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TRACE Inception

= Corporate Debt market was opaque prior to TRACE (Trade Reporting And
Compliance Engine).
* FINRA operated a dissemination service (1993-2002) that provided limited information for
high yield bonds.
= There were gquote services that provided access to ‘indicative’ prices.

= A small percentage of bonds were traded on NYSE and NASDAQ, providing some
transparency prior to 1 July 2002.

= The US SEC encouraged greater transparency.

= The dealer community argued transparency would hurt the market:
= Dealers would not commit capital, thereby reducing liquidity.
= Dealers would exit the business.

= Expensive implementation for limited benefit, as the market was perceived to be largely
institutional and that these market participants had access to information.

= FINRA sponsored an industry committee to guide implementation and increase
industry buy-in to TRACE.

= TRACE launched on July 1, 2002 after approximately 5+ years of negotiations with
the securities industry.
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TRACE Implementation

= Implementation was phased.
» Reporting time gradually reduced from 75 min. to current 15 min. to provide time to build
technology and adjust operations.

= Dissemination started with the most liquid, highest grade securities, and was gradually expanded
to encompass all publicly traded eligible securities.

= Phase I: Launched on July 1, 2002. All investment grade issues with $1 billion or greater
in original issuance and 50 high yield bonds. 500 issues representing 50% of investment
grade volume and 10% of high yield volume.

» Phase Il: Launched March and April 2003. Previous dissemination criteria + Investment
grade issues rated A or better with $100 million or greater in original issuance, 120
selected BBB-rated bonds and 50 high yield bonds. Approximately 4,400 issues
representing 65% of investment grade market.

= Phase Ill: Launched October 2004 and February 2005. Disseminated all publicly traded
bonds. Aftermarket in BBB and lower rated new issues were delayed for up to 10 days.
Largest trades in the least liquid high yield bonds were delayed for 2 or 4 days.

* Phase IV: Launched in January 2006. Disseminated all publicly traded bonds in real time.

= TRACE was expanded on March 1, 2010 to include primary market
transactions and US Agency debt securities.

= On February 22, 2010, SEC approved further expansion of TRACE to cover
reporting but not disseminating Securitized Products (ABS/MBS).
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TRACE Coverage

= Participants:
= All US broker dealers trading in eligible securities.

= Eligible Securities

= US dollar denominated corporate straight and convertible debt securities, including
144A securities (non-public).

= US Agency debt securities.

= By the numbers (as of March 2011):
= Over 45,000 CUSIPs (30K Corporate and 15K Agency)
= Over 2,000 registered participants.

= Approximately 590 participants reporting corporate trades daily. 260 participants
reporting agency trades daily.

= Over 1,400 participants reported at least one trade during the year.
= Over 43,000 average daily corporate trades. 5,500 average daily agency trades

= Over $27 billion average daily corporate par value traded (public & non-public bonds).
Approximately $11 billion average daily agency par value traded.
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TRACE Basics

= TRACE is composed of three elements:
* Trade collection process and real time surveillance,
* Dissemination of trades, and
 Creation and maintenance of a regulatory data base.

B TRACE administration includes:

e Maintaining Participant Data (TRACE participation agreements, methods of
reporting to TRACE, user entitlements to the TRACE website),

* Maintaining Issue Database (determines TRACE-eligible securities,
removes defunct issues), including each security’s descriptive attributes
(coupon, maturity, call schedule, etc...), and

* Performing real-time surveillance of trades submitted to the system to
ensure data quality.
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TRACE Reporting

B A FINRA member (broker dealer) must register to become a
TRACE participant, and be assigned an MPID (Market Participant
ldentifier).

B Three ways to submit trades:
* Web Interface, secure connection,
* Computer to Computer Interface (CTCI), dedicated line, and
* DTC’s Real-Time Trade Matching system (RTTM).

B Many firms use service providers for reporting (for example:
Pershing, Bloomberqg).

* On a given day, over half of all trades are reported by service providers on
behalf of executing brokers.

M Participants are charged transaction reporting fees that cover the
cost of operating the facility and regulating the market.

FI n ra b FINRA TRACE e« Confidential » Copyright 2008 FINRA

2



TRACE Dissemination

B TRACE disseminates in real-time:

* Trade price, yield, and size (size is capped at $5 million for Corporate Investment
Grade and US Agency, and $1 million for High Yield.

— This is designed to ensure that liquidity for the largest trades is not reduced
because of transparency.

e Since November 3, 2008, buy/sell and customer/dealer indicators are also
disseminated for each trade.

 Although reporting is required within 15 minutes of execution over 90% of trades are
reported in less than 5 minutes and trades are disseminated as soon as they are
received.

B Data is disseminated through market data vendors or directly to market
participants:

* Approximately 50 Vendors (feed recipients) and 50,000 professional desktop users.
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TRACE Dissemination (continued)

B FINRA also publishes market indicators and aggregate information:

* FINRA-Bloomberg Active US Corporate Bond Indices: A family of end of day
U.S. corporate bond indices that reflect the most actively traded bonds targeted
at retail investors.

e Daily Market Aggregate Statistics: The total dollar volume trades and the
number of issues that advance, decline as well as 52-week highs and lows. For
corporate bonds, the most actively traded (by par amount) investment grade,
high-yield and convertible bonds, indicating the daily high, low, last price and
change.

* TRACE Fact Book (www.finra.org/trace/factbook): Released free of charge
annually and quarterly, the TRACE Fact Book provides a historical perspective
of the data.
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TRACE Impact

|.  Enhanced market efficiency.
ll. Increased market insight.
lll. Improved market integrity.

FInra”

= TRACE has yielded three broad benefits.
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TRACE Impact |: Market Efficiencies

= Transparency has contributed to a reduction in spreads and has not
negatively impacted liquidity.
= Transparency and Liquidity: A Controlled Experiment on Corporate Bonds by
Michael A. Goldstein, Edith S. Hotchkiss, Erik R. Sirri; March 20, 2006.

= Transparency has reduced trade execution costs — 50% reduction for
TRACE-eligible bonds and a 20% reduction for bonds not eligible for
TRACE (likely reflecting better pricing information from benchmark
bonds).

= Optimal Market Transparency: Evidence from the Initiation of Trade Reporting
in Corporate Bonds by Hendrik Bessembinder, William Maxwell, Kumar
Venkataraman; January 6, 2005.

= Transparency has contributed to improved valuation precision, as
measured by the dispersion in valuation for the same security held by
multiple funds.
= Missing the Marks: dispersion in corporate bond valuations across mutual

funds by Gjergji Cici, Scott Gibson, John Merrick; second draft May 2008 (first
draft November 2007).
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TRACE Impact II: Market Insight

Market Estimated at about On a typical day, $18 billion turned over in
Activity | $10 billion in volume | 25,000 trades.

and 10,000 trades.
Market About 5% to 10% of 20% of total issues traded at least once on
Breadth |issues would trade each day.

daily and most would
not trade.

About half of the eligible issues had at least
one trade each month.
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TRACE Impact Il: Market Insight (Continued)

Participation

traded.

Dealer Hand full of firms do | The top 10 TRACE broker dealers did 35%
Concentration | the vast majority of | of the trades and the top 50 did 73%.
the business. The top 10 broker dealers did 54% of the
volume and the top 50 did 89%.
Dealer Small number firms | 1,900 broker dealers signed up, of which

1,700 traded. About 500 traded every day.

Retall
Participation

Low number of
retail investors

Strong retail participation at all credit
gualities. 68% of overall customer
transactions are below $100K (considered
retail by the industry). Retail transactions
represent 1.8% of volume.
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TRACE Impact Il: Market Insight (Continued)

B Today no professional would operate in the market without
TRACE data.

* 50,000 professionals access real-time TRACE information, up from 4,000 at
the beginning of 2004.
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Credit Crisis — 144A and Publicly Traded

B Up to Q2 2009, 144A Bond volumes declined faster during the
credit crisis and then recovered and grew at a slower pace than
publicly disseminated bonds.

® \With investment grade bonds for instance,

 During the first three quarters of 2008 the peak volume decline in publicly
disseminated bonds was 15% and in 144A bonds it was 50%.

* Publicly disseminated bonds showed year over year volume increases
during the fourth quarter of 2008 while 144A bonds didn’t show increases
until the first quarter 2009.

* VVolume of publicly disseminated bonds increased by 43% in the second
quarter of 2009 while that of 144A bonds increased only 17%.
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Credit Crisis - TRACE Investment Grade Volume Changes
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Credit Crisis - TRACE High Yield Volume Changes

Year Over Year Changes In High Yleld Average Dally Par Value
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Background

M The credit crisis has indicated a need for more regulatory oversight and
increased transparency in the fixed income markets.

* Most discussions have focused on the need for improved disclosures and better
valuation information.

M Only anecdotal information is available about the secondary markets in
structured debt today.

* FINRA knows from its corporate bond experience that anecdotal information is
unreliable.

e A study by Jankowitsch, Nashikkar, and Subrahmanyam, “Price Dispersion in OTC
Markets: A New Measure of Liquidity” (2008), highlights the importance of having
post trade transparency to enhance the consistency for end-of-day marks.

B FINRA has had a variety of conversations at conferences, with
institutional investors and regulators indicating strong support for
increased secondary market transparency.

S
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Institutional Investor View

B FINRA commissioned a survey of Institutional Investors who
overwhelmingly indicated support for increased transparency
covering Agencies debt, ABS and MBS.

* Independent Company retained to conduct a statistical survey of 100

Institutional investors (not hedge funds) largely during the first quarter of
2007.

* FINRA staff spoke directly with 10 Institutional Investors to confirm the
results.

B Survey results indicated that post trade transparency was
perceived as positive for liquidity, spreads and especially for
valuations.

 Credit crisis is multi-faceted, and price transparency is not a magic bullet
but one piece of the puzzle.

e Even in illiquid markets, any information is better than no information.
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TRACE Expansion

M Phase | - Completed on March 1, 2010.
* Expanded TRACE to include Agency Debentures, excluding MBS.

* Expanded reportable transactions to include primary offerings in addition to
secondary market transactions to provide a more complete audit trail.

— List or fixed offering price transactions and take down transactions: end
of day reporting, no dissemination, no trade reporting fee for timely
transaction reports.

— Primary offering transactions that are effected at prices other than a list
or fixed offering price or are executed other than on the first day of new
iIssue trading: 15 minute reporting, dissemination, reporting fees.

* Agency Debentures: Approximately 15,000 CUSIPs.
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TRACE Expansion

B Phase Il
* Expand TRACE to include all Mortgage and Asset Backed Products

* Rule Filing approved by the SEC on February 22, 2010. Effective date of
reporting May 16, 2011.

e Initially, FINRA will collect transaction data and but will not disseminate it.
The data will be studied to determine an appropriate level of transparency.

 Estimate the ABS/MBS Market to be about 1.2 million CUSIP’s.

— Approximately 1 million of the 1.2 million ABS CUSIP’s are Agency MBS
and significant portions are fungible (e.g., TBA trading and Agency pass-
throughs).

* Private label is largely not fungible and illiquid.

* The Agency MBS market is very active, with average daily trading volume
of 300 Billion in 2009, up from 255 billion in 2006, but down from a high of
345 Billion in 2008.
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TRACE Data Distribution

B Real Time Data:

* Feed distribution: Receipt of “uncontrolled” distribution (i.e. feed, FTP, API, and
similar). Allows recipient use of data for internal, non-display application use.

e Snapshot, allowing the receipt of one real-time price per security per day
(primarily intended for valuation use): $250

» Desktop Display application, provided by Market Data vendors such as
Bloomberg, MarketAxess, Reuters, TradeWeb, and others:
— 10,000 professionals access data through individual desktop display subscriptions.

— 40,000 professionals access through an Enterprise License, allowing unlimited internal
desktop display application for an enterprise.

B Real Time Data (retail users):

* Real-time TRACE data can be distributed to retail users for personal, non-
commercial use free of charge.

B Delayed TRACE Data:

* 4+ hours after dissemination: No charge (note that FINRA does not make
delayed data available, but certain retransmission vendors do)

* TRACE Enhanced Historical data (as of 3/31/2010): Historical transaction-
level information including the price, the date and time of execution, un-capped
transaction size and the yield. The data is available 18 months after the
transaction date.
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TRACE Volume

B Corporate bond volume is currently at its highest level since
TRACE inception.

e For Q1 2011, average daily par value traded increased 12% over Q1 2010
to a new record $27.5 billion.

B \We are seeing record volumes or historically high volume levels
in all main categories.

* Investment grade and high yield bonds
 Publicly traded and 144A bonds
e Institutional and retail customers
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Corporate Bond Activity is High
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TRACE Retall Customer Average Daily Trades
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Institutional Customer Par Value Activity

Corporate Institutlonal Customer Average Dally 81 Par Value
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Private Placement (144A) Par Value Activity

Corporate 144A 81 Average Dally Par Value Traded ($000s)
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2011 Facts and Figures

YTD ending March 31, 2011. Number in parenthesis is percentage change over same period 2010.

» US Corporate debt market is overwhelmingly traded over the counter
(99.99% OTC traded, small fraction traded on Exchanges).

_ _ _ 1,318 1,179 1,155
Unique Reporting Firms
(-2.8%) (-3%) (-2.3%)
Average Daily Reporting 587 467 433
Firms (-1.3%) (-2.5%) (-0.5%)
Average Daily Par Value $26.6 Billion $15.6 Billion $9 Billion
(Public & 144A) (+9.7%) (+9.5%) (+12.9%)

- Customer Volume % 7% 74% 81%

- Principal Capacity % 97% 98% 97%
Average Daily Trades 43.4K 28.8K 11.3K
(Public & 144A) (0%) (-0.9%) (+0.1%)
Numbers include convertibles but exclude equity CUSIPs.
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TRACE Expansion Fact and Figures

m 2011 (YTD ending March 2011)

Unique Reporting Firms 229 734 360 1,318
Ayerage Daily Reporting 40 236 61 587
Firms
Average Daily Par Value $1.7 Billion $.1(.)'2 $.1?'6 $26.6 Billion
' Billion Billion

- Customer Volume % 78% 58% 87% 77%
Average Daily Trades 274 5K 2K 43K

- Customer Volume % 63% 58% 84% 60%

- Retail Customer
Volume % 46% 53% 58% 64%
(of customer volume)
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