, in order to funnel CDS clearing through a clearinghouse they controlled.
While ICE allowed for clearing of OTC transactions, it did not, at the direction of the Dealer
Defendants, support an exchange.

171. During 2008, Citadel and CME met and communicated with key CDS market
players to obtain their cooperation to ensure the success of CMDX. The participation of the
Dealer Defendants in CMDX was indispensable because they controlled the CDS market and
Defendants Markit Group and ISDA.

172.  OnJuly 31, 2008, Defendants reported to the President of the Federal Reserve
Bank of New York that their continued progress toward improving credit and equity derivatives
market participant practices and, specifically, central clearing, was ongoing. Dealer Defendants

reported that they remained committed to central clearing in the index, single-name and index
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tranche products and that they were committed to support a clearing platform and utilize such
platform to clear all eligible products where practicable.

173.  In October 2008, Defendant Markit Group and CMDX were engaged in licensing
negotiations. Because Markit Group would have obtained licensing and other revenues in
connection with the launch of CMDX; it was in Markit Group’s economic and financial self-
interest to participate in creating the exchange.

174. For example, CMDX planned to launch with both single-name CDS and indices.
Index CDS constituted approximately 41% of the market, rendering an exchange’s ability to
offer trading therein significant. Markit Group owned single-name constituents, covering more
than 90% of the CDS market, and major indices such as CDX and iTraxx.

175. In addition, an exchange would generate CDS transaction data. In the bilateral
OTC CDS market, Defendant Markit Group received dealer market data. In an exchange
context, Markit Group would be able to sell exchange transaction data to CDS market
participants if CMDX or another exchange was established.

3. Imposing Prohibitive Capital Requirements

176. Potential clearing members must satisfy the clearinghouse’s requirements
(capitalization, credit quality and operational readiness) and be able to post a minimum deposit
into the guarantee fund. For each transaction cleared, participants must post original margin and
post or receive daily variation margin based on daily price changes, all as determined by the
clearinghouse. Original margin represents a reserve intended to cover price changes on a
position during the period from a market participant’s default to the liquidation of such position.
Variation margin is a variable margin payment made by clearing members to the clearinghouse
based upon adverse price movements of the OTC derivatives these members hold (in order to

reduce credit exposure). A non-clearinghouse member must utilize the services of a member of
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such clearinghouse in order to participate in a CDS transaction cleared through such
clearinghouse.

177. The Dealer Defendants refused to allow the deal with ICE to close until the
clearinghouse’s rulebook was established, with provisions in the Dealer Defendants’ favor. Key
among those were the membership rules, which required members to hold large amounts of
capital in derivatives units, a condition that was prohibitive even for some large entities like
BONY.

178.  Atall times relevant herein, ICE’s Risk Committee determined the capital
requirements of potential clearinghouse members. Initially, ICE required that potential members
have a net capital in their derivatives unit of $5 billion in order to join ICE. The Dealer
Defendants established this amount of required capital to protect their market share in the CDS
market. ICE’s clearing rules and membership requirements effectively excluded buy-side
participation through the clearinghouse. As a result, ICE only clears CDS transactions with a
Dealer Defendant on at least one side of the transaction.

179. However, even major institutions such as BONY and State Street were unable to
meet ICE’s capital membership requirements. In 2010, BONY’s application to become a
clearing member of ICE was rejected because its derivatives operation had too little capital. The
chief executive of Bank of New York Mellon Clearing, Sanjay Kannambadi, complained to The
New York Times: “We are not a nobody. But we didn’t qualify. We certainly think that’s kind
of crazy.” Louise Story, A Secretive Banking Elite Rules Trading in Derivatives, N.Y. Times,
Dec. 11, 2010, http://www.nytimes.com/2010/12/12/business/12advantage.html?
pagewanted=all& r=0. Without access to ICE’s clearinghouse, those institutions could not

develop meaningful CDS dealing operations.
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180. In the wake of the financial crisis of 2007-2008 and the passage of the Dodd-
Frank Act, regulators ordered the Dealer Defendants to speed up plans to set up a clearinghouse
to handle derivatives trading.

181.  As part of the CFTC’s rulemaking process, the DOJ raised concerns that a
clearinghouse’s “captured committees could serve as a mechanism for attempts to further restrict
competition among dealers and other market participants.” Comments of the U.S. Dep’t of
Justice, In the Matter of: RIN 3038-ADO01 (Dec. 28, 2010), http://www.justice.gov/atr/public/
comments/265618.htm. Specifically, major dealers controlling a clearinghouse’s operations
“could result in their restricting access to new clearing members in an effort to insulate
themselves from competition in making markets.” Id. The DOJ further advised the CFTC that
“[t]hese actions against potential new clearing members could [not] be explained away, for
example, by expressing risk management-related concerns.” Id.

182. Asof July 8, 2011, ICE’s CDS clearinghouses cleared $20 trillion in gross
notional value with aggregate open interest of $1.5 trillion. ICE Trust cleared $11.9 trillion of
gross notional value, including $980 billion in single-name clearing, resulting in open interest of
$727 billion. ICE Trust also cleared $7.4 billion in buy-side transactions. ICE Clear Europe
cleared €5.9 trillion ($8.1 trillion) of gross notional value of CDS transactions, including
€952 billion ($1.3 trillion) in single-name CDS, resulting in €538 billion ($773 billion) of open
interest.

183. OnJuly 15, 2011, ICE announced that ICE Trust U.S., ICE’s North American
CDS clearinghouse, would complete its transition to a CFTC-regulated Derivatives Clearing

Organization and SEC-regulated Securities Clearing Agency pursuant to the Dodd-Frank Act.
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184. InJuly 2011, ICE finally reduced its membership capital requirement from
$5 billion to $100 million in net capital. The enormous reduction belies any reasonableness to
the prior constraints and betrays their exclusively anti-competitive motivation.

185.  Such motivation was in response to continued pressure and potential action by the
CFTC. At the same time, ICE required that entities organized as broker-dealers or future
commission merchants hold 5% of customer funds as excess net capital. This 5% margin
requirement anti-competitively excluded and effectively prevented smaller entities from entering
the CDS clearing business.

186. Nonetheless, by late summer 2011, ICE’s new membership standards at its U.S.
CDS clearinghouse still excluded small brokers:

Intercontinental’s ICE Clear Credit, the world’s largest credit swap clearinghouse,

last month reduced the amount of adjusted net capital needed by a broker-dealer

or futures commission merchant that wants to be a member to $100 million from

$5 billion. It also requires 5% of customer funds to be on hand as excess net

capital, a standard that most of the smaller brokers, which aren’t banks, don’t
meet, according to Commaodity Futures Trading Commission data.

Matthew Leising, ICE Clear Credit’s Member Rules Too Exclusive, Small Firms Say,
Bloomberg (Aug. 9, 2011), http://www.bloomberg.com/news/2011-08-09/ice-clear-credit-s-
member-rules-too-exclusive-small-firms-say.html.

187.  In October 2011, the CFTC finalized a rule reducing the capital membership
requirement for firms to become clearing members to $50 million. The purpose of the CFTC’s
action was to reduce risk to the financial system resulting from concentration of CDS among the
dealers that dominate the industry. ICE, however, maintained the 5% capital rule, which still
anti-competitively operated to exclude broker-dealers and future commission merchants from
clearing CDS. Pursuant to the Dodd-Frank Act, the CFTC has adopted regulations establishing

appropriate admission and continuing participation requirements for clearinghouses that are

52



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 56 of 188 PagelD #:56

objective, publicly disclosed and risk-based. 17 C.F.R. § 39.12. The regulations require that the
“participation requirements shall set forth capital requirements that are based on objective,
transparent and commonly accepted standards that appropriately match credit risk. Capital
requirements shall be scalable to the risks posed by clearing members.” 17 C.F.R.

§ 39.12(a)(2)(ii).

188. In May 2012, ICE reduced the capital requirement to $50 million to comply with
the CFTC’s newly adopted Regulations, 17 C.F.R. §8 39.12(a)(2)(ii) and 39.12(a)(2)(iii). In
addition, the May 2012 change to ICE Clear’s Rule 201(b) dropped the 5% of customer-funds-
as-excess-net-capital-requirement requirement. See ICE Clear Credit, Proposed Rule Change
(Form 19b-4) (Apr. 3, 2012), available at https://www.theice.com/publicdocs/regulatory_filings/
040312_SEC_ICECIearCredit.pdf. Despite the change in ICE’s capital requirements, all of the
current participants are the Dealer Defendants and a few large, foreign banks. See ICE Clear
Credit, Participant List, https://www.theice.com/publicdocs/clear_credit/ICE_Clear_Credit_
Participant_List.pdf (last visited July 25, 2013). These regulations reflect the prohibitive nature
of ICE’s membership requirements.

189. ICE’s membership requirements are unnecessarily exclusionary and anti-
competitive because they guarantee that almost all firms, except the Dealer Defendants, will fail
to satisfy them. The membership requirements effectively exclude other institutions from
dealing CDS and competing with the Dealer Defendants for clearing services because those
institutions cannot access vital clearing services.

190. By agreeing to undertake the foregoing anti-competitive, exclusionary and

unreasonable restraints, the Dealer Defendants maintained their monopoly and inflated CDS
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transaction spreads, and artificially inflated the amount of money that they received on each CDS
transaction to the detriment of Plaintiff and members of the Class.

G. Requlatory Investigations

1. U.S. Department of Justice Investigation

191. On or about July 15, 2009, the DOJ confirmed that its Antitrust Division was
investigating anti-competitive practices in the credit derivatives clearing, trading and information
services industries. See John Manley, U.S. Justice Dept. confirms derivatives probe, Bloomberg
(Jul. 16, 2009), http://blogs.reuters.com/financial-regulatory-forum/2009/07/16/us-justice-dept-
confirms-credit-derivatives-probe/.

192.  The day before, Defendant Markit Group disclosed that “Markit has been
informed of an investigation by the DOJ into the credit-derivatives and related markets.”
Matthew Leising, Credit Swaps Investigated by U.S. Justice Department, Bloomberg (Jul. 14,
2009), http://lwww.bloomberg.com/apps/news?pid=newsarchive&sid=aTlJ1GZBX_mA4.

193.  OnJuly 21, 2009, DTCC confirmed that the company had received a request for
information from the DOJ as part of an investigation into the CDS market.

194. Inor around May 2012, the DOJ expanded its investigation to focus on Defendant
Markit Group’s influence in providing services in the CDS market. The DOJ also investigated
Markit Group’s RED identifier system, which is used in the CDS market to perform legal
verification of entity and reference obligation data to enable trades to be confirmed and tracked.

2. European Union Investigations

195. In April 2011, the European Union opened two antitrust investigations concerning
the CDS market:
In the first case, the Commission will examine whether 16 investment banks and

Markit, the leading provider of financial information in the CDS market, have
colluded and/or may hold and abuse a dominant position in order to control the
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financial information on CDS. If proven such behaviour would be a violation of
EU antitrust rules. In the second case, the Commission opened proceedings
against 9 of the banks and ICE Clear Europe, the leading clearing house for CDS.
Here, the Commission will investigate in particular whether the preferential tariffs
granted by ICE to the 9 banks have the effect of locking them in the ICE system
to the detriment of competitors.

Press Release, European Commission, Antitrust: Commission probes Credit Default Swaps
market (Apr. 29, 2011), http://europa.eu/rapid/press-release_IP-11-509_en.htm.

196. Inthe first case, the EC stated that the “investigation focuses on the financial
information necessary for trading CDS” because the EC “has indications that the 16 banks that
act as dealers in the CDS market give most of the pricing, indices and other essential daily data
only to Markit.” 1d. In addition, the probe would examine the behavior of Markit Group
because the EC was “concerned certain clauses in Markit’s license and distribution agreements
could be abusive and impede the development of competition in the market for the provision of
CDS information.” Id.

197. Inthe second case, the EC stated that it was investigating a number of agreements
between nine of the sixteen CDS dealers (Defendants Bank of America, Barclays, Citigroup,
Credit Suisse, Deutsche Bank, Goldman Sachs, JP Morgan, Morgan Stanley and UBS) and ICE
Clear Europe concluded at the time of the sale by the dealers of The Clearing Corporation to
ICE. These agreements contained clauses on preferential fees and profit sharing arrangements
that created the “incentive for the banks to use only ICE as a clearing house,” causing other
clearinghouses to have difficulties in successfully entering the market and “other CDS players
[to] have no real choice where to clear their transactions.” 1d.

198.  On March 26, 2013, the EC expanded the scope of its investigation to include
Defendant ISDA. See Press Release, European Commission, Antitrust: Commission extends

CDS information market investigation to International Swaps and Derivatives Association (Mar.

55



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 59 of 188 PagelD #:59

26, 2013), http://europa.eu/rapid/press-release IP-13-286_en.htm. The EC’s inquiry found
“ISDA may have been involved in a coordinated effort of [the Dealer Defendants] to delay or
prevent exchanges from entering the credit derivatives business.” Id.

199. OnJuly 1, 2013, the EC sent a statement of objections, or complaint, to the Dealer
Defendants, Defendant Markit Group and Defendant ISDA with the EC’s “preliminary
conclusion that they had infringed EU antitrust rules that prohibit anti-competitive agreements by
colluding to prevent exchanges from entering the credit derivatives business between 2006 and
2009.” See Press Release, European Commission, Antitrust: Commission sends statement of
objections to 13 investment banks, ISDA and Markit in credit default swaps investigation (Jul. 1,
2013), http://europa.eu/rapid/press-release_IP-13-630_en.htm.

200.  Since the financial crisis of 2007-2008, global policy makers have pushed for
CDS contracts to be cleared, but it has been slow going. In 2012, only 10% of the $25 trillion in
notional amounts of CDS transactions was cleared. See Credit default swaps: reputational
damage, Financial Times (Jul. 4, 2013), http://www.ft.com/intl/cms/s/3/b5161dd4-e2a3-11e2-
a7fa-00144feabdc0.html#axzz2Y6YtOJDx (subscription).

201. Asof February 1, 2013, ICE had cleared $21.7 trillion of CDS by gross notional
value, including $114 billion in buy-side clearing and $2.15 trillion in single-name CDS clearing,
resulting in open interest of $738 billion. As of February 1, 2013, ICE Clear Europe (ICE’s
sister corporation located abroad) had cleared €11.4 trillion ($15.5 trillion) of gross notional
value, including €1.59 trillion ($2.17 trillion) in single-name CDS clearing, resulting in open
interest of €479 billion ($653 billion).

202. There are significant barriers to entry into the CDS market. Defendants’ control

of the market and CDS pricing information, membership in a clearinghouse, and access to the
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inter-dealer broker system has prevented an outside dealer or firm from being able to enter the
market or compete meaningfully. See, e.g., 11 117-21.

203. Dealer Defendants control in excess 85% of the U.S. CDS market. This high
degree of concentration in the CDS market allows Defendants to facilitate anti-competitive
conduct.

204.  Price elasticity of demand measures the responsive nature in demand for a product
as a result of a change in price as to that product. When a price change has no effect on the
supply and demand of a good or service, it is considered to be perfectly inelastic. The demand
for CDS is inelastic given their unique financial properties and the manner in which prices in the
CDS market were raised without negatively affecting customer substitution or lost sales revenue.
Dealer Defendants report high profits from CDS trading as compared to other comparable
financial products that are not the subject of anti-competitive conduct or market restraints.

205. Defendants have routinely engaged in communications that have facilitated anti-
competitive conduct. Defendants frequently communicated:

@ when establishing ICE Clear;

(b) during ICE Clear Risk Committee Meetings;

(©) during discussions concerning or relating to Markit Group’s pricing data
in CDS clearinghouses;

(d) when distributing revenue generated by ICE Clear;

(e) when attending ISDA meetings; and

()] during their jointly organized lobbying of the SEC, CFTC and Congress.
(For example, on August 12, 2010, representatives from the SEC and CFTC held a conference

call with representatives of Dealer Defendants Bank of America, Barclays, BNP Paribas,
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Citigroup, Credit Suisse, Deutsche Bank, HSBC, Morgan Stanley, and UBS, among others, to
discuss the regulations, ownership and governance associated with “swap execution facility,” the
platform for trading and clearing swaps required under the Dodd-Frank Act.)

206. Defendants also are members of the ISDA trade association that governs the
derivatives industry. As such, they regularly attend ISDA meetings, including luncheons,
dinners, receptions and other social events, which provide an opportunity to facilitate anti-
competitive communications and conduct concerning the CDS market.

VIl. CLASSALLEGATIONS

207.  Plaintiff brings this action on behalf of itself and all others similarly situated, as a
class action pursuant to Rules 23(a), (b)(2) and (b)(3) of the Federal Rules of Civil Procedure
(“FRCP”). The Class consists of:

All persons, corporations and other legal entities that transacted in credit default

swaps between January 1, 2008 and December 31, 2011 (the “Class Period™).2

Excluded from the Class are Defendants and any parent, subsidiary, affiliate,
employee or agent of any Defendant or any judicial person assigned to this matter.

208. FRCP Rule 23(a)(1). Class members number in the hundreds or, perhaps,
thousands, and are geographically dispersed such that joinder is impractical.

209. FRCP Rule 23(a)(2). Common issues of fact and law include but are not limited

to:
@ Whether Defendants’ unlawful actions violate § 1 of the Sherman Act;
(b) Whether Defendants possess monopoly power in the CDS market;
(c) Whether Defendants willfully acquired, maintained and enhanced their

monopoly power in the relevant market in violation of § 2 of the Sherman Act;

2 Plaintiff expressly reserves the right to amend the Class definition at the time of the motion for class
certification or otherwise.
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(d) Whether Defendants entered into a conspiracy to monopolize or attempted
to monopolize the CDS market in violation of § 2 of the Sherman Act;

(e Whether Defendants’ unlawful conduct caused injury to the business or
property of Plaintiff and the Class;

()] Whether such injury or the extent of such artificiality may be established
by common, class-wide means, including, for example, by regression analysis, econometric
formula or other economic tests;

(9) Whether Defendants unjustly enriched themselves or are otherwise
responsible for disgorgement/restitution under the common law;

(h)  The operative time period and extent of Defendants’ violations; and

Q) The appropriate relief.

210. FRCP Rule 23(a)(3). Plaintiff’s interests are typical of, and not antagonistic to

the interests of, the Class.

211. FRCP Rule 23(a)(4). Plaintiff is not antagonistic to the Class and is an adequate

class representative.

212. FRCP Rule 23(b)(2). Defendants have acted or refused to act on grounds

generally applicable to Plaintiff and members of the Class, making final declaratory and
injunctive relief appropriate with respect to Plaintiff and the Class.

213. ERCP Rule 23(b)(3). Common issues predominate over individual issues (if any).

A class action is superior to other methods (if any) for a fair and efficient adjudication of this
case. Indeed, a class action is the only method by which Plaintiff and the Class can efficiently
seek redress because of “negative value” claims. The records of CDS transactions are required

to be maintained by sellers during the normal courses of their businesses. Plaintiff does not
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anticipate any difficulties in the identification of Class members, notice to Class members or
other aspects of the management of this action as a class action.

ViIl. RELEVANT MARKET

214.  The relevant product market for purposes of this action is the CDS market in
transactions with non-dealers. CDS offer a means of hedging credit risk or speculating on credit
risk that is unlike any other financial product. Other financial products are not perfect
substitutes.

215. The relevant geographic market is the United States.

216. Defendants possess more than 85% of the relevant market. They are parties to the
large majority of all CDS transactions with non-dealers in the United States.

217. The trade and commerce involved in this market is the trading of CDS between
dealers and non-dealers in the United States.

218. The activities of the Dealer Defendants and their co-conspirators were within the
flow of interstate trade and commerce and had a substantial effect on interstate trade and
commerce and negatively impacted such trade and commerce.

IX. THE DEALER DEFENDANTS’ MONOPOLY POWER IN THE RELEVANT
MARKET

219. Defendants attempted and conspired to monopolize and did monopolize the
relevant market by, inter alia: (a) colluding in the deliberate and systematic fixing, maintaining
and/or inflation of bid-ask spreads on CDS transactions; (b) engaging in excluding other
potential market participants from entering the CDS market; and (c) conspiring with or obtaining
the cooperation of co-conspirators, agents and others in engaging in the unlawful conduct alleged

herein.
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220. Defendants fixed, raised, maintained or stabilized bid-ask spreads on CDS
transactions and excluded competitors from the CDS market during the Class Period.

X. THE STATUTE OF LIMITATIONS DID NOT BEGIN TO RUN BECAUSE
PLAINTIFF DID NOT AND COULD NOT DISCOVER ITS CLAIMS

221. By its very nature, as alleged herein, the unlawful activity that Defendants
engaged in was self-concealing. Defendants, inter alia, conspired and engaged in secret
activities in order to manipulate the CDS market and maintain inflated CDS bid-ask spreads.

222. Plaintiff and members of the Class had no knowledge of the unlawful conduct
alleged in this Complaint, or of any facts that could or would have led to the discovery thereof,
until at least July 2009 when the DOJ confirmed that its Antitrust Division was investigating
anti-competitive practices in the credit derivatives clearing, trading and information services
industries.

223.  For these reasons, among others including those alleged herein and presently
unknown to Plaintiff and members of the Class, the statute of limitations as to Plaintiff and the
Class did not begin to run, and/or has been tolled, with respect to the claims that Plaintiff and the
Class allege herein.

224. In the alternative, application of the doctrine of fraudulent concealment tolled the
statute of limitations as to the claims asserted by Plaintiff and the members of the Class. Plaintiff
and the members of the Class did not know and could not have known of the existence of the
conspiracy and other unlawful conduct alleged herein until July 2009, at the earliest, the date the
DOJ confirmed that its Antitrust Division was investigating anti-competitive practices in the

credit derivatives clearing, trading and information services industries. See { 191.
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225. By its very nature, as alleged herein, the unlawful activity in which Defendants
engaged was self-concealing. Defendants, inter alia, conspired and engaged in secret activities
to manipulate the CDS market and maintain inflated CDS spreads.

226. Because Defendants employed acts and techniques that were calculated to
wrongfully conceal the existence of such illegal conduct, Plaintiff and the members of the Class
could not have discovered the existence of this unlawful conduct any earlier than its public
disclosure in July 2009.

227. Because the alleged conspiracy was self-concealing and affirmatively concealed
by Defendants and their co-conspirators, Plaintiff and the members of the Class had no
knowledge of the alleged conspiracy, or of any facts or information that would have caused a
reasonably diligent person to investigate whether a conspiracy existed, until July 2009, when the
DOJ confirmed that its Antitrust Division was investigating anti-competitive practices in the
credit derivatives clearing, trading and information services industries. See  191.

228.  For these reasons, the statute of limitations applicable to Plaintiff’s and the
Class’s claims was tolled and/or did not begin to run until July 2009.

Xl.  CLAIMS FOR RELIEF

COUNT I
AGAINST THE DEALER DEFENDANTS
(Contract Combination or Conspiracy to Fix, Raise,
Maintain or Stabilize CDS Spreads in Violation of
8 1 of the Sherman Antitrust Act, 15 U.S.C. 8 1 and
8 4 of the Clayton Act, 15 U.S.C. 88 15(a) and 26)

229. Plaintiff re-alleges and incorporates the preceding allegations of this Complaint
with the same force and effect as if fully restated herein.
230. Defendants entered into and engaged in a contract, combination or conspiracy in

unreasonable restraint of trade in violation of § 1 of the Sherman Act and § 4 of the Clayton Act.
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231. The contract, combination or conspiracy consisted of a continuing agreement,
understanding or concerted action between and among Defendants and their co-conspirators in
furtherance of which Defendants fixed, raised, maintained or stabilized bid-ask spreads on CDS
transactions during the Class Period. Defendants’ conspiracy constitutes a per se violation of the
federal antitrust laws and is, in any event, an unreasonable and unlawful restraint of trade.

232. Each of the Defendants acted with full awareness of the anti-competitive purpose
of the conduct into which they were entering and the manner thereof. Defendants exercised their
independent judgment and skill to effectuate the purposes of the unlawful restraint of trade (i.e.,
to fix, raise, maintain or stabilize bid-ask spreads on CDS transactions during the Class Period).

233. Defendants’ conduct, and its resulting impact on the bid-ask spreads on CDS
transactions, occurred in or affected interstate and international commerce.

234.  As aproximate result of Defendants’ unlawful conduct, Plaintiff and members of
the Class have suffered injury to their business or property.

235.  Plaintiff and members of the Class are each entitled to treble damages for
Defendants’ violations of the Sherman Act alleged herein and a permanent injunction restraining
Defendants from engaging in additional anti-competitive conduct.

COUNT 1l
AGAINST ALL DEFENDANTS

(Conspiracy to Monopolize the CDS Market in Violation of
8 2 of the Sherman Act, 15 U.S.C. § 2)

236. Plaintiff re-alleges and incorporates the preceding allegations of this Complaint
with the same force and effect as if fully restated herein.

237. Defendants acquired, willfully maintained, and unlawfully exercised monopoly
power in the relevant market by their deliberate conduct to monopolize the sell-side of the CDS

market and therefore control, inter alia, the dissemination of information, selling rules and
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standards, and pricing in the CDS market. Defendants accomplished the foregoing through, inter
alia, their ownership and control of Markit Group, ISDA, ICE and DTCC.

238. During the Class Period, Defendants had the power to, and did in fact, fix, raise,
maintain or stabilize bid-ask spreads on CDS transactions. There is no legitimate business
justification for Defendants’ actions and the conduct through which they acquired and
maintained monopoly power in the relevant market.

239. The anti-competitive effects of Defendants’ conduct far outweigh any ostensible
competitive benefits or justifications.

240. Inviolation of § 2 of the Sherman Act, Defendants attempted to monopolize and
did monopolize the relevant market by fixing, raising, maintaining or stabilizing bid-ask spreads
on CDS transactions during the Class Period.

241. By engaging in their manipulative activities during the Class Period as alleged
herein, Defendants set the prices of CDS transactions during the Class Period in order to benefit
therefrom.

242. Defendants’ unlawful price control of the relevant market during the Class Period
reflects monopoly power.

243. Defendants’ conduct and its resulting impact on the relevant market occurred in
and/or affected interstate and international commerce, which had a direct, substantial and
reasonably foreseeable effect on U.S. commerce.

244. Defendants also attempted and conspired to monopolize the relevant market, and
fix, raise, maintain or stabilize bid-ask spreads on CDS transactions. As alleged herein,
Defendants’ unlawful conduct in the relevant market artificially set and directly impacted bid-ask

spreads on CDS transactions.
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245.  Plaintiff and members of the Class have been injured in their business or property
by Defendants’ conspiracy to monopolize, attempted monopolization and monopolization of the
relevant market. Without limiting the foregoing, Plaintiff and members of the Class have paid
artificial prices on CDS transactions as a result of Defendants’ anti-competitive conduct in
violation of § 2 of the Sherman Act.

246. Defendants’ anti-competitive conduct had severe adverse consequences on
competition and market/price transparency. Plaintiff and other members of the Class were
deprived of normal, competitive prices and were subjected to artificially set prices as a result of
Defendants’ unlawful and manipulative conduct. As a consequence thereof, Plaintiff and the
Class suffered financial losses and were, therefore, injured in their business or property. Plaintiff
and members of the Class are entitled to treble damages for the violations of the Sherman Act
alleged herein.

COUNT I

AGAINST ALL DEFENDANTS
(Unjust Enrichment And Restitution/Disgorgement)

247.  To the extent that Defendants benefited from their extensive unlawful acts, they
necessarily did so by forcing Plaintiff and members of the Class to pay artificial prices on CDS
transactions during the Class Period.

248. It would be inequitable under unjust enrichment principles in the District of
Columbia and of all fifty states, except Ohio and Indiana, for Defendants to be permitted to
violate that rule set and still retain the benefit that Defendants obtained from such violation and
at the expense of Plaintiff and members of the Class.

249. Equity and good conscience require restitution by Defendants.
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250. Each Defendant should pay restitution or its own unjust enrichment to Plaintiff
and members of the Class.

XIl. PRAYER FOR RELIEF

WHEREFORE, Plaintiff prays for judgment against Defendants as follows:

(A)  For an order certifying this lawsuit as a class action pursuant to Rules 23(a),
(b)(2) and (b)(3) of the Federal Rules of Civil Procedure and designating Plaintiff as Class
Representative and its counsel as Class Counsel;

(B)  For a judgment awarding Plaintiff and the Class treble damages against
Defendants as a result of their unlawful anti-competitive conduct alleged herein under applicable
federal antitrust law;

(C)  For ajudgment awarding Plaintiff and the Class the amount of Defendants’ unjust
enrichment;

(D)  For an award to Plaintiff and the Class of their costs of suit, including reasonable
attorneys’ and experts’ fees and expenses; and

(E)  For such other and further relief as the Court may deem just and proper.

XIl. DEMAND FOR JURY TRIAL

Plaintiff hereby demands a jury trial.
Dated: July 29, 2013 Plaintiff,

By:  s/Marvin A. Miller
Marvin A. Miller
Matthew E. VanTine
MILLER LAW LLC
115 S. LaSalle Street, Suite 2910
Chicago, IL 60603
Telephone: 312-332-3400
E-mail: mmiller@millerlawllc.com
mvantine@millerlawllc.com
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Christopher Lovell
lan T. Stoll
LOVELL STEWART HALEBIAN JACOBSON LLP
61 Broadway, Suite 501
New York, NY 10006
Telephone: 212-608-1900
Email: clovell@Ishllp.com
istoll@Ishllp.com

William H. Narwold

MOTLEY RICE LLC

One Corporate Center

20 Church St., 17th Floor
Hartford, CT 06103

Telephone: 860-882-1681

Email: bnarwold@motleyrice.com

Michael M. Buchman

MOTLEY RICE LLC

275 Seventh Ave., 2nd Floor

New York, NY 10001

Telephone: 212-577-0040

Email: mbuchman@motleyrice.com

David Kovel

KIRBY MCINERNEY LLP
825 Third Avenue, 16th Floor
New York, NY 10022
Telephone: 212-371-6600
Email: dkovel@kmllp.com

Attorneys for Plaintiff
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UNITED STATES DISTRICT COURT FOR
THE SOUTHERN DISTRICT OF NEW YQRK

UNITED STATES OF AMERICA,

PLAINTIFF,

V. Civil Action HNo.
ALEX. BROWN & SONS INC.;

BEAR, STEARNS & CO. INC.:; CS
FIRST BOSTON CQRP.: DEAN
WITTER REYNOLDS INC.;
DONALDSON, LUFKIN & JENRETTE
SECURITIES CQHRP.; FURMAN SELZ
LLC: GOLDMAN, SACHS & CO.:;
HAMBRECHT & QUIST LLC; HERZQG,
HEINE, GEDULD, INC.; J.P.
MORGAN SECURITIES, INC.:
LEEMAN BROTHERS, INC,; MAYER
& SCHWEITZER, INC., MERRILL
LYNCK, PIFACE, FENNER & SMITH,
INC.; MORGAN STANLEY & CO.,
INC.; NASH, WEISS & CO.; OLDE
DISCOUNT CORP.: RAINEWEEBER
INC,: PIPER JAFFRAY INC.:
FRUDENTIAL SECURITIES INC.;
SALOMON ERQTHERS INC.;

‘ SHERWOOD SECURITIES CORP,;
EMITH BARNEY INC.; SPEAR
LEEDS & XELLOGG, LP: and
UBs SECURITIES LLC

DEFENDANTS,

Tt Toref Mt ) M e Mt Vgt N N st gl Sl il S M Tl Nl Sk Y Nt Nt Tt ot o o mmr Yt et g o i

STIPULATION AND QORDER
WHEREAS, plaintiff, United States of America, having filed

its complaint on July 17, 1996, and plaintiff and defendants, br,
their respective attorneys, having agreed co the entry of this
stipulation and order without trial or adjudication of any issue

of fact or law herein and wichout this scipulation and order

constituting any evidence against or an admission by any party
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wich respect to any such issue;
NOW, THEREFORE, hefore the taking of any tescimony and
without trial or adjudicatien of any igsue of facg or law herein,

Plaintiff and defendants hereby agree as £ollows:

I,
JURZEDICTYION ANL VENUE
This Court has jurisdiction over tha subject matter of and
the parties to this action. Venue ig proper in the Southern

District of New York.

1T,
DEFINITIONS
Ag used in this stipulation and order:
W "Any" means one or more.
B. "Ask" or "offer" means the price quoted on Nasdag at

which a market maker offers to sell a gpecific quantity of a
particular Nasdag security.

c. "Bid" means the price quoted on Nagdag at which a
market maker offers to buy a specific quantity of a particulax
Nasdag security.

D. *Dealer spread" means the difference between a market
maker's bid and ask on Nasdag for a particular Nagsdaqg security at
any given time,

E. "Defendant" means a defendant that has executed this

atipulation and order.
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F. "Effective date’ means the date opn which plaintiff ang
defendants have indicated their agreement by executing this
gtipulation and order.

G. "Inside spread* means the difference betweean the
highest lid and che lowest ask on Nasdag of all market makers faor
a particulax Nasdag security at any given time.

H. "Market maker' means a NASD member firm that qualifies
as a market maﬁer under Sectiom 3(a} (38) of the Securities
Exchange Act of 1934, as amended.

I. "NASD" means the National Association of Securities
Dealers, Inc.

J. "Nasdag” means the computerized stock quotation system
operated by The Nasdag Stock Marker, Inc. that displays the
quotes of market makers in Nasdaqg zecuritias.

K. “Nasdaqg security" means any Nasdag Naticnal Market
System stock eor any Nasdag Small Cap Security stock guoted on
Nasdaqg, or, should these terms bhe changed c¢r amended, any
suc&essor group of stocks quoated on Nagdag.

L. "Or" means and/or.

M. "OTC desk" means any organizational element of a
defendant. engaged in markst making, or its successor, that
accounted for ten'percent (10%) or more of such dafendant's total
market-making voluma, measured in ghares, in Nagdaqg securities in
the immediately preceding fiscal year:

N. "Farson" means any individual, corporatiom,
partnership, company, sole proprietorship, £irm, or other legal

- 3 -
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entity. "Other person" means a person who is not an officer,
director, partner, employee, or agent of a defendanc.

0. "Price" means the price at which a Nasdag security is
bought or sold.

P. "Quote increment" means the difference between a market
maker's bid or ask on Nasdag and that market maker's immediacaly
preceding or immediately subsequent bid op ask on Nasdag for a
particular Nasd%q security.

Q. "Quote" means a bid or an ask on Nasdag.

R. "Quoting convention"” means any practice of quoting
Nasdaq securiries whereby stocks with a three~quarter (3/4) poinc
or greater dealer spread are quoted on Nasdag in even eighths and

ara updated in quarter-point (even eighth) quote increments,

s. "SEC" means the United States Securities and Exchange
Commigsion,
T. "Trader hours" means the number derived by multiplying

the number of traders and dssigtant traders on rthe OTC desk and
any other persons actually engaged in making markete in Nasdaqg
securities on the OTC desk of a defendant by the number of hours

Nasdag cpszrates per day.

IIT.

ARPLICAEYLITY

This stipulation and order applies to each defendant; to
each of its executive officers, directors, partrnars, successors,

and assigns, during the respective periods that they serve as

-4 -
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such; and to any agents or employees assigned to defendant's OTC

Qesk, including supervisory employees,

whose duties or

responsibilities include market making in any Nasdag security,

during the respective periods that they serve as such: and

applies to

all ocher persons in active concerc Or participation

with any of them who shall have received actual notice of this

stipulation and order by personal service or otherwise.

A.
B. of this

directly o

Iv.
ERQEIBITED CONDUCT

Unless permitted to engage in activities by Section IV.

stipulation and order, each defendant shall not,

r through any trade association,

in connection with the

activities cf its OTC desk in making markets in Nasdag

securities:

(1}

(2)

(3)

(4}

Agree with any other market: maker
or maintain quotes or prices for
Agree with any other markec maker
decrease, or maintain any dealer
Oor the size of any quote incremen
between or among dealer spread, i
size of any quote increment), for
Agree with any other market maker
quoting convention;

Agree with any other market maker

understanding or agreement (ocher

to fix, raise, lower,
any Nasdaq securicy;
to fix, increase,
spread, inside spread,
C (or any relationship
ngide spread, or the
any Nagdaqg security;

to adhere o a

to adhere to any

than an agreement on

il
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one or a series of relared tradesg) requiring a markec
maker to trade at its quotes on Nasdag in quantities of
shares greater than either (1) the minimum size
required by Nasdag or NASD rules or (2) the size
displayed or otherwise communicated by that market
maker, whichever is greater;

Engage in any bharassment or intimidacion of any other
market maker, whether in the form of written,
electronic, telephonic, or oral communications, for
decreasing its dealer spread or the inside gspread in
any Nasdaqg security;

Engage in any harassment or intimidation of any other
market maker, whether in the form of written,
electronic, telephonic, or oral communicaticns, for
refusing to trade at its quoted prices in quantities of
shares greater than either (1) the mipimum size
required by Nasdag or NASD rules or (2) the size
displayed or otherwise communicated by chat markec
maker;

Engage in any harassment or intimidation of any other
market maker, whether in the form of wricten,
electronic, telephonic, or oral communications, for
displaying a quantity of shares on Nasdaq in excess of
the minimum size required by Nasdag or NASD rules; and
Refuse, or threaten to refuse to trade, (or agree with

OrL encourage any other market maker to refuse to trade}



Case: 1:13-c
SROM AAG RBINGAMAN 21

(8),

B.

-05413 Document #: 1 Filed: 07/29/13 Page 78 of 188 PagelD #:78

V-
25130625 (FED)07. 17 68 7:23/8T. 171 18/N0. 335, 242038 F ¢

j

N

with any market maker at défendant's published Nasdaqg
quotes in amounts up to the published quotation size
because such market maker decreased its dealer spread,
decreased the inside spread in any Nasdaq security, or
refused to trade at its quoted prices in a quantity of
shares greater than either (1) the minimum size
required by Nasdag or NASD rules or (2) the size
displayed or otherwise communicated by that market
maker.

Notwithstanding the provisions of Section IV.A.(1) -

any defendant shall be entitled ro:

{1)

(2)

(3)

Set unilaterally ics own kid and agk in any Nasdaqg
security, the prices at which it is willing to buy or
sell any Nasdag security, and the quantity of shares of
any Nasdag security that it is willing to buy or sell;
Set unilaterally its own dealer spread, gquote
increment, or quantity of shares for its quotations (or
set any relaticonship between or among its dealer
spread, inside spread, or the size of any quote
increment) in any Nasdag security:
Communicate its own bid or ask, or the price at or the
quantity of shares in which it is willing to buy or
sell any Nasdag security to any person, for the purpose
of exploring the possibility of a purchase or sale of
that security, and to negotiate for or agree to such

purchase or sale:
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(4)

(5)

()

(7)

(8)

Communiaate its own bid eor ask, or the price at or the
quantity of shares in which it is willing to buy or
sell any Nasdag security, to any person for che purpose
of retaining such pergon as an agent or subagent for
defendant or for a customer of defendant (or for the
purpcse of seeking to be retained as an agent or
subagent), and to negotiate for or agree to such
purcﬁase ar sale;

Engage in any cenduct or activity authorized or
required by the federal securities laws, including but
not limited to the rules, regulations, or
interprerations of the SEC, thg NASD, cor any other
self-regulatory organization, as defined in Section
3{a) {26) of the Securities Exchange Act of 1934, as
amended;

Engage in any underwriting (or any syndicate for the
underwriting) of securities to the extent permitted hy
the federal securities laws:

Act as Qualified Block Posgitioners as defined in SEC
Rule 3b-8{c), promulgated undar the Securities Exchange
Act of 1234, as amended, to the extent permitced by the
federal securities laws;

Except as provided in Sections IV.A. {5} - (B) of this
stipulation and order, take any unilateral action or
make any unilateral decision regarding the market

makers with which it will trade and the terms on which
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it will trade; and
(9) Engage in conduct protected under che Neerr-Penninaton
doctrine.
No finding of any violation of this gripulation and order
may be made baged solely on parallel conduct.
C. In order to énsure compliance with Ehe provieions of
fection IV.A. of the stipulation and order, each defendant shall:
{1} Initiate and maintain an antitrust compliance program,

which shall include designating, within ninecy (90}

days of the effective date hereof, an Ancitrusc

Compliance Qfficer, who shall me responsible for

establishing and maintaining an antitrust compliance

program designed to provide reasonable assurance of
compliance with this stipulation and ordar and with che
federal antitrust laws by the defendant in ites market
making activities in Nasdag securities on its OTC desk.

The Antitrust Compliance Officer shall personally or

through his designee:

(a) Distribute, within thirty (30} days from the
effective date hereof or from the date of
designation of the Anritrust Compliance Officer,
whichever ig later, a copy of this stipulgtion and
cerder to: (i} all members of the board of
directors of the defendant (or if there is no
board of directors, co such persong as have

substantially equivalent respongibilities); and
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{i1) all employees and all officers of the
defendant whose duties or responsibilities inelude
market making in any Nasdaqg security on Nasdag;

{b) Discribute within thirty (30) days of appointment
or assignment a copy of this stipulation and order
(1) to any person who becomes a member of the
board of directors of the defendant (or if there
ig 1o board of directors, to such persons as have
gubstantially equivalent responsibilities) and
(1i) any emplovee or officer of the defendant
whose duties or responsibilities include market
making in any Nasdag security on Nasdaq;

(c) DBrief semi-anpnually those persons designated in
paragraphs (a)(ii) and (B} (ii) of this subsection
on the meaning and requirements of +he federal
antitrust laws and thig stipulation and arder in
connection with defendant's market making
activities on itg OTC desk iz Nasdag sgecurities,
and inform them thar the Antitrusc Coempliance
Officer or a2 designee of rhe Antitrust Compliance
Officer ig available to confar with them regarding
compliance with such laws and with thisg
stipulation and order;

(d} Obtain from each person designated in paragraphs
a(i} and b{(i) of this %ubsection a one time

certification that he or she- (1} has read and

- 10 -
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agrees to abide by che terms of this stipulation
and order; and (ii) has been advised and
underscands that a violation of this stipulation
and order by such person may result in hig or har
being found in civil or criminal contemprt of
couUre;

(e) Obtain from each person designated in paragraphs
(a) (1i) and (b} (ii) of this subsectian an annual
written certification that he or she: (1) has
read and agrees to abide by the terms of this
stipulacion and order; and {ii) has been advised
and underscands that a violation of thig
spipulation and order by such person may result in
his or her being found in civil or criminal
concempt of court; and

(f) Maintain a record of persons to whom this
stipulation and erder has been distribuced and
from whom the cartification required by paragraphs
(d) and (e) of this subgection has been obtained.

(2} Within forty-five (45) days of entry of this
stipulation and order by the Court, each deferndant is
required to install g System or systems capable of
monitoring and recording any conversacion on the
telephones en its OTC desk used by such defendant to
makée markets in Nasdag securities.

{3) The Antitrust Compliance Officer of each defendant

- 11 -
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shall devise a methodology for complying with
paragraphs 2, 3, and 4 of this Secrion. No tape
recerded segment shall be shorter than fifteen (15)
minutes, within thirty (30) days cf entxy of thig
stipulartion and order by the Court, the methodology
proposed to be employed shall be submitted to tha
Antitrust Division for review and approval.

The Ancitrust Compliance Officer, with such trained
staff as necessary, shall record (and listen to) not
less than three and one-half percent (3.5%}) of rthe
total number of trader hours of such defendanc;
provided, however, that in no cage shall the total
number of hours required to be recorded (and listened
to} exceed seventy (70) hours per week. Persons whosze
conversations are subject to monitoring as provided by
this paragraph (4) shall be teld of the existence of
the taping system but shall not be informed zs to the
times when their conversations will or mighrt be
monitored or recorded.

Upon discovery of a conversation which the Antitrust
Compliance Officer of a defendant believas may violate
this stipulation and arder, the Antirrust Compliance
Officer shall retain a tape of such cenversation, and,
shall within ten (10} business days, furrnish such tape,
and any axplanation thereof to the Ancitrust Division,

in standard audia cassette format, or such other format

- 12 -
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as may ke acceptable to the Antitrust Divisien.

(6) Tapes made pursuant ce this stipulation and order sghall
be retained by each defendant for ac least thirty (30)
days from the date of recording, and may be recycled
Ehereafter, Tapes made pursuant to this stipulation
and order shall not be subject to eivil brocess except
for process issued by the Ancitrust Division, the SEC,
the ﬂASD, Or any other self-ragulatory organization, ag
defined in Section 3(a)(26) of the Securities Exchange
Act of 1934, as amended. Such tapes shall not be
admissible in evidence in civii proceedings, except in
actions, proceedings, investiggtions, or examinations
commenced by the Antitrust Division, the SEC, the NASD,
or any other sgelf-requlatory crganization, as defined
in Section 3(a}(26) of the Securities Exchange Act of
19234, as amended.

(7)  The Antitrust Division may visic, during regular
business hours, any defendant's facilitiss unannounced,
and may, while there, from a leocatien not observable by
traders, monitor conversations required to be monitored
and recorded pursuant to paragraphs (2) and {(4) of this
Section in real time in order to ensure compliance wich
this stipulation and order.

(8) Upon request of the Antitrust Division, a defendant
shall immediately identify all rape recordings made

pursuant co this stipulation and order that are in its

- 13 -
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pogsession or control, shall provide the Antitruse
Division with the opportunity to ligten to any tape
recording made pursuant te thig stipulation and order,
and shall produce to the Antitrust Divisicn such tapes
as the Antitrust Division may requestc.

(9) The Antitrust Division may receive complaints or
referrals concerning ascertad possible vioclations of
the stipulation and order and may, basad upen such
complaints or referrals, or for the purpose of
monitoring or enforaing compliance with the stipulation
and order, require the Antitrust Compliance Officer (a)
Lo use the system or systems required by Secticn
IV.C.(2) of this stipulation and order Lo tape the
conversations of a particular person or group of
persons on its OTC desk for any period of time and (b)
not to give notice of such recordation to such
person(s). Such requests to tape shall be subject wo
the time limitations set forth in paragraph (4) of this
subsection,

(10} Each Antitrugt Compliance Officer shall (in addition o
making reports of violations within cen (10) business
days) report quarterly to the Antitrust Division
concerning activities undertaken to ansura the
defendant’'s compliance with che stipulation and order
and, specifically, the requirements of paragraphs (2)-

(?) of this Section. Such raports shall detail the

._.14_



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 P ge 8§ qf 188/?aggLDo# 82 -
TR0 AAG RINGAMAN =00¢180R4R WIDI0T. 17 96 7. 25/8T 17 [8/N0. 3561242088 P 3

precise times when conversarions were monitored Ly the
Antitrust Compliance Officer Pursuant to the
regquirements of this stipulation and order and the name
of each person employed by ‘the defendanc whoss

convergsationgs were recorded during such times.

V.
CERTIPICATIONS

Each defendant shall certify in the form attached hereto:

A, Within ninety (90) days from the effective date of thisg
stipulaticon and order, that the defendant has designated anp
Antitrust Compliance Officer, specifying his or her name,
business address, and telephone number;

B. Within forty-five (45) days from the entry of the
Btipulation and order by the Court, that the defendant hasg
complied with che requirements of Sections IV.C.(1)(a) and (b};
and

C. For five (5) vearsz after entry of this scipulation and
crder by the Court, within thirty (30) days of the anniversary of
its entry, each defendent shall certify annually (i) whether
defendant hasg complied with che Provisjions of Sections IV.A. and
IV.C. of this stipulacion and order; and (ii) whether defendant
has made changes in its organizational structure likely to have a

significant effect on its complisnce with this stipulation and

order.

- 1§ -
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ELAINTIFF'S ACESS

For the sole purpose of determining or sacuring

compliance with chig stipulacien and ordar, and subject ro any

legally recognized privilege or work product protection, from

time to time duly authorized reprasentacives of the Department of

Justice shall, upon written request of the Attorney General or of

the Assistant Attarney General in chazrge of the Antitrug:r

Division,

and on reasonable notice eo any defendant at irs

principal aoffice, be permitted:

(1}

(2}

B.

Access during office hours of such defendanc, which may
have counsel present, to inspect and copy {(or to
require defendants tog breduce cocpies of) all records
and documents, excluding individual customer records,
in the possession or under the control of such
defendant, and which ralate tao complian:e-with this
stipulation and order; and

Subject to the reascpable convenience of such defendant
and without restraint or interference from the
defendant, to interview officers, emplovees, or agents
of such defendant, each of whom may have caounsel
present, regarding compliance with chisg stipulation apnd
order,

Upon tle written request of the Attorney General or the

Assigtant Attorney General in charge of the Antitrust Division

made to any defendant, guch defendant shall prepare and submit

- 16 -
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such writtén reports, under wath if requesrted, relating co
defendant’'s compliance with this stipulakion and order as may be
requested,

C. No information, tape recordings, or documencs obcained
by the means provided in Sections IV, V, and VI shall bhe divulged
by any representative of the Department of Justice to any person
other than a duly authorized representative of the Executive
Branch of the United States, or the SEC, except in the coursze of
legal proceedings to which the United States is a party, or for
the purpose of securing compliance with this stipulation and
order, or as otherwise requirsd by law.

D. If at the time information, tape recordings, or
documents are furnished by any defendanc to plaintiff, such
defendant represents and identifies in writing the material in
any such information or documents to which a claim of protection
may be asserted under Rule 26 () (7) of the Federal Rules of Civil
Procedure and said defendant marks each page 0f such material,
"Subject to Claim of Procection under Rule 26{a) (7} of the
Federal Rules of Civil Procedure,* chen ten (10) days notice
ghall be given by plaintiff to such defendant at its QOffice of
General Counsel prior to divulging such material in any legal
proceeding (ether than a grand jury proceeding) to which that
defendant is not a party.

E. DPefendants may claim (which claim plaintiff shall honor
Lo the extent legally permissible) protection from public

disclosure, under the Freedom of Information Ackt, 5 U.8.C. § 552,

- 17 -
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or any other applicable law or regulation, for any material
submitced to the Antitrust Division under this stipulation and

order.

ViI.
BESCISSTON BY PLAINTIFP

The parties agree that the Court may enter this stipulation
and order, upoﬁ motieon of any party or upon the Court's own
metion, at any time after compliance with the requirements of the
Antitrust Procedures and Panalties Act, 15 U.5.C. § 16, and
without further notice to any party or other preoceedings,
provided that plaintiff has not notified,the partizs and the
Court that it wishes to regcimd its agreement to entry of the
stipulation and order. Plaintiff may rescind ics agreemént to
encry of the stipulation and order ac any time kefore entry of
the stipulation and order by the Court by serving notice thereof
on the defendants and by filing that notice with the Court. In
the event plaintiff rescinds its agreement to entry of the
stipulation and order, the stipulation and order shall be of no
effact whatever, and the agreemant among the parties shall be

without prejudice to any party in this or any other proceeding.

VIXII,

JURISDICTION RETAINED

durisdiction shall be retained by the Court to enable any of

the parties to this stipulation and order to apply to the Ccurt

- 18 -
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at any time for such further orders and directions ag may he
necessary or appropriate for che construction or implementation
of chis sctipulation and order, for the enforcement or
modification of any of its provisions, or for punishment by

contempt.

IX.
ﬁxEL&EEHELJELjﬂEEEEMEHELJMELQBHEE
This stipulation and order shall expire ten (10) years from
its date of entry by the Court, gxcept thac (a) Section IV.C.({2)
- {10} shall expire five (5) years from the date of entry of this
stipulation and order by the Court, except that the Antitrust
Division may, after two (2) years, in its sole discretion, notify

irn writing any defendant that it shall no longer be subject to

- 19 -
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Section IV.C.(2) - (10): and (b} Section VI.C., D., and E. ghall

net expire.

FOR PLAINTIFF
UNIT STATES OF AMERICA:

£

ANNE K. BINGAMAN (AB-1463
Assistany Attor

G%n—,a S. /‘3-._‘__,{,

GEORGE, S. BARANKO (GB-9338)

JESSICA N. COHEN (JC-2089)
BIRGITTA C. DICKERSON (BD~6839)
SCOTT A. SCHEELE (55-0496)
ALLEN P. GRUNES {AG-4775)
WEEUN WANG (Ww-8178)

RICHARD L. IRVINE (R1-8783)
WILLIAM J. HUGHES, JR. (WH-1924)

Attorneys

U.5. Department of Justice
Antitrust Divigion

600 E Street, N.W., Room 9500
Washington, D.C. 20530
202/616-5119 phone
202/618-8544 fax
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FOR DEFENDANTS:

FIPER & ROGERS & WELL
By: f& \ By:
ewis A, Namnbez Rickhrd A. Cirille
{LN-8884) {RC-7472})
1200 19t¢h Street, N.W. 200. Park Avenue, Sird Floor
Washington, D.C. 20036-2430 New York, New York 10166
Tel: {202) 861-39Q0 Tel: (212) 878-8000
Attorneys for Alex. Brown & = G,
Sons Incorpeorated EPSTEIN EBECKER & GREEN, P,C.

yLiorre—

By:
KRAMER, LEVIN, NAFTALILS arc M. Ge
& F (SG-3017)
1227 25th Street, N.W.
By: - Suite 750
RoPert M." Heller Washington, D.C. 20037
(RH-1297) Tel: (202) 861-G3500
319 Third Avenue
New YOrk, New York 10022 Attorneys for ¢S5 First Boston
Tel: (21i2) 715-9100 Corp. )
Attorneys for Bear, Sterns &
Co., Inc.
KIRKLAND & ELI, DAVIS K & WARDWELL
By: By: l
Frank M. Helozukiec Robert F, Wise, Jr
(FH=-0442) (RW-1508)
Citicorp Centar 450 Lexington Avenue
153 E. 53rd Street, 39th Floor New York, New York 10017
New York, New York 10022 Tel: (212) 450-4000
Tel: (212) 446- 4800
Atctornays for Dean Witter Attorneys for Dopnaldson,
Reynolds, TIne. Lufkin & Jenrette Securicies
Corporation
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SULLIVAN & CROMWELL DAVIS PO & WARDWELRL
.- ‘ "
By: o ktﬂi"‘—/ By: —] .
L. Warden: (JW-6918) Robert F. Wige, Jr.
{RW-1508}

125 Broad Street
New York, New York 10004 430 Lexington Avenue
Tel: (212) 558-4000 New York, New Yark 10017
, _ Tel: (212) 450-4000
Attorneys for Goldman,
Sachs & Co. Attorneys for J.P. Morgan
Securities Inc.

SIMPSON THACEER & BARTLETT CADWATLADER, WICKERSHAM & TAFT

: C:;gﬁéﬁééLﬁzlé:E;;é;:::_ : ,1if:srﬂizi;h
= BY Jef 2. git‘ -

Charles E. Kogb

(CK-1601) {J8-7235)

425 Lexingten Avenue 100 Maiden Lane

New York, New York 10017 New York, New York 10038

Tel: {(212) 455-2000 Tal: (212) S04-6000

Attorneys for Lehman Brothers

Attorneys for Hambreche & inc.

Quigt LLC

SHEARMAN & STERLING MORGAN, WIS & BOCKIUS //ﬁ
ames T. Halverson Catherine A. Ludden
(JTH~Q732) (CL-4328)

153 East 53rd Street 101 Park Avenue

New York, New York 10022 New York, New York 10178

Tel: (212) B48-4000 Tel: (212) 309-6133

Attorneys for Herzog, Haine, Attorneys for Mayer &

Gaduld, Inc. Schweitzer, Inc,
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WEIL, GOTSHAL &

By:

Otto G. Obermaier
(0D-4329)

767 Fifth Avenue
New York, New York 10153
Tel: (212) 310-8000

Attorneys for Merrill Lynch
Pierce Fenner & Smith

DAVIS P & WARDWEL

) —
By: :} t3
Robert F. Wise, Jr.
(RW-1508]

450 Lexingrton Avenue
New York, New York 10017
Tel: (212) 450-4000

Attorneys for Morgan Stanley
&k Co. Incorporatad

DONANUE BROWN MATHEWSON
& SMYTH

J-;%L._._._.
. rry, Jr.

20 North Clarke Street
Suire 900

Chicago, Illinois 60602
Tel: (312} 422-0908

Attorrneys for QLDE Discount
Corporacion

WILMER, CUTLER & PICKERING

. glas Méiameaﬂm
(AM~-4€01)

2445 M Street, N.W.
Washington, 0.C. 20037-1420
Tel. (202} 6631-5000

Attorneys for PaineWebber
Incorporated

(NC-2460)

One World Trade Center
88th Ploor

New York, New York 10048
Tel; (212) 321-1812

Attorneys for Piper Jaffrey
Ine.

SKADDEN, ARPS, SLATE, MEAGHER
& FL )
[ /
Dy

William P. Frank
{(WF=7504)

B19 Third Avenua
New York, New York 10022
Tel: (212) 735-300C

Attorneys for Prudential
Securities Incorporated
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ROSENMAN & COLIN LLP

By: ,1“5£:h‘&£5~

ames Jv Calder (JC-8095)

575 Madison Avenue
New York, New York 19022
Tel: (212} 240~-8B00

Attorneys for Purman Selz LLO

SALOMON BROTHERS INC.

By«

Robert H. Mundheim
(RM-3766)
Managing Director

Seven world Trade Center
New York, New York 10048
Tel: {212} 783-7508

CRUMMY, DEL DEO, DOLAN
GREEE ER & VECCHIONE, P.C.

2 fo font

‘#gé J/ McMahaon
(BM-/2377)

One Riverfronc Plaza
Newark, New Jersay 07102
Tel: {201) 596-4500

Attorneys for Sherwood
Securities Corp.

CAHNILL GORDON & REINDEL

By dﬁ:;:‘dfﬁzhfqﬁjzzzﬂakmdﬁﬂt_q

Charles A. Gilman
(CG-3924)

80 Pine Street
New York, New York 10005
Tel: (212) 701-3000

Attorneys for Smith Barney
Ingc.

DICKSTEIN SHAPIRO MORIN &
OSHINSKY, L.L.F.

brrdf Soopfore

Howard Schiffman
(HS-7601)

2102 L Street, N.W.
Washingteon, R.C. 20037
Tel: (202) 785-3%700

Attorneys for Spear, Leeds &
Kellogg, LP {Troster Singer)

SULLIVAN & CRQ

By :

125 Broad Street ‘
New York, New York 10004
Tel: (212) S58-4000

Attorneys for UBS Securities
LLC
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HASE, WEISE & Co.

PANL 'B. UHLENEOP ,

Lawrence, Ramin, Saunders &
Ulrlenhop

Z08 South Lasalle Street
#1750

Chicago, Illinois 60604

Tel: 312/372-1947

Fasx: 312/372-2389
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The Court having reviewed the Complaint and other filings by
the United States, having found that thig Court has juriszdiction
over the parties ro this stipulation and order, having heard and
considered the respective positions of the Unired States and the

defendants [at & hearing on » 1386,] and having

concluded that entry of this stipulation and order is in the public
interest, it is hereby ORDERED:

THAT the parties comply with the tetrms of this stipulation and
ordar;

THAT tha Complaint of the United States is dismisged with
prejudice:

THAT the Court retains jurisdiction to enablie any of the
parties vo this stipulation and order to apply to the Courct at any
time for such further orders and directions as may be necessary or
appropriate for the construction ar implementation of this
stipulation and order, for the enforcement or modification of eny of

its provisions, or for punishment by contempt.

SC ORDERED this day of , 189¢.

UNITED STATES DISTRICT JUDGE

H: \CAFLNASDAQ GNATDAL LI\ t STIPTLG VL

- 27 -
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CERTIPICATION FOEM
(ATTACEMENT TO STIPULATION AND CORDER)

On behalf of [Name of Defepdant]l, I I[Name] hereby certify in

accordance with Section V of the Stipulation and Order, dated

, in [captiom of cagel that:
{Check All Applicable Certifications}:

( ) IName of Defendant] has designated an Antitrust
Compliance Officer, whoze name, bugsiness address, and
telephone numbers are:

Name:
Address:

Telephone No.:

() IName of Defendactl. under the supervigion of its

Antitrust Compliance Officer, has distributed copies of
the Stipulation and Order to all persons designated in
Sectiagns IV.C. (1) {a) and (b) of the Stipulation and
Ordear.

( } IName cf Defendantl, under the supervision of its
Anticrust Compliance Qfficer, has:

{a) Initiated and maintained an antitrust compliance
program, as provided for in Section IV.C.(1l) of
the Stipulation and Order;

() Briaefed semi-annually those persons designated in
Sections IV.C. (1) (a)(ii) and b(ii} of the
stipulation and Order on the meaning and
requirements of the federal antitrust laws and the
Stipulation and Order in conpection with its
market making activities in Nasdag securities on
Nasdaq;

{c) Obtained the certifications identified in Sections
IV.C. (1) (d) and (e) of the Stipulation and Qrder
and maintained a record thereof;
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{d) EBatablished monitoring and recording system or
systems (Section IV.C.(2) of the Stipulation and
Order), obtained the apprceval of the Anticrust
Division of the relevant methodology (Secrtion
IV.C. (3) of the Stipulaticn and Order), and
recorded (and listened to), in accordance with the
approved methodology, not less than the lesser of
three and one-half percent (3.5%) of tha total
number of trader hours or sevency (70) hours per
week (Secrtions IV.C.{2) and (4) of the Stipulation
and Order); .

{e) Retained and provided to the Antitrust Division
any tape called for by Section IV.C.(S5) of the
stipulation and Order:

(f) Complied with the requasts, if any, of the
Antitrust Divigion pursuant to Sections IV.C. (8)
and (9) of the Stipulation and Order; and

(g) Made quarcerly reports to the Antitrust Division
concerning activities undertaken to ensure
compliance with che Stipulation and Order, as
provided for by Section IV.C. (10).

Based upon the foregoing, the representations of market makers
ewployed on the OTC desk and their immediate supervisors, and
such other procedures as have been established to provide
reasonable assurance of compliance with Sections IV.A. and IV.C.
of the Stipulation and Order, I have no reascnable cause to
believe that, during the vear ended . 199_, [Name of
Defendant] has failed to comply with Sections IV.A. and IV.C. of
the Stipulation and QOrder, [except to the extenc p*evzausly
reported to the Antitrust Division in reports, dated 1. In
addition, I am aware of no change in [Name of Defendapt’'sl
organization structure likely to have a significant effect on ics
compliance wiTh chis Stipulation and Ozder, [except for

Antitrust Compliance Cfficer
IName of Defendant]

(Dave], 195
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Bepartment of Fustice

FOR IMMEDTATE RELEASE AT
WEDNESDAY, JULY 17, 1996 (202} 616-2771

TDD (202) 514-1888

ASDAQ

WASHINGTON, D.C. -~ The Department of Justice and 24 major
Nasdaq securities firms reached a settlement today that will stop
the Firms from following an industry-vide practice that fixes
transaction costs for investors who buy and sell stocks on the
Nasdaq market., As a result of the settlement, millions of
investors will no longer he subject to the anticompetitive
conduct which resulted in higher trading costs For individual
investors and institutions who bought or s0ld stocks,

Nasdaq is a computerized public market in which investors
can buy and sell ovar-the-counter stocks. It "is the segond
largest securities market in the U.S., which traded about
$§2.4 trillion of stack last year. Founded in 1871, it is the
largest electronic sgreen based equity market in the world.

The Department’'s settlement is significant because--for the
First time in an Antitrust Division settlement--the sattling
firms will be required to monitor and tape record telephone

conversations of their MNasdag traders. Each firm will install

(MORE )
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taping systems to monitor and record no less than 3.5 percent or
4 maximum of 70 hours per week of all trader telephone
convarsations on itg over~-the-counter desk. Any conversation
that violates the proposed order must be provided to the
Department by an antitrust compliance officer within 10 business
days.

Also, Department representatives can show up at a firm's
office, unanncunced, to listen in on trader conversations as they
occur. These unprecedented enforcement provisions were put in
Place to ensure that the firms do Not engage in further
enticompetitive conduct.

"AS a result of this conduct American investors had to pay
more to buy and sell stocks than they would have if there had
been Lrue competition,” said Attorney Ceneral Janet Reno. “We
have found substantial evidence of coercion and other nisconduct
in this industry. By providing for the random monitoring of
tradars’ telephone calls, wa expect to deter future price fixing
on Nasdag.”

The Department’'s Antitruse Division filed a civil antitrust
suit charging 24 major Nasdaqg market makers who buy and sell
stocks to the investing public with inflating the guoted "inside
spread” in certain Nasdaq stocks, resulting in investors having
L0 pay more to buy or sell stocks than they would have in a
competitive market. The ingide spread is the difference between

the best buying Price and the hegt selling price of a stock,

(MURE)
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Transaction costs were ralged through a long-standing "quoting
convention” followed by traders and enforeed industry-wide for
many years, according to the Department’s court papers.

AL the same time, the Justice Department settled the case
with a proposed court order forbidding the firms from continuing
their illegal practice. Both the complaint and proposed court
order wvere f£iled in U.S. District Court in the Southern District
of New York in Manhattan.

Reno said that the proposed settlement provides all the
relief the Department could expect to get if it litigated the
case to conclusion. The law does not provide the Department with
statutory authority to recover damages or monetary penalties in
such cases.

The Department's investigation began in the summer of 1994,
shortly after the publication of an economic study by Professors
William Christie of Vanderbilt University and Paul Schulty of
Ohio State University about the Nasdaq market.

The Department alleged in iks complaint that the firms and
others adhered to and enforced a “quoting convention” that was
designed to deter price competition among the £firms and other
market makers in their trading of Nasdag stocks.

The quoting convention required market makers to update the
pPrices they quoted to buy and sell Nasdag stocks on the Nasdaq
screen by a quarter (25 cents) rather than an eighth (12% cents),

vhenever their individual “dealer spreads” were 75 cents or more

(MORE )
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per share. A “dealer spread” is the difference beotwaen the price
an individual market maker offersg to buy a stock and the price it
offers to sell the same stock, on a per share bagis.

"1f traders always quote their prices in quarters instead of
eighths, then simple arithmetic tells ¥ou that the differencea
between the best buying and selling price will never be less than
a quarter,” said Aone K. Bingaman, Assistant Attorney General in
charge of the Department’s Antitrust Division. "The market
makers on Nasdag kept the difference between the best buying and
gelling prices wider than they would have been in a competitive
market, which cost investors moneay ., ”

The quoting convention imposes a bDenalty on Nasdag market
makers who want to narrow the "inside spread” in a stock.

Because of this penalty--increased risk of trading the stock on
the "wrong” side of the market--markat makers had an incentive to
avoid using eighth-point increments to update their stock quotes.
The result has been that the inside spreads in a significant
fumber of Nasdaq stocks have been wider than they would have been
in a competitive market. This meant that investors were paying
higher trading costs for buying and selling stocks on the Nasdag
market.

The Department alleged that tradeprs used.the telephone to
enforce adherence to the quoting convantion. Traders who
mistakenly entered a price quote of an eighth were promptly

telephoned by other traders and told to correct their price

(MORE )
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quote. Traders would also make harassing calls to other traders
vho did not adhere to the quoting convention. The Department
said that some traders often refused to deal with other Lraders
wvho 4id not follew the convention.

The Department said that new traders were trained to update
their price quotes in quarters for stocks with wide dealer
spreads, and taught that quoting those stocks in eighths was
unethical and unprofessional. The Department alleged that market
makers used peer pressure to enforce the agreement. A market
maker who deviated from the quoting convention might be told—-
“You're spoiling it for everybody.”

The Department’s competitive {mpact statement notes that:

» Market data show that market makers began to change their
price quoting practices when confronted by the adverse publicity
from the Christie/Schultz economic study and the increasing
pressures from government investigations,

* Market data show that while the market makers refused to
publicly quote prices in eighths on the Nasdaq screen, they did
trade stock in eighths with each other on a comparable trading
system, called Instinet.

The proposed order contains strong remedial neasures
designed to prevent and detect violations of its terms, and if
approved by the court, would:

¢ Prohibit market makers from agreeing with other market
makers to adhere to the quoting convention, or to fix, raise,
lower, or maintain prices or quotes for Nagdag securities.

¢ ~Prevent market makers from harassing or intimidating

other market makers for lowering their spread in any Nasdagq

security or about the quantity they are willing to trade at its
quoted price.

(MORE)
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¢ Require each firm to designate an antttrust compliance
officer to instruct traders and others concerning the
requirements of the proposed order, and to listen to tapes
credted under the order,

¢ Allov representatives of the Antitrust Division, without
pre-arrangement, to appear st a firm's office to listen in on
trader conversations the firm is taping as they are occurring.

® Provide for punishment by civil and criminal contempt, if
it is wiolated, fThus, traders with knowledge of the proposed
order could, after hearing and judgment, be required to pay large
monetary penalties or even be sentenced to jail, if foung ko be
in willful violation of the prohibitions,

Also, the Department designated an attorney in the
Division’s New York Field Qffice, Geoffrey Swaebe, to begin
serving immediately as the Antitrust Division‘s principal Nasdag
compliance officer.

The Antitrust Division has established s hotlipe te receive
complaints abOut‘Nasdaq Or any other subject, which ig operative
as of today at 1-888-7DQJATR.

Among the 24 firms are some of Nasdag's biggest market
makers. They are:

Alex. Brown & Sons Inc.

Bear, Stearns & Co. Inc.

CS First Boston Corp.

Dean Witter Reynolds Inc,

Donaldson, Lufkin & Jenrette Securitieg Corp.

Furman Selz LLC

Goldman, Sachs & Co.

Hambrecht & Quist LLC

Herzog, Heine, Geduld Inc,

J.P. Morgan Securities Inc.

Lehman Brothers Inc,
Mayer & Schweitzer Ine.

{MORE)
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Merrill, Lynch, Pierce, Fenner & Smith Inc.

Morgan Stanley & Co. Inc.
Wash, Weisgs & (Co.

OLDE Discount Corp.
PaineWebber Inc.

Piper Jaffray Inc.
Prudential Securities Inc.
Saloman Brothers Inc.
Sherwood Securities Corp.
Smith Barney Inc.

Spear, Leeds & Kellogg LP (Troster Singer)

UBS Securities LLC

Th#
96-343
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the United States submits thig Competitive Impact Statement
relating to the proposed Stipulation and Order submitted for
entry with the consent of defendants in thig Civil antitrust

Droceeding.

On July 17, 1996, the United Stateg filed a Complaint
alleging that the defendants have engaged in price fixing inp
violation of Section 1 of the Sherman Act, 15 U.S8.C. § 1. On the
same day, the United Statas and the defendants filed a
S8tipulation and Order (“Proposed Order~) to resolve Lthe
allegations in the Complaint. Entry of the proposed Order iz
subject to the Appa,

The defendants are al1l major "market makers" in over-the-
counter ("OTC") stocks quoted for public trading on the
computerized stock quotation System known as Nasdaq.¥ The
United States alleges in its Complaint that the defendants and
others adhered to ang enforced a "quoting convention® that wasg
designed to and dig deter price Competition among the defendants
and other market makers in their trading of Nasdag stocks with

the general public. The United Stateg believes that investors
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not restrained competition through their illegal agreement .

The proposed Order will eliminate the anticompetitive
conduct identified ip the Complaint and establish procedures that
will engure that such conduct does not recur. Specifically, the
proposed Order Prevents the defendantpg from agreeing with other
market makers to adhere to the quoting convention, or to fix,
raise, lower, or maintain prices or quotes for Nasdag Becurities.

The proposed Order also requires each defendant to adopt an

compliance officer to ensure the firm’s future compliance with
the antitrust laws. 7o this end, the proposed Order requires the
compliance officer to (1) randomly monitor and tape record
telephone conversations between 8tock traders and (2) report any
violations of the bProposed Order within ten business days to the
Antitimgt Division of tha Department of Justice (~the
Department~) .

The proposed Order also requires that these tape recordings
be made availaple Lo the Department for its review. The proposed
Order gives the Department authority to receive complaints of
possible violations, to vigit defendants’ offices unannounced to
monitor trader conversations ag they are ongoing, to direct
taping of partigular Suspected violators, and to request copies

of tapes as they are made. The Court may punigh violations of
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its proposed Order with civii OY criminal contempt, including

fines and incarceration for willful flouting of the Court:rg

order. See, e.q., M&Mi_t._sm, 260 FP.2d 552 (24 cir,
1358), cert, denied, 358 U.5. 934 (1959), and 18 U.S.C. § 401.

The United States and the defendants have agreed that the

Provided that the United States hag not withdrawn itg consent to
entry of the proposed Order. The Proposed Order provides (as ig
Standard in the Department’ s fettlements) that its entry does ngt
constitute any evidence againgt Or admission by any party wikh
respect to any isgsue of fact or law. Entry of the Droposed Order
will terminate this civil actionp as to the defendants, except
that the Court will retain jurisdiction for furthar proceedings
that may pe required to enforce or Mmodify the order entkered, or

Lo punish violations of any of its provigiong.

: IT.
EﬁE_2EEABEHEHELEHLKEEEIZEAZIQH
The Complaint ang Proposed Order are the Culmination of a
major, two-vear investigation by the Department of the trading
activitieg of Naszdaqg gecuritiesg dealers. The Department‘g

investigation began in the summer of 1994, shortly after the

Christie of Vanderbiit Univergity ang Paul Schultz of Ohio Jtate

University (the “Christie/Schults study”). fThe Christie/schultz
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study suggested that securities dealers on Nasdag may have
tacitly colluded to avoid 0dd-eighth price quotations on a
aubstantial number of Nasdag stocks, including some of the bagt
known and most actively traded ispues, such ag Microsoft Corp.,
Amgen, Apple Computers, Inc., Intel Corp., and Cisco Systems,
Inc. After the Christie/Schultz study had received wide-3spread
Publicity, and shortly before the Department opened its
investigation, several claszs action lawsuits alleging antitrust
violations were filed against the defendants and other Nasdag
market makers.¥

During the courge of its investigation, the Department has
reviewed thougands of pages of documents that were produced by
the defendants and other market participants in response to over
350 Civil Tnvestigarive Demands (~#CIDs”) isgued by the
Department, The Department has reviewed hundreds of ragponges Lo
interrogatories that were aubmitted by the defendanés {(and
others). The Department has taken over 225 depositions of
individuals with knowledge of the trading practices of Nasdaqg
market makers, including current ana former officers and
employees of the defendants and other Nasdaq market makers, as
well as officials angd committee members of the Natiopal
Asgociation of Securities Dealers, Inc. (~NASD"), the

Organization responsible for oversight of the Nasdag market.

* All of the pPrivate cases have heen consolidated and

assigned to Judge Robert W. Sweet in the Southern District of New
York, M.D.L. 1023,

-5
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The Department conducted numerous telephone and in-persgon
interviews of current and former Nasdag stock tradersg, Nasdag
investors, and othe}s with relevant knowledge of the industry,
and listened to approximately 4500 hours of audio tapes of
telephone calls between stack traders employed by the defendants
and other Nasdag market makers. Thege audio tapes had been
recorded by cerxtain of the defendants (and other market makers)
in the ordinary course of their business and were produced to the
Department in response to its CIDs.

The Department has reviewed and analyzed Substantial
quantities of market data pProduced in computer-readable formatr by
the NASD. These data include data showing all market maker quote
changes on Nasdaq during a twenty-month period between December
1993 and quly 1995, angdg for selected months thereafter, ineluding
March 1996. The Department also reviewed eighteen months of data
on trades in Nasdaqg stocks. Finally, the Department reviewed
numerous transeripts of depositions taken by the Securities and
Exchange Commission (“SEC”) in a concurrent inquiry into the
operations and activities of tha NASD and the Nasdaq market since
the fall of 1994.

Based on the evidence uncovered during this substantial
invesgtigative effort, the Department concluded that the
defendants and others had been engaged for a number of years in
anticompetitive conduct in violation of the Sherman Act, as is

Aow alleged in the Complaint. The next section of this Jtatement
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will summarize the evidence that the United States believes

Supports the specific allegations in its Complaint.

A,

Nasdaq is a computerized public market in which investors
buy and sell OTC stocks. It is the second largest securities
market in the United States. Nasdag is a “dealer market.” In a
dealer market, a pumber of securities dealers “make markets” in
the same stock. To “make a market,” pecurities dealers -- or
market makers as they are known -- quote a price at which they
are willing to buy a particular stock, and Simultaneously quote
another higher price at which they are willing to sell that same
stock, The market makers on the Nasdag "dealeyr market" arae
supposed to provide the investing public with "immediacy" or

"liquidity" in competition with each other.¥ rThus, in

Various other forms of public stock markets have arisen
in the United States and elsewhere to provide the service of
bringing together investor orders to buy and sell. The most
commonly recognized form of organized stock market in the Unitaed
States is the so-called "auction market,“ gsuch as the New York
Stock Exchange or the American Stock Exchange. The auction
market systems provide "immediacy* to the investing public by
bringing all of the buy and gell orders for the stocks together
on the "floor" of the exchange for execution. For each stock so
traded on an exchange, the exchange designates a "specialist."
The job of the specialist i3 to match the public’s buy and sell
orders, and to the extent thar there is an imbalance in thosea
orders, the specialist is supposed to use his own capital to
ensure that the marker Clears in an "orderly" fashion. The
exchange specialist ig by design a monopolist, and his role is

-7-
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Principle, the orders of the investing public are supposed to be
able to find the beqt available prices to buy or sell from many
different market makers, who are supposed to be using their
competing prices to attract those orders, To the extent that
these market makers do not compete in this fashion, the investing
public iz d{sadvantaged.®

1. Qgﬂlﬁ;;ﬂuﬂteﬂ_ﬁnd_hhﬂ_gﬂalﬂz;ﬁnzﬁﬁd-

Nasdaq market makers publicize the Prices at which they are
willing to buy or sell a stock by entering thosze "quotea" for
display on the Nasdag computerized quotation system. The price
at which a market maker is willing to buy a security is called
ice "bidr or rbid price." The price at which a market maker is
willing to sell a Security is called its "ask” or "ask price" (or
its *offer" or voffer price"). Fach market maker must
simultaneously quote both a bid and an offer price. The
difference between an individual market maker’s bid price and its
offer price in a specific 8ecurity is known ag its “"dealer
spread."” Thus, for example, if a market maker’sg bid price in a
gtock (the price it is willing to pay to buy atock from a
customer or another market maker) ig $20 and its offer price (the

Price at which it is willing to sell stock to a cugtomer or

heavily requlated.

Not all market makers make markets in the same stocks.
There are currently over 4000 stocks in the Nasdag National
Market System ("NM3S*}, and almogt 2000 stocks in the Nasdaq Small
Cap Marget. The defendants trade many of the larger Nasdaq
185ues 1n common with one another.

-K-
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another market maker) is $20-3/4, the market maker has a dealer
spread in that stock of 3/4 point (75 cents per share) .

2. Inside Quotes and the Inside Spread.

In the case of each Nasdaq stock, there are at least two
market makers. Ogn average, there are between ten and twelve
market makers in each Nasdaq NMS stock, although the number of
market makers in specific stocks varies widely. The Nasdaqg
computer sgcreen collects and displays the hid and offer prices of
all the market makers in each Stock. The highest bid and the
lowest offer from among the quotes of all the market makerg in a
stock are called the "inside bige and the "inside ask," or the
"ingide quotes.” The difference between the inside bid and the
ingide ask in a stock ig called the "ingide spread,® Thus, for
example, if there are three markec makers in a stock digplaying

the following bid and ask prices --

Bid Ask
Market Maker No, 1: 19-1/2 - 20-1/4
Market Maker No, 2: 19-3/4 - 20-1/2
Market Maker No., 3: 20 - 20-3/4

- the inside spread in the stock would be 1/4 (25 cents), basged
upon the difference batween Market Maker No. 3's high bid of 20
and Market Maker No. 1'sg low offer of 20-1/4.

As a general rule, market makers at any given point in time
have a greater interest in buying than in selling a security, or

vice versa. Market makers may reflect that interest in the
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quotes they post on Nasdag. Market makers with a greater buying
interest may, and often do, display a higher bid; market makers
with a greater selling interest way, and often do, display a
lower cffer. It is extremely unugual to gee g gingle market
maker on both sides of the inside spread.¥

3.

Market makers trade ag principals with other market makers -
and also fill customer orders. Customer orders can be from
retail brokers who route orders from invegtors seeking to buy (or
6ell) a small quantity of Nasdag stock -- referred to as *retail
customers” -- or from a large institutional investor guch as a
mutual or pension fund seeking to buy {(or sell) many thousands of
sharas of Nasdaqg stack. TIf & customer does not limit or Specify
the price it will pPay to buy (or accept to sell) a stock, which
is the case of most orders received from retail customers, the
order is called a "market order.~

In executing a market order on behalf of a retail customer,
market mokers historically bought from the customer at the inside
bid, and sold to the customer at the inside ask. Thig execution
by the market maker satisfied the retail broker’s obligation of

"best execution" for the retail customers. For retail customers,

Tha inside spread in a stock is not always constant,
Instead, as markest makers display different bid and ask quotes,
it may vary -- possibly, for example, beginning at 1/8, widening
to 1/4, then to 3/8, narrowing to 1/4 again and then back to 1/8.

-10-



:1:13-cv- t#: 1 Filed: 07/29/13 Page 118 of 188 PagelD #:118
FROM AAG%?I?(?AM:LAI%BE[(]%??;@% pocumer (WED)07. 17° 96 10:25/8T. 16:22/N0. 3561242093 P i2

the inside Nardag quote iz the price at which most retail
transactions with market makers in fact gccurred.

Market makefa' compensation ig in large part derived from
the spread -- the difference between the price at which the
market makers can buy and, in turn, sell the stock in question,
Thus, when the inside fpread is wider, the market maker receives
more compensation, and the retaiil cugtomer pays a higher price,
for the market maker’s services,

The width of the ingide spread also affects inatitutional
trades. while large institutional cugtomers may bea able to
negotiate prices that are better than the inside spread, the
ineide spread influences many of the negotiations between the
market maker and itg ingtitutional customers,

Marketr makers thus have a significant interest in each
others’ price quotes because those quotes can either set each
others’ actual transaction prices or aignificantly affect those
prices. This creates anp incentive for market makers to
discourage bid and ask Price competition that may have the effect
of narrowing the ingide spread. The evidence obtained during the
Division’s investigation shows that the market makers have
discouraged competition, to great effect, through the adoption
and enforcement of Lthe quoting convention, as is discussed below.
B.  The Quoting Copvention,

The Department-s investigation uncovered the existence of g

long-standing, eéssentially market-wide commitment. among market

-11-
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Makers to adhere to a Lwo-part “quoting convention* that dictates
the price increments a market maker can use top adjust or *update~
bid and ask price quotes on the Nasdag system. Under the firgt
part of the quoting convention, if a market maker s dealer spread
in a stock is 3/4 point (75 cents) or wider, the market maker is
required to quote its hid and ask prices in even-eighth
increments (e.g., 1/4 (25 centr), 1/2 (50 cents), 3/4 (75 cents)
or 4/4 ($1).¥ This ensures that the inside spread ip thoge
Stocks ie maintained at 1/4 point (25 cents), or greater.l/

Under the aecond part of the guoting convention, market
makers can quote bid and ask prices on Nasdag in odd-eighth
increments, e.g., 1/8 (12.5 cents), 3/8 (37.5 centa), 5/8 (62.5
cents) or 7/8 (87.5 cents), only if they have a dealer spread of
less than 3/4 point. Thig requirement has.deterred market makerg
from quoting bid and agk prices in odd-eighth increments becauge
a4 narrower dealer spread is likely to create a greater economic
risk to the market maker in trading that stock. Whan the

difference between a market maker‘s bid and ask quotes is 1/2

All Nasdag stocks may be quoted in 1/8 point increments.

eighths, all odd-eighth quotes will have hean eliminated from the
number set. The get of Numbers remaining -- whole numbers, 1/4,
1/2, and 3/4 -- would be the only numhers on which market maker
cquotes could fal11l, Hence, the differance between those even
numbers would algo be an even number, meaning the inside spread
Could not narrow to less than 1/4 point

-12.
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rather than 3/4, a market maker may be called upen to buy (or
sell) more stock than the trader wanteg, or buy stock when the
market maker wants to sell (or vice versa).

The fact that the quoting convention hasg exigted for at
least three decades in the oTC and Nasdaqg markets waas wall -known
throughout the industrxy, and fully described to the Department by
a number of traders at prominent firms during the Department’g
investigation. These Ltraders testified that they were taught to
follow the convention, that they in fact followed it, and that
they understood and expected traders at other firms to follow it
48 well. The following depasition excerpts are examples of the
testimony on thig subject obtained by the Departmant and the SEC
during their investigations, from a variety of deponents. As ona
trader testified:

Q. If -- if the firm Bpread in a particular stock
is three-quarter-point or greatex, the -- whaen -- when the

firm moves itsg quote, it will move in increments of at least
& quarter; is that right?

A, That's correct; in quarters, plural. 90 either
ane -- you either move it up a quarter or up a half. vYou
would not move it up three-eighths or five-eightha or
anything,

Q. Right. And that -- that'g one convention.

A. That's correct.

Q. And another convention is that if the stock --
if the firm spread in @ stock is one half or less, the --
the increment of movement of quotes would be in increments
of an eighth.

A. That's correct.
¥ * k& o o+ & =
Q. -~ generally speaking, thesge conventions have

been understood and followed by market makers in the Nasdag
market; is that right?
A. Yes, to my knowledge.

-13.
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Another trader described the convention asg an "historical
relationehip" between dealer spreads and the size of quote

increments:

and the increment by which quotes are made?
A Yeg, there is g historical relationship. The
width of the Spread of a dealer and how quotes are

LA )

0 What's the historical relationship that you're
talking abouty

A That dealer spreads of a half a point
hiscorically trade in 1/8 of a point increment, and
dealer spreads of 3/4 of a point and higher
historically have traded for 1/4 of a boint inerement.

Another trader confirmed the operation of the quoting
convention and jtg lengthy duration:

0 And in terms of dealer gpreads that were
three-quarters, when the dealer Epread was three-
quarters, market makers moved in quarter point

correct?

A Traditionally, if vour Spread was threoe-
gquarters of a point or more, uwh, you moved Yyour market
in quarter point incrementg.

0 And that was becauge 1t wag unprofpssional to
move in eighthg without closing the dealer spread to a
half; 1ig Ehat correct?

A Yeg, ma’am,

* ok X * &k & =

(Al And if the BLock trades with a . , , you
think you'l1l have to trade with a three-quarter‘point
Apread. Then you should pe moving your quotation in
quarter point incrementsg. And it's opne of those things
I can*t really tell you why., It'g something that 1
think all of ug have been doing for g gazillion, G-A-Z-
I-L-L-I-O-N’years, certainly for 30 years, and it hasg
everything ta do with the professional appearance of
Ehat, that marketplace.

-14 -
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The evidence adduced by the Department does not disclose the
origin af the quoting convenrion. No deponent was found who
could testify as to how or precigely when the quoting conventipn
began, altbough numerous witnesses tegtified that the Nasdag
market had operated under this "tradition," or “practice," or
"convention" for many years. There is no evidence that the
quoting convention was the raesult of an eXPress agreement reached
among all of the market makers in a smoke-filled room,
Nevertheless, there is substantial evidence that thisg quoting
convention -- howaver it arose -- distilled or hardened over time
into the Very type of *agreement- condemned by the Sherman Act --
@ "conscious commitment Lo a4 common scheme designed to achieve an
unlawful objective,~ which hag restrained Price competition among
the defendants and others in the Nasdaq market, Hdee Monsanto Co,

Y. Jdnrav-Rite Serv. Corp, 465 U.s. 752, 764 (1584).

Additional evidence of agreement to adhere to éhe quoting
convention, alleged in the complaint and summarized briefly
below, includes: (1) marketr datga demonstrating that defendants’
Price quoting behavior wag remarkably and unnaturally parallel,
and in conformance with the quoting convention; {2) evidence
Showing that the quoting convention wag vigorously enforced
through industry-wide PCer pressure, gnd intimidating telephone
calls to, and refusals to deal with, market makers who did not
Quote bid and agk prices in conformance with the convention; (3)

evidence that it wag not in the economic self-interest of market

-15 -
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makersg to rigidly adhere to the quoting convention to the degree
they did, absent the understanding thar alj other market makers
would comply; (4) harket data showing that market makers began to
change their price quoting bractices when confronted by the
adverse publicity from the Christie/Schulez study and the .
increasing pressures from the government investigations; and (5)
market data showing that market makers used anp electronic trading
System known as Instinet on which to quote and trade, at odd-
¢ighth prices, the Bame Nasdaq stocks that they quoted only in
even-eighths on the Nagdaq system.

The avidence addressed in each of these points is of the
type that courtg have found sufficient to establish an agreement

in violation of Section 1 of the Sherman Act, as isg digcusszsed

briefly below.

Until confrontegd by the adverse publicity from the

Christie/Schultz study and the inereasing pressura from
government investigations, the defendants routinely, and with
rare exceptions, adhered to the quoting convention. As a result,
their price quoting behaviaor wag remarkably and unnaturally

parallel}. Despite the hundreds of thousands of bid and ask

makers) on the Nasdaq system, very few odd-eighth prices were
entered in stocksg in which defendantg’ dealer gpreads were 3/4

point or wider, When defendants entered odd-eighth quotes in

-16 -
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these Stocks, those quotes werae largely mistaken entrieg --
usually of sghort duration, and Promptly corrected.

The market data analyzed by the Department during itg
investigation show this adherence to the quoting convention, The
Department based its analysis on the NASD's Market Maker Price
Movement Reports (“MMPMRE"), which contain detailed information
regarding the price quotes by market makers for all Nasdaqg
gtocks, and the NASD’g Equity Audit Traiz Report, showing all
trades by all market makers in all stocks. The Department
Teceived from the Nasp monthly MMPMR data for the period December
1983 through July 1995, plusg September and December 1595 and
March 1996. To create 4 manageahle gubset of these data, the
Department used the Equity Audit Traiz to calculate the volume,
in dollar terms, for gll Nasdaqg stocks for the eighteen months
from February 1994 through duly 1995. From these calculations,
the Department fSelected the 250 gtocks with the largest dollar
volume of trangactiong for these eighteen months, Twenty-six
stocks were excluded from thia sample,? resulting in the final
data set of 224 of the top-dollar volume Nasdaq stocks during the
defined time period.

An analygis of quotes in the 224 Stock sample shows thae
dramatic extent to which the defendants avoided odd-aighth quotes

in Nasdaq stocks, As ghown in Exhibit &, in early 1994, fully

# @ twenty-gix exciudeg Stacks were all priced at lesg

than $10, and, az 3 result, could be quoted in "sixteenths" (1/16
POLnt increments) ap Nagdag.

-17 -
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65-70% of the sample, had virtually no odd-eighth bid and ask
price quotes. Exhibit B illustrates that the defendantsy
achieved this unexpected result by systematically avoiding odd-
eighth quotes in stocks with dealer spreads of 3/4 point or mora.
The remaining 30-35% of stocks in the sample generally had dealer
spreads lesg than 3/4 and were quoted in-'both even- and odd-
elghths. Thus, the sample reflects almost uniform adherence tg
the convention.

By way of further illustration, Exhibit ¢ demonstrates the
systematic avoidance of odd-eighth quotes in ten of the largest
volume stocks on Nasdaqg. The fact that there are virtually no
odd-eighth bid and ask Prices quoted in some of the most heavily
traded stacks on Nasdag ig remarkable, particularly when one
considers that each market maker is likely updating its price
quotes in these stocks numerous times each day. This unnatural
Price parallelism provides some -- but not conclusive -- evidence
Of an antitrust agreement in violation af Section 1 of the
Sherman Act. See, e.q,, Mﬂmﬁ&wum

Ristrib, Corp,, 346 1.5, 237, 540 (1954), ang Apex 0Oil Co, v,

DiMaurg, 822 F.24 246, 258 (2d cir. 1587) .

The Department‘g £indings, although covering a different
time period and a different sample of stocks, were congistent
w;th the Chrigtie/Schults study, which found virtually no odd-
eighth price quotes in approximately 70% of the stocks in their
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The Department’g investigation hag unaovered
Substantial evidence that Nasdaq market makers hava enforced the
quoting convention by reminding, pPressuring, harassing, and
intimidating each other into conformity, qqe quoting
convention protocol was elevated to the status of a
"professional" or “ethical" rule. The industry even coined a
derisive term -- "Chinese marketn -.- d8 a shorthand teo degcribe a
market in which a trader has entered a quote inconsigtent with
the egtablighed patterns. And the evidence indicates that market
makers have attempted top Punish economically those market makerg

who deviate from the agreed-upon pricing norms, Under amhook

Ennﬂzn:iagﬁthﬁIimgL_zngL. 612 F.2d 604 (24 cir, 1979), cert.
dism-d, 448 v.35. 914 (1980), ﬂniiﬂﬂﬁﬁiﬂkﬂﬁ_!;“ﬂﬂlﬁly 598 F.24

1323 (4ch cir, 1979) cert. denied, 444 v.gq, 1043 (1980); In_re

NAsdaq Antitrug ltigation, 894 F_Supp. 703

(.D.N.Y. 18995); and QnLLgQ_5LaLgs_z;_Eﬂxamgun;_ziginxgﬁL_lngA,

334 U.3, 131, 141 (1948), the trier of fact may draw an inference

of an antitrust agreement, where coercion ig Proved in addition
to unnatural uniformity of pPricing,

1.

The structura of the Nasdaq market facilitates detection
of deviations from the well -understood quoting convention. A1l
Naesdag price quotes by all market makers are antered on the
Nasdag computer gystem and are immediately known to those

intgrest?d. Thusg, deviations are obvious, and can be responded
to immediacely,
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The Nasdaqg market ig highly interdependent, making it easy
Lo enforce compliapce with "professionaln quoting standardgs,
Market makers rely on each other to provide order flow,
information, and cooperation to help them trade positions
profitably. They actively wark to develop and maintain friendly
relationships with traders from other firmg. Traders do not want
other market makers tg pPerceive them ag being uncooperativa,
"unathical, or "unprofaessionain because that very perception may
result in their losg of dccess to the trader networks that
provide order flow, informatien, and cooperative trading
opportunitieg. Retaliatory actiong -- even simply putting
offenders rlast in line" when buying or 2elling stock -- serve to
deter vigorous competition ang Punish market makers who viclate
the unwritten vathieale and "professionalr requirements of the
Nasdag markét.

Over the years, it has becoma wall-known throuéhout the
industry that violating the convantion -- in the parlance of the
traders, "breaking the Bpread" -- is congidereg to be
"unprofessionalr gor “Unethicalr trading behavior. Markat makers
who deviate from the convention are derisively said to ba
€reating a “Chinege Imarket.* Numerous witnesses testified to
thig fact. oOne Lrader defined g "Chinese marketr ag follows:

0 L:E me understand what You mean by a Chinesge
's

market. wh the definjition You're giving to the
term --

A _That'a when yoy have a 3/4 point spread and
You move in 1/8th of a point increments.

-20 -
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’

Another trader tegtified that market makers were trained not-
Lo put in quotes that created Chinese markets, becauge they wera

deemed "unprofassional® :

[0] And through the period December '93 through
December of '94, do you obgerve the market makers entered
very-relatively few odd-eighths. And by that, T mean with
perhaps one or two exceptionsg, under 10 percent of their
quotes were aodd eighths in McCormick.

A Yes, mar'am.

And again, is that, in Yyour professiopal
opinion, because those market makers had three-gquarter
point dealer spreads and did not want to enter what
were termed "unprofesgional marketg”?

A Yeg, ma‘'am,.

Q How ig it that all of the market makers knew
that entering an odg eighth quote could be
unprofessional?

A I

A Young traders were trained over the years not
to put in unprofessional markets, vChinese markets.r, ..

* *k * * k % &

This was part of the -- of the traditional and echical .
on-the-job training thar ail of us got, and it
encompasses not only that you don't put in

unprofessional -looking "Chinese markets," it . . . grow
out of a gelf-imposed industry standard of ethics and
conduct. 8o that'g my answer as to why everybody sesamsg
€0 be doing this, becauge most of the people ware

trained the same way .

Ancother trader acknowledged that the term Chinese market

referred to what the industry considered "unethical"” trading

practices:

Q Have you ever heard that people using the
tem -- gtrike that,

Would somebody'making a Chinese market cauge another
market maker to bhe angeread?

A I believe thatr’s possible.

Q Under what circumstanceg?

A I think that in -- like T said before, in
coming up, I think Chinege markets, ag they’re called,
were looked down upon so are conpidered unethical. 5o

-] .
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by making a Chinese market, you're making yourself

unethical and, therefore, I guess upsetting other

market makers.

That it was deemed unethical to "make a Chinege market” was
even publicized in a newsletrer published by the Security Traders
Association of New York (*"STANY"), the largest regional affiliate
of the Security Traders Asgociation ("STA"), the principal
national trade association for securities trading professionals.
STANY' 5 quarterly newsletter for the third quarter of 1949
reported on the presentations at an "Ethics Conference" held in
April 1989. fThe article misreported that a speaker had said that
"making a Chinese market" wag "Clearly ethical." To correct the
incorrect report, STANY published an "update, " at the top aof
which wag printed, in large type, the following "Editor's Nate":

In the recently issued STANY NEWSLETTER, we are
certain you will realize that * # * » pag grossly

misquoted when 3 portion of his speach was extracted
for publication, A Corrected copy is featured below.

As * * * and you are all aware, it is clearly
UNETHICAL to make a Chinese Market or to run aliead of
an order. {emphasis and €aps in original of word
"unethicaln)

The evidence showg that peer pressure was used by market
makers to ensure that so-calleg ‘professional" and “ethicalr
pPricing standards were maintained. Trader testimony also
demonstrates that "Peer pressure" wag effective in keeping
8preads wide.

2.
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Much of the businesgs of Naadaqg traders is done ¢n the

telephone. Thus, it is not surprising that phone calls were

employed market-wide tg secure compliance with the quoting
conventlon. At times, all that wag neaded to correct a Nasgdaq
trader‘s nonconforming spread or quote was a simple "friendly"
inquiry, as {illustrated by the following evidence. As one trader

testified:

o) Did you ever see other firms, when you were
watching trading on the NASDAQ screen, make Chinese markets?
A Uh-hum. Yes,
0 What was your reaction when you would see
that?
A Didn't 1ike it.
Q What would you do?

A I'd call them up and say, would you please close
your spread? If you're going to bid thatr price, close your
spread.

Q Meaning what?

A If you're going to bid that -- you know, that
eightl, close your Spread to a half a point.

In response to the Department’s interrogatories, another

firm stated:

[A trader] recalled that once, when she first started
trading (probably a ¥Year or two ago) she intended to
update her market in Chiron Cp (CHIR) by moving from
the offer to the bid after her offer had been taken by
another trader, but she migtakenly moved up 1/8 instead
of 1/4. Subsequently, a [trader from another £irmj
called and asked why ghe wag quoting in 1/8s. [The
trader] checked her quotes, realized she had not fully
updated her market, and moved up an additional 1/8.

On cther occasions, traders resorted to more intimidating
telephone calls to exact compliance with the quoting convention.

Some of the more dramatjic examples of thesa were captured on tha
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audio tapes that were produced by the defendants, as the
following example illustrates:

Trader 1: Who trades CMCAF in your place without
yelling it out?

Trader 2: . . . Sammy

Trader 1: Saowmmy who?

Trader 2: It may be the foreign department .

Trader 1: what?

Trader 2: The foreiqn didn’t realize they had to trade it.

Tradex 1: Well, he‘s trading it in an eighth and he’s g
.ambarragging. ..

Trader 2: . . . foreign department

Trader 1: He‘s trading it in eighths and he’s
embarrassing vour firm.

Trader 2: I understand.

Trader 1: You know. I would tell him to gtraighten up
his [expletive deleted] act and Stop being a
moron.

The record of the investigation ig Yeplete with proof that
market makers used the telephone to secura compliance with their
understandings about “propaer® quoting protocols.® Indeed, a
NA3D employee responsibhie for interacting with the market making
community recognized that telephone calls, which he described on
one occasion as ‘‘price fixing calls," were frequently used to
enforce compliance with the quoting convenrion.

3.

FPirmg that Tepeatedly entered quotations in violation af the
quoting convention were subject to other types of discipline,
with a more direct economic impact on their busineasses. The most

effective such discipline wag refusal to deal.

11 ]
However, evidence of enforcement activity varies

significantly from £irm to firm,
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A refusal to deal in the context of the Nasdaq market hag
far reaching consequences for a market maker. Market makers are
competitors to attract order flow, but they also frequently trade
with one another. wWhen a market maker does not want to £il11 a
retail or institutional order from its own account, it must be
able to find other market makers willing to £ill those orders;
otherwise, itsg retail and institutional Clients will szoon Jook
elsewhere for trading services. Similarly, a market maker must
be able to go to other market. makers to lay off rigk from long or
short positiong.i? Consequently, the mera threat that other
firms will not tradae with them was often sufficient to discourage
market makers from violating tha convention.

Maverick market makers that improved the best quote often
would not get an execution, even though other orders were being
filled at the maverick’s quoted price. This refusal to trade is
raeferred to in the industry ag "trading around." The same
maverick firm would also frequently notice orders being filled at
inferior prices to the Prices they had quoted on Nasdag when '
their quotes were inconsistent with the quoting convention. This
pPractice is known ag being *traded through.” The effect of being
"traded through* or "traded around" taught traders that there wasg

no benefit to improving the market by an odd-eighth in a stock

* A nghorte position occurs when a trader sells stock that
he or she doez not Own. A "long" pogition occurs when a trader

owns stock that is not Pledged for gale ta a customer or another
market maker.

~25-
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with a 3/4 point or wider dealer spread because their orders
would not be filled, or would be filled only when the market
reversed directions.

Maverick firms were also subject to "backing away" and being
made "last call" by other firms. "Backing away" involves the
failure of one market maker to honor its posted quote to another
market maker, as required by SEC and NASD rules. Firms that
violated the quoting convention weras more subject to "backing
dway" by other firmg. Being made "last call" involves only
trading with the maverick market maker when the market begine to
turn against the maverick, or when a firm has na other
alternative but to trade with the maverick. Mavericks also
Observed that they were made "lagt call.w

4'

The effact of the quoting convention in maintaining wide
spreads on Nasdaq was known even to emplovees and members of the
industry’s self-requlatory organization, the NaASD; moregver, the
NASD recognized the causgal connection between widening spreads on

Nasdaq and "peer pressure- applied to keep gpreads wide.

-26 -
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The Department discovered during its investigation that, in
the spring of 1990, the NASD’g Trading Committae* began to
address "the problem of Spreads.” The issue became a matter of
concern because the New York Stock Exchange ("NYSE") had begun to
se the fact of wide Spreads on Nasdaqg to attract issuers ta the
NYSE., 1In a meeting on June 27, 1990, Trading Committee members
discussed the widely understood effact of the quoting convention
and the notion of "Chinese markets" ag Contributing to wider
Epreads. According to notes of the meeting, a member of the
committee -- representing a small market making firm -- indicated
that market makers got calls from big firms when they "broke
spreads" or made "Chinege marketeg." Tn his view, the problem wag
the "arrogance'of mandate* exerciged by the larger firms,

In his testimony befora the Department, this senior Trading
Commi ttee member confirmed that traders from competing £irms
discussed the quating convention and Chinege markets at this
meeting. 1In additieon, he testified;

A. T think the egtablishmant of thig acceptancea of
spreads [sic]l. and T think it went way back. My

opinion and what T wag trying to gat across, and maybe

didn't do, wag that this wag a historical thing. This

is something that had evolved frop trading in the 'sQ0s

and the r§0s and the '708 and so forth. And thatk
everyone accepted this Protocol, thar a spread is a

¥ The Trading Committee, which cousisted largely of market
makers, was one of the most powerful of the NASD’s *galf-
regqulatory" committees, It was the principal committee
responsible for Teécommending changes to the NASD Board of
Govermors in the trading rules governing Nasdag.

-27 -
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spread is a spread. And it's not your place to change
1ie.

The spread is a result of almost a God given
natural phenomenon. That it i5 not soma up-stark f[sic}
traders place to change that, Thar was the accepted
protocol for years and years and years, to my
knowledge.

And so I was trying to get across that thatrg
where we have been. and to try to break that Protocol
and change it would have goktten a call from some old --
somebody that had been around for a long time saying,
hey, don't break the spread. That shouldn't be
anymore,

My lesson, that I wasg trying to bring, is that
can't -- we can't he doing that in the 90's. No one
can be, no matter how arrogant they may think of
themselves, no matter who it is, whether it is the
biggest money firm on Wall Jtreet or the person with
the biggest money commitment. No matter who they are,
they should not be allowed to intimidate you. If you
want to break a spread that is Yyour prerogative.

K ok o R * ¥

Q. And is it your best interpretation of this
Problem with arrogance and mandate, the fact that there
Wa4g certain arrogance in the industry about spreads and
that if you try and alter spreads, you get telephone
calls.. Is that the gaeneral gist of that?

A. I think that the word arrogance would have
to do with a trader‘'s -- either his impresesion of
himself or his firm, that ha was big enough to
influence someone not to narrow gpreads. But that is
the only way I can conceptualize how to use the word
arrogance, which was uged.

Subsequent to thig meeting, the Quality of Mz
Subcommittee of the Trading Committee was formed
issues, one of which wag the "gpreads problem.”
Markets Subcommittee wag composed exclusgsively o
of leading market-making firms; however, certai
dttended these meetings as well. At one such o
March 24, 1992, a Nasp staff member took notes,

indicate that the participants at the March 24
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the quoting ctonvention, Chinese markets, and the fact that markap
makers who tightened spreads were subjected to “intimidationn
from others. Thig meeting apparently led to the NASD’s hiring of
an industry consultant to help explain "Why does the ‘Chinege
market’ syndrome has [8ic] such impact on NASDAQ while listed
markets secem to continuously quote in combinations of 1/g'sg,
1l/4'8.n

On June 30, 1992, having completed his regearch into the
"spreads problem, ® an NASD employee wrote a nemorandum entitled
gimply "Spreads," and gent it LO the NASD genior management
group. The memorandum Stated, in pertinent part:

Spreads increaged absolutely from the 1st Quarter of

1989 to May 1993 from ,226 to .369. The % increase wag

63%. Our method of calculating aspreads i.a. volume

weighted, actually portravs the situation better thanp

it actually ig. 2 stock by stock comparison would be

worse.
T ok K ok ok oo

3. Unlike auction markets, dealers do not change
prices one side at a2 time and there ig a stigmatism
(sic] associated with making sa called "Chinegar
larkets . . . [n]o ope attempts to do just a "littlan
better with their Published quote change , . , ,

this was not described as happening in every case, However,
énough people have said it for me toq believe it to be true,

8preads became a Wore troubling topic for the NASD, ag well
as the market -making community in general, following the

Publication in August 1993 of 2 Forbes magazine article entitled

=29 _
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"Fun and Games on Nagdaq." The article alleged, among other
things, that market makers who narrowed spreads were harasged-:

(Nlovice traders learn quickly that if they want to

keep their jobs on an orC desk, they will do well not

Lo beat the price of fellow market makers. Breaking

the spread, as it ig called, just ien't done. One

veteran who tried on occasion LO narrow an OTC spread

tald Forbes, "I used to get phone calls from people. '
They'd scream, ‘Don't break the spread. You're ruining

it for everybhody else,’n

Asked to dive his input about these charqges, a nNagh amployee
detailed, point by point, the merits of the claims. with raespect
Lo the allegations of harassment., he wrote: "I helieve this to be

trua, "

Under the law, if the behavior dictated by a hypothesized

antitrust conspiracy is cconomically “irrational,” or makes no
8enge, or is contrary to independent Self-interest unlesg the
congpiracy posited actually exigts, a court may find an agreement
in violation of the antitrust laws. TIn other words, actions
dgaingt economic self-interest are a "Plus factor" which would
SUpport a judgment in favor of the United 3tates in the case
f£iled:
“Plusg factors” jdentified by courts, which, in
combination with parallel pricing, may support an
infarence of conspiracy, include a common motive to
conspire, actions which were against their own

individual businesgg interesgt abgsent an illicit
agreement, and evidence of coercion.

In—le—ﬂisﬂaa_uamkers Antitrugt Litigation, '894 F.Supp. at

713. See algo MQdexn_HQmg_Laa*ﬁz*_Haz;ﬁg;d.a;gi_ﬁ_sndsmL_Qgh.

~30- ,
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513 F.2d 102, 111 (24 Cir. 1995), Beech Cinema Tnc, v, Twentieth
Centurv-Fox Film Corp., 622 F.2d 1106 (2d Cir. 1980), and Ambook

The terms of the quoting convention contain a self-enforcing
mechanism designed to foster, support, and maintain wide insida
gpreads. As noted, under the quoting convention, market makers
who wish te quote an even-eighth stock in 0dd-eighth increments
(thereby creating a bpowerful tendency toward a narrower, 1/8
inside spread) must £irse narrow their dealer spreads. Narrowing
one’s dealer spread imposes a "Denalty" or cost on the use of
odd-eighth increments hecauge a narrower dealer gpread can
increase the financiail rigk to the market makar in trading that

stock, as was recognized by one trader in deposition testimany:

Q what would he the advantage to a market-maker
to have a greater dealer fpread in a stock?

A Legs apt to be hit or taken, therefore
putting in an unwanted position.

o] That would be in recsponse to a market move
they had not anticipated?

A That is correct.

Q Is there sort of a monitoring cogt of the
Btock that is reduced if you have a wider dealer
spread?

A I guess you could say that. 71t would be
easiar to stay out of the way.

Q You can characterize it as either a greater
risk of being hit when you don‘t want to be hit or a
greater burden of avoiding that result?

A Having a tighter gspread?
Q Right.
A Correct;,

Another trader alse succinetly explained the risk imposed by

@ narrower dealer spread:

-3] -
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[Aa] “What. are the ramifications (of a narrower
dealer spread]l? Yes, r may have been able rFo buy stock

dt an eighth. But on the other hand . . . if you

shrink your dealer spread You are subject to more risk

in terms of being SOERS’ed and everything else, there

was a penalty for me to increage my price [by an

eighth] and decreage my spread.-”

Because of this increased risk, it is often against a market
maker’s economic self-interest to narrow its dealer spreard simply
to quote in an odd-eighth increment. The requirement that a
market maker reduce its dealer Spread when quoting in eighths had
the effect of discouraging use of odd-eighth increments; thus the
quoting convention kept spreads wider for longer than they would
have been in a competitive market.

There were and are numerous instances in which one would
have expected to sea odd-eighth quotes in order to, for Example;
seek to tramsact at a more favorable price than would be
generated by a quarter-point increase in a bid price or a quarter
point decrease in the ask price. Yet adherence to the quoting
convention kept market makers from acting in their econcmic self-
interest by entering odd-eighth quotes in such circumstances.
Traders acknowledged as much in their deposition testimony, ag
noted by the following examples:

Qi ... This is what-'g giving me trouble. If you
can buy something at an eighth by only going up an

eighth, why bother to go Up a quarter? T guess that’s
what confusing me,

A Well, that, I think, fpeaks to the professional
dppedrance concept and the tradition, if you will, concept,
that even if I'm not dealing for a client, T may be short
thg stock. I am going to move that market at a quarter-
point increment; even though T would much rather buy it at

-32.
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an eighth, T am oot going tro but a bad market or an
unprbfésaionalrlookiug market in the acreeqn.

Another trader tesgtified:

Q In the abgence of the convention, woupld there
have bean circumstancas that [yvou] wanted to quote in
odd eighthp?

A Yes, probabl V.

for the market-making community as a whole, provideg all market
makers adhered tg the conventior. This trade-off wag
acknowledged in a tape-racordag telephone conversation in which
one trader’s assistant noted: ~[Alt tha jame time , , you
dlways wanted to wish you couig always go offer it at 7/8thg,”
and the other trader’s assistant replied, "True, " *hug you'd givae
that wigh up in a seecond Lo keep rhe Spread . ., keep rhat pgr
nice and lofty.~

F.

exigtence of a conapiracy. gee Miﬂiieu._gw 652

F.2d 290 (24 cir, 1381); ohdg vallev Elec, Corp. v. Geperal Eleg,

CR.., 244 F.S8upp. 914 (5.D.N.Y. 1365). fThe faet that market

Mmakers for years useg the quoting convention to maintain wide

-33.
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quoting behavior once their anticompetitive conduct began to come
to light.

On May 24, 1994, the NASD, STA, and STANY convened a meeting
at the headquarters of Bear dtearns & Co. in Naw York that was
attended by over 100 market maker representatives. The principal
item on the agenda for that meeting wag the igsue of wide spreads
on Nasdag. Three days later, aftar Public disclosure of the
Christie/Schulty Study by the Los Angeles Times and the Wall
Street Journmal, dealar spreads of a number of major Nasdaq gstocks
began to narrow. within one week, rhe pravailing dealer spreads
of four of the most prominent Nasdaq stocks -- Microsoft, Apple,
Amgen, and Cisco -- had narrowed from 3/4 to 1/2 point, and
market makers accordingly began entering odd-eighth quotes in
those stockg,M/

Other events occurred throughout the remainder of 1994 that
effected changes in the market makerg’ quoting and pricing
behavior. fThesga ineluded the filing of several class-action
lawsuits immediately after disclasure of the Christie/Schulcz
study; the opening of the Department’s investigation in the
Summer of 1594; the Los Angeles Times six-part series in October
1994 concerning allegationsg of collusion on Nasdaq; and the

Public announcement of the SEC’s inquiry in November.

“ Attached as Exhibit p are charts that show the dramatic
changes in the qQuoting on thege major stocks, going from
virtually no odd-eighth quotes to g substantial number almost
overnight. :
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The Department’g analysis of market data, as discussed
below, shows that these events have cauged changes in the Nasdaq’
markat: the percentage of stocks that Previocusly avoided odd -
eighth quotes hasg fallen dramatically; average dealer spreads and
ingide spreads have decreased; and the percentage of stocks that
have been quoted in violation of the convention -- i.g,, usging an
0dd-eighth price with a dealer spread of 3/4 point or greater --
hags rigen substantially. These changes indicate* that there wag

no satisfactory economic reason for the extent of the wide

Attached ag Exhibit A ig g chart that demonstratag

graphically the extent Lo which market makers have hegun to use
odd-efghth price quotes in stocks where such quotes were

pPreviously avoided, Thig chart is baged on the Department’s data

stocks. As the chart demonstrates, prior to disclosure of the
Christia/Schulez study, nearly 70% of the stocks from the gample
avoided odd-eighth Price quotes at least 99% of the time; in

March of 199¢, only approximately 15% of the sample avoided odd-

eighths to thig extreme degree.

-35.
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the average quoted inside spread by month for the 224 grocks in
ies sample. dee Exhibit E, The peak month wag December 1993,
when the average inside spread Teached 44 cents (although aprii
1954 wasg nearly as high). Subsequently, from May 1994 through
March 19396, the average inside spread continued to fall steadilg.
By March 1996, it had fallen to 32 cents, a decline of almost 28%
in dpproximately two vears.

The Department hag also calculated the dvérage percentage
value of the inmide Spread as ga Proportion of a gtock’sg price for
the same gtocks in the same period. 2ee Exhibit F. Tnisg
analysis revealg arn even sharper deciine, with this value
declining from ag high as 1.,6% to less than 1% in Jeptember of

1995, increasing slightly to 1.04% in March 1996 .28/

 In the twelve mOnths since public disclosure of the
Chrigtie/Schultz study, the average ingide spread for Nasdaq
National Market Syatem stocks fell 15.6 percent from 34.6 cents
to 29.2 cents. (These data were obtained from the NASD'g
internal, monthly, vggat Book, " for December, 1994 ang May, 1935,
obtained by the Department $n discovery in thig investigation.)
For the Dapartment s sample of 234 sBtocks, the average ingide
8pread fell 27.3 pPercent from 44 centg o 32 cents. Not all
investors pay the quoted Spreads, but many -- especially small,

o

. Ingtitutional investaors also are affected by the quoted
ingide spread on Nagdag. The effect of the quoting convention on
1nst1tgtiona1 Customers ig demonsgtrated by the change in

institutional trading. The Department calculated the decline in
affective spreads for Apple Computers, Inc., from May to June
1994, far eight such firms. The average effective apread fell
from 18.8 cents to 11.4 cents when the inside spread on Apple
dropped from 1/4 to 1/8 in those months. The term *effective
Spread.” as used here, Measures spread costs based on the

the inside sprea + The effective Spread in a security is an
accepted measure in financia] economics to determine the spreadg
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The Department hag also examined whether market makers, in
fact, adhered to, and whether they have continued to adhera to,
the quoting convention that prohibits the use of odd-eighths #ﬁen
the dealer spread is 3/4 point or greater.

The Department determined the percentage of the 224 stocks
that violated the quoting convention at least 1% of the time in
each month. See Exhibit G. In December 1993, only 5% of the 224
stocks traded had violations of the convention by the 1%
standard. By June 1994, following the Christie/Schultz
diselosure, this proportion jumped to 10%. The proportion of
stocks that violate the quoting convention haSICOntinued to
increase until March 1996, when fully 45% of all stocks from the
sample violated the convention at least 1% of the time, These
regults are even more dramatic when it is recognized tﬁat use of
dealer spreads of 3/4 point or more hag fallen Bignificantly
during the same period, thereby reducing the number of situations
in which market makers could violate the convention by quoting

odd-ejighths.

Evidence of a conspiracy may be inferred from the difference

in competitive performance between two comparable markets.

actually paid by customers.
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Frofessor Areeda describes thig type of evidenca, and its value,

in his treatige:

If two markets are identical ip every respect
(other than the possibility of conspiracy), then
substantially lesg competitive performance or behavior
in one of them must be attributable to a congpiracy.
The logic is unassailable, . . .

Even without exact identity in every regpect,
conditions preventing tacit price coordination in ope
market should have the same effect in a substantially
similar market. Accordingly, if a given set of rivals
maintaing relatively competitive prices in one of those
markets but not in the other, then ano extra factor --

BUch ag an explicit agreement - - must explain the
significantly lesg competitive prices fn the othear
market.

Areeda, Antitrust Law, ¢ 1421, 132 (1986) (emphasis added}. Sge

also, Pe
998 F.2d 1224 (34 Cir. 1993).

Although the quoting convention Prevented market makers from
quoting even-eighth stocks in odd-eighths on Nasdag, it did not
constrain them from entering odd-eighth quotes for the same
Stocks on Instinet. Ingtinet is an electronic market that
permits broker dealers and institutions to enter orxrders
anonymously to buy and mell and execute against those orders. In
many ways, it is comparable to the Nasdagq market. The game .
stocks are traded by the same market makers at the game time,

The size of the trades and quotes on the two systems are very
similar as well,

Quotes on Instinet, however, are quite different. They are

much more likely to be at an odd-eighth, and are usually inside
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the inside spread on Nasdag. The Department examined the ten
largest trading volume &tocks for which odd-eighth quoteg rarely
appeared on the Nasdaq acreen during the firsc 2p days of May,
1994. 3Zee Exhibit c. On Instinet, howaver, the defendants uged
odd-eighth prices routinely, some 40% to 50% of the time. See
Exhihjit H._

The substantial uge of Instinet to quote and transact at

odd-eighths relates to the fact that (1) it ig anonymous, which

atfecting their baegt execution obligation. a quote on Instinet,
then, would not require other marker makers to transact at that
price for other trades. In addition, Instinet is unavailable to
retall customers, which allowed market makers to transact with
other market makers ang institutions at hetter prices than those
on the Nasdag gcreen at which retail customer trades ware

executed,

Erohibited Conduct. The Proposed Order will deter the

Iecurrence of conduct digcovered by the Department in its

¥ Instinet ig available to brokers, market makers, and

institutiaonal investorg.
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investigation that violates Section 1 0f the Sherman Act and that -
is plainly anticompetitive. Specifically, the propoged Order

bars each of the defendants, unless otherwige specifically
permitted, in connection with its market making activities in QTC
stocks, from agreeing with any other market maker:

(1) to fix, raise, lawer, or maintain quotes or prices for
any Nasdag security;

{2) to fix, increase, decrease, or maintain any dealer
spread, inside spread, or the size of any quate
increment (or any relationship between or among dealer
spreads, ingide spreads, or the size of any quote ‘
increment), for any Nasdag security;

(3) to adhere to a quoting convention whereby Nasdag
securities with a three-quarter (3/4) point or greater
dealer spread are quoted on Nagdaqg in even-eighths and
are updated in quarter-point (even-eighth} quote
increments; and

(4) to adhere to any understanding or agreement {(other than
an agreement oOn one or a seriaes of related trades)
requiring a market maker to trade at its quotes on
Nasdag in quantities of shares greater than eithar the
Nasdaq minimum or the size dctually displayed or

otherwise communicated by that market 2/

Y The referemce to adgreements "other than an agreement on
one or a series_of related trades"” is intended to make clear that
2 market maker ig not prohibited from agreeing to buy or gell a

- 40 -
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In addition, the proposed Order barg each of the defendants from
engaging in any harassment Oor intimidation of any other market
maker because such market maker:

(1} decreased its dealer spread or the ingide spread in any
Nasdag security;

(2) refuged tao trade at its quoted prices in quantities of
shares greater thap either the Nagdag minimum or the
size actually digplayed or otherwise communicated by
that market maker; or

(3) digplayed a quantity of shares on Nasdaq greater thanp
aither the Nasdag minimum oy the size actually
displaved or otherwise communicated by that market
maker.

Finally, paragraph (8) Section IV of the proposed Order ba;s
the defendants from refusing, or threatening to réfuse to tra@e
(ox agreeing with or encouraging any other market maker to refuse
to trade) with any market maker at defendant’g published Nasdaq
quates in amounts up to the publighed quotation size becauge such
market maker decreaged its dealer Spread, decreagsed the inside
spread in any Nasdaq security, or Yefused to trade at itg quoted

prices in a quantity of sharag greater than either the Nasdag

Bpecific quantity of 8tock, and that agreeing to buy or sell a
quantity of ghareg greater than the amount initially specified in
& geries of related trades also does not violate the proposed

~4] -
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minimum or the size actually displayed or otherwise communicated
by that market maker.

Bequired Conduct. The proposed Order contains numerous
provisions designed to ensure compliance with itg terms and with
the federal antitrust laws. dignificantly, it requires that each
defendant initiate and maintain an antitiust compliance program.
Under the compliance program, an Antitrust Compliance Qfficer, to
be appointed by cach defendant, is required to distribute copies
of the proposed Order to certain personnel, including membera of
the defendant’s board of directors and its Nasdag traders; to
brief traders semi-annually on the meaning and requirements of
both the federal antitrust lawg and the proposed Order; and to
obtain from specified persons, including traders, certifications
that they have read and agree to abide by the terms of the
proposed Order, and that they have been advised and understand
that a violation of the proposed Order by them may éesult in
their being found in civil or criminal contempt of court.

The proposed Ordar also requires each defendant to undertake
4 significant program of monitoring and recording trader
conversations so as to discourage conduct violative of the
proposed Order and the federal antitrust laws generally. Under
the proposed Order, each defendant will install taping systems
capable of monitoring and recording any ¢onversation on the
telephones on its OTC desk that are used in market making. Not

less than 3.5% of all trader conversations will bhe monitored and
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Yequired to be recorded annually to meet these requirements of
the proposed Order, The methodology Proposed to be employed by
each defendant to conduct this monitoring and recording ig

subject to Department approvai, If the Antitruge Compliance

care to affer, to the Department, The Department egtimates that

retained by each defendant for at leagt 30 days from the date of
recording. The tapes made pursuant tq the proposed Order are not
subject to civil proaesg except for processg issued by the
Antitrugt pivision, the SEC, the NASD, or any ather selg-
regulatory organization. The Proposed Order directg that such
tapes not be admigeible in evidence in civil proceedings, except
in actiong, proceedings, investigaciOns, Or examinations
commenced by the Antitrust Divigsion, the JEC, the wasD, or any

cther self-requlatory organization. The Lapes will be subject to
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process and use in criminal proceedings under the terms of the
proposed Order.

Section IV.C.(6) of the proposed Order, regarding
permisgible uses of tape recordings made Pursuant to the proposed
Order, does not affect the ebility of a grand jury to obtain such
tapes. Nor does the provision affect the sugceptibility of such
tapes to criminal process or their admigsibility in evidence in
criminal proceedings.

The proposed Order grants the Department the right to visit
any defendant's place of business unannounced and to menitor
trader conversations as they ara occurring. Upon request of the
Department, a defendant must identify all tape recordings made
pursuant to the proposed Order that are in its possgession or
control, provide the Department with the opportunity to listemn to
any tape recording made pursuant to the proposed Ordef, and
produce to the Department such tapes as the Department may
request. The Department may raceive complaints or referrals
¢oncerning asserted possible violatione of the proposed Order and
may, based upon such complaints or referrals, or for the purpose
Oof monitoring or enforcing compliance with the proposed Order,
require the Antitrust Compliance Officer to tape the
conversations of particular traders, up to the limits previously
specified.

Additional Relief. Each Antitrugk Compliance Officer is

required by the proposed Order to report quarterxly to the



Case: 1:13-cv-05413 Document #: 1 Filed: 07/29/13 Page 152 of 188 PagelD #:152
FROM AAG B?ﬁhAMAN 2026162645 (WED)O7. [7' 06 10:33/8T. 19:22/NC. 3561242093 P 46

Antitrust Division concerming activities undertaken to ensure the
defendanf.’s compliance with the proposed Order. Such reporta
mst detail the precige times when conversations were monitored.
by the antitrust Compliance Officer pursuant to the requirements
of the proposed Order and the name of each person employed by the
defendant whose conversations were recorded during such times.
The proposed Order also requires that each defendant certify the
designation of an Antitrust Compliance Officer ard that the
defendant has complied with certain specified requirements of the
Proposed Order.

The propoged Order gives the Department certain "vigitacion"
rights, including the right to demand copies of documents,
excluding individual customer records, which relate to compliance
with the proposed Order; and to interview 6fficers, employees, oOr
agents of each defendant regarding compliance with the-propoaed
Order. 1In addition, upon written request of the Attorney General
or the Assistant Attorney General in charge of the Antitrust
Diwvigion, a defandant may be required to prepare and submit
written reports, under oath, relating to defendant’s compliance

with the proposed Order.
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jurisdietion aver this action, and the parties may apply to the
court for any order necessary or appropriate for modification,

interpretation, or enforcement of the Order.

VIL.

LA LT

In addition to the quoting convention, the Department’s
investigation uncovered four types of other unlawful conduct
involving market makers which are not alleged in the Complaint,
but are fully remedied by the prohibitiong in the proposed Order.
Firgt, the iavestigation uncovered numercus examples of what are
often referred to as "moves on request," A "move On request®
occurs when trader A calls trader B and asks him to change tha
Price he is quoting for the purpose of affecting the market in
that stock.’¥ when B complies, his mova will generate a
migimpression that there is an additional buying or gelling
interest in the s8tock, from which A will possibly profit. Trader
B benefits becauge A will return the favor when B wants to
influence the market in a stock.

Secand, the investigation uncovered instances of market
maker agreements on dealer spreads. Such agreements were

intended to widen or preserve the width of the inside spread and

* Not all of the firms named in the Complaint engaged in
such c¢onduct, and no inference of participation in this conduct
should be drawn from the fact that a firm has been charged as a
defendant herein.
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Section 4 of the Clayton Act, 15 U.4.C. § 15, provides that
any person who has been injured as a regult of comduct prohibited
by the antitrust laws may bring suit in faderal court to recover
three times the damages suffered, as well ag Costs and reasonable
dttomeys' fees. Entry of the proposed Order will neither impair
NOxr assist the bringing of such actions. Under the provigions of
3ection 5(a) of the Clayton Act, 1§ 0.3.c, § 16(a), the pIOpOSéd
Order hag no prima facie affact in any subsequent lawsuits that

may be brought against the defendants in this cage.

vI,

~

As provided by the APPA, any person believing thak the
proposed Order should be modified may gubmit written comments to
John F. Greaney, Chief, Computers apd Finance Section, U.§.
Department of Justice, Antitrust Division, 600 E Street, N.W.,
Room 9300, wWashington, D.C. 20530, within the 60-day period
provided by the Act. These comments, and the Department's
responses, will be filed with the Court and published in the
Federal Register, All comments will be given due consideration
by the Department, which remaing free to rescind its agreement to
entry of the pProposed Order at any time prior to actual entry hy

the Court, The Proposed Order pProvides that the Court retains

- 46 .
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to reduce the risk of unwanted executions. The purpose and
effect of these types of agreements is to increase trader profits
Or reduce participants‘ risk of loss From their trading
activities,

Third, the Department also investigated an apparent "gize®
convention that may limit competition among Nasdaq market makers
by deterring them fraom improving the ingide spread in a stock
(with a new bid or ask quote) on Nasdag, unless they are prepared
to trade in quantities greater than their posted quote, typically
1.000 shares. wWith every posted bid and ask quote, a trader must
also quote a number of shares that he or she is willing to trade
at that pricge. Many traders admitted that this "good for gize*
Tequirement wag honoraed by most market makers, and admitted that
they would complain to other market makefa who cut spreads, only
to then engage in the NASD minimum gsize trade. |

Fourth, the Department also discoveread evidence that some
maverick firms that tried to attract larger orders by displaying
greater gize than the NASD minimum received the game sort of
enforcement threats against this behavior that they had received
when they narrowed the inside spread.

Togathar, thesge latter two practices adversely affected
Emaller market makerg. Such firms could not take large positions

in a stock and then "advertise" their willingnegs to trade ip

¥ A limited number of market -making firms were discovered
ta have engaged in thig conduct., There is no evidence that the
majority of fimms engaged in this conduct.

-48 -
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that size by posting a public quote for a larger than minimum
8ized transaction. Nor could they compete on price unless they
were "implicitly" willing to be "good for gize" at any improved
price.

The Department has elected not Lo pursue a ¢ivil cage that:
includes instances of any of the above-described caonduct againat
the defendants for the reason that the proposed Order affords tha
Department and the public all the relief that could be obtained
if the Department charged them as violationg and prevailed at
trial. Further, while unlawful and harmful to consumars, the
total impact on the amount of cammerce affected by these alleged
viclations is a fraction of that affected by the quoting

convention.

As an alternative to the proposed Order, the Department
considered litigation on the merits. The Departmant rejected‘
that alternative for two reasons. First, the Department is
satisfied that the various compliance procedures to which
defendants have agreed will ensure that the anticompetitive
pPractices alleged in the Complaint are unlikely to racur and if
they do recur wili he Punighable by civil or crimipal contempt,
48 appropriate. Second, a trial would involve gubstantial cost

both to the United §tateg and to the defendants, and is not

-49.
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warranted since the proposed Order providez all the relief the

Government would likely obtain following a successful trial,

In addition to the relief obtained in the Order, the
Depar'tment cons}dered, a8 a condition of settlement, a term in
the proposed Order requiring the defendants ko tape record and
preserxve for up Lo six months all of the conversations of their
traders engaged in market making in Nagdag stocks. At the time
consideration was given to such a requirement, the propased
relief did not contain a term requiring that each defendant
appoint an Antitrust Compliance Officer to record and listen to
trader conversations,

Ultimately, instead of requiring defendants to tape and
preserve all trader conversations, without any oversight or
compliance efforts by defendants, the Department determined that
the identical remedial purpose could ba sarved more efficiently
by reqﬁiring defendants to mopitor and record a relatively small
percentage of such conversations, without informing traders when
their conversations would be recorded, and also by requiring that
such conversations as are recorded actually be reviewed promptly
for violations. Thug, traders at the twenty-four defendant firms

(and those who trade with them in the industry) will know that
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some portion of their calls are being taped, but will have no way
of knowing which ones.

Further, under the proposed Order, the Department is given
the right to receive complaints of possible violations and to
direct future taping of poagsihle vinlators without informing
traders that this particular taping is ongoing. Thig feature of
the propesed Order ig of vital importance, for it allows ongoing
monitoring, if believed necessary, of traders about whom
complaints have been madea. The Department believeg that these
requirements to monitor and record, and to direct the monitoring
and recording, of trader conversations will provide substantial
opportunities for detection of violations of the proposed Order
asg well as substantial incentives for the defendant firms and
individual traders tg comply with the terms of the proposed
Order, and the antitrust laws.

The Department has calculated that, given the number of
defendants gnd the number gf traders employved by these
defendants, the number of hours of trader conversations actually
to be monitorad ang recorded per year pursuant to the propesed
Order is likely to range between 35,000 and 40,000 hours.?
Further, while the absolute number of hours of trader

conversations required to pa monitored and racorded at any

*  The Department has calculated that, if the proposed
Order is enteged by the Court, the defendants will be required to
engage approximately thirty (30) full ~time employvees to monitor
compliance with the Tequirements of the proposed Order for up to
five years.
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individual firm (in relation to the number of traders and the
number of hours the market is operating) may bhe few, traders who
might be inclined to violate the Proposed Order, in addition to -
being spubject to prosecution for criminal or civil contempt (anq:
under the antitrust laws), must algo be concerned that their
conversations are being monitored and recorded by another of the
twenty-four firms subject to the proposed Order.

To the best of the Department’sg knowledge, these provisions
are unprecedented in any court order resolving an antitrugt
complaint filed by the United States. There is some precedent in
the securities field for directing taping as a remedial measure.
In two SEC casges involving firms alleged to have engaged in
serious and repeated violations of the securities laws, the firms
were required to tape their brokers, .E.C. V. Stratton Oakmonl
ipgc.. 878 F.Supp. 250 (D.D.C. 1995) (taping required by

independent consultant); In _the Matteor of AR, Bargn & Co.. Ing,,

JEC News Digest 96-101, File No. 3-9010 (May 30, 1996). There is
algo precedent for taping in the National Futures Asgocistion’ g
imposition of taping for certain telemarkaeting activities,
National Futures Asgociation Manual 9021 (Interpretive Notice,
"Compliance Rule 2-9: Supervigion of Telemarketing Activity”
(Jan. 19, 1993)). Perhaps most importantly, the taping provision
finds precedent in the industry’s own Practice of taping to

resolve disputes.
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The Department’s investigation depended heavily on the
conversations discovered on rtapes produced pursuant te process.
Fourteen firms makihg markets on Nasdag, including some of the
largest, regularly taped all of their traders, all of the time.
The Department believes that the tapes made purguant to the
pProposed Order will both serve an important deterrent effect to
ensure compliance with the proposed Order,las well as provide the
best means of detecting, proving, and punishing violations of the
proposed Order, should they occur.

Second, the Department considered requiring, as a condition
of settlement, the appointment of a epecial master to monitor
compliance with the terms of the proposed Order, Under this
poseible form of relief, the defendants would have been required
to fund the activities of the special magter. The sppecial master
and his gtaff would have undertaken the responzibilitieg thart,
under the proposed Order, will be assumed by the Department.
Thegse responsibilities include, for aexample, approving the taping
systems the defendants will be required to install, receiving the
reports required to be submitted by the defendants, receiving
complaints and directing the monitoring of the conversations of
particular traders.

Ultimately, because of difficulties in determining how the
costs of funding the special master would be shared equitably
among the defendants, and because of the comcern of many of the

defendantg that a gpecial master would become vet a fourth agency

<53 .
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{in addition to the SEC, the NASD and the Antitrust Divigion)
with jurisdiction to monitor thair activities, the Department
determined that it would not require the appointment of a apecial
master and that it could fulfill the responsibilitias to monitor
imposed by the proposged Order.

To implement itg responsibilities under this portion of the
proposed Order, the Department hag assigned an attorniey in its
New York rield Officae, Geoffrey Swaebe, Jr., to provide initial
oversight of the implementation of Sections IV.C. (2)-(10), v, and
VI of the proposed Crder. Mr. Swache’s addresg ig Antitrust
Divigion, New York Field Office, 26 Federal Plaza #3630, New
York, NY 10278-0140, Mr. Swaebe'sg telephone number is {(212) 264-
0652. The general number for the Naw York Field Office is (212)
264-0390.

The Department has also egtablished a new telephone
"hotline" for traders, retail brokers, or members of the public
to report violations of the broposed Order or the federal
antitrust laws generally, in the securities or any other
industry. Anyone with information concerning such possible
violations nay call the toll-free hotline, 1-888-7DOJATR (L-888-
736-5287) ,

Third, the Department considered but ultimately did not
requira as a COﬁdition of Settlement, that the defendants
implement certain quoting ryleg Tccently proposed by the SEC tao

improve the handiing ang execution of customer orders (File No.

-54 -
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87-30-95). The Department considered having the defendants
implement two of these proposed rules immediately. These Ltwo
proposed rules, which are still under consideration by the SEC,
inelude a "Limit Order* proposal requiring specialists and ore
market makers to digplay customer limit orders priced hetter than
the gpecialist’s or OTC market maker’s quote; and an "Electranic
Communications Networks" proposal that would require exchange
specialigts and OTC market makers to guote to the public any
better pricas that they privately quote through certain
electronic communications networks, such as Insgtinet.

The Department submitted formal commente to the SEC strongly
supporting the adoption of the Limit Order proposal and
supporting the Electronic Communications Networks proposal on
January 26, 1996. TIn thase comments, we noted that, "[iln effect
the Limit Order proposal will allow customer limit ardér to
compete more effectively with market makers’ quotes, injecting
additional competition into the Nasdaq market.” We identified
the "primary beneficiaries of thig added competition . . ., [as]
the investing public, in the form of narrower hid/ask apreads and
thus a reduced cost of trading." As to the Electronic
Communications Networks proposal, we stated that it "may reduce
the possibility of collusion and may also serve some of the
Commiggion’s gther goals, such as Promoting trangsparency and

reducing market fragmentation."

-55.



: 1:13-cv- t#: 1 Filed: 07/29/13 Page 163 of 188 PagelD #:163
FRCM AAG CB?I?EAM%R'I\PEE;@?GSEL&? Jocumen (WED)07. 17° 96 19:36/5T. 19:22/N0. 3561242093 P 57

The Department did not negotiate to inglude either the Limit
Order or the Electronic Communjications Networks Proposals as part
of the relief because of the complexity involvaed in requiring
less than al] industry participants to implement the rulesg,
because of fairness concerns, and because of the pendency of the

rules before the SEC.

In accordance with the APPA, this Court must determine
whether entry of the pProposed Order "ig in the public interegt,"
15 v.s.c. § 16(e). 1n undertaking thig asgegsment, the D.C.
Circuit recently explained, "the court’s function is not to '
determine whether the Tesulting array of righte and 1iabilities
ie the one that will begt serve society, but only to confirm that

the regulting settlement is within the reaches of the public

interest.n United States v, Microsoft Comm., 56 F.3d 1448, 1460

{D.C. Cir. 1995) (emphasis in original) (internal quotations

omitted) .2/

The Court’s role in passing on a proposed Order is limited

because a stipulation and order embodies a settlement, see Upnited

ﬂ-tﬂ-l:ﬁu._&mm;r_ug‘_, 402 U.s. 673, 681 (1871}, one reflecting

" United States v. Bechrel corp.. 648 F.2d 660, 666
(8th cir.), gert. denied, 454 U.8. 1083 (1981); United gtates v.
Gillette Co,, 406 F. Supp. 713, 716 (D, Mags. 1975).

-56 -
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both the Department’s predictive judgment concerning the efficacy
of the proposed relief and the Department’s exercise of
prosecutorial discretion.*®’ For a court ta engage in "an
unrestricted evaluation of what relief would kest serve the
public" might threaten these benefits of "antitrust enforcement
by consent decree." United Siateg v. Bechitel Corp,., 648 F.2d4 660,

666 (9th Cir.), ceort. denied, 454 U.3. 1083 (1981), and thereby

frustrate Congress’s intent to *retain the consent judgment ag a
substantial antitrust enforcement tool," g, Rep. No. 298, 934
Cong.. 1st Sess. 7 (1973); H.R. Rep. No. 1463, 93 Cong.., 2d Sess.
6 (1374), xeprinted in 1974 U.5.C.C.A.N. 6535, 6538-39.

The Tunney Act authorizes a court to cangider;

(1) the competitive impact of such judgment, including
texrmination of alleged viclations, provisions for
enforcement and modification, duration or relief gought,
anticipated effects of alternative remedies actually .
considered, and any other congiderations bearing upon the -
adequacy of such judgment: ; ;

(2) the impact of entry of such judgment upon the
public generally and individualg alleging specific injury
from the violations set forth in the complaint including
consideration of the public benefit, if any, to be derived
from a determination of the issue at trial.

id. 1In applying these ¢riteria, appropriate concern for
Preservation of a gtipulation and order as an effective

enforcement tool requires the Court to focus its ingquiry

#Ag the Ninth Circuit explained, "[tjhe balance of the
competing social and political interests affected by a proposed
antitrust consent decree must be laft, in the first instance, to

522 discretion of the Attorney General.® Rechtel, 648 F.24 at

-57-
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narrowly., See also United States v. American Cvanamid Co.. 718
F.2d 558, 565 (2d cir. 1983) (explaining that the "public '
interest" standard éhoqld be "based on more than a broad and
undefined criteriav), cert., denied, 465 U.S., 1101 (1984). a
Tunney Act court properly may consider whether a proposed order
is ambiguous or contains inadequate compliance mechanisms, for
these ghortcomings may hinder the decree’s succeasful
implementation. Jee Microsoft, 56 F.3id at 1461-62, The Court
may also ask if the proposed order potentially works "unexpected
harm® to third parties, id. at 1459, or impairs important public
policies other than competition policy, see United States v. Eﬁﬁ
Ing,, 858 F.2d4 456, 462-62 (9th Cir. 1988) . The Court, however,
may not reject the proposzed order marely because it fails to
éecure for a third party benefits it seeks. See Micronofh, 56
F.3d at 1461 n.9. |

The Court may also ask whether the relief embodied in the
Proposed decree is "so inconsonant with the allegations charged-
as to fall outside of the “reaches of Lthe public interegt.’" Id.
at 1461, The Department’s allegations cabin this ingquiry; the
Court may not look beyond the Complaint "to evaluate claims that
the government did pgt make and to inquire as to why thay were
not made."” Id, (emphasis in original}. 2and, in evaluating the
proposed order as a remedy for the particular violations alleged,
the Court must afford the Department even greater deference than

when the Court considers an uncontested decree modification -- a

-5 -
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context in which a court may reject the proposal only if "it has
exceptional confidence that adverse antitrust consequences will
result -- perhaps akin to the confidence that would Justify a
court in overturning the predictive judgments of an
administrative agency.’" Id, at 1460 (quoting United Stares v.
Wegtern Flec, Co., 993 F.2d 1572 (p.c. cir.), cert. denied, 114
3. Ct, 487 (1993))}.

Finally, the Court properly may make its public interest
determination on the basis of the Competitive Impact Statement
and Response to Comment filed pursuant Lo the APPA. The APPA
authorizea the use of additional procedures, See 15 U.8.¢. §
16(f), but their employment is discretionary. TIf the
Department’s filings adequately ventilate the issues before the
Court, additional pProceedings may deter settlements, and thusg
improperly impair the consent Judgment as a frequently used and
congressionally approved antitrust enforcement tool. Spe H.R,
Rep. No. 1463, supra, at 8, gepripted in 1974 U.S.C.C.A,N. 6535,
6538-39.; 8. Rep. No. 298, supra, at 6-7.
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XI.

No materials or documents of the type described in Section
2(b) of the APPA, 15 U.S8.C. § 16(b), were considered in

formulating the proposed Orfder.

Dated: July 17, 1996

Attorney

U.8. Department of Justice
Antitrust Diviegion

600 E Street, N.W,

Suite 9500

washington, D.C. 20530
Tal: 202/307-6200

Fax: 202/16-8544
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CERTIFICATE OF SERVICE

On July 17, 1996, T caused =2 copy of the Government'’s

Competitive Impact Statement to be served by first-class mail

uporn:

ALEX. BROWN & SONS
INCORPORATED

Lewis Noonberg

Piper & Marbury

1200 19th Street, N.W.

Washington, pD.C. 20036-2430

BEAR, STEARNS & CO. INC.

Robert Heller

Kramer, Levin, Naftalis &
Frankel

919 Third Avenue

New York, New York 10022

C8 FIRgT EBOBTON CORPORATTION
Richard A. Cirille

Roger & wellsg

200 Park Ave., 53rd floor
New York, New Yark 10166

Stuart Gerson
Epstein Becker & Green
1227 25th Street, NW, #7550
Washington, pC 20037

DEAN WITTER REYNOLDS INC.
Francis M. Holozubiec
Kirkland & Ellig

Citicorp Center

153 East 53rg Street

New York, New York 10022-4675

DONALDBON, LOFKIN & JENRETTE
SECURITIES CORPORATION: J.P.
MORGAN SECURITIEB, ING. ;
MORGAN ETANLEY & co.,
INCORFPORATED

Robert F. Wise, Jr.

Pavie Polk & Wardwell

450 Lexington Avenue

New York, New York 10017

FURMAN BELY LLC

James Calder

Rosenman & Colin LLPp

575 Madison Avenue

New York, New York 10022

GOLDHRH, SACHS & CO.

John L. Warden

Sullivan & Cromwell

125 Broad Street

New York, New York 10004

HAMBRECHT & QUIBT LiCc
Charies Roob

Simpson Thacher & Bartlett
425 Lexington Avenue

New York, New York 10017~3954

HERZOG, HEINE, GEDULD,
INCORPORATED .

James T. Halverson

Shearman & Sterling

153 Past 53rd Street

New York; New York 10022-
4676

LEHMAN HROTHERS, IRC.

Jeffrey Q. Smith

Cadwalader, Wickergham & Taft
100 Maiden Lane

New York, New York 10038

MAYER & S8CHWEITZER, TNC.
Catherine Ludden

Morgan, Lewis & Bockius
101 Park Avenue

New York, New York 10178

MERRTLL, LYNCH, PIERCE, FENNER
& SMITH, INCORPORATED

Otto G. Obermaier

Weil, Gotshal & Manges

767 Fifth Avenye

New York, New York 10153
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NASH, WEIBS & co. EALOMON EROTHERS INC.
Paul B. Uhlenhop Robert H. Mundheim
Lawrence, Kamin, Saunders & Salomon Brothers Inc,
Uhlenhop Seven World Trade Center
208 South La Salle Street, New York, New York 10048
#1750
Chicago, Illinois 60604 SHERWOOD SECURITIES CORP.
Brian J. McMahon
OLDE DISCOUNT CORPORATTION Crummy, Del Deo, Dolan,
Norman J. Barry, Jr. Griffinger & Vecchione, P.C.
Donahue Brown Matthewson & One Riverfront Plaza
Smyth Newark, New Jersey 07102
20 N. Clark Street
Suite 900 SMITH BARNEY INC.
Chicago, Illinois 60602 Charles A. Gilman
Cahill Gordon & Reindel
PATNFWEBEER INCORPORATED 80 Pine Street
A. Douglas Melamed New York, New York 10005
Wilmer, cutler s Fickering
2445 M Street, N.w. SPEAR, LEEDS & FELLOGG
Washington, D.C.  20037-1420 (TROSTER SINGER)
Howard Shiffman
PIPER JAFFRAY INC. Dickstein, Shapiro & Morin,
Neil S. Cartuscielilo L,L.P,
Shanley & Fisher 2102 L Street, N.W.
One World Trade Center Washington, D.C. 20037
89tk Floor
New York, New York 10048 UBS SECURITIER LICO
Philip L. Graham, Jr.
PRUDENTTYATL; SECURITIES Sullivan & Cromwell
INCORPORATED 125 Broad Street
William P. Frank New York, New York 10004

Skadden, Arps, Slate,
Meagher & FPlom

919 Third Avenue

New York, New York 10022
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EXHIBIT A
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EXHIBIT B
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EXHIBIT C
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