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HEARING TO REVIEW THE ROLE OF CREDIT
DERIVATIVES IN THE U.S. ECONOMY

WEDNESDAY, OCTOBER 15, 2008

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

The Committee met, pursuant to call, at 11:05 a.m., in Room
1300, Longworth House Office Building, Hon. Collin C. Peterson
[Chairman of the Committee] presiding.

Members present: Representatives Peterson, Holden, Etheridge,
Marshall, Ellsworth, Space, Walz, Pomeroy, and Goodlatte.

Staff present: Adam Durand, John Konya, Scott Kuschmider,
Rob Larew, Merrick Munday, Clark Ogilvie, John Riley, Sharon
Rusnak, April Slayton, Debbie Smith, Bryan Dierlam, Tamara Hin-
ton, Kevin Kramp, and Bill O’Conner.

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A
REPRESENTATIVE IN CONGRESS FROM MINNESOTA

The CHAIRMAN. The Committee will come to order. I want to,
first of all, thank all the witnesses that have agreed to be with us
today, and also the Members for coming back from their districts
to be involved in this. This is an important issue. I am going to just
talk briefly about where I am coming from.

What I am interested in is getting a clearing situation set up for
these credit default swaps. As I understand it, there are discus-
sions going on between the different parties; the SEC, the CFTC,
the Fed, different groups that are working on this. They would
come under different regulation. There are different proposals out
there. Apparently, the different parties are discussing this. We
need to get these things in a position where they are being able to
be cleared, and by bringing into it some kind of regulated situation
we are going to have some kind of capital requirements, which are
very much needed.

I believe that a lot of this financial problem and the reason that
people don’t trust each other is, to some extent, because of these
swaps, because people don’t know what is out there. They have
been put off by what happened with AIG, Lehman, and Bear
Stearns, and so forth. And so I think this is a big part of the prob-
lem, and the sooner that we can get these clearing mechanisms set
up, the better we are going to be.

We have no idea what the $60 trillion is. Well, we have some
idea, but not much. From what I can tell, if you were able to clear
all this stuff out, it probably wouldn’t be $60 trillion. It might be
$15 trillion. But that is the problem. Everybody is afraid to borrow
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because there might be something out there that they don’t know
about, and within 3 days you can see that your money could be
gone. We saw it with Farmer Mac. They had investments and all
of a sudden they had a capital problem.

So, this is a big part of this financial situation that we are in.
What I want to accomplish out of this hearing is to try to figure
out, or get some sense of how quick we can get this clearing mecha-
nism established, get some idea of what is going on between the
different parties.

We have Mr. Lukken here. We appreciate him being here. The
gentleman from the SEC, and people from the industry. So this is
a big problem. We have a big responsibility here to try to get this
right. I think that this Committee is more of an impartial panel,
if you will, because we are not as close to Wall Street and all of
these other folks that got us into this mess. We can take a more
open-minded view of what the solution is going to be than maybe
some other folks around this town.

So I appreciate you all being here. I recognize the Ranking Mem-
ber, and appreciate him coming back from his district and rear-
ranging his schedule to be with us. We will move on to the panel.

OPENING STATEMENT OF HON. BOB GOODLATTE, A
REPRESENTATIVE IN CONGRESS FROM VIRGINIA

Mr. GOODLATTE. Well, thank you, Mr. Chairman. I want to thank
you for calling today’s hearing on the role of credit derivatives in
the U.S. economy. This is a critical time in our nation’s history
when there is widespread doubt about the stability of our financial
system. This doubt is the result of serious market failures where
major institutions like Fannie Mae, Freddie Mac, Lehman Broth-
ers, Washington Mutual, and AIG have either defaulted, filed
bankruptcy or experienced extreme financial distress.

We should consider today’s hearing as one part of an aggressive
fact-finding mission to determine the role credit default swaps play
in the marketplace and if they contributed to the current economic
crisis. The primary question for us today is: Do credit default
swaps serve a valid purpose in the marketplace to manage risk and
allow economic growth opportunities for business expansion? Or, do
credit default swaps put businesses, and therefore, the entire econ-
omy in a precarious position because they encourage risky behavior
and over-leveraging of assets? Is the current trouble with credit de-
fault swaps just a symptom of a slowing economy or did their un-
regulated existence help create the malaise? Do these instruments
require more oversight or is the current regulatory system ade-
quate to monitor these transactions? And if transactions in the
credit default swaps require additional regulations, what should
those regulations be, what should those regulations require, and
who would be responsible for enforcement?

These are but a few questions that should be addressed to ensure
the marketplace works.

Today, we will hear testimony from those who recently have been
exploring those questions and examining this kind of financial ac-
tivity. As we move forward, it is important that we protect the
sanctity of the marketplace while at the same time protect partici-
pants and limit any threat of systemic risk.
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I look forward to hearing your comments. Thank you, Mr. Chair-
man.
[The prepared statement of Mr. Goodlatte follows:]

PREPARED STATEMENT OF HON. BOB GOODLATTE, A REPRESENTATIVE IN CONGRESS
FrOM VIRGINIA

I would like to thank Chairman Peterson for calling today’s hearing on the role
of credit derivatives in the U.S. economy.

This is a critical time in our nation’s history when there is widespread doubt
about the stability of our financial system. This doubt is the result of serious market
failures where major institutions like Fannie Mae, Freddie Mac, Lehman Brothers,
Washington Mutual, and AIG have either defaulted, filed bankruptcy, or experi-
enced extreme financial distress.

We should consider today’s hearing as one part of an aggressive fact-finding mis-
sion to determine the role credit default swaps play in the marketplace, and if they
contributed to the current economic crisis.

The primary question for us today is do credit default swaps serve a valid purpose
in the marketplace to manage risk and allow economic growth opportunities for
business expansion? Or, do credit default swaps put businesses, and therefore, the
entire economy, in a precarious position because they encourage risky behavior and
over-leveraging of assets.

Is the current trouble with credit default swaps just a symptom of a slowing econ-
omy, or did their unregulated existence help create the malaise? Do these instru-
ments require more oversight, or is the current regulatory system adequate to mon-
itor these transactions?

And, if transactions in the credit default swaps require additional regulations,
what should those regulations be? What should those regulations require, and who
would be responsible for enforcement? These are but a few questions that should
be addressed to ensure the marketplace works.

Today, we will hear testimony from those who, recently, have been exploring those
questions and examining this kind of financial activity. As we move forward, it is
important that we protect the sanctity of the marketplace, while at the same time,
protect participants and limit any threat of systemic risk.

I look forward to hearing your comments.

The CHAIRMAN. I thank the gentleman from Virginia. I now rec-
ognize the gentleman from North Carolina, the Chairman of the
Subcommittee that deals with this, Mr. Etheridge.

OPENING STATEMENT OF HON. BOB ETHERIDGE, A
REPRESENTATIVE IN CONGRESS FROM NORTH CAROLINA

Mr. ETHERIDGE. Mr. Chairman, thank you. Let me thank you for
holding this hearing today. It may be one of the more important
ones we have held all year, other than the passage of the farm bill.

I, like many of you here today, am here with mixed emotions. I
am glad we are holding the hearing, though I wish our country
were not experiencing the economic turmoil which makes this hear-
ing necessary.

My constituents have been asking me, “How did we get in this
financial mess?” They have heard and read some of my colleagues
on the Republican side theorizing that they blame the Democrats.
They have read that Democrats, theorizing, are blaming the Repub-
licans. I think the truth is there is a lot of blame to go around, and
a lot of people share some responsibility in this mess.

The regulatory regime in operation today through all parts of our
financial system is a construct that was developed years ago with
bipartisan support, through bipartisan legislation. Today, we are
looking specifically at over-the-counter credit derivatives, particu-
larly credit default swaps, which constitute the vast majority of
these derivatives. Currently, there is no specific regulation of these
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financial instruments, as the Chairman has talked about. That
wasn’t by accident, as he has also indicated. It was by design.

This Committee has jurisdiction over the Commodity Exchange
Act. In 2000, Congress passed legislation, the Commodity Futures
Modernization Act, which expressly stated that the CEA would not
apply to these derivatives. If the lack of oversight of these deriva-
tives and if the lack of these instruments is the source of our finan-
cial difficulty, then both parties have some responsibility.

We were told by the financial community and others that we
needed to modernize our regulatory structure to compete with fi-
nancial institutions in Europe and elsewhere. We were assured
that the parties to these financial instruments were responsible
and sophisticated enough to engage in these transactions without
the need for heavy government regulation and oversight. To some
extent, they were right, as they were talking about the major play-
ers who did not need the government to protect them from each
other in the marketplace as opposed to small retail customers who
need greater protection from fraud and manipulation.

Like trusting parents, we let the big boys and girls go out in the
financial playground, thinking we didn’t have to watch over them
to keep them from hurting themselves. Little did we know that
they would end up trashing the playground instead. We never
guessed that the major players could grow up to be so big, that the
collapse of one of them would bring down the financial system.
Now we have a mess to clean up. Today’s hearing is the beginning
of our role in that process.

Mr. Chairman, I applaud you for holding this hearing now as op-
posed to waiting for the next Congress, because I think this is im-
portant enough we have to get moving. Earlier this year, the House
passed the Commodity Market Transparency and Accountability
Act with wide bipartisan margins. It provided for dramatic changes
in the regulation of the physical commodity derivatives. It looks
like we must add financial commodities to the reform effort. I look
forward to working with you and this full Committee in that effort.

Thank you.

[The prepared statement of Mr. Etheridge follows:]

PREPARED STATEMENT OF HON. BOB ETHERIDGE, A REPRESENTATIVE IN CONGRESS
FrOM NORTH CAROLINA

Thank you Mr. Chairman. I am here today with mixed emotions. I am glad we
are holding this hearing, though I wish our country was not experiencing the eco-
nomic turmoil which makes this hearing necessary.

My constituents have been asking me, how did we get into this financial mess?
They have heard and read Republican theories that place the blame on Democrats
and likewise Democratic theories that blame Republicans.

The truth is that everyone, Republicans and Democrats alike, have a share in the
responsibility for this mess.

The regulatory regime in operation today for all parts of our financial system is
a construct that was developed years ago with bipartisan support through bipar-
tisan legislation.

Today, we are looking specifically at over-the-counter credit derivatives, particu-
larly credit default swaps, which constitute the vast majority of these derivatives.

Currently, there is no significant regulation of these financial instruments. That
wasn’t by accident, but by design.

This Committee has jurisdiction over the Commodity Exchange Act (CEA).

In 2000, Congress passed legislation—the Commodity Futures Modernization Act
(CFMA)—which expressly stated that the CEA would not apply to these derivatives.
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If the lack of oversight of these instruments is the source of our financial difficulty,
then both parties are responsible.

We were told by, the financial community that we need to modernize our regu-
latory structure to compete with financial institutions in Europe and elsewhere.

We were assured that the parties to these financial instruments were responsible
and sophisticated enough to engage in these transactions without the need for heavy
government regulation and oversight.

And to some extent they were right as they were talking about the major players
who did not need the government to protect them from each other in the market-
place, as opposed to smaller retail customers who need greater protection from fraud
and manipulation.

And like trusting parents, we let the big boys and girls go play in the financial
playground thinking we didn’t have to watch over them to keep them from hurting
themselves.

Little did we know that they would end up trashing the playground instead. We
never guessed that the major players could grow up to be so big that the collapse
of one of them could bring down the financial system.

Now we have a mess to clean up. Today’s hearing is the beginning of our role in
that process. Mr. Chairman, I applaud you for holding this hearing now as opposed
to waiting for the next Congress.

Earlier this year, the House passed the Commodity Market Transparency and Ac-
countability Act by a wide bipartisan margin.

It provided for dramatic changes in the regulation of physical commodity deriva-
tives.

It looks like we must add financial commodities to the reform effort, and I look
forward to working with you on that effort.

The CHAIRMAN. I thank the gentleman, and thank him for his
leadership on the Subcommittee. All Members’ statements will be
made a part of the record, without objection.

We would now like to welcome our witnesses. I would like to re-
mind you that your full testimony will be made part of the record.
We want to get to questions so we would ask you to try to—we
won’t hold you exactly to the 5 minutes, but try to summarize your
statements.

We very much appreciate you being with us. First, we have Hon.
Walter Lukken, the Acting Chairman of the CFTC, and Erik Sirri,
the Director of Division of Trading and Markets of the SEC with
us. So, gentlemen, welcome.

Mr. Lukken, you are up first. Welcome to the Committee.

STATEMENT OF THE HON. WALTER LUKKEN, ACTING
CHAIRMAN, COMMODITY FUTURES TRADING COMMISSION,
WASHINGTON, D.C.

Mr. LUKKEN. Thank you, Mr. Chairman. Good morning, Ranking
Member Goodlatte and other distinguished Members of the Com-
mittee. Thank you for the invitation here today to discuss credit de-
fault swaps.

The current financial crisis is requiring policymakers to rethink
the existing approach to market regulation and oversight. Many ob-
servers have singled out the $58 trillion credit default swap market
as needing greater scrutiny and transparency. These over-the-
counter swap transactions are largely unregulated and may have
exacerbated the counterparty and systematic risk in the financial
system during this crisis.

With respect to the CFTC, the Commodity Exchange Act ex-
cludes most over-the-counter financial derivatives, including credit
default swaps, from its regulatory and enforcement jurisdiction.
But if we are to avoid repeating the mistakes of the past, we must
strive to increase the transparency of these transactions and find
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ways to mitigate the systemic risk created by firms that offer and
hold these off-exchange instruments. While wholesale regulatory
reform will require careful consideration, centralized clearing is one
immediate and proven response that will help mitigate the current
crisis.

Clearinghouses have been functioning for many years as a means
for mitigating the risks associated with exchange-traded financial
products. Whether securities, options, or futures, centralized clear-
inghouses ensure that every buyer has a guaranteed seller and
every seller has a guaranteed buyer, thus minimizing the risk that
one counterparty’s default will cause a systemic ripple through the
markets. The clearinghouse is able to take on this role because it
is backed by the collective funds of its clearing members.

This clearing guarantee goes to the root of the problems we are
confronting today, the constriction of credit due to the fear of de-
fault. Indeed, for futures contracts, the standardized on-exchange
predecessor of OTC derivatives, clearing has worked extraor-
dinarily well in managing credit risk. For regulated futures ex-
changes, the clearing and settlement mechanism serves to lessen
the likelihood that large losses by a trader will cause a contagion
event. At least twice-daily, futures clearinghouses collect payments
from traders with losing positions and credit traders with profit-
able positions. This twice-daily mark-to-market prevents the build-
up of significant losses and effectively wipes clean the credit risk
inherent in the system. Importantly, no U.S. futures clearinghouse
has ever defaulted on its guarantee.

Just as significant, the clearing process provides transparency to
regulators. When transactions are cleared, government and ex-
change regulators receive daily trading and pricing information,
which helps them police for manipulation and fraud and to uphold
the integrity of the market.

Clearing has been proven to work for OTC derivatives. After
Enron’s demise in 2001, the OTC energy derivatives markets
locked up because many energy companies lacked the requisite fi-
nancial standing to back their off-exchange trades. In response, the
New York Mercantile Exchange sought and received approval from
the CFTC in 2002 to clear OTC energy products for the first time.
Today, a significant number of OTC energy derivatives are cleared
through regulated clearinghouses, which has reduced systemic risk
and allowed regulators a greater window into this marketplace.
Clearing for OTC products now extends beyond energy products to
financial products such as forward rate agreements and foreign
currency swaps.

Under existing law, any derivatives clearing organization that is
registered with the CFTC may clear OTC derivatives without fur-
ther registration or subjecting itself to any additional regulatory re-
quirements. Pursuant to the CEA, the CFTC regulates DCOs and
has the statutory mandate to ensure the financial integrity of
transactions subject to the CEA, and to safeguard against systemic
risk. The CFTC relies on the 14 core principles for DCOs set forth
by Congress in the CEA as a means for evaluating whether DCOs
comply with U.S. law.

The CFTC, in conjunction with other financial regulators, will
continue to seek ways to provide clearing solutions for OTC deriva-
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tives. Last month, in its swap report to Congress, the CFTC rec-
ommended the further use of clearing for OTC derivatives. There
are several private sector clearing initiatives currently being con-
sidered by Federal regulators. It is imperative that regulators work
cooperatively and expeditiously to conduct their due diligence and
allow appropriate programs to begin operations promptly. The
CFTC will continue to closely coordinate with the Federal Reserve
and SEC to further this important policy objective.

While the implementation of centralized clearing for OTC prod-
ucts is a near-term solution that does not require legislative
changes, broader reform of the OTC derivatives market is also
needed and will require decisive Congressional action. As Congress
embarks on reform in the coming months, there are several guiding
objectives that should be pursued by legislators to improve the
oversight and prevent a similar economic disturbance in the future.

First and foremost, regulatory reform should seek to improve the
transparency of these OTC markets, particularly when their size
reaches a critical mass where they play a public pricing role and
their failure might cause a systemic event. Clearly, the CDS mar-
ket has met this criteria. Enhanced transparency through reporting
or other means would enable regulators to properly police these
markets for misconduct and the concentration of risk. In pursuing
this objective, Congress might look to the model adopted in the
farm bill by this Committee for the OTC energy swaps market,
which triggers additional oversight and transparency when a prod-
uct begins to serve a significant price discovery function.

Second, regulatory reform should incentivize and possibly even
mandate centralized clearing and settlement for certain OTC de-
rivatives. As mentioned, clearing brings enhanced transparency,
standardization, and risk management to these products at a time
when it is most needed.

Third, regulatory reform should revisit the amount of risk-based
capital held by dealer firms and large participants in these OTC
markets to better account for the interdependent counterparty risk
that now seems so evident and to prevent these products from
being held off balance sheet in unregulated affiliates. As clearing
begins for these products and trading data improves, models for as-
sessing risk will also progress, as will the accuracy of the capital
charges assigned to these firms.

Fourth, regulatory reform should provide for clear enforcement
authority over these products to police against fraud and manipula-
tion. The CFTC is currently excluded by statute from bringing en-
forcement cases against OTC financial derivatives. Congress should
rectify this by providing clear enforcement powers regarding OTC
[S)rogucts to the CFTC and other appropriate regulators, such as the

EC.

Last, regulatory reform of OTC products should be globally co-
ordinated and non-exclusionary. As this financial crisis has shown,
the world financial system is highly intertwined, leaving no coun-
try’s banking system unscathed. We have also learned that one
country’s actions to stem the crisis cannot be effective without close
cooperation among all nations. As this crisis begins to wane and we
turn to pursue long-term adjustments to the global regulatory
structure, world legislators must work in close concert with each
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other to ensure that steps taken by one nation to improve oversight
are not exploited by others in the global financial community. This
also means that domestic regulators should work in tandem and
not engage in the unproductive exercise of defending jurisdictional
lines at a time when a comprehensive and coordinated response by
regulators is most needed. The entire regulatory community must
continue to unite in seeking a sensible and comprehensive solution
to the global financial crisis, which may require many of us to
rethink our regulatory approaches and jurisdictional biases. The
CFTC is committed to playing a constructive role in seeking a coop-
erative regulatory solution that improves the global regulatory
structure for financial markets.

Mr. Chairman, I appreciate your leadership on the critical issue
we are talking about today, and I look forward to participating
fully in the Congressional and regulatory efforts to implement poli-
cies and practices that best serve the public interest. I look forward
to your questions.

[The prepared statement of Mr. Lukken follows:]

PREPARED STATEMENT OF HON. WALTER LUKKEN, ACTING CHAIRMAN, COMMODITY
FUTURES TRADING COMMISSION, WASHINGTON, D.C.

Chairman Peterson, Ranking Member Goodlatte, and other distinguished Mem-
bers of the Committee, I am pleased to have this opportunity to appear today to
discuss risk management for credit default swaps (CDS). The Commodity Futures
Trading Commission (CFTC) welcomes the opportunity to discuss over-the-counter
(OTC) derivatives and the benefits derived from clearing such products.

OTC Swaps and Regulated Futures Transactions

From the beginning of U.S. futures trading in the mid-1800s until recently, regu-
lated futures exchanges offered the primary means by which commercial entities
could manage their physical market price risks. During the 1980s, however, finan-
cial institutions began to develop non-exchange-traded derivatives contracts that of-
fered similar risk management benefits. In 1981, the World Bank and IBM entered
into what has become known as a currency swap. The swap essentially involved a
loan of Swiss francs by IBM to the World Bank and the loan of U.S. dollars by the
World Bank to IBM. The motivation for the transaction was the ability of each party
to borrow the funds they were loaning more cheaply than the counterparty, thus re-
ducing overall funding costs for both parties. This structure of swapping cash flows
ultimately served as the template for swaps on any number of financial assets and
commodities.

The development of the OTC swap industry is related to the exchange-traded fu-
tures and options industry in that a swap agreement can function as a competitor
or complement to futures and option contracts. Market participants often use swap
agreements because they offer the ability to customize contracts to match particular
hedging or price exposure needs. Conversely, futures markets typically involve
standardized contracts that, while often traded in very liquid markets, may not pre-
cisely meet the needs of a particular hedger or speculator. The OTC swap market
has grown significantly because, for many financial entities, the OTC derivatives
products offered by swap dealers have distinct advantages relative to futures con-
tracts.

Yet, these OTC swap transactions are largely unregulated. With respect to the
CFTC, the Commodity Exchange Act (CEA) excludes most OTC financial deriva-
tives, including CDS, from its regulatory and enforcement jurisdiction.!

18See, e.g., CEA, 7 U.S.C. §§2(d) and 2(g). Section 2(d) excludes from CEA coverage trans-
actions involving an “excluded commodity” (a broad range of interest rate, currency, credit, eq-
uity, weather, and other derivatives) that are not executed on a trading facility and are entered
into solely by eligible contract participants. Section 2(g) excludes from CFTC regulation trans-
actions involving a commodity other than an agricultural commodity that are not executed on
a trading facility if they are entered into solely by eligible contract participants and are subject
to individual negotiation.

Section 2(d)(2) also excludes transactions involving an excluded commodity that are executed
through an electronic trading facility by eligible contract participants trading on a principal-to-



Credit Default Swaps

The current financial crisis is requiring policymakers to rethink the existing ap-
proach to market regulation and oversight. Many observers have singled out OTC
credit derivatives, including CDS, as needing greater scrutiny and transparency.

OTC credit derivatives emerged in the mid-1990s as a means for Wall Street fi-
nancial institutions to buy insurance against defaults on corporate obligations. Spe-
cifically, OTC credit derivatives are bilateral off-exchange instruments that allow
one party (the protection buyer) to transfer credit-related risks associated with the
actual or synthetic ownership of a “reference asset” to another party (the protection
seller) for a price.2 The reference asset associated with an OTC credit derivative
may be a corporate debt obligation (such as a bond or a bank loan), a sovereign debt
obligation, an asset-backed security (such as commercial mortgage-backed securi-
ties), or any other obligation or debt. Credit derivatives transfer the credit risks at-
tendant to the actual or synthetic ownership of a reference debt obligation.

The most common credit derivative product is the CDS. Under a CDS, the protec-
tion seller promises to compensate the protection buyer for the economic loss associ-
ated with a material decline in the value of a reference asset that is triggered by
the occurrence of a pre-determined “credit event,” such as a filing for bankruptcy
or default on a debt payment by the issuer of the reference asset. In some CDS con-
tracts, the protection buyer pays the protection seller a “periodic premium” for the
protection.? If a triggering credit event occurs, then the protection buyer would re-
ceive a full lump-sum payment that is some fraction of the par value of the ref-
erence asset, to compensate the buyer for the asset’s devaluation. In turn, the pro-
tection buyer would deliver the devalued asset to the protection seller.

The estimated notional amount of CDS transactions has nearly doubled every
year since 2001 to reach an estimated peak of $62 trillion in 2007, before receding
12 percent to $54.6 trillion as of June 30, 2008.4 In all likelihood, this number some-
what overstates the actual size of the CDS market because many traders hold off-
setting positions that have not been netted against each other. Nevertheless, the
size of total CDS positions is substantial.

The Benefits of Clearing of OTC CDS Transactions

Recent events have uncovered the risks that certain CDS transactions pose to the
financial system. American International Group, an insurance company, reportedly
issued CDS transactions covering more than $440 billion in bonds, leaving it with
obligations that it could not cover in the current market conditions. This CDS expo-
sure factored into the Federal Reserve’s decision to provide an $85 billion condi-
tioned loan to the ailing company to prevent its failure and a possible contagion
event in the broader economy.> Clearly, there are major risks associated with these
products that need further review.

The dispersed and non-standardized nature of many OTC instruments makes
finding a regulatory solution a challenging task. But policymakers must strive to in-
crease the transparency of these transactions and find ways to mitigate the systemic
risk created by firms that offer and hold these off-exchange instruments. While
wholesale regulatory reform will require careful consideration, centralized clearing
is one immediate and proven solution that could help mitigate the risks associated
with these products.

Clearing mitigates counterparty risk by substituting the credit of the clearing-
house for the credit of the counterparty. In addition, clearing: (1) addresses the as-
sessment of market risk and price transparency by publishing a settlement price
each day for each product; (2) increases liquidity by enabling participants to offset
positions against entities other than the original counterparty; and (3) facilitates
order processing by establishing standard procedures and deadlines. For these rea-

principal basis, or by certain authorized fiduciaries or investment managers. Finally, under Title
IV of the Commodity Futures Modernization Act of 2000 (CFMA), an exclusion from the CEA
was created for certain individually-negotiated swap agreements offered by banks to eligible con-
tract participants.

2In the OTC market, the terminology “protection seller” and “protection buyer” is used to
refer to the seller and the buyer of a credit derivative.

3CDS pricing is based on (i) the probability that the issuer of the reference asset will experi-
ence a credit event, and (ii) the expected recovery rate for the reference asset. Credit events
are defined in Article IV of the 2003 International Swaps & Derivatives Association’s (ISDA)
Credit Derivatives Definitions. These definitions and standards are well established, and they
have been adopted for widespread use in the OTC market.

4ISDA News Release, Sept. 24, 2008 (available at Atip://www.isda.org/press/
press092508.html).

5Indeed, it now appears that AIG may be the beneficiary of up to an additional $37.8 billion
in Federal aid.
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sons, this solution has been advocated by CDS market participants and the Presi-
dent’s Working Group on Financial Markets (PWG). The PWG first recommended
providing clearing solutions for OTC derivatives in a 1999 report to Congress.®

Clearinghouses have been available for many years as a means for mitigating the
risks associated with exchange-traded financial products. Whether securities, op-
tions, or futures, centralized clearinghouses ensure that every buyer has a guaran-
teed seller and every seller has a guaranteed buyer, thus minimizing the risk that
one counterparty’s default will cause a systemic ripple through the markets. The
clearinghouse is able to take on this role because it is backed by the collective funds
of its clearing members.

Clearing would enable parties to a CDS transaction to focus solely on obtaining
the best price for the transaction, without regard to whether the parties executing
opposite them are capable of performing their obligations. Because the clearing-
house would serve as the central counterparty to all transactions, parties could close
outdtheir positions without having to seek out the original counterparties to their
trades.

Clearing would also strengthen the infrastructure of CDS trading by facilitating
more timely and accurate post-trade processing. For many years, post-trade proc-
essing of OTC derivatives has been a decentralized, paper-based process. As a re-
sult, the enormous growth in trading volume led to massive backlogs in confirming
trades. Various initiatives have been undertaken to improve the trade processing of
CDS transactions, and progress is being made toward resolving the backlogs; how-
ever, much work remains to be done. By contrast, as evidenced by the performance
of U.S. futures clearinghouses, efficient and accurate trade processing is a hallmark
of clearing. Adopting a clearing regime for CDS would prevent such backlogs from
developing in the future.

Centralized clearing addresses the root problems the markets are confronting
today—the constriction of credit due to fear of default. Indeed, for futures con-
tracts—the standardized on-exchange cousin of OTC derivatives-clearing has worked
extraordinarily well in managing credit risk. The first independent U.S. futures
clearinghouse was established in 1925, and this model helped launch others. Today,
the world’s largest derivatives clearing facility is located in the United States and
routinely moves billions of dollars per day in mark-to-market settlements, including
a record $12.7 billion on January 23, 2008, without any disruption. In 2007, that
same facility traded a record 2.2 billion derivative contracts valued at more than
$1 quadrillion.

For regulated futures exchanges, the clearing and settlement mechanism serves
to lessen the likelihood that large losses by a trader will cause a contagion event.
At least twice daily, futures clearinghouses collect payments from traders with los-
ing positions and credit traders with profitable positions. This twice-daily “mark-to-
market” prevents the buildup of significant losses. Importantly, no U.S. futures
clearinghouse has ever defaulted on its guarantee.

Just as significant, the clearing process provides transparency to regulators.
When transactions are cleared, government and exchange regulators receive daily
trader and pricing information, which helps them to police for manipulation and
fraud and to uphold the integrity of the market.

Current Regulation of OTC Derivatives Clearing

Clearing has been proven to work for OTC derivatives. After Enron’s demise in
2001, the OTC energy derivatives markets “locked up” because many energy compa-
nies lacked the requisite financial standing to back their off-exchange trades. In re-
sponse, the New York Mercantile Exchange (NYMEX) sought and received approval
from the CFTC in 2002 to clear OTC energy products for the first time. Today, a
significant number of OTC energy derivatives are cleared through regulated clear-
inghouses, which has reduced systemic risk and allowed regulators a greater win-
dow into this marketplace. Clearing for OTC products now extends beyond just en-
ergy products to financial products such as forward rate agreements and foreign
currency swaps.

Under existing law, any derivatives clearing organization (DCO) that is registered
with the CFTC may clear all OTC derivatives without further registration or sub-
jecting itself to any additional regulatory requirements.” Pursuant to the CEA, the

6 Over-the-Counter Derivatives Markets and the Commodity Exchange Act, Report of the
President’s Working Group on Financial Markets, November 1999.

7The CFMA added Section 409 to the Federal Deposit Insurance Corporation Improvement
Act of 1991 (FDICIA), 12 U.S.C. §4422, which governs the clearing of OTC derivative instru-
ments by multilateral clearing organizations (including DCOs). Section 409 of FDICIA prohibits
a person from operating a clearing organization for OTC derivative instruments except if that
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CFTC regulates DCOs and has the statutory mandate to ensure the financial integ-
rity of transactions subject to the CEA and to avoid systemic risk. The CFTC relies
on the 14 core principles for DCOs set forth by Congress in the CEA, 7 U.S.C. § Ta—
1, as a means of evaluating whether DCOs comply with U.S. law.

In analyzing compliance with these principles, the CFTC looks to the controls and
tools utilized by a clearinghouse, including: (1) appropriate membership standards
and continuing oversight of members; (2) collection of position reports from large
traders; (3) daily mark-to-market of all open positions; (4) collection of an appro-
priate amount of performance bond (sometimes referred to as “margin”), which
serves to cover any losses that cannot be met by the market participant; (5) periodic
stress-testing of open positions; (6) an ability to liquidate all of a market partici-
pant’s open positions quickly; and (7) availability of other financial resources for use
by the clearinghouse to cover any member default. Any clearinghouse seeking to
cleﬁr CDS transactions will need to show in its proposal that it can bring such tools
to bear.

While DCOs do not need pre-approval from the CFTC to clear OTC derivatives,
any such initiative would be required to comply with the relevant core principles
set forth in the CEA, and the CFTC would review it for compliance with those prin-
ciples. In addition, the CFTC would need to approve in advance any request by a
DCO to commingle funds associated with “cleared-only” OTC derivatives with the
DCO’s customer segregated funds. The customer funds underlying exchange-traded
futures and options are required to be held in a separate account and to be seg-
regated from the funds of the clearing member and of the DCO. The CEA and CFTC
regulations prevent any other funds from being held in the segregated account ab-
sent permission from the CFTC. This is a critical customer protection feature that
is designed to ensure that customer funds for exchange-traded futures and options
are protected and available for withdrawal or transfer even if the clearing firm in
question experiences severe financial distress or goes into bankruptcy. In appro-
priate circumstances, the CFTC has permitted DCOs to commingle customer funds
associated with “cleared-only” OTC derivatives with customer funds associated with
exchange-traded futures and options in the segregated account. The CFTC has per-
mitted such treatment only when it has concluded that the benefits of permitting
such commingling outweigh the risks.

Separate from clearing, the creation of a trading platform for CDS products also
could be beneficial because it would enhance pricing transparency, liquidity for the
product, and order processing. However, the utility of some of these customized off-
exchange instruments might be lost if they become sufficiently standardized to be
listed on a multilateral exchange trading facility. For example, two major U.S. de-
rivatives exchanges listed credit derivatives products in 2007, but neither product
was able to gain a significant market share.

In closing, the CFTC, in conjunction with other financial regulators, will continue
to seek ways to provide clearing solutions for OTC derivatives. Last month, in its
swaps report to Congress, the CFTC recommended the further use of clearing for
OTC derivatives. There are several private sector clearing initiatives currently being
considered by Federal regulators, and it is imperative that policymakers work coop-
eratively and expeditiously to conduct their due diligence and allow appropriate pro-
grams to begin operations promptly. While comprehensive financial reform might
take time, encouraging centralized clearing is one immediate step that can reduce
risk in the markets and benefit the U.S. economy.

Thank you for your leadership on this critical issue. We look forward to partici-
pating fully in Congressional and regulatory efforts to address these issues and to
implement policies and practices that serve the public interest.

The CHAIRMAN. Thank you, Mr. Lukken.
Welcome, Mr. Sirri. We look forward to your testimony.

STATEMENT OF ERIK R. SIRRI, DIRECTOR, DIVISION OF
TRADING AND MARKETS, U.S. SECURITIES AND EXCHANGE
COMMISSION, WASHINGTON, D.C.

Mr. SIRRI. Thank you, Chairman Peterson, Ranking Member
Goodlatte, and Members of the House Committee on Agriculture.
I am pleased to have the opportunity today to testify regarding the
credit default swap market. As is widely noted, the CDS market

person is registered with the CFTC or the SEC, or is supervised by certain approved foreign
financial regulators, or unless that person is a type of banking organization.
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has experienced explosive growth in recent years. At the end of the
first half of 2008, the total notional value of CDS is expected to be
approximately $55 trillion, doubling its size in only 2 years.

The SEC has a great interest in credit default swaps, in part be-
cause of their impact on the market for debt net equity securities
and the Commission’s responsibility to maintain fair, orderly, and
efficient markets. These markets are directly affected by CDS be-
cause the credit protection is written on the financial claims of the
issuers that we regulate. In addition, we have seen CDS spreads
move in tandem with falling stock prices, a correlation that sug-
gests that activities in the CDS market may be spilling over into
the cash securities markets.

The Commission’s current authority with respect to OTC CDSs,
which are generally securities-based swap agreements under the
CFMA, is limited to enforcing the anti-fraud prohibitions under the
Federal securities laws, including prohibitions against insider trad-
ing. I note, however, that if CDS were standardized as a result of
centralized clearing or exchange trading, or other changes in the
market, and no longer individually negotiated, the swap exclusion
from the securities laws under the CFMA would be unavailable.

Under current law, however, the SEC is statutorily prohibited
from promulgating any rules regarding CDS trading in the over-
the-counter market. Thus, the tools necessary to oversee the OTC
CDS market effectively and efficiently do not exist.

The SEC staff are actively participating with other financial su-
pervisors and industry members in efforts to establish one or more
central counterparties, or CCPs, for credit default swaps. The SEC
has regulated the clearance and settlement of securities, including
derivatives on securities, since the Securities Acts Amendments of
1975. A CCP for credit default swaps would be an important first
step in reducing systemic and operational risks in the CDS market,
and Commission staff fully support these efforts.

In addition to reducing counterparty and operational risks inher-
ent in the CDS market, and thereby helping to mitigate the poten-
tial systemic impacts, a central counterparty may help to reduce
the negative effects of misinformation and rumors that can occur
during high volume periods. A CCP could be a source of records re-
garding CDS transactions. Of course, to the extent that participa-
tion in a CCP is voluntary, its value as a device to protect manipu-
lation and other fraud and abuse in the CDS market may be great-
ly limited.

There is no guarantee, however, that efforts to establish a cen-
tral counterparty or other mechanisms would be successful or that
the OTC CDS market participants would avail themselves of these
services. Accordingly, one should not view a central counterparty as
a panacea for concerns about the management of exposures related
to credit derivatives. Even with a CCP, dealers and other market
participants must manage their remaining bilateral exposures ef-
fectively under ongoing regulatory oversight. Nonetheless, a central
counterparty would be an important step in addressing regulatory
concerns.

Exchange trading of CDS would add efficiency to the market for
these instruments. It is not uncommon for derivative contracts that
are initially developed in the OTC market to become exchange-
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traded as the product markets mature. While the contracts traded
in the OTC market are subject to individual bilateral negotiation,
an exchange is effectively a market for a standardized form of a
contract. These standardized exchange contracts typically coexist
with more varied and negotiated OTC contracts.

Exchange trading of credit derivatives would enhance both the
pre- and post-trade transparency of the market, and that would en-
hance efficient pricing of credit derivatives. Exchange trading could
also reduce liquidity risk by providing a centralized market that al-
lows participants to effectively initiate and close out positions at
the best available prices.

Credit default swaps serve important purposes as tools that can
be employed to closely calibrate risk exposure to a credit or a sec-
tor. Yet, CDSs raise a number of regulatory concerns, including the
risks they pose, systemically, to financial stability and the risk of
manipulation.

With regard to financial stability, the default of one major player
affects not only the financial health of that participant but also the
market and operational risks borne by parties distant to those
transactions. In addition, there is a risk of manipulation and fraud
in the CDS market, in part because trade reporting and disclosure
are limited. One way to guard against misinformation and fraud is
to create a mandatory system of record-keeping and the reporting
of all CDS trades to the SEC. Ready information on trades and po-
sitions of dealers would also aid the SEC in its enforcement of its
existing anti-fraud and anti-manipulation rules.

Notwithstanding the lack of statutory authority to require the re-
porting or record-keeping in the CDS market, the SEC is doing
what it can under existing statutory authority. Most recently, the
Commission announced a sweeping expansion of its ongoing inves-
tigation into possible market manipulation involving financial insti-
tutions. The expanded investigation will require hedge fund man-
agers and other persons with positions in CDS to disclose those po-
sitions to the Commission and to provide certain other information
under oath.

Investigations of over-the-counter CDS transactions have been
far more difficult and time-consuming than those involved in other
markets because the information on CDS transactions gathered
from market participants has been incomplete and inconsistent.

In crafting any regulatory solution, it is important to keep in
mind the significant role that CDS trading plays in today’s finan-
cial markets, as well as the truly global nature of the CDS market.
Further, the varied nature of the market participants in credit de-
fault swaps and the breadth of this market underscore the impor-
tance of cooperation amongst financial supervisors at the Federal
and state levels, as well as supervisors internationally.

Thank you for the opportunity to discuss these important ques-
tions, and I am happy to take your questions.

[The prepared statement of Mr. Sirri follows:]

PREPARED STATEMENT OF ERIK R. SIRRI, DIRECTOR, DIVISION OF TRADING AND
MARKETS, U.S. SECURITIES AND EXCHANGE COMMISSION, WASHINGTON, D.C.

Chairman Peterson, Ranking Member Goodlatte, and Members of the House Com-
mittee on Agriculture:
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I am pleased to have the opportunity today to testify regarding the credit default
swap (CDS) market. The over-the-counter (OTC) market for CDSs has drawn to-
gether some of the world’s important financial institutions into a complex web.
These institutions have diverse roles in the market for CDSs, including as market
makers, hedgers, and speculators who take proprietary positions in the credit risk
of the underlying entity. The CDS market has experienced explosive growth in re-
cent years. As of the end of the first half of 2008, the total notional value of CDSs
is estimated to be approximately $55 trillion, according to the International Swaps
and Derivatives Association (ISDA), doubling its size in only 2 years. AIG alone is
reported to have sold over $440 billion of CDS protection on a notional basis. It is
important, however, to keep in mind that notional value is not a precise measure
of the total risk exposure.

The SEC has a great interest in the CDS market because of its impact on the
debt and cash equity securities markets and the Commission’s responsibility to
maintain fair, orderly, and efficient securities markets. These markets are directly
affected by CDSs due to the interrelationship between the CDS market and the
claims that compose the capital structure of the underlying issuers on which the
protection is written. In addition, we have seen CDS spreads move in tandem with
falling stock prices, a correlation that suggests that activities in the OTC CDS mar-
ket may in fact be spilling over into the cash securities markets.

The Commission’s current authority with respect to OTC CDSs, which are gen-
erally “security-based swap agreements” under the CFMA, is limited to enforcing
anti-fraud prohibitions under the Federal securities laws, including prohibitions
against insider trading. The SEC, however, is statutorily prohibited under current
law from promulgating any rules regarding CDS trading in the over-the-counter
market. Thus, the tools necessary to oversee this market effectively and efficiently
do not exist.

SEC staff are actively participating with other financial supervisors and industry
members in efforts to establish one or more central counterparties, or CCPs, for
credit default swaps. Improving market infrastructure and the ability to monitor the
CDS market, for example by establishing a CCP, would be an important first step
in reducing systemic and operational risks in the market. The Commission staff
fully supports these efforts.

In addition, when Chairman Cox spoke before the Senate Committee on Banking,
Housing, and Urban Affairs 3 weeks ago, he called the lack of regulation of the CDS
market a “cause for great concern.” The CDS market’s considerable size and impor-
tance to the financial system, particularly during periods of significant market tur-
bulence, compel greater oversight. Recent credit market events, notably the default
by Lehman Brothers and the intervention by the Treasury with respect to Fannie
Mae and Freddie Mac, have required an ad hoc response by market participants,
generally under the auspices of industry groups such as ISDA. In all three cases,
the industry had to orchestrate an auction to permit cash settlement of CDSs in-
tended to be settled through physical delivery of bonds as a means to reduce oper-
ational frictions. In fact, the industry had to meet under the auspices of ISDA to
even determine with certainty that the Treasury actions with respect to Fannie Mae
and Freddie Mac were an event of default for purposes of credit default swaps writ-
ten on the debt securities of those two reference entities. While ad hoc approaches
have worked remarkably well to date, Chairman Cox and others have questioned
whether the size and importance of the market make more oversight, including a
more developed infrastructure, prudent.

Background

As you know, CDSs, like other credit derivatives, are a type of financial contract
whose value is based on underlying debt obligations. By their very nature, CDSs
transfer risk rather than directly raise capital in the way a bond or stock does. How-
ever, the transference of risk can indirectly aid in raising capital. A CDS can be tied
to the performance of the debt obligations of a single entity or security, or—with
more complex CDSs—an index of several such entities or securities. In a CDS, as
in an insurance contract, the CDS “buyer” is buying protection and the CDS “seller”
is selling protection against a default or other credit event with respect to the un-
derlying debt obligations. The buyer pays the seller a premium for this protection,
and the seller only pays the buyer if there is a default or other credit event that
triggers the CDS contract. The premium—cost of protection for the buyer—increases
as the risk associated with the underlying obligation increases. In other words, as
the creditworthiness of the underlying entity goes down, the cost of protection goes

up.
CDSs are executed bilaterally with derivatives dealers in the OTC market, which
means that they are privately negotiated between two sophisticated, institutional
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parties. They are not traded on an exchange and there is no required record-keeping
of who traded, how much and when. The dealers include more than a dozen large,
globally active banks. London and New York are the centers of CDS trading. In ad-
dition to the dealers, active participants in the CDS market include hedge funds and
registered investment companies, as well as insurance companies, among others.

Although CDSs are frequently described as insurance (buying protection against
the risk of default), they, in fact, also are used by investors for purposes other than
hedging. Institutions can and do buy and sell CDS protection without any ownership
in the entity or obligations underlying the CDS. In this way, CDSs can be used to
create synthetic long (or short) positions in the referenced entity. Because a CDS
transfers the risk of default on debt obligations from the buyer to the seller, a CDS
buyer is analogous to being “short” the bond underlying the CDS. Whereas a person
who owns a bond profits when its issuer is in a position to repay the bond, a CDS
buyer profits when, among other things, the bond goes into default. Conversely, a
CDS seller can be said to be taking a “long position” on the underlying credit. In
other words CDSs may be used to replace cash bonds in establishing trading posi-
tions in a credit.

Indeed, for a typical corporate debt issuer, the notional amount of activity in OTC
derivatives tied to its debt or credit can be substantially larger than the outstanding
balance (principal amount) or trading in the issuer’s actual debt securities. CDSs,
therefore, can be used to manage the risk of a portfolio of assets or to mitigate a
firm’s exposure to an entire financial institution. Writers of CDSs can develop con-
centrated exposures to particular credits, which if large enough, could raise serious
systemic issues for the global financial system.

Establishing a Central Counterparty for the CDS Market

Although the clearance and settlement of CDSs are not currently regulated, the
SEC has regulated the clearance and settlement of securities, including derivatives
on securities, since the Securities Acts Amendments of 1975. The SEC has reg-
istered approximately 20 clearing agencies under the Exchange Act, and SEC staff
have performed many compliance inspections and program reviews. During the
more than 30 years the SEC has regulated clearing agencies, the SEC has continued
to develop expertise in this area, and no registered clearing agency under the securi-
ties laws has failed to perform its obligations or contributed to the failure of another
institution through poor performance.

As noted above, there are important relationships between the securities markets
and the market for CDSs. Accordingly, the SEC is participating in discussions with
the Federal Reserve Board (Fed), the Federal Reserve Bank of New York, the Com-
modity Futures Trading Commission (CFTC), and industry participants to create a
central counterparty (CCP) for credit default swaps. Last week, senior SEC staff at-
tended meetings with other regulators, hosted by the Federal Reserve Bank of New
York, at which industry members discussed their proposed CCPs. There are cur-
rently four potential CDS central counterparties: Eurex, NYSE Euronext, CME
Group/Citadel, and IntercontinentalExchange/The Clearing Corporation. The SEC
staff will continue to work in close cooperation with the Fed, the Federal Reserve
Bank of New York, and the CFTC to facilitate the creation of at least one CCP.

As addressed in the testimony of my colleague, Dr. James Overdahl, before the
Senate Subcommittee on Securities, Insurance, and Investment on July 9 of this
year, a CCP could be an important step in reducing the counterparty risks inherent
in the CDS market, and thereby help to mitigate the potential systemic impacts.
As I noted earlier, CDS are bilateral contracts between market participants. As is
the case with all contracts, each party to the transaction needs to be concerned
about the willingness and capacity of the party on the other side to perform its obli-
gations.

To illustrate how CDSs work, suppose that Dealer X sells protection on ABC to
Dealer Y. Dealer Y needs to be concerned about Dealer X’s ability and willingness
to perform in the event of a default or other credit event by ABC. While the risk
being transferred from Dealer Y to Dealer X relates to the credit quality of ABC,
Dealer Y, while shedding risk related to ABC, is taking on counterparty risk to
Dealer X. Market participants manage this counterparty risk using a variety of
tools, including marking positions to market and posting collateral, as well as docu-
mentation that provides for other mitigants.

A central counterparty could further reduce systemic risk by novating trades to
the CCP, meaning that Dealers X and Y no longer are exposed to each others’ credit
risk. In addition, the CCP could reduce the risk of collateral flows by netting posi-
tions in similar instruments, and by netting all gains and losses across different in-
struments. So, instead of Dealer Y having a large volume of trades, some offsetting,
with many counterparties, Dealer Y could have a single net position in ABC with
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the CCP. Likewise, Dealer X could have a single net position in each underlying
credit, perhaps related to a large volume of individual trades, with the CCP. By re-
placing the current “web” of CDS exposures with a “hub and spokes” architecture,
a CCP could vastly simplify containing the failure of a major market participant.

Moreover, a CCP could further reduce risk through uniform margining and other
robust risk controls over its exposures to its participants, including specific controls
on market-wide concentrations that cannot be implemented effectively when
counterparty risk management is decentralized. A CCP also could aid in preventing
the failure of a single market participant from destabilizing other market partici-
pants and, ultimately, the broader financial system.

A CCP also could help ensure that eligible trades are cleared and settled in a
timely manner, thereby reducing the operational risks associated with significant
volumes of unconfirmed and failed trades. It may also help to reduce the negative
effects of misinformation and rumors that can occur during high volume periods, for
example when one market participant is rumored to “not be taking the name” or
not trading with another market participant because of concerns about its financial
condition and taking on incremental credit risk exposure to the counterparty. Fi-
nally, a CCP could be a source of records regarding CDS transactions, including, for
each day, by underlying reference entity, the identity of each party that engaged
in one or more CDS transactions. Of course, to the extent that participation in a
CCP is voluntary, its value as a device to prevent and detect manipulation and
other fraud and abuse in the CDS market may be greatly limited.

There is no guarantee, however, that efforts to establish CCPs or other mecha-
nisms would achieve success, or that OTC CDS market participants would avail
themselves of these services. Even if a dealer does participate in the CCP, trades
the dealer elects to do away from the CCP would escape its risk management over-
sight. Accordingly, one should not view a CCP as a panacea for concerns about the
management of exposures related to credit derivatives. Even with a CCP, preventing
a systemic risk buildup would require dealers and other market participants to
manage their remaining bilateral exposures effectively, and the dealers’ manage-
ment of their bilateral exposures would require ongoing supervisory oversight.
Nonetheless, developing a CCP for clearing CDSs would be an important step in ac-
complishing this goal.

Exchange Trading of CDSs

It is not uncommon for derivative contracts that are initially developed in the
OTC market to become exchange-traded as the market for the product matures.
While the contracts traded in the OTC market are subject to individual bilateral ne-
gotiation, an exchange efficiently creates a market for a standardized form of the
contract that is not subject to individual negotiation (other than price and quantity).
These standardized exchange-traded contracts typically coexist with the more varied
and negotiated OTC contracts. In this regard, we note that last year the Commis-
sion approved a proposal by the Chicago Board Options Exchange to list and trade
Credit Default Options (“CDOs”) and Credit Default Basket Options. The CDOs are
modeled after CDSs and structured as binary call options that settle in cash based
on confirmation of one or more specified adverse credit developments (such as pay-
ment default) involving obligation(s) referenced in the CDO, such as a debt security.

Some of the prospective central counterparties for CDSs also propose offering
some type of trading facility. Exchange trading of credit derivatives could add both
pre- and post-trade transparency to the market that would enhance efficient pricing
of credit derivatives. Exchange trading also could reduce liquidity risk by providing
a centralized market that allows participants to efficiently initiate and close out po-
sitions at the best available prices.

Primary Regulatory Concerns

CDSs serve important purposes as a tool that can be employed to closely calibrate
risk exposure to a credit or a sector. CDSs can be especially useful for the business
model of some financial institutions that results in the institution making heavily
directional bets, and others—such as dealer banks—that take both long and short
positions through their market-making and proprietary trading activities. Through
CDSs, market participants can shift credit risk from one party to another, and thus
the CDS market may be an important element to a particular firm’s willingness to
participate in an issuer’s securities offering.

CDSs also raise a number of regulatory concerns, including the risks they pose
systemically to financial stability and the risk of manipulation.

With regard to financial stability, the OTC CDS market, together with other de-
rivative products, has drawn together the world’s major financial institutions and
others into a deeply interconnected network. Their activities in the CDS market
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generate significant market, credit, and operational risk that extend beyond the
willing counterparties to the CDS transaction. As I described earlier, the buying and
selling of default protection through CDSs creates short and long exposures—mar-
ket risk—to the index, debt security, or other obligations referenced in the CDS con-
tract. At the same time, the buying and selling of default protection creates credit
risk exposure to counterparties. The default of one major player therefore impacts
not only the financial health but also the market and operational risks experienced
by financial market participants distant to these transactions.

In addition, like all financial instruments, there is the risk that CDSs are used
for manipulative purposes, and there is a risk of fraud in the CDS market, in part
because trade reporting and disclosure to the SEC are limited. Further, very small
trades in a relatively thin market can be used to “paint the tape” and suggest that
a credit is viewed by the market as weak. The focus by current data providers in
CDS is on the spreads at which trades are concluded, rather than the volume trans-
acted at that price.

One way to guard against misinformation and fraud is to create a mandatory sys-
tem of record-keeping and reporting of all CDS trades to the SEC. The information
that would result from such a system would not only reduce the potential for abuse
of the market, but would aid the SEC in detection of fraud in the market as quickly
and efficiently as possible. Given the interdependency of financial institutions and
financial products, it is crucial that we have a mechanism for promptly obtaining
CDS trading information—who traded, how much and when—that is complete and
accurate.

OTC market participants generally structure their activities in CDSs to comply
with the CFMA’s “swap exclusion” from the Securities Act and the Exchange Act.
These CDSs are “security-based swap agreements” under the CFMA, which means
that the SEC currently has authority to enforce anti-fraud prohibitions under the
Federal securities laws, including prohibitions against insider trading. If CDSs were
standardized as a result of centralized clearing or exchange trading or other changes
in the market, and no longer individually negotiated, the “swap exclusion” from the
securities laws under the CFMA would be unavailable.

Notwithstanding the lack of statutory authority, the SEC is doing what it can
under its existing statutory authority to address concerns regarding this market.
Most recently, the Commission announced a sweeping expansion of its ongoing in-
vestigation into possible market manipulation involving certain financial institu-
tions. The expanded investigation will require hedge fund managers and other per-
sons with positions in CDSs to disclose those positions to the Commission and pro-
vide certain other information under oath. This expanded investigation should help
to reveal the extent to which the risks I have identified played a role in recent
events. Depending on its results, this investigation may lead to more specific policy
recommendations.

However, investigations of over-the-counter CDS transactions have been far more
difficult and time-consuming than those involving cash equities and options. Al-
though the SEC clearly has anti-fraud jurisdiction over the CDS market, the SEC
faces a much more difficult task in investigating and taking effective action against
fraud and manipulation in the CDS market as compared to other markets. Because
of the lack of uniform record-keeping and reporting to the SEC, the information on
CDS transactions gathered from market participants has been incomplete and in-
consistent.

Recent private sector efforts may help to alleviate some of these concerns. For ex-
ample, Deriv/SERV, an unregulated subsidiary of DTCC, provides automated match-
ing and confirmation services for over-the-counter derivatives trades, including
CDSs. Deriv/SERV’s customers include dealers and buy-side firms from more than
30 countries. According to Deriv/SERV, more than 80% of credit derivatives traded
globally are now confirmed through Deriv/SERV, up from 15% in 2004. Its customer
base includes 25 global dealers and more than 1,100 buy-side firms in 31 countries.
While programs like DerivSERV may aid the Commission’s efforts, from an enforce-
ment perspective, such voluntary programs would not be expected to take the place
of mandatory record-keeping and reporting requirements to the SEC.

In the future, Deriv/SERV and similar services may be a source of reliable infor-
mation about most CDS transactions. However, participation in Deriv/SERV is elec-
tive at present, and the platform does not support some of the most complex credit
derivatives products. Consequently, not all persons that engage in CDS transactions
are members of Deriv/SERV or similar platforms. Greater information on CDS
trades, maintained in consistent form, would be useful to financial supervisors. In
addition to better record-keeping by market participants, ready information on
trades and positions of dealers also would aid the SEC in its enforcement of anti-
fraud and anti-manipulation rules. Finally, because Deriv/SERV is unregulated, the
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SEC has no authority to view the information stored in this facility for supervision
of risk associated with the OTC CDS market.

In crafting any regulatory solution, it is important to keep in mind the significant
role CDS trading plays in today’s financial markets, as well as the truly global na-
ture of the CDS market. Further, the varied nature of market participants in CDSs
and the breadth of this market underscore the importance of cooperation among
U.S. financial supervisors at the Federal and state level, as well as supervisors
internationally.

Thank you for this opportunity to discuss these important issues. I am happy to
take your questions.

The CHAIRMAN. Thank you very much. I would like to note for
the record that the Federal Reserve was also invited, but they
claim to be too busy. I guess they are a little busy.

As I understand it, there are discussions going on, almost daily,
regarding these clearinghouses, and I guess now there are different
proposals out there involving CFTC, SEC, the Fed, and the New
York Fed or something. Would you give us a brief description, each
of you, of what your take on where that is at and how soon we are
going to see some action there?

Mr. LUKKEN. The law as, changed in 2000, allows over-the-
counter derivatives to be cleared through a variety of different enti-
ties, including a CFTC-regulated clearinghouse, but also an SEC-
regulated clearinghouse and a bank-regulated clearinghouse. And
so the regulators have been cooperatively meeting over the past
several weeks to discuss private sector solutions that may be devel-
oped to get a lot of the existing over-the-counter credit default
swap business on to a regulated clearinghouse. As both our testi-
monies laid out, this manages counterparty party risk, as well as
providing transparency to regulators and the people running the
clearinghouse to see who the participants are and what exposures
they may have in the system. Those are all beneficial public policy
goals.

We have been meeting regularly to ensure that people are mov-
ing forward with these proposals, to coordinate our responses, and
to ensure that all regulators involved in the process have the infor-
mation they need to carry out their statutory mission of overseeing
these clearinghouses we are trying to ensure that this will happen
according to, and that it will help with the market situation that
we are currently facing.

We have been meeting, as you said, almost daily by phone call,
trying to talk with the private sector groups who are involved in
the clearing proposals and ensuring that they are doing their due
diligence to move forward as quickly as possible.

Mr. SiRRI. I agree with everything that Commissioner Lukken
said. The only thing I would add and emphasize is that this is truly
a cooperative effort between the various regulators that are in-
volved. For something like this to succeed, a central counterparty,
it has got to be that it is appropriately designed and brings the pri-
vate sector to that counterparty. It may be that Congress chooses
to act and makes working with such a counterparty mandatory, but
the work is proceeding as if it is voluntary; that is, the
counterparty will have to attract market participants.

In that way, it has got to be appropriately designed to reduce
systemic risk and provide information and transparency to regu-
lators. Systemic risk issues are the ones that we both talked about.
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Chairman Peterson, you mentioned trust in your opening state-
ment. You pointed out that in times of stress, people don’t have
trust in their counterparties, they don’t have trust in the system.
The point of a central counterparty is to create exactly that trust,
where you don’t have to worry who you have traded with. A cred-
ible central entity has taken the place of that counterparty you
don’t know.

So getting us all to work together to create that structure that
provides trust is exactly what we are all about as a group.

The CHAIRMAN. I appreciate that. I appreciate the fact that you
regulators are working together. It seems to me like the industry
is into a deal to try to figure out who can get control of this, and
some people are trying to figure out how to keep the current sys-
tem going without being regulated. I don’t know—those folks that
are trying to do that, I don’t know what planet they are living on.

Anyway, one of the questions is: Can we have more than one
clearing entity? The CME has got a proposal, ICE has a proposal,
somebody else has a proposal. Can we have two or three of these,
and will that work? As I understand it, I guess the one that ICE
is working on, they have tried to corral up the broker dealers to
get whatever control, or whatever they are up to. They want to be
regulated by the Fed. As I understand it, the Fed has never done
this. So what sense does that make?

You guys are clearing it at the SEC. I guess you are doing that.
The CFTC clearly does that. I don’t know what this is all about.
If they want to get away from this Committee where they can get
to a committee that has more friendly people on it, or what they
are up to. They are going to have a hell of a fight with us if that
is what they are up to.

Can more than one of these things exist, and what do you think
about the Fed getting, with all their other problems, getting into
something they have never done before?

Mr. LUKKEN. I will start. Yes, more than one of these entities can
exist. I think there are obviously efficiencies having one central
counterparty, but the law allows multiple central counterparties to
compete for this business. And the market should allow these dif-
ferent entities to come to exist based on who has the best model
and risk management approach.

But when you have more than one potential central
counterparty, what is key for regulators is close information shar-
ing and cooperation, because I think all of us, if this is outside of
our jurisdiction, still have an interest in what is going on, who the
participants might be, because as we have learned with this crisis,
everything is interdependent and intertwined.

Whatever happens in the coming weeks as these proposals move
forward, regulators have to closely cooperate with each other and
share information about what they are seeing on their central
counterparties so that all of us have the proper oversight tools re-
garding these markets.

Mr. SIRRI. The statutory framework for clearing for securities
provides explicitly that we encourage competition, and in this set-
ting I think we believe that competition will be helpful. As Com-
missioner Lukken said, one might think if it were all in one place,
that would be optimal, but we found in general that competition
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provides better services, better pricing, and we think with appro-
priate supervision, can provide good risk management.

I would point out also we have been addressing the question of
what exists in the United States; that is, is there one or more than
one central counterparty? But other parts of the world, especially
Europe, are extremely active in the over-the-counter space. My ex-
pectation is they too will have a central counterparty. So a truly
global solution to this problem would involve coordination and
interoperability between central counterparties located in the
United States and central counterparties located elsewhere in the
world. That kind of interoperability would be important to have a
truly efficient global setting for reduced risk management.

The firms that we are talking about are globally incorporated
firms. Subsidiaries of those firms operate in the United States,
London, and elsewhere in the world. If we don’t have such a frame-
work, a firm such as that could easily move business from one ju-
risdiction to the other to suit their purposes.

It is incumbent on us regulators, both domestically and inter-
nationally, to work together to eliminate that incentive.

The CHAIRMAN. Thank you for your answers. The gentleman
from Virginia, Mr. Goodlatte.

Mr. GOODLATTE. Thank you, Mr. Chairman. Gentlemen, I appre-
ciate very much your testimony. You may recall that this Com-
mittee spent a good deal of effort this year after the completion of
the farm bill on the issue of the oversight authority of the Com-
modity Futures Trading Commission. The Committee produced bi-
partisan legislation which ultimately passed the House of Rep-
resentatives just last month that increased the oversight authority
of the CFTC with regard to over-the-counter trades of various
kinds.

We were cautioned during hearings that were held during that
period, and in a letter that we received from the leading financial
officers of the Administration, including the Treasury Secretary,
the Chairman of the Federal Reserve Board, the Chairman of the
SEC, and CFTC—you, Mr. Lukken—cautioning us that we not
over-regulate the futures industry or that business would be con-
ducted overseas beyond the reach of our regulators. Certainly, this
is a legitimate concern. In fact, in the other areas of our financial
sector that are experiencing great difficulties right now, I would
say a major part of that problem has been what I would call mis-
regulation. Some was over-regulation, some under-regulation, re-
sulting in the problems that we have.

Does your testimony today constitute a recognition that there can
be international cooperation here so that we don’t face that kind
of concern about some other market somewhere else attempting to
draw away business from our U.S. markets if we do what you have
recommended here today.

I note the fourth recommendation that you have, Chairman
Lukken, is that regulatory reform should provide for clear enforce-
ment authority over these products to police against fraud and ma-
nipulation. The CFTC is currently excluded by statute from bring-
ing enforcement cases against OTC financial derivatives. Congress
should rectify this by providing clear enforcement powers regarding
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OTC products to the CFTC and other appropriate regulators, in-
cluding the SEC.

How would you characterize the current situation we are in vis-
a-vis where we were when we were working on that legislation?

I will start with you, Mr. Lukken.

Mr. LUKKEN. I think you raise a very good point on the inter-
national coordination issue. As I had mentioned, my fifth point of
my testimony, this has to be tightly coordinated among global regu-
lators for this to work. I think we all have to come at this with a
similar approach. You don’t want to sort of squeeze the balloon and
have this go elsewhere around the world. And so everybody is, I
think, finding the same problems in all jurisdictions around the
world. Chairman Cox, as Chairman of the Technical Committee of
the International Organization of Security Commissions, and the
CFTC which is a member, will work to address, internationally,
how our regulatory approaches should change to address a lot of
the issues that we have been seeing of late.

I would say on the enforcement side, and this is enforcement,
after-the-fact enforcement powers versus regulation, we have that
authority in regards to energy and agricultural products. I don’t
see a large harm in extending that to financial swaps. That if these
financial swaps are affecting our markets in some ways, our central
financial futures markets, that we should have the ability to take
enforcement action for manipulation or fraud against those partici-
pants in those markets as well.

Mr. GOODLATTE. I take it if more of these were required to be
cleared, that given what is going on in the financial turmoil the
world is facing right now, that many engaged in these trades would
find greater assurance in U.S. markets that they could do so, and
trade with greater safety, if that were the case.

Let me in that regard ask you if credit default swaps were re-
quired to be cleared a year ago, what activity would either of your
Commissions have taken?

Mr. LUKKEN. Well, if they were required to come on to a U.S.-
registered clearinghouse, we would have to ensure that they con-
tinue to meet the core principles, the 14 core principles that are
stated in our Act for financial integrity, that they are managing
risk, all the things that we require of clearinghouses, that these in-
struments were not in any way jeopardizing the status of a clear-
inghouse and putting it at greater risk.

And so we, under law, have to ensure that clearinghouses meet
those standards, and continue to meet those standards. So we
would run them through that stress testing and all the things we
do for clearinghouses to ensure that they were meeting those
standards.

Mr. GOODLATTE. Mr. Sirri.

Mr. SIRRI. Over-the-counter credit default swaps are securities-
based swaps. Because of that, the SEC currently has anti-fraud au-
thority over those swaps. So, for example, in instances of market
manipulation or insider trading, we have the authority—we have
enforcement authority in that space.

Now we cannot rule right in the area of over-the-counter deriva-
tives to regulate them. For example, one of the things we have
learned with respect to our ongoing enforcement investigations is
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because we haven’t been able to place requirements on standard-
ized record-keeping within these firms, it becomes extremely dif-
ficult for our enforcement folks to go into these firms and get the
kind of information they need to efficiently oversee this market.

If these contracts were to come on-exchange or to be centrally
cleared, they would become standardized, and they would be secu-
rities. Once these instruments are securities, the Commission has
the power to require registration of the clearinghouse, require reg-
istration of the exchange. They may or may not choose to do that,
but as a staff we would recommend that they too, as Chairman
Lukken said, enforce the core provisions of the securities laws that
pertain to securities in these settings.

So, for example, when it comes to clearing, we believe it is very
important that clearinghouses have strong risk management pro-
grams; they have to have strong internal controls in business con-
tinuity procedures; they have to keep records and provide those
records to the Commission staff when they ask for them. They have
to be regularly inspected by regulators.

Mr. GOODLATTE. Let me ask you a question about your observa-
tion that these credit default swaps will need to become more
standardized if they are going to be cleared through clearing-
houses. What will that do in terms of their usefulness to manage
risk? I understood these swaps to be highly negotiated instruments
that are very specific to the negotiating parties. Will that speci-
ficity make it difficult to clear the instrument, and if they do be-
come standardized, will that reduce their purpose in terms of al-
lowing the people who trade in them to manage risk?

Mr. SIRrrRI. It is a very perceptive question. I think it will have
a subtle effect. The over-the-counter markets will continue to be
the place and the source of innovation. There will continue to be
individually negotiated transactions there. But, as on the futures
markets, risk will be shifted into these markets where there is
standardization. That risk will move efficiently and will in fact fos-
ter growth in the over-the-counter markets. The best example I can
think of is in the interest rates swap markets. They are fairly
standardized, but can be somewhat individually negotiated in the
over-the-counter markets. But the Euro dollar futures markets,
those markets effectively shed and manage risk in a standardized
way; the point being that standardized markets and customized
markets can coexist, and they are in fact complementary.

The existence of a strongly regulated and standardized market
allows efficient risk sharing and the shedding of risk that allows
for strong growth in the customized market.

Mr. GOODLATTE. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman. The gentleman from
Pennsylvania, Mr. Holden.

Mr. HOLDEN. Thank you, Mr. Chairman.

Chairman Lukken, according to Mr. Pickel’s testimony, AIG’s de-
faults in the CDS market were actually its failure to post addi-
tional collateral. Its CDS counterparties were entitled to additional
collateral because rating agencies suddenly and drastically down-
graded AIG’s credit rating.

If AIG had been a participant in the CDS clearinghouse on Sep-
tember 16 when this downgrade occurred, what action would have
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been taken? Is it likely the clearinghouse would have required that
AIG post additional capital? If so, it clearly would have been un-
able to comply; and what would have happened then?

Mr. LUKKEN. The benefits of clearinghouses allow, as events be-
come more probable, for more margin to be held by those partici-
pating firms. Again, as I mentioned, twice daily we mark-to-mar-
ket. As those probabilities change, as an entity becomes closer to
default, the amount of money changing hands would increase. And
so instead of a large systemic event that we saw with the potential
of AIG going into default, we would have seen a more gradual
changing of default standards and margin to allow people, the win-
ners to be paid by the losers over a period of time. It becomes a
more orderly way of shifting the risk. Beyond that, we also have
lots of guarantees involved at the clearinghouse level, and segrega-
tion of funds. We have lots of built-in safeguards at the clearing-
house to prevent us having to go in and potentially bail out a large
participant because the clearing system, in essence, is backing the
guarantee behind the default.

Mr. HOLDEN. Maybe you better elaborate a little bit. How would
you have gradual notice when the rating system happens suddenly
and dramatically, with AIG specifically?

Mr. LUKKEN. Well, just like credit default spreads change on a
daily basis based on market information, I think we would have
seen in the futures markets and the clearing markets margin
change as a result as well, as people start to get closer to a rate
change or not. Those rate changes are based on events and under-
lying information about the firm’s ability to pay. And so that occurs
over a period of time.

You are correct, the change by a rating firm of the firm’s rating
occurs at a moment’s notice, but the information leading up to that
change is gradual.

Mr. HOLDEN. Thank you.

Mr. Sirri, last week, Lynn Turner, former SEC Chief Accountant,
testified before the Oversight and Government Reform Committee
that the SEC’s Office of Risk Management has been reduced to a
single staffer this February. Can you tell us what the responsibility
of this office is and what role, if any, it has in reviewing risk asso-
ciated with the credit default swaps, and is the statement about
the staffing level accurate?

Mr. SIrRRI. The Office of Risk Assessment is headed by Jonathan
Sokobin. At the moment, I don’t know the exact staffing. I believe
it is on the order of six or seven at the moment, on its way to nine,
which is full staffing. So it is staffed substantially above that level.

That office is used throughout the Commission by its staff to aid
in basic risk questions. So, for example, my division works closely
with the Office of Risk Assessment. When we have questions that
inherently involve risk in some way that we can’t handle we would
engage them to do analytical work, depending on what we want,
to help us assess a particular risk problem.

So it is fully staffed at the moment, as I understand it. It may
be shy one or two, but I think those offers have already been made,
and I think it performs a useful and practical function within the
Commission.

Mr. HOLDEN. Thank you, Mr. Chairman.
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The CHAIRMAN. I thank the gentleman. The gentleman from
North Carolina, Mr. Etheridge.

Mr. ETHERIDGE. Thank you, Mr. Chairman.

Mr. Sirri, the SEC’s Inspector General report, which I have a
copy of here, and I think others have had an opportunity to have,
Report on the QOversight of Bear Stearns and the Consolidated Su-
pervised Entity, or CSE program, which came out last month
states, “Thus, it is indisputable that the CSE program failed to
carry out its mission in the oversight of Bear Stearns because
under the Commission and the CSE program’s watch Bear Stearns
suffered significant financial weakness.”

In the unedited version posted by Senator Grassley on the Sen-
ate Finance Committee’s website, it says your division failed to fol-
low up on red flags raised by Bear Stearns’ increasingly constant
trading in market risk for mortgage securities.

It is my understanding that Bear Stearns was also heavily in-
volved in credit default swaps, our topic today. I want to give you
an opportunity to respond to this IG’s report and answer two ques-
tions: What happened with SEC’s oversight of Bear Stearns that
led to its collapse? Second, given your inside view, can you answer
a question that will come up likely in the next panel, can the col-
lapse of Bear Stearns be traced back to credit default swaps or to
the underlying obligations like subprime mortgage securities to
which they are linked?

Mr. SiRrI. Thank you. There is a formal response from the staff
in that report, and it pretty much lays out our position on these
things. But I will address your question.

I think to get at the issue you raise, it is important to under-
stand the context of the program, the consolidated supervised enti-
ty program. Firms like Bear Stearns, Goldman Sachs, Morgan
Stanley, the large security firms were, if you will, a regulatory hole
that was not covered under Gramm-Leach-Bliley. These are institu-
tions, large securities institutions that do not have the traditional
depository, so they are not bank holding companies. There is no
program for the supervision of them as a holding company. It was
a gap.

In 2004, the European Union had a financial conglomerates di-
rective. Because of that, these firms needed a single consolidated
supervisor. The SEC stepped into that gap and provided such a
program by rule. There was no statutory program there. And so
these firms opted into a rule-based program to supervise these pro-
grams at the holding company level. The supervision provided for
oversight at the financial and operational risk controls of those
holding companies, as well as reporting schemes for their capital
and the requirement that these firms keep a pool of liquidity at the
holding company.

Now, absent us stepping into that, there would have been no su-
pervision of those holding companies at all. For us, the core ques-
tion is: Had we not stepped in, what would Bear Sterns, Goldman
Sachs, Morgan Stanley have looked like, because there would have
been no holding company supervision at all. I can’t answer that
question for you today, but it is a point to which our Chairman has
spoken
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Mr. ETHERIDGE. Let me interrupt. If you can’t answer today, can
you get back to us in writing, because I think that is a central
point of what we are trying to get to?

Mr. SIRRI. I would be happy to.

Mr. ETHERIDGE. Just to talk and not give an answer is not very
helpful.

Mr. SIRRI. Well, let me say that with respect to—you did ask a
very precise question about Bear Stearns, which is to what extent
were credit swaps responsible for the demise of Bear Stearns. I
don’t think that credit default swaps were causal in that sense.
That firm was involved in a number of activities. In particular,
they had concentrated exposures to the mortgage markets. These
were one of the causes of that.

The real cause toward the end of that time, however, had to deal
with the behavior of counterparties and short-term funders as li-
quidity ran out of that firm in the week of March 10th.

Mr. ETHERIDGE. So you will get a written statement back.

Mr. SIRRI. I will. Absolutely.

Mr. ETHERIDGE. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman. The gentleman from
Georgia, Mr. Marshall.

Mr. MARSHALL. Mr. Sirri, just following up on Mr. Etheridge’s
question concerning oversight of the big banks; well, institutions;
a couple of banks. Wouldn’t you say that had SEC appropriately
measured the risk, it would have required that greater reserves be
held or that more liquidity be present. In many instances, the
CDSs that were being held as insurance against underlying de-
faults on the underlying assets, principal assets being CDOs, that
those CDSs were lip gloss, at best. Many came from Canada. They
had triple A ratings from the Canadian rating agency, but in fact
there wasn’t anything substantial underlying it. And so really
greater reserves should have been held in these different banks
against those obligations. Wouldn’t you say that the SEC should
have required that? I don’t want to get into too much of a back-
and-forth here, but to suggest that the SEC is innocent in all this
is a bit of a stretch.

Mr. SIRRI. It is a fair point. I wouldn’t mean to suggest that we
were innocent, but I think I was just addressing whether credit de-
fault swaps were the root cause of what was at issue.

Mr. MARSHALL. It is argued that had those credit—as this un-
folded, in order to entice investment money in order to be willing
to take the risk, an awful lot of entities sought these credit default
swaps, many, I suppose, anticipating that they were more than
mere lip gloss, designed to fool people. And to the extent that they
were real, and provided real insurance, we wouldn’t be where we
are at the moment, correct?

Mr. SIRRI. Well, the important thing to realize with credit default
swaps is they are marked-to-market. So, in that context, even over-
the-counter collateral and funds move on a daily basis. They shift
in value. So, again, I think they are an important risk-shifting
market, but I don’t think within this context they were the essen-
tial element of what caused problems here.
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You are correct that there were problems with counterparties
who wrote those instruments. These are some of the things that
would be addressed by a central counterparty, in the way that
Chairman Lukken said.

Mr. MARSHALL. The concern that I think many of us probably
have is we are looking for more than just lip gloss. And if you had
multiple clearinghouses all competing with one another for busi-
ness worldwide, how is it that this clearinghouse process would be
any safer than the process the market devised and relied upon,
which is credit default swaps themselves? It would potentially be
another layer of lip gloss, and if we ran into the systemic problem
that we ran into this time around, the same thing would occur.

Mr. SIRRI. I understand your question better now, so let me try
and answer that.

Mr. MARSHALL. I started with an observation. The question is
multiple DCOs competing with one another.

Mr. SIRRI. So one fair concern that one would have is if these
central counterparties do compete, one might have a fear that you
would have some type of a race to the bottom. I think there are
two things that mitigate against that. One is that the customers
of these folks are some of the people who are most concerned about
credit risk. So I don’t mean the banks themselves, I mean the cus-
tomers of the banks. They may be hedge funds, they may be invest-
ment companies. They are concerned with the credit risk of their
counterparties, the banks.

Mr. MARSHALL. If I can interrupt, that is the same thing that
prompted the credit default system.

Mr. SIRRI. But they would have an interest in not taking on the
credit risk of their counterparty.

Mr. MARSHALL. That is why credit default swaps were created to
begin with.

Mr. SIRRI. They were created to adjust the credit risk of the
IBMs, of industrial corporations. Here I am talking about the
banks that write those swaps.

The second thing that would be important here is you would
have in some of these proposals an exchange. An exchange would
establish an arm’s-length price. As that price was transparent and
moved, the market would see that a credit was deteriorating. As
you saw that credit deteriorate, you produce public information.
That could affect margin, that could collect collateral flows, and re-
duce the systemic risk.

Mr. MARSHALL. There are two different things that we don’t
want to conflate; one is the price discovery function that is served
by an exchange in exchange-traded standard contracts. And the
second problem that we are trying to address today is with these
OTC unique products, to what extent would multiple DCOs clear-
ing these products enhance world security from another financial
collapse. That is the real issue we are dealing with today, not the
price discovery issue.

Mr. SiRRI. From my view, they are linking in the following sense.
The price discovery that comes out helps those clearing organiza-
tions move the kind of collateral they need to move to mark these
things to market. So the price discovery says, well, that swap was
a 200 basis point swap. Now credit has gotten worse, it has gone
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to a 300 point basis swap. That would happen. An example
was

Mr. MARSHALL. You would pick whatever product was closest on
the exchange and use that to determine how to mark-to-market the
comparable OTC derivative that is just being cleared, not on-ex-
change.

Mr. SIRRI. It would be an important input. It is an input that is
absent today.

Mr. MARSHALL. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

The gentleman from Indiana, Mr. Ellsworth.

Mr. ELLSWORTH. Thank you, Mr. Chairman.

Mr. Lukken, I think Mr. Sirri touched on this earlier, but would
you take a stab for me at what form you think the clearinghouses
should take or at least some components that you think would
make this successful, that we can understand, and will stop this
from occurring again.

Mr. LUKKEN. The Commodity Exchange Act requires that to be
a designated derivatives clearing organization, that you have to
meet 14 core principles. I encourage Members of this Committee to
look through them because they are very readable in layman’s
terms. But they require the keeping of financial safeguards; that
there is proper membership, proper ownership of the derivatives
clearing organization; and they walk through all the things that we
as a regulator look to that entity to have in place, all the controls
in place to ensure that the credit in the central counterparty is
working.

Basically, how central counterparties work is people come to
these markets and they agree to—even though they have poten-
tially entered into a transaction with a third party, they agree to
allow the central counterparty to be the opposite party of that
transaction. And that central counterparty is a guaranteed party.
They always pay.

And so instead of me having to rely on, for example, Erik and
me entering into a transaction, I understand I will enter in with
a central counterparty, and that is guaranteed to pay that trans-
action. It allows for money to flow without the concern that some-
body might default on that payment.

It works very well, and has worked since 1925. In the futures in-
dustry we have never had a default on a guarantee by a clearing-
house. It is a proven system. We do have over-the-counter deriva-
tives currently clearing in our clearinghouses energy and other
types of financial assets. So we think it is a proven solution. It is
not always guaranteed. It provides safeguards, but there is always
concern that somebody may—the clearinghouse may default, and
that is why we walk them through these processes to ensure they
are backing these transactions.

Mr. ELLSWORTH. Are there other things that we can do to dis-
courage the excessive speculation? I guess eliminating naked swaps
would be one way. Are there other ways that you can think of that
we would discourage that?

Mr. LUKKEN. As I mentioned in my testimony, and as touched on
by Erik, I think finding the appropriate capital charges for these
transactions, as they are being held by institutions, is something
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we will have to revisit. I am not sure that we were holding enough
back in collateral for the risks that we are now seeing in the sys-
tem. I am not an expert in that area, but it just seems to me that
that is another area besides encouraging central trading—or cen-
tral clearing. Another area that we might have to revisit is capital
charges.

Mr. ELLSWORTH. Mr. Sirri, any response on that?

Mr. SIRRI. I would agree with what Chairman Lukken said. You
may have personally sold stock on something like the New York
Stock Exchange or on NASDAQ, and you never worried about
whether you got paid nor did you worry about who bought the
stock that you sold. The reason is that there is a central
counterparty in there that a day after you trade locks that trade
in and stands between you and the person who bought that stock
from you.

The same thing is what happens here. By putting a central
counterparty in that central default space, you are no longer sub-
ject to the kind of rumors, or to the kind of concerns, or to the kind
of manipulations that would be possible if you had a pool of bilat-
eral contracts. That counterparty’s financial fortunes may falter
later on, but because the central counterparty is in place instead
of that original counterparty, you are insulated from that risk.

Mr. ELLSWORTH. Thank you very much.

Mr. Chairman, I would yield back.

The CHAIRMAN. If I could take the rest of your time, would the
Members be all right with that?

One of the things that I have raised: If we go onto these clearing
exchanges, it is going to cost money, and it is going to require cap-
ital requirements and margins, whatever, which we do not have
now, really, in the over-the-counter market.

So one of the things that concerns me is, what is going to happen
here? Are we going to have people just shift over to the over-the-
counter market so they do not have to pay that and so that they
do not have to be subject to that regulation and so forth?

I guess it is kind of the same argument we had. Well, if you reg-
ulate these guys, they are going to go overseas, and we are not
going to be able to do anything with them. Well, we saw where that
whole argument got us, along with the argument that these guys
are too big to regulate and so forth.

So is there some way that we could have an incentive to move
onto the regulated market; in other words, where it would cost you
more to be in the over-the-counter market than it would cost you
to go onto the regulated market in terms of what the actual price
is to go onto that regulated market? Is there some way that we
could put some kind of—I don’t know—penalty or tax or whatever
on these people who are in the over-the-counter market to try to
encourage people to go into a clearing situation so we can know
what they are up to?

Mr. LUKKEN. I will take a stab at it.

Yes, I think that is what we should be doing, because there is
a public good in getting into a registered clearing organization. We
do not want to have reverse incentives where we drive people out
of that type of environment.
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I think we are going to have a natural migration to a central
counterparty, though. We saw that with Enron. We saw the energy
markets looking for this solution. They wanted to come to a guar-
anteed counterparty-type environment. So I think, naturally, we
are going to see migration there.

But, as policymakers think about this in the coming months,
they should think about what are the costs of each of these things
and whether they are being held by a firm in an individual, nego-
tiated-type fashion or cleared. The incentives should be towards
clearing and trading these on-exchange, so that you may want to
look, as we mentioned, at the capital requirements of people hold-
ing these on their books versus those who choose to come to a cen-
tral clearinghouse.

The CHAIRMAN. Thank you.

The gentleman from Ohio, Mr. Space.

Mr. SPACE. Thank you, Mr. Chairman.

Mr. Lukken, you mentioned a few moments ago in response to
Mr. Ellsworth’s questioning that no clearinghouse has ever de-
faulted in these other fields. I understand the benefits of clearing-
houses in terms of risk management and internal controls and reg-
ulations; but these CDSs and other exotic mechanisms clearly
caused the need to rescue AIG.

Is it conceivable that a U.S. futures clearinghouse would ever de-
fault? If so, would not the effect of such default be systemically cat-
astrophic beyond anything we have seen thus far?

Mr. Lukken. I think you are exactly right. I mean, that is one
concern, that it is a highly regulated entity and that there is a sig-
nificant concentration of risk in one entity. So, when we walk
through the regulations with these organizations, we make sure
that they have proper controls in place, that they stress-test this
environment, that there is a guaranty fund involved in this, that
the funds are segregated, that they are mark-to-market daily—
twice-daily in most instances.

So you are exactly right in that there is a concentration of risk
here, but I think the benefits outweigh the risks of going to this
type of a model.

I mean, what we have seen by going to clearing is that regulators
would see a greater window into these transactions. We would be
able to manage the credit and counterparty risk by having some
transparency in this area versus what we are seeing today, which
is, we do not know what is out there, and this is unraveling on its
own. Whereas, if we saw this in one location, I think it would be
a much better way to manage the risk of the system.

Mr. SPACE. As I understand it, one of the differences between
you and Mr. Sirri’s concerns is whether this should be in one loca-
tion versus in multiple central counterparties.

Is that a correct assessment?

Mr. LUKKEN. No. I think we have both said that there should be
and that there can be multiple clearinghouses of these types of
products, and that is what the law allows.

Mr. SPACE. Okay. I have another question.

Professor Hu will be testifying in the next panel. He references
some of the concerns and problems of the system. In one of them
he identifies, of the CDS process, how credit default swaps can
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sometimes undermine the soundness of corporations referenced in
the swaps. Specifically, he talks about decoupling the ownership of
debt with economic exposure to the risks associated with default—
in other words, creditors having no incentive to work with troubled
debtors.

How does the presence of a large clearinghouse affect that prob-
lem associated with the CDSs?

Mr. SIRRI. I think those are really two different issues. The pur-
pose of a central clearinghouse is to be sure that promised pay-
ments are made. When you and I enter into a contract, you and
I make the kind of payments that are stipulated by that contract.

I have not read Professor Hu’s testimony.

As I understand what he is saying, you have a situation where
someone who has exposure to an underlying credit through a credit
default swap has a different set of incentives than someone who ac-
tually owns the bond. That might be true, but I want to point out
that that is true with any number of other kinds of derivatives.

For instance, in the futures markets, I could own 500 individual
stocks or I could buy an S&P 500 future in the options market. I
could buy a call on General Motors and have an exposure that way,
or I could own a share of General Motors stock. Each of them cre-
ates similar economic exposures.

So that attribute of credit default swaps is similar to the at-
tribute of futures, and it is similar to the attribute of options, con-
tracts we have become comfortable with over the years and whose
issues, I think, we have learned how to manage.

Mr. SPACE. Mr. Lukken.

Mr. LUKKEN. I agree. I think his testimony is getting to the fact
that there is more incentive when you have skin in the game to
manage the risks associated with owning an underlying asset.

As Erik said, in the regulated space, there are a lot of people who
are able to buy futures contracts in a variety of different commod-
ities, whether it is corn or wheat or financial futures, without own-
ing the underlying asset. So it is a problem. But I think it is a sep-
arate issue than the clearing issue, which is ensuring guaranteed
payments on the credit risk side.

Mr. SPACE. Okay. Thank you. I yield back.

Mr. HOLDEN [presiding.] The gentleman from Minnesota, Mr.
Walz.

Mr. WaLz. Well, thank you. Thank you to the Chairman and to
the Ranking Member for holding this hearing, and thank you to
our two witnesses. This has been very informative.

I would like to go back to, I think, put this into perspective. Pic-
ture today that America is listening to this.

I just came from the plains of southern Minnesota. What are
they hearing? I heard this term “trust” being used. This is funda-
mental, this crisis of confidence that is out there; and if you cannot
hear the rage, open the window. It is there, and people are won-
dering what is going on and what is happening.

Now, I heard talk that there was going to be voluntary coopera-
tion. Well, please excuse the healthy skepticism from my constitu-
ents when they are not buying that right now, so there are a couple
of things I want to ask.
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First, Mr. Sirri, in listening to your testimony and in listening
to where we are, it seems like the consensus is large that we may
have a different opinion in the next panel in moving toward the
clearing of these.

A few weeks ago, Chairman Cox was very clear on the CDSs; he
said? they should be regulated. Is that the Administration’s posi-
tion?

Mr. SirrRI. I believe Chairman Cox is clear in his view there. As
I understand it, his view is that there is a regulatory hole in that
these instruments are not appropriately regulated and that there
is sufficient importance that it would be helpful if Congress were
to act and would provide regulatory authority.

Mr. WALZ. So that is Chairman Cox’s position. Is it the Adminis-
tration’s position?

Mr. SIRRI. I cannot speak for the Administration.

Mr. WALZ. America would like to know, because what is hap-
pening right now is that we are hearing conflicting issues across
the spectrum, and it changes day to day.

If we are talking about trust and a crisis of confidence, that is
what we need to get to, and that is why I am very appreciative of
our holding this hearing. But we have not heard that yet. What we
are hearing now are reasons and excuses, and every one of us who
is out there hearing this, if you happen to be on the other side of
the political spectrum, we hear Fannie Mae and Freddie Mac and
nothing else. I do not think anybody in this room believes that is
totally the issue or totally not the issue.

So I think it is a concern in that we are hearing conflicting mes-
sages from the key players in this, and that is very frustrating for
the public.

I would ask again the impact that it is making on that, and the
idea that they simply do not understand all of what is happening
here. This is too sophisticated for the people who are out there
working jobs that pay them $40,000 a year, who are trying to save
for retirement, who are trying to figure out how to get their kids
to college. It matters to them; it matters to them what is hap-
pening here. So I think we are getting at this, and I am glad that
we are moving in the right direction.

My question to both of you is this, and I think it gets at the
heart of this: Assuming that clearing is the way we go and assum-
ing we work out all of the details that happen there, aren’t we
fighting the last war? What are we going to do in the future to
make sure this does not happen again?

I know, Mr. Lukken, you spoke of this, and I thought you were
passionate about it in your testimony, but you did not flesh it out,
really. What is going to be the next shadowy world that emerges?
Isn’t it incumbent upon us to anticipate what it is and to make
sure that this does not happen again?

I would be glad to listen.

Mr. LURKEN. I think in the modern regulatory financial system
information is key. We have to, as regulatory authorities, make
sure that we are getting the proper information to make informed
decisions. So that, I think, is the path we have to pursue no matter
what instruments are being traded; and it has to be consistent and
fair across all products.
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What we have tried to lay out, or what I have tried to lay out,
is that at times there is an event that should trigger our getting
additional information and regulatory oversight.

This Committee did an admirable job of looking at the energy
swaps market and in determining that at a certain point in time
there is a public interest that arises in wanting to regulate these
instruments. I think now we are looking at financial derivatives in
the same context and that at some point there is a public interest,
that a significant price discovery function begins to happen. When
people start quoting these in policy papers and on CNBC and else-
where that there is a need for us to get in there and to get more
information, and to regulate these products.

So that is what we are going through today. As a legislator, it
takes time, but we are hopeful to do this as quickly as possible.

Mr. SIRRI. You made a very good point, and I think we are al-
ways aware that we are solving yesterday’s problem and that we
are playing catch-up. As a regulator and especially as a financial
regulator, I think that is something we are sensitive to. It is a criti-
cism that we hear.

I think the issue today is with credit default swaps, although not
yesterday’s problem for two reasons: One, it is a large, important
and growing segment of the risk management community. It is also
a particular instance of securities-based swaps, and I expect more
novation to occur there. The second and perhaps more important
reason is that we are creating a template, a template that allows
for the contracts to exist, but that provides for risk management
and systemic risk control over a portion of that market, the stand-
ardized portion. I don’t know if it can be replicated across other
contracts, but I am hopeful that this kind of process is a process
that can be replicated and that might be useful in other settings.

Mr. WaLz. Well, I am very appreciative of both of you coming
here and taking the time to explain this.

I think the Chairman stepped out, but I do think it is important
to note that this issue, when it was in the oil futures, as well as
this, this is something that the Chairman and that the other Mem-
bers of this Committee have been talking about and have been pro-
viding the foresight. I just hope we have that ability to get that out
there ahead of time, but I appreciate both of you.

I yield back.

Mr. HOLDEN. The gentleman from North Dakota, Mr. Pomeroy.

Mr. POMEROY. I thank the Chairman.

I am interested in where we go from here, but I am also, as part
of that effort, interested in understanding precisely where we are
and how we got here relative to CDS exposure throughout our
economy at this hour. It just seems so paradoxical to me.

As I have sat on this Committee over the years, I have learned
about these over-the-counter, unregulated activities and about
these wonderful financial innovations that were going to alleviate
risk. As an old insurance commissioner, I like ways that you can
shed risk, and I understand how that is going to have a positive
impact on growth.

In this utterly unregulated context where we were told, essen-
tially sophisticated players would be able to manage this because
obviously they would only want to shed risk to creditworthy enter-
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prises, we are seeing that no one really knows. A lot of the CDS
commitment out there is highly questionable in terms of whether
or not the risk-assuming party can actually pay on the triggering
event. So instead of alleviating risk, we have compounded risk with
false security on the way up and aggravated uncertainty on the
way down.

We have to get our hands around how in the world this hap-
pened.

Now, the CFTC had no regulatory authority, and its interest in
what was occurring in the deregulated area went away at the end
of the last decade. Is that a fair statement, Mr. Lukken?

Mr. LUKKEN. As the over-the-counter market developed, the
CFTC really never had jurisdiction over it. It was exempted in
1994 by the CFTC. Then, in 2000, it was codified to exclude us
from regulating in this area.

Mr. POMEROY. Okay. I am not going to argue; if that is fact, that
is fact. The SEC had no regulatory authority. This Office of Risk
Management, are they supposed to just look at the regulated activ-
ity or are they supposed to look at broader economic activity occur-
ring that is going to impact regulated activity?

Mr. SIRRI. Their charge is actually not at all related to this.

Mr. PoMEROY. What I am curious about is that the balance
sheets of lots of regulated enterprises have basically been positively
affected because they have shed risk on these CDSs; is that cor-
rect?

Mr. SIRRI. The credit default swaps are risk management tools
and do let you shed or take on risk.

Mr. POMEROY. So we let them, in an unregulated sense, shed risk
to parties who may or may not be creditworthy; but the regulator
looks at a balance sheet that has been improved by the shedding
of risk. Is that correct?

Mr. SirrI. That could happen.

Mr. POMEROY. Now, under that circumstance, is there no one in
the SEC looking at what is occurring in this unregulated avenue
as it may impact the regulated avenue?

You said that the credit default swaps have doubled in the last
2 years. Now are you telling me nowhere in the SEC is anyone
evaluating, at least as kind of a—isn’t there some corner of the
place where we have someone thinking, how is all of this going to
work in the end?

Mr. SiRrI. Well, it is important to know what our authority is.
Our authority is only over fraud, so if there is fraud in this market,
we can step into it.

Mr. POMEROY. You are absolutely limited from even exploring the
accumulation of systemic risk in an unregulated, questionable con-
text that might impact those regulated enterprises, but the public
interest of those enterprises is under your jurisdiction?

Mr. SIRRI. For example, these instruments that you are talking
about, credit default swaps, we regulate broker-dealers, and we
have strong authority over broker-dealers, but large financial firms
tend to hold these credit default swaps outside of broker-dealers in
unregulated affiliates over which we have no authority.
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Mr. POMEROY. So, basically you have statutory blinders? No-
where in the SEC can you look at what is occurring in this unregu-
lated area as it may impact the regulated area; is that correct?

Mr. SIRRI. When the Chairman talked the other day about the
regulatory hole for these large securities firms, he in part was re-
ferring to these kinds of situations where we do not have the abil-
ity to oversee these affiliates.

Mr. POMEROY. Have you been statutorily limited from evalu-
ating? I mean, it would seem to me, if I were at the SEC, I would
say, “What is occurring here? We have had a doubling in the last
2 years. What are we doing about it?”

Now, wouldn’t that Office of Risk Management have an ability
to take a look at that?

Mr. SIRRI. There is some amount of information that they may
be able to collect, but we do not even have the authority to compel
production of information to us outside of an informant process.

Mr. POMEROY. Correct. But is there an analytical capability with-
in the SEC to at least hypothesize about the danger to regulated
activity from this unregulated activity?

Mr. SirRrI. We may be able to hypothesize, but we like to work
with data.

Mr. POMEROY. Well, I would be happy with anything.

So, has anyone hypothesized?

Mr. SIRRI. I cannot answer that question. I think what we do un-
derstand is that these are important tools, that these are large
markets and that they are worthy of our attention. So things like
exchange trading——

Mr. POMEROY. Okay. They are worthy of your attention. Is any-
one paying attention?

Mr. SIrrI. I think we are. The way we are doing it, as a group
of regulators, is by the core efforts with the central counterparty
and exchange trading. They are the most efficient.

Mr. POMEROY. Are you talking about the retroactive application
of that?

Mr. SirrI. Well, if these things were to be centrally cleared and
prices produced, those prices would be useful for contracts.

Mr. POMEROY. A prospective or retrospective?

Mr. SIRRI. A contract that trades today would help inform prices
of contracts that already exist, so it would have a retrospective
component.

Mr. POMEROY. I am out of time.

I am not quite sure I follow that. If we created a clearinghouse
and moved futures activity through it, would we in the next few
months be able to get a more clear sense of basically how much
risk has been shed that is unlikely to be recovered?

Mr. SIRRI. I understand what you are saying. I think in many
ways the answer to that is “yes.” There are processes in place for
the compression of these trades that would let counterparties look
and say, “All right. I may have a whole bundle of credit default
swaps. Through an efficient process of compressing them down, we
can understand what those exposures are, and we can compress
and net them down to a much smaller exposure.”
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That is the kind of thing that can be facilitated by the informa-
tion produced by a central counterparty. So, yes, it will have an ef-
fect on that issue.

Mr. LUKKEN. Congressman, one of the objectives of the regu-
lators—the SEC, the Federal Reserve and the CFTC—in this proc-
ess is to make sure that it is not just a central counterparty for
future business, but that it is getting at the current holdings of
credit default swaps that are on the books today. We want to be
able to get a lot of that potentially risky business onto a clearing-
house and into view of regulators and through a central
counterparty.

Mr. POMEROY. I am deeply alarmed that we have had this dou-
bling of the last 2 years, which has been a rough period of time.
So we are not on the way up anymore during the last 2 years; and
you have CDSs doubling, and we do not have a refined regulatory
proposal in this area. I surely look forward to working to develop
one.

Thank you. I yield back.

The CHAIRMAN [presiding.] I thank the gentleman, and I thank
the panel for their being with us and for their answers. And I
thank the Members for their good questions. We will dismiss this
panel.

We would now like to invite our second and final panel to the
table: Mr. Robert Pickel, the Chief Executive Officer of the Inter-
national Swaps and Derivatives Association of Washington, D.C.;
Professor Henry Hu, the Allan Shivers Chair in the Law of Bank-
ing and Finance of the University of Texas School of Law at Aus-
tin; Mr. Johnathan Short, Vice President and General Counsel of
IntercontinentalExchange of Atlanta, Georgia; and Ms. Kim Taylor,
Managing Director and President of the Clearing House of the Chi-
cago Mercantile Exchange, Inc., Chicago, Illinois.

I welcome the members to the panel. We appreciate your being
with us.

Mr. Pickel, as soon as everyone gets organized here and gets set-
tled in, we would welcome your testimony.

All of the witnesses, your full statements will be made part of
the record. We will ask you to try to, potentially, summarize your
statements, and try to stay within the 5 minute rule that we have
for this Committee.

So, Mr. Pickel, if you are ready, we appreciate your being with
us. We look forward to your testimony.

STATEMENT OF ROBERT G. PICKEL, EXECUTIVE DIRECTOR
AND CEO, INTERNATIONAL SWAPS AND DERIVATIVES
ASSOCIATION, WASHINGTON, D.C.

Mr. PickEL. Thank you, Mr. Chairman.

Chairman Peterson, Ranking Member Goodlatte and Members of
the House Agriculture Committee, thank you for inviting ISDA to
testify on the role of credit derivatives in the U.S. economy.

ISDA represents participants in the privately negotiated deriva-
tives business, and we have 830 member institutions from 56 coun-
tries around the world. These members include most of the major
institutions who deal in privately negotiated derivatives. Among
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other types of documentation that we publish for this market,
ISDA produces definitions related to credit default swaps.

Credit derivatives serve multiple uses. A CDS can be used by the
owner of a bond or loan to protect itself against the risks that a
borrower will not make good on its promises. A CDS can also be
used to hedge against other risks related to the potential default
of a borrower. Or, a CDS can be used to express a view about the
health of a particular company or of the market as a whole.

An investment fund might believe that there will be a large num-
ber of corporate bankruptcies in the future. In order to meet its fi-
duciary duty to invest its clients’ money prudently, the fund might
seek to generate returns during those bankruptcies by purchasing
credit protection on one or more companies the fund believes are
most likely to default. The use of credit derivatives in this manner
is similar to someone who sells wheat futures or who buys put op-
tiﬁ)ns on a security when they do not own the underlying wheat or
shares.

The last several weeks have seen major credit events in the cred-
it default swap market. Fannie Mae and Freddie Mac, two of the
world’s largest issuers of debt, were taken into government con-
servatorship. Shortly thereafter, Lehman Brothers, one of the larg-
est OTC derivatives dealers, filed for bankruptcy. Then Washington
Mutual, likewise, filed for bankruptcy protection.

All of the above companies were referenced under a large num-
ber of credit default swaps. They also tended to be counterparties
to a large number of other types of derivative trades. Despite de-
faults by these firms, the derivatives market and, in particular, the
credit default swap market have continued to function and to re-
main liquid. This is true even while other parts of the credit mar-
kets have seized up and while the equity markets have declined.
Credit derivatives remain one of the few ways parties can continue
to manage risk and to express a view on market trends.

Under U.S. law, the counterparties to a failed firm like Lehman
Brothers are able to net out payments owing to and from the bank-
rupt counterparty without having to wait for a bankruptcy judge
to resolve claims. The failure of this large Wall Street firm has not
caused the failure of its derivatives counterparties. That risk was
contained because of the prudent structure of insolvency law in the
United States and in the apparently sensible collateral require-
ments of Lehman’s counterparties.

As has occurred in previous credit events, ISDA held an auction
to determine the cash price of the outstanding debt of Fannie,
Freddie and Lehman, and it will do so for Washington Mutual as
well. These auctions were done according to well-established proce-
dures, and they resulted in the successful settlements of the out-
standing CDS trades on those companies. Participants in the CDS
business have seen their trades settled in an orderly fashion and
according to swap participants’ expectations.

Regarding AIG, our observation is that AIG’s situation was a re-
sult of its overexposure to mortgage finance, primarily by taking
exposure to various tranches of CDOs, collateralized debt obliga-
tions. Also, we believe that the collateral practices of AIG, where
they agreed to post collateral only upon a downgrade, exacerbated
their problems. If they had used collateral extensively from the
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start of their trading relationships, we believe that the situation
would have been far less, very similar to this mark-to-market situ-
ation that exists generally in the derivatives business, as well as
through the clearinghouse functions. The regular use of collateral
provides credit protection and it also provides trading discipline.

Before closing, I would like to address an issue that has come up
recently regarding credit default swaps. With respect to exchange
trading, by definition, OTC contracts—over-the-counter, privately
negotiated contracts—cannot be traded on an exchange. They exist
because there was and there will always be a need for individual-
ized, custom-tailored, private risk management contracts. Anything
that eliminates that risk management option will not eliminate the
need for these contracts. They will simply be done elsewhere.

In conclusion, there is little dispute that ill-advised mortgage
lending, coupled with improperly understood securities backed by
those loans are the root cause of the present financial problems.

We heard from Mr. Sirri earlier. And in Mr. Parkinson’s testi-
mony, they both made clear that CDS did not cause the faults of
individual companies or the general economic crisis that we are ex-
periencing. It is also true, however, that recent market events
clearly demonstrate that the regulatory structure for financial serv-
ices has failed. Laws and regulations written in the 20th century
need to be changed to account for 21st century markets and prod-
ucts. An in-depth examination of the U.S. regulatory structure is
self-evidently warranted.

In this examination, it is ISDA’s hope that the facts surrounding
OTC derivatives and the role they continue to play in helping to
allocate risk and to express a view on market activity will highlight
the benefit of derivatives, of industry responsibility, and of widely
applied good practices. We at ISDA look forward to working with
this Committee and with other Committees of Congress to address
that overall regulatory structure.

Thank you, Mr. Chairman. I look forward to your questions.

[The prepared statement of Mr. Pickel follows:]

PREPARED STATEMENT OF ROBERT G. PICKEL, EXECUTIVE DIRECTOR AND CEO,
INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIATION, WASHINGTON, D.C.

About ISDA

ISDA, which represents participants in the privately negotiated derivatives indus-
try, is the largest global financial trade association, by number of member firms.
ISDA was chartered in 1985, and today has over 850 member institutions from 56
countries on six continents. These members include most of the world’s major insti-
tutions that deal in privately negotiated derivatives, as well as many of the busi-
nesses, governmental entities and other end-users that rely on over-the-counter de-
rivatives to manage efficiently the financial market risks inherent in their core eco-
nomic activities.

Since its inception, ISDA has pioneered efforts to identify and reduce the sources
of risk in the derivatives and risk management business. Among its most notable
accomplishments are: developing the ISDA Master Agreement; publishing a wide
range of related documentation materials and instruments covering a variety of
transaction types; producing legal opinions on the enforceability of netting and col-
lateral arrangements; securing recognition of the risk-reducing effects of netting in
determining capital requirements; promoting sound risk management practices; and
advancing the understanding and treatment of derivatives and risk management
from public policy and regulatory capital perspectives. Among other types of docu-
mentation ISDA produces definitions related to credit default swaps.
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About Credit Default Swaps

Credit default swaps (CDS) are privately negotiated contracts which require one
party to pay another in the event a third party cannot pay its obligations. To use
an example, an investment fund that owns a large number of bonds issued by a cor-
poration may want to protect its investors against the possibility that the corpora-
tion goes bankrupt. The investment fund would then seek a counterparty, usually
a commercial bank, an investment bank or other financial institution, that is willing
to enter into a CDS contact. Under the terms of this contract the investment fund
agrees to periodically make payments to the counterparty, usually every 6 months
for a specified time period such as 5 years. The counterparty (e.g., the bank, invest-
ment bank or financial institution) agrees to pay the full amount on bonds or loans
issued by the corporation if there is a “credit event”. Parties to a CDS contract are
free to choose what constitutes a “credit event”; under standard ISDA documenta-
tion credit events include an issuer’s bankruptcy, the acceleration of payments on
its obligations, default on its obligations, the failure to pay its obligations, the re-
structuring of the issuer’s debt or a repudiation or moratorium on payment on its
obligations.

Credit derivatives like CDS serve multiple uses. As in the example above a CDS
can be used by the owner of a bond or loan to protect itself against the risk that
the borrower won’t make good on its promises. A CDS can also be used to hedge
against other risks related to the potential default of a borrower. For instance, an
auto parts company that is heavily reliant on one auto manufacturer as its primary
customer might seek to protect itself against the risk that manufacturer will go out
of business. One way to do so would be to purchase credit protection (through a
CDS) on that company. Though not a perfect hedge, such protection could at least
help limit the fallout from that customer’s bankruptcy.

CDS can also be used to express a view about the health of a particular company
or the market as a whole. An investment fund might believe that there will be a
large number of corporate bankruptcies in the future. In order to meet its fiduciary
duty to invest its clients’ money prudently the fund might seek to generate returns
during those bankruptcies by purchasing credit protection on one or more companies
the fund believes are most likely to default. Use of credit derivatives in this manner
is similar to someone who sells wheat futures or buys put options on a security
when they don’t own the underlying wheat or shares. In each case the idea is to
maximize profits from a decline in prices.

Recent Market Turmoil

Beginning in the summer of 2007 investors became aware of growing problems
in certain securities backed by residential mortgages. In particular, it appeared that
home loans made to borrowers with lower credit scores were experiencing higher-
than-expected rates of default. This occurred simultaneously with an increasingly
steep drop in the value of homes in the U.S. Thus mortgage loans were defaulting
and the value of the homes that secured the loans were falling below the value of
the loan itself.

Some of these mortgage loans had been sold by lending banks and repackaged as
securities called “collateralized debt obligations,” or “CDOs”. Although CDO and
CDS are similar abbreviations, they are very different products. As described above
a CDS is a privately negotiated contract between two parties. A CDO, on the other
hand, is an investment security that can be bought and sold freely on the market.
Like other securities in the U.S., CDOs are subject to the disclosure and other re-
quirements of the securities laws; nevertheless it appears that these CDOs, widely
sold to investors throughout the U.S. and the world, were fundamentally mis-priced.
Worse, in some cases the structures of the CDOs themselves were extremely com-
plicated and apparently not well understood.

As mortgage defaults increased and housing prices fell, the value of these CDOs
became increasingly unclear. The secondary market for CDOs disappeared as buyers
were unwilling to purchase securities backed by assets which were declining in
value. When markets lack buyers it becomes difficult to determine the fair value of
an asset; banks, investment firms, institutional investors and others were required
to mark down the value of their portfolios. On paper these institutions themselves
appeared to be rapidly losing value.

The Role of CDS in the Market Turmoil

From ISDA’s conversations with regulators and market participants it appears
that the role of CDS in the recent market turmoil can be described as follows:

First, CDS make the pricing and extension of credit more efficient. If a lender can
be sure it will be repaid regardless of whether a borrower defaults, it is more likely
to lend. There are many reasons that the last 10 years have seen a world flooded
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with cash: loose monetary policy on the part of central banks; oil countries seeking
to invest wealth generated by high energy prices; tremendous economic growth in
emerging markets like India, China and Brazil. Experience demonstrates that, in
retrospect, many loans were made that never should have been made.

Second, many credit derivatives require counterparties to post collateral in order
to guarantee payment. Under any derivative contract both parties guarantee they
will make payments to each other based on the value of some other asset or index
thus both parties face risk both in terms of the price of that asset as well as the
risk that their counterparty will be able to make its required payment. It is because
of this last type of risk, called “counterparty credit risk,” that a derivative contract
counterparty may be required to increase the amount of collateral it gives to the
other party to the contract if the first party experiences a change in its financial
condition. For instance, a triple A rated company will generally be required to post
less collateral than a single A rated company. But if that triple A rated company
faces a ratings downgrade, it may be required to post more collateral.

In a typical situation a party that sells protection under a CDS contact is guaran-
teeing that it will pay the value of bonds issued by a third party. If that third par-
ty’s financial condition worsens the counterparty that bought protection will require
that the protection seller post more collateral. If this happens at the same time the
protection seller has also suffered a deterioration in financial condition, it will be
required to post still more collateral. Improperly managed, a derivatives
counterparty could face a situation akin to a run-on-the-bank, where as its financial
condition worsens it becomes subject to more and more collateral calls until it can
no longer meet its obligations under its derivatives contracts. This risk is not new
or confined to derivatives markets; many financial contracts have a “material ad-
verse change in condition”, or MAC, clause that functions similarly. Swap partici-
pants have long been aware of this risk; the need for careful management was high-
lighted 15 years ago in a document outlining good risk management practices for
the Group of Thirty, the widely cited “Derivatives: Practices and Principles.” Never-
theless for counterparties that fail to follow good practices the consequences can be
significant.

This appears to be what happened in the case of AIG. AIG was one of America’s
largest corporations, an insurance company regulated under the laws of the State
of New York as well as a thrift holding company supervised by the Office of Thrift
Supervision. AIG was highly rated by SEC licensed rating agencies, who considered
it well capitalized. Many of AIG’s derivatives counterparties apparently did not re-
quire it to post collateral; in particular AIG Financial Products, a wholly owned sub-
sidiary of AIG active in the derivatives business, did not routinely post collateral.
When on September 16, 2008, AIG’s credit rating was downgraded, its creditors, in-
cluding counterparties to derivatives contracts, demanded the company post more
collateral than it had available. AIG was unable to meet its contractual obligations
and sought assistance from the U.S. Government.

While the market value of AIGs contracts has declined, and its collateral require-
ments have increased, we are not aware that they have been called upon to make
payments following defaults on significant numbers of obligations. An increase in
the market value of mortgage backed securities, or merely the performance of the
mortgages underlying the mortgage backed securities it has guaranteed, would re-
duce AIG’s difficulties substantially. To our knowledge AIG has performed on all of
its obligations.

The Performance of Credit Derivatives in the Current Market

The last several weeks have seen five major credit events. On September 15
Tembec Inc., a Canadian forest products company, filed for bankruptcy in the U.S.
This filing was largely lost in the cavalcade of bankruptcies and credit events that
followed: Fannie Mae and Freddie Mac, two of the world’s largest issuers of debt,
were taken into government conservatorship. Shortly thereafter Lehman Bros., one
of the largest OTC derivatives dealers, filed for bankruptcy. Then Washington Mu-
tual likewise filed for bankruptcy protection.

All of the above companies were referenced under a large number of CDS; with
the exception of Tembec they also tended to be counterparties to a large number
of other types of derivatives trades. Despite defaults by these firms, the derivatives
markets, and in particular the CDS market, has continued to function and remain
liquid. This is true even while the other parts of the credit markets have seized-
up and the equities markets continue to decline precipitously. Credit derivatives re-
main one of the few ways parties can continue to manage risk and express a view
on market trends.

The failure of Lehman Bros. provided a test case for managing the default of a
major derivatives dealer. Despite dire predictions and erroneous press reports, OTC



40

derivatives transactions are designed to deal with the failure of any market partici-
pant, even a major dealer. Starting in the late 1980s, Congress acted to amend the
bankruptcy and banking insolvency statutes to ensure that the failure of a major
counterparty to a qualified financial contract, such as a swap agreement, would not
spread systemically and threaten other market participants. Thus, under U.S. law
the counterparties to a failed firm like Lehman Bros. are able to net-out payments
owing to and from the bankrupt counterparty without having to wait for a bank-
ruptcy judge to resolve all claims. Additionally, counterparties are allowed to fore-
close on collateral the failed party posted. In this way a derivatives counterparty
is protected against suffering large losses because the other party to the contract
can’t meet its obligations.

The bankruptcy of Lehman Bros. shows the strength and resiliency of this system.
The failure of this large Wall Street firm has not caused the failure of its derivatives
counterparties; that risk was contained because of the prudent structure of insol-
vency law in the U.S. and the apparently sensible collateral requirements of Leh-
man’s counterparties.

In addition to the resiliency of the derivatives markets in the face of the failure
of a major counterparty, the credit events involving Fannie and Freddie likewise
demonstrate the strength of the business. As noted above Fannie and Freddie were
two of the world’s largest issuers of debt and likewise two of the largest objects of
CDS protection. When the U.S. Government decided to place these GSEs in con-
servatorship, the credit event provisions of the standard ISDA documents were trig-
gered. That meant that thousands of CDS trades on Fannie and Freddie needed to
be settled. Likewise, Lehman was also the object of thousands of CDS trades which
needed to be settled in light of that company’s bankruptcy.

As has occurred in previous credit events ISDA held an auction to determine the
cash price of the outstanding debt of Fannie, Freddie and Lehman. These auctions,
occurring on October 8 (in the case of the GSEs) and October 10 (in the case of Leh-
man) were done according to well established procedures and resulted in the suc-
cessful settlement of the outstanding CDS trades on the three companies. As has
occurred in the case of previous credit events, participants in the CDS business have
seen their trades settled in an orderly fashion and according to swap participants’
expectations.

Conclusion

As this testimony makes clear, both the role and effects of CDS in the current
market turmoil have been greatly exaggerated. There is no question that CDS facili-
tate lending and corporate finance and, as such, have impacted and been impacted
by recent events. However to say that CDS were the cause, or even a large contrib-
utor, to that turmoil is inaccurate and reflects an understandable confusion of the
various financial products that have been developed in recent years. There is little
dispute that ill advised mortgage lending, coupled with improperly understood secu-
rities backed by those loans, are the root cause of the present financial problems.
It is also true, however, that recent market events clearly demonstrate that the reg-
ulatory structure for financial services has failed. Laws and regulations written in
the 20th century, in many cases designed to address markets which existed in the
18th century, need to be changed to account for 21st century markets and products.
An in-depth examination of U.S. regulatory structure is self-evidently warranted.

In this examination it is ISDA’s hope that the facts surrounding OTC derivatives,
and the role they continue to play in helping allocate risk and express a view on
market activity, will highlight the benefit of derivatives and of industry responsi-
bility and widely applied good practices. Derivatives have continued to perform well
during a greater period of stress than the world financial system has witnessed in
decades. In the wake of failures of major market participants, both counterparties
and issuers of debt, CDS participants have settled trades in an orderly way pre-
cisely according to the rules and procedures established by Congress and market
participants. In this respect CDS activity has been a tremendous success. We are
confident that policymakers and market participants alike will find their prudent
efforts in helping build the infrastructure for derivatives over the last 25 years have
been rewarded.

The CHAIRMAN. Thank you, Mr. Pickel.
Professor Hu.
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STATEMENT OF HENRY T.C. HU, J.D., ALLAN SHIVERS CHAIR
IN THE LAW OF BANKING AND FINANCE, UNIVERSITY OF
TEXAS SCHOOL OF LAW, AUSTIN, TX

Mr. Hu. Mr. Chairman and distinguished Members of the Com-
mittee, thank you for this opportunity.

My name is Henry Hu. I teach at the University of Texas Law
School, and my testimony today reflects only preliminary personal
views. I ask that the written testimony I have submitted also be
included in the record.

The public and private efforts to improve the operational infra-
structure for credit default swaps of the sort just discussed by
Chairman Lukken and Director Sirri are extremely valuable. Cred-
it default swaps create a web of dependencies among widely dis-
parate, often very important participants in the world capital mar-
kets. Possible clearinghouse arrangements and ISDA’s netting and
other efforts can, indeed, help reduce the systemic risks being cre-
ated by such swaps.

However, I would like to briefly look beyond these operational in-
frastructure matters. I will focus on three other matters that I
think are also important to consider: the possible creation of a data
clearinghouse, errors in financial institution decision-making, and
debt decoupling.

First is the matter of data. Each OTC derivatives contract is in-
dividually negotiated and is not required to be disclosed to any reg-
ulator. No one regulator knows on any sort of real-time basis enti-
ty-specific exposures, the ultimate resting places of the credit mar-
ket and of other risks associated with OTC derivatives, or some of
the other facets of the web of dependencies created by OTC deriva-
tives.

The disclosure situation as to credit default swaps may be par-
ticularly deficient. For instance, the best source of statistical infor-
mation as to OTC derivatives overall is the BIS Triennial Survey
issued by the Bank for International Settlements. These periodic
surveys are based on polls of derivatives dealers that are conducted
by 54 central banks and monetary authorities. Yet those surveys
do not even cover turnover in credit derivatives.

There is likely a need for a data clearinghouse for credit and for
other OTC derivatives activities worldwide, as I have argued for,
for some time. That is the centralized, comprehensive, near real-
time disclosure of such transactions in some standardized and re-
trievable computerized form. Such a data clearinghouse may well
help to provide advance notice to regulators of possible problems.
Should possible problems arise, this data clearinghouse can con-
tribute to the informational predicate for proper regulatory re-
sponses.

Second is the matter of financial institution decision-making. In
a 1993 article, I suggested that there were a variety of structural
factors, perhaps, causing even sophisticated financial institutions
to make mistakes as to complex financial products. For example, I
refer to certain psychological biases and to certain compensation in-
centive structure problems.

One cognitive bias is the human tendency to ignore low-prob-
ability, catastrophic events. One incentive structure problem re-
lates to the temptations posed by the highly asymmetric nature of
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the payoffs often found in the derivatives industry—huge wealth if
the rocket scientist is perceived by his superiors as doing well and
typically, at most, simply losing your job if you are not.

There is not enough public information as to whether these
structural factors undermined American International Group’s de-
cision-making with respect to credit default swaps, but it may be
a matter worth looking into. For instance, I do point out the psy-
chological tendency to ignore low-probability, catastrophic events.
In August 2007, the head of the AIG unit responsible for credit de-
fault swaps stated that it is hard for us, without being flippant, to
even see a scenario within any kind of realm of reason that would
see our losing $1 in any of these transactions.

I do point out as to the asymmetric payoff issue in derivatives
that the head of that AIG unit apparently made $280 million over
the last 8 “good years” and that, when he left in February of this
year, he was given, among other things, a contract to consult for
AIG at $1 million a month.

Third is the matter of how credit default swaps are sometimes
used by hedge funds or by others to engage in—thank you, Con-
gressman Space for referring to this issue—what can be termed
“debt decoupling.” That is that a creditor of a company could enjoy
the control rights given to him in the loan agreement while simul-
taneously, through holding enough credit default swaps, actually
having a negative economic exposure to the company. Such a cred-
itor might well want its power to go into bankruptcy and have in-
centives to use its control rights to help grease the skids. This is
quite different from simply holding a contract on corn. You control
the weather, in effect, in terms of this situation; that is, having the
control rights on the loan agreement side and yet having, perhaps,
incentives to see the company not do well and certainly succeeding
in undermining the bankruptcy proceedings as well.

In conclusion, times are too interesting. It is difficult to make
public policy much less public policy that may be foundational for
the next several generations. As for credit derivatives, I have
touched briefly on three of the areas that I think need more atten-
tion. Important strides can be made, especially if coordinated
worldwide, to avoid regulatory arbitrage and if the steps can be
taken with full respect for the private and social value that both
over-the-counter and exchange-traded credit derivatives can offer.

Thank you very much.

[The prepared statement of Mr. Hu follows:]

PREPARED STATEMENT OF HENRY T.C. Hu, J.D., ALLAN SHIVERS CHAIR IN THE LAW
OF BANKING AND FINANCE, UNIVERSITY OF TEXAS SCHOOL OF LAW, AUSTIN, TX

CREDIT DEFAULT SWAPS AND THE FINANCIAL CRISIS: “INTERCONNECTEDNESS” AND
BEYOND *

I. Introduction

Mr. Chairman and Members of the Committee, thank you for the invitation of Oc-
tober 9 to testify before the Committee. My name is Henry Hu and I hold the Allan
Shivers Chair in the Law of Banking and Finance at the University of Texas Law
School. My testimony reflects preliminary personal views and does not represent the
views of my employer or any other entity. I ask that my written testimony also be
included in the record.

*Copyright © 2008 by Henry T.C. Hu. All rights reserved.
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At its economic core, the typical “cash-settled” credit default swap involves a bet
between two parties on the fortunes of some referent third party. The “protection
buyer” on the swap may be concerned (e.g., if the buyer had lent money to the third
party) or simply skeptical (e.g., if the buyer wished to speculate) as to the plight
of the third party. For a fee (or stream of fees), the “protection seller” of the swap
will pay the buyer cash upon a specified disaster befalling the third party, the
amount based on the severity of the disaster and the size of the bet (i.e., the size
being measured by the “notional amount”). A derivatives dealer (typically a major
financial institution) stands ready to enter into either side of such bets—such pri-
vately negotiated two-party contracts—with its customers. The customers are hedge
funds, banks, insurance companies, and others in the wholesale capital markets.
Dealers may also enter into such swaps with other dealers.

The market for these privately-negotiated contracts, for this segment of the “OTC
derivatives” market, has grown rapidly, at least until recently. At mid-year 2008,
the notional amount of credit default swaps outstanding was $54.6 trillion.1 As with
other OTC derivatives, these contracts helped customers address their risk manage-
ment and other objectives in ways custom-tailored to each customer’s specific needs.

The role of credit default swaps in the current financial crisis has become a mat-
ter of public debate. The immediate responses have largely focused on the sub-
stantive aspects of “interconnectedness” problems, through mechanisms such as
clearinghouse arrangements to limit credit exposures among the web of participants
in this market.2

I would like to discuss three themes, albeit very briefly because of time con-
straints and because the below-footnoted sources offer closer analysis:

(1) While the substantive reduction of credit exposures is worthwhile, there
must also be independent measures to significantly enhance disclosures as to
the web of relationships in credit default swap and other OTC derivatives mar-
kets.3 A near-real-time “data clearinghouse” for OTC derivatives activities may
be needed. (Part II)

(2) There are structural reasons why “sophisticated” financial institutions may

misunderstand—or may act as if they misunderstand—the risks of the deriva-

tives they offer.4 If such decision-making errors threaten the survival of the

(ogaalerl IiIt)self, a request for governmental intervention will not be far behind.
art

(3) How credit default swaps are sometimes used can undermine the soundness
of the corporations referenced in the swaps and, if bankruptcy occurs, proper
reorganization.5 (This is even after leaving aside entirely the fraud and manipu-
lation issues being investigated by the SEC.) What can be termed “debt decou-
pling,” through such swaps and through securitization, may not only undermine
the health of individual corporations, but affect the soundness of the financial
system as a whole. (Part IV)

II. Interconnectedness: The Likely Need for a “Data Clearinghouse”

“Interconnectedness” issues related to credit default swaps deserve the attention
they are getting. A decline in a major derivatives dealer’s creditworthiness may un-
dermine the financial soundness of the counterparties relying on that dealer’s

18See, e.g., Darrell Duffie & Henry T.C. Hu, Competing for a Share of Global Derivatives Mar-
kets: Trends and Policy Choices for the United States, draft available at http://ssrn.com/
abstract=1140869; ISDA Mid-Year 2008 Market Survey Shows Credit Derivatives at $54.6 Tril-
lion, ISDA News Release, Sept. 24, 2008.

2] leave aside the Securities and Exchange Commission, with its focus on fraud and manipu-
lation, and New York State, with its focus on the need to protect insurance policyholders. See
Jesse Westbrook & David Scheer, SEC chief demands credit swap regulation, GLOBE & MAIL
(Canada), Sept. 24, 2008, at B14; Raymond J. Lehmann, New York Moves to Define Some Swaps
as Insurance, BESTWIRE, Sept. 23, 2008.

3See, e.g., Henry T.C. Hu, Misunderstood Derivatives: The Causes of Informational Failure
and the Promise of Regulatory Incrementalism, 102 YALE LAW JOURNAL 1457, 1503-1509 (April
1993) [hereinafter Hu, Misunderstood Derivatives]; Henry T.C. Hu & Bernard Black, Debt, Eq-
uity and Hybrid Decoupling: Governance and Systemic Risk Implications, 14 EUROPEAN FINAN-
CIAL MANAGEMENT 663, 693 (September 2008), draft available at http://ssrn.com/
abstract=1084075 [hereinafter Hu & Black, EFM—Decoupling].

48See, e.g., Hu, Misunderstood Derivatives, supra note 3 at 1476-95; Hedge Fund Operations,
Hearing Before the Committee on Banking and Financial Services, U.S. House of Representa-
tives, Oct. 1, 1998 (testimony of Henry T.C. Hu) (relating collapse of hedge fund Long Term Cap-
ital Management to thesis of Misunderstood Derivatives).

5See, e.g., Henry T.C. Hu & Bernard Black, Equity and Debt Decoupling and Empty Voting
II: Importance and Extensions, 156 UNIVERSITY OF PENNSYLVANIA LAw REVIEW 625 (January
2008)?; available at http://ssrn.com/abstract=1030721; Hu & Black, EFM—Decoupling, supra
note 3.
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swaps. The deterioration in the creditworthiness of such “first generation”
counterparties would affect their ability to meet their obligations on the “second
generation” credit default swaps they may have separately entered into. And so on.
Linkages among widely disparate participants in the worldwide wholesale capital
markets are created.

Regulatory and private responses have largely focused on the substantive matter
of reducing the exposures associated with this web of transactions. The federal gov-
ernment did intervene as to Bear Stearns Companies, Inc. (“Bear Stearns”) and
American International Group, Inc. (“AIG”) in large part because of the especially
important roles they had as dealers in credit default swap derivatives.¢ With the
strong encouragement of the Federal Reserve Bank of New York, various private ef-
forts are on-going to try to centralize clearing and reduce the web of dependencies
among credit default swap participants.” The International Swaps and Derivatives
Association, the main industry trade association, has played an active risk-reducing
role as well, particularly with respect to the mechanics of settling credit default
swap payouts, including those associated with the Fannie Mae and Lehman “credit
events.”

Independent, comprehensive measures to enhance disclosures as to credit default
swaps and other OTC derivatives, would be helpful. Each OTC derivatives contract
is individually negotiated and not required to be disclosed to any regulator, much
less to the public generally. No one regulator knows, on a real-time basis or not,
entity-specific exposures, the ultimate resting places of the credit, market, and other
risks associated with OTC derivatives, or some of the other important facets of the
“web of dependencies” created by OTC derivatives.

The disclosure situation as to credit default swaps may be particularly deficient.
The best source of statistical information as to OTC derivatives generally is the
“BIS Triennial Survey” issued by the Bank for International Settlements (BIS),
based on polls of derivatives dealers that are conducted by 54 central banks and
monetary authorities. These periodic surveys are available from 1998 to 2007. How-
ever, the BIS Triennial Surveys do not even cover turnover in credit derivatives,
much less the far more detailed, real-time information needed to properly assess the
web of dependencies.

Other sources provide information at a granularity similar to the BIS surveys.
The best official U.S. statistics on credit derivatives are probably those that come
from the Office of the Comptroller of the Currency. Those statistics focus on the ac-
tivities of U.S. commercial banks—a category that, for instance, excludes the activi-
ties of the AIG. ISDA’s market surveys of credit default swaps (and interest rate
derivatives and OTC equity derivatives) are conducted twice a year and rely on vol-
untary participation—although, as to the June 30, 2008 survey, ISDA notes that “all
major derivatives houses provided responses.”

Clearinghouse and/or any associated exchange trading of credit derivatives will no
doubt improve transparency as to transactions that are comprehended by the appli-
cable systems. I have not had the opportunity to look at the limited public informa-
tion as to these on-going matters. However, there will still presumably remain an
OTC credit derivatives market and many transactions that are not funneled into the
systems. Moreover, I am not currently aware of other types of OTC derivatives
being subject to such proposed arrangements.

There is likely a need is for a “data clearinghouse” for OTC derivatives: central-
ized, comprehensive, near-real-time disclosure of OTC derivative transactions, in
some standardized and retrievable computerized form. Perhaps BIS would be an ap-
propriate entity to serve as such a data clearinghouse. But determining what details
to precisely require of OTC derivatives market participants as to the transactions
they enter into, how close to “real-time” such disclosures should be made, what reg-
ulatory access and non-regulatory access there should be to such disclosures, and
what processing of the information submitted to the data clearinghouse should be
undertaken are some of the issues that need to be subject to careful benefit/cost
analysis. Such a data clearinghouse may help provide advance notice to regulators
of possible entity-specific or system-wide problems and early remediation. Should

6See, e.g., Nelson D. Schwartz, & Julie Creswell, What Created This Monster?, N.Y. TIMES,
Mar. 23, 2008, Bus. Sec., at 1 (quoting a prominent securities analyst as saying that the Bear
Stearns rescue “was 100 percent related to credit default swaps”); Justin Fox, Why the Govern-
ment Wouldn’t Let AIG Fail, at hitp://www.time.com/time/printout/0,8816,1841699,00.html
(Sept. 25, 2008) (noting government’s “biggest fears” as to the consequences of AIG’s failure had
to do with credit default swaps).

7See, e.g., Serena Ng & Gregory Zuckerman, Electronic Exchange For CDSs Is Proposed, WALL
St. J., Oct. 7, 2008, at C2; Jeremy Grant Anuj Gangahar, New attempt to set up swaps initiative,
FiN. TIMES, Oct. 10, 2008, at 23.
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problems actually arise, this data clearinghouse can contribute materially to the in-
formational predicate for proper regulatory responses to such problems.

III. Financial Institution Decisionmaking Errors

In my 1993 YALE LAW JOURNAL article “Misunderstood Derivatives,” I suggested
that there were a variety of structural reasons to believe that even sophisticated fi-
nancial institutions will make mistakes with respect to derivatives and other com-
plex financial products. For example, certain “cognitive biases” can undermine the
models developed by rocket scientists. Additionally, the compensation structure in
derivatives units, and the complexity of some products may overwhelm normal “in-
ternal” and “external” corporate governance mechanisms for deterring inappropriate
behavior.

There is insufficient public information at the moment to determine whether some
of these structural reasons undermined AIG’s decisionmaking with respect to credit
derivative swaps. But some of the evidence available thus far suggests that these
are matters worth pursuing.

For instance, one of the cognitive biases undermining derivatives models is the
tendency to ignore low probability catastrophic events. Psychologists theorize that
individuals do not worry about an event unless the probability of the event is per-
ceived to be above some critical threshold. The effect may be caused by individuals’
inability to comprehend and evaluate extreme probabilities, or by a lack of any di-
rect experience. This effect manifests itself in attitudes towards tornados, safety
belts, and earthquake insurance. My 1993 article indicated that in the derivatives
context, financial rocket scientists are sometimes affirmatively encouraged, as a
matter of model design, to ignore low probability states of the world.

Certain public AIG statements are arguably consistent with the operation of this
cognitive bias, though they do not necessarily prove the existence of the bias. For
example, in August 2007, the head of the AIG unit responsible for credit default
swaps stated:

It is hard for us, without being flippant, to even see a scenario within any kind
of realm of reason that would see us losing one dollar in any of those [credit
default swap] transactions.®

Similarly, AIG’s Form 10-K for 2006 stated:

The threshold amount of credit losses that must be realized before AIGFP has
any payment obligation is negotiated by AIGFP for each transaction to provide
that the likelihood of any payment obligation by AIGFP under each transaction
is remote, even in severe recessionary market scenarios.

In the derivatives industry, the incentive structure can be highly asymmetric.
True success—or the perception by superiors of success—can lead to enormous
wealth. Failure or perceived failure may normally result, at most, in job and
reputational losses. Thus, there may be serious temptations for the rocket scientist
to emphasize the rewards and downplay the risks of particular derivatives activities
to superiors, especially as the superiors may sometimes not be as financially sophis-
ticated (and loathe to admit it). Moreover, the material risk exposures on certain
derivatives can sometimes occur years after entering into the transaction—given the
turnover in the derivatives industry, the “negatives” may arise long after the rocket
scientist is gone. The rocket scientist may have an especially short-term view of the
risks and returns of his activities. Undesirable behavior can be tempered by disclo-
sure requirements; however but, among other things, SEC and accounting disclosure
requirements have not fully kept up with the derivatives revolution.

I do not know if any of AIG’s current or past employees succumbed to any such
behavior, by reason of the incentive structure or otherwise. That said, it is a matter
that would be worth looking into. According to the testimony of Martin Sullivan, the
former CEO of AIG, until 2007, many employees at AIG Financial Products (AIGFP)
(the subsidiary generating the losses leading to the AIG bailout) were being paid
higher bonuses than he was. The head of AIGFP, Joseph Cassano, apparently made
$280 million over the last eight years. And when Mr. Cassano left AIG in February
2008, he was given, among other things, a contract to consult for AIG at $1 million
a month.

8 Gretchen Morgenson, Behind Insurer’s Crisis, Blind Eye to a Web of Risks, N.Y. TIMES, Sept.
28, 2008, at Al
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IV. Uses of Credit Default Swaps Undermining the Health and Reorganiza-
tion of Corporations

There may be aggressive—but legal—uses of credit default swaps by hedge funds
and others that can undermine the soundness of the referent third parties and, if
bankruptcy occurs, the reorganization of such parties. In August 2007, I began sug-
gesting that the separation of control rights and economic interest with respect to
corporate debt through swaps can cause such problems. This “debt decoupling” anal-
ysis has been further developed and I rely on this analysis to illustrate these
issues.?

Ownership of debt usually conveys a package of economic rights (to receive pay-
ment or principal and interest), contractual control rights (to enforce, waive, or mod-
ify the terms of the debt contract), other legal rights (including the rights to partici-
pate in bankruptcy proceedings), and sometimes disclosure obligations. Tradition-
ally, law and real world practice assume that the elements of this package are gen-
erally bundled together. One key assumption is that creditors generally want to
keep a solvent firm out of bankruptcy and (apart from intercreditor matters) want
to maximize the value of an insolvent firm.

These assumptions can no longer be relied on. Credit default swaps and other
credit derivatives now permit formal ownership of debt claims to be “decoupled”
from economic exposure to the risk of default or credit deterioration. But formal
ownership normally still conveys control rights under the debt agreement and legal
rights under bankruptcy and other laws.

There could, for instance, be a situation involving an “empty creditor”: a creditor
may have the control rights flowing from the debt contract but, by simultaneously
holding credit default swaps, have little or no economic exposure to the debtor. The
creditor would have little incentive to work with a troubled corporation for it to
avoid bankruptcy. Indeed, if it holds enough credit default swaps, it may simulta-
neously have control rights and a negative economic exposure. In such a situation,
the creditor would have incentives to cause the firm’s value to fall. Such “debt de-
coupling” could also cause problems within bankruptcy proceedings, such as those
relating to the allocation of voting power among creditors, without consideration of
their true economic exposures.

Because many of the substantive and disclosure matters relating to debt decou-
pling are beyond the scope of this Committee hearing, I have been especially brief
in discussing this aspect of credit defaults swaps.

V. Conclusion

Times are too interesting. In such times, it is difficult to calmly and rationally
make public policy, much less public policy that may be foundational for the next
several generations.

As for credit derivatives, the issues are complex. They are products that are valu-
able to corporations, investors, and financial institutions worldwide. OTC credit de-
rivatives, like other OTC derivatives, allow for contracts customized to the indi-
vidual customer preferences. All derivatives are important to our financial services
sector, the third largest sector of the U.S. economy.

On the other hand, there are pressing needs for reform. I have touched on three
of the areas which I believe have not received enough attention. Reform efforts in
the U.S. generally need to be well-coordinated with efforts in other countries, be-
cause of the nature of the financial products and market participants and because
of the prospect of unwelcome regulatory arbitrage.

While we are in the early stages of sorting out the financial crisis, including the
role of credit default swaps, I think important strides can be made.

Thank you.

The CHAIRMAN. Thank you, Professor. We appreciate your being
with us.
Mr. Short.

9For stories on the “debt decoupling” research referenced in footnote 5, see, e.g., Bankruptcies
in America—Waiting for Armageddon, THE EcoNOMIST, March 27, 2008, at 81-82; Francesco
Guerrera, Ben White, & Aline van Duyn, Derivatives boom raises risk of bankruptcy, FIN. TIMES,
Jan. 28, 2008, at 13.
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STATEMENT OF JOHNATHAN H. SHORT, SENIOR VICE
PRESIDENT AND GENERAL COUNSEL,
INTERCONTINENTALEXCHANGE, INC., ATLANTA, GA

Mr. SHORT. Thank you.

Chairman Peterson, Ranking Member Goodlatte, I am Johnathan
Short, Senior Vice President and General Counsel of
IntercontinentalExchange, or ICE. We very much appreciate the
opportunity to appear before you today to discuss the role of credit
derivatives in the financial markets and to discuss ICE’s efforts,
along with those of other market participants, to introduce trans-
parency and risk intermediation into these OTC credit derivative
markets.

ICE is proud to be working with the Federal Reserve Bank, with
the Commodity Futures Trading Commission and with the Securi-
ties and Exchange Commission on these efforts that are vital to the
health of our financial markets. We believe that we have important
domain expertise and knowledge to bring to bear to that effort.

As background, ICE operates three regulated futures ex-
changes—ICE Futures U.S., ICE Futures Europe and ICE Futures
Canada—together with three regulated clearinghouses—ICE Clear
U.S., ICE Clear Europe and ICE Clear Canada.

ICE recently acquired Creditex Group in August of 2008. Found-
ed in 1999, Creditex is a global market leader in the execution and
in the processing of credit derivatives. In the last few years,
Creditex has worked collaboratively with market participants on a
number of important initiatives which directly address calls by reg-
ulators, most notably the Federal Reserve Bank of New York, for
improving operational efficiency and for providing heightened
transparency regarding risk exposures in the credit derivatives
market.

In 2005, Creditex helped to develop the ISDA cash settlement
auctions, which are the market standard for credit derivative set-
tlement. They have been used in recent weeks to allow the orderly
settlement of CDS contracts referencing, among others, Fannie
Mae, Freddie Mac and Lehman Brothers. Creditex has also worked
collaboratively with industry participants to launch a platform to
allow the efficient compression of offsetting CDS portfolios of major
dealers in order to net down exposures, and to determine the real
CDS exposures of various market participants.

To be clear, however, more must be done. While credit deriva-
tives serve an important role in the broader financial markets, im-
proving the market structure pursuant to which credit derivatives
are traded and cleared is essential. Candidly, this was an oppor-
tunity that I saw when we chose to acquire Creditex.

Presently, the credit markets operate very similar to the way
that energy markets worked earlier this decade. Most transactions
are bilaterally executed between brokerage firms. This is not a
transparent or an efficient way for a market to operate. Critically,
the bilateral nature of the market leaves participants exposed to
counterparty risk. In times of great financial distress, like the
present, this risk can have systemic implications. When financial
counterparties do not trust each other, they then stop lending to
each other, and the credit markets freeze. In addition, the failure
of a large counterparty can spread risk throughout markets, espe-
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cially where the market is opaque and where the true extent of
risk is not known.

The question before us today is how to bring appropriate trans-
parency to the CDS markets as well as how to appropriately miti-
gate counterparty credit risk.

ICE believes that these mutual goals of transparency and the
mitigation of counterparty credit risk and systemic risk can be
achieved through the introduction of regulated clearing and appro-
priate reporting obligations to regulators. This was the solution
that was referenced by Chairman Lukken in his prior comments.

ICE’s proposed solution: ICE has announced an agreement in
principle with The Clearing Corporation, leading credit market par-
ticipants, Markit, and Risk Metrics to introduce a clearing solution
to address the problem that is presently existing in this market. To
clear credit default swaps, ICE will form a limited purpose bank,
ICE U.S. Trust, for the sole purpose of clearing credit default
swaps.

ICE U.S. Trust will be a New York trust company that will be
a member of the Federal Reserve System. In other words, it will
be regulated both at the state and Federal levels; it will be a bank
clearinghouse, and it will be subject to the direct regulatory and
supervisory requirements of the Federal Reserve System. ICE U.S.
Trust will offer its clearing services to its membership, and its
membership will be open to market participants meeting appro-
priate financial criteria, with third parties unable to meet these cri-
teria being able to trade through the existing membership.

ICE U.S. Trust will review each member’s financial standing,
operational capabilities, systems, and controls, and the size and na-
ture and the sophistication of its business in order to meet com-
prehensive risk management standards with respect to the oper-
ation of the clearinghouse. In addition, ICE will make available its
industry-leading T-Zero trade processing platform as part of this ef-
fort.

Finally, and perhaps most importantly, a word about regulation:
The appropriate regulation of credit derivatives is of the utmost im-
portance to the financial system. Presently, the credit derivatives
market is largely exempt from regulation from the Commodity Fu-
tures Trading Commission, or the Securities and Exchange Com-
mission. Also, as recent events demonstrate, the credit markets are
intricately tied to the banking system with many credit derivative
market participants being banks that are subject to regulation by
the Federal Reserve.

As Chairman Peterson asked one of the earlier panelists, is there
an incentive to trade cleared products, I think the fact that many
of the largest market participants in this area are being regulated
directly by the Fed provides that incentive through the Fed’s abil-
ity to raise capital requirements.

Given the central role the Federal Reserve has played in address-
ing both the current credit crisis and issues related to credit de-
rivatives within the broader market, ICE proactively sought to en-
sure that its clearing model would be subject to direct regulation
by the Federal Reserve System. ICE shares its model in order to
ensure that its credit derivative markets will be transparent and
fully regulated from the inception of its business by whomever we
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view as the regulator with the most appropriate jurisdiction in the
area. But to be clear, this effort was not undertaken to avoid juris-
diction of the CFTC, of the SEC or of any other relevant regulator;
and ICE stands ready to work with all regulators in this important
industry effort.

ICE understands that Congress may choose to enact additional
financial market reforms in the coming Congress, including taking
steps to broadly reform the financial regulatory system as a whole.
We would stand ready to work within that framework as Congress
evolves it.

Finally, ICE will be introducing a similar clearing model in Eu-
rope through its ICE Clear Europe clearinghouse to address Euro-
pean CDS, and would make information sharing and regulatory
dialogue a cornerstone of our clearing solution.

Mr. Chairman, thank you for this opportunity to share our views
with you, and I will be happy to answer any questions.

[The prepared statement of Mr. Short follows:]

PREPARED STATEMENT OF JOHNATHAN H. SHORT, SENIOR VICE PRESIDENT AND
GENERAL COUNSEL, INTERCONTINENTALEXCHANGE, INC., ATLANTA, GA

Introduction

Chairman Peterson, Ranking Member Goodlatte, I am Johnathan Short, Senior
Vice President and General Counsel of the IntercontinentalExchange, Inc., or “ICE.”
We very much appreciate the opportunity to appear before you today to discuss the
role of credit derivatives in the financial markets and discuss ICE’s efforts, along
with other market participants, to introduce transparency and risk intermediation
into the OTC credit markets. ICE is proud to be working with the Federal Reserve
Bank, the Commodity Futures Trading Commission (“CFTC”), and the Securities
Exchange Commission on these efforts that are vital to the health of our financial
markets. Importantly, ICE has a history of working with OTC market participants
to introduce transparency and risk intermediation into markets, having been a pio-
neer in the introduction of transparent electronic trading into the energy markets
and having introduced cleared OTC energy swap contracts into its markets in 2002
in response to a market crisis in the energy markets—a freezing of credit and trans-
actions—much like the crisis faced today in the broader financial markets.

Background

ICE was established in 2000 as an electronic over-the-counter (OTC) market.
Since that time, ICE has grown significantly, both through its own market growth
fostered by ICE’s product, technology and trading innovations, as well as by acquisi-
tion of other markets to broaden its product offerings.

Since the launch of its electronic OTC energy marketplace in 2000, ICE has ac-
quired and now operates three regulated futures exchanges through three separate
subsidiaries, each with a separate governance and regulatory infrastructure. The
International Petroleum Exchange (renamed ICE Futures Europe), was a 20 year
old exchange specializing in energy futures when acquired by ICE in 2001. Located
in London, it is a Recognized Investment Exchange, or RIE, operating under the su-
pervision of the UK Financial Services Authority (FSA). In early 2007, ICE acquired
the 137 year old “The Board of Trade of the City of New York” (renamed ICE Fu-
tures U.S.), a CFTC-regulated Designated Contract Market (DCM) headquartered in
New York specializing in agricultural, foreign exchange, and equity index futures.
In late 2007, ICE acquired the Winnipeg Commodity Exchange (renamed ICE Fu-
tures Canada), a 120 year old exchange specializing in agricultural futures, regu-
lated by the Manitoba Securities Commission, and headquartered in Winnipeg,
Manitoba.

ICE also owns and operates three clearinghouses: ICE Clear U.S., a Derivatives
Clearing Organization under the Commodity Exchange Act, located in New York
and serving the markets of ICE Clear U.S.; ICE Clear Europe, a Recognised Clear-
ing House located in London that will serve ICE Futures Europe and ICE’s OTC
energy markets; and ICE Clear Canada, a recognized clearing house located in Win-
nipeg, Manitoba that serves the markets of ICE Futures Canada.
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Finally, and of importance to this discussion, ICE recently acquired Creditex
Group. Founded in 1999, Creditex is a global market leader and innovator in the
execution and processing of credit derivatives. Creditex operates a hybrid model of
voice and electronic execution, and was the first to successfully launch electronic
trading for credit default swaps in 2004. In the last few years, Creditex has worked
collaboratively with market participants on three important initiatives which di-
rectly address calls by regulators, most notably the Federal Reserve Bank of New
Yorli{, for improved operational efficiency and scalability in the credit derivatives
market.

In 2005, Creditex helped to develop the ISDA Cash Settlement Auctions which are
the market standard for credit derivative settlement and have been used in recent
weeks to allow orderly settlement of CDS contracts referencing Fannie Mae, Freddie
Mac and Lehman Brothers. Also in 2005, Creditex launched its subsidiary, T-Zero,
which is now the industry standard for trade transmission and same-day trade
matching. The platform addresses recommendations by the President’s Working
Group earlier this year for flexible and open architecture, ambitious standards for
accuracy and timeliness of trade matching errors and operationally reliable and
scalable infrastructure. In recent months, Creditex has also worked collaboratively
with industry participants to launch a platform to allow efficient compression of off-
setting CDS portfolios of major dealers. The platform reduces operational risk and
provides capital efficiency.

Credit Derivatives and the Importance of Credit Derivatives Clearing

ICE has earned a reputation as an innovator in introducing clearing and trans-
parency to the energy derivatives markets. ICE was the first to introduce clearing
to the power markets, which were the domain of voice brokered, bilateral trans-
actions. Voice brokered transactions offer limited transparency and cater to the larg-
est customers. Now, the energy markets are predominately cleared with the attend-
ant benefits of mitigation counterparty credit risk and related systemic risk that can
flow from the failure of a large trading counterparty that has bilateral agreements
with a large number of market counterparties. Of equal importance, regulators such
as the CFTC and the Federal Energy Regulatory Commission (“FERC”) were pro-
vided with important market and individual trading information that has allowed
each agency to better understand, monitor, and discharge their respective regulatory
obligations with respect to these vital markets. In its last State of the Markets Re-
port, FERC remarked ICE “provides the clearest view we have into bilateral spot
markets.” !

Like energy derivatives, credit derivatives serve an important role in the broader
financial markets, allowing parties to shift credit risk, such as the downgrade in a
company’s debt, or insure against a default in connection with a credit instrument.
A common type of credit derivative is the credit default swap, in which the buyer
agrees to make a payment or series of payments to the seller. In return, the seller
agrees to pay the buyer should a specified credit event occur. Presently, the credit
market is very similar to the way energy markets worked earlier this decade; most
transactions are bilaterally executed through brokerage firms. This is not a trans-
parent or efficient way for a market to operate. Critically, the bilateral nature of
the market leaves participants exposed to counterparty risk. In times of great finan-
cial distress, like the present, this risk can have systemic implications. When finan-
cial counterparties do not trust each other, and are unable to hedge their credit risk,
they then stop lending to each other and the credit markets freeze.

The question before us today is how to bring appropriate transparency to the cred-
it derivatives markets, as well as how to appropriately mitigate counterparty credit
risk and resulting counterparty default risk that can have implications in the broad-
er financial markets when a large market counterparty defaults on its obligations.
ICE believes that the mutual goals of transparency and mitigation of counterparty
credit risk and systemic risk can be achieved through the introduction of clearing
and appropriate reporting obligations to regulators.

ICE’s Proposed Solution

ICE has announced an agreement in principle with leading credit market partici-
pants, Markit, Risk Metrics and The Clearing Corporation to introduce a clearing
solution to address this problem. Founded in 1925, The Clearing Corporation is an
independent clearinghouse, owned by some of the largest derivatives dealers, includ-
ing many of the largest credit derivatives brokers. The Clearing Corporation has
been a leader in devising a credit derivatives clearing solution. With its Creditex

1Federal Energy Regulatory Commission, 2007 State of the Markets Report, pg. 9 (Issued,
March 20, 2008).
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subsidiary and its partnership with The Clearing Corporation, ICE believes it can
offer a clearing solution uniquely tailored to the credit derivatives market.

To clear credit default swaps, ICE will form a limited purpose bank, ICE U.S.
Trust. ICE U.S. Trust will be a New York trust company that will be a member
of the Federal Reserve System, and therefore will be subject to regulatory and su-
pervisory requirements of the Federal Reserve System and the New York Banking
Department. ICE U.S. Trust will meet the statutory requirements for a multilateral
clearing organization, or MCO, as a state member bank. As an MCO, ICE Trust,
pursuant to section 409 of the FDIC Improvement Act, will be allowed to be a clear-
inghouse for OTC derivatives.

ICE U.S. Trust will offer its clearing services to its membership. Membership will
be open to market participants that meet the clearinghouse’s financial criteria, and
third parties unable to meet membership criteria will be able to clear through mem-
bers of the clearinghouse. ICE U.S. Trust will review each member’s financial stand-
ing, operational capabilities (including technical competence), systems and controls,
and the size, nature and sophistication of its business in order to meet comprehen-
sive risk management standards with respect to the operation of the clearinghouse.
In order to supplement ICE U.S. Trust’s own monitoring processes, members will
have a general obligation to immediately notify ICE U.S. Trust of any infringement
of its rules or applicable laws or of any financial or commercial difficulty on the part
of themselves or any member and, as soon as practicable thereafter, give the ICE
U.S. Trust full particulars of the infringement or difficulty.

Members of ICE U.S. Trust will be required to report various specific other mat-
ters to the clearinghouse including: where the member ceases to hold sufficient cap-
ital or breaches any applicable position limit; if the capital of such member reduces
by more than 10% from that shown on the latest financial statement filed by it with
the clearinghouse for any reason; the failure to meet any obligation to deposit or
pay any Margin when and as required by any clearinghouse of which it is a mem-
ber; failure to be in compliance with any applicable financial requirements of any
regulatory authority, exchange, clearing organization or delivery facility; the insol-
vency of the member or any controller or affiliate of that member; any default affect-
ing it; any breach by it of the Rules; any breach by it of any applicable law; or any
action taken against it (including a fine, censure, warning, default proceeding, dis-
ciplinary proceeding, investigation, suspension or expulsion).

ICE U.S. Trust will adhere to the “Recommendations for Central Counterparties”
(“RCC”) developed jointly by the Committee on Payment and Settlement Systems
(CPSS) and the Technical Committee of the International Organization of Securities
Commissions (IOSCO) which set out standards for Risk Management of a central
counterparty (CCP). These recommendations are broadly recognized and have been
used by national regulators and other firms for self assessment.

Following these guidelines, ICE U.S. Trust will establish a Guaranty Fund suffi-
cient to meet costs associated with the cost of closing out a an insolvent member’s
liabilities that exceed the financial resources (cash and collateral) held in the ac-
count of the insolvent member. Each member will be required to contribute to the
Guaranty Fund in an amount which is adjusted to reflect the volume of activity and
risk they hold within the clearinghouse. The value of the Guaranty Fund will be
sufficient in aggregate to meet the largest single modeled stress-test loss of a mem-
ber in excess of the margin requirement of that member. Portfolio stress-testing will
use scenarios to cover market risks exceeding a confidence level of 99.9%.

In addition, ICE will make available its T-Zero service to facilitate same-day trade
matching. T-Zero is a credit default swap trade processing service launched by
Creditex in 2005. T-Zero is the market standard for CDS affirmation, novation con-
sent, routing and straight through processing. T-Zero’s ability to deliver timely and
accurate trade information across the marketplace and to multiple users will be le-
veraged to effectively support ICE U.S. Trust T-Zero currently supports every major
CDS trading house at some level as well as three interdealer brokers.

Regulation of Credit Derivative Clearing

Appropriate regulation of credit derivatives is of utmost importance to the finan-
cial system. Presently, credit default swaps are largely exempt from regulation by
the Commodity Futures Trading Commission and the Securities Exchange Commis-
sion. Also, as recent events demonstrate, the credit markets are intricately tied to
the banking system, with many credit derivative market participants being banks
that are subject to regulation by the Federal Reserve.

Given the central role that the Federal Reserve has played in addressing both the
current credit crisis and issues related to credit derivatives within the broader mar-
ket, ICE proactively sought to ensure that it’s clearing model would be subject to
direct regulation by the Federal Reserve. ICE chose its model in order to ensure



52

that its credit derivatives markets will be transparent and fully regulated from the
inception of its business. Regulatory requirements will include minimum capital re-
quirements, membership requirements, margin requirements, a satisfactory guar-
anty fund, and operational safeguards, all with a view to satisfying the internation-
ally recognized clearing standards. As a limited purpose bank, ICE U.S. Trust will
be subject to examination by the Federal Reserve and New York Banking Depart-
ment in the normal course of operations.

Finally, ICE understands that Congress may choose to enact additional financial
market reforms in the coming Congress to broaden the purview of regulation of
credit derivatives. In the event of such reform, and any decision to vest jurisdiction
of credit derivatives with any particular regulator, ICE U.S. Trust will stand ready
to work with all appropriate regulators to ensure that its clearing operations are
robust, that the trading of credit derivatives through its clearing house is trans-
parent, and that each relevant regulator has all information that it needs to carry
out its mission. ICE is willing to work towards any oversight solution that insures
that these markets are properly regulated.

Conclusion

ICE has always been and continues to be a strong proponent of open and competi-
tive markets in the derivatives markets, and of appropriate regulatory oversight of
those markets. As an operator of global futures and OTC markets, and as a publicly-
held company, ICE understands the importance of ensuring the utmost confidence
in its markets. To that end, we have continuously worked with regulatory bodies
in the U.S. and abroad in order to ensure that they have access to all relevant infor-
mation available to ICE regarding trading activity on our markets. We have also
worked closely with Congress to address the regulatory challenges presented by de-
rivatives markets and will continue to work cooperatively for solutions that promote
the best marketplace possible.

Mr. Chairman, thank you for the opportunity to share our views with you. I would
be happy to answer any questions you may have.

The CHAIRMAN. Thank you, Mr. Short, for your testimony.
Now we will hear from Ms. Taylor. Welcome to the Committee.

STATEMENT OF KIMBERLY TAYLOR, MANAGING DIRECTOR
AND PRESIDENT, CLEARING HOUSE, CHICAGO MERCANTILE
EXCHANGE INC., AND CME GROUP, INC., CHICAGO, IL

Ms. TAYLOR. I am Kim Taylor, Managing Director and President
of the Clearing House of CME Group, Inc. Thank you, Chairman
Pe(icerson and Ranking Member Goodlatte, for inviting us to testify
today.

The credit default swap market has grown because credit deriva-
tives permit the dispersion and realignment of credit risks. These
instruments are tremendously valuable financial tools in the right
hands and if used properly. However, the individual and systemic
risks created by the exponential growth of such contracts has not
been properly managed. In some cases, it appears not to have been
understood by the managers, who are highly compensated for pro-
moting these instruments.

The lack of transparent pricing, of standardized contract terms,
of multilateral netting, and of all of the other advantages that flow
from an integrated trading and central counterparty clearing sys-
tem have compounded risk and uncertainty in this market. We
need to restore confidence in this market.

There is a solution. The transparent price discovery and multilat-
eral trading and clearing mechanisms that have been proposed by
CME and by Citadel Investment Group offer a systematic method
to monitor and collateralize risk on a current basis, reducing sys-
temic risk and enhancing certainty and fairness for all partici-
pants.
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Our solution offers regulators the information and transparency
they need to assess risks and to prevent market abuse. Our sys-
tematic, multilateral netting and well-conceived collateralization
standards will eliminate the risk of a systemic impact when a jump
to default of a major reference entity might otherwise create a cas-
cade of failure and defaults. Let me provide a few examples of the
problems and of the solutions that our proposal offers.

First, credit default swap markets are opaque. Best-price infor-
mation is not readily available, as it is on an electronic trading fa-
cility. Efficient and accurate mark-to-market prices are hindered by
this lack of transparency. Disagreements on pricing are common,
leading to subjective and inconsistent marks-to-market and to po-
tentially incomplete disclosure to investors of the unrealized losses
on open positions.

Currently, CME publishes official, independent prices for over
800,000 instruments each day. The financial market trusts those
prices because they are independently and neutrally determined.
Over $45 trillion in direct market exposure is marked to our prices
on a daily basis with an untold amount of related over-the-counter
exposure also being marked based on those prices.

Second, risk assessment information is inadequate, and risk
management procedures are inconsistent across the market. Pre-
cise information on gross and net exposures is not available. The
true consequences of a default by one or more participants cannot
be measured, exactly the sort of systemic risk brought to light by
the Bear Stearns and AIG crises, which caused major disruptions
in the market. As Bear Stearns and AIG faltered, credit spreads for
most dealers widened, volatility increased and liquidity declined.
Intervention became necessary.

Transparent market information, combined with risk manage-
ment protocols enforced by a neutral third-party clearinghouse
could have mitigated this outcome. The clearinghouse and regu-
lators would have seen and would have been able to manage con-
centration risks within a particular portfolio and would have been
able to stress-test the consequences of a major default.

Third, the gross exposures for bilateral CDS transactions mag-
nify systemic risk because a failure in the payment chain can spiral
out of control.

Our proposal goes beyond the plans of dealer-owned clearing sys-
tems which only address the needs of the interdealer market. As
we understand it, nondealers, who may account for nearly half of
current trading volumes, would not benefit directly from trade no-
vation under the dealer-owned model. Excluded market partici-
pants would also reap little benefit from the clearinghouse’s guar-
antee of performance. Settlement risk would be mutualized for
some, but not for all trades.

Our proposal, which is open to both dealers and to their cus-
tomers from day one, offers scalable, efficient trading and clearing
mechanisms to market participants, and it brings price trans-
parency to the entire market. Our systems include nearly instanta-
neous trade confirmation, and they also take advantage of multilat-
eral netting to compress the portfolios that are open at this time.
We are in the process of running portfolio compression exercises
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with market participants now so they can gauge the effect, the ben-
efit they will gain, from this multilateral netting.

Our long experience is a tremendous asset in the fight against
systemic risk in the CDS market. The CME clearinghouse cur-
rently holds more than $100 billion of collateral on deposit and rou-
tinely moves mark-to-market payments exceeding $5 billion a day
between market participants. We conduct the real-time monitoring
of market positions and of aggregate risk exposures, twice-daily fi-
nancial settlement cycles and advanced portfolio-based risk calcula-
tions. We monitor large account positions and perform daily stress
testing. Our clearinghouse has a proven ability to scale operations
to meet the demands of new markets and of unexpected volatility.

We have the scope and scale to protect against the risks of the
CDS market with our industry-leading financial safeguards pack-
age of over $7 billion and in our long track record of effectively
managing high-risk scenarios such as the recent failure of Lehman
Brothers. Additionally, clearing credit default swap products under
the existing structures that we use for our primary futures markets
will protect customer funds in segregated accounts that are af-
forded special protection under the Bankruptcy Code.

The CDS market requires product structures, rules and regu-
latory oversight that are suited to the needs of all market partici-
pants. That may not occur if centrally traded and cleared credit
products must be fitted within regulatory frameworks that were de-
veloped for different markets or to meet different policy goals.

We are currently working with the New York Federal Reserve,
with the Commodity Futures Trading Commission and with the
SEC to find a way to quickly bring our solution to market. We are
encouraged that the regulators are highly motivated to contain the
problem without delay and that cooperation among them will elimi-
nate the jurisdictional and regulatory uncertainties that might oth-
erwise delay a solution.

I thank the Committee for the opportunity to share CME Group’s
views, and I look forward to your questions.

Thank you.

[The prepared statement of Ms. Taylor follows:]

PREPARED STATEMENT OF KIMBERLY TAYLOR, MANAGING DIRECTOR AND PRESIDENT,
CLEARING HOUSE, CHICAGO MERCANTILE EXCHANGE, INC., AND CME Group, INC.,
CHICAGO, IL

I am Kimberly Taylor, Managing Director and President of the Clearing House
of CME Group Inc. Thank you Chairman Peterson and Ranking Member Goodlatte
for inviting us to testify today.

CME Group was formed by the 2007 merger of Chicago Mercantile Exchange
Holdings Inc. and CBOT Holdings Inc. CME Group is now the parent of CME Inc.,
The Board of Trade of the City of Chicago Inc., NYMEX and COMEX (the “CME
Group Exchanges”). The CME Group Exchanges are neutral market places. They
serve the global risk management needs of our customers and producers and proc-
essors who rely on price discovery provided by our competitive markets to make im-
portant economic decisions. We do not profit from higher food or energy prices. Our
Congressionally mandated role is to operate fair markets that foster price discovery
and the hedging of economic risks in a transparent, efficient, self-regulated environ-
ment, overseen by the CFTC.

The CME Group Exchanges offer a comprehensive selection of benchmark prod-
ucts in all major asset classes, including futures and options based on interest rates,
equity indexes, foreign exchange, agricultural commodities, energy, and alternative
investment products such as weather and real estate. We also offer order routing,
execution and clearing services to other exchanges as well as clearing services for
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certain contracts traded off-exchange. CME Group is traded on NASDAQ under the
symbol “CME.”

The Credit Default Swap market has grown because credit derivatives permit dis-
persion and realignment of credit risks. These instruments are a tremendously valu-
able financial tool in the right hands and used properly. However, the individual
and systemic risks created by the exponential growth of such contracts has not been
properly managed—in some cases it appears not to have been understood by the
managers who were highly compensated for promoting these instruments. The lack
of transparent pricing, standardized contract terms, multilateral netting and all of
the other advantages that flow from an integrated trading and central counterparty
clearing system have compounded risk and uncertainty in this market.

There is a solution. The transparent price discovery and multilateral trading and
clearing mechanisms that has been proposed by CME and Citadel Investment Group
offers a systematic method to monitor and collateralize risk on a current basis—re-
ducing systemic risk and enhancing certainty and fairness for all participants. Our
solution offers regulators the information and transparency they need to assess
risks and prevent market abuse. Our systematic multilateral netting and well con-
ceived collateralization standards will eliminate the risk of a death spiral when a
jump to default of a major reference entity might otherwise create a cascade of fail-
ures and defaults.

Let me provide a few examples of the problems, and the solutions that our pro-
posal offers:

e First, CDS markets are opaque: best price information is not readily available,
as it is on electronic trading facility. Efficient and accurate mark-to-market
practices are hindered by the lack of transparency. Disagreements are common,
leading to subjective and inconsistent marks and potentially incomplete disclo-
sure to investors of unrealized losses on open positions. For example, earlier
this year, Toronto Dominion Bank announced a $94 million loss related to credit
derivatives that had been incorrectly priced by a senior trader. In an exchange
model, with transparent pricing and broad market data distribution, such errors
are much less likely to occur.

e Second, risk assessment information is inadequate, and risk management proce-

dures are inconsistent across the market. Precise information on gross and net
exposures is not available. The true consequences of a default by one or more
participants cannot be measured—exactly the sort of systemic risk brought to
light by the Bear Stearns and AIG crises, which caused major disruptions in
the market. As Bear Stearns and AIG faltered, credit spreads for most dealers
widened, volatility increased and liquidity declined. Intervention became nec-
essary.
Transparent market information combined with risk management protocols en-
forced by a neutral clearinghouse could have mitigated this outcome. Risk man-
agers would have had accurate and timely information on their firms’ positions,
exposures and collateral requirements. Collateral to cover future risks would
have been in place or positions would have been reduced. The clearinghouse and
regulators would have seen and been able to manage concentration risks within
a particular portfolio, and stress-test the consequences of a major default.

e Third, gross exposures for bilateral CDS transactions magnify systemic risk be-
cause a failure in the payment chain can spiral out of control.

Our proposal goes beyond the plans of dealer owned clearing systems, which
only address the needs of the inter-dealer market. As we understand it, non-
dealers, who may account for nearly half of current trading volumes, would not
directly benefit from trade novation under the dealer-owned model. Excluded
participants also would reap little benefit from the clearinghouse’s guarantee of
performance. Settlement risk would be mutualized for some, but not all, trades.

Our proposal, which is open to both dealers and their customers, offers scalable,
efficient trading and clearing mechanisms to market participants and brings price
transparency to the entire market. Our systems include nearly instantaneous trade
confirmation.

Our long experience is a tremendous asset in the fight against systemic risk in
the CDS market. The CME Clearinghouse currently holds more than $100 billion
of collateral on deposit and routinely moves more than $5 billion per day among
market participants. We conduct real-time monitoring of market positions and ag-
gregate risk exposures, twice-daily financial settlement cycles, advanced portfolio-
based risk calculations, monitor large account positions and perform daily stress
testing. Our clearinghouse has a proven ability to scale operations to meet the de-
mands of new markets and unexpected volatility. We have the scope and scale to
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protect against the risks of the CDS market, with our industry-leading financial
safeguards package of over $7 billion and our long track record of effectively man-
aging high-risk scenarios, such as the recent failure of Lehman Brothers. Addition-
ally, clearing CDS products under the existing structures that we use for our pri-
mary futures markets will protect customer funds in segregated accounts that are
afforded special protection under the Bankruptcy Code.

The CDS market requires product structures, rules and regulatory oversight that
are suited to the needs of all participants. That may not occur if centrally traded
and cleared credit products must be fitted within regulatory frameworks that were
developed for different markets or to meet different policy goals. We are working
with the New York Federal Reserve, the CFTC and the SEC to find a way quickly
to bring our solution to market. We are encouraged that the regulators are highly
motivated to contain the problem without delay and that cooperation among them
will eliminate the jurisdictional and regulatory uncertainties that might otherwise
delay a solution.

I thank the Committee for the opportunity to share CME Group’s views, and I
look forward to your questions.

The CHAIRMAN. Thank you, Ms. Taylor.

Thank you, all members of the panel, for your testimony.

Ms. Taylor, the CFTC testified earlier that apparently a des-
ignated clearing organization could start clearing credit default
swaps without prior approval from the CFTC.

Do you need any approval from the SEC or from the Federal Re-
serve to begin to operate a clearinghouse for these instruments?

Ms. TAYLOR. We are working with the SEC toward an exemption
from certain provisions of the Securities Acts that govern securi-
ties, because the SEC is likely to view these as options on securi-
ties; but they are working very effectively with us, and I believe all
other solutions that are trying to come to market have the same
issue with the SEC in needing an exemption.

The CHAIRMAN. So that is going to happen shortly? I keep hear-
ing that something is going to happen by the end of the month and
that, if that happens, you can get started shortly after that; is that
all accurate?

Ms. TAYLOR. Yes. Subject to the appropriate regulatory exemp-
tions and from an operational point-of-view, we would be ready to
start by early November. It is unlikely that a critical mass of mar-
ket participants would be ready to start in that time frame, and
so we figure it would be more like January before the facility would
be fully up and running.

The CHAIRMAN. Now, you are talking about doing this under the
CFTC, and this competing deal is going to be under the Federal
Reserve. Do you think the regulation under the Fed will be stricter
or looser, or do you know? To your knowledge, has the Fed ever ex-
ercised regulatory jurisdiction over a bank that provides this type
of clearing service?

Ms. TAYLOR. I do not believe that the Federal Reserve currently
is the official supervisor of any central counterparty clearing entity.
I would suggest that the regulatory oversight that would be placed
on a clearinghouse for credit default swaps would probably be able
to be effective under different regulatory regimes.

The CHAIRMAN. So do you think it would be the same?

Ms. TAYLOR. I don’t know that it would be the same, but I think
it would be able to be comparably effective.

The CHAIRMAN. Mr. Short, your company has three clearing-
houses that are currently under CFTC regulation. Yet, apparently
you are now proposing to set up this new deal under the Federal
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Reserve. I guess you are going to become a bank or a bank holding
company or something?

Mr. SHORT. Correct, a limited purpose trust.

The CHAIRMAN. Is this because of their deep pockets, so if you
screw this up, they are going to bail you out like everybody else?

Mr. SHORT. No, absolutely not.

To be clear, we chose to establish ICE U.S. Trust as a limited
purpose trust company and as a member of the Federal Reserve be-
cause we viewed the Fed as one of the thought leaders in this area.
I can assure you it will be a fully regulated solution. It will have
all of the appropriate risk management controls.

The CHAIRMAN. Well, with all due respect, these risk manage-
ment controls have not done a very good job in our current situa-
tion. You know, I am one of those who does not have a lot of con-
fidence in what is going on; and I had more confidence in the CFTC
because I maybe understand it better and so forth. But it just mys-
tifies me why you would shift off in this other direction. My skep-
tical nature leads me to believe that something is going on here
that is not apparent, so I just do not have a lot of confidence in
the fact that they have these regulations and so forth.

Mr. SHORT. We would love to give you that confidence. As I said,
the reason we chose the Fed was in part because of the jurisdic-
tional hook that they have directly into the banks.

One of the prior panelists mentioned that one of the ways you
can incent somebody to clear through a clearinghouse would be to
make capital requirements more difficult for banks if they were
trading off-exchange. I think the Fed would likely have that direct
regulatory hook into many of the largest market participants.

The CHAIRMAN. Well, they have never done this. Why would we
get them involved in something that they do not know anything
about? We have enough problems here without trying to teach
somebody something they do not know or do not have any experi-
ence with.

Mr. SHORT. I think, unfortunately, we are in a situation where
the Fed is doing a lot of things that it has never done before.

The CHAIRMAN. I understand that.

Mr. SHORT. Certainly not to dismiss the question, I think the
issue that ICE tried to address was bringing a clearing and trans-
parency solution to the market as it exists today to mitigate the
risk. In other words, to put out the fire with a view that the new
Congress will probably undertake systematic financial market reg-
ulatory reform. As to whichever regulatory bucket we end up in, we
are more than happy to comply with what Congress wishes in that
regard. We just need to get a solution to market quickly.

The CHAIRMAN. Well, if the Committee will indulge me for a
minute here, as I understand it, the CDSs that are held by the
banks are something like $16 trillion out of the $55 trillion, $58
trillion, whatever it is. So are you saying that what you are going
to be doing is clearing these CDSs that are in the banks, or is that
what this is intended to do?

Mr. SHORT. It would be a solution for all market participants, for
all CDSs, not just for banks.

The CHAIRMAN. But they would have to be broker-dealers, right?

Mr. SHORT. No.
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The CHAIRMAN. I thought they had to be part of whatever your
group is.

Mr. SHORT. You would have members of the clearinghouse much
like there are members of the CME clearinghouse. To the extent
that a party was not a member of that clearinghouse, they could
trade through a member of the clearinghouse, so it would address
all market participants, and that is one of the cornerstones of the
Fed’s regulatory requirements, that it not just be a solution that
is directed towards banks.

The CHAIRMAN. All right. Well, I have more questions.

The gentleman from Virginia, Mr. Goodlatte.

Mr. GOODLATTE. Thank you, Mr. Chairman.

Mr. Pickel, what are your views on the clearing of credit default
swaps? Two models have been presented here today—one using a
derivative clearing organization under CFTC jurisdiction, the other
a clearing mechanism under the jurisdiction of the Federal Re-
serve.

What are the pros and cons of each?

Mr. PickiL. Thank you for that question.

As far as ISDA, we have not specifically engaged in the develop-
ment of these clearing initiatives. We certainly are well aware of
them. They are being led by our members, including ICE and CME,
who are members of our organization.

What we have focused on is the need to continue to develop the
standardized documentation that supports the trading that will be
the basis for the trades that go into these clearinghouses. In fact,
the clearinghouses, I think, are looking to rely upon our standard-
ized documents, which are definitions that we have published, as
well as most likely the settlement mechanism that we have devel-
oped and worked with within Creditex and Markit, another com-
pany in the CDS base.

So we are following these developments closely. We want to be
supportive. I think the suggestion earlier on the first panel is that
several different approaches might be the right way. That certainly
makes sense to us, and it is also important for us to make sure
that the OTC product is robust.

Mr. GOODLATTE. Well, let me ask you about that.

If you don’t want to pick a winner here, would two regulators for
the same instrument solve the problem we have been tasked with
solving? Or does it create a fight for all of the ICE supporters in
Congress who line up to support Federal Reserve regulation, and
for all of the CME supporters who line up to support the CFTC reg-
ulation, and where we end up with gridlock while the market sorts
it out?

What should we do? Should we pick one or should we let them
compete under two different regulatory schemes?

Mr. PickEL. I think the best approach is the focus on the funda-
mental principles for any clearing mechanism, and Acting Chair-
man Lukken referred to the 14 principles that they put in place for
DCOs following the CFMA.

I know that the Federal Reserve Bank of New York has also been
very clear that principles that have been developed at the inter-
national level for clearing organizations should be followed very
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closely. I think those international principles are very consistent
with the principles that apply for CFTC DCOs.

So I think that it is important to focus on those principles and
make sure that whichever solution is developed is consistent with
those principles, like the guaranty funds and the adequate collat-
eral and those types of principles.

Mr. GOODLATTE. Well, I hear you, but I am concerned that we
may set up a situation that opens up the process to regulatory and
political arbitrage. One that creates and propagates uncertainty in-
stead of ameliorating it if we do not come up with one standard
and one regulatory entity to oversee the clearing of credit default
swaps.

Mr. PICKEL. It certainly cannot be ruled out. I think you are
making a very accurate observation.

I guess my reaction would be that we have an opportunity to see
how these two systems work. Keep in mind that there are also two
other organizations that are meeting with the New York Fed to dis-
cuss clearing arrangements, so there are other alternatives out
there that are being discussed.

Mr. GOODLATTE. All right. Well, let me ask Mr. Short.

You have elected to create an entity under the Federal Reserve
jurisdiction and to clear credit default swaps. Can you give me the
pros and cons of Federal Reserve jurisdiction and why you elected
not to follow the Chicago Mercantile Exchange model where they
elected to clear them under the CFTC jurisdiction?

Mr. SHORT. Sure. Let me just take a step back and reemphasize
that what we are doing is establishing a special purpose clearing-
house solely dedicated to clearing credit default risk.

I think one of the broader questions that the Committee might
be interested in is whether these risks should be intermingled with
the risks of other futures customers in another clearinghouse. I
think Ms. Taylor will obviously have views on that; but we thought,
given the highly controversial nature of these instruments, that it
might not be the best idea to have other risks combined with those
risks.

The Federal Reserve Bank of New York, in our experience, has
been a thought leader in this area, and the law did provide for es-
tablishing a clearing organization subject to its jurisdiction. That
was the sole reason we chose it, because we thought it would be
the most relevant regulator and, I guess, also for the reason that
it has a direct regulatory touch into not all of it, but into a signifi-
cant number of market participants, which I think from a trans-
parency perspective is optimal.

Mr. GOODLATTE. Well, thank you.

Let me ask Ms. Taylor if she can give me the pros and cons of
CFTC jurisdiction and why CME elected not to follow the ICE
model.

I would like you to respond to this question about its being obvi-
ous that competitive forces are working to accomplish what many
have suggested for the credit derivatives market—central clearing
that creates transparency, that provides protection against
counterparty default and that minimizes systemic risk.

In your opinion, why does CFTC accomplish those goals better?
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Ms. TAYLOR. Thank you. Some of the reasons that we chose the
CFTC regulatory regime included the fact that the regulatory re-
gime for derivatives clearing organizations is already well devel-
oped and already has proven effective over a range of cir-
cumstances over a long period of time. So, another regulator could
establish a comparable regime, but it is not established yet. So we
wanted to take advantage of the groundwork that had already been
laid with the effective CFTC mechanism. We already are working
with the CFTC to obtain authority to allow the credit default swap
funds and positions to gain the protection of customer segregation
of funds. That is very important to users to the centrally cleared
futures markets.

In the Lehman example, most recently, I think that we have
found that futures customers were able to maintain their access to
the market, maintain their hedge or their market exposure, and be
able to transfer their positions and their funds, supporting those
positions fairly promptly to another clearing member and not be at
risk of loss of funds or access to the market. That has not been the
case with customers who faced the nonregulated parts of Lehman.

So the futures regime’s customer protection mechanism is also
very important. One of the other aspects that we have found impor-
tant—and we did look at the pros and cons of this ourselves—is
whether it was appropriate to include the credit default swap prod-
ucts within the existing financial safeguards package that protects
all of the products that we clear.

And what we decided was that every time we have added more
product to that base, every time we have diversified the products
that we clear, we have been able to do so with potentially some in-
crease to the financial safeguards package, but with an overall cap-
ital efficiency to the marketplace compared to what the capital
would be required if the two pools of business were completely sep-
arate. And in these capital-constrained times, we thought it would
be very effective for the dealers who are already large contributors
to the financial safeguards package to not have to duplicate the
contribution in order to be able to participate in the benefits of cen-
tral clearing of the credit default swaps.

The other side of that argument is, are we exposing the other
products within the financial safeguards package to some newer
undue risk by including the credit default swap products in the
same package? And our goal in making the decision to add the
credit default swap products to the existing financial safeguards
pool was to be able to equalize the risk profile via other means.
And the primary means that we are using to equalize or make com-
parable—it won’t be exactly equal but it will be comparable, the
risk profile that is posed to the guaranty fund by the credit default
swap products. We have a very different way of calculating the risk
associated with the open position. So a very different margining re-
gime that margins these products to a higher standard and with
a broader kind of coverage period than the way we margin the fu-
tures products, also subjects the products to very different stress-
testing related to the market conditions and the distinct risk char-
acteristics of the products. So by having increased margining, that
is a very large protection and it improves our ability to make the
risk comparable.
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Mr. GOODLATTE. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman. The gentleman from
North Carolina, Mr. Etheridge.

Mr. ETHERIDGE. Thank you, Mr. Chairman. Mr. Pickel, Chair-
man Cox has called—the SEC has called for greater regulation of
the credit default swaps. And from your testimony, it appears that
ISDA doesn’t really see a lot of great need for greater regulatory
oversight of these or other financial derivatives. I would be inter-
ested in your comment on his statement. And what do you think
about greater regulation of these instruments other than just
transparency? Because in your 60 Minutes interview, you stated
that we need to design a structure in the future that works more
effectively. What kind of structure were you talking about?

Mr. PickeL. Well, for instance, the legislation that was passed
for the rescue bill a couple of weeks ago called on the Secretary of
the Treasury to develop a report on a redesign of the regulatory
structure, including specifically focusing on clearing and settlement
of OTC derivatives. It is in that context that we need to look at
that and whether that is based on the proposals earlier this year
from Secretary Paulson or perhaps something completely different.
We are looking to be engaged in that debate and we understand
that in that discussion there will clearly be a focus on derivatives.
I believe that the decisions that this Congress made or the Con-
gress in 2000 made given the existing regulatory landscape of the
securities world and the futures world remains the correct decision.

Mr. ETHERIDGE. You mean, the one where we don’t do any regu-
lation?

Mr. PIcKEL. Under the existing structure of a securities and fu-
tures world, yes, I believe

Mr. ETHERIDGE. So you would leave it up to the industry to make
the decision?

Mr. PickeL. Well, I think you have to also

Mr. ETHERIDGE. Look where it has gotten us.

Mr. PICKEL. You have institutional regulation where banks and,
previously the SEC with their regulated entities, have oversight
and are able to understand the positions that their firms—that
their regulated entities are taking on. And that supervisory role is
very important for parties—for the regulators to engage in. I think,
as I say, if we are looking at a new structure, a new regulatory
structure, then we need to look at a more comprehensive one.

Mr. ETHERIDGE. Let me make sure I understand you. What we
are saying is, we should not be doing any regulatory scheme, that
the $700 billion we just pumped in, if it isn’t enough, we should
put some more in with no regulatory schemes? Is that what you are
saying?

Mr. PICKEL. No. On the contrary, I am saying that the decision
in—that is reflected in the bill to direct the Secretary to report to
Congress for a new regulatory regime is a very important step for-
ward and the Congress should be

Mr. ETHERIDGE. You are saying Congress is out to just sit
around, wait around until the Secretary comes back and tells us
what we ought to do?
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Mr. PickeL. Well, I think that that is what the legislation from
Congress instructed the Secretary to do. So I think that that is
the——

Mr. ETHERIDGE. With all due respect, sir, I happen to disagree.
Last time I checked, I put my name on the ballot, the Secretary
is appointed. Thank you.

Professor Hu, let me ask you a question. You mentioned in your
testimony the SEC and the accounting disclosure requirements
have not fully kept up with the derivatives revolution. What spe-
cific changes are needed in this area given that they have really
outpaced the regulatory schemes of—that is what you are talking
about. And you may be aware that in the context of Congressional
consideration, as has just been talked about here, of the financial
rescue package that had considerable debate about the appropriate-
ness of current standards for mark-to-market accounting of finan-
cial derivatives. Are you familiar with this discussion? And do you
have any comments regarding the appropriateness of the current
standards of what we ought to be looking at?

Mr. Hu. Woody Allen once said, “I took a speed reading course.
Read War and Peace in 20 minutes. It involves Russia.” In the 2
minutes I have, I can only touch very, very lightly on some of these
issues. In terms of the kinds of disclosures, I am concerned about
the move against mark-to-market. Yes, it causes some instability in
terms of—to the extent that people put credence on those numbers.
But the mark-to-market is an effort to provide information beyond
historical information. And so, I would think that the general idea
of hiding, in a sense, mark-to-market novation, or hiding attempts
at valuation generally is not a good thing, that it is counter to the
kinds of disclosures that we want.

Similarly, for instance, one of the issues has been this move to-
wards internationally accepted accounting standards. As a general
idea, it does make sense to move to internationally recognized
standards. But there are material differences. So that for instance,
under our current U.S. rules, we have a categorization of level one
versus level two versus level three assets. The level three being the
most difficult to value portion. I think that that kind of—and that
is not required under international standards. I think that that
kind of information is very useful, in general, in terms of sunlight
disclosure. I am concerned about this kind of—some of these calls
in terms of getting rid of mark-to-market or in terms of racing to-
wards internationally accepted standards without recognizing the
differences.

In terms of SEC—in terms of some SEC disclosures, getting back
to the AIG situation, I guess, if you really read very carefully the
AIG disclosures, there are 10-Ks and things like that. You can find
some statements in terms of problems at AIG Financial Products.
But certainly they don’t jump out at you. And I am wondering
whether, for instance, as you know, after Enron, the SEC took
many steps to increase disclosure requirements as to off balance
sheet liabilities and other things that kind of relate to derivatives.
I am wondering whether, in effect, we have to—we ought to re-ex-
amine these SEC disclosures requirements in light of AIG and
some of these other companies. So that is the 2 minute version.

Mr. ETHERIDGE. Thank you. Thank you, Mr. Chairman.
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The CHAIRMAN. I thank the gentleman. The gentleman from
Georgia, Mr. Marshall.

Mr. MARSHALL. Thank you, Mr. Chairman. Mr. Pickel, that we
have directed the Secretary to give us a report, making rec-
ommendations concerning whether additional regulation is appro-
priate doesn’t mean that we are sort of abdicating our traditional
role of trying to figure that out for ourselves. Ms. Taylor, in your
testimony, I was a little confused about whether you were talking
about transparency to the clearing house and the regulators or
some greater transparency, some—your system would serve some
function that exchanges serve where price discovery is concerned.
So you would be publishing information about OTC transactions
that are cleared on your clearing—on whatever your platform is?

Ms. TAYLOR. That is correct. We would be publishing—from the
clearing house point-of-view, we would be publishing primarily the
official marking prices that we used which would be able to be used
for market participants to base other marks off of. From the trad-
ing systems, we would also be publishing real-time trade data and
the prices associated with that.

Mr. MARSHALL. How would you go about telling people what you
were describing? Many of these transactions are very specific cus-
tom transactions.

Ms. TAYLOR. The transactions that will be listed for trading on
the trading platform will be in fairly standardized contracts.

Mr. MARSHALL. Okay. Let me go to you, Professor Hu. I enjoyed
your preliminary thoughts here on the subject. I would love to hear
more thoughts. If you don’t mind, I might even call you up after
just so the two of us can talk.

Mr. Hu. Absolutely.

Mr. MARSHALL. There has been a lot of concern lately that some
of the problems have been caused, at least some of the downside
has been ushered in by naked short selling and a lot of criticism
of that, temporary suspension of that. We have in the insurance
area, typically, prohibitions on taking insurance on somebody else’s
life unless you have a direct interest in that person’s life. And we
are very careful to try to make sure that there not be moral hazard
that encourages people to cause the death of another or the failure
of another, the accident of another, that sort of thing. In your pre-
liminary thoughts here, you made reference to the availability of
CDSs to individuals who were merely skeptical about the perform-
ance on the underlying instrument or entity or what have you.
Have you wondered whether or not there isn’t some unacceptable
moral hazard presented by merely the availability of CDSs or other
derivatives to individuals who are just betting that there is going
to be a collapse?

Mr. Hu. I think there is actual real value to being able to specu-
late. That is that I think that short sellers who, in a sense, bet on
the fate of:

Mr. MARSHALL. If T could interrupt. I am talking about OTC. I
am not talking about price discovery being served by people on
both sides of the transaction.

Mr. Hu. Oh. But it is so hard to separate, in a sense, the ability
to sell short and the role of short sellers from people buying credit
default swaps. So that, in a sense, they are substitutes for each
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other now. So that for instance, if you ban short selling, well you
can go into the credit default swaps market. So, in terms of the role
of short sellers and in terms of credit default—people who buy
credit default swaps, to some extent they do play a social role, a
valuable social role. Now that said, to the extent for instance that
they spread false rumors and things like that, of course the SEC
should go after——

Mr. MARSHALL. Would it be helpful to all of us if we required
that short selling and—whether it is buying an insurance policy or
what have you, and we have concluded that this is useful. That it
needs to be public, that it needs to be totally transparent; this just
can’t be done secretly.

Mr. Hu. Indeed. One of the articles—one of the underlying arti-
cles cited in the written testimony, the article calls for much great-
er disclosure of these kinds of issues, precisely for these kind of
issues.

Mr. MARSHALL. Mr. Short—and Ms. Taylor, I am sorry. I only
have 5 minutes here. We are all concerned that this could just be
lip gloss, that, in fact, a great deal of additional protection wouldn’t
be provided. I understand how clearing does enhance the likelihood
that the counterparties are appropriately collateralized, that they
have the appropriate reserves, that mark-to-market would have
good effects in that regard. But suppose you did business with AIG.
The two of you are competing. One of you won the business. In
part, you got the business with the AIG Financial Products because
you weren’t really requiring a whole lot. It was good for you finan-
cially. Then AIG collapses, what happens then? Who steps up and
makes good on those products that AIG has been trading, clearing
in your operations so that the parties are essentially made whole?

Mr. SHORT. It is the clearinghouse through comprehensive mar-
gining and risk management controls.

Mr. MARSHALL. With regard to your counterparts in this trans-
action. But I am saying that failed. And all of a sudden there is
this massive failure. So the clearing house itself has to step up. Ms.
Taylor, if I understood you correctly, you have about $6 billion that
is available to cover

Ms. TAYLOR. A little over $7 billion.

Mr. MARSHALL. A little over $7 billion. And if it is a $100 billion
problem, we are just out of luck, right? There is $7 billion to cover
part of it. We have an $85 billion problem.

Ms. TAYLOR. Actually I take your point. But I think that the size
of our fund is governed by the size of the exposure that we antici-
pate having to face in a worst case. So the other piece of this that
everybody needs to think about with adding a clearing house, the
open notional exposure that exists in the over-the-counter CDS
markets right now is very exaggerated based on the fact that there
is no multilateral netting. So we would actually expect probably a
ten fold decrease in the size of the open notional exposure and
therefore the size of any potential issues.

Mr. MARSHALL. Are you effectively saying that the open notional
exposure is probably about ten times less than the $60-some-odd
trillion figure?
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Ms. TAYLOR. We would expect a very significant benefit from—
on a real risk basis that would be true. It would come down signifi-
cantly, probably at the 80 to 90 percent level.

Mr. MARSHALL. My time is up. Thank you.

The CHAIRMAN. I thank the gentleman. The gentleman from
Ohio, Mr. Space.

Mr. SPACE. Thank you, Mr. Chairman. Professor Hu, in Mr.
Pickel’s testimony, he concludes, in reference to the current market
conditions, that credit default swaps were the cause, or were even
a large contributor to that turmoil, is inaccurate. Given your testi-
mony and regarding the interconnectedness of credit default swaps,
do you agree with that statement?

Mr. Hu. I think that it is always difficult to separate causation
from correlation. But in terms of, for instance, the AIG situation,
it is their activities relating to the credit default swaps and per-
haps mistakes they made in pricing those credit default swaps that
led to one of the largest bailouts in history; and a continuing bail-
out, it seems, in terms of additional moneys. And so I think that
in terms of in some—it is unfair to make—to exaggerate the role
of credit default swaps. But in terms of the AIG situation, I think
that it is hard to disentangle credit derivatives from the failure of
the entity itself. And very quickly, in terms of Congressman Mar-
shall’s comment about moral hazard, it is interesting, ironic that
the moral hazard is especially great when it is not naked in the
sense of credit default swaps but when the person actually has a
loan agreement, a credit agreement because he has the control
rights plus bad incentives. So it is kind of an ironic twist to this
whole kind of debt decoupling issue.

Mr. SPACE. Right. Mr. Pickel, I will give you a chance to respond.
I think everyone understands that credit default swaps were not
the only reason for the turmoil we are in. Certainly ill-advised
lending practices is at the very root of it. But I find it somewhat
disturbing that you minimize the role that credit default swaps
have played in this contagion which has infested the market. I find
equally disserving your statement that your association is not en-
gaged in clearing initiatives as if to suggest that they are not im-
portant or that regulation is not called for. Can you offer your re-
sponse to Mr. Hu’s or Professor Hu’s assessment of the AIG situa-
tion and the role that CDS has played in that failure?

Mr. PICKEL. Well, there is no—obviously there was significant
seller of protection, roughly about $440 billion notional, according
to their financial statements. What they were doing via those con-
tracts was taking on exposure to mortgage obligations, principally
super senior tranches of collateralized debt obligations that had
been written ultimately on mortgages that were extended by banks.
So those mortgages were put into mortgage-backed securities.
These collateralized debt obligations were created. And at that
point in time the holders of those obligations decided that it would
be prudent to purchase some protection which they purchased from
AIG. AIG was willing to take on that risk to those underlying mort-
gage exposure.

A couple of other factors clearly played into the situation there.
Professor Hu mentioned the mark-to-market situation. Keep in
mind that in the AIG situation, they have had mark-to-market
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losses, so losses on the books. But those actual tranches that they
have written protection on were highly rated and have declined in
value. But there has not been an actual default on those as far as
I am aware.

The other thing was, as I mentioned in my oral testimony, they
had agreed to only provide collateral in the event of a downgrade
in rating. And when they had the mark-to-market losses, the rating
agencies downgraded them, that led them to having to post collat-
eral, led to a liquidity problem. We feel—and this is very much the
clearing model—that it is far more effective to be utilizing collat-
eral regularly in your trading relationship, partly because of the
credit protection that provides, but also it provides discipline in
that relationship.

So I think those are some of the things that we would focus on
in terms of lessons learned from AIG. As far as our involvement
with clearing initiatives, again, our association focuses on the infra-
structure that exists for the OTC derivatives business. We are cer-
tainly supportive of the clearing initiatives, but there is enough ef-
fort and work being put into those initiatives that we are not in
a position to endorse those specifically.

Mr. SPACE. Thank you. My time has expired.

The CHAIRMAN. I thank the gentleman. The gentleman from Min-
nesota, Mr. Walz.

Mr. WaLz. Well, thank you, Mr. Chairman. And I would like to
take just a few minutes to look at this. I think it is an intriguing
point being brought up by Professor Hu on this interconnectedness.
Because it still comes back to the issue—and I am not going to
leave this analogy alone—open the window. I am going to let the
voices of the country come back in on this interconnectedness. As
we talk here, it cannot be removed from their reality. Because in
that case, no matter what happens, their perceived reality is re-
ality. Professor Hu, could you restate that little tidbit of wisdom
from the AIG manager, the CDS back in 2007? I want to hear ex-
actly what that person said.

Mr. Hu. Okay. And he said—let’s see here. “It is hard for us,
without being flippant, to even see a scenario within any kind of
realm of reason that would see us losing $1”—well, he was correct
in that. He didn’t lose just $1—“in any of those,” referring to credit
fault transactions.

Mr. WALZ. And what was his compensation?

Mr. Hu. Over the 8 years, the last 8 years, $280 million in com-
pensation. And on his leaving, apparently he got a consulting con-
tract of $1 million a month.

Mr. WALZ. Is he still receiving that?

Mr. Hu. No. I think it ended shortly before the House Oversight
hearing.

Mr. WALz. At this point, it would be hard for me to not be flip-
pant. So what is at stake here and the issue I come to again is its
trusting confidence. And Mr. Pickel, I am going to stay away from
it because quite honestly, I am having a hard time understanding
the position you are coming from. I am listening to this. But this
resistance to coming forward on this just seems so out-of-sync. The
image in my mind is the band continuing to play on the Titanic.
It is hard for me to shake that because this issue and the destruc-
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tion that it has brought to the confidence in the American economy
is so great, and I will be the first one. And this is what I want to
explore, the interconnectedness issue. Because lord knows, there
are others that are fiddling with you on this one. The point that
I think is interesting, and we have to be, I think, very aware of.

Professor Hu, you brought this up and just re-stressed it. The
issue of bond ownership and credit default swaps can have that
perverse situation where the creditor is going to benefit from the
failure. How do we avoid that?

Mr. Hu. I think as a first step disclosure—and let me illustrate
in terms of this issue, and that is that this issue not only comes
up—may come up outside of bankruptcy, but in bankruptcy pro-
ceedings. That is, normally in bankruptcy proceedings, the bank-
ruptcy judge basically allocates voting power in terms of reorga-
nization plans based on how much they have lent to the company.
But if that person, that person who has lent the money in a sense
has reduced its economic exposure because of credit default swaps
or other means, you end up with a person who may have very low
true economic exposure to a debtor having a humongous number of
votes.

So there is a mis-allocation, if you will, of votes in terms of reor-
ganization. So that just as you might want to give more votes to
shareholders in corporations when they have more shares, they
have more of an incentive to see the company do well; that kind
of presumption that is in bankruptcy proceedings, that if you have
lent more, then you have more of an incentive to see a successful
reorganization might not hold. Bankruptcy judges, right, as they
get—hopefully as they get more sophisticated about these issues,
and we insist on disclosure, right, could in a sense make the right
allocations in terms of voting power. But that is just a first step.

Mr. WaLz. Well it has been brought up several times, this issue
of moral hazard; those of us who want to believe the market is
working. I am still having a hard time seeing where that manager
had a moral hazard in this; with having such a clearly—either in-
competent, inept, or blinded—view of what was happening in his
area of expertise and yet the payoff appears to have been tremen-
dous. And anything that we do, I am just curious what the frame-
work is going to look like.

Mr. Hu. Well, for instance, this relates to the disclosure point as
well. And you can tell, one of the reasons I have focused on disclo-
sure is that disclosure is the most kind of incremental step one can
take in terms of regulation; that is, as opposed to substantive regu-
lation. And in terms of disclosure—and at fairly low cost—so that
if you had a better sense in terms of how exactly various—key
rocket scientists—key people within AIG Financial Products, what
the incentive structure would look like, that is that you would see
very conspicuously, hey you could make a fortune if X, that that
may in a sense cause capital markets to look more closely or in
terms of the payoff structure for the CEO. To what extent do the
results of AIG Financial Products figure in to the overall compensa-
tion; those kinds of measures.

Mr. WaLz. Well, I thank you. I yield back. Thank you, Mr. Chair-
man.
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The CHAIRMAN. I thank the gentleman. The gentleman from
North Dakota, Mr. Pomeroy.

Mr. PoMEROY. Thank you, Mr. Chairman. I want to follow up
with Professor Hu. I find your testimony very interesting. And it
raises questions in my own mind about whether or not a clearing
house is going to adequately deal with this. Needless to say, I have
had my confidence in sophisticated market participants severely
shaken by the times we are in. It made sense to me at an earlier
point that—well, these folks know what they are doing. And yet
clearly they didn’t. I note you quoting AIG’s form 10-K, the thresh-
old amount of credit—on page 5 of your testimony. Threshold
amount of credit losses must be realized before AIG Financial Prod-
ucts has any payment obligation, is negotiated by AIGFP for each
transaction, to provide a likelihood of any payment obligation by
AIGFP under each transaction is remote even in severe reces-
sionary market scenarios. I mean, they could not have been more
mistaken. I would vote right now for a law that makes people put
on their fancy Mercedes “I wrecked the economy” bumper stickers,
for all those responsible in this kind of gross misjudgment. And the
anger as referenced earlier by my friend, Mr. Walz, is absolutely
palpable.

You indicate that—and apparently you have written an article
about cognitive biases undermining derivative models, the tendency
to ignore low probability catastrophic events.

Now, if I understand how that relates to this situation, you had
product pricing based not on any underwriting of transactions, but
based on basically a formula applied to a tranche of transactions
whose character was evaluated by a rating agency.

Mr. Hu. Indeed. In that 1993 piece, 5 years before long-term cap-
ital, when genius failed, I was basically pointing out in terms of
like—in terms of the—this particular cognitive bias, you actually
saw that in terms of what some people considered good principles
of financial modelling when it came to derivatives. So that I cited—
I quoted one person as saying that in designing a financial model,
you ought to ignore marginally relevant states of the world. Sure
sounds like a first cousin to that comment from the 10-K report
that I cited, that you just referred to. So the issue is that when you
design—when rocket scientists design these models, they Dbasi-
cally—it basically works most of the time.

So the analogy that I have used is, it is like a safety belt that
works except in serious crashes. So that precisely when you want
the model to work best, it is most likely to fail. So for instance, as-
sumptions like the usual financial model in terms of—assume con-
tinuous liquidity, for instance. Well, we all know, markets seize up.
The pricing doesn’t work. The hedging strategies you have used
don’t work. So that there is a—when people think in terms of rock-
et scientists, because all of the Greek letters that they are con-
stantly referring to, the Ph.D.s in astrophysics and that sort of
stuff, in fact, you have to kind of take those models with some
skepticism in terms of——

Mr. PoMEROY. Warren Buffett apparently has been quoted as
saying, “Beware of mathematicians bearing formulas.”

Mr. Hu. Beware of geeks bearing gifts.
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Mr. POMEROY. Tom Friedman in today’s column writes, the
Y.B.G. and I.B.G. lending. “You will be gone, and I will be gone,”
the parties doing the transaction. They still get their bonuses. They
are far from the scene. They have no ultimate stake in the con-
sequences. Is this what we have seen in this marketplace?

Mr. Hu. This is one of the concerns I talked about in that 1993
piece. That is, that the rocket scientist may be three banks away
by the time the risks show up. That often with these products, the
profits—“profits are immediately obvious.” But the risks lurk and
may pop up later on and often in high magnitude. And the trick
is—the problem is, it is a real difficult problem of incentive struc-
ture. You do want

Mr. POMEROY. Professor, I get that. But it seems to me, any sys-
tem response that doesn’t ultimately look at the solvency of the
risk-acquiring party on a risk-reserving basis or look at the credi-
bility of the credit-triggering party, a third party like a rating
agency. You know if you don’t get your hands around those, you ba-
sically have simply a kind of a collective operation of a system, but
it can go off-track without anticipating a catastrophic meltdown.

Mr. Hu. That is a very good point. In terms of that risk reserving
idea that you have talked about, one of the things I have looked
at a couple of weeks ago in connection with AIG’s 10-K and proxy
and so forth. I was looking at what they said about, in the sense,
how they designed their incentive structure. And basically, they
made the right noises, that is, looking at the long-term perform-
ance and that sort of thing, balancing short-term risk with long
term and so forth. But it clearly is a very difficult issue in terms
of institutional design for any corporation, not just AIG. I think
that what that leads to, because it is so difficult, is that we may
need in a sense, for instance, higher capital adequacy require-
ments. We may need to be a little bit worried about relying too
much on the internal models that these financial institutions use
in terms of capital adequacy. So that I think that in terms of—so
that one of their possible responses is to perhaps rethink a little
bit some of the capital adequacy rules that we are moving to.

Mr. POMEROY. May I ask one more question? I see my time is
just about up. This is of Ms. Taylor. Can a clearing house deal with
the valuation of solvency of the risk-acquiring party? Is that an es-
sential part of a clearing house function or not?

Ms. TAYLOR. I am sorry. I didn’t quite follow the question.

Mr. POMEROY. Okay. The clearing house requires transparency,
the scoring of trades.

Ms. TAYLOR. Yes.

Mr. POMEROY. Is there an evaluation of whether or not the ulti-
mate risk-acquiring party is solvent for the cumulative risks they
are acquiring?

Ms. TAYLOR. Yes. We have a number of ways of gauging the—
the clearing house would do that in a very real and very real-time
sense for the members of the clearing house. We do it on a once-
removed basis for the customers of clearing members. But we mon-
itor the financial health of the clearing members and the exposure
that they pose versus their capital resources and versus stress test-
ing the——
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Mr. POMEROY. You are able to do that because of the standard-
ized nature of the contracts traded?

Ms. TAYLOR. We are helped by the standardized nature of the
contracts traded. We are helped by the mark-to-market. We are
helped by the transparency of the prices. We are helped by our
ability to access the books and records of the clearing member enti-
ties. So we are helped in a number of ways.

Mr. POMEROY. Thank you.

The CHAIRMAN. I thank the gentleman. I don’t know, Professor,
anybody can answer. I was reading a story yesterday or the day be-
fore in the Financial Times or someplace where they were criti-
cizing the SEC ban on short selling. Well, they were saying that
by leaving the credit default swaps out there, they actually en-
hance their position to accomplish kind of the same thing through
these swaps. And that it was very short-sighted to stop the short
selling in securities and not stop it over here on the swaps; is that
true? And can you explain that?

Mr. Hu. I think that clearly there were interrelationships in
terms of selling—you know the ban on short selling and the other
markets. And I think that that points out the interdependence of
markets and the need for comprehensive rethinking in terms of eq-
uities versus equity derivatives, or in terms of loans versus credit
derivatives. I think that that is called for at this point. The kind
of structure we set up was set up in the 1930s before a lot of these
products really took off. In particular, in terms of the OTC deriva-
tives market as opposed to the exchange rate.

The OTC derivatives market is the financial laboratory in a very
important sector of our economy, the third most important sector
of our economy. I think that at this point with the derivatives revo-
lution, that kind of fundamental rethinking is necessary. I don’t
know whether we ought to go for the Treasury plan, Treasury Sec-
retary Paulson’s ideas. But certainly a rethinking, a comprehensive
look. In the meantime, there are a number of incremental steps
that can be taken, such as in terms of disclosure.

The CHAIRMAN. I thank the gentleman. And I thank all the
Members.

Mr. PickeL. Mr. Chairman, just to comment briefly on that. I
think Mr. Sirri, in the first panel, talked about, they were looking
at the interconnectedness between the equity prices and the trad-
ing in CDS. I think that to the extent that one is influencing the
other, clearly the SEC is overlooking the securities markets there,
the stock markets and needs to understand how parties may be uti-
lizing other instruments if they are truly manipulating the price of
equities.

So I think that that kind of interconnectedness is something that
is appropriate to look at. And similarly, even if it is just related to
CDS, the authorities that they have regarding fraud and manipula-
tion under the CFMA are there and he alluded to those in his

The CHAIRMAN. Well, that is illusory. I mean, I was reading this
other story about how somebody used these swaps to force a city
in California into bankruptcy. And now they claim that they are
going after counties and cities because their justification is that
their books are inadequate and they are not telling the truth and
they are not taxing people enough, whatever. So they are driving
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these people into the ground. There is a lot of stuff going on here.
You know, and I mean your folks need to get real. If they don’t do
that, they are going to get regulated.

You know, we will keep them from trying to screw this up. There
are going to be people that are going to do things that would be
very bad in terms of—they would be the wrong solution. And we
are going to, in this Committee, try to help get the right solution.
But by God, we are going to know what is going on with this stuff
out in the open. We, in the farm bill, put in real-time price report-
ing for livestock so our farmers can find out every morning what
is going on, who is doing what and what the big guys are up to.
If we can do that with livestock, we can sure as heck do it with
this. And we should. So, we will be doing more hearings. I thank
the Members. I thank the members of the panel. And this Com-
mittee is adjourned.

[Whereupon, at 1:51 p.m., the Committee was adjourned.]

[Material submitted for inclusion in the record follows:]
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SUBMITTED STATEMENT OF HON. MICHAEL V. DUNN, COMMISSIONER, COMMODITY
FUTURES TRADING COMMISSION

I support the testimony being given today. Clearing has proven an efficient, effec-
tive method for addressing both counterparty and systemic risk. It provides greater
transparency and accountability for financial risks. Clearing, however, is not
enough. It does not address a central problem that is a significant cause of our cur-
rent crisis, the lack of Federal authority to adopt regulations necessary to address
financial risks related to swaps.

Our current crisis has laid bare the flaw at the heart of the Commodity Future
Modernization Act of 2000’s exclusion of swaps from the CFTC’s jurisdiction. Cur-
rent events have proven categorically that relying on investors and institutions to
monitor their own counterparty risk as a method to guard against systemic financial
risks for our country is not sufficient.

Congress must revisit its determination to exclude swaps markets from regulation
and make sure that Federal regulators are in a position to see and assess systemic
financial risks. The CFTC’s model of principle-based regulation combined with rig-
orous market surveillance and stringent capital requirements has fostered innova-
tion while at the same time ensuring market integrity.

The diversity and complexity of over-the-counter markets provides a serious regu-
latory challenge. How do you ensure that market participants have access to effec-
tive, efficient, innovative risk management tools while also ensuring those tools do
not jeopardize market integrity?

Clearing swap transactions is central to managing systemic financial risk related
to swaps. The larger and more standardized the markets, the more vital it is that
those markets have centralized clearing.

No agency is in a position to extend oversight into the over-the-counter markets
without additional resources, and the Commission is no different. But the costs of
those additional resources are perhaps the best bargain the public will ever get in
terms of the enhanced financial security they can provide.

SUBMITTED STATEMENT OF PATRICK M. PARKINSON, DEPUTY DIRECTOR, DIVISION OF
RESEARCH AND STATISTICS, BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Chairman Peterson, Ranking Member Goodlatte, and Members of the Committee,
I am pleased to offer this statement on the over-the-counter (OTC) credit derivatives
market, particularly credit default swaps (CDS). First, I will provide some informa-
tion on credit derivatives, the markets in which those instruments are traded, the
risks that their use entails, and some key practices for managing those risks. Then
I will discuss the oversight of the credit derivatives markets and joint efforts by su-
pervisors and market participants to strengthen the infrastructure of those markets,
including efforts to foster central counterparty (CCP) clearing and exchange trading
of credit derivatives. Finally, I will discuss the public policy objectives that should
guide consideration of regulatory changes for these markets.

The OTC Credit Derivatives Market

Background

A credit derivative is a financial contract whose value is derived from the value
of debt obligations issued by one or more reference entities. The predominant type
of credit derivative is a CDS. In a CDS, a “protection buyer” pays premiums to a
“protection seller.” In return, in the event of a default or other specified credit event,
the protection seller is obligated to pay the protection buyer the notional, or par,
value for the debt, thereby transferring the risk of default from the buyer to the
seller. Most reference entities are corporations, including corporations rated invest-
ment-grade as well as those with lower ratings. Over the last few years, CDS ref-
erencing mortgage-backed securities and other asset-backed securities (CDS on
ABS) also have been actively traded. A single-name CDS references a single cor-
poration or ABS, while a multi-name CDS references a basket of reference entities
or, more commonly, an index composed of many single-name CDS.

Markets in Which Credit Derivatives Are Traded

Although credit derivatives have been listed on exchanges, to date, the vast ma-
jority of credit derivatives have been executed bilaterally with derivatives dealers
in OTC markets. The dealers include about 12 to 15 large, globally active commer-
cial and investment banks. The principal centers for trading are in London and New
York. Trades are typically executed over the telephone or through voice brokers. Use
of various electronic trading platforms to facilitate bilateral execution of CDS has
been growing, especially in Europe, but remains fairly limited. Other than dealers,
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the most active participants in CDS markets are asset managers, including both
hedge fund managers and managers of regulated investment companies.

Estimates of the size of the global market for CDS indicate that the market was
growing very rapidly through year-end 2007. Global market estimates published by
the Bank for International Settlements (BIS) show that the notional amount out-
standing at that time was $58 trillion, about twice the level just a year earlier. The
gross replacement cost of those contracts, which measures the current market value
of the protection against credit events that this $58 trillion of contracts represents,
was about $2 trillion at year-end. Growth of index and other multi-name CDS has
been especially rapid in recent years, and those instruments now account for more
than 40 percent of both the notional amount and the current market value of all
CDS. More recent data on CDS are available from the Depository Trust and Clear-
ing Corporation’s (DTCC) Trade Information Warehouse, which was put in place in
2006 and now contains an electronic copy of the vast majority of CDS trades. CDS
registered in the warehouse totaled $35 trillion in early October, down significantly
from $44 trillion in April.

The very rapid growth of the credit derivatives market reflected their perceived
value for transferring credit risks. The single-name CDS markets typically are far
more liquid than the underlying bond or loan markets, in large measure because
the cost of taking short positions is much lower. Fixed-income asset managers use
credit derivatives to obtain or adjust their credit exposures. Portfolio managers at
banks use single-name CDS to manage concentrations of risk to their largest bor-
rowers. Furthermore, the very liquid markets for CDS indexes allow asset managers
to adjust the risk profile of their entire debt portfolios much more quickly and at
much lower cost than was possible before these instruments were available. The
availability of CDS also facilitates underwriting and making markets in the under-
lying debt markets.

Risks of Using Credit Derivatives

The use of credit derivatives entails risks as well as benefits. The types of risk
are essentially the same as those associated with financial activity generally—mar-
ket risk, credit risk, operational risk, legal risk, and reputational risk. Of particular
importance is counterparty credit risk—that is, the risk that a counterparty to a
credit derivatives contract could fail to perform its contractual obligations, resulting
in losses to the nondefaulting counterparty. For example, in the case of a CDS, if
the protection seller itself becomes insolvent, the protection buyer would lose the
value of that protection and would need to replace it by purchasing protection from
another seller. If the premiums required by the market for protection against de-
fault by the reference entity had risen since the protection had been purchased from
the insolvent seller, the protection buyer would be exposed to a loss equal to the
present value of the difference between the premiums paid on the new contract and
the premiums paid on the original contract.

Key Practices for Managing Risks

Participants in the credit derivatives market and other OTC derivatives markets
seek to mitigate the inherent counterparty credit risks by carefully selecting and
monitoring their counterparties, by documenting their transactions under standard
legal agreements that permit them to net gains and losses across contracts with a
defaulting counterparty, and by entering into agreements that require counterparty
exposures to be collateralized. Market participants effectively preclude firms from
acting as dealers if they are not rated A or higher. Dealers evaluate the credit wor-
thiness of their counterparties and assign them internal credit ratings. Those who
are rated equivalent to below investment grade by their counterparties usually are
required to enter into collateral agreements that include initial margin require-
ments as well as variation margin requirements. Transactions with hedge funds
typically are supported by collateral agreements, as are transactions between deal-
ers. Laws in the United States and many other jurisdictions have been amended in
recent years to clarify that netting and collateral agreements are legally enforceable.
Still, the measurement and management of counterparty credit risks on credit de-
rivatives are challenging.

Oversight of the OTC Credit Derivatives Market

Prudential Supervision of Derivatives Dealers

Oversight of the credit derivatives market comes through the prudential super-
vision of the market’s dealers. Most transactions in the market are intermediated
by dealers, and all major dealers are banks that are subject to prudential regulation
by U.S. or foreign banking regulators. Over the last 10 years, the prudential super-
visors have devoted considerable attention to the dealers’ management of the risks
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associated with activities in the credit derivatives market and other OTC deriva-
tives markets. A major focus has been management of dealers’ exposures to each
other and to hedge funds, with more limited attention until recently to exposures
to insurance companies, which also were writing significant amounts of protection
purchased by dealers.

The volatility and illiquidity in financial markets over the past year have provided
a severe test of major dealers’ counterparty risk-management practices. Thus far,
the results with respect to hedge fund exposures have been remarkably good. Al-
though quite a few hedge funds have performed very poorly, counterparty credit
losses to their dealer counterparties have been negligible. By contrast, the financial
difficulties of some monoline financial guarantors have forced some of the firms that
act as dealers to write down substantially the value of credit protection on residen-
tial mortgage-backed securities and other structured securities that the dealers had
purchased. Because the guarantors had been considered highly creditworthy and be-
cause the exposures against which they sold protection were considered to pose very
little credit risk, their CDS counterparties had not required most of the monoline
guarantors to enter into collateral agreements.

For the monoline insurers and more recently for AIG, losses on credit derivatives
reflect a failure to understand and manage the risks associated with complex finan-
cial products effectively. Similar issues have been evident at some very large com-
mercial banks, which assumed some of the same exposures, but usually through
holding structured securities rather than writing CDS on such securities. As empha-
sized in the report of the Senior Supervisors Group, financial institutions need to
make appropriate changes in their risk-management practices, improve internal in-
centives and controls, and ensure that traditional credit risk management dis-
ciplines are in place for such complex products.! Their supervisors need to strength-
en supervisory oversight in these and other relevant areas. Practices with respect
to management of exposures to complex instruments need to cover all such expo-
sures, whether assumed through holding structured securities or through selling
CDS on such securities.

Supervisory Efforts To Strengthen the Infrastructure of the OTC Credit Derivatives
Market

In addition to their efforts to ensure that individual derivatives dealers manage
the risks associated with credit derivatives and other OTC derivatives effectively,
prudential supervisors, under the leadership of the Federal Reserve Bank of New
York (FRBNY), have been working with dealers and other market participants since
September 2005 to strengthen arrangements for clearing and settling OTC deriva-
tives transactions. For too many years, post-trade processing of OTC derivatives
transactions remained decentralized and paper-based despite enormous growth in
transactions volumes. Among other problems, dealers reported large backlogs of
unconfirmed trades, a significant portion of which had been outstanding for 30 days
or more. The failure to confirm trades promptly can exacerbate counterparty credit
risks by allowing errors in counterparties’ records of their transactions to go unde-
tected, which could lead them to underestimate exposures or to fail to collect margin
when due. Such backlogs also could significantly complicate and delay the close-out
and replacement of trades with a defaulting counterparty.

By 2005, backlogs of unconfirmed trades were especially large in the credit deriva-
tives market. With encouragement and close monitoring by their prudential super-
visors, the dealers worked with market participants to address these weaknesses.
By making greater use of available platforms for electronic confirmation of CDS
trades, they quickly reduced the backlogs. By September 2006, the dealers reported
that, in the aggregate, they had reduced confirmations outstanding more than 30
days by 85 percent. In 2006, the dealers agreed to expand their efforts to tackle
backlogs in the equity derivatives market, again by making greater use of electronic
confirmation services.

Although these achievements were impressive, the financial turmoil during the
summer of 2007 convinced prudential supervisors and other policymakers that fur-
ther improvements in the market infrastructure were needed. Specifically, CDS
backlogs grew almost fivefold from June to August 2007, reversing much of the pre-
vious improvement. Although the backlogs subsequently receded, this episode dem-
onstrated that backlog reductions were not sustainable during volume spikes. More-
over, it underscored that, in many respects, the post-trade processing performance
of the OTC derivatives markets still lags significantly the performance of more ma-

1Senior Supervisors Group (2008), “Observations on Risk Management Practices during the
Recent Market Turbulence,” March 6, www.newyorkfed.org/newsevents/news/banking/2008/
SSG Risk Mgt doc final.pdf.
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ture markets and still has the potential to compromise market participants’ man-
agement of counterparty credit risks and other risks.

In their reports on the financial market turmoil, both the President’s Working
Group on Financial Markets (PWG) and the Financial Stability Forum (FSF) asked
prudential supervisors, under the leadership of the FRBNY, to take further actions
to strengthen the OTC derivatives market infrastructure.2 Specifically, they asked
the supervisors to insist that the industry set ambitious standards for trade data
submission and resolution of trade-matching errors. More timely and accurate sub-
mission of trade data is critical to avoiding the buildup of backlogs following volume
spikes. They also asked supervisors to ensure that the industry promptly incor-
porates into standard CDS documentation a protocol that would permit cash settle-
ment of obligations following a default or other credit event involving a reference
entity, based on the results of an auction. Adoption of the cash settlement protocol
is intended to address concerns that a physical settlement process for CDS could
be disorderly in the event of large-scale or multiple contemporaneous defaults. Fi-
nally, the PWG and FSF also recommended that the supervisors ask the industry
to develop a longer-term plan for an integrated operational infrastructure for OTC
derivatives that covers all major asset classes and product types and addresses the
needs of other market participants as well as dealers.

The FRBNY convened a meeting of supervisors and market participants on June
9 to discuss how to address the PWG and FSF recommendations. They agreed on
an agenda for bringing about further improvements in the OTC derivatives market
infrastructure. With respect to credit derivatives, this agenda included: (1) further
increasing standardization and automation, with the ultimate objective of matching
trades on the date of execution; (2) incorporating an auction-based cash settlement
mechanism into standard documentation; (3) reducing the volume of outstanding
CDS contracts via greater use of services that orchestrate multilateral terminations;
and (4) developing well-designed central counterparty services to reduce systemic
risks. Dealers already have made progress in multilaterally terminating CDS con-
tracts, as reflected in the significant drop between April and October of this year
in the value of contracts registered in the Trade Information Warehouse, and they
have committed to accelerating those efforts. Dealers also agreed to extend the in-
frastructure improvements in the credit derivatives market over time to encompass
the markets for OTC equity, interest rates, foreign exchange, and commodity deriva-
tives.

Potential Changes in Market Infrastructure

Central Counterparty Clearing of Credit Derivatives

A central counterparty (CCP) is an entity that offers to interpose itself between
counterparties to financial contracts, becoming the buyer to the seller and the seller
to the buyer. Trades on derivatives exchanges routinely are cleared through a CCP,
in part so that market participants can accept the best bids or offers without consid-
ering the creditworthiness of the party making the bid or offer. Indeed, in electronic
exchanges, the use of a CCP permits anonymous trading. CCP services also have
been offered to counterparties in OTC derivatives markets. For example, since Sep-
tember 1999, LCH.Clearnet Limited has operated SwapClear, a London-based CCP
for interest rate swaps between dealers. SwapClear provides clearing for almost 50
percent of global single-currency swaps between dealers.

A CCP has the potential to reduce counterparty risks to OTC derivatives market
participants and risks to the financial system by achieving multilateral netting of
trades and by imposing more-robust risk controls on market participants. However,
a CCP concentrates risks and responsibility for risk management in the CCP. Con-
sequently, the effectiveness of a CCP’s risk controls and the adequacy of its financial
resources are critical. If its controls are weak or it lacks adequate financial re-
sources, introduction of its services to the credit derivatives market could actually
increase systemic risk. In the first significant test of the effectiveness of a CCP for
OTC derivatives’ default procedures, SwapClear recently wound down $9 trillion of
OTC interest rate contracts when Lehman Brothers, one of its clearing members,
defaulted. The collateral Lehman Brothers had posted covered all losses on its posi-
tions, and thus the clearinghouse did not have to use any of its other financial re-
sources.

2President’s Working Group on Financial Markets (2008), “Policy Statement on Financial
Market Developments,” March, wwuw.treasury.gov | press [ releases [ reports
pwgpolicystatemkitturmoil 03122008.pdf; Financial Stability Forum (2008), “Report of the Fi-
nancial Stability Forum on Enhancing Market and Institutional Resilience,” April 7,
www.fsforum.org [ publications /r 0804.pdf.
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Several plans are now under development to provide CCP services to the credit
derivatives market. A CCP that seeks to offer its services in the United States
would need to obtain regulatory approval. The Commodity Futures Modernization
Act of 2000 included provisions that permit CCP clearing of OTC derivatives and
require that a CCP be supervised by an appropriate authority, such as a Federal
banking agency, the Commodity Futures Trading Commission (CFTC), the Securi-
ties and Exchange Commission (SEC), or a foreign financial regulator that one of
the U.S. authorities has determined to satisfy appropriate standards. A CCP for
credit derivatives with standardized terms that was not regulated by the SEC would
need an exemption from securities clearing agency registration requirements.

If a CCP for credit derivatives sought to organize as a bank subject to regulation
by the Federal Reserve or if we were consulted by any other regulator of a proposed
CCP, we would evaluate the proposal against the “Recommendations for Central
Counterparties,” a set of international standards that were agreed to in November
2004 by the Committee on Payment and Settlement Systems (CPSS) of the central
banks of the Group of Ten countries and the Technical Committee of the Inter-
national Organization of Securities Commissions (I0SCO).3

If one or more CCPs for credit derivatives that meet the CPSS-IOSCO standards
are introduced, the Federal Reserve will encourage market participants to use those
services to the fullest extent possible. We hope to see developers of CCPs move expe-
ditiously in order that CDS market participants can quickly realize the risk man-
agement benefits of a CCP. We also strongly encourage such CCPs to clear trades
for a broad range of active market participants, either directly or through inter-
mediaries. Active market participants, including asset managers as well as dealers,
should be excluded from participating only if not doing so would entail risks to the
CCP that it cannot mitigate effectively.

The CFTC, SEC, and the Federal Reserve recognize their mutual interests in en-
suring that a CCP for credit derivatives is organized and managed prudently. We
are working on a Memorandum of Understanding (MOU) to ensure that we all will
have the information necessary for carrying out our different responsibilities with
respect to these markets regardless of the form in which a CCP is organized and
regardless of which agency is the primary regulator.

Exchange Trading of Credit Derivatives

An exchange is a mechanism for executing trades that allows multiple parties to
accept bids or offers from other participants. Trades on an exchange usually are
intermediated by a CCP. Exchange trading requires a significant degree of stand-
ardization of contracts. In many cases, counterparties to OTC derivatives trades
seek to customize the terms of trades to meet very specific risk-management needs,
so many OTC trades are not amenable to exchange trading. However, many OTC
derivatives, including many credit derivatives have become sufficiently standardized
that exchange trading is feasible and the scope for exchange trading probably could
be expanded by further standardization of contracts while still meeting risk-man-
agement needs.

Where exchange trading of OTC credit derivatives is feasible, it can produce sev-
eral benefits. First, trades executed on an exchange usually are intermediated by
a CCP, and a well-designed CCP can reduce risks to counterparties and the finan-
cial system. Second, an electronic exchange can be designed so that trades are
locked in at execution, essentially achieving trade matching in real time and elimi-
nating confirmation backlogs. Third, exchange trading has the potential to increase
market liquidity by allowing participants to directly trade against bids and offers
posted by a broad range of parties, including asset managers as well as derivatives
dealers. Finally, exchange trading has the potential to significantly increase trans-
parency with respect to bids and offers and the depth of markets at those bids and
offers. For these reasons, policymakers should encourage trading of credit deriva-
tives on exchanges if the terms of the contracts are sufficiently standardized to
make exchange trading feasible. However, they should not lose sight of the fact that
one of the main reasons the credit derivatives market and other OTC markets have
grown so rapidly is that market participants have seen substantial benefit to cus-
tomizing contract terms to meet their individual risk-management needs. They
should continue to be allowed to bilaterally negotiate customized contracts where
they see benefits to doing so, subject to continued oversight of the dealers by their
prudential supervisors.

3 Committee on Payment and Settlement Systems and Technical Committee of the Inter-
national Organization of Securities Commissions, Bank for International Settlements (2004),
“Recommendations for Central Counterparties,” November, www.bis.org / publ/cpss64.hitm.
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Policy Issues in Considering Regulatory Changes

In considering potential regulatory changes for credit derivatives or CDS, policy-
makers should carefully review the source of problems to date. Thus far, the most
significant problems with CDS have arisen with management of counterparty expo-
sures on credit protection on highly rated structured credit products purchased from
monoline insurance companies. It is important to note that the financial difficulties
of Bear Stearns were not associated with CDS activity, and concerns about losses
to the firm’s derivatives counterparties were not the primary factor motivating the
Federal Reserve’s decision to extend credit to facilitate the firm’s acquisition. That
decision was driven primarily by the fear that the collapse of Bear Stearns would
have caused other dealers to lose access to critical funding from the triparty repur-
chase agreement markets. Similarly, Lehman Brothers did not fail because of CDS
activity. Furthermore, closeout of contracts with Lehman Brothers by its
counterparties provided the first major test of procedures to handle a default by a
significant counterparty, and evidence to date suggests that those procedures were
very effective at mitigating losses to Lehman’s counterparties.

Any discussion of changes to the regulatory framework for credit derivatives
should clearly specify the public policy objectives of regulation and how particular
regulatory changes would contribute to achieving them. The objectives that have
provided the foundation for regulation of derivative markets in the United States
can be summarized as: deterring market manipulation, protecting any unsophisti-
cated market participants from fraud and counterparty losses, promoting trans-
parency, containing systemic risks, and promoting product innovation that facili-
tates risk management. In light of recent experience, the objectives most often cited
in discussions about shoring up our regulatory regime are manipulation, trans-
parency, and systemic risk.

Clearly, there are concerns about manipulation involving CDS. These concerns
can be addressed by clarifying the SEC’s authority with respect to CDS. Policing
manipulation requires information, however. Mandating participation in DTCC’s
trade warehouse for credit derivatives and giving the SEC access to that data would
seem the fastest, most effective, and least costly means of bolstering its ability to
police manipulation.

Some market observers have expressed concern about the opaqueness of OTC de-
rivatives markets generally. Market transparency has several dimensions—the stock
of trades outstanding, trade volumes, and pricing. Data on outstanding trades in the
global market currently are available from the BIS, and these data could be en-
hanced through more frequent and detailed reporting. As noted above, the vast ma-
jority of CDS trades are registered in DTCC’s trade warehouse, and this warehouse
is a possible vehicle for more detailed and timely data than are available through
the periodic BIS survey. Creation of a CCP also offers the potential for detailed and
timely data on volumes and positions outstanding for the contracts cleared by the
CCP. Pricing data is meaningful only for standardized products. Greater standard-
ization will come through exchange trading, in turn facilitating price transparency
both on the terms at which traders are willing to deal and on the ultimate trans-
action price. The economic benefits of transparency are well known, and policy-
makers should promote transparency more vigorously. We should not, however,
limit derivatives activity to contracts that can be exchange-traded and cleared. Pro-
motion of innovation in risk management products remains an important policy ob-
jective, and much of that innovation will always occur away from the more stand-
ardized products that are exchange-traded and cleared.

Finally, there are concerns that our regulatory regime must be changed to better
contain systemic risk. Work by prudential supervisors is already underway that ad-
dresses the weaknesses of major market participants in measuring and managing
their counterparty credit risk; as recent experience with market participants’
monoline counterparties has shown, there is room for substantial improvement. This
step is fundamental to containing systemic risk because it limits the potential for
any large market participant to be the catalyst for such risk. In addition, U.S. au-
thorities are coordinating with counterparts in other jurisdictions through the group
organized by the FRBNY to ensure that the clearance and settlement of OTC deriv-
ative trades occurs in a sound and prudent manner and that this activity is not a
source of systemic risk.

OTC derivative markets are global markets requiring global coordination of regu-
lation to address systemic risk. Available evidence suggests that more trading of
CDS occurs in London than in the United States. Regulatory remedies that focus
only on the United States will not address perceived problems. U.S. authorities and
their foreign counterparts have an established mechanism through the FRBNY
group to foster domestic and international cooperation. Domestic authorities also are
hardening their cooperation through creation of a MOU related to a CCP for credit
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derivatives. Uncoordinated, unilateral regulatory efforts, by U.S. authorities or other
authorities, simply cannot achieve the public policy objectives of regulation.

Conclusions

The credit derivatives market is an important innovation that provides significant
benefits to the banks and asset managers that use these instruments and to the fi-
nancial system generally. However, their use entails risks, including counterparty
credit risks, that market participants need to manage effectively. Supervisors need
to continue to pay dose attention to individual dealers’ management of the risks as-
sociated with intermediating the credit derivatives market and other derivatives
markets. In addition, they need to address the weaknesses in dealers’ management
of risks from complex financial instruments, whether CDS or securities, identified
by the Senior Supervisors Group. Supervisors also need to continue to foster collec-
tive actions by dealers and other market participants to move rapidly toward the
goal of implementing a clearing and settlement infrastructure for the credit deriva-
tives market and other OTC derivatives markets that is as efficient as the infra-
structure for more mature markets. Supervisors and other policymakers should en-
courage the introduction and use of well-designed CCP clearing services for credit
derivatives, greater standardization of contracts, and the trading of standardized
contracts on exchanges. These steps will address concerns about containment of sys-
temic risk as well as produce ancillary benefits with respect to deterring market ma-
nipulation and enhancing transparency.
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I would like to thank Chairman Tom Harkin, Ranking Member Saxby Chambliss
and the Members of the Senate Committee on Agriculture, Nutrition, and Forestry
for inviting me to testify today at this hearing on the role of financial derivatives
in the current financial crisis.

My name is Eric Dinallo and I am Insurance Superintendent for New York State.

I have been asked to discuss with you today one particular kind of derivative—
credi% default swaps—which have played a major role in the financial problems we
now face.

Let me first establish why the New York State Insurance Department is a rel-
evant authority on credit default swaps. I will expand on theses issues at greater
length, but to provide a context, I will start with a brief summary.

As credit default swaps were developed, there was a question about whether or
not they were insurance. Since initially they were used by owners of bonds to hedge
their risk or seek protection or insurance in the case of a default by the issuer of
the bonds, this was a reasonable question. In 2000, under a prior Administration,
the New York Insurance Department was asked to determine if certain credit de-
fault swaps were insurance and said no. That is a decision we have since revisited
a}Illd rleversed as incomplete. I will provide more detail on these important decisions
shortly.

In addition, since I took office in January 2007, the impact of credit default swaps
has been one of the major issues we have had to confront. First, we tackled the
problems of the financial guaranty companies, also known as bond insurers or
monolines. Credit default swaps were a major factor in their problems. More re-
cently, we have been involved in the bailout of AIG. Again, management of credit
default swaps was the biggest source of that company’s problems.

Through these experiences, we have needed to carefully study the history and
issues surrounding credit default swaps. And we have learned the hard way about
their impact on markets and companies.

I am honored to have this opportunity to share with you what we have learned
from this experience.

First, let’s discuss what a credit default swap is and the different kinds of credit
default swaps. A credit default swap is a contract under which the seller, for a fee,
agrees to make a payment to the protection buyer in the event that the referenced
entity, usually a company or other issuer of some kind of bond, experiences any
number of various “credit events”, such as bankruptcy, default, or reorganization.
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If something goes wrong with the referenced entity, the protection buyer can put
the bond to the protection seller and be made whole, or a net payment can be made
by the seller to the buyer.

Originally, credit default swaps were used to transfer and thus reduce or mitigate
risk for the owners of bonds. If you owned a bond in company X and were concerned
that the company might default, you bought the swap to protect yourself. Literally
the buyer “swaps” risk of default with someone else. That is why it is called a credit
default swap. The swaps could also be used by banks who loaned money to a com-
pany. This type of swap is still used for hedging purposes.

Over time, however, swaps came to be used not to reduce risk, but to create or
assume it. This second type of swap is little more than a gamble on the value of
a particular reference obligation. Institutions that did not own the obligation bought
and sold credit default swaps to place a directional bet on a company’s credit worthi-
ness. In early May, we began to use the term “naked credit default swaps” to de-
scribe swaps bought by speculators because in that case the swap purchasers do not
own the underlying obligation. The protection becomes more valuable as the com-
pany becomes less creditworthy. This is similar to naked shorting of stocks.

I have argued that these naked credit default swaps should not be called swaps
because there is no transfer or swap of risk. Instead, risk is created by the trans-
action. Indeed, you have no risk on the outcome of the day’s third race at Belmont
until you place a bet on horse number five to win.

We believe that the first type of swap, let’s call it the covered or “sartorial” swap,
is insurance. The essence of an insurance contract is that the buyer has to have a
material interest in the asset or obligation that is the subject of the contract. That
means the buyer owns property or a security and can suffer a loss from damage to
or the loss of value of that property. With insurance, the buyer only has a claim
after actually suffering a loss.

With the covered swaps, if the issuer of a bond defaults, then the owner of the
bond has suffered a loss and the swap provides some recovery for that loss. The sec-
ond type of swap contains none of these features.

Because the credit default swap market is not regulated, we do not have valid
data on the number of swaps outstanding, how many are naked, who bought, who
sold and on which issuers they have been written. Estimates of the market were
as high as $62 trillion, though lately the market has been reduced to an estimated
$55 trillion. By comparison, as of the second half of this year, there was only about
$6 trillion in corporate debt outstanding, $7.5 trillion in mortgage-backed debt and
$2.5 trillion in asset-backed debt, according to data from the Securities Industry and
Financial Markets Association. That’s a total of about $16 trillion in private sector
debt. So it appears that swaps on that debt could total at least three times as much
as the actual debt outstanding.

When we were dealing with finding a solution for AIG, we knew the company had
written almost half a trillion dollars in swaps, but we had no idea how much in
swaps had been written on AIG itself or by whom. That meant we did not know
what the broader effect of an AIG bankruptcy would be. Also, in our work on the
bond insurers, we could not determine the total credit default swaps written on com-
panies such as MBIA and Ambac.

As one of the efforts to stop the current financial crisis, the SEC suspended short-
ing the stock of 700 companies and all naked shorting of stocks. But nothing was
done about the shorting of credit through credit default swaps, though there are
much larger numbers involved.

Now, I think it would be useful for your purposes to go into some of the history,
including important legislative decisions.

Gambling, betting or speculating on movements in securities or commodities
prices without actually owning the referenced security or commodity is nothing new.
As early as 1829, “stock jobbing”, an early version of short selling, was outlawed
in New York. The Stock Jobbing Act was ultimately repealed in 1858 because it was
overly broad and captured legitimate forms of speculation. However, the question
of whether to allow bets on security and commodity prices outside of organized ex-
changes continued to be an issue.

“Bucket shops” arose in the late nineteenth century. Customers “bought” securi-
ties or commodities on these unauthorized exchanges, but in reality the bucket shop
was simply booking the customer’s order without executing on an exchange. In fact,
they were simply throwing the trade ticket in the bucket, which is where the name
comes from, and tearing it up when an opposite trade came in. The bucket shop
would agree to take the other side of the customer’s “bet” on the performance of the
security or commodity. Bucket shops sometimes survived for a time by balancing
their books, but were wiped out by extreme bull or bear markets. When their books
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failed, the bucketeers simply closed up shop and left town, leaving the “investors”
holding worthless tickets.

The Bank Panic of 1907 is famous for J.P. Morgan, the leading banker of the
time, calling all the other bankers to a meeting and keeping them there until they
agreed to form a consortium of bankers to create an emergency backstop for the
banking system. At the time there was no Federal Reserve. But a more lasting re-
sult was passage of New York’s anti-bucket shop law in 1909. The law, General
Business Law Section 351, made it a felony to operate or be connected with a bucket
shop or “fake exchange.” Because of the specificity and severity of the much-antici-
pated legislation virtually all bucket shops shut down before the law came into ef-
fect, and little enforcement was necessary. Other states passed similar gaming or
bucket shop laws. Interestingly, to this day, companies wishing to use the world “ex-
change” must receive permission from New York State.

Thus, the various bucket shop laws essentially prohibit the making or offering of
a purchase or sale of security, commodity, debt, property, options, bonds, etc., upon
credit or margin, without intending a bona fide purchase or sale of the security,
commodity, debt, property, options, bonds, etc. If you think that sounds exactly like
a naked credit default swap, you are right. What this tells us is that back in 1909,
100 years ago, people understood the risks and potential instability that comes from
gambling on securities prices.

With the growth of various kinds of derivatives in the late 20th Century, there
was legal uncertainty as to whether certain derivatives, including credit default
swaps, violated state bucket shop and gambling laws.

The Commodity Futures Modernization Act of 2000 (“CFMA”), signed by Presi-
dent Clinton on December 21, 2000, therefore created a “safe harbor” by (1) pre-
empting state and local gaming and bucket shop laws except for general anti-fraud
provisions, and (2) exempting certain derivative transaction on commodities and
swap agreements, including credit default swaps, from CFTC regulation.

Thus CFMA stated: “This Act shall supersede and preempt the application of any
state or local law that prohibits or regulates gaming or the operation of bucket
shops.”

CFMA also amended the Securities and Exchange Acts of 1933 and 1934 to make
it clear that the definition of “security” does not include certain swap agreements,
including credit default swaps, and that the SEC is prohibited from regulating those
swap agreements, except for its anti-fraud enforcement authority.

Therefore, by ruling that credit default swaps were not gaming and not a security,
the way was cleared for the growth of the market. But there was one other issue.
If some swaps—covered swaps—were considered insurance, then they would be reg-
ulated by state insurance departments. The capital and underwriting limits in in-
surance regulation could have threatened the rapid growth in the market for these
derivatives.

So at the same time, in 2000, the New York Insurance Department was asked
a very carefully crafted question. “Does a credit default swap transaction, wherein
the seller will make payment to the buyer upon the happening of a negative credit
event and such payment is not dependent upon the buyer having suffered a loss,
constitute a contract of insurance under the insurance law?”

Clearly, the question was framed to ask only about naked credit default swaps
with no proof of loss. Under the facts we were given, the swap was not “a contract
of insurance”, because the buyer had no material interest and the filing of claim
does not require a loss. But the entities involved were careful not to ask about cov-
ered credit default swaps. Nonetheless, the market took the Department’s opinion
on a subset of credit default swaps as a ruling on all swaps and, to be fair, the De-
partment did nothing to the contrary.

In sum, in 2000 as a society we chose not to regulate credit default swaps, wheth-
er as insurance, as a security or gaming.

Why did that matter? As we have seen, the financial system has been placed in
peril because there was no comprehensive management of counterparty risk. Deals
were made privately between two parties. These bilateral arrangements mean that
there are no standards for the solvency of counterparties, who can assign the credit
default swaps to other parties. The buyer does not know how much risk the seller
is taking on. There are no requirements for the seller to hold reserves or capital
against the risks it is taking on by selling swaps. And no one knows who owns or
where the credit default swaps ultimately reside.

None of this was a problem as long as the value of everything was going up and
defaults were rare. But the problem with this sort of unregulated protection scheme
is that when everyone needs to be paid at once, the market is not strong enough
to provide the protection everyone suddenly needs.
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Unlike insurance, credit default swaps are marked-to-market. That means, the
value of the swap reflects the current market value, which can swing sharply and
suddenly. Value changes require the sellers to post collateral. Sudden and sharp
changes in the credit rating 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
and increasing amounts of collateral. That capital strain can produce sudden liquid-
ity problems for sellers. The seller may own enough assets to provide collateral, but
the assets may not be liquid and thus not immediately accessible. When many sell-
ers are forced to sell assets, the price of those assets falls and sellers are faced with
taking large losses just to meet collateral requirements. As the prices of the assets
are driven down by forced sales, mark-to-market losses increase and the collateral
posting cycle continues. Meanwhile, the underlying assets may continue to per-
form—paying interest and principal in full.

The above was a substantial part of the problem at AIG. A ratings downgrade on
September 15 produced immediate collateral calls. The company did not have suffi-
cient liquid assets.

In addition, chains of counterparty exposures mean that if any one link in the
chain—any one counterparty—fails, others with exposure to that counterparty may
also fail setting off a chain reaction. Many financial institutions bought protection
from AIG, and there was great uncertainty as to whether all of these institutions
could survive AIG’s failure.

Was the AIG bailout necessary? I believe it was. Thanks to the protective moat
created by state regulation, AIG’s insurance operations were insulated from the
problems in other AIG subsidiaries and are solid, profitable companies. Many of
AIG’s companies are leaders in their markets. They have substantial value. But that
value could not be realized over a weekend. The bailout will provide time for an or-
derly restructuring of AIG’s operations. It is possible that AIG will survive, as a
smaller but much stronger insurance-focused enterprise. At least some of its oper-
ations will be sold.

Some argue that the company should have been filed for bankruptcy, as Lehman
did. AIG has business relations with just about every major bank in the world. At
a time when the financial system and in particular the credit markets are already
deeply troubled, the risks of allowing AIG to file for bankruptcy were, in my opinion,
just too great. The New York Federal Reserve Bank and the Treasury appear to
share that view.

But that systemic risk does underline the need for us to heed New York Governor
David Paterson’s call to regulate the credit default swap market. In a recent state-
ment, Governor Paterson said, “The absence of regulatory oversight is the principal
cause of the Wall Street meltdown we are currently witnessing. This is why New
York took the crucial next step of planning to regulate an area of the market which
had previously lacked appropriate oversight, but that is indisputably as regulatable
as insurance. I strongly encourage the Federal Government to follow our approach
and bring stronger regulatory oversight to these markets. New York stands ready
1:0 work expeditiously with all concerned to find a workable solution to this prob-
em.”

In an interview with The New York Times, Governor Paterson called credit default
swaps “gambling” and noted that they were a major cause of AIG’s problems. He
told the paper that “when we peeled back the onion, we found out that AIG had
so many credit default swaps that we couldn’t calculate how much money they prob-
ably had” lost.

On September 22, Governor Paterson announced that New York State is pre-
pared, beginning in January, to regulate part of the credit default swap market
which has to date been unregulated. The state is prepared to provide clear regu-
latory guidance where credit default swaps are used as “insurance” to protect or
“hedge” the value of investments held by the purchaser. These transactions are,
both functionally and legally, financial guaranty insurance policies.

As I noted, the 2000 decision by the Insurance Department only considered naked
credit default swaps. Last month, we determined that covered credit default swaps
are insurance and therefore potentially subject to state regulation.

What would be the benefit of treating covered credit default swaps as insurance?
Insurers must hold capital and reserves against risks. Insurers are subject to under-
writing restrictions that ensure diversification. Insurers are not permitted to write
policies with acceleration events, downgrade triggers or collateral calls. While finan-
cial guaranty insurance companies have been downgraded, they have maintained
their solvency and liquidity. In short, if they were regulated as insurance, buyers
of covered credit default swaps would be assured that they could actually have pro-
tection when they need it.
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What New York State is doing fits our role as insurance regulators. We are pro-
viding an appropriate way for those with an insurable interest to protect them-
selves. Our goal is to ensure the terms of credit default swaps are written as a
mechanism for protecting buyers against actual losses and not for betting on the
credit quality of a third party. We will also ensure that whoever sells protection is
solvent, in other words, can actually pay the claims. There is currently no such pro-
tection for parties to credit default swaps that use them as insurance.

The primary goal of insurance regulation is to protect policyholders by ensuring
that providers of insurance are solvent and able to pay claims on policies they issue.
The goal of regulating these swaps is not to stop sensible economic transactions, but
to ensure that sellers have sufficient capital and risk management policies in place
to protect the buyers, who are in effect policyholders and to ensure stable markets.

However, we recognize that carving up the credit default swap market is not the
ideal solution. And we recognize that there are some valid uses of naked swaps to
provide liquidity in the market for risk transfer. There may be different valid ways
of having a material interest besides directly owning a bond, such as being long a
stock, owning part of a syndicated loan or having a receivable. Also, it may be valid
to use the swaps for various sophisticated trading strategies.

Governor Paterson’s announcement that New York was ready to regulate part of
the market starting January 1 framed the dialogue and pushed forward the discus-
sion of regulating the entire market. The day after Governor Paterson’s announce-
ment, SEC Chairman Cox asked for the power to regulate the credit default swap
market. And shortly afterward, the New York Federal Reserve began a series of
meetings to discuss how to proceed.

There are a number of possible effective means of regulating the entire market,
including an exchange, a clearing corporation or a centralized counterparty. Prop-
erly designed and operated, any solution would include margin requirements to en-
sure that there is sufficient capital and liquidity. There should be security funds
and other mechanisms to manage counterparty default equitably and predictably. It
should provide transparency, both with regard to prices and with regard to the
amount of exposure by all counterparties. These measures would ensure that credit
default swaps could be a tool for managing risk, without becoming a risk to the en-
tire financial system. We support this effort to find and implement an effective ho-
listic solution.

Credit default swaps played a major role in the financial problems at AIG, Bear
Stearns, Lehman and the bond insurance companies. One of the major causes of this
financial crisis was not how lax or tight we regulated or how easy or hard we en-
forced, but what we chose not to regulate. Clearly, it is time to start regulating cred-
it default swaps.

As Governor Paterson said on September 22, New York stands ready to work ex-
peditiously with all concerned to find a workable solution to the problem of how to
regulate credit default swaps.

Thank you and I would be happy to answer any questions.
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OPENING STATEMENT OF HON. COLLIN C. PETERSON, A
REPRESENTATIVE IN CONGRESS FROM MINNESOTA

The CHAIRMAN. The Committee on Agriculture hearing to review
th(e1 role of credit derivatives in the U.S. economy will come to
order.

Mr. Goodlatte is on his way, so I am going to start with my open-
ing statement, and we think by the time I am finished he will be
here, and we can proceed.

I thank the Members and the witnesses for being with us today,
and I want to welcome everyone to today’s hearing, the second in
as many months that this Committee has called to review the role
of credit derivatives in the U.S. economy.

Today, this Committee will hear about the recent events in the
credit default swap market, the possibility of establishing over-the-
counter clearing of such contracts, and the Memorandum of Under-
standing that was recently signed by the CFTC, the SEC and the
Federal Reserve Board.

One thing we learned at the October hearing is that very few
people know much about the credit default swaps market and even
fewer people know the significant role that they have played in the
financial and credit crisis that has threatened the stability of our
economy.

The market for these products has risen a thousand percent over
the last 7 years, with contracts becoming more specialized and
complicated over time. Although I would say the more I look at
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these contracts, I am not sure they are as complicated as people
make them out to be. That may be a myth that is out there. I think
it is complicated in terms of trying to price them and so forth.

Anyway, as we have seen, the changes in the price of a credit de-
fault swaps contract outstanding against a particular firm can have
real effects in the financial health of the company itself. The sud-
den collapse and gradual fallout of the insurance giant AIG and the
difficulties experienced by other financial firms in recent months
have served to demonstrate that the CDS market is extremely
opaque and market positions as a result are nearly impossible to
value during times of stress.

We need our regulators to have a clear view of the market. The
most promising development appears to be the commitment of reg-
ulators and the industry to establish clearinghouses along the lines
of those the commodity futures markets use to provide trans-
parency and greater assurance of counterparty performance.

I think one of the things we can do right away to start opening
up and cleaning up the swaps market is to use the CFTC model
of a transparent and aboveboard central clearing process. To that
end, there has been recent discussion among Federal regulators
aboclllt combining forces to oversee the central clearing of swaps
trades.

In the recent MOUs signed by the CFTC, SEC, and Federal Re-
serve, the three agencies committed to cooperate in the establish-
ment and oversight of clearing platforms in the swaps market. As
is noted in testimony submitted today, there are proposals under
consideration that would lead to a clearinghouse regulated by the
Fed and another by the CFTC.

While the Fed has no experience in regulating the type of central
clearing counterparty under consideration, the CFTC has long ex-
perience in just that area. I am not aware of any allegation that
the CFTC has failed as a clearinghouse regulator, and I hope in the
course of this hearing to understand better why there is consider-
ation of giving the Fed this new job in an area where they have
no history, while the CFTC can take over that function within their
existing mission.

As I understand it, the CFTC has a statute, they have law, they
have a long history, but with the Fed, there is no statute, there is
no underlying law; and it looks to me like either people are trying
to look like they are being regulated when they are not, or it is
going to take a long time to get that put together. So that is part
of what we want to try to figure out here today.

Unfortunately, the debate over the risk these swaps and their
disentanglement posed to the economy was completely missing
from the bailout bill that was pushed by Treasury Secretary Henry
Paulson and passed by this Congress. It took, in my opinion, the
wrong approach and does not begin to get at the problems caused
by these unregulated financial sectors.

Furthermore, recent comments by Secretary Paulson would seem
to acknowledge that the TARP now in place i1s now going nowhere.
He already acknowledged that the asset purchase plan he was
pushing will not work because very few, if any, holders of the toxic
debt are interested in selling at a loss, no matter what the stakes.
Instead, we have exposed taxpayers to hundreds of billions of dol-
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lars more in debt that will be paid off by our children and grand-
children and probably borrowed from China.

At some point, our regulators in the next Congress will have to
get to the root of the problem before it is too late and allow for
some real oversight of these markets to provide transparency and
accountability for both buyers and sellers, and to reduce systemic
risk.

So I again welcome everybody to the Committee.

[The prepared statement of Mr. Peterson follows:]

PREPARED STATEMENT OF HON. COLLIN C. PETERSON, A REPRESENTATIVE IN
CONGRESS FROM MINNESOTA

Good morning. I want to welcome everyone to today’s hearing, the second in as
many months that this Committee has called to review the role of credit derivatives
in the U.S. economy. Today, this Committee will hear about the recent events in
the credit default swaps market, the possibility of establishing over-the-counter
clearing of such contracts, and the Memorandum of Understanding that was re-
cently signed by the Commodity Futures Trading Commission, the Securities and
Exchange Commission, and the Federal Reserve Board.

One thing we learned at October’s hearing is that very few people know much
about the credit default swaps market and even fewer people know the significant
role they have played in the financial and credit crisis that has threatened the sta-
bility of our economy.

The market for these products has risen a thousand percent over the last 7 years
with contracts becoming more specialized and complicated over time. And as we
have seen, the changes in price of a credit default swaps contract outstanding
against a particular firm can have real effects in the financial health of the company
itself.

The sudden collapse and gradual fallout of the insurance giant AIG and the dif-
ficulties experienced by other financial firms in recent months have served to dem-
onstrate that the CDS market is extremely opaque and that market positions, as
a result, are nearly impossible to value during times of stress.

We need our regulators to have a clear view of the market. The most promising
development at this time appears to be the commitment of regulators and the indus-
try to establish clearing houses along the lines of those the commodity futures mar-
kets use, to provide transparency and greater assurance of counterparty perform-
ance. I think one of the things we can do right away to start opening up and clean-
ing up the swaps markets is to use the CFTC model of transparent and above-board
central clearing process.

To that end, there has been recent discussion among Federal regulators about
combining forces to oversee central clearing of swaps trades.

In a recent Memorandum of Understanding signed by the CFTC, SEC, and Fed-
eral Reserve, the three agencies commit to cooperate in the establishment and over-
sight of clearing platforms in the swaps market.

As is noted in testimony submitted today, there are proposals under consideration
that could lead to a clearinghouse regulated by the Fed and another by the CFTC.
While the Fed has no experience in regulating the type of central clearing
counterparty under consideration, the CFTC has long experience in just that area.
I'm not aware of any allegation that the CFTC has failed as a clearinghouse regu-
lator and I hope in the course of this hearing to understand better why there is con-
sideration of giving the Fed this new job in an area in which it has no history, while
the CFTC can take over that function within its existing mission.

Unfortunately, the debate over the risk these swaps and their disentanglement
pose to the economy was completely missing from the bailout bill that was pushed
by Treasury Secretary Henry Paulson and passed by Congress. It took the wrong
approach and does not begin to get at the problems caused by these unregulated
financial sectors.

Furthermore, recent comments by Secretary Paulson would seem to acknowledge
that the Troubled Asset Relief Plan now in place is going nowhere. He’s already ac-
knowledged that the asset purchase plan he was pushing will not work because very
few, if any, holders of the toxic debt are interested in selling at a loss, no matter
what the stakes. Instead, we have exposed taxpayers to hundreds of billions more
in debt that will be paid off by our children and grandchildren.
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At some point, our regulators and the next Congress will have to get to the root
of the problem before it is too late and allow for some real oversight of these mar-
kets, to provide transparency and accountability for both buyers and sellers, and to
reduce systemic risk.

At this time I would yield to my friend and colleague, the Ranking Member from
Virginia, Mr. Goodlatte, for an opening statement.

The CHAIRMAN. At this time, I would yield to my friend and col-
league, the Ranking Member from Virginia, Mr. Goodlatte, for an
opening statement.

OPENING STATEMENT OF HON. BOB GOODLATTE, A
REPRESENTATIVE IN CONGRESS FROM VIRGINIA

Mr. GOODLATTE. Well, thank you, Mr. Chairman.

I want to thank you for calling today’s hearing on the role of
credit derivatives in the U.S. economy. Today’s hearing is part of
a continued effort by this Committee to further gain information
and insight into the complex nature of credit default swaps and
how they should be regulated.

Credit default swaps do serve a valid purpose in the market-
place. They are essential for managing risk. The financial problems
that we have seen in recent months are not the result of their mere
existence but rather because, right now, no one can confidently
price them or measure their true performance, or know the depth
and breadth of this market, or be assured of the creditworthiness
of its counterparty. There should be appropriate regulation, but it
should be done in such a way that respects the nature of the mar-
ketplace and considers the real limits of government intervention.

Recently, Federal regulatory bodies established a Memorandum
of Understanding regarding credit default swaps. I support this
measure which will allow for information sharing and will encour-
age cooperation among regulatory authorities.

Also, there is a consensus among regulators that there is a need
for a clearing mechanism for credit default swaps. This will provide
the transparency needed to understand the market, as well as
measure counterparty performance.

I am encouraged that we are collectively moving forward with
this idea of a clearing mechanism. This will provide a number of
benefits to all parties involved. It will improve the transparency of
the credit default swaps market, it will improve risk management,
and it will create a method for price discovery.

However, as we move forward, it is important to make clear that
it is no solution to the problems to merge the Commodity Futures
Trading Commission with the Securities and Exchange Commis-
sion. This is not going to solve anything, and it is not an approach
that we should pursue.

I look forward to your testimony and your answers to the ques-
tions posed by the Committee Members, Mr. Chairman. Thank you,
and I yield back.

The CHAIRMAN. I thank the gentleman.

All Members’ statements will be made part of the record.

Again, we welcome the witnesses to the table: Mr. Ananda
Radhakrishnan, Director of the Division of Clearing and Inter-
mediary Oversight of the CFTC; Patrick Parkinson, Deputy Direc-
tor, Division of Research and Statistics for the Board of Governors
of the Federal Reserve; Erik Sirri, Director of the Division of Trad-
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ing and Markets for the SEC; and Mr. Eric Dinallo, Super-
intendent, State of New York Insurance Department.

So, gentleman, welcome to the Committee.

We will start with you, Mr. Radhakrishnan. Am I right on that?

Mr. RADHAKRISHNAN. Yes, sir.

The CHAIRMAN. Your statements will be made part of the record.
We would encourage you to summarize and try to stay within the
5 minutes because we've got a lot of stuff going on today. So wel-
come to the Committee.

STATEMENT OF ANANDA RADHAKRISHNAN, DIRECTOR,
DIVISION OF CLEARING AND INTERMEDIARY OVERSIGHT,
COMMODITY FUTURES TRADING COMMISSION,
WASHINGTON, D.C.

Mr. RADHAKRISHNAN. Thank you, Chairman Peterson and Rank-
ing Member Goodlatte and the other distinguished Members of this
Committee. I am pleased to appear here today to discuss risk man-
agement for credit default swaps.

I will focus my remarks on the ongoing process to develop a
clearing solution for CDS products and the recent MOU that was
signed by the CFTC, the Federal Reserve and the SEC. This Com-
mittee may be aware that there are two entities that are being se-
riously considered to provide a clearing solution for credit default
swaps. One of them is the Chicago Mercantile Exchange, and the
other is the IntercontinentalExchange. There are other entities
that are also seeking to provide a solution, but it is my under-
standing that these two entities are furthest along.

As the Chairman pointed out, the Federal regulator for the Chi-
cago Mercantile Exchange is the CFTC, and the ICE proposal has
been structured to my understanding as a limited public trust com-
pany under the auspices of the State of New York. They will be
seeking to join the Federal Reserve; and, therefore, the Board of
Governors will be the regulator for that entity.

During the past several weeks, staff of the CFTC, the Fed and
SEC have engaged in a collaborative review of these entities to
evaluate their proposals for compliance with applicable statutory
regulatory requirements, and specifically for the CME, the core
principles that Congress gave us in the CFMA for derivatives clear-
ing organization.

As the gentleman alluded to, there was an MOU signed by the
CFTC, the Fed and the SEC. Generally speaking, the MOU is a
statement of the intent of the three agencies to cooperate, coordi-
nate and share information in connection with the respective over-
sight responsibilities of each agency regarding central
counterparties for CDS products.

The MOU also explicitly recognized that a central counterparty
for CDSs may be one or more of the following: a state-chartered
bank that is a member of the Fed, a DCO that is under the juris-
diction of the CFTC, or a clearing agency that is under the jurisdic-
tion of the SEC. This reflects the statutory scheme that was set up
by Congress with the passage of the CFMA.

Specifically, section 409 of the Federal Deposit Insurance Cor-
poration Improvement Act of 1991, also known as FDICIA, which
was enacted as part of the CFMA, provided for over-the-counter de-
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rivative instruments to be cleared by what is known as a Multilat-
eral Clearing Organization, or an MCO, that is either regulated by
the CFTC, the SEC, the Federal Reserve, or, in some cases, by a
foreign clearing organization.

In that same statute, OTC derivative instruments are defined, in
my opinion, quite expansively to include, among other things, any
agreement, contract or transaction that is a credit spread, or credit
swap, or that is a swap on one or more occurrences of any event,
equity security or other equity instrument, debt security or other
debt instruments. In short, instruments known as CDSs fall under
the FDICIA’s definition of over-the-counter derivative instruments.

We believe Congress intended to bring the benefits of multilat-
eral clearing to the over-the-counter credit markets without impos-
ing legal ambiguity or regulatory redundancy that would create a
disincentive to clearing these unregulated instruments. So over the
years, through the supervision of DCOs, the CFTC has developed
extensive institutional knowledge and regulatory expertise regard-
ing derivatives clearing. Further, the clearing model used by DCOs
has worked well for many years for a wide variety of products with-
out a single clearinghouse default.

DCOs process millions of transactions per day using fully auto-
mated clearing systems that reduce the likelihood of processing
delay and error, and we believe that this model should work equal-
ly well for CDS transactions.

I thank you for your leadership on this critical issue and am
pleased to answer any questions that you may have.

[The prepared statement of Mr. Radhakrishnan follows:]

PREPARED STATEMENT OF ANANDA RADHAKRISHNAN, DIRECTOR, DIVISION OF
CLEARING AND INTERMEDIARY OVERSIGHT, COMMODITY FUTURES TRADING
COMMISSION, WASHINGTON, D.C.

Chairman Peterson, Ranking Member Goodlatte, and other distinguished Mem-
bers of the Committee, I am pleased to have this opportunity to appear today to
discuss risk management for over-the-counter credit default swaps (CDS). My name
is Ananda Radhakrishnan and I serve as the Director of the Division of Clearing
and Intermediary Oversight at the CFTC. I am here today testifying in that capac-
ity and not on behalf of the Commission.

Acting Chairman Lukken testified before the Committee on October 15 on this
subject, so I will try not to be redundant, but rather focus on recent events related
to the CDS markets, including the ongoing process to develop a clearing solution
for CDS products and the Memorandum of Understanding (MOU) recently signed
by the CFTC, the Federal Reserve (Fed), and the Securities and Exchange Commis-
sion (SEC).

As the Committee is aware, concerns have been raised regarding the role that
over-the-counter CDS products may have played in contributing to the recent credit
crisis. Staff of the CFTC, the Fed, and the SEC believes that centralized clearing
of CDS instruments would bring transparency and financial integrity to the CDS
market, which would be an important step in resolving the current crisis and restor-
ing the strength and integrity of the U.S. financial markets as a whole. As such,
the agencies have been working together to identify potential clearing solutions for
CDS products.

Several entities—most prominently, the Chicago Mercantile Exchange (CME) and
the IntercontinentalExchange (ICE)—recently have submitted proposals to clear
CDS. The primary Federal regulator for these entities will be the CFTC (for the
CME proposal) and the Fed (for the ICE proposal). In addition, the entities plan to
obtain exemptions from the SEC from certain securities law provisions. During the
past several weeks, staff of the CFTC, Fed, and SEC have engaged in a collaborative
review of these entities to evaluate their proposals for compliance with applicable
statutory and regulatory requirements, such as the core principles for derivatives
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clearing organizations (DCOs) established by the Commodity Futures Modernization
Act of 2000 (CFMA).

Another example of agency cooperation is the MOU entered into by the CFTC,
Fed, and SEC. Generally speaking, the MOU is a statement of intent to cooperate,
coordinate and share information in connection with the respective oversight respon-
sibilities of each agency regarding central counterparties for CDS.

Among its specific provisions, the MOU provides that the agencies will consult
with each other and share information regarding matters such as: (i) the review and
approval of any proposed central counterparty; (ii) material proposed changes to the
rules, policies or procedures of a central counterparty; and (iii) the financial condi-
tion, risk management systems, internal controls, liquidity and financial resources,
operations, and governance of central counterparties. The MOU also contains provi-
sions regarding permissible uses of information exchanged under the MOU and con-
fidentiality of that information.

The MOU deliberately does not address the specifics of any particular clearing
proposal for CDS, nor does it commit any of the agencies to take any action (or re-
frain from any action) with respect to any particular clearing proposal or central
counterparty. It recognizes the importance of efficient supervision and regulation of
central counterparties to reduce duplicative efforts. It avoids, however, addressing
any issues respecting the jurisdictional authority of the agencies over various cen-
tral counterparties.

However, as the MOU expressly recognizes, a central counterparty for CDS may
be one or more of the following: a state-chartered bank that is a member of the Fed,
a DCO under the jurisdiction of the CFTC, or a Clearing Agency under the jurisdic-
tion of the SEC. This reflects the statutory scheme set up by Congress with the pas-
sage of the CFMA.

Pursuant to Section 409 of the Federal Deposit Insurance Corporation Improve-
ment Act of 1991 (FDICIA), which was enacted as part of the CFMA, over-the-
counter derivative instruments may be cleared by any multilateral clearing organi-
zation (MCO) that is regulated by the CFTC, the SEC or the Fed (or by foreign
clearing organizations under certain circumstances). Over-the-counter derivative in-
struments are defined expansively in Section 408(2) of FDICIA to include, among
other things, any agreement, contract, or transaction that is a credit spread or cred-
it swap or that is a swap on one or more occurrences of any event, equity security,
or other equity instrument, debt security or other debt instrument. In short, instru-
ments known as CDS fall under FDICIA’s definition of over-the-counter derivative
instruments.

Contemporaneously with authorizing the clearing of over-the-counter derivative
instruments by any MCO, Congress excluded the trading of over-the-counter finan-
cial derivative instruments from CFTC and SEC jurisdiction. However, there re-
mains legal uncertainty whether the act of clearing changes the legal status of an
OTC derivative. We believe Congress intended to bring the benefits of multilateral
clearing to the over-the-counter credit markets without imposing legal ambiguity
and regulatory redundancy that would create a disincentive to clearing these un-
regulated instruments. That principle is recognized in the MOU that was entered
into last week, which emphasized the importance of promoting the effective and effi-
cient supervision and regulation of central counterparties and reducing duplication
of effort by the agencies.

Over the years, through supervision of the DCOs, the CFTC has developed exten-
sive institutional knowledge and regulatory expertise regarding derivatives clearing.
Further, the clearing model used by DCOs has worked well for many years for a
wide variety of products, without a single clearinghouse default. DCOs process mil-
lions of transactions per day, using fully automated clearing systems that reduce the
likelihood of processing delay and error. This model should work equally well for
CDS transactions.

We at the CFTC will continue to work collaboratively and cooperatively with our
colleagues at the Fed and the SEC, and with international regulators, to bring
transparency and financial integrity to the CDS market through clearing and infra-
structure improvements, and to enhance and improve effective risk management
and market oversight. It is our hope that these efforts will help restore the strength
and integrity of the U.S. financial markets.

Thank you for your leadership on this critical issue. I am pleased to answer any
questions you may have.

The CHAIRMAN. Thank you very much.
Mr. Parkinson, welcome to the Committee.
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STATEMENT OF PATRICK M. PARKINSON, DEPUTY DIRECTOR,
DIVISION OF RESEARCH AND STATISTICS, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM, WASHINGTON,
D.C.

Mr. PARKINSON. Thank you, Chairman Peterson, Ranking Mem-
ber Goodlatte and Members of the Committee. I appreciate the op-
portunity to provide an update on recent initiatives by the Federal
Reserve to enhance the markets in which credit default swaps and
other over-the-counter derivatives trades are settled.

I would like to emphasize that the Federal Reserve has taken
these actions in coordination with the President’s Working Group
on Financial Markets and other domestic and international super-
visors of key market participants.

In March, the PWG made recommendations to enhance the mar-
ket infrastructure for CDS and other OTC derivatives. In light of
recent developments, last week the PWG announced a broader set
of public policy objectives to guide efforts to address the full range
of challenges associated with OTC derivatives, including risk man-
agement of OTC derivatives and the transparency and integrity of
CDS markets, as well as further measures to strengthen the mar-
ket infrastructure.

The PWG’s top near-term priority is to oversee the implementa-
tion of CCP clearing for CDS. In the past month, authorities in the
United States and abroad have sought to speed the development of
CCPs for CDS. Four organizations plan to offer clearing for CDS.
The primary Federal regulators for two of those organizations
would be U.S. authorities, in one case, the Commodity Futures
Trading Commission and, in the other case, the Federal Reserve
Board. The primary regulators for the other two would be authori-
ties in the United Kingdom and Germany.

In addition, the two U.S. CCPs, for credit derivatives to obtain
an exemption from the SEC from securities clearing agency reg-
istration requirements. The CFTC, SEC and Federal Reserve recog-
nize their mutual interests in ensuring that all CCPs for credit de-
rivatives are organized and managed prudently.

We have been jointly examining the risk management and finan-
cial resources of the two organizations that will be supervised by
U.S. authorities against the Recommendations for Central
Counterparties, a set of international standards that were agreed
to in 2004 by the Committee on Payment and Settlement Systems
of the central banks of the Group of 10 countries and the Technical
Committee of the International Organization of Securities Commis-
sions.

Last week, the CFTC, SEC, and Federal Reserve signed a Memo-
randum of Understanding that established a framework for ongo-
ing consultation and information sharing relating to CCPs for CDS.
The MOU is particularly important because it created a mecha-
nism to ensure that we all have the information necessary for car-
rying out our respective responsibilities related to the markets re-
gardless of the form in which the CCP is organized and regardless
of which agency is the primary regulator.

Numerous other efforts are under way to build a more resilient
infrastructure for OTC derivatives. Major dealers recently com-
mitted to broad improvements in back office processes for equity,
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interest rate, commodity and foreign exchange products as well as
credit products. These commitments include greater use of elec-
tronic processing of trades, speedier confirmation of trades, and ex-
panded use of central trade repositories, in part to enhance market
transparency.

Dealers as well as other large market participants also have re-
doubled their efforts to terminate economically redundant trades
that contribute to operational risks. To date in 2008, more than
$24 trillion of the notional amount of the CDS trades has been ter-
minated.

Although the creation of the CCPs for CDS will provide an im-
portant new tool for managing counterparty credit risk, enhance-
ments to the risk-management policies and procedures for market
participants will continue to be a high priority for supervisors.
Many transactions that transfer credit risk between market partici-
pants will continue to be executed and managed on a bilateral, de-
centralized basis because they are not sufficiently standardized to
be cleared through a CCP. Supervisors recognize financial institu-
tions need to make changes to their risk-management practices for
OTC derivatives to ensure the traditional credit risk management
disciplines are in place for complex products, regardless of whether
they take the form of CDS or of securities. Efforts to implement
these changes continue through the Senior Supervisors Group, in
which supervisors from the jurisdictions with major OTC deriva-
tives dealers are represented. Such cooperative groups have offered
an important tool for ensuring that supervisors set consistent
standards for all participants in these global markets.

Many market observers have expressed concern about the
opaqueness of OTC derivatives markets generally, not just of the
CDS markets. The Depository Trust Clearing Corporation’s Trade
Information Warehouse, a contract repository, contains an elec-
tronic record of a large and growing share of CDS trades. DTCC
recently began publishing aggregate market data based upon these
reports. However, these data currently are not comprehensive. The
PWG has called for a record of all CDS that are not cleared
through a CCP to be retained in the DTCC warehouse or a similar
repository and for regulators to have access to the data on CDS
housed at the CCPs and repositories. Furthermore, the PWG has
called for public reporting of prices, trading volumes, and aggregate
open interest.

In conclusion, credit derivatives and other OTC derivatives are
integral to the smooth functioning of today’s financial market. With
appropriate oversight and prudent risk management by users of
these products, derivatives can provide significant benefits to finan-
cial market participants and to the financial system generally. The
Federal Reserve is working cooperatively with other domestic and
international authorities to strengthen the infrastructure through
which CDS trades are cleared and settled, and to address weak-
nesses that have been identified in the risk management practices
of major participants. Efforts to strengthen the infrastructure also
will help support significant improvements in transparency, which
in turn can enhance efficiency in market integrity.

Thank you.

[The prepared statement of Mr. Parkinson follows:]
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PREPARED STATEMENT OF PATRICK M. PARKINSON, DEPUTY DIRECTOR, DIVISION OF
RESEARCH AND STATISTICS, BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM,
WASHINGTON, D.C.

Chairman Peterson, Ranking Member Goodlatte, and Members of the Committee,
I appreciate this opportunity to provide an update on recent initiatives by policy-
makers to enhance the markets in which credit default swaps (CDS) and other over-
the-counter (OTC) derivatives trade and are settled. On October 15, I provided the
Committee with a more extensive statement about the nature of OTC credit deriva-
tives markets, prudential oversight of those markets, potential changes in market
infrastructure, and the policy issues that should be considered in evaluating regu-
latory changes. Today, I will briefly review the key conclusions of that statement
and then discuss the Federal Reserve’s recent actions to strengthen market infra-
structure, enhance risk management, and increase transparency for these products.
I would like to emphasize at the outset that the Federal Reserve has taken these
actions in coordination with the President’s Working Group on Financial Markets
(PWG) and other domestic and international supervisors of key market participants.

Summary of October 15 Statement

As noted in my earlier statement, supervisors have worked with market partici-
pants since 2005 to strengthen the infrastructure of credit derivatives markets
through such steps as greater use of electronic confirmation platforms, adoption of
a protocol that requires participants to request counterparty consent before assign-
ing trades to a third party, and creation of a contract repository, which maintains
an electronic record of CDS trades. Looking forward, the most important potential
change in the infrastructure for credit derivatives is the creation of one or more cen-
tral counterparties (CCPs) for CDS. The Federal Reserve supports CCP clearing of
CDS because, if properly designed and managed, CCPs can reduce risks to market
participants and to the financial system. In addition to clearing of CDS through
CCPs, the Federal Reserve believes that exchange trading of sufficiently standard-
ized contracts by banks and other market participants can increase market liquidity
and transparency and thus should be encouraged.

Policy discussions of potential regulatory changes for CDS have focused on pre-
venting market manipulation, improving transparency, and mitigating systemic
risk. Manipulation concerns can be addressed by clarifying the Securities and Ex-
change Commission’s (SEC) authority with respect to CDS. Data from a contract re-
pository provide a means for enhancing transparency, a topic I will discuss in great-
er depth later. To better contain systemic risk, prudential supervisors already have
begun to address the weaknesses of major market participants in measuring and
managing their counterparty credit risks. This step is fundamental to containing
systemic risk because it helps limit the potential for any single large market partici-
pant to be the catalyst for transmission of such risk.

Strengthening Infrastructure, Enhancing Risk Management, and Increas-
ing Transparency

PWG’s Policy Objectives for OTC Derivatives

In March, the PWG made recommendations to enhance the market infrastructure
for CDS and other OTC derivatives. In light of recent developments, last week the
PWG announced a broader set of policy objectives to guide efforts to address the full
range of challenges associated with OTC derivatives, including risk management of
OTC derivatives and the transparency and integrity of CDS markets, as well as fur-
ther measures to strengthen market infrastructure.!

Central Counterparties for CDS and Other Infrastructure Issues

The PWG’s top near-term priority is to oversee the implementation of CCP clear-
ing for CDS. In the past month, authorities in the United States and abroad have
sought to speed the development of CCPs for CDS. Four organizations plan to offer
clearing for CDS. The primary Federal regulators for two of these organizations
would be U.S. authorities—in one case, the Commodity Futures Trading Commis-
sion (CFTC), and in the other case, the Federal Reserve Board (and its supervisory
delegee, the Federal Reserve Bank of New York). The primary regulators for the two
others would be authorities in the United Kingdom and Germany. In addition, the
two U.S. CCPs for credit derivatives plan to obtain an exemption from the SEC from

1President’s Working Group on F1nanc1al Markets (2008), “Policy Statement on Financial
Market Developments,” rch, www.treas.gov | press [ releases [ reports |
pwgpollcystatemktturmotl 03122008 pdf; Pre51dents Working Group on Financial Markets
(2008), “PWG Policy Objectives,” November 14, www.treasury.gov/press/releases/reports/
policyobjectives.pdf.



95

securities clearing agency registration requirements. The CFTC, SEC, and Federal
Reserve recognize their mutual interests in ensuring that all CCPs for credit deriva-
tives are organized and managed prudently. We have been jointly examining the
risk management and financial resources of the two organizations that will be su-
pervised by U.S. authorities against the “Recommendations for Central
Counterparties,” a set of international standards that were agreed to in 2004 by the
Committee on Payment and Settlement Systems (CPSS) of the central banks of the
Group of 10 countries and the Technical Committee of the International Organiza-
tion of Securities Commissions.2

Last week, the CFTC, SEC, and Federal Reserve signed a Memorandum of Under-
standing (MOU) that established a framework for ongoing consultation and informa-
tion sharing related to CCPs for CDS. The MOU is particularly important because
it created a mechanism to ensure that we all will have the information necessary
for carrying out our respective responsibilities related to these markets regardless
of the form in which a CCP is organized and regardless of which agency is the pri-
mary regulator.

As outlined in my October statement, numerous other efforts are under way to
build a more resilient infrastructure for OTC derivatives in addition to the develop-
ment of a CCP for CDS. Major dealers recently committed to broader improvements
in back-office processes for equity, interest rate, commodity, and foreign exchange
products as well as credit products. These commitments include greater use of elec-
tronic processing of trades, speedier confirmation of trades, and expanded use of
central trade repositories, in part to enhance market transparency. Dealers as well
as other large market participants also have redoubled their efforts to terminate
economically redundant trades that contribute to operational risk. To date in 2008,
more than $24 trillion of the notional amount of CDS trades has been terminated.

Risk Management

Although the creation of CCPs for CDS will provide an important new tool for
managing counterparty credit risk, enhancements to the risk-management policies
and procedures for market participants will continue to be a high priority for super-
visors. Many transactions that transfer credit risk between market participants will
continue to be executed and managed on a bilateral, decentralized basis because
they are not sufficiently standardized to be cleared through a CCP. Such OTC trans-
actions are integral to the functioning of today’s financial markets. Supervisors rec-
ognize, however, that financial institutions need to make changes in their risk-man-
agement practices for OTC derivatives by improving internal incentives and controls
and by ensuring that traditional credit risk-management disciplines are in place for
complex products, regardless of whether they take the form of CDS or of securities.
Efforts to implement these changes continue through the Senior Supervisors Group,
in which supervisors from the jurisdictions with major OTC derivatives dealers are
represented.3 Such cooperative groups offer an important tool for ensuring that su-
pervisors set consistent standards for all participants in these global markets.

Transparency

Many market observers have expressed concern about the opaqueness of OTC de-
rivatives markets generally. The Depository Trust Clearing Corporation’s (DTCC)
Trade Information Warehouse, a contract repository, contains an electronic record
of a large and growing share of CDS trades. DTCC recently began publishing aggre-
gate market data based upon these records each week. Information is provided, for
example, on index, versus single-name, contracts; reference entities on which the
contracts are written; and maturities of contracts. However, these data currently are
not comprehensive. The PWG has called for a record of all CDS that are not cleared
through a CCP to be retained in the DTCC warehouse or a similar repository and
for regulators to have access to the data on CDS housed at CCPs and repositories.
Furthermore, the PWG has called for public reporting of prices, trading volumes,
and aggregate open interest.

Conclusion

Credit derivatives and other OTC derivatives are integral to the smooth func-
tioning of today’s financial markets. With appropriate oversight and prudent risk
management by users of these products, derivatives can provide significant benefits

2Committee on Payment and Settlement Systems and Technical Committee of the Inter-
national Organization of Securities Commissions, Bank for International Settlements (2004),
“Recommendations for Central Counterparties,” November, www.bis.org/publ/cpss64.pdf.

3Senior Supervisors Group (2008), “Observations on Risk Management Practices during the
Recent Market Turbulence,” March 6, www.newyorkfed.org/newsevents/news/banking/2008/
SSG Risk Mgt doc final.pdf.
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to financial market participants and to the financial system generally. The Federal
Reserve is working cooperatively with other domestic and international authorities
to strengthen the infrastructure through which CDS trades are cleared and settled
and to address weaknesses that have been identified in the risk-management prac-
tices of major market participants. Efforts to strengthen the infrastructure also will
help support significant improvements in transparency, which in turn can enhance
efficiency and market integrity.

The CHAIRMAN. Thank you very much.
Mr. Sirri, welcome to the Committee.

STATEMENT OF ERIK R. SIRRI, DIRECTOR, DIVISION OF
TRADING AND MARKETS, U.S. SECURITIES AND EXCHANGE
COMMISSION, WASHINGTON, D.C.

Mr. SIRRI. Thank you, Chairman Peterson, Ranking Member
Goodlatte and Members of the House Committee on Agriculture. I
am pleased to have the opportunity to be here again, today to tes-
tify regarding credit default swaps.

As you know, the CDS market has experienced explosive growth
in recent years. I think it is important to note that the CDS can
serve important economic purposes, including the management of
risk exposure to a particular credit or to an entire sector.

The current CDS market operates solely on a bilateral basis, an
over-the-counter system that has grown many times the size of the
market for the underlying credit derivatives. Recent events have fo-
cused attention on the systemic risks that are posed by CDS. More-
over, the deterioration of credit markets generally has increased
the likelihood of CDS payouts, which are prompting CDS buyers to
seek additional margin from their counterparties. These margin
calls have strained counterparties’ balance sheets and may be forc-
ing asset sales that contribute to a downward pressure on the cash
securities market.

In addition to this risk that CDS poses systemically to financial
stability, CDS also presents risks of manipulation and fraud for our
markets.

The SEC has great interest in credit default swaps in part be-
cause of their impact on securities markets and the Commission’s
responsibility to maintain fair, orderly and efficient markets. These
markets are directly affected by CDS because the credit protection
is written on the financial claims of issuers, which we regulate.

The Commission’s current authority with respect to OTC CDS,
which generally are securities-based swap agreements under the
CFMA, is limited to enforcing anti-fraud prohibitions under the
Federal securities laws, including prohibitions on insider trading.
I note, however, that if CDS were standardized as a result of cen-
tral clearing or exchange trading or other changes in the market
and no longer subject to individual negotiation, the swap exclusion
from the securities laws under the CFMA would be unavailable.

Under current law, however, the SEC is statutorily prohibited
from promulgating any rules regarding CDS trading in the over-
the-counter market. Thus, the tools necessary to oversee OTC CDS
markets effectively and efficiently do not exist.

In addition, there is a risk of manipulation and fraud in the CDS
market in part because trade reporting and disclosure are limited.
One way to guard against mis-information and fraud is to create
mandatory systems of record-keeping and the reporting of all CDS
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trades to the SEC. Ready information on trades and positions of
dealers would also aid the SEC in its enforcement of anti-fraud and
anti-manipulation rules.

Notwithstanding the lack of statutory authority to require the re-
porting of record-keeping in the CDS market, the SEC is doing
what it can under existing statutory authority. Most recently, the
Commission announced a sweeping expansion of its ongoing inves-
tigation into possible market manipulation involving certain finan-
cial institutions. The expanded investigation will require hedge
fund managers and other persons with positions in CDSs to expose
their positions in the Commission and provide certain information
under oath.

Investigations of over-the-counter CDS transactions have been
far more difficult and time-consuming than those involving other
markets because information on CDS transactions gathered from
market participants have been incomplete and inconsistent.

SEC staff is actively participating with other financial super-
visors and industry members in efforts to establish one or more
central counterparties for credit default swaps. This would be an
important first step in reducing systemic and operational risks in
}he CDS market, and the Commission staff fully support these ef-
orts.

The Commission staff, along with Fed and CFTC staff, have been
evaluating proposals to establish CCPs for the CDS. SEC staff has
participated in on-site assessments of these Federal counterparty
proposals, including review of the risk management systems.

The SEC brings to this exercise its experience of more than 30
years in regulating the clearance and settlement of securities, in-
cluding derivatives on securities. The Commission will use this ex-
pertise in its regulatory and supervisory authority over any CCPs
for CDS that may be established to strengthen the market infra-
structures and to protect investors.

To facilitate the speedy establishment of one or more CCPs for
these credit default swaps and to encourage market participants to
voluntarily submit their CDS trades to a central counterparty, the
Commission staff is preparing conditional exceptions from the re-
quirements of the securities laws for Commission consideration.
SEC staff has been discussing the potential scope and condition of
these draft exemptions with each prospective CCP and has been co-
ordinating with relevant U.S. and foreign regulators.

In addition, last Friday, Chairman Cox signed a Memorandum of
Understanding with the Fed and CFTC. This MOU establishes a
framework for consultation and information sharing on issues re-
lated to central counterparties for CDS. Cooperation and coordina-
tion under the MOU will enhance each agency’s ability to effec-
tively carry out its respective regulatory responsibilities, minimize
the burden on CCPs, and reduce duplicative efforts.

In addition to reducing counterparty and operational risk inher-
ent in the CDS market and thereby helping to mitigate the poten-
tial systemic impacts, a CCP may also help reduce negative effects
and misinformation and rumors that can occur during high-volume
periods. A CCP would be a source of records regarding CDS trans-
actions. Of course, to the extent that participation in a CCP is vol-
untary, its value is a device to prevent and detect manipulation
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anal other fraud and abuse in the CDS market may be greatly lim-
ited.

Exchange trading of CDS would also add efficiency to the market
for these instruments. It is not uncommon for derivative contracts
that are initially developed in the OTC market to become exchange
traded as the market for the product matures. While the contracts
traded in the OTC market are subject to individual bilateral nego-
tiation, on-exchange it efficiently creates a market for a standard-
ized form of the contract.

These standardized exchange traded contracts typically coexist
with more varied and negotiated OTC contracts. Exchange trading
of credit derivatives could enhance both pre- and post-trade trans-
parency to the market that would enhance efficient pricing of credit
derivatives. Exchange trading could reduce liquidity risk by pro-
viding a centralized marketplace that allows participants to effi-
ciently initiate and close out positions at the best available prices.

In crafting any regulatory solution, it is important to keep in
mind the significant role that CDS trading plays in today’s finan-
cial markets, as well as the truly global nature of the CDS market.
Further, the varied nature of market participants in CDS and the
breadth of this market underscore the importance of cooperation
among U.S. financial supervisors at the Federal and state levels,
as well as supervisors internationally.

Thank you for this opportunity to discuss these important issues,
and I am happy to take any questions.

[The prepared statement of Mr. Sirri follows:]

PREPARED STATEMENT OF ERIK R. SIRRI, DIRECTOR, DIVISION OF TRADING AND
MARKETS, U.S. SECURITIES AND EXCHANGE COMMISSION, WASHINGTON, D.C.

Chairman Peterson, Ranking Member Goodlatte, and Members of the House Com-
mittee on Agriculture:

I am pleased to have the opportunity today to again testify regarding the credit
default swaps (CDS) market. My testimony today summarizes the key points from
my testimony before this Committee 5 weeks ago and updates it to reflect the Com-
mission’s activities since then.

CDS can serve important purposes. They can be employed to closely calibrate risk
exposure to a credit or a sector. CDS can be especially useful for the business model
of some financial institutions that results in the institution making heavily direc-
tional bets, and others—such as dealer banks—that take both long and short posi-
tions through their market-making and proprietary trading activities. Through CDS,
market participants can shift credit risk from one party to another, and thus the
CDS market may be an important element to a particular firm’s willingness to par-
ticipate in an issuer’s securities offering.

The current CDS market operates solely on a bilateral, over-the-counter basis and
has grown to many times the size of the market for the underlying credit instru-
ments. In light of the problems involving AIG, Lehman, Fannie, Freddie, and others,
attention has focused on the systemic risks posed by CDS. The ability of protection
sellers (such as AIG and Lehman) to meet their CDS obligations has raised ques-
tions about the potentially destabilizing effects of the CDS market on other markets.
Also, the deterioration of credit markets generally has increased the likelihood of
CDS payouts, thus prompting protection buyers to seek additional margin from pro-
tection sellers. These margin calls have strained protection sellers’ balance sheets
and may be forcing asset sales that contribute to downward pressure on the cash
securities markets.

In addition to the risks that CDS pose systemically to financial stability, CDS also
present the risk of manipulation. Like all financial instruments, there is the risk
that CDS are used for manipulative purposes, and there is a risk of fraud in the
CDS market.

The SEC has a great interest in the CDS market because of its impact on the
securities markets and the Commission’s responsibility to maintain fair, orderly,
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and efficient securities markets. These markets are directly affected by CDS due to
the interrelationship between the CDS market and the securities that compose the
capital structure of the underlying issuers on which the protection is written. In ad-
dition, we have seen CDS spreads move in tandem with falling stock prices, a cor-
relation that suggests that activities in the OTC CDS market may in fact be spilling
over into the cash securities markets.

OTC market participants generally structure their activities in CDS to comply
with the CFMA’s swap exclusion from the Securities Act and the Exchange Act.
These CDS are “security-based swap agreements” under the CFMA, which means
that the SEC currently has limited authority to enforce anti-fraud prohibitions
under the Federal securities laws, including prohibitions against insider trading. If
CDS were standardized as a result of centralized clearing or exchange trading or
other changes in the market, and no longer subject to individual negotiation, the
“swap exclusion” from the securities laws under the CFMA would be unavailable.

Progress on Establishing a Central Counterparty for CDS

As announced on November 14th, a top priority for The President’s Working
Group on Financial Markets, in which the SEC Chairman is a member, is to oversee
the implementation of central counterparty services for CDS. A central counterparty
(“CCP”) for CDS could be an important step in reducing the counterparty risks in-
herent in the CDS market, and thereby help mitigate potential systemic impacts.

By clearing and settling CDS contracts submitted by participants in the CCP, the
CCP could substitute itself as the purchaser to the CDS seller and the seller to the
CDS buyer. This novation process by a CCP would mean that the two counterparties
to a CDS would no longer be exposed to each others’ credit risk. A single, well-man-
aged, regulated CCP could vastly simplify the containment of the failure of a major
market participant. In addition, the CCP could net positions in similar instruments,
thereby reducing the risk of collateral flows.

Moreover, a CCP could further reduce risk through carefully regulated uniform
margining and other robust risk controls over its exposures to its participants, in-
cluding specific controls on market-wide concentrations that cannot be implemented
effectively when counterparty risk management is uncoordinated. A CCP also could
aid in preventing the failure of a single market participant from destabilizing other
market participants and, ultimately, the broader financial system.

A CCP also could help ensure that eligible trades are cleared and settled in a
timely manner, thereby reducing the operational risks associated with significant
volumes of unconfirmed and failed trades. It may also help to reduce the negative
effects of misinformation and rumors that can occur during high volume periods, for
example when one market participant is rumored to “not be taking the name” or
not trading with another market participant because of concerns about its financial
condition and taking on incremental credit risk exposure to the counterparty. Fi-
nally, a CCP could be a source of records regarding CDS transactions, including the
identity of each party that engaged in one or more CDS transactions. Of course, to
the extent that participation in a CCP is voluntary, its value as a device to prevent
ancé detect manipulation and other fraud and abuse in the CDS market may be lim-
ited.

The Commission staff, together with Federal Reserve and CFTC staff, has been
evaluating proposals to establish CCPs for CDS. SEC staff has participated in on-
site assessments of these CCP proposals, including review of their risk management
systems. The SEC brings to this exercise its experience over more than 30 years of
regulating the clearance and settlement of securities, including derivatives on secu-
rities. The Commission will use this expertise, and its regulatory and supervisory
authorities over any CCPs for CDS that may be established, to strengthen the mar-
ket infrastructure and protect investors.

To facilitate the speedy establishment of one or more CCPs for CDS and to en-
courage market participants to voluntarily submit their CDS trades to the CCP,
Commission staff are preparing conditional exemptions from the requirements of the
securities laws for Commission consideration. SEC staff have been discussing the
potential scope and conditions of these draft exemptions with each prospective CCP
and have been coordinating with relevant U.S. and foreign regulators.

In addition, last Friday, Chairman Cox, on behalf of the SEC, signed a Memo-
randum of Understanding (MOU) with the Federal Reserve Board and the Com-
modity Futures Trading Commission. This MOU establishes a framework for con-
sultation and information sharing on issues related to CCPs for CDS. Cooperation
and coordination under the MOU will enhance each agency’s ability to effectively
carry out its respective regulatory responsibilities, minimize the burden on CCPs,
and reduce duplicative efforts.
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Other Potential Improvements to OTC Derivatives Market

As explained above, the SEC has limited authority over the current OTC CDS
market. The SEC, however, is statutorily prohibited under current law from promul-
gating any rules regarding CDS trading in the over-the-counter market. Thus, the
tools necessary to oversee this market effectively and efficiently do not exist. Chair-
man Cox has urged Congress to repeal this swap exclusion, which specifically pro-
hibits the SEC from regulating the OTC swaps market.

Recordkeeping and Reporting to the SEC

The repeal of this swap exclusion would allow the SEC to promulgate record-keep-
ing requirements and require reporting of CDS trades to the SEC. As I discussed
in my earlier testimony, a mandatory system of record-keeping and reporting of all
CDS trades to the SEC, is essential to guarding against misinformation and fraud.
The information that would result from such a system would not only reduce the
potential for abuse of the market, but would aid the SEC in detection of fraud in
the market quickly and efficiently.

Investigations of over-the-counter CDS transactions have been far more difficult
and time-consuming than those involving cash equities and options. Because these
markets lack a central clearing house and are not exchange traded, audit trail data
is not readily available and must be reconstructed manually. The SEC has used its
anti-fraud authority over security-based swaps, including the CDS market, to ex-
pand its investigation of possible market manipulation involving certain financial
institutions. The expanded investigation required hedge fund managers and other
persons with positions in CDS and other derivative instruments to disclose those po-
sitions to the Commission and provide certain other information under oath. This
expanded investigation is ongoing and should help to reveal the extent to which the
risks I have identified played a role in recent events. Depending on its results, this
investigation may lead to more specific policy recommendations.

However, because of the lack of uniform record-keeping and reporting to the SEC,
the information on security-based CDS transactions gathered from market partici-
pants has been incomplete and inconsistent. Given the interdependency of financial
institutions and financial products, it is crucial for our enforcement efforts that we
have a mechanism for promptly obtaining CDS trading information—who traded,
how much and when—that is complete and accurate.

Recent private sector efforts may help to alleviate some of these concerns. For ex-
ample, Deriv/SERV, an unregulated subsidiary of DTCC, provides automated match-
ing and confirmation services for over-the-counter derivatives trades, including CDS.
Deriv/SERV’s customers include dealers and buy-side firms from more than 30 coun-
tries. According to Deriv/SERV, more than 80% of credit derivatives traded globally
are now confirmed through Deriv/SERV, up from 15% in 2004. Its customer base
includes 25 global dealers and more than 1,100 buy-side firms in 31 countries. While
programs like Deriv/SERV may aid the Commission’s efforts, from an enforcement
perspective, such voluntary programs would not be expected to take the place of
mandatory record-keeping and reporting requirements to the SEC.

In the future, Deriv/SERV and similar services may be a source of reliable infor-
mation about most CDS transactions. However, participation in Deriv/SERV is elec-
tive at present, and the platform does not support some of the most complex credit
derivatives products. Consequently, not all persons that engage in CDS transactions
are members of Deriv/SERV or similar platforms. Greater information on CDS
trades, maintained in consistent form, would be useful to financial supervisors. In
addition to better record-keeping by market participants, ready information on
trades and positions of dealers also would aid the SEC in its enforcement of anti-
fraud and anti-manipulation rules. Finally, because Deriv/SERV is unregulated, the
SEC has no authority to obtain the information stored in this facility for supervision
of risk associated with the OTC CDS market and can only obtain it if given volun-
tarily or by subpoena.

Market Transparency

Market transparency is another improvement to the CDS market that the Com-
mission supports. The development of a CCP could facilitate greater market trans-
parency, including the reporting of prices for CDS, trading volumes, and aggregate
open interest. The availability of pricing information can improve the fairness, effi-
ciency, and competitiveness of markets—all of which enhance investor protection
and facilitate capital formation. The degree of transparency, of course, depends on
participation in the CCP, which currently is not mandatory.
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Exchange Trading

A CCP also could facilitate the exchange trading of CDS because the CDS would
be in standardized form. Exchange trading of credit derivatives could add both pre-
and post-trade transparency to the market that would enhance efficient pricing of
credit derivatives. Exchange trading also could reduce liquidity risk by providing a
centralized market that allows participants to efficiently initiate and close out posi-
tions at the best available prices.

Some of the prospective CCPs for CDS are proposing to offer some type of trading
facility. In addition, we anticipate that other entities may develop trading platforms
for CDS. The SEC believes it is important that the CCPs be open to clearing trades
in eligible CDS from any participant that meets a fair and objective set of access
criteria, including a participant that operates an exchange or other trading facility.

In crafting any regulatory solution, it is important to keep in mind the significant
role CDS play in today’s financial markets, as well as the truly global nature of the
CDS market. Further, the varied nature of market participants in CDS and the
breadth of this market underscore the importance of cooperation among U.S. finan-
cial regulators and supervisors at the Federal and state level, as well as regulators
and supervisors internationally.

Thank you for this opportunity to discuss these important issues. I am happy to
take your questions.

The CHAIRMAN. I thank the gentleman.
Mr. Dinallo, welcome to the Committee.

STATEMENT OF ERIC R. DINALLO, J.D., SUPERINTENDENT,
INSURANCE DEPARTMENT, STATE OF NEW YORK, NEW
YORK, NY

Mr. DINALLO. Thank you, Mr. Chairman, Ranking Member Good-
latte, and Members of the Committee.

I think we can all agree that credit default swaps have played
a major role in the economic meltdown that we are going through
at this time. The market grew to in excess of $60 trillion, which
I am sure some of you have heard is larger than the entire eco-
nomic output of the globe on an annual basis. Indeed, you could
buy probably all of the stock in the world for far less than that
amount. It is surprising that we got to a point where the largest
financial services mechanism in the globe that humankind had
ever invented was essentially unregulated.

I have not said, as the Ranking Member said, which I agree
with, that this was the causation of all that we are going through.
I do think it was, in fact, a catastrophic enabler for what we went
through. Because at the end of the chain of CDOs and other arcana
of our securities industry there was this belief that we had this
backstop of some sort of insurance product, which to a large extent
we really didn’t have.

You often hear CDS referred to as insurance. It is offered as in-
surance in the sense it is a credit default guarantee, but, as you've
said, only about 20 or 30 percent of the market actually performs
that function, the hedge, the valuable hedging instrument.

I agree we need to basically deal with risk on the bond and credit
market. But at least 80 percent grew into what Wall Street calls
a directional bet or a situation where you have absolutely no expo-
sure to the underlying credit event, because you don’t hold the
bonds or you don’t hold the CDO.

I think it is important as you go forward to keep that distinction
in mind. Because as you decide upon the regulatory mechanism
that you want to put in place, at least from an insurance perspec-
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tive, capitalization, solvency, and surplus are usually the earmarks
of making a guarantee against a future outcome.

The essential difference, which I just sort of thought about today,
between investments, which aren’t guaranteed and generally are
not promised, as insurance is, essentially, insurance is a certain
guarantee or promise against an outcome and a payment upon that
event; which is how, to a large extent, CDSs were appropriately
held out and were appropriately necessary. We didn’t have a mech-
anism to short or be negative on the credit market, which is far in
excess of the equity market.

It is sort of interesting that we did stop the shorting of, I think,
800 financial stocks for a long time and all naked shorting, but we
really didn’t do much about a much larger part of the market,
which goes to how we deal with the credit and the bond side.

So, in some way it is the first time in history, sadly, that you
don’t have all the participants lined up against the bankruptcy. In
other words, usually all members of a transaction want to avoid
the worst-case scenario; and they tend to line up and pull on the
same rope against an insolvency. But here you have more people
rooting for insolvency and failures of institutions than you have ac-
tually on the other side. Because there is the 80/20 rule that I de-
scribed where you have more people holding the naked credit de-
fault swaps than what I would call the sartorial credit default
swaps. I think that creates a drama that to a large extent has been
somewhat self-fulfilling.

When you place a bet on a football game, you can’t really actu-
ally have an impact on the outcome of the game. You sit there, and
you may hope one team wins, and you have a bet with your friend
or a bookie. But the credit default swaps actually impact the out-
come of the game. Because, as those rates increase, the rating
agencies and other participants in the market take keen interest
in them and, in fact, cite them for the actions, including rating
down grades. So, there is a real cyclical feedback nature to them
that has to be considered.

From a regulatory point of view, the frustration that some of us
have had is that we have no idea how much CDS was written on
the institutions that we were regulating over—in other words
Ambak, MBIA, AIG. When you think about what you are going to
do with those institutions, whether you are going to let them go
into insolvency or not, we still don’t know how much credit default
swaps were written on them as a reference instrument. We know
how much they had written, how much AIG had written but not
how much was written on them as a target.

So, a lot of this is why we went to the position that we went in
September where we announced we are going to regulate part of
the market, that insurance part of the market, that sartorial part
as insurance product. As we said on January 1st, because it had
all the hallmarks of insurance and fit our history, we are going to
start to regulate that.

But I want to tell you, I want to sort of announce today I think
it is very important that everyone should know that, because of the
great progress that has been made—it was our hope that we would
both make sure there was solvency behind the insurance type
transactions and cause a robust debate about this—and because of
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the great progress that has been made on the Federal side, the for-
mation of it looks like at least two solutions and the MOU. I am
here to tell you that at least for now we are suspending that Janu-
ary 1lst date because we don’t want a segmented market. We have
always wanted a holistic solution, and it looks like we are headed
towards a holistic outcome. So I am happy about that.

I would urge, again, to have five indicia behind that solution;
and I will conclude that we are suspending it because it looks like
we are heading towards a solution that will have, I hope, these five
clear margin rules: some sort of guaranty fund or ultimate solvency
behind these commitments, rules of event determination that ev-
eryone agrees on so there is no dispute when there has been a de-
fault or insolvency, rules of dispute resolution so everyone agrees
how to resolve disputes about that topic, and, finally, although this
one is somewhat controversial, some kind of central counterparty
or some kind of central counterparty enumeration of exactly who
has how much risk in this market so one can decide whether some-
one is overburdened or dangerously exposed.

The Department and I think those five indicia are essential, but
it looks like the solutions that we’re talking about are going to em-
body something remarkably like that. Progress is such that we
think it is worth waiting for a whole solution, because we never
purported to be able to offer that.

Thank you very much.

[The prepared statement of Mr. Dinallo follows:]

PREPARED STATEMENT OF ERIC R. DINALLO, J.D., SUPERINTENDENT, INSURANCE
DEPARTMENT, STATE OF NEW YORK, NEW YORK, NY

I would like to thank Chairman Collin C. Peterson, Ranking Member Bob Good-
latte and the Members of the House Agriculture Committee for inviting me to testify
today at this hearing to review the role of credit derivatives in the U.S. economy.

My name is Eric Dinallo and I am Insurance Superintendent for New York State.

What I would like to discuss with you today is one particular kind of derivative—
credit default swaps—which have played a major role in the financial problems we
now face.

Let me first establish why the insurance regulator for New York is a relevant au-
thority on credit default swaps. I will expand on theses issues at greater length, but
to provide a context, I will start with a brief summary.

As credit default swaps were developed, there was a question about whether or
not they were insurance. Since initially they were used by owners of bonds to seek
protection or insurance in the case of a default by the issuer of the bonds, this was
a reasonable question. In 2000, under a prior Administration, the New York Insur-
ance Department was asked to determine if swaps were insurance and said no. That
is a decision we have since revisited and reversed as incomplete. I will provide more
detail on these important decisions shortly.

In addition, since I took office in January 2007, the impact of credit default swaps
has been one of the major issues we have had to confront. First, we tackled the
problems of the financial guaranty companies, also known as bond insurers. Credit
default swaps were a major factor in their problems. More recently, we have been
involved in the rescue of AIG. Again, credit default swaps were the biggest source
of that company’s problems.

Through these experiences, we have needed to carefully study the history and
issues surrounding credit default swaps. And we have learned the hard way their
impact on markets and companies.

I am honored to have this opportunity to share with you what we have learned
from this hard won experience.

First, let’s discuss what a credit default swap is and the different kinds of credit
default swaps. A credit default swap is a contract under which the seller, for a fee,
agrees to make a payment to the protection buyer in the event that the referenced
security, usually some kind of bond, experiences any number of various “credit
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events”, such as bankruptcy, default, or reorganization. If something goes wrong
with the referenced entity, the protection buyer can put the bond to the protection
seller and be made whole. Or a net payment can be made by the seller to the buyer.

Originally, credit default swaps were used to transfer and thus reduce risk for the
owners of bonds. If you owned a bond in company X and were concerned that the
company might default, you bought the swap to protect yourself. The swaps could
also be used by banks who loaned money to a company. This type of swap is still
used for hedging purposes.

Over time, however, swaps came to be used not to reduce risk, but to assume it.
Institutions that did not own the obligation bought and sold credit default swaps
to place what Wall Street calls a directional bet on a company’s credit worthiness.
Swaps bought by speculators are sometimes known as “naked credit default swaps”
because the swap purchasers do not own the underlying obligation. The protection
becomes more valuable as the company becomes less creditworthy. This is similar
to naked shorting of stocks.

I have argued that these naked credit default swaps should not be called swaps
because there is no transfer or swap of risk. Instead, risk is created by the trans-
action. For example, you have no risk on the outcome of the third race until you
place a bet on horse number five to win.

We believe that the first type of swap, let’s call it the covered swap, is insurance.
The essence of an insurance contract is that the buyer has to have a material inter-
est in the asset or obligation that is the subject of the contract. That means the
buyer owns property or a security and can suffer a loss from damage to or the loss
of value of that property. With insurance, the buyer only has a claim after actually
suffering a loss.

With the covered swaps, if the issuer of a bond defaults, then the owner of the
bond has suffered a loss and the swap provides some recovery for that loss. The sec-
ond type of swap contains none of these features.

Because the credit default swap market is not regulated, we do not have valid
data on the number of swaps outstanding and how many are naked. Estimates of
the market were as high as $62 trillion. By comparison, there is only about $6 tril-
lion in corporate debt outstanding, $7.5 trillion in mortgage-backed debt and $2.5
trillion in asset-backed debt. That’s a total of about $16 trillion in debt private sec-
tor debt.

Now, I think it would be useful to go into some of the history.

Betting or speculating on movements in securities or commodities prices without
actually owning the referenced security or commodity is nothing new. As early as
1829, “stock jobbing”, an early version of short selling, was outlawed in New York.
The Stock Jobbing Act was ultimately repealed in 1858 because it was overly broad
and captured legitimate forms of speculation. However, the issue of whether to allow
bets on security and commodity prices outside of organized exchanges continued to
be an issue.

“Bucket shops” arose in the late nineteenth century. Customers “bought” securi-
ties or commodities on these unauthorized exchanges, but in reality the bucket shop
was simply booking the customer’s order without executing on an exchange. In fact,
they were simply throwing the trade ticket in the bucket, which is where the name
comes from, and tearing it up when an opposite trade came in. The bucket shop
would agree to take the other side of the customer’s “bet” on the performance of the
security or commodity. Bucket shops sometimes survived for a time by balancing
their books, but were wiped out by extreme bull or bear markets. When their books
failed, the bucketeers simply closed up shop and left town, leaving the “investors”
holding worthless tickets.

The Bank Panic of 1907 is famous for J.P. Morgan, the leading banker of the
time, calling all the other bankers to a meeting and keeping them there until they
agreed to form a consortium of bankers to create an emergency backstop for the
banking system. At the time there was no Federal Reserve. But a more lasting re-
sult was passage of New York’s anti-bucket shop law in 1909. The law, General
Business Law Section 351, made it a felony to operate or be connected with a bucket
shop or “fake exchange.” Because of the specificity and severity of the much-antici-
pated legislation virtually all bucket shops shut down before the law came into ef-
fect, and little enforcement was necessary. Other states passed similar laws.

Section 351 prohibits the making or offering of a purchase or sale of security, com-
modity, debt, property, options, bonds, etc. without intending a bona fide purchase
or sale of the security, commodity, debt, property, options, bonds, etc. If you think
that sounds exactly like a naked credit default swap, you are right. What this tells
us is that back in 1909, 100 years ago, people understood the risks and potential
instability that comes from betting on securities prices and outlawed it.
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With the growth of various kinds of derivatives in the late 20th Century, there
was legal uncertainty as to whether certain derivatives, including credit default
swaps, violated state bucket shop and gambling laws.

The Commodity Futures Modernization Act of 2000 (“CFMA”), signed by Presi-
dent Clinton on December 21, 2000, created a “safe harbor” by (1) preempting state
and local gaming and bucket shop laws except for general anti-fraud provisions, and
(2) exempting certain derivative transaction on commodities and swap agreements,
including credit default swaps, from CFTC regulation.

CFMA also amended the Securities and Exchange Acts of 1933 and 1934 to make
it clear that the definition of “security” does not include certain swap agreements,
including credit default swaps, and that the SEC is prohibited from regulating those
swap agreements, except for its anti-fraud enforcement authority.

So by ruling that credit default swaps were not subject to state laws or SEC regu-
lation, the way was cleared for the growth of the market. But there was one other
issue. If the swaps were considered insurance, then they would be regulated by
state insurance departments. The capital and underwriting limits in insurance regu-
lation would threaten the rapid growth in the market for these derivatives.

So at the same time, in 2000, the New York Insurance Department was asked
a very carefully crafted question. “Does a credit default swap transaction, wherein
the seller will make payment to the buyer upon the happening of a negative credit
event and such payment is not dependent upon the buyer having suffered a loss,
constitute a contract of insurance under the insurance law?”

Clearly, the question was framed to ask only about naked credit default swaps.
Under the facts we were given, the swap was not insurance, because the buyer had
no material interest and the filing of claim does not require a loss. But the entities
involved were careful not to ask about covered credit default swaps. Nonetheless,
the market took the Department’s opinion on a subset of credit default swaps as
a ruling on all swaps.

In sum, in 2000 as a society we chose not to regulate credit default swaps.

Why did that matter? As we have seen, the financial system has been placed in
peril because there was no comprehensive management of counterparty risk. Deals
were made privately between two parties. These bilateral arrangements mean that
there are no standards for the solvency of counterparties. The buyer does not know
how much risk the seller is taking on. And there are no requirements for the seller
to hold reserves or capital against the risks it is taking on by selling swaps.

None of this was a problem as long as the value of everything was going up and
defaults were rare. But the problem with this sort of unregulated protection scheme
is that when everyone needs to be paid at once, the market is not strong enough
to provide the protection everyone suddenly needs.

Unlike insurance, credit default swaps are marked-to-market. That means, the
value of the swap reflects the current market value, which can swing sharply and
suddenly. Value changes require the sellers to post collateral. Sudden and sharp
changes in the credit rating 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
and increasing amounts of collateral. That capital strain can produce sudden liquid-
ity problems for sellers. The seller may own enough assets to provide collateral, but
the assets may not be liquid and thus not immediately accessible. When many sell-
ers are forced to sell assets, the price of those assets falls and sellers are faced with
taking large losses just to meet collateral requirements. As the prices of the assets
are driven down by forced sales, mark-to-market losses increase and the collateral
posting cycle continues. Meanwhile, the underlying assets may continue to perform,;
paying interest and principal in full.

The above is a substantial part of the problem at AIG. A ratings downgrade on
September 15 produced immediate collateral calls. The company did not have suffi-
cient liquid assets.

In addition, chains of counterparty exposures mean that if one counterparty fails,
others with exposure to that counterparty may also fail, setting off a chain reaction.
Many financial institutions bought protection from AIG, and there was great uncer-
tainty as to whether all of these institutions could survive AIG’s failure.

Was the AIG rescue necessary? I believe it was. Thanks to the protective moat
created by state regulation, AIG’s insurance operations were insulated from the
problems in other AIG subsidiaries and are solid, profitable companies. Many of
AIG’s companies are leaders in their markets. They have substantial value. But that
value could not be realized over a weekend. The rescue will provide time for an or-
derly restructuring of AIG’s operations. It is possible that AIG will survive, as a
smaller but much stronger insurance-focused enterprise. At least some of its oper-
ations will be sold.
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Some argue that the company should have been filed for bankruptcy, as Lehman
did. AIG is a “systemically important company.” It has business relations with just
about every major bank in the world. At a time when the financial system and in
particular the credit markets are already deeply troubled, the risks of allowing AIG
to file for bankruptcy were, in my opinion, just too great. The New York Federal
Reserve Bank and the Treasury appear to share that view.

On September 22, we announced that New York State would, beginning in Janu-
ary, regulate the insurance part of the credit default swap market which has to date
b:laen unregulated—the part which the Insurance Department has jurisdiction to reg-
ulate.

That announcement played an important role in spurring national discussion
about a comprehensive regulatory structure for the CDS market. The result has
been exactly what was envisioned—a broad debate and discussion about the best
way to bring controls and oversight to this huge and important market and concrete
progress toward a centralized risk management, trading and clearing system. After
our announcement, SEC Chairman Cox asked for the power to regulate the credit
default swap market. The New York Federal Reserve began a series of meetings
with the dealer community to discuss how to proceed.

We believe that there are appropriate uses for credit default swaps. We acknowl-
edge that some amount of speculation can provide useful information and market
liquidity. We also recognize that the best route to a healthy market in credit default
swaps 1s not to divide it up among regulators. It would not be effective or efficient
for New York to regulate some transactions under the insurance law, while other
transactions are either not regulated or regulated under some other law. The best
outcome is a holistic solution for the entire credit default swap market.

Last Friday the Presidents Working Group, which the New York Insurance De-
partment has advised on insurance-related matters, announced a Memorandum of
Understanding among the Federal Reserve, the SEC and CFTC to cooperatively im-
plement a central counterparty plan for CDS transactions. While these plans have
not been finalized, we are hopeful that this will be the first step toward comprehen-
sive Federal oversight.

The New York Federal Reserve Bank and the New York Banking Department are
working with one of the proposed central counterparties to establish a New York
trust company to serve as a clearing house for credit default swaps. Processing this
application is a top priority of the Superintendent of Banks and the Banking De-
partment.

Effective regulation of credit default swaps should include the following provi-
sions:

o All sellers must maintain adequate capital and post sufficient trading margins
to minimize counterparty risk.

e A guaranty fund should be created that ensures that a failure of one seller will
not create a cascade of failures in the market.

e There must be clear and inclusive dispute resolution mechanisms.

e To ensure transparency and permit monitoring, comprehensive market data
should be collected and made available to regulatory authorities.

e The market must have comprehensive regulatory oversight, and regulation can-
not be voluntary.

Based on the developments reported on by the President’s Working Group, it is
clear they are committed to comprehensive and effective Federal oversight of credit
default swaps. My conversations with your Members and the Members of the Senate
have also persuaded me that Congress is committed to producing a complementary
legislative framework. As this process unfolds during the next Congress, my office
will be actively following and assisting the Federal Government’s efforts. Accord-
ingly, New York will delay indefinitely our plan to regulate part of this market.

We understand that the market for credit default swaps is large and complex and
it will take time to complete a holistic solution. But while we support these begin-
ning efforts, we also recognize that they do not yet constitute a completely trans-
parent and fully regulated market. We urge the industry, Federal agencies and Con-
gress to continue working until that essential goal is reached. At that point, we will
be prepared to consider any necessary changes in state law to prevent problems that
might arise from the fact that some swaps are insurance.

The unregulated marketplace in credit derivatives was a central cause of a near
systemic collapse of our financial system. Credit default swaps played a major role
in the financial problems at AIG, Bear Stearns, Lehman and the bond insurance
companies. A major cause of our current financial crisis is not the effectiveness of
current regulation, but what we chose not to regulate. This lack of regulation has
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been devastating for thousands of New Yorkers and every taxpayer in the United
States. We must see that this does not happen again.

New York stands ready to work expeditiously with all concerned to find a work-
able solution to the problem of how to regulate credit default swaps.

Thank you and I would be happy to answer any questions.

The CHAIRMAN. I thank the gentleman.

I have a lot of questions and I think a lot of Members do.

What I am trying to understand is why this thing is bogged down
here. Apparently, the SEC is requiring that in order to give their
go-ahead we have to accede to the fact that these things are securi-
ties or something; or you are going to reserve the right or some-
thing. Could you clarify?

I had a discussion with your boss, Mr. Cox, a month ago. He in-
dicated they were going to try to move. I keep being told that this
is going to get done, and it keeps dragging out. So how soon is this
going to get resolved that the SEC is going to agree in a way that
these things can move ahead as soon as possible?

At the G20 summit last weekend, the only thing of any substance
that came out of there that everybody agreed on was that we need-
ed to get this clearing in place as soon as possible. That seemed
like everybody agreed to that, but it is not happening.

Now this Committee is going to Europe a week from Sunday, and
we are going to meet with the London people, and we are going to
meet with the people in Germany. So we are going to talk to the
other two who are potentially involved in this. But I have become
convinced that this needs to get done as soon as possible. So what
is holding this up, and how soon is this going to get done?

Mr. Sirri.

Mr. SIRRrIL. Thank you for the question.

I think each of the regulators are committed to getting this done
as soon as possible. We are working constructively together. We are
working with the applicants. Right now, we are at a stage where
we are processing their applications. They come to us with exemp-
tive applications, in the case of the SEC.

Our Chairman, Chairman Cox, has been very clear with the staff
that he wants to be sure we are not standing in the way of expedi-
tious process to get these going. We have internal schedules we are
trying to work through to get these done. As far as I know, those
schedules are proceeding apace. I think we expect to be finished
with this work in mid-December.

The CHAIRMAN. Okay.

Why is it that the SEC thinks that once you put these swaps on
a regulated clearing situation that that turns them into a security?
Am I wrong about that?

This seems to be the bone of contention, that somehow or an-
other it turns them into a security and, therefore, the SEC is going
to get involved in regulating areas that they never have before.
What is that all about?

Mr. SIRRI. It is interesting. With regard to over-the-counter in-
struments, the SEC over-the-counter securities-based swaps, the
SEC is the only agency that has authority in that market.

The CHAIRMAN. That is only manipulation and fraud.

Mr. SIRRI. Anti-fraud and anti-manipulation

The CHAIRMAN. That is not what the issue is, in my opinion,
frankly.
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Mr. SIRrI. No, that is exactly right. The reason why we don’t
have any broader authority there is because the CFMA specifies
that, as long as the swap is subject to individual negotiation, we
don’t have authority. So the key phrase is whether or not it is sub-
ject to individual negotiation.

When a swap is brought onto a central counterparty or onto an
exchange, it is no longer subject to individual negotiation as far as
its material terms, anymore than a share of equity of IBM is sub-
ject to individual negotiation on the New York Stock Exchange.
Once that is true, then that exclusion no longer applies and our au-
thority kicks in.

Now, that said, it is very clear that we want to offer exemptions,
exemptions from clearing agency registration, exemptions from ex-
change registration, from broker/dealer registration and such to ex-
peditiously get these central counterparties up and running. We
think it is important for systemic and other risk-management pur-
poses to get going, and we intend to offer those exemptions quickly.

The CHAIRMAN. If that is the case, then wouldn’t the thousands
of energy over-the-counter swaps that are being cleared by ICE and
NYMEX as we speak become future contracts by that reasoning?

Mr. SIRrRI. In this country, we do not have the central
counterparty for clearing over-the-counter derivatives yet. This
would be our first set of organized counterparties.

The CHAIRMAN. We will get into this more.

The other thing I want to understand, Mr. Parkinson, where this
deal came from, ICE, how they came to decide that they were going
to become a bank, apparently, so they could get under your regula-
tion and what that is all about.

I may be paranoid, but is that what is going on here? Are they
trying to become a bank so that they can have access to the $700
billion, or are they just trying to not be regulated by the CFTC?
Did they come to you and ask for this, or did you go to them? How
did this all transpire? Do you know?

Mr. PARKINSON. Yes. I will start by saying, since they made this
decision in advance of Congress passing the TARP legislation, I
don’t think it had anything to do with that. The background here
is that particular effort has changed its structure when Clearing
Corp was acquired by ICE, but when it was first begun it was
through this Clearing Corp vehicle; and Clearing Corp substan-
tially is owned by a number of the major OTC derivatives dealers.
Those dealers today are all organized as banks. So they have a long
experience, number one, dealing with the Federal Reserve as a su-
pervisor.

The CHAIRMAN. Well, they weren’t all organized as banks, right?
Didn’t some of them become banks after

Mr. PARKINSON. Yes, yes. Some of them were investment banks
prior to recent events.

The CHAIRMAN. They didn’t have a history.

Mr. PARKINSON. I think, nonetheless, they had a history of rela-
tionship with the Fed.

In particular, the other thing is that since 2005, our New York
Reserve Bank has been leading this effort of domestic and inter-
national supervisors of the dealers working together with the deal-
ers and with buy-side participants to strengthen the infrastructure
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of the CDS markets. That goes back to 2005. So they had a history
of working with us in that area.

Finally, as Ananda indicated, the Commodity Futures Mod-
ernization Act tried to facilitate clearing. It required the regulation
of clearing, but it allowed them to decide how they would be orga-
nized and effectively who would regulate them, with the choices
being the CFTC, SEC or a banking regulator. So there were statu-
tory provisions out there that facilitated their making that choice
and gave them the option.

The CHAIRMAN. Have you ever done this within the Fed? Is there
any clearing mechanism like this that you have ever done in the
Fed?

Mr. PARKINSON. We have never been the primary regulator of a
central counterparty clearing service. However, I think we have a
wealth of related experience. I would cite four things.

First, as I noted, today, all of the major dealers are organizers,
banks subject to our supervisor and a

The CHAIRMAN. These are the same dealers that had this back-
room operation that is 2 years behind the times and all screwed up.
I don’t have a lot of confidence in them, frankly.

So, you don’t even have a statute to base this on, do you? What
are you going to use as the regulation or the base for what you are
going to do? You are going to, supposedly, use these international
standards which are a guideline so these guys can keep doing what
they have been doing? That is what it looks like to me, that they
want to keep doing what they have been doing. They don’t want
to change, so they want to set up something where they can write
their own rules. Frankly, I am not going to go along with that, at
least for this Member. I don’t trust them as far as I can throw
them.

Mr. PARKINSON. Well, they are not going to be allowed to write
their own rules. They will have to conform to both international
standards you mentioned.

The CHAIRMAN. Is that in the statute? How do we know that that
is going to be done?

Mr. PARKINSON. If they want to organize as a bank and become
a member of the Federal Reserve system, they have to file an appli-
cation with the Federal Reserve. We are not obligated to accept
that application. We will accept that application only if, after dis-
cussing with the SEC and the CFTC their proposal in evaluating
against those standards and other applicable standards, we think
it has been designed and will be operated in a manner that is safe
and sound and generally reduces system risk. So they will have to
conform to those standards, or they will not be able to avail them-
selves of the organizational option.

The CHAIRMAN. How do we know? What control do we have as
Members of Congress? There is not a statute there that we have
written. We are basically taking your word that you are following
some kind of a standard. That is my concern. Are you going to
come to Congress and ask that this be put in the statute and there
be clear regulation like we have with the CFTC, or are you going
to do this however you decide to do it in the Fed?
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Mr. PARKINSON. I think we think we have adequate authority to
discharge this responsibility and make sure that they do meet the
high standards we are going to set.

But I think Chairman Bernanke, in talking about regulatory re-
structuring, there has really been only one thing where we have
been clear about a need for new authority; and that is we would
like more formal powers to conduct the operations we are already
conducting as overseer of the payment system, and as overseer and
regulator of a variety of clearing and settlement systems, including
this idea of organizing as a limited purpose trust company is not
at all novel. The depository trust company, which the major reposi-
tory and settlement system for equities and corporate debt in the
United States, is organized in the same way; and there we have
been coordinating and cooperating with the SEC in oversight of
that since it was formed, I believe, in 1970.

The CHAIRMAN. Well, I have gone way over my time, but I need
to know a lot more about this, and I am concerned why we are get-
ting another entity that has no experience into this.

Ananda, you look like you want to say something, or are you just
paying attention?

Mr. RADHAKRISHNAN. Just paying attention. Thank you, sir.

The CHAIRMAN. The gentleman from Virginia, Mr. Goodlatte.

Mr. GOODLATTE. Well, thank you, Mr. Chairman.

I am going to get Mr. Radhakrishnan involved here. Because
what I am hearing so far—and I want to follow up on the Chair-
man’s questions—are a lot of legalistic arguments about something
that there is growing consensus that we need to do, that we don’t
have transparency, we don’t have easy ways to value these complex
transactions. And yet, instead of figuring out the most logical way
to move forward and create that transparency to create a clearing-
house mechanism, we are having a jurisdictional fight amongst bu-
reaucracies.

So let me ask each one of the bureaucracies to tell us what your
organization’s experience is in overseeing central counterparties for
derivatives transactions. Please provide some details as to how you
would design an effective credit default swap oversight program.

Mr. Radhakrishnan, we will start with you.

Mr. RADHAKRISHNAN. Thank you, sir.

As this Committee is aware, the CFTC has some 33 years of ex-
perience in overseeing clearinghouses for exchanges since the in-
ception of the CFTC.

Mr. GOODLATTE. And how long ago was that?

Mr. RADHAKRISHNAN. The CFTC was formed in 1975. Until 2000,
my understanding is that the oversight of clearinghouses was part
and parcel of the oversight of exchanges because the Commodity
Exchange Act did not have specific provisions for the oversight of
a clearinghouse. However, that changed in 2000 when Congress
passed the CFMA and specifically provided for 14 core principles
for derivatives clearing organizations, or DCOs, or clearinghouses;
and the Commission has promulgated regulations to amplify those
statutory provisions. So

Mr. GOODLATTE. In other words, you are close to being ready to
go, if you got consensus on being able it to do this?
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Mr. RADHAKRISHNAN. Yes, sir. Because we believe we have the
statutory scheme and we have the experience to regulate the Chi-
cago Mercantile Exchange as the CCP for credit default swaps.

Mr. GOODLATTE. Let me ask, Mr. Parkinson, what your organiza-
tion’s experience is in overseeing central counterparties for deriva-
tive transactions.

Mr. PARKINSON. Well, as I already stated, we have no experience
as primary regulator of the CCP, but we have a wealth of related
experience in term of oversight of the major dealer counterparties
and the credit derivatives markets in terms of oversight of payment
systems, because payment systems are integral to any clearance in-
solvent system, including a CCP.

In the oversight and security settlement system, as I mentioned
a moment ago, the depository trust company, a key part of the in-
frastructure, is organized as a member bank. In that context, be-
cause the National Securities Clearing Corporation is so inter-
twined with DTCC, we have worked with the SEC who is the pri-
mary regulator of the National Securities Clearing Corporation in
looking at the operations of that CCP.

Finally, I would say we played a very leading role in the develop-
ment of the international standards in this area, the recommenda-
tions for central counterparties that central banks and securities
and commodities regulators jointly developed back in 2004, and I
think we are ready to go.

In terms of the question that has been raised several times, why
hasn’t this happened already, we are all being very careful evalu-
ating these proposals against existing standards because we want
to make sure they are designed and operating prudently before al-
lowing them to go into operation. But as soon as we are convinced
that they are so designed and operated, we will give them approval
to begin operations.

Mr. GOODLATTE. Do you have a written, detailed plan, as the
CFTC has, on how you would move forward? Is this something that
is immediately implementable?

Mr. PARKINSON. I think it is implementable as soon as the three
authorities at the table have reached agreement that the design of
the proposal to organize it as a member bank meets applicable
standards.

Mr. GOODLATTE. Mr. Sirri.

Mr. SirrI. The SEC has a comprehensive statutory authority to
regulate clearing and settlement for securities. So, on the securities
side, with respect to cash instruments, as Pat said, DTCC is a cus-
todian, NSCC is a central counterparty there, we are the primary
regulator. On the derivatives side, as you asked, we regulate the
options clearing corporation which serves as a central counterparty
for a number of listed options exchanges. So we have been doing
this since 1975, regulating central counterparties clearing and set-
tlement for both derivatives that are struck on securities as well
as those securities themselves.

Mr. GOODLATTE. Mr. Dinallo, shed some light on this dispute.
How would you proceed from here? If you were Chairman of the
panel of the three entities that are seated next to you and you had
to find a way to move forward, what would you do?
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Mr. DINALLO. I think there is nothing inherently wrong with per-
mitting two solutions, actually, to arise and letting market partici-
pants begin to engage in sort of a decision process around that, as
long as it has the indicia that I ticked off. I think that there is
some benefit to that, and I think this may in fact be the better way
to go than having to decide on either.

There is the case that you will inevitably have a situation where
the banks—which have had their issues, to be sure, as the Chair-
man pointed out—will end up becoming the counterparty to almost
all of the CDSs. There has to be a way to put upon them the proper
capital requirements to have you be certain, as Members of Con-
gress, that the right money, so to speak, is set aside against those
commitments.

The Fed is going to become, essentially, the regulator for all of
those; and that is a participation that one should not underesti-
mate in making sure that we don’t have a systemic risk in this par-
ticular market again. But I will concede that the history as to this
kind of a futures type market is clearly with the experience of the
CFTC just on the historical record. But, the new kind of regulatory
regime you see coming and the fact that every investment bank has
become a Fed supervised entity creates a tension that you may not
want to break quite yet as you see how it works out.

Mr. GOODLATTE. In other words, instead of breaking the tie
amongst the three, we could break the log jamb by taking action
to enable one or more of them to move forward and then let the
marketplace determine what would happen.

Mr. DiNALLO. Well, I think the market is so avid to get this
right; and one reason why New York is stepping back from this,
at least for now, is to help, not have additional, although I thought
well-intended and helpful complication but also a helpful insti-
gator. I think that speed counts and if the CFTC can be first in
class, because it is first, there is a merit there, and then you will
see other participants try to compete with that.

Mr. GOODLATTE. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Pennsylvania, Mr. Holden.

Mr. HOLDEN. Thank you, Mr. Chairman.

Mr. Sirri, you stated that the review process will be completed
in mid-December?

Mr. SIRRI. Those are our goals, yes.

Mr. HOLDEN. Operations, I assume, would be able to take effect
shortly thereafter?

Mr. SiRRI. [Nonverbal response.]

Mr. HOLDEN. Will this clearinghouse be required to meet certain
standards and be prepared to continue operating during the
stresses related to natural or man-made disaster? Who will decide
how much margin should be reserved for these products and at
what level the margin should be set? Can you describe the guaran-
teed fund process and how much will be held in this fund?

Mr. SIRRI. Sure. There are multiple parts to your question. Let
me answer each one.

The first point you raised, I think, was natural disasters, some-
thing we would group generally in the issue of business continuity.



113

Business continuity, the ability to withstand various kinds of
shocks from natural disasters, power outages, retention of data, all
sorts of things, are a standard part of robustness and planning that
go through oversight of a central counterpart or a clearing process.
I think all three of these agencies working together understand
how important that is.

So as we speak today, we are working with the various appli-
cants who have come to us to ask for the ability to operate a cen-
tral counterparty for a number of risk management issues. You
have raised an operational risk management issue, and that is one
of the ones that we are dealing with.

The second portion of your question related to margin and to the
size of the central counterparty. Our subjects have active discus-
sion. All three agencies sent staff to Chicago to meet with the
counterparties. We went in and examined them. We looked at the
financial, the risk models. Reports have come back.

We are working now to establish just those kind of parameters
you are talking about: What are the appropriate levels of margin?
What are the appropriate sizes for the clearing fund? Those two
quantities interact, depending on the risk management, depending
on fthehmargin; and that will affect the size of the clearing fund and
so forth.

I don’t have firm answers for those, because those are actively
the things that we are discussing. Those are core to the point of
this question. Because central counterparties’ purpose, or one of
their primary purposes for us, is to reduce systemic risk. So getting
business continuity right and financial risk management right is
right at the heart of what we are after.

Mr. HOLDEN. Mr. Radhakrishnan, Mr. Parkinson, do you want to
add anything to that?

Mr. RADHAKRISHNAN. I would agree with Mr. Sirri.

In the core principles that we have, we do have specific core prin-
ciples to take care of system safeguard issues. We do have a core
principle that looks at financial resources. We do have a core prin-
ciple that requires clearinghouses to have risk management sys-
tems to adequately manage the risk they are taking.

The CFTC’s approach has always been to review the proposal
that a clearinghouse has to set margin and to create the guaranty
fund. In other words, we don’t have a prescriptive regime, and we
believe that is what Congress intended when they passed the
CFMA, and it has worked well so far. So our job is to look at the
proposal that a clearinghouse would have to set the margin and
then determine whether it is reasonable. In the case of this par-
ticular initiative, we are requiring each of the participants to get
a validation of their margining model.

As far as the guaranty fund is concerned, usually in the futures’
world a guaranty fund is a function of the amount of risk, so the
more risks the clearinghouse takes the larger the guaranty fund
will be, and that makes sense as well.

Mr. HOLDEN. Mr. Parkinson.

Mr. PARKINSON. Thanks.

I agree with everything that has been said by Erik and Ananda;
and I would just note that those standards we apply, the rec-
ommendations for central counterparty, address both the business
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continuity issues, the margin issues, and the issues relating to the
size of the guaranty fund.

Mr. HOLDEN. Mr. Parkinson’s testimony states that the Presi-
dent’s Working Group is calling for a record of all credit default
swaps that are not cleared to be retained in the Depository Trust
and Clearing Corporation Trade Information Warehouse. Should
there be a mandatory reporting requirement for CDS and/or over-
the-counter derivatives that market participants might elect not to
clear? Is there any danger of such a disclosure requirement driving
transactions to a less transparent shore?

Mr. PARKINSON. I think what we called for will not all nec-
essarily be in the Depository Trust and Clearing Corporation’s re-
pository, but, in general, for all the OTC derivatives markets, not
just the CDS markets, that OTC trades be reported in trade reposi-
tory and that regulators have access to the information in those re-
positories.

Mr. HOLDEN. Anyone else care to comment at all?

Mr. DINALLO. I would only comment that I think, after what we
have gone through, regulators and Congress should not be shy
about demanding some sort of accountability around these instru-
ments, and that there is not a tremendous amount of off-exchange
activity here. There are certain bespoke transactions that might be
so complicated that they would be off-exchange, but those could re-
ceive no action, so to speak, moments in safe harbors. But I think
it is no longer the right way to go to be afraid of offshore activity
when we just went through what we did largely through the deci-
sion of what we chose not to regulate.

Mr. HOLDEN. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Texas, Mr. Neugebauer.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

You said you are very close to having everything in place to pro-
viding and overseeing a central clearinghouse. I think you men-
tioned CME was close to that; is that correct?

Mr. RADHAKRISHNAN. That is correct, sir.

As my colleagues have pointed out, a joint team has been looking
at the proposal of ICE as well as the CME. Once the team comes
to the conclusion that both organizations are ready to go, then as
far as we are concerned the CME can offer these services; and we
will be ready to regulate.

Mr. NEUGEBAUER. So you are waiting for the Federal Reserve
and the SEC to sign off on that because of this agreement that you
entered into; is that correct?

Mr. RADHAKRISHNAN. I wouldn’t call it a “sign-off process,” sir.
To me, that would be ceding the jurisdiction of the CFTC to an-
other, which I suspect Congress will not like. We are collaborating
on this, and I think we all have a joint interest in making sure that
the bodies that are ultimately to provide the service have in fact,
what I would call, passed muster.

Mr. RADHAKRISHNAN. So it is more of a collaborative process to
review the proposals, but once we all agree that they have re-
viewed the proposals, then, as the regulator of the CME, it would
be up to us to tell the CME that they can go ahead and provide
the service.
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Mr. NEUGEBAUER. Do you do this on any other kinds of securities
or financial instruments?

Mr. RADHAKRISHNAN. Normally, we do not. Normally, under the
statute, the CME has the right to self-certify that it is going to
clear a particular product; and they have exercised that many
times. But I guess, given the unique nature of this venture, and
given the importance that it has for the economy, and given the
fact that nobody has provided the service yet, the CME believes
that it is also in its interest to make sure that all of the Federal
regulators who are interested in this subject agree that they can
go ahead and offer their service.

Mr. NEUGEBAUER. Maybe I did not understand, but I am still try-
ing to figure out who is going to be in control here or who is the
primary regulator. Or are we going to submit, to check these secu-
rities, to multiple regulatory authorities? How has that been
worked out?

Mr. RADHAKRISHNAN. In my view, sir, the only regulator for the
CME is the CFTC, because the CME has chosen to offer its service
in its capacity as a derivatives clearing organization.

Mr. NEUGEBAUER. So, if you are the primary regulator, why are
you getting a sign-off from these other entities if they are not going
to have jurisdictional

Mr. RADHAKRISHNAN. I think what we have decided to do, be-
cause of the critical nature of this venture, we have decided that
it does make sense to cooperate with our fellow regulators. Also, we
might learn something from them, and I think we have learned a
lot of things from our discussions. So I would look upon this as a
collaborative venture and not as a situation where we have basi-
cally ceded our authority to the other regulators that are rep-
resented at this table.

Mr. NEUGEBAUER. Mr. Parkinson, it has been mentioned that the
Federal Reserve Bank of New York might be a clearinghouse as
well, for these transactions.

Mr. PARKINSON. No. I think what you are referring to is, again,
the ICE proposal. They proposed to get a charter from New York
State as a limited purpose trust company, which is a kind of bank,
and then apply to be a member of the Federal Reserve system, spe-
cifically of the Federal Reserve Bank of New York. So that is where
the Federal Reserve Bank of New York comes in.

Mr. NEUGEBAUER. So they would be under your jurisdiction?

Mr. PARKINSON. Yes. Yes.

Just to sort of answer the question you gave to Ananda, again,
we are the ones that decide whether it is appropriate to grant that
bank membership in the Federal Reserve System; and also New
York State plays an important role because they have to decide
whether to give it a charter. But we are evaluating these proposals
jointly and collaboratively, and I think we would be very reluctant
to proceed if we thought that either of the other agencies had seri-
ous concerns. We certainly would want to hear them out very thor-
oughly as to what those concerns would be, and would want to try
to address those concerns before going forward.

I do not sense that we look at the issues of risk management
with respect to CCP in significantly different ways. I am not ex-
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pecting that there will be big differences of opinion as to the
robustness of these proposals.

Mr. NEUGEBAUER. Mr. Sirri.

Mr. SIRRI I think, with regard to the SEC’s interest, a distinc-
tion needs to be made here.

In the organizational form of the central counterparties, in the
choice by that central counterparty, they could choose to organize
as a derivatives clearing organization, in which case the CFTC
comes into play. Instead, they could choose to organize as a New
York bank, in which case the Fed comes into play.

In each of those instances, as to the instrument that is traded,
we believe there are strong arguments that it is a security. That
is what triggers our coming into play.

Our authority is based on the attributes of the instrument that
is traded. The CDS that is novated into a central counterparty, we
believe there is a strong argument that it becomes a security, one
even stronger when it becomes exchange-traded.

Mr. NEUGEBAUER. So your position is, whichever route that one
would choose, you are going to have jurisdiction regardless?

Mr. SIRRI. Our jurisdiction comes from the attributes of the in-
strument that is traded. As we understand it, the attributes of that
instrument would likely make them securities.

Mr. HOLDEN [presiding.] The chair thanks the gentleman.

The gentleman from Iowa.

Mr. BosweLL. Thank you, Mr. Chairman.

I am just going to say this: This is a learning process for quite
a few of us. We do not have your expertise. When we go back to
the people on the streets in our districts, they are saying, “Where
has the Reserve been? Where has the SEC been? Where has the
CFTC been?” They are getting pretty angry about it; they are pret-
ty upset, as you could probably appreciate.

So I would like for you to give me some assurance that we are
on top of this. I think that is where Chairman Peterson was kind
of going. I would like to know just a little bit more about the clear-
inghouse.

Whenever you create a clearinghouse for any financial instru-
ment, you are concentrating risk away from holders of the instru-
ments into the clearinghouse. It would appear there is obviously a
great deal of risk associated with those credit default swaps. So
how does your agency test the financial security of the clearing-
house under your jurisdiction to ensure it can meet stress events
like defaults of clearing members, even if such an event is consid-
ered a low-probability scenario? How do you deal with that, any of
the three of you?

Mr. RADHAKRISHNAN. Let me take a crack at that, Congressman.
Thank you for that question.

You are correct. Whenever there is a clearing solution to a group
of financial instruments for which there is none, it does concentrate
the risk in one party, but the key is how well that central
counterparty manages the risk. As we have seen in the regulated
futures arena, Congress has decided that it is essential that every
exchange be cleared by a DCO, and that is what the law provides.

So, in this instance, the key elements are the methodology for
managing the risk. In this respect, as I had mentioned in an an-
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swer to an earlier question, the CFTC has traditionally looked at
the methodology to see whether it is reasonable. The CFTC has not
prescribed the methodology by which risks should be managed
purely because, prior to 2000, we did not have the authority to do
that. But, it makes a lot of sense because the question is: Why
should we substitute our judgment for that of the professionals
ngose job it is to do this? Now, our job is to see that it is reason-
able.

The other thing that we look at is the financial resources that
a clearinghouse will have in case a clearing participant defaults.
The financial resources can take many forms; the primary form is
marg‘igl. How much margin do you collect from the clearing partici-
pants?

Then the secondary form is, what other resources does the clear-
inghouse have that it can resort to in the event that it has to per-
form because one of its clearing participants cannot perform? Usu-
ally, that takes the form of a clearing fund or a guaranty fund. It
may take the form of a certain amount of the capital of the clear-
inghouse itself. It may take the form of an insurance policy. Some-
times, to make sure that there is sufficient liquidity, it may also
take the form of a committed line of credit so that the clearing-
house has the ability to get funds right away, so that it can pay
on the other side.

What we do is monitor the ongoing operations of a clearinghouse.
We conduct periodic reviews of the clearinghouse.

The CFTC has a unit called the Risk Surveillance Unit, and we
are in the position of looking at significant positions of every cus-
tomer on all of our regulated exchanges, and we are able to look
at the risk that significant customers pose to clearing firms.

Then the next step is the risk that a clearing firm can pose to
a clearinghouse. This is a fairly new capability that we have devel-
oped, but we will continue to develop it and will, hopefully, learn
more from our experiences.

Mr. BosweLL. Would anybody else like to comment?

Okay. I will wait until the next round. I have other questions,
but my time is about up.

Mr. HOLDEN. The chair thanks the gentleman.

The gentleman from Texas.

Mr. CoNaAwAY. Thank you, Mr. Chairman.

My good friend, Mr. Boswell, is correct. There is a lot of learning
going on here this morning, we hope.

It is illogical to have $60-plus trillion in notional value of deriva-
tives based on actual debt of, say, $16 trillion, because it is so in-
verted like that. If your clearinghouse captures all $60 trillion in
this activity and you have your margins or whatever your capital
requirements are, will that, in effect, limit, in the future at least,
this inverted circumstance where you have four times the notional
value of derivatives versus the actual underlying assets or debt?
Can somebody come up with $60 trillion worth of capital to be the
counterparty? How does that work mechanically?

Mr. SiRRI. Let me take a stab at that one.

I think what you are observing is that the amount of cover that
is written on a group of underlying instruments is much larger
than those instruments themselves. Thus, people, whether they are
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side bets or are risk management, are taking risk management po-
sitions on those. The central counterparty will help in that way be-
cause the concern, of course, is that you get some kind of a large
flow resulting from a default of one of the underlying reference en-
tities.

The point of margin is to create a system so that along the way,
each day, capital is shifted; funds are shifted from someone who
lost to someone who gained.

So the idea is, yes, a central counterparty would help in such a
situation. It would reduce systemic risk from the large number of
notional values of CDSs that are out there.

Mr. CONAWAY. But is it realistic to hold out the premise that, on
the fifth day of business, they will have captured all of this $60
trillion worth of activity? Just from a volume standpoint of going
from 0 to 100 miles an hour does not make a lot of sense.

Mr. SIRRI. Look, the framework that we have been talking about
here for the central counterparties we are talking about is optional
in that the central counterparty will hold itself out as being open
for business, and the dealers will need to bring their business
there.

Mr. CoNAWAY. So how long do you think it will take to migrate?

Mr. SIRRI. I think it is anybody’s guess. It remains to be seen.
There are reasons to do it.

In particular, the customers of the dealers, many of them hedge
funds, are concerned about the credit risk posed by the dealers
themselves. They are forced to bring it on. The force to keep it off
is that there are economic reasons not to standardize a contract.
People will make more money in the over-the-counter markets for
a given transaction than in the standardized. Those two forces will
have to balance.

As regulators, I think we are trying to craft a system that is not
so burdensome as to drive people away, but that is sufficiently ro-
bust so we accomplish our goals.

Mr. CoNAWAY. Mr. Dinallo, the underlying credit default swap,
in my view, is an insurance contract. As an insurance regulator,
how did we get to a circumstance where we let companies like AIG
write insurance contracts without the traditional reserve cir-
cumstances? If you are writing life insurance, you have to put them
up.
Did that, in fact, happen, and was AIG writing these insurance
contracts without reserve requirements? If that is the case, starting
at that level and requiring a reserve, like balances for folks who
are writing the original credit default swap, is that a part of the
regulatory scheme that states ought to be doing?

Mr. DINALLO. Yes, I think my answer is very complementary to
Mr. Sirri’s, and it actually goes to this inversion observation that
you have made.

It is true, as I said in my opening, that what we would call a
covered CDS, where you actually have exposure to the referenced
entity, is clearly an insurance transaction. AIG, out of its unregu-
lated, non-insurance entity—essentially, the hedge fund that was
bolted onto AIG at the holding company level—wrote $460 billion
worth of that; and there was not nearly the solvency and capital
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reﬁuiremen‘cs that are associated with a normal insurance under-
taking.

I;/Ir. CoNAWAY. Is that something the states ought to be working
on?

Mr. DINALLO. What I did say earlier was that we had said that
we were going to regulate those covered ones as insurance prod-
ucts. The problem is that you create a segmented market when you
do that, because there are probably always going to be some naked
CDSs out there, and there are appropriate reasons for that. So
what we have done in New York, announced today, is to put that
in abeyance against the January date until we see how this more
holistic solution works out.

I will just say that I think it is very important, your point about
inversion. The way you stop inversion is, if you basically put every-
one onto one of these exchanges, it becomes more expensive, and
the sort of flyers that everybody took on the future and/or demise
of our companies and of our credit vehicles goes down a lot because
it becomes too expensive just to take these free

Mr. CoNawAY. Mr. Chairman, if I might follow up on one other
question.

If I am relying on an AIG in contract, if I am buying a security
and I am looking at it to say, “Well, that has got an AIG guarantee
on it and that is backed by reserves and I know it actually can col-
lect.” Why is that a bad thing versus someone who chose naked
CDSs? Why does it diminish that market?

Because the reason I am buying a security is that it has got a
AAA rating from some folks who did not know what they were
doing, and it has got AIG guarantees which were obviously worth-
less. Why is it not requiring the insurance companies or the writers
of these insurance contracts to have the standard reserve require-
nillent‘s? that you have actuarially determined? Why is that a bad
thing?

Mr. DINALLO. In my opening, I think I politely implored the Com-
mittee to make sure that whatever solution we ended up with, that
there were sufficient capitalization surplus reserves, too. Because
I think what I said was that CDSs in their covered form, the ones
that you are talking about, are really more akin to insurance, and
therefore, they are a guarantee. You are basically guaranteeing
against the adverse outcome. They are not investments in the
sense that investments are not guaranteed. Securities are not guar-
anteed; they are merely a reflection of an investment position.

So I think you are wholly correct that we have to look at the tilt
of capitalization behind CDSs more like insurance and less like
other forms of financial services.

Mr. CoNawAY. All right.

Thank you, Mr. Chairman.

Mr. HOLDEN. The chair thanks the gentleman.

The gentleman from Georgia.

Mr. MARSHALL. Thank you, Mr. Chairman.

Mr. Sirri, it seems to me that the SEC’s argument for having ju-
risdiction simply because over-the-counter swaps have been cleared
is a bit of a stretch. It is also clear that it adds a layer of regulation
that could discourage people from wanting to clear. So I am kind
of curious to know what you think the SEC brings to the table that
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is worthwhile if, in fact, it asserts jurisdiction just as a policy mat-
ter.

I guess I would like to hear from Mr. Radhakrishnan as to what
his view is of the added value that the SEC might bring to the
table. A sort of dual regulation problem seems to me to be poten-
tially problematic.

Mr. SIRRI. Sure. It is a good question.

I think the SEC has a set of basic charges that it has had since
its inception in 1934. Amongst those are the maintenance of fair,
orderly and efficient markets, investor protection, anti-manipula-
tion authority, and protections against insider trading.

Mr. MARSHALL. You have both of those now, the latter, too, and
you would not lose that with regard to OTC swaps that are cleared.

Mr. SIRRI. If they were no longer subject to individual negotia-
tion, we would lose our anti-fraud authority, so that is a curiosity.
You could actually have a situation where we would have over-the-
counter anti-fraud authority, but if it is no longer subject to indi-
vidual negotiation, that authority would vanish.

Mr. MARSHALL. And part of your concern here is that you would
no longer have the authority to investigate fraud?

Mr. SIRRI. I think the point you have raised is a good one. It does
not go to the fine legal point. I think we police markets. We are
fundamentally a market regulator. That is one of the things we do.
There are investor protection issues that are out there.

Mr. MARSHALL. The CFTC, though, is also a market regulator.
That is what we have charged them with the responsibility of
doing, so you are sort of piling on, it seems to me, from the perspec-
tive of the market, if you have two regulators.

Mr. SirrI. We have a unique charge, which is explicitly investor
protection. That sits, I think, uniquely with us. It is a mandate we
have had. Because these instruments are

Mr. MARSHALL. If I can interrupt, the investors we are talking
about here are these over-the-counter characters that we for a long
time had decided that we were going to exempt from that kind of
protection. We thought they were big boys and were able to take
care of themselves.

So here we want to encourage them to clear because it is in our
best interest societally that they clear, and we have never thought
they needed your protection in trying to do their deals.

Mr. SIRRI. That is only a portion of the investment protection.
You are right; those are the direct counterparties to the trade. But
because these instruments are struck on other financial claims—
debt, bonds, things like that—they drive the pricing of those bonds
just as, as you know, futures contracts struck on equities can drive
the pricing of equities.

So the point is that, in this space, we have an interest. I think
something we bring that is unique is our ability—in this case, they
would be an exchange trader or centrally cleared markets—to po-
lice with respect to insider trading, investor protection, anti-fraud.
Those are things that we have a long history of.

Mr. MARSHALL. If we clean the statute up and simply make it
clear that you continue to have that kind of authority, you would
not feel the necessity to otherwise have to approve the use of a
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cclear(ijr‘l?g operation under the Fed or a clearing operation under the
FTC?

Mr. SIRRI. I could not answer that question for the Commission.
I think such a thing would be helpful, but you are asking me,
would that be enough to satisfy the interests of the Commission.
I just could not answer that for the Commission.

Mr. MARSHALL. Actually, Mr. Radhakrishnan, I am not going to
go to you because I am not going to have much time left.

Mr. Parkinson, in your testimony, or, in response to questions,
you noted that the Fed will be regulating these banks, these insti-
tutions of investment banks that have now decided to become full-
fledged banks, and that the lion’s share of credit default swaps will
involve one of these banks as a counterparty.

What do you anticipate will wind up being the relationship be-
tween the Fed’s regulation of these institutions as counterparties
and their decision to use either ICE or CME as the clearing agen-
cy? Don’t you think that the Fed is going to want all of this busi-
ness to go through the clearing agency that it is regulating?

Mr. PARKINSON. I think we are going to want the banks we su-
pervise to take advantage of the central counterparty services that
are offered. I do not believe we will be giving them advice as to
which of a number of competing services they should be utilizing.
That will be their decision.

Mr. MARSHALL. Mr. Radhakrishnan, what impact do you think it
has on the decision of a bank to choose a clearing party in that,
if it chooses CME, it is now subject to not only Federal Reserve
regulation but also to CFTC regulation?

Mr. RADHAKRISHNAN. Well, as Mr. Parkinson has said, I hope
that the banks will choose the clearinghouse that they believe best
fits their needs and also that they believe has the best solution. If
it chooses CME, then it would fall within, first of all, the jurisdic-
tion of the CME itself and then within our jurisdiction.

As part of the MOU, I think, if the Fed should need any informa-
tion to aid it in its supervision of its regulators, then we will be
willing to provide that information as part of the MOU.

Mr. MARSHALL. My time is up, Mr. Chairman. There are, obvi-
ously, a lot of questions we could ask about this subject.

Mr. HOLDEN. The chair thanks the gentleman.

The gentleman from Kansas.

Mr. MORAN. Mr. Chairman, thank you very much.

As I understand the testimony, we have a general belief that
these instruments need to be cleared. Is that true, that there is no
disagreement in regard to that?

Mr. RADHAKRISHNAN. Yes, sir, there is no disagreement.

Mr. MoORAN. Then the question becomes whose jurisdiction and
whether or not there is a security aspect that the SEC involves
itself in once there is clearing in place. I would like to hear an ex-
planation for why the SEC believes that these are securities when
they behave much more like a commodity.

Mr. SirRI. I will be happy to answer that.

When these instruments are over-the-counter, they are securi-
ties-based swaps. Under the CFMA, they are explicitly excluded
from the definition of “security.” Our authority only runs to anti-
fraud, as we have discussed.
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An important part of that determination is that these contracts,
their material terms, be subject to individual negotiation. The key
phrase is “subject to individual negotiation.” When these instru-
ments come on to a central counterparty and are novated to that
central counterparty—in other words, I give up this bilateral con-
tract that you and I struck, and I give it to the central
counterparty—within that comes, if you will, a standard, plain va-
nilla credit default swap that is the form that that entity produces.
That standardized credit default swap is no longer subject to indi-
vidual negotiation.

More to the point, as some of these central counterparty pro-
posals will be the case for them, they will have appended onto the
exchanges; those exchanges, by definition, create standardized
forms for trade. You do not negotiate the terms of a CDS on an ex-
change. You buy one or you do not. The question is the reference
entity that you choose, the price and the quantity.

Because of those things, we believe they fall outside the exclusion
in the CFMA, and they become securities, and our authority is trig-
gered. But more importantly than our authority being triggered, we
have interests in the issues that are being implicated.

Mr. MORAN. Let me first ask, are there those who disagree with
that interpretation, which I assume is directed at the CFTC?

Mr. RADHAKRISHNAN. I will speak for myself, Congressman.

I think the statutory scheme is fairly clear, specifically section
409 of FDICIA. I believe what Congress decided in 2000 was that
a clearinghouse for OTC derivatives can take various forms. The
form that it takes dictates who the regulator is.

I defer to my friend on his interpretation of the securities laws,
but I do not see how the very act of clearing changes the nature
of the instrument. In fact, I think it is clear that a lot of these in-
struments are already standardized to begin with when they trade.
So, if something is already standardized, I do not know how clear-
ing makes it even more standardized.

Mr. MORAN. I certainly do not claim to be an expert, particularly
of the law in this regard, and would love to have a greater level
of expertise. But just my common sense tells me that the act of
clearing does not change the nature of the instrument, so I am con-
fused how the SEC reaches the conclusion that it reaches.

What you just answered may answer my next question, which is:
What is the belief by CME and ICE for applying for an exemption
from the SEC? Is this the same theory or are they just overly cau-
tious? Do they believe that they need an exemption from the SEC,
or do they just believe they want to avoid any question?

I do not know that you can answer what their motivation is.
What is the basis for which the ICE and CME seek an exemption
from the SEC?

Mr. SIRRI. The exemptions that we are contemplating are four,
and it depends on the particular entity. But there is an exemption
from registration as a clearing agency; there is an exemption from
registration of being a broker-dealer if you deal in these instru-
ments or they be securities; there is an exemption from registration
as an exchange if part of the package of what you are offering is
an exchange; there is an exemption from the requirement if they
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are securities, that they are offered as securities. So there are four
places where we believe we have to offer relief.

To the question of why they are coming to us, which is what you
really asked, obviously, we believe that there are authority issues
implicated. More to that, if you were to ask them, I think that oth-
ers believe that there is a serious question, and were they not to
come to us, then the status of those instruments would be suffi-
ciently in question in that they would not be successful financial
products.

So I think it is important. Regardless, I think, of where you come
on the technical issue that is being discussed here, I think the pro-
vision of exemptions is important for success here.

Mr. MoRAN. Will this be resolved absent a court determination?
If so, what kind of time frame is the SEC and others on in resolv-
ing this legal dispute?

Mr. SIRrI. Well, I am not sure I would characterize it as a dis-
pute. I think we are very much of one mind on what we need to
get done here. I can only speak for my Chairman’s instructions to
me as a staff member, who said, “I want you to facilitate this hap-
pening.” We decided that, process-wise, the way we can get this
done most quickly, rather than registering as a clearing agency or
registering as an exchange, is to exempt them from those require-
ments because we can do that quickly. That is a process that we
have in place, and I think all of us are aiming to get this done
sometime roughly in the middle of December. That is what I under-
stand our time frame to be. I think that comports very well with
what I understand the timetables of these counterparties to be.

Mr. MORAN. Thank you very much.

Thank you, Mr. Chairman, for allowing me to go beyond my
time.

The CHAIRMAN [presiding.] I thank the gentleman.

The gentleman from North Carolina.

Mr. ETHERIDGE. Thank you, Mr. Chairman.

Mr. Sirri, I was not here earlier, but I want to follow up on what
my friend from Kansas has touched on. He has touched on it, and
I want to follow it a little further because I am sure you are famil-
iar with section 409 of the Federal Deposit Insurance Corporation
Improvement Act of 1991, which was added in the Commodity Fu-
tures Modernization Act.

This section authorizes multilateral clearing organizations,
whether under the CFTC, the SEC or the Fed oversight, to clear
over-the-counter derivatives. If over-the-counter derivatives magi-
cally become securities through clearing, why did Congress enact
this provision into law? What is it for if that was not what it was
about?

Mr. SIRRI. I am not sure I can answer why Congress did some-
thing, so I will not try to, but I can offer a comment on what I un-
derstand that to be. Again, I am not an authority on FDICIA, but
I understand a DCO to be able, for example, under its terms, to
clear securities and derivatives on securities. I understand that
that is something that is permitted under it.

We clearly have authority to regulate clearance of securities.
That is something that we have been doing for a long, long time—
for decades and decades and decades.
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So the entity, the provision of the DCO itself, because it allows
that regime—the point is, that it can do it does not mean it re-
quires that other agencies not be a part of the process. Were some-
one to elect to clear a security, an equity, it would be unusual for
us to say we will not do it. I am not sure—and this would be some-
thing for Congress to answer. I could not answer it.

Did Congress intend for equities to be cleared under the DCO re-
gime? From the understanding of my staff members, who under-
stand this a lot better than I, their answer to me was “no.”

Mr. ETHERIDGE. That may be a place we need to revisit.

Given that explanation, it seems to me you would have to agree
that other swaps can be standardized through the clearing process
in the same manner. Therefore, if counterparty credit risk is re-
moved through clearing, wouldn’t the thousands of energy over-the-
counter swaps that are being cleared by ICE and by NYMEX, as
we spoke about before, in fact, be futures contracts?

By your reason, these energy swaps become standardized con-
tracts for future delivery. Hence, they are now subject to the full
regulatory authority of the CFTC. Doesn’t this analysis regarding
credit default swaps result in this conclusion? If not, why not?

Mr. SIRRI. I cannot answer as to the question of whether they
would come under the CFTC authority. That would not be a ques-
tion for us.

Mr. ETHERIDGE. But given your last conclusion to your last an-
swer, that is why I asked the question of you.

Mr. SIRRI. I can come back to you after the fact and answer that,
but that is too fine a question for me to parse right here.

Mr. ETHERIDGE. Would you be kind enough to give us a written
explanation of that, please?

Mr. SIRRI. I would be happy to do that.

Mr. ETHERIDGE. Because I think that gets to the heart of the
question we have been dealing with, would you not agree?

Mr. SirrIi. Well, I would think the one thing that I would observe
here is that the instruments which we are discussing are securities
base-wise. In other words, my point was only to them. The point
I was making was not to other things that do not implicate the se-
curities—energy, as you brought up.

Mr. ETHERIDGE. That gets to part of that issue. So, if you would
be kind enough to give us a written explanation of that prior to the
15th, that would be great.

Mr. SIRRI. I would be happy to do that.

Mr. ETHERIDGE. Thank you.

I yield back, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Wisconsin.

Mr. KAGEN. Thank you, Mr. Chairman.

I would like to say it is a pleasure being here. It just feels a bit
outrageous that we have to be here because perhaps somebody at
some institution, at some regulatory agency, had their eye off the
ball or was asleep at the switch as this problem grew and grew.

What really matters to people now is that we prevent this from
ever happening again. I think the best medicine for that is to pro-
vide the most transparency possible in that all derivatives, per-
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haps, should be completely transparent and cleared on existing ex-
changes. So let me first direct a few questions to Mr. Sirri.

Which types of credit derivatives constitute security-based swap
agreements under securities laws and which do not?

Mr. SIRrI. I would have to go back to the statute to be precise,
but the main point is that they are referencing instruments that
fundamentally are securities.

Mr. KAGEN. I would appreciate it if you would give me a written
response at your earliest convenience.

Mr. SIRRI. Sure.

Mr. KAGEN. How frequently has the SEC used its authority over
security-based swap agreements to pursue fraud cases?

Mr. SIRRI. Right now, as I said in my opening statement, we
have an active effort in that area. We have issued subpoenas. We
have required entities to respond to us under oath exactly on that
issue, to look at fraud in the securities-based swap area.

Mr. KAGEN. So your activity in that area just started? Is this new
activity for you?

Mr. SIRRI I think it is probably fair to say we have become in-
creasingly focused on it as the market has grown. The market early
on was small. It did not apparently warrant that kind of oversight.
We have now seen that the market is larger; its effect on under-
lying instruments is larger.

Mr. KAGEN. It is certainly difficult to monitor something that you
cannot see and that you cannot measure.

To what extent, then, can and does the SEC force any disclosure
of risk exposures for reporting companies or entities to derivative
contracts?

Mr. SIRRI. So you are talking about disclosure requirements for
listed companies. Those companies have basic reporting require-
ments about their exposures to various categories of risk—
counterparty risk, credit risk, equity market risk, interest rate risk.
There are basic requirements for disclosures of risk for publicly re-
ported companies.

What we do not have with regard to CDS is the ability for
record-keeping for financial intermediaries, for example, with re-
spect to their positions there. So, if there were a hedge fund that
had positions in CDS, we would not have the ability to force any
kind of record-keeping for that adviser with respect to those CDSs
or to promulgate the rules.

Mr. KAGEN. This morning’s discussion has primarily focused on
the credit default swaps.

Aren’t there other products that you might be interested in over-
seeing—the interest rate swaps and the currency swaps? Are you
reaching out there as well? Do you oversee those now?

Mr. SIRRI. I am not aware that the Commission has a particular
interest there. I mean, they aren’t securities-based instruments.

Mr. KAGEN. But then I am not sure; I thought you told me you
did not know exactly which credit default, security swap instru-
ments you were going to regulate.

Mr. SIRRI. We have an interest over things that are securities-
based. So, for example, equity swaps where the underlying instru-
ments are equities. But if you point to something like currency
swaps where the underlying entity is a currency and is not a secu-
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rity, we would not have the authority or the interest there for a
currency swap or for a LIBOR swap, or for whatever it might be.

Mr. KAGEN. This question goes to the entire panel, if you would
give me a brief response. If you need to extend it in writing later,
I would appreciate it.

I am really interested in knowing to what level you believe your
agency or your interest is in allowing for the complete revelation
and transparency of all derivatives and of all swaps, whether they
be public or private.

Mr. PARKINSON. I guess I would call your attention to a number
of key provisions of the policy objectives for OTC derivatives mar-
kets at the President’s Working Group at which all of our Chair-
men are represented, released last Friday.

Those are, first, the details of all credit default swaps that are
not cleared through a CCP should be retained in a central contract
repository. Then going to your point about other types of OTC de-
rivatives, it also stated that central contract repositories should be
encouraged for other OTC derivatives’ asset classes. Then finally,
with respect to a regulator’s ability to oversee these markets, it in-
dicated that regulators should have access to trade and position in-
formation housed at those central trade repositories.

So I think the conclusion has been reached that we need greater
transparency, and we have identified a mechanism for providing
that level of transparency.

Mr. KAGEN. Is there a trigger point economically or a dollar
amount that would trigger it? In other words, you are saying that
every single swap and that every single CDS, no matter its nomi-
nallc)lva?lue, would be reportable and transparently available to the
public?

Mr. PARKINSON. Yes. I think the goal is to get all of the CDS con-
tracts into that trade repository. So, in a sense, it would go beyond
the degree of transparency you have in the futures markets, and
it would include not only the large positions, but indeed, all of the
positions that were in the warehouse.

Mr. KAGEN. Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. The gentlewoman from New York.

Mrs. GILLIBRAND. Thank you, Mr. Chairman. Since I was not
here at the beginning of the hearing, I do want to welcome New
York State Insurance Department Superintendent Eric Dinallo.

Thank you, Eric, for being here. You have obviously tried to take
a leadership role on the issue of credit default swaps. I have read
your testimony, and I have read letters you have submitted to this
body on the issue. Having been the chief of the Investment Protec-
tion Bureau under the New York Attorney General, investigating
conflicts of interest in financial services, you have had an interest
in this area.

I read your letter with interest where you really made the dif-
ference between naked credit default swaps and covered credit de-
fault swaps. You made your views known that you thought the cov-
ered credit default swaps should indeed be regulated as insurance,
but you did not have a view as to what to do with the naked
version. You implied that they should be regulated under some
gambling rules, which has not been discussed in this forum, but I
do want to have you address that briefly.
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I am concerned that, obviously, if we did regulate as insurance—
and it did make sense in the way you framed it—you would have
the problem of states being now the regulators of insurance, and
you cannot have 50 different regulations for credit default swaps.
So I would like you to address that issue. Then give me your views
on the naked variety, where you think they would best be regu-
lated.

Mr. DINALLO. Thank you for the warm introduction and for that
question.

The first part that I would answer is that in 1907 we had a
banking crisis in this country that was largely caused by securities
and other speculation where there was—remarkably, like where we
are now—a lack of capital behind the commitments and a lack of
actual transactions in the underlying purchases. People were buy-
ing what you now would probably call “futures,” but they were not
actually having any transactions other than the actual securities.
These were called “bucket shops,” and they were all up and down
the streets of New York. They were also prominent in Boston and
in Chicago.

People would go in there and would essentially wager on the fu-
ture of a security or of an exchange; and they had a huge impact
on the crisis in 1907, which led to J.P.Morgan’s pulling everyone
into a room, saying, we had better form a central bank today,
which they successfully did. As of 1908, there were laws against
these sorts of bucket shops, saying that you had to actually engage
in the transaction if you were going to be buying on credit or mar-
gin.

As for the CFMA, which has been discussed today, one of its
other features, besides taking away jurisdiction from the CFTC and
from the SEC, is, it also took away jurisdiction under the bucket
shop or gaming laws of the various states. That would have been
the oversight for what I just described, to the extent that there are
naked CDSs where there is actually no actual exposure in the ref-
erenced transaction.

So the testimony and the approach that we took was that there
is about 10 to 20 percent of this market which looks remarkably
like insurance. People call it insurance. They think they have in-
surance, arguably.

Mrs. GILLIBRAND. And they use it, in fact, as an insurance mech-
anism?

Mr. DINALLO. Yes. Thank you, Congresswoman.

They, in fact, kind of touted—I do not mean that in a bad way,
but they said, we have this protection against our trading book. So
we went forth in mid-September and said we would offer to regu-
late that.

I think it caused some distress to do that because it could have
segmented the markets, and it also had the 50 states issue that
you have discussed. Because Chairman Cox, the very next day,
came out and said that the SEC was asking for jurisdiction again;
and there has been this really protective activity since that time.
On reflection, we think it is better to hold this in abeyance so we
do not cause more dislocation in the market and so that we can see
what comes out of it.
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It looks like any of the solutions that we have discussed today
would go a long way to both giving the ultimate transparency that
the markets need, the counterparty repose that is very important,
and the solvency and capital behind it. It may not be quite as much
as you would have in an insurance contract, but it is far, far better
than where we are today.

We concede that it is not good to have a segmented market, so
I would rather have them all regulated than sort of have them half
as insurance—or %3 as insurance and %3, or whatever it would be—
as not.

Mrs. GILLIBRAND. Thank you.

With my remaining time, Mr. Sirri, you obviously would like to
regulate credit default swaps. I think, early on in the early 2000s,
the SEC said they did not want to regulate it, and they said it was
not necessary. I am gravely concerned that you have just started
now to regulate fraud and deception in the market when we have
such a high volume of $50 trillion worth out there.

How are you possibly going to now regulate this market with
your current resources and with your current staffing levels? I do
not think it could conceivably be possible. I would like your views
on that.

Mr. SIRRI. Sure. It is a good question.

I think one of the things I would point to is the rapid growth of
the CDS market. This market, as everyone has been saying, has
grown astronomically over the last few years, the point being, when
you go back in time to earlier in this decade, the market was much,
much smaller. It did not have as much place, and it did not have
as much effect on other financial instruments.

The numbers that are cited for the credit default swap market
are large, but these are notional numbers; this is the amount of in-
surance covered, if you will, that is written. Our resources are the
resources that we have with respect to our Enforcement Division.

To that point, I think one of the things that the Chairman has
pointed out is, as a mechanism to use those resources more effi-
ciently, the SEC would like legislation passed; and the Chairman
has called for it to promote things like record-keeping and the mak-
ing and the retention of certain records. The point of that is, it al-
lows the fixed resources of the SEC to more efficiently be brought
to bear on those entities that either write or purchase coverage in
this market, and allows us to more efficiently police and surveil
that market.

Mrs. GILLIBRAND. Do you think you can accomplish that with
your current resources?

Mr. SirrI. That is a difficult question.

What I do know is that it is a very difficult market to oversee
today, given this current state of play. We have limited authority
in the over-the-counter markets, but we cannot make any rules.

I think what we really need to do is to enhance what can be
done. This is why the Chairman has asked for legislation in this
area, to cause that to be more efficient.

I do believe in this case. I am probably the wrong person to ask
because it is not the division I oversee for the precise level of staff-
ing for that.

Mrs. GILLIBRAND. Thank you, panel.
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The CHAIRMAN. I thank the gentlelady.

The gentleman from California.

Mr. CosTA. Yes. I will follow up on the gentlewoman’s line of
questioning as it relates to the enforcement of the SEC.

It just seems to me, as we are contemplating changing the au-
thority and the supervision and the oversight, that part and parcel
of that, you have to come with recommendations to us as to what
level of enforcement you are going to need.

I found your answer to the gentlewoman’s question unsatisfac-
tory. Just because it is not in your division, I think that the Chair-
man, Mr. Cox, needs to make an evaluation; and they need to make
a recommendation to the Committee as we look at legislation. Fur-
thermore, I would say that we need to figure out not only what you
need, but what it is going to cost and how we are going to pay for
it.

Mr. SIRRI. I would be happy to come back to you and do that.
All T meant by my answer was that, having not talked to the
Chairman about that, I could not presume to offer an answer on
behalf of the Commission.

Mr. CoSTA. In your response to one of the earlier questions, I
thought you commented on the fact that it was bringing into ques-
tion the credibility of the financial instruments, i.e., the deriva-
tives.

Did you not say that?

Mr. SiRRI. I did not mean to imply anything about their credi-
bility. I believe derivatives are incredibly important.

Mr. CosTA. No. I mean the viability of those instruments today.

Mr. SIRRI. I am not sure I recall the context of my remark.

Mr. Cosrta. With the whole question currently surrounding the
issue of these derivatives, how would you describe the current
health, given the current financial meltdown we are experiencing
at this point in time?

Mr. SIRRI. The financial health of the derivatives markets? Well,
I think it is a good question, but a difficult one to answer because
the derivatives markets are so varied. There are exchange-traded
derivatives which have been, as far as I know, going on as they
have been. The over-the-counter instruments have been growing
rapidly.

I think we have learned through this experience that there is,
perhaps, additional regulation that is needed. Pat went through
some of the things that we and the President’s Working Group rec-
ommended. The central counterparty is part of it.

I think my summary point would be that there is clearly an eco-
nomic need that is served by the over-the-counter derivatives mar-
kets, and that is a good thing; but as they have grown. It is for
Congress to determine whether additional oversight is needed for
all or for parts of that market.

Mr. CostA. I think there is a sense that we believe there is
greater oversight that is necessary. We are trying to grasp, as we
get more understanding of how it operates, what the appropriate
level of oversight is and how we protect, through transparency, the
financial foundations, on how they interplay with the current fi-
nancial mess we are in.
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In part, we are playing catch-up. We are looking for not just the
SEC, but for the other regulatory agencies to make recommenda-
tions. In listening to the four of you opine to us on your level of
oversight, it sounds to me at best confusing, and at worst as
though there was a total lack of ability to provide the proper regu-
lation for this industry.

Mr. SIRRI. Well, I think all I can say to that point is, our author-
ity is very circumscribed at the moment. It goes to exchange-traded
instruments. In the over-the-counter markets, there is only, as I
have said, anti-fraud authority. After that, we have no authority.

So there are large portions of this market, of the over-the-counter
derivatives markets, whether in the case of securities-based swaps
for other issues that we have talked about beyond fraud or for
other kinds of commodities such as energy or other things, for
which we have no authority and do not have a remit.

Mr. CosrTA. I think, on that point, that many of us feel that actu-
ally no one is in control. I mean, it is totally unregulated, it seems
to me.

Mr. Dinallo, you give a state perspective on this. You talked his-
torically about the bucket shops and about the early turn of the
20th century; and you talked about trying to create some uni-
formity here.

From a state perspective, which—from New York, obviously,
major players—would you recommend in terms of a Congressional
change the way this whole regulatory framework is considered?
What is your bottom line in terms of the areas that we need to
change?

Mr. DINALLO. Well, having been here today and having the honor
to sit through this, I would observe that it sounds like there are
a lot of round pegs in sort of square holes going on in the sense
that one could step back and try to rewrite it holistically. The
CFMA left a dangerous and tremendous regulatory gap, but still
left enough jurisdiction that there are appropriate arguments going
both ways.

My advice, I think, from the beginning, starting this morning, is
to just make sure that the Committee and that Congress under-
stands what you are dealing with to the extent you are dealing
with guaranteeing outcomes, which is different than a mere invest-
ment or security product. Those generally have with them higher
levels of solvency and capital requirements because they are much
more like, if not identical to, insurance. They have a certain
amount of confidence and promise behind them that insurance
companies tend to be usually very good at.

There is an entirely different approach in those situations. From
a state perspective, from a regulatory state perspective, I found it,
as I said earlier, very difficult to very frustrating that we did not
have any idea how much CDS was written on the companies that
we were regulating, to the extent that some of them could have
gone insolvent. We did not know if that was the right or wrong de-
cision because we did not know what the systemic impact was
going to be.

So to the extent people think about that, to the extent that they
also go around saying, “I have insurance,” when, in fact, we are
trying to be cooperative here by stepping back and not segmenting
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the markets, I would make sure that there is adequate solvency,
tremendous transparency and some kind of aggregation function so
that you know how much risk you have at each entity.

Mr. CosTAa. My time has expired, but I have one final question,
if I might, Mr. Chairman.

Mr. Dinallo, I do not know that you are the appropriate person
to answer this question, but I am not so sure the other gentlemen
want to opine.

Part of the argument we get about suggesting we be cautious
about how we make the changes in transparency, in regulatory
oversight, and in the ability to bring some curbs or protections,
some boundaries, is that we will lose this entire market and that
we will go overseas, whether it be London or wherever.

What is your feeling on that?

Mr. DINALLO. I do not have a lot of faith, or I am not particularly
impressed, with that argument after what we just went through.
I think the markets will actually reward transparency on this
point, and the capital will come to the most transparent, efficient
markets. There will be some more capital intensity on these solu-
tions, but people will actually believe there is capital behind their
counterparty transactions, which is exactly why we are in a credit
freeze right now, because they have no idea what the ultimate obli-
gations and risks of cliff events are on the other side.

So I actually believe that we, to some extent, went through a
time when we sort of fell in love with the European model—the
CFMA reflects this modernization going toward solvency—and
Basel II. When, in fact, a sort of less capital-intensive, sort of cap-
ital-looser models of the holding company level are not good when
you are dealing with credit crises.

That is where we are now, and I would not be swayed by that
very much.

Mr. CosTA. Mr. Parkinson, you look pained.

Mr. PARKINSON. No, I am not pained. I would add a different
point.

We have to be conscious that this is a global market, and indeed,
the majority of the activity is conducted not in the United States,
but in London. But that is not an argument if we see a need for
change to achieve specific policy objectives, as in the case of various
series that have been outlined in the PWG statement that—we
hesitate to do that for fear of the activity going offshore. Rather,
it suggests we should be coordinating and cooperating with the for-
eign authorities. In fact, that is what we have done at least with
respect to the infrastructure issues.

I think, going forward on the broad range of issues, we will work
through something called the Financial Stability Forum, which in-
cludes representatives of all of the major jurisdictions, including
London, which is the other important jurisdiction in terms of CDS
activity.

Mr. CostAa. Well, the Chairman is taking the Committee over
there in a week or so, so I guess we will get a better understanding
as to the level of collaboration that they believe is taking place.

The CHAIRMAN. I thank the gentleman.

I have a number of questions that I want to get on the record.
I do not know exactly how the other Members want to proceed, but
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if it is all right, I would like to go through these and ask the other
Members if they want to jump in at any point on any of these
things that I am asking about and further expand on it.

We will proceed in that manner. Would that be okay?

Then, after that, if there are any more questions, have you gen-
tlemen a few more minutes to be with us? Okay.

First of all, Representative Gillibrand just asked me a question.
I recognize everybody is trying to create more credit and is trying
to get people to buy more stuff, and to keep going into debt appar-
ently, so the economy can be good, which I have a real problem
with. I think we have to start paying our bills, not only as people
but as a government.

So what would happen if we made credit default swaps illegal?
Does anybody want to answer that? Could we make them illegal?

Mr. SiRrI. Well, one thing I might point to is something that was
alluded to in the last set of questions, which is, where does the
business get done? I think these are financial instruments that
exist. Were they to be illegal here, somehow, given that they have
some economic use, I would suspect they would be done outside the
jurisdictional reach of the United States.

The CHAIRMAN. Does anybody disagree with that?

Mr. DINALLO. No. The point of my submitted testimony was some
section of them used to be, arguably, illegal under the bucket shop
laws. The naked versions were essentially illegal or at least they
were prosecutable or pursuitable as illegal prior to 2000. There is
a real hedging need for the cover.

There is a perfectly appropriate reason to want to hedge your
risk of true default of your counterparty. It is harder to articulate
on a purely naked credit default swap what is the economic reason
behind it. There are gray areas where you do not actually own the
bump, but where you have some exposure; but in a pure naked sit-
uation, it is harder to defend.

The CHAIRMAN. Do each of you currently have jurisdiction over
any clearinghouse that clears OTC swaps? I just want you to an-
swer for the record.

Mr. RADHAKRISHNAN. Mr. Chairman, yes, we do.

The CFTC has jurisdiction over the CME clearinghouse, which
has now taken over the clearing of energy swaps on NYMEX. The
London clearinghouse, which has a swap clearing program, is actu-
ally registered with the CFTC as a DCO; although I will not claim
that we exercise jurisdiction over it because the FSA does.

The CHAIRMAN. Mr. Parkinson?

Mr. PARKINSON. No.

The CHAIRMAN. Mr. Sirri?

Mr. SIrri. If the CDS instruments are novated to a central
counterparty, depending on the nature of how that is done, then it
may be that we have authority. It would have to be specific. We
would have to see what the actual specifics are to answer that
question.

The CHAIRMAN. How important is it—and we talked a little bit
about this—to find a CDS solution that works on both sides of the
Atlantic? Is that an important thing?
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Mr. DINALLO. I would like to just amend the answer, because I
think that Mr. Parkinson made a really good point about overseas
and London.

I did not mean to imply that we should disregard Europe and
overseas. But I did speak at the Financial Stability Forum a month
ago, and I can tell you that what I came away with was a real dis-
appointment, a dejection bordering on anger, that our markets had
produced these very opaque instruments. The CDOs and the CDO
squares kind of came, from their point of view, from our markets;
whether they are right or wrong, that is the perception.

I was simply arguing that enhanced transparency would bring
capital from abroad, not the opposite.

I think it is very important. Increasingly, there was a belief, at
least when I was there, that we need to work together on this.
There is the possibility that it goes completely overseas, but there
are basic policy decisions here that Congress and others have to
make about whether that is appropriate or inappropriate depend-
ing upon if you think the activity should be done or not.

The CHAIRMAN. Well, that is part of why we are going over there.

Do you all agree that this is important that we have regulation
on both sides, or not?

Mr. PARKINSON. Yes.

Mr. RADHAKRISHNAN. I agree with that, too.

Mr. SIRRI. So would 1.

The CHAIRMAN. Okay. Are there any actions Congress could take
to clarify the jurisdiction or authority of the various agencies with
regard to the oversight of the OTC derivatives products?

Mr. PARKINSON. I don’t think the Federal Reserve needs any ad-
ditional authority to discharge the activities we are currently dis-
charging. I think we did indicate support in our statement for clari-
fying the authority of the SEC to impose record-keeping and re-
porting requirements so they would be able to effectively police ma-
nipulation or fraud in these markets.

Mr. SiRRI. I think our Chairman has gone on record as saying
that there is a regulatory hole associated with certain over-the-
counter derivatives, and he feels that some Congressional authority
could be granted in either some regulator or, in certain instances,
right to the SEC for that market.

The CHAIRMAN. Ananda, do you think you need any additional
authorities?

Mr. RADHAKRISHNAN. I think, Mr. Chairman, that it is clear that
any DCO could do this, but to the extent that there is some uncer-
tainty, perhaps it may not be a bad thing for Congress to clarify
what it meant when it promulgated sections 408 and 409 of
FDICIA.

I would add that there is also a provision in the Commodity Ex-
change Act, which is section 5(b). If you will indulge me, Mr. Chair-
man, it says, “A DCO that clears a grievance contract or trans-
action excluded from this chapter or other over-the-counter deriva-
tive instruments may register with the Commission as a DCO.”

So, apart from the provisions of FDICIA, I believe it is clear from
the provisions in the Commodity Exchange Act that Congress con-
templated a DCO clearing OTC derivative instruments.

The CHAIRMAN. We might want to clarify that.
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Now, if we have four people that end up doing this, is this going
to work? Is there going to be enough business for four people; or
is this going to, somehow or another, inhibit a good outcome? Is
that a danger, that we are going to split this up so much that it
may not work?

Mr. SIRRI. I think the point of the MOU that our agency signed
was to ensure that that didn’t happen. It highlighted our
singleness of purpose, our common goals, that we intended to work
together to cooperate, to consult, to achieve this common goal of
getting these CCPs up and running. I think it indicates that the
leadership of our agencies wants that to happen, and I think we
expect that to work.

The CHAIRMAN. So you are not going to let this one group have
an advantage over another. In other words, one can do it cheaper
or one has less onerous regulations, and somehow or another we
skew where the thing goes, and the other ones don’t work, and we
end up with something someplace where we don’t have good regu-
lation.

I am just concerned about this whole area because of things I
have heard from different people that are involved in this. So you
are going to have that under control, and you are going to make
sure that this is really a level playing field, or not?

Mr. PARKINSON. I think, domestically, we have the MOU, and
that is one of the principal purposes of entering into that MOU, is
to make sure

The CHAIRMAN. So we can be assured that it will be a level play-
ing field?

Mr. PARKINSON.—that we are committed to establishing a level
playing field within the U.S. And then, on the international front,
again, I point to the existence of international standards for risk
management under the CCP, which I believe certainly will be used
in the U.K. as well as the U.S.

The CHAIRMAN. Anybody else?

Should there be a reporting requirement for OTC derivatives
that market participants might elect not to clear? Should there be
a reporting requirement if there are derivatives that the people in
the market decide not to clear? Should there be a requirement that
they report that?

Mr. PARKINSON. I think as I indicated earlier, the PWG has con-
cluded that all CDSs that are not cleared by CCP should be re-
ported to a trade repository and that regulators should have access
to the information in that repository.

The CHAIRMAN. I just wanted to clarify.

What lessons has your organization learned from its oversight of
firms that failed or have required government support this year?

Mr. PARKINSON. I think, with respect to CDSs, although one can
read in the press that CDSs were the cause of the demise of Bear
Stearns or of Lehman Brothers, and in fact that is not true. They
failed not because of the activities in CDSs, but because of their
holdings of various types of securities—residential mortgage securi-
ties, commercial mortgage-backed securities, et cetera. Indeed, to
the extent they use CDSs, they use them to hedge some of those
exposures. But, obviously, they didn’t fully hedge them, or they
wouldn’t have run into the problems that they did.
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Mr. SIRrRI. I think another lesson that we learned, again, related
to CDS, is that a central counterparty can have an important role
to play here because of the information flow. As firms got into trou-
ble, their counterparties sought to novate various over-the-counter
derivatives away from the troubled firm. When that happened and
they took those swaps to better-performing counterparties, some fi-
nancially healthy firms, those firms would often reject those nova-
tions, creating a set of rumors in the market where people believed
that a name was no good, whether it was Bear Stearns or Lehman
at the time, whoever it was, that that name wasn’t a name that
people would take and trade.

Had those been novated to a central counterparty, that set of un-
certainties, that rumor mill, if you will, would not have occurred
because there would have been a better counterparty to all those
swaps. They would have no longer been bilateral contracts. So I
think a central counterparty could have helped in that situation.

The CHAIRMAN. Well, you are talking about here like when they
use these credit default swaps to actually move against the com-
pany or move against the city and basically take them down, just
like a short sale almost? Is that what you are talking about?

Mr. SirRRI. No, I was actually meaning that we might have a set
of contracts, I might have a book of business, as just an inter-
mediary. If T get in trouble, then my counterparties would no
longer want to just have my exposure, my credit exposure, for the
book of business. They might, in turn, look at Pat and say, “I would
rather novate those contracts to Pat and have Pat step in in my
place.” Pat may or may not choose to do that. When he doesn’t
choose to do it, say, for his own business reasons, people say, “Oh,
Parkinson won’t trade with Sirri; he must be afraid of Sirri.” And
that set of rumors is not helpful.

The CHAIRMAN. And there were the instances where those kind
of rumors actually—it was like some city I read about in California
that got taken down, basically, because of rumors that were started
by one of these deals.

Before the current crisis erupted, what steps did your organiza-
tions take to attempt to identify and forestall the sort of problems
that we are seeing?

Mr. PARKINSON. I think all of our agencies have been involved
since 2005 in these efforts to strengthen the infrastructure of the
markets. I think we have made substantial progress along those
lines. But, as we have indicated, I think, in the ambitious agenda
we have going forward, there is more to do. But the infrastructure,
clearly, was something that has been on our radar at least since
2005.

The CHAIRMAN. Anybody else?

At the risk of further raising a jurisdictional fight, Mr. Sirri, are
you saying that the CDS transactions would be securities subject
to SEC jurisdiction but for the fact that the CFMA provided the
swaps exclusion?

Mr. Sirri. What we are saying is that we think there is a very
strong argument that our authority is triggered by the novation to
a central counterparty. That is the key issue. Whether the clearing
agency is a New York bank or any bank or a DCO, that is not the
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key issue for us. The key issue is the nature of those instruments
once they are novated to a central counterparty.

The CHAIRMAN. I still wonder about that.

But anyway, Mr. Parkinson, do you think a clearinghouse needs
to be a banking entity to clear a CDS?

Mr. PARKINSON. No. The law allows, in the United States, either
to be organized as a bank or as a CFTC-regulated DCO or as an
SEC-regulated clearing agency. And, as Mr. Radhakrishnan and I
and all of us have testified, one of the existing proposals is for the
CME to do it through a DCO. That is allowed under the law, and
it is a perfectly legitimate choice.

The CHAIRMAN. Lynn Turner, a former Chief Economist at the
SEC, was quoted yesterday as saying, “The Federal Reserve was
supposed to supervise the lending of many of the banks now in
trouble, and yet seemingly they did nothing,” I am quoting her
now, “I wonder why, when they didn’t do the job they were sup-
posed to be doing, one would give them even more responsibility.”

Could you comment on that?

Mr. PARKINSON. Well, obviously, some of the banks that we su-
pervise have suffered losses and are in one degree or another of dif-
ficulty. I would note that that essentially can be said of anybody
that is a prudential supervisor of a large global institution at this
point, whether the SEC was supervising some of those entities—
there are U.K. entities, there are European entities.

None of us has been completely successful in ensuring the safety
and soundness of the institutions that we oversee. But I guess it
is only people like Mr. Turner, who don’t have the responsibility,
that feel free to make those kinds of charges.

The CHAIRMAN. As I understand it, the CFTC has been operating
a long time, and I don’t think anybody has lost any money on any
of your deals, have they?

Mr. RADHAKRISHNAN. No, Mr. Chairman. In this specific in-
stance, if you look at the one insolvency, which is Lehman Broth-
ers, the entity that filed the bankruptcy was a holding company,
and then they also had a regulated entity, which was both reg-
istered as a broker dealer with the SEC and as an SCM with the
CFTC. That entity went through what I would call a planned bank-
ruptcy. There was an arrangement for another firm, Barclays, to
buy over the accounts. All of the futures accounts and the funds as-
sociated with the futures accounts were successfully transferred
with no loss to customer funds.

The CHAIRMAN. Do any other Members have questions?

Mr. Moran?

Mr. MORAN. Mr. Chairman, thank you.

This is for the SEC. One of the things I had read someplace
was—you told me earlier that, by mid-December, the plan is to
have an exemption from the securities laws for the clearing oper-
ations. Is that accurate?

Mr. SiRRI. Those are our goals, yes.

Mr. MORAN. That is the goal. But I read someplace in which your
plan is only to have a temporary exemption from security laws,
somewhere between 9 and 18 months. My question is, why; and
what does that mean for the regulatory certainty?
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One of the answers to my question about why they are seeking
this exemption, I assume the answer to that is because we want
to know that the process we are going through is legal, the under-
lying securities will not be suspect to legal challenge. And yet, if
you have a very short-term exemption—let me take the pejorative
word out—if you have an exemption of 9 to 18 months, does that
not then defeat the certainty that they are seeking?

Mr. SIRRI. Well, our goal is not to have it not defeat that uncer-
tainty. We do want to provide regulatory certainty here, because
that is what will make the central counterparty successful. So I
think we internalize that.

The reason for it being a temporary exemption is our goal was
to get this work done as quickly as possible. So using that process
was the quickest process that we had available to us to cause these
entities to come to fruition. There may remain to be a few other
issues that we have to think about—the registration question and
such. But, in the intervening months, we hope to settle those
points.

So this was the fastest way that we could get these entities up
and running while discharging our responsibilities.

Mr. MoRAN. The process that you used to grant the exemption
is a shorter, more immediate process if you grant a temporary ex-
emption than a permanent exemption?

Mr. SirrI. No, the exemptive process is the same; we have to
make a set of findings about our action being in the public interest.
The reason for it being temporary is we are exempting these enti-
ties from registration as broker dealers, clearing agencies, ex-
changes, and such. What I am saying is that we are doing this rap-
idly enough that the Commission may want to consider, for exam-
ple, in the spring, are they comfortable with all the choices that
were made in November, December; do they want to modify them
at all? So that is the reason for the temporary

Mr. MoORAN. Easier to reach a temporary decision than a perma-
nent decision, just greater level of comfort with that decision. I
think that is what you are saying. Thank you.

Mr. Chairman, one other thing, and this is somewhat unrelated
to the topic of today’s discussion, but I rarely get an opportunity
to speak to someone from the Federal Reserve system.

Just for the record—and you are certainly not the person to
which I can deliver the message very well, but you are the Fed, in
my world this morning.

One of the things we experience in Kansas is that our banking
system has generally been sound. We have few of the problems
that are associated with what is going on elsewhere in the country.
I find it ironic or self-defeating when the Federal Reserve an-
nounces a reduction in interest rates, I assume with the goal of
stimulating the economy, stimulating borrowing and putting eco-
nomic activity back into play. And yet, every time I turn around,
my bankers tell me that the regulators are cracking down on any
ability to make a loan. My farm lenders can’t make loans to farm-
ers because their portfolio is agriculture. My commercial developers
can’t make loans to commercial developers because their portfolio
is already commercial developers.
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So the things that our banks do, the bread and butter of our
lending institutions, more and more is off-limits. It seems to me
that there is a somewhat counterproductive effort at the Fed to
lower interest rates to encourage people to borrow money, at the
same time telling the people who lend money, “You can’t loan
money because of additional regulations and restrictions.”

If you would deliver that message to someone at the Federal Re-
serve, I would be grateful. I would be happy to hear back from
somebody about why this is not counterintuitive.

Mr. PARKINSON. Thank you.

Mr. MORAN. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from North Carolina, Mr. Etheridge.

Mr. ETHERIDGE. Thank you, Mr. Chairman. I will be brief with
mine, as well.

Mr. Radhakrishnan and Mr. Parkinson, from your testimony, it
appears that you both agree that a banking entity could clear de-
fault swaps under Federal Reserve oversight and a designated
clearing organization to do the same under CFTC oversight. Is that
correct?

Mr. RADHAKRISHNAN. That is correct, sir.

Mr. PARKINSON. Yes.

Mr. ETHERIDGE. That being said then, what would your reaction
be if a bank entity tried to form a DCO to clear CDS under CFTC
oversight or a DCO tried to become a banking entity to clear CDS
under Federal Reserve oversight?

Mr. RADHAKRISHNAN. I think we would not have an opinion on
that; we would say that that would be fine. In fact, if you look at
the ICE-TCC proposal, the TCC, before it decided to apply to be-
come a New York State limited purpose trust company, is a des-
ignated clearing organization.

I think what is happening is a separate entity is going to become
the New York State banking authority. But as long as the banking
authorities do not mind accepting a DCO as one of their regulatees,
I don’t think the Commission has any objections to an entity that
is already regulated by another regulator becoming regulated by
us. In fact, we have two examples: One is the Options Clearing
Corporation, which is regulated both by the SEC and us, and the
other is the London Clearing House.

Mr. PARKINSON. I am not aware of anything that would prohibit
a banking organization from forming a CCP and registering with
the CFTC. Although it is not exactly the same situation, I would
note that, under the Gramm-Leach-Bliley Act, we have many
banks who have subsidiaries that are futures commission—or bank
holding companies whose subsidiaries are futures commission mer-
chants, and they are regulated by the CFTC. There are various
provisions of Gramm-Leach-Bliley that direct us to rely primarily
on the CFTC in the oversight of those entities. So, philosophically,
I think I would be very comfortable with that approach.

Mr. ETHERIDGE. Okay, thank you.

Let me associate myself, if I could, Mr. Parkinson, with my good
friend Mr. Moran’s statement from Kansas, as it relates to the abil-
ity to loan and the regulatory schemes. I know we are going
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through some tough times right now, but I am hearing from a
number of folks, not only just my farm community, who are losing
jobs, going out of business, small-business people, car dealers and
others. We are saying we are going to help them, and they are see-
ing no relief at the local level. We are still having problems with
the bigger banks still not letting those dollars flow. I hope you will
take that message back.

As we approach the winter season now, if we don’t get some of
those funds flowing, we are going to have some real problems
across America in small towns and rural communities.

Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. I thank the gentleman.

Any further questions?

If not, I want to thank the panel for their patience and their
hanging in there and putting up with us for this period of time. We
appreciate you coming before the Committee, and we look forward
to working with you as we go through this process. Hopefully you
can get this thing resolved by the 15th of December, because, as
you know, I think the sooner we can do this, the better.

Thank you.

The Committee on Agriculture is adjourned, subject to the call of
the chair.

[Whereupon, at 12:58 p.m., the Committee was adjourned.]
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The CHAIRMAN. The Committee will come to order. Good after-
noon, everybody. I want to welcome you to today’s hearing. Today
marks the third hearing this Committee has held on credit deriva-
tives in the recent months. We have had two good hearings to this
point, and we will save everyone the time and not rehash what has
been said about these complex—actually not that complex, largely
unregulated financial products. This afternoon we have two panels
of industry stakeholders before us to discuss recent movement in
the industry and among regulators.

In the wake of the unwinding of billions of dollars of obligations
in this extremely opaque, and at times hard-to-value credit default
swaps market, several companies have stepped forward and are
seeking approval to operate clearinghouses for credit derivatives.
Such clearinghouses could reduce the bilateral risk of swaps trans-
actions and increase transparency of these products not just for the
public, but for all the players in the industry.

Given the possibility of central clearing, I would hope our panel-
ists can shed some light on how this would work given the often
complex, specialized nature of many of these products. Issues like
margin requirements, the standardization of contracts, exchange
operating standards, financial security of the clearinghouses in
times of stress, and the creditworthiness of the participants would
also need to be addressed if these products were brought out of the
dark and onto regulated exchanges.

(141)
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Our panelists also may have views on the recent Memorandum
of Understanding signed by the Federal Reserve, the SEC, the
CFTC on sharing of information and coordinating oversight of
swaps and new clearinghouses. As was discussed before this Com-
mittee last November, proposals in that Memorandum of Under-
standing could lead to a clearinghouse regulated by the Fed and
another by the CFTC, leaving open the possibility that clearing-
houses could choose between a regulator with no experience in this
area and a regulator with long experience in this area. Moving to-
wards a dual or even tripartite structure, if you include the Fed,
it looks like it would create a divided regulatory problem among
the largest banks that allowed the biggest players to essentially
choose their regulator based on experience or lack thereof.

Last week I lead a Congressional delegation to Europe to meet
with regulators and clearing providers. We spent time in London,
Brussels and Frankfort discussing with our counterparts across the
Atlantic the same issues this Committee has examined over the
last several months.

One thing that is clear is that in today’s world, any regulatory
answer to the lack of transparency in the market for credit deriva-
tives has to be a global one. We hear often of the threats that im-
plementing certain kinds of regulation on certain tradable products
will just drive those products overseas to less transparent markets.
Domestic exchanges already have a long history as counterparts for
derivative trades, taking on market participants’ trading and set-
tlement risk. In fact, no CFTC-regulated exchange has had a de-
fault. So I would be interested in hearing from some of other panel-
ists on how such a track record here would encourage the move-
ment of credit derivatives to other markets.

Our hearings to this point have been very informative, thorough
and bipartisan, and with two full panels today, I expect we will get
a wide range of views from industry stakeholders.

I again welcome today’s witnesses and welcome the Members for
their participation and look forward to members of the panel’s tes-
timony.

[The prepared statement of Mr. Peterson follows:]

PREPARED STATEMENT OF HON. COLLIN C. PETERSON, A REPRESENTATIVE IN
CONGRESS FROM MINNESOTA

Good afternoon. I want to welcome everyone to today’s hearing.

Today marks the third hearing this Committee has held on credit derivatives in
recent months. We have had two good hearings to this point and I will save every-
one the time and not rehash what has been said about these complex and largely
unregulated financial products. This afternoon we have two panels of industry
1s‘cakeholders before us to discuss recent movement in the industry and among regu-
ators.

In the wake of the unwinding of billions of dollars of obligations in this extremely
opaque and, at times, hard to value credit default swaps market, several companies
have stepped forward and are seeking approval to operate clearinghouses for credit
derivatives. Such clearinghouses could reduce the bilateral risk of swaps trans-
actions and increase transparency of these products, not just for the public, but for
all the players in the industry.

Given the possibility of central clearing, I would hope our panelists can shed some
light on how this could work given the often complex, specialized nature of many
of these products. Issues like margin requirements, the standardization of contracts,
exchange operating standards, the financial security of clearinghouses in times of
stress, and the creditworthiness of participants would also need to be addressed if
these products were brought out of the dark and onto regulated exchanges.
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Our panelists also may have views on the recent Memorandum of Understanding
signed by the Federal Reserve, the Securities and Exchange Commission and the
Commodity Futures Trading Commission on sharing information and coordinating
oversight of swaps and new clearinghouses.

As was discussed before this Committee last November, proposals in that Memo-
randum of Understanding could lead to a clearinghouse regulated by the Fed and
another by the CFTC, leaving open the possibility that clearing houses could choose
between a regulator with no experience in this area and a regulator with long expe-
rience in this area.

Moving towards a dual, or even tripartite structure, if you include the Fed, looks
like it would recreate the same divided regulatory problem we have already seen
on Wall Street and among the largest banks that allowed the biggest players to es-
sentially choose their regulator based on experience, or lack thereof.

Last week, I led a Congressional delegation to Europe to meet with regulators and
clearing providers. We spent time in London, Brussels, and Frankfurt, discussing
with our counterparts across the Atlantic the same issues this Committee has exam-
ined over the past several months.

One thing that is clear is that in today’s world, any regulatory answer to the lack
of transparency in the market for credit derivatives has to be a global one. We hear
often of the threats that implementing certain kinds of regulation on certain
tradable products will just drive those products overseas to less transparent mar-
kets. Domestic exchanges already have a long history as counterparties for deriva-
tives trades, taking on market participants’ trading and settlement risks. In fact,
no CFTC-regulated exchange has had a default. So I would be interested in hearing
from some of our panelists on how such a track record here would encourage the
movement of credit derivatives to other markets.

Our hearings to this point have been very informative, thorough, and bipartisan,
and with two full panels today, I expect we will get a wide range of views from in-
dustry stakeholders. I welcome today’s witnesses and I look forward to their testi-
mony.

The CHAIRMAN. And with that I would yield to the Ranking

Member, for today, of the Committee, my good friend, the distin-
guished Member from Iowa, Mr. King.

OPENING STATEMENT OF HON. STEVE KING, A
REPRESENTATIVE IN CONGRESS FROM IOWA

Mr. KING. Thank you, Mr. Chairman. I thank you for calling to-
day’s hearing, and also for continuing this Committee’s efforts in
gaining further insight into the role of credit default swaps in our
economy and how they should be regulated.

I also would like to thank the participants on our two panels
today. We appreciate your time and commitment to the public pol-
icy process as we learn more about credit default swaps and move
forward with an appropriate regulatory approach for this financial
instrument.

This is the third hearing in the Agricultural Committee that has
been held on the role of credit default swaps in our economy. Since
our first hearing in October, there have been a number of develop-
ments with respect to this financial instrument and our economy
as a whole. Credit default swaps do serve a valid purpose in the
marketplace. They are an important risk-management tool nec-
essary for successful functioning of our financial markets. However,
we have learned that these financial instruments need appropriate
oversight.

Credit default swap products have grown exponentially over a
relatively short amount of time without proper regulation and
transparency. This has created systemic risk and uncertainty in
our marketplace. Credit default swaps need a regulatory approach
that will provide greater transparency and risk management, and
that will create a method for price discovery.
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Last month Federal regulatory bodies established a Memo-
randum of Understanding regarding credit default swaps. This
measure will allow for information sharing, will encourage coopera-
tion among regulatory authorities. It will create a method for clear-
ing credit default swaps. This approach should ultimately provide
transparency needed to understand the market as well as measure
counterparty performance.

However, as we move forward with developing a clearing mecha-
nism, what remains uncertain is how exactly this clearing mecha-
nism will reduce counterparty credit risk. What standards in rela-
tion to reporting, pricing and assessing risk before a credit event
are needed for clearing these financial instruments? How will var-
ious regulatory authorities work together to achieve the broad
goals of the Memorandum of Understanding? How will those efforts
promote regulatory consistency rather than a duplication of efforts
or, worse, further mismanagement?

Today we hope to advance our knowledge in respect to these
questions to create the appropriate regulation that respects the na-
ture of the marketplace and considers the limits of government
intervention.

Again I thank you for your participation in today’s hearing. I
thank the Chairman and look forward to your testimony.

Mr. Chairman, I yield back.

[The prepared statement of Mr. King follows:]

PREPARED STATEMENT OF HON. STEVE KING, A REPRESENTATIVE IN CONGRESS FROM
Towa

I would like to thank Chairman Peterson for calling today’s hearing. And, for con-
tinuing this Committee’s efforts in gaining further insight into the role of credit de-
fault swaps in our economy and how they should be regulated.

I would also like to thank the participants of our two panels today. We appreciate
your time and commitment to the public policy process as we learn more about cred-
it default swaps and move forward with an appropriate regulatory scheme for this
financial instrument.

This is the third hearing the Agriculture Committee has held on the role of credit
default swaps in our economy. Since our first hearing in October there have been
a number of developments with respect to this financial instrument and our econ-
omy as a whole.

Credit default swaps do serve a valid purpose in the marketplace. They are an
important risk management tool necessary for the successful functioning of our fi-
nancial markets.

However, we have learned that these financial instruments need appropriate over-
sight. CDS products have grown exponentially over a relatively short amount of
time without proper management. This has created systemic risk and uncertainty
in our marketplace. CDS products need a regulatory scheme that will provide great-
er transparency and risk management, and will create a method for price discovery.

Last month, Federal regulatory bodies established a Memorandum of Under-
standing regarding credit default swaps. This measure will allow for information
sharing, will encourage cooperation among regulatory authorities, and will create a
method for clearing credit default swaps. This approach should ultimately provide
transparency needed to understand the market, as well as measure counterparty
performance.

However, as we move forward with developing a clearing mechanism, what re-
mains uncertain is how exactly this clearing mechanism will reduce counterparty
credit risk. What standards, in relation to reporting, pricing and assessing risk be-
fore a credit event, are needed for clearing these financial instruments? How will
various regulatory authorities work together to achieve the broad goals of the
Memorandum of Understanding? How will those efforts promote regulatory consist-
ency rather than a duplication of efforts or worse further mismanagement?
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Today, we hope to advance our knowledge in respect to these questions so that
we can create the appropriate regulation that respects the nature of the market-
place and considers the limits of government intervention.

Again, I thank you for your participation in today’s hearing, and I look forward
to your testimony.

The CHAIRMAN. I thank the gentleman.

The other Members, if you have opening statements, they will be
made part of the record, but we are going to move ahead to the wit-
nesses to proceed with the hearing.

Our first panel we welcome today, we have Mr. Terrence Duffy,
Executive Chairman of the CME Group from Chicago; Johnathan
Short, Senior Vice President and General Counsel of the Inter-
national Exchange of Atlanta, ICE; Mr. John O’Neill, Manager of
Fixed Income Derivatives for Liffe, New York Stock Exchange
Euronext, London; Mr. Thomas Book, a Member of the Executive
Board of Eurex Clearing AG in Frankfort, Germany.

Mr. Duffy, we will start with you. You have 5 minutes. Your
statements will be made in full part of the record, so we would en-
courage you to stay within the time, although we will give you a
little latitude. Welcome, and we look forward to your testimony.

STATEMENT OF HON. TERRENCE A. DUFFY, EXECUTIVE
CHAIRMAN, CME GROUP, INC., CHICAGO, IL

Mr. Durry. Thank you, Mr. Chairman. Again, I am Terry Duffy,
the Executive Chairman of the CME Group, and I want to thank
y0(111, Mr. Chairman, and Mr. Goodlatte for inviting us to testify
today.

You asked us to discuss the role of credit default swaps and the
regulatory framework that governs. You also asked for our sugges-
tions for modifications of the current regulatory framework to fa-
cilitate efficient clearing of credit default swaps.

At the outset I would like to applaud the efforts of New York Fed
President Timothy Geithner, SEC Chairman Chris Cox and CFTC
Chairman Walt Lukken. They worked with market participants to
reduce gross open CDS exposures by more than 25 percent, from
$67 trillion to $44 trillion. They also worked together to facilitate
regulatory review and approval of industry efforts, including CME
Group’s effort.

Credit default swaps serve an important economic purpose, but
unfortunately the way they do it is not perfect. Ideally credit de-
fault swaps are designed to permit investors to hedge specific risk
that a particular enterprise will fail or the rate of failure of a de-
fined group of firms will exceed expectations. Credit default swaps
are also an excellent device to short corporate bonds, which other-
wise could not be shorted.

In an uncontrolled environment, however, credit default swaps
can pose serious problems to the efficient functioning of our capital
markets, and as has been well documented, the incentives to sell
credit default swaps has led to unfortunate outcomes. Firms have
sold credit default swaps that bear risks akin to hurricane insur-
ance, but no regulator required that a firm maintain sufficient cap-
ital to fund the disaster that was being covered.

Volatile pricing of credit default swaps has had a severe adverse
impact on companies whose credit ratings, loan covenants and
stock prices were impaired by reported changes in their credit
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spreads. We understand that some pricing conduct is under inves-
tigation, but it is too late for the companies that were most im-
pacted. Regulators have been unable to judge the market impact of
allowing a firm to fail. This is because it is hard to determine what
the consequences of the failure would be with the respect to their
obligations to others and the credit default swaps that would ma-
ture. This is a short list of common problems.

While some characterized credit default swaps as gambling de-
vices or instruments of mass destruction, we do not take that view.
We believe that they can serve an important role in our economy
without imposing undue systemic risks if such swaps are marked-
to-market to prices that are independently and objectively deter-
mined; if the regulators responsible for controlling systemic risk
can easily keep track of the obligations of the banks, brokers and
other participants in the markets; and if the well capitalized and
regulated clearinghouses act as a counterparty for such swaps.

The current regulatory regime does not make it easy to achieve
these aims. If credit default swaps are traded between sophisti-
cated parties, and the transaction is subject to negotiation, the
transaction is excluded from regulation by the CFTC by section 2(g)
of the Commodity Exchange Act and excluded from regulation by
the SEC by section 206(a) of the Gramm-Leach-Bliley Act. In con-
sequence, efforts to enhance this market with product standardiza-
tion and central counterparty clearing services have necessitated
collaboration among regulators with uncertain statutory authority.

Although the CDS market has historically had some notable
shortcomings, it is important to also recognize recent market struc-
ture enhancements. These include significant reductions in the con-
firmation backlog, the increased rate at which counterparties are
pursuing bilateral tear-up and compression agreements, and the
DTCC'’s efforts to release information on the aggregated gross cred-
it default swaps exposure held in the Trade Information Ware-
house.

Also, with the leadership of the New York Fed, the industry has
been moving toward the adoption of central counterparty claim fa-
cilities. These innovations improve the risk-management capabili-
ties of market participants. CME Group has an immediate oper-
ational capacity to offer a compression facility and clearinghouse
for standardized credit default swaps. We will also be able to mi-
grate a high percentage of previously traded swaps into standard-
ized, cleared environment. This in turn will provide regulators with
the information they need and give customers a more efficient mar-
ket with lower costs and lower risk.

CME Group has the ability to reduce risk now. We have pre-
sented our plan to the Federal Reserve, CFTC and the SEC. We
also have addressed regulatory uncertainty in this area. We have
urged the SEC to advance the ball by immediately retaining au-
thority to prosecute for insider trading and manipulation that af-
fects securities markets. This should include exempting the trading
and clearing of credit default swaps that are cleared by the CFTC-
regulated clearinghouse. We remain hopeful that the SEC will take
the steps necessary to achieve these important regulatory and sys-
temic risk-reduction goals. We are working with, and will continue
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to work with, the SEC, the CFTC to secure a workable set of ex-
emptions that will give the solution a chance to succeed.

I thank you for your time, and I look forward to answering your
questions.

[The prepared statement of Mr. Duffy follows:]

PREPARED STATEMENT OF HON. TERRENCE A. DUFFY, EXECUTIVE CHAIRMAN, CME
Group INc., CHICAGO, IL

I am Terrence A. Duffy, executive Chairman of CME Group Inc. Thank you Chair-
man Peterson and Ranking Member Goodlatte for inviting us to testify today. You
asked us to discuss the role of credit default swaps and the regulatory framework
that governs. You also asked for our suggestions for modifications of the current reg-
ulatory framework to facilitate efficient clearing of credit default swaps. At the out-
set, I would like to applaud the efforts of New York Fed President Timothy
Geithner, SEC Chairman Chris Cox and CFTC Chairman Walt Lukken in working
with market participants to reduce gross open CDS exposures by more than 25%
from $67 trillion to $44 trillion and in working together to facilitate regulatory re-
view and approval of industry efforts, including CME Group’s efforts, to enhance the
CDS market through central counterparty clearing services.

Introduction

Credit default swaps serve an important economic purpose in an unfortunately
imperfect manner. At the ideal level, credit default swaps permit investors to hedge
specific risk that a particular enterprise will fail or that the rate of failure of a de-
fined group of firms will exceed expectations. However, because credit default swaps
are not insurance, investors who are not subject to any specific risk can assume de-
fault risk to enhance yield or buy protection against a default to speculate on the
fate of a company or the economy generally. Credit default swaps are also an excel-
lent device to short corporate bonds, which otherwise could not be shorted.

In an uncontrolled environment, credit default swaps can pose serious problems
to the efficient functioning of our capital markets. As has been well documented, the
incentives to sell credit default swaps have led to unfortunate outcomes. Firms have
sold credit default swaps that bear risks akin to hurricane insurance, but no regu-
lator required that the firm maintained sufficient capital to fund the disaster that
was being covered. Volatile pricing of credit default swaps has had direct and severe
adverse impacts on companies whose credit ratings, loan covenants and stock prices
were impaired by reported changes in their credit spreads. We understand that
some pricing conduct is under investigation, but it is too late for the companies that
were most impacted. Regulators have been unable to judge the market impact of al-
lowing a firm to fail because the consequences of the failure with respect to their
obligations to others and the credit default swaps that would mature have not been
immediately discernable. This is the short list of common problems.

While some have characterized credit default swaps as gambling devices or instru-
ments of mass destruction, we do not take that view. If such swaps are marked-
to-market to independently and objectively determined prices, if the regulators re-
sponsible for controlling systemic risk can easily keep track of the obligations of the
banks, brokers and other participants in the market and if a well-capitalized and
regulated clearing house acts as the central counterparty for such swaps, we believe
that they can serve an important role in our economy without imposing undue sys-
temic risks.

The current regulatory regime does not make it easy to achieve these aims. If
credit default swaps are traded between sophisticated parties and the transaction
is subject to negotiation, the transaction is excluded from regulation by the CFTC
by section 2(g) of the Commodity Exchange Act and excluded from regulation by the
SEC by section 206A of the Gramm-Leach-Bliley Act. In consequence, efforts to en-
hance this market with product standardization and central counterparty clearing
services have necessitated collaboration among regulators with uncertain statutory
authority. Although the CDS market has historically had some notable short-
comings, it is important to also recognize recent market structure enhancements, in-
cluding significant reductions in the confirmation backlog, the increased rate at
which counterparties are pursuing bilateral tear up and compression arrangements,
as well as DTCC’s efforts to release information on the aggregate gross CDS expo-
sures held in the Trade Information Warehouse. Also, with the leadership of the
New York Fed, the industry has been moving toward the adoption of central
counterparty clearing facilities. These innovations improve the risk management ca-
pabilities of market participants.
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We have formed a joint venture with the Citadel Investment Group and have im-
mediate operational capacity to offer a compression facility and clearing house for
standardized credit default swaps and to migrate a high percentage of previously
traded swaps into a standardized, cleared environment that will provide regulators
with the information they need and customers with a lower cost, lower risk and
more efficient market. CME Group has the ability to reduce risk now. We have pre-
sented our plan to the Federal Reserve, the CFTC and the SEC. We have addressed
regulatory uncertainty in this area by urging the SEC to immediately advance the
ball by retaining authority to prosecute for insider trading and manipulation that
affects securities markets and otherwise exempting the trading and clearing of cred-
it default swaps that are cleared by a CFTC regulated clearing house. We remain
hopeful that the SEC will take this step necessary to achieve these important regu-
latory and systemic risk reduction goals. We are working with, and will continue
to work with, the SEC and CFTC to secure a workable set of exemptions that will
give this solution a chance to succeed.

Discussion

Trading of financial futures on regulated futures markets, subject to the oversight
of the Commodity Futures Trading Commission, has been a net positive to the econ-
omy, has caused no stress to the financial system and has easily endured the col-
lapse of one and near collapse of two firms that were very active in our markets.
This is a record of which this Committee, the CFTC and our industry can be justifi-
ably proud.

When Lehman Brothers filed for bankruptcy, no futures customer lost a penny or
suffered any interruption to its ability to trade. The massive proprietary positions
of Lehman were liquidated or sold, with no loss to the clearing house and no disrup-
tion of the market. This tells us that the margining, financial safeguards and cus-
tomer protection mechanisms of the futures industry work in times of immense
stress to the financial system.

Fourteen years ago, on June 14, 1994, we testified before the Subcommittee on
Environment, Credit, and Rural Development of the Committee on Agriculture of
the House of Representatives on the topic of regulatory issues for OTC derivatives.!
At that time, OTC swaps were in their infancy—the market had grown from ap-
proximately $2 trillion in 1989 to less than $8 trillion in 1994. We sounded a num-
ber of very clear warnings respecting the steps that would be necessary to assure
that this rapidly growing market did not result in systemic problems to our econ-
omy.

“There are common themes in the recent stories, beyond the obvious ones of
massive financial losses and attempts to shift the blame to others . . . In al-
most all cases of unexpected losses, properly linked to derivative instruments,
three elements are present, to varying degrees: (1) the accuracy of pricing the
instruments involved; (2) the assessment of risk before the fact; (3) and the ra-
pidity with which small losses became huge.”

Interestingly, what was true of the nascent OTC interest rate swaps market in
1994 is just a true with the nascent CDS market in 2008. By contrast to the ele-
ments that contribute to significant loss events in OTC derivatives markets, cen-
trally cleared derivatives are subject to daily mark-to-market, risk management and
stress testing via the margining process. Both of these critical risk management
functions prevent small losses from accumulating unnoticed.

Since at least the early 1990s, CME has had a consistent philosophy respecting
the regulation of OTC derivative trading and the superiority of regulated exchanges
with central counterparty clearing. We have not sought to ban all OTC trading, we
have urged that OTC trading be limited to truly sophisticated investors trading con-
tracts that are too individualized or too thinly traded to be brought onto a trading
platform for standardized products. We were right then and we are right now.

On September 26, 2007, I testified before the House Agriculture Subcommittee on
General Farm Commodities and Risk Management and discussed our view of the
success of the Commodity Futures Modernization Act and the amendments that we
believed were necessary to extend the benefits of central counterparty clearing to
OTC derivatives.

I do not intend to repeat that testimony, which was detailed and extensive. I will
only note that we suggested that Congress look to “first principles,” which means
the findings and purposes adopted by Congress to guide the Commission’s exercise
of its jurisdiction. Section 5(b) of the Commodity Exchange Act charged the Commis-
sion with a duty to oversee “a system of effective self-regulation of trading facilities,

1Testimony of CME’s then Chairman John F. Sandner.
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clearing systems, market participants and market professionals” and to “deter and
prevent price manipulation or any other disruptions to market integrity; to ensure
the financial integrity of all transactions subject to this chapter and the avoidance
of systemic risk; to protect all market participants from fraudulent or other abusive
sales practices.”

We suggested that there is a growing conflict between these “purposes” and the
statutory exemptions for unregulated markets that had been inserted into the CEA
by various special interests. It is clear to us that all of the key purposes mandated
by Congress in Section 5(b) are jeopardized if trading facilities for contracts in ex-
empt commodities are permitted to coexist with regulated futures exchanges that
list those same commodities.

Rather than looking back and trying to assess blame, we want to move forward
and explain what CME Group is offering and planning to offer to alleviate the risks
to the economy currently represented by the almost $600 trillion in outstanding no-
tional value of OTC swaps. We are in the process of offering a means to convert
a significant proportion of outstanding OTC interest rate swaps into centrally-
cleared instruments subject to the high risk management standards and regulatory
requirements of the CME Clearing House as a Derivatives Clearing Organization
supervised by the CFTC. If customers accept this program, we expect that standard-
ization of these outstanding contracts and submission to our clearing system will
permit a multilateral netting process that will reduce the outstanding exposure on
‘fc_he current open exposures submitted to our clearing system by a factor of at least
ive.

I want to particularly focus on our plans to play a role in the CDS market. CME
Group’s goal is to respect the value and importance these markets provide to man-
aging risks in corporate debt portfolios and to work with the dealer community and
buy-side participants to facilitate their current hedging, trading, and dealing activi-
ties while providing them with netting, risk management and other central
counterparty clearing services that reduce their costs and risk and increase investor
confidence in these markets. It is also our goal to provide counterparty credit risk
intermediation, reduction in gross exposures, and transparency around aggregate
open exposures in a manner that reduces the potential need for regulatory interven-
tion in distressed credit situations going forward.

The CDS market has grown because credit derivatives permit dispersion and re-
alignment of credit risks. These instruments are a tremendously valuable financial
tool in the right hands and used properly. However, the individual and systemic
risks created by the exponential growth of such contracts has not been properly
managed—in some cases it appears not to have been well understood. The lack of
transparent mark-to-market, standardized contract terms, multilateral netting and
all of the other advantages that flow from a comprehensive and open central
counterparty clearing system have compounded risk and uncertainty in this market.
The gross notional exposure in that market is about $44 trillion. It is estimated that
portfolio compression by netting could reduce that exposure by a factor of five to
ten.

There is a solution. The compression facility and multilateral clearing mecha-
nisms that have been proposed by CME and Citadel Investment Group offer a sys-
tematic method to monitor and collateralize risk on a current basis reducing sys-
temic risk and enhancing certainty and fairness for all participants. Our solution
offers regulators the information and transparency they need to assess risks and
prevent market abuse. Our systematic multilateral netting and well-conceived
collateralization standards will eliminate the risk of a death spiral when a jump to
3e£au%t of a major reference entity might otherwise create a cascade of failures and

efaults.

Let me provide a few examples of the problems, and the solutions that our pro-
posal offers:

o First, best price information in CDS markets is not always readily available.
Disagreements are common, leading to subjective and inconsistent marks and
potentially incomplete disclosure to investors of unrealized losses on open posi-
tions. For example, earlier this year, Toronto Dominion Bank announced a $94
million loss related to credit derivatives that had been incorrectly priced by a
senior trader. In a centrally cleared model, with independently determined,
broadly disseminated mark-to-market prices such errors are much less likely to
occur.

e Second, risk assessment information is inadequate, and risk management proce-
dures are inconsistent across the market. Precise information on gross and net
exposures is not available. The true consequences of a default by one or more
participants cannot be measured—exactly the sort of systemic risk brought to
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light by the Bear Stearns and AIG crises, which caused major disruptions in
the market. As Bear Stearns and AIG faltered, credit spreads for most dealers
widened, volatility increased and liquidity declined. Intervention became nec-
essary.

Transparent mark-to-market price information combined with risk management
protocols enforced by a neutral clearing house could have mitigated this out-
come. Risk managers would have had accurate and timely information on their
firms’ positions, exposures and collateral requirements. Collateral to cover fu-
ture risks would have been in place or positions would have been reduced. The
clearing house and regulators would have seen and been able to manage con-
centration risks within a particular portfolio, and stress-test the consequences
of a major default.

Our long experience is a tremendous asset in efforts to reduce systemic risk in
the CDS market. The CME Clearing House currently holds more than $100 billion
of collateral on deposit and routinely moves more than $3 billion per day among
market participants. We conduct real-time monitoring of market positions and ag-
gregate risk exposures, twice-daily financial settlement cycles, advanced portfolio-
based risk calculations, monitor large account positions and perform daily stress
testing. Our clearing house has a proven ability to scale operations to meet the de-
mands of new markets and unexpected volatility.

CME Clearing also brings significant scale with risk management expertise and
default protections. You may have seen press questioning our decision to include
CDS clearing in a consolidated guaranty fund with our existing futures and energy
and commodity OTC business. To clarify the record, we want to say the following.

A CCP guaranty fund is similar to a mutualized insurance or loss sharing vehicle.
As such, the risk profile to the pool is reduced whenever the risks covered by the
pool are diversified. We have seen very real evidence of this diversification benefit
whenever we have added large pools of business to our guaranty fund—whether the
products are correlated or uncorrelated to the existing product set. The London
Clearing House has also successfully pursued a consolidated guaranty fund ap-
proach across its futures and OTC business since the mid-1990s.

In evaluating this approach, we took great care to ensure that the risk profile
faced by non-CDS participants who contribute to the guaranty fund—traditional fu-
tures participants—is not adversely affected. We effectively risk manage the CDS
products—via participation restrictions, margining techniques and risk monitoring
practices—such that the risk profile to the guaranty fund posed by a CDS product
is comparable to that posed by a traditional futures product. The CDS market re-
quires product structures, rules and regulatory oversight that are suited to the
needs of all participants. That may not occur if centrally traded and cleared credit
products must be fitted within regulatory frameworks that were developed for dif-
ferent markets or to meet different policy goals. We are working with the New York
Fed, the CFTC and the SEC to find a way quickly to bring our solution to market.

We are in ongoing negotiations with the SEC and do not believe that it is appro-
priate to comment publicly on the pending proposals and our mutual efforts to reach
a satisfactory accommodation that will permit our venture to provide a valuable
service to the industry, the economy and the regulators.

I thank the Committee for the opportunity to share CME Group’s views, and I
look forward to your questions.

The CHAIRMAN. Thank you very much, Mr. Duffy. We appreciate
that.
Mr. Short, welcome to the Committee.

STATEMENT OF JOHNATHAN H. SHORT, SENIOR VICE
PRESIDENT AND GENERAL COUNSEL,
INTERCONTINENTALEXCHANGE, INC., ATLANTA, GA

Mr. SHORT. Thank you. Chairman Peterson, Members of the
Committee, I am Johnathan Short, Senior Vice President and Gen-
eral Counsel of IntercontinentalExchange, or ICE. We appreciate
the opportunity to discuss the role of the credit derivatives in the
financial markets and ICE’s efforts, along with the efforts of other
market participants, to introduce transparency and risk intermedi-
ation into the OTC credit markets. I will begin with a brief update
regarding the status of our efforts in this regard.
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As I previously testified before this Committee, ICE will form a
limited-purpose bank, ICE U.S. Trust, to clear credit default swaps.
ICE U.S. Trust will be a New York trust company and a member
of the Federal Reserve System. It will therefore be subject to the
regulatory and supervisory requirements of the Federal Reserve
System and the New York Banking Department.

I am pleased to report that ICE’s application and charter were
approved by the New York Banking Department last Thursday, De-
cember 4th. The Federal Reserve Bank of New York is currently
reviewing ICE Trust’s application, and we believe we are in the
final stages of that review. When approved, ICE Trust will imme-
diately begin clearing current backlogs of CDS trades before mov-
ing on to accepting newly executed CDS transactions.

ICE Trust will be an open platform. Other suitable trading plat-
forms will be able to use our clearing facilities. Because of existing
agreements with the Depository Trust and Clearing Corporation
Warehouse, our solution will support the cataloguing of existing
and future CDS trades regardless of whether they are cleared or
not. Ultimately the goal is to ensure that the greatest amount of
trades are centrally cleared in order to decrease counterparty risk
and increase transparency.

One of the things that we were asked to do was to respond to
the President’s Working Group’s recommendations, and I will try
to do so briefly. Effective regulation of credit derivatives is essen-
tial for the efficient operation of capital markets in the financial
system. To address these issues, on November 14th the President’s
Working Group on Financial Markets outlined four important ob-
jectives for OTC derivatives markets. Those objectives were to im-
prove market transparency and the integrity of credit default
swaps, to enhance risk management of OTC derivatives, to
strengthen OTC derivatives market infrastructure, and to continue
cooperation among regulatory authorities.

I support PWG’s policy objectives, and, as I will outline here, we
believe that our credit default swaps clearing solution will help reg-
ulators achieve each of these important objectives.

The first policy objective of the PWG is improving market trans-
parency and the integrity of the credit default swaps market. Spe-
cifically, the PWG calls for public reporting of prices, trading vol-
umes and aggregated open interest. Further, the PWG states that
regulators should have access to trade and position information
housed at central counterparties and central trade repositories.
ICE will satisfy these objectives by direct regulation by the Federal
Reserve and through adoption of appropriate clearinghouse rules
requiring the reporting of this information.

As the Federal Reserve reviews our membership application, we
will work with it and other regulators to provide requested data in-
cluding public reporting.

The second policy objective of the PWG is enhanced risk manage-
ment of OTC derivatives. Among the specific objectives, the PWG
calls for specific risk-management standards for regulated entities
that transact OTC derivative instruments, best practices for mar-
ket participants with respect to risk management. To meet the ob-
jectives, the Federal Reserve regulatory requirements include min-
imum capital requirements, governance requirements, membership
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requirements, margin requirements, a satisfactory guaranty fund,
and other operational safeguards all with a view to satisfying inter-
nationally recognized clearing standards. Importantly, we were
very pleased to see in the Memorandum of Understanding between
the Fed, the SEC and the CFTC that there has been a commitment
between these three important regulators to meet the highest and
best standards.

ICE Trust membership will be open to all market participants
who meet the clearinghouse’s financial criteria. And importantly,
third parties who do not care to join the clearinghouse will be able
to clear through members of the clearinghouse. Like other clearing-
houses, ICE Trust will review each member’s financial standing,
operational capabilities, systems and controls, and the size, nature
and sophistication of its business in order to meet comprehensive
risk-management standards.

The third policy goal that PWG is to strengthen OTC derivatives
markets infrastructure, including open access to key infrastructure
components and standardization of CDS contracts.

Finally, the PWG states that regulators should encourage im-
provements to operational infrastructure, including improvements
of post-trade automation, frequent portfolio compression and en-
hanced standardized documentation.

ICE’s clearing solution squarely addresses this objective by ad-
dressing the OTC CDS market as it exists today. By bringing a
CDS clearing solution to the existing market structure, ICE’s solu-
tion can quickly address the existing systemic risk that is resident
in the market. Of equal importance, ICE has critical domain knowl-
edge and expertise to bring to its clearing solution as a result of
its acquisition of Creditex Group in August of this year; its develop-
ment of the ISDA cash settlement auctions in 2005 in which it was
a participant; and in recent weeks its efforts in the orderly settle-
ment of CDS contract referencing Fannie Mae, Freddie Mac, Leh-
man Brothers and many others.

The final policy objective of the President’s Working Group is to
continue cooperation amongst regulators. Specifically, the PWG
states that regulators that have jurisdiction over OTC markets
should cooperate and ensure they have adequate enforcement au-
thority. I fully support this recommendation and believe that CDS
clearing will achieve this goal.

Importantly, as the Chairman himself noted, I think this needs
to be taken to the next step, and there needs to be a facilitation
of international cooperation to bring transparency to these truly
global markets.

Mr. Chairman, thank you for the opportunity to share our views
with you, and I will be happy to answer any questions that you or
the Committee have.

[The prepared statement of Mr. Short follows:]

PREPARED STATEMENT OF JOHNATHAN H. SHORT, SENIOR VICE PRESIDENT AND
GENERAL COUNSEL, INTERCONTINENTALEXCHANGE, INC., ATLANTA, GA

Introduction

Chairman Peterson, Ranking Member Goodlatte, I am Johnathan Short, Senior
Vice President and General Counsel of the IntercontinentalExchange, Inc., or “ICE.”
We very much appreciate the opportunity to appear before you today to discuss the
role of credit derivatives in the financial markets and ICE’s efforts, along with other
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market participants, to introduce transparency and risk intermediation into the
OTC credit markets.

ICE is proud to be working with the Federal Reserve System, the Commodity Fu-
tures Trading Commission (“CFTC”), and the Securities Exchange Commission
(“SEC”) on these efforts that are vital to the health of our financial markets. Impor-
tantly, ICE has a history of working with over-the-counter (“OTC”) market partici-
pants to introduce transparency and risk intermediation into markets. We pioneered
the introduction of transparent OTC energy markets nearly a decade ago, moving
trading from telephones to screens. In 2002, we introduced clearing into the OTC
energy markets in response to the credit and counterparty risk crisis that were then
gripping the energy markets—much like the crisis confronting global financial mar-
kets today. With the formation and launch of ICE Trust (“ICE Trust”), which I will
detail in a few minutes, ICE is leveraging its expertise in OTC clearing and making
significant investments to transform the OTC credit derivatives market into a regu-
lated, centrally cleared marketplace that will be open, independent, transparent and
efficient.

Background and Progress Report

As outlined in previous testimony, to clear credit default swaps (“CDS”), ICE will
form a limited purpose bank, ICE Trust. ICE Trust will be a New York trust com-
pany and a member of the Federal Reserve System. It will therefore be subject to
regulatory and supervisory requirements of the Federal Reserve System and the
New York Banking Department.

ICE has agreed to purchase The Clearing Corporation (“T'CC”) and has garnered
the support of nine banks: Bank of America, Citigroup, Credit Suisse, Deutsche
Bank, Goldman Sachs, JPMorgan Chase Bank, Merrill Lynch, Morgan Stanley and
UBS. Currently TCC provides clearing services for global futures exchanges and
OTC markets and since early 2007 has been working with leading industry partici-
pants, regulators and industry associations on a global initiative to clear CDS indi-
ces, tranches and single name instruments.

The nine banks using the ICE CDS clearinghouse will novate and capitalize their
positions with a new and completely separate bulk fund. The guaranty fund for
index contracts alone has been estimated to be in excess of $1 billion. The total level
of funding and collateral could rise considerably as initial and variation margin lev-
ﬁls are determined and as new types of credit transactions move into the clearing-

ouse.

It is important to note that one of the defining features of the ICE Trust CDS
clearing solution—and one that we believe is import to its success over the long
term—is the independence of ICE Trust management from its clearing membership.
The management of ICE Trust will be vested in an independent Board of Directors.
Initially, the Board of Directors of ICE Trust will consist of seven members, four
of whom are independent in accordance with the requirements of the New York
Stock Exchange listing standards, the Exchange Act, and ICE’s Board of Director
Governance Principles. Within 6 months of its initial constitution, the Board of Di-
rectors will increase to nine with the addition of two new independent directors.

In this vein, ICE Trust has also been holding regular meetings with buy-side par-
ticipants to insure their representation in the clearinghouse solution. Feedback from
these meetings has allowed ICE Trust to tailor its governance to allow buy-side par-
ticipants to have a voice in the management of the clearing house through an advi-
sory board. ICE Trust believes it is very important that its clearing solution be open
to all participants, and thus obtaining buy-side support is very important.

ICE Trust will also be an open platform: other suitable trading platforms will be
able to use ICE Trust’s clearing facilities. Because TCC and Creditex are integrated
with the Depository Trust and Clearing Corporation (DTCC) warehouse, our solu-
tion will have the ability to support all existing and future CDS trades, regardless
of when or where the trades were executed. Ultimately, the goal is to insure that
the greatest amount of trades are centrally cleared in order to decreased
counterparty risk and increase transparency.

Regulation of Credit Derivatives Clearing

As stated in our earlier testimony, appropriate, effective regulation of credit de-
rivatives is essential for the efficient operation of capital markets and the financial
system. Presently, credit default swaps are largely exempt from regulation by the
CFTC and the SEC. Since the beginning of the credit crisis in 2007, however, the
Federal Reserve Bank of New York (“New York Fed”) has progressively taken steps
to address the unique market structure and systemic risks inherent in the credit
market. As recent events demonstrate, the credit markets are intricately tied to the
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banking system, and many of the largest credit derivative market participants are
banks subject to regulation by the Federal Reserve.

To address these issues, on November 14, the President’s Working Group on Fi-
nancial Markets (“PWG”) announced its policy objectives for the OTC Derivatives
Market. In the policy statement, the PWG outlined four objectives for OTC deriva-
tives markets: (1) Improve Market Transparency and Integrity for Credit Default
Swaps, (2) Enhance Risk Management of OTC Derivatives, (3) Strengthen OTC De-
rivatives Market Infrastructure, and (4) Continue Cooperation among Regulatory
Authorities. ICE supports the PWG’s policy objectives, and as outlined below, ICE
believes its credit default swaps clearing solution, ICE Trust, will help regulators
achieve these objectives.

Improving Market Transparency and Integrity for Credit Default Swaps

The first policy objective of the PWG is to improve market transparency and in-
tegrity for credit default swaps. Specifically, the PWG calls for public reporting of
prices, trading volumes, and aggregated open interest. Further, the PWG states that
regulators should have access to trade and position information housed at central
counterparties and central trade repositories. ICE will satisfy these objectives
through direct regulation by the Federal Reserve, and through adoption of appro-
priate clearing house rules.

The Federal Reserve Act authorizes the Federal Reserve System and the New
York Federal Reserve to require reporting from ICE Trust, and to conduct examina-
tions of ICE Trust as it sees fit. The Federal Reserve has this authority because
it establishes the terms under which ICE Trust will become a member bank. The
Federal Reserve also has statutory authority to require reports and conduct exami-
nations of any affiliate of ICE Trust. We expect that the Federal Reserve will re-
quire detailed reports on a regular basis concerning all aspects of the operations of
ICE Trust. As the Federal Reserve reviews our membership application, we will
work with the agency, as well as other regulators, to ensure that we provide re-
quested and required data, including public reporting.

In the case of the current market structure for credit default swaps, the absence
of this kind of information has contributed to uncertainty in the credit derivatives
marketplace. ICE fully supports reporting of consolidated CDS market information
because we know transparency will improve public confidence and market effective-
ness. Our experience has taught us that central clearing combined with timely and
appropriate information disclosure will substantially improve market safety and
soundness, while preserving OTC market participants’ ability to innovate and create
new risk management products.

Oversight by the Federal Reserve System will ensure that ICE’s cleared credit de-
rivatives model is transparent and fully regulated from the inception of its oper-
ation. The Federal Reserve System has played a central role in addressing both the
current credit crisis and issues related to credit derivatives within the broader mar-
ket. Indeed, since its founding in 1913, the U.S. central bank has had primary re-
sponsibility for maintaining the stability of the financial system and containing sys-
temic risk in financial markets.

Enhanced Risk Management of OTC Derivatives

The second policy objective of the PWG is to enhanced risk management of OTC
derivatives. Among the specific objectives, the PWG calls for consistent risk manage-
ment standards for regulated entities that transact OTC derivatives instruments,
including best practices for market participants with respect to risk management.

To meet these objectives, Federal Reserve regulatory requirements include min-
imum capital requirements, governance requirements, membership requirements,
margin requirements, a satisfactory guaranty fund, and operational safeguards, all
with a view to satisfying internationally recognized clearing standards. As a limited
purpose bank, ICE Trust will be subject to regular examination by the Federal Re-
serve and the New York Banking Department, among other regulatory bodies as ap-
propriate in the normal course of operations and will be required to satisfy reporting
requirements.

ICE Trust will offer clearing services to its membership. Membership will be open
to all market participants that meet the clearinghouse’s financial criteria, and, im-
portantly, third parties unable to meet membership criteria will be able to clear
through members of the clearinghouse. Like other clearinghouses, ICE Trust will re-
view each member’s financial standing, operational capabilities (including technical
competence), systems and controls, and the size, nature and sophistication of its
business in order to meet comprehensive risk management standards with respect
to the operation of the clearinghouse.
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ICE Trust will require members to report various specific other matters to the
clearinghouse including: where the member ceases to hold sufficient capital or
breaches any applicable position limit; if the net worth of such member reduces by
more than 20% from that shown on the latest financial statement filed by it with
the clearinghouse for any reason; the failure to meet any obligation to deposit or
pay any margin when and as required by any clearinghouse of which it is a member;
failure to be in compliance with any applicable financial requirements of any regu-
latory authority, exchange, clearing organization or delivery facility; the insolvency
of the member or any controller or affiliate of that member; any default affecting
it.

ICE Trust will adhere to the “Recommendations for Central Counterparties”
(“RCC”) developed jointly by the Committee on Payment and Settlement Systems
(“CPSS”) and the Technical Committee of the International Organization of Securi-
ties Commissions (“IOSCO”) which set out standards for Risk Management of a cen-
tral counterparty (“CCP”). These recommendations are broadly recognized and have
been used by national regulators and other clearinghouses for self-assessment.

Following these guidelines, ICE Trust will establish a guaranty fund sufficient to
meet costs associated with the cost of closing out an insolvent member’s liabilities
that exceed the financial resources (cash and collateral) held in the account of the
insolvent member. Each member will be required to contribute to the guaranty fund
in an amount which is adjusted to reflect the volume of activity and risk they hold
within the clearinghouse. The value of the guaranty fund will be sufficient in aggre-
gate to meet the largest single modeled stress-test loss of the largest two members
in excess of the margin requirement of that member. Portfolio stress-testing will use
scenarios to cover market risks exceeding a confidence level of 99.9%.

The ICE Trust guaranty fund will be for CDS positions only and will not serve
as a collateral deposit for any other commodity contracts. We believe the best solu-
tion for containing the financial risks associated with credit derivative markets is
to completely separate them from other derivative markets.

Strengthened OTC Derivatives Market Infrastructure

The third policy goal of the PWG is to strengthen the OTC derivatives market
infrastructure. This objective includes ensuring that all market participants have
open and fair access to key infrastructure components and that exchange or similar
platforms for standardized CDS contracts should be encouraged. Finally, the PWG
states that regulators should encourage improvements to operational infrastructure,
including improvements to post-trade automation, frequent portfolio compression
and enhanced standardized documentation.

ICE’s clearing solution squarely addresses this objective by addressing the OTC
CDS market as it exists today. By bringing a CDS clearing solution to the existing
market structure, ICE’s solution can quickly address the existing systemic risk that
is resident in the market. Of equal importance, ICE has critical domain knowledge
and expertise to bring to its clearing solution as a result of its acquisition of
Creditex Group, Inc. (“Creditex”). Creditex is the global market leader and inno-
vator in providing infrastructure to the credit default swap markets. In the last few
years, Creditex has worked collaboratively with market participants on three impor-
tant initiatives to improve operational efficiency and scalability in the credit deriva-
tives market.

In 2005, Creditex helped to develop the ISDA Cash Settlement Auctions, which
are the market standard for credit derivative settlement and have been used in re-
cent weeks to facilitate the orderly settlement of CDS contracts referencing Fannie
Mae, Freddie Mac, Lehman Brothers, Landsbanki (Europe’s first credit event auc-
tion) and many others. In addition, Creditex and Markit, a credit derivative pricing
service, designed a compression solution to reduce the overall notional size and the
number of outstanding contracts in credit derivative portfolios. Since August,
Creditex and Markit have completed the compression of $1.036 trillion in notional
value of CDS transactions, greatly reducing the risk to the financial system.

Finally, Creditex’s subsidiary, T-Zero, is provides critical infrastructure for trade
transmission and same-day trade matching. The platform addresses recommenda-
tions by the PWG earlier this year for flexible and open architecture, ambitious
standards for accuracy and timeliness of trade matching errors and operationally re-
liable and scalable infrastructure.

Importantly, ICE U.S. Trust will be open to other appropriate market “front end”
and “back end” solutions that fit the needs of market participants. As noted earlier,
other suitable trading platforms will be able to use ICE Trust’s clearing facilities.
Because TCC and Creditex are working with the Depository Trust and Clearing
Corporation (“DTCC”) warehouse, our solution will have the ability to support all



156

existing and future CDS trades, regardless of when or where the trades were exe-
cuted.
Cooperation Among Regulators

The final policy objective of the President’s Working Group is continued coopera-
tion among regulators. Specifically, the PWG states that regulators that have juris-
diction over OTC markets should cooperate and ensure that they have adequate en-
forcement authority. ICE fully supports this recommendation and believes that CDS
clearing will help achieve its goal. ICE Trust’s principal regulator will be the Fed-
eral Reserve, but it stands willing to work with any regulator to make sure that
the CDS market is open, transparent and regulated.
Conclusion

ICE has always been and continues to be a strong proponent of open and competi-
tive derivatives markets, and of appropriate regulatory oversight of those markets.
As an operator of global futures and OTC markets, and as a publicly-held company,
ICE understands the importance of ensuring the utmost confidence in its markets.
To that end, we have continuously worked with regulatory bodies in the U.S. and
abroad in order to ensure that they have access to all relevant information available
to ICE regarding trading activity on our markets. We have also worked closely with
Congress to address the regulatory challenges presented by derivatives markets and
will (i;)lntinue to work cooperatively for solutions that promote the best marketplace
possible.

Mr. Chairman, thank you for the opportunity to share our views with you. I would
be happy to answer any questions you may have.

The CHAIRMAN. Thank you, Mr. Short.
Mr. O’Neill, welcome to the Committee.

STATEMENT OF JOHN O’NEILL, MANAGER, FIXED INCOME
DERIVATIVES, LIFFE, NYSE EURONEXT, LONDON, UNITED
KINGDOM

Mr. O’NEILL. Good afternoon, Chairman Peterson, Ranking Mem-
ber King and all Members of the Committee. My name is John
O'Neill. I am the Manager of CDS at Liffe, which is part of NYSE
Euronext. It was very good to meet many Members of the Com-
mittee in your recent visit to London. I thank you all for the oppor-
tunity to testify here today.

I would like to begin my testimony by saying a few brief words
about the current CDS market, and then highlight to the Com-
mittee some important principles which we have used in developing
the CDS clearing service which will be launching in London 2
weeks from today. I then would like to end by making brief obser-
vations concerning regulation of these markets.

First of all, as mentioned by the Committee already, despite re-
cent difficulties, we believe that CDS contracts remain important
tools for the management of risk. The Committee has also noted
some of the historical difficulties of the CDS market particularly
associated with rapid growth of these transactions.

We believe that there are three key points the market still needs
to address. The first is same-day confirmation for virtually all
trades, so-called “T+0” settlement. The second is accurate and time-
ly marked-to-market pricing. And the third is introduction of
strong and proven central counterparties for these products. The
solution we are launching will address all these points. We strongly
agree with policy leaders in the U.S., and elsewhere, that strong
and experienced counterparties are required for the CDS market.

NYSE Euronext, through our Liffe derivatives business, already
has a proven system for clearing OTC products. It is called Bclear.
Bclear has processed OTC transactions with a value of over $8 tril-
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lion, and it is widely used by all sections of the industry, banks,
brokers and the buy side. Bclear’s products have so far been re-
stricted to OTC equity derivatives. On the 22nd of December, we
also will be making credit default swap contracts available on
Bclear. This is a longstanding product for us and has been devel-
oped in cooperation with the market.

There are four guiding principals we have used in developing
CDS for Bclear. I would like to briefly mention those to the Com-
mittee. The first is the CDS clearing solution must be global in na-
ture to reflect the global nature of this market. All business in
Bclear clears into LCH.Clearnet in London, which is perhaps the
most respected and experienced OTC clearer in the world. U.S.
dealers are among the largest users of LCH.Clearnet both for their
U.S. domestic business and their wider global operations.

Particularly relevant for this market is LCH’s experience at the
sole interbank interest rate swap clearer. Again, U.S. firms are
large users of this service.

The Committee will also be aware that LCH has recently entered
into a proposed merger agreement with the U.S.-based DTCC,
which, as noted, is an important player in this market. We are
starting in London, but we are working with U.S. authorities to
make sure U.S. parties have access to this solution.

Our second principle is that we believe the CDS market requires
proven and safe solutions. We believe central counterparties of
CDS should be absolutely proven, and this is no time for experi-
mentation. In June this year, the notional value of interest rate
swaps held within LCH was valued at approximately $60 trillion.
That is even larger than the total CDS market.

LCH has experience of handling major dealer defaults, most re-
cently Lehman Brothers. In that period of extreme stress, LCH
unwound a portfolio of equities, commodities, energy and interest
rate swaps held by Lehman’s worth $9 trillion. Our written testi-
mony contains more details.

CDS clearing requires well capitalized and experienced clearing-
houses, specifically with experience in clearing OTC products, we
believe.

Our third principle is that the solution should be open to the
whole market. That includes buy-side, sell-side and interdealer bro-
kers. We have designed our approach to accommodate this. Signifi-
cantly for the Committee, our approach allows buy-side customers
to hold segregated business with clearers. This means that
counterparties who would have held business with Lehman’s when
Lehman Brothers collapsed would have been quickly assured of
segregated business and quickly assured of safety. That is an im-
portant point for the Committee.

The fourth and final point is that we believe solutions should be
non-disruptive. The market can get all the security of clearing and
processing without asking parties to completely change their busi-
ness models. Bclear provides this by allowing business to be pre-
negotiated, entered to Liffe, accepted, and then confirmed. It will
increase the efficient use of capital and will reduce stress on finan-
cial institutions. It will also allow regulators to gain transparency
concerning the size of positions, which is particularly important in
times of extreme stress.
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Finally, I would like to end by saying a few quick words about
regulation of this market. Both Bclear and LCH.Clearnet are regu-
lated by the FSA in London. LCH.Clearnet is also regulated by the
CFTC as part—given its status as the U.S. derivative clearing or-
ganization. Both SEC and CFTC have existing Memoranda of Un-
derstanding with the FSA. And the British Government has had an
information-sharing agreement with U.S. authorities since 1991.
We have been working with U.S. regulators as well as the FSA in
order to make the solution available to U.S. customers.

Finally, from a policy perspective, if the U.S. chooses to regulate
CDS clearing in a greatly more restrictive manner than other juris-
dictions, there may be a risk that business will move elsewhere.

We ask for concerted efforts among all regulators to regulate this
market. We support the policy and the principles of the President’s
Working Group on Financial Markets and hope for extensive co-
operation between regulators. We stand ready to help Congress to
achieve this goal.

Thank you very much for the opportunity to testify.

[The prepared statement of Mr. O’Neill follows:]

PREPARED STATEMENT OF JOHN O’NEILL, MANAGER, FIXED INCOME DERIVATIVES,
LirrE, NYSE EURONEXT, LONDON, UNITED KINGDOM

Introduction

Good Afternoon Chairman Peterson, Ranking Member Goodlatte and Members of
the Committee. My name is John O’Neill and I am the Manager of CDS at Liffe,
NYSE Euronext. I have headed up our initiative on credit default swap clearing
since the beginning of this year. I thank you and the Committee for the opportunity
to testify today.

The evolution of NYSE Euronext as a global company, as well as the similar evo-
lution of several other exchanges internationally, reflects the global nature of finan-
cial and commodity markets. As the latest financial crisis has shown, our markets
and economies are more connected than ever. NYSE Euronext’s geographic and
product diversity has helped to inform our efforts in the area of credit derivatives,
as we work to bring transparency to, and mitigate the risks associated with, prod-
ucts like credit default swaps.

I. Our CDS clearing solution

a. The CDS market

Credit default swaps are vitally important tools to facilitate the management of
risk. They allow the owners of bonds or loans to protect themselves when they fear
that borrowers will not honor their promises. They also allow corporations to protect
themselves against the risk that partners or suppliers may go into bankruptcy. In
difficult economic times, this diversification of risk, if used properly, will continue
to add value to the marketplace.

During the past decade, the market for credit default swaps has grown exponen-
tially—from a relatively small derivative product to a global industry of approxi-
mately $57 trillion in notional value at the end of June 2008.1 At this time, the CDS
market represented as much as 8% of the total over-the-counter derivatives market
of $684 trillion.2 The size of the CDS market may well diminish somewhat by the
end of 2008, as activity has slowed and the industry has implemented programs to
reduce the amount of contracts outstanding. However, credit default swaps will con-
tinue to be one of the most active global derivative products.

This rapid growth in CDS transactions initially led to serious processing ineffi-
ciencies. Most trades were confirmed manually, and large backlogs developed. Al-

1The Bank for International Settlements estimated that the notional amount of outstanding
CDSs in 1998 was approximately $108 billion. By 2007, that number had grown to approxi-
mately $58 trillion. Bank for International Settlements, Press Release, The Global Derivatives
Market at End-June 2001, December 20, 2001, and Bank for International Settlements Mone-
tary and Economic Department, OTC Derivatives Market Activity in the Second Half of 2007,
May 2008.

2Bank for International Settlements semi-annual OTC derivatives statistics as of June 2008.
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though regulatory pressure from global authorities has improved this situation sig-
nificantly, inefficiencies remain. The market needs to continue to strive for same
day confirmation (so called “T'+0”) to be the standard for virtually all trades.

The clearing solution that we will launch in 2 weeks will provide exactly that.

We strongly agree with by policy leaders in the U.S. and abroad that it is essen-
tial that these instruments be cleared through central counterparties.

b. Bclear: NYSE Euronext’s CDS Clearing Solution

Since 2005, NYSE Euronext (through its subsidiary LIFFE Administration and
Management (“LIFFE A&M?”)) has developed and currently makes available to its
members an OTC derivatives processing service, called “Bclear.”

Bclear is a simple, efficient and low cost way to register, process and clear OTC
derivative trades. It brings the flexibility of over-the-counter trading to a centrally
cleared exchange environment. Bclear has processed OTC transactions with a no-
tional value of over $8 trillion since launch, and has been widely adopted by dealers,
brokers and buy-side firms. Previously, Bclear’s products have been limited to equity
derivatives, but this will shortly be extended to other asset classes.

Importantly, on December 22, NYSE Euronext plans to add credit default swaps
to Bclear’s portfolio of cleared OTC derivatives. This will provide a mechanism for
the processing and centralized clearing of CDSs based on credit default swap indi-
ces. This is a longstanding project developed in cooperation with the current market.
This is an extremely viable solution for several reasons:

(1) Belear is part of a global solution. Clearing solutions for credit default
swaps must address the global market. In that regard, Bclear’s partnership
with our clearing firm, LCH.Clearnet Ltd. (“LCH.Clearnet”) is recognized as
global in nature. Today, U.S. dealers are among the largest users of
LCH.Clearnet, for both their U.S.-based and global operations.

LCH.Clearnet Group recently signed a non-binding heads of terms regarding a
p]g(’i‘%)(sj%d merger with the U.S.-based Depository Trust & Clearing Corporation
( .

From a regulatory perspective, if the U.S. chooses to regulate CDS clearing in
a greatly different or more restrictive manner than regulators abroad, a situa-
tion may be created that will cause products to move elsewhere. A concerted
effort among regulators and market participants is necessary in order to coordi-
nate policies governing the CDS market and strengthen the integrity of that
market. While NYSE Euronext is starting in London, we are also working with
U.S. regulators to enable us to make this or a similar service available to mar-
ket participants in the United States.

(2) Belear is a proven solution. As noted above, since 2005, Bclear has proc-
essed OTC equity derivatives transactions with a notional value in excess of $8
trillion.3 All Bclear business is cleared by LCH.Clearnet, a highly experienced
clearer of global OTC derivative products, including repos, freight and energy
products. LCH.Clearnet is also the world’s only interbank interest rate swaps
clearer. LCH.Clearnet is the leading independent central counterparty group
(CCP), serving major international exchanges and platforms, as well as a range
of OTC markets. LCH.Clearnet a subsidiary of LCH.Clearnet Group Ltd., which
is owned 73.3% by users, 10.9% by exchanges and 15.8% by Euroclear (the lead-
ing European settlement operator); LCH.Clearnet Ltd has a total of 109 mem-
bers internationally across all our services. The notional value of interest rate
swaps held within LCH.Clearnet stood at $60 trillion, accounting for approxi-
mately 46% of the inter-dealer interest rate swap market as of June 2008, larg-
er even than the total value of the CDS market.

As the counterparty to every clearing member, LCH.Clearnet reduces the
scope for counterparty risk between market participants. LCH.Clearnet
is legally responsible for the financial performance of the contracts that
it has registered and any resulting delivery contracts. All clearing mem-
bers deposit margin with LCH.Clearnet to cover the risk on their net po-
sitions.

LCH.Clearnet has unrivalled experience handling dealer and market partici-
pant defaults, including the recent collapse of Lehman Brothers. In this period
of extreme financial stress, LCH.Clearnet successfully unwound the Lehman
Brothers portfolio of equities, commodities (softs and metals), energy (oil, power
and gas), repos and interest rate swaps in five major currencies of $9 trillion
notional value. This major unwind was completed well within the margin Leh-

3 As of December 1, 2008.
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man Brothers held at LCH.Clearnet, and without any recourse to
LCH.Clearnet’s default fund or other protections. The total value of margin held
by LCH.Clearnet is typically in the vicinity of $60 billion, and the total size of
LCH.Clearnet’s Default Fund is approximately $890 million.4

Working closely with its members, LCH.Clearnet has successfully managed not
only the Lehman default but also the defaults of:

e Drexel Burnham Lambert Ltd (1990).
Woodhouse Drake and Carey (1991).
e Baring Brothers & Co. Ltd (1995).

e Griffin Trading Company (1998).

In addition, LCH.Clearnet was heavily involved in managing down of the posi-
tions of:

e Yamaichi International (Europe) Ltd (1997).
e Enron Metals Ltd (2001).
e Refco Securities and Overseas Ltd (2005)

The default fund contributions of Members have never been drawn upon in any
default managed by LCH.Clearnet.

This is a well capitalized and highly experienced clearinghouse, with unique ex-
perience in clearing OTC products. These are exactly the criteria that regulators
should consider when assessing the credibility of CDS clearing solutions.

(3) Belear is an open solution. Unlike other proposed solutions, Bclear does
not limit the participants who can benefit from its clearing service. It facilitates
sell-side, buy-side, and interdealer broker interaction. Significantly, it allows
buy-side participants to use an account structure that will isolate their positions
from their clearing member. In the Lehman Brothers default, this allowed those
customers holding these segregated positions with Lehman to be quickly as-
sured of safety.

(4) Bclear is a transparent, non-disruptive solution. Bclear allows the
flexible style of negotiation of the OTC market, but with many of the benefits
of exchange processing and central counterparty clearing. With Bclear, deals are
still pre-negotiated, typically via phone, just as they are in today’s OTC market.
There is electronic confirmation between the clearing member and
LCH.Clearnet, which stands as the central counterparty to all transactions
processed through Bclear.5 Mark to market valuations are provided via NYSE
Euronext systems on the same day.

This fully cleared approach will reduce the total size of the outstanding market
even further, while increasing the confidence that will allow participants to
trade. This more efficient use of capital will reduce stress on financial institu-
tions. It will also allow regulators to see clearly the size of outstanding CDS
positions, particularly important in situations of extreme stress. U.S. regulators
will be able to access this information from the U.K. Financial Services Author-
ity (the “FSA”) under existing Memoranda of Understanding (MOU).

II. Regulation of the CDS market

The importance of international regulatory cooperation is underscored by the reg-
ulatory arrangements under which we operate. Bclear is a service operated by
LIFFE A&M, which is a Recognized Investment Exchange, regulated by the FSA.
As part of the market operated by LIFFE A&M, the Bclear service is subject to FSA
oversight.

LCH.Clearnet is also subject to FSA oversight, and is also subject to the regu-
latory oversight of the U.S. Commodity Futures Trading Commission pursuant to
that agency’s recognition of LCH.Clearnet as a Derivatives Clearing Organization.

4 As of December 4, 2008.

50n October 31, 2008 LIFFE announced changes to its clearing arrangements which, subject
to regulatory approval, will be implemented in the first quarter of 2009. These will involve
LIFFE A&M becoming the central counterparty to all transactions entered into on the LIFFE
market and all transactions which are accepted by LIFFE A&M through Bclear, including CDS
transactions. Under these arrangements, LIFFE A&M will outsource certain functions to
LCH.Clearnet, including those concerning the management of clearing member defaults. At this
time, we are not seeking exemptive relief for LIFFE A&M to act as the central counterparty
to CDS transactions.
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In addition, we believe that as of today, LCH.Clearnet meets all 15 of the CPSS—
IOSCO Recommendations.® The CPSS-IOSCO Recommendations for Securities Set-
tlement Systems and for Central Counterparties establish the types and level of risk
mitigation that should be exhibited by safe and efficient infrastructure providers.
They provide a benchmark against which to consider the major types of risk that
such organizations are likely to face. These recommendations represent an inter-
nationally developed and agreed minimum standard of good practice that system-
ically important CCPs should seek to achieve.

The U.K. Government has had information-sharing and cooperation arrangements
with the U.S. Securities and Exchange Commission and the CFTC in place since
1991. These arrangements were updated most recently in 2006, when the FSA en-
tered into Memoranda of Understanding pursuant to which the FSA and the respec-
tive Commission have agreed to cooperate and share information in connection with
the oversight of financial services firms.” These agreements provide the means by
which the relevant Commission may access information regarding Liffe business, in-
cluding transactions processed by the Bclear service and cleared by LCH.Clearnet,
to address any potential issues, such as insider trading, manipulation and similar
matters.

We strongly support the policy objectives announced by the President’s Working
Group on Financial Markets (PWG) on November 14, 2008, particularly the PWG’s
support for the use of central counterparty arrangements for OTC derivatives in-
cluding credit default swaps and other OTC derivatives asset classes. We believe
this policy can significantly strengthen the OTC derivatives market and reduce sys-
temic risks.

We have been working with U.S. regulators, as well as the FSA, in connection
with our efforts to make our CDS clearing solution available to U.S. market partici-
pants. The extensive cooperation we have seen among these regulators is essential
to developing a strong global structure for the OTC derivatives market, and we
stand ready to help regulators and Congress to achieve that goal.

6 LCH.Clearnet Ltd was assessed in June 2006 by the FSA and Bank of England against the
CPSS-IOSCO recommendations for CCPs. The findings of the FSA/BoE review are publicly
available; LCH.Clearnet Ltd was deemed to observe fully 14 of the 15 recommendations and to
broadly observe the remaining one. Today we believe that LCH.Clearnet fully meets all 15 of
the recommendations.

7In 2006, the FSA entered into two Memoranda of Understanding Concerning Consultation,
Cooperation and the Exchange of Information related to Market Oversight and the Supervision
of Financial Services Firms, one with the Securities and Exchange Commission (signed on 14th
March 2006) and one with the Commodity Futures Trading Authority (signed on 17th November
2006).
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Introducing Bclear

+ A secure and proven service for the registration, processing and clearing of OTC
derivative trades

 Launched in October 2005, over $8 trillion of business processed

» Outstanding year on year growth, used by every major bank

+ Brings a low risk exchange and clearing house environment to the OTC market
+ Trades are cleared through LCH.Clearnet

« Liffe is launching true credit default swaps, not surrogate futures or options

»’ Liffe

NYSE Euronext 3

|
Liffe CDS — Centrally Cleared

« All Liffe’s business is cleared by LCH.Clearnet

+ A well established, capitalised and CFTC registered Designated Clearing
Organisation (DCO)

« Originally founded in 1888, LCH.Clearnet acts as “seller to every buyer and buyer
to every seller”

» LCH.Clearnet handles over €1.5 trillion of risks every day

Beotecich - —————' fosecton
Seller

Buyer

Protection Protection
B ¢uummm) | LCHClearnet | () e
’ Liffe

NYSE Euronext 4
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Full Central Clearing - Multilateral netting

@ \:> ‘ — 45@
i
NOVATION

® ® @

 Full multilateral clearing, rather than a simple guarantee of bilateral positions

BBB

+ The outstanding size of the market and systemic risk is reduced

»’ Liffe

NYSE Euronext 5

Liffe CDS — Key Benefits

+ Liffe CDS will help meet commitments made to the Federal Reserve Bank of NY
throughout 2008:

— A proven and well capitalised central counterparty
— Reduced levels of outstanding notional (via true multilateral netting)
— Enhanced transparency for regulators

— Key operational enhancements (almost all trades confirmed the same day)

It will also serve the President’s Working Group policy objectives for OTC
derivatives:

— Improving the transparency and integrity of the credit default swaps market
— Enhancing risk management
— Further strengthening market infrastructure

— Strengthening cooperation among regulatory authorities

»’ Liffe

NYSE Euronext 6
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The CHAIRMAN. Thank you, Mr. O’Neill.
And last, Mr. Book. Welcome.

STATEMENT OF THOMAS BOOK, MEMBER OF THE EXECUTIVE
BOARDS, EUREX AND EUREX CLEARING AG, FRANKFURT AM
MAIN, GERMANY

Mr. Book. Chairman Peterson, Ranking Member King and Mem-
bers of the Committee, I appreciate this opportunity to testify be-
fore you today. And I thank the Committee for calling this hearing
on measures to improve the market structure for credit default
swap transactions. I am Thomas Book a Member of the Executive
Boards of Eurex and Eurex Clearing, and I have responsibility for
the management of the clearing business.

Eurex Clearing is the largest central counterparty in Europe and
is the guarantor of all Eurex transactions. It is licensed and super-
vised by the German Federal Supervisory Authority. It is also rec-
ognized by the U.K’s Financial Services Authority. It is critically
important to provide the CCP with respect to over-the-counter CDS
contracts in order to improve transparency and for effective risk
controls and increased operational efficiency, thereby reducing sys-
temic risks for financial markets.

The benefits of central counterparty clearing to the OTC market
and CDS contracts include, one, reduction of gross credit exposures
and mitigation of counterparty risk through the effect of multilat-
eral netting and collateralization of remaining net credit exposures;
two, valuation of risk exposure by an independent, market-neutral
entity; three, transparency in collateralization, including the dis-
cipline of daily marking-to-market of exposures; and four, auto-
mated back-office processes resolving current operational weak-
nesses.

An almost equivalent amount of CDS transactions are traded in
Europe during European business hours and denominated in Euros
as is traded in the U.S. denominated in dollars. Accordingly, Eurex
Clearing strongly believes that there are unmistakable benefits for
U.S. market participants for having a European clearing organiza-
tion serving the global market. These are greater efficiencies by
using existing European clearing infrastructures for these Euro-
pean transactions, greater efficiencies with respect to settlement of
CDS contracts, enhanced financial surveillance as well as market
surveillance, and greater innovation resulting from increased com-
petition.

Our new CDS clearing service will begin with iTraxx® and CDX®
indices, followed by single name CDS. Its key features are a link
with DTCC’s Deriv/SERV Trade Information Warehouse, ensuring
full comparability with existing CDS back-office infrastructure, and
enabling automated backloading of existing transactions. The guar-
antee fund for CDS transactions will be segregated to avoid com-
mingling of risks, and the margining system is specifically designed
to address the asymmetric nature of the CDS buyer and seller risk
profile. Clearing will be operated by Eurex Clearing with open ac-
cess to all eligible credit institutions. And Eurex Clearing will es-
tablish a separate entity to share governance and control with mar-
ket participants.
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With respect to our recommendations for an appropriate regu-
latory framework, we notice that several witnesses to this Com-
mittee have identified areas of the current U.S. legal framework
that are subject to differing interpretation. Clarification with re-
spect to these issues would provide greater legal certainty and
would facilitate both domestic and non-U.S. CCPs with under-
standing and compliance with these legal requirements.

We further note that the current regulatory framework which ap-
plies to following multilateral clearing organizations offering clear-
ing services in the United States provides a successful template for
addressing this global market. This regulatory framework exists
under the provisions of current law, which this Committee was in-
strumental in enacting in 2000. This existing requirement ensures
that there is regulatory comparability between U.S. and non-U.S.
clearing organizations and removes the possibility of regulatory ar-
bitrage.

Finally, it should be noted that although the benefits of clearing
are significant for the integrity of financial markets, it cannot be
assumed that centralized clearing will be automatically and broad-
ly accepted by current OTC market participants. As a consequence,
Congress should take into account whether the regulatory enhance-
ments that it is considering will reinforce and be supportive of the
migration of CDS transactions from the current bilateral structure
to regulated and transparent CCPs.

Eurex Clearing understands the importance of public confidence
in the regulatory oversight of listed and OTC derivatives, and we
appreciate the opportunity to work with the U.S. regulatory au-
thorities with respect to our plans to offer clearing services for CDS
transactions.

Eurex Clearing is honored to have been invited to present its
views to this Committee and appreciates the opportunity to discuss
these critically important issues. I am happy to answer any ques-
tions.

[The prepared statement of Mr. Book follows:]

PREPARED STATEMENT OF THOMAS BOOK, MEMBER OF THE EXECUTIVE BOARDS,
EUREX AND EUREX CLEARING AG, FRANKFURT AM MAIN, GERMANY

I am Thomas Book, a Member of the Executive Boards of Eurex andEurex Clear-
ing. Chairman Peterson, Ranking Member Goodlatte and Members of the Com-
mittee, I appreciate this opportunity to testify before you today and I thank the
Committee for calling this hearing on the important subject of over-the-counter
(“OTC”) derivatives, particularly credit default swap (“CDS”) contracts, the role that
they play in the United States and international economies, and the appropriate
regulatory framework going forward, particularly as it relates to clearing of CDS
contracts. As a Member of the Executive Boards of Eurex as well as Eurex Clearing,
I have overall responsibility for the management of the clearing business.

1. Eurex and Eurex Clearing

Eurex is one of the largest derivatives exchanges in the world today and is, in
fact, the largest exchange for Euro-denominated futures and options contracts.
While it is headquartered in Frankfurt, Germany, Eurex has 398 members located
in 22 countries around the world, including 76 in the United States. Eurex, and its
subsidiary the International Securities Exchange, a stock options exchange located
in New York City, is part of the Deutsche Borse Group which also includes the
Frankfurt Stock Exchange and Clearstream.
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Eurex Clearing was formed in 1997 to function as the clearinghouse for the Eurex
exchanges.! Eurex Clearing acts as the central counterparty (“CCP”) for all Eurex
transactions and guarantees the fulfillment of all transactions in futures and op-
tions traded on Eurex. Eurex Clearing does not currently operate directly in the
United States.2 Eurex Clearing is directly connected with various national and
international central securities depositories, thereby simplifying the settlement proc-
esses for its clearing members. As Europe’s largest and one of the world’s leading
clearing houses, Eurex Clearing clears more than two billion transactions each year.

Members of Eurex Clearing are categorized as either Direct Clearing Members or
General Clearing Members. General Clearing Members, which number 58 firms, are
the only clearing members who may clear transactions on behalf of nonaffiliated
non-clearing members and most Eurex members in the U.S. clear their trades
through them. General Clearing Members must have at least €125 million (approxi-
mately $156 million) in equity capital. Credit institutions, banks, and other finan-
cial institutions that are regulated by a country in the European Union or Switzer-
land may become clearing members. Accordingly, Eurex Clearing has no clearing
members located in the United States.

Eurex Clearing provides fully automated and straight-through post trade services
for derivatives, equities, repo, and fixed income transactions with a track record of
99.99% availability of its electronic clearing platform. It also has strong financial
safeguards and industry leading risk management, including in particular its
unique risk functionalities and processes for derivatives such as intra-day risk mar-
gining in real-time based on actual positions and prices throughout the trading day
and its integrated pre-trade risk validation functionality. It has a deep and experi-
enced risk management team with in-depth knowledge of the latest risk models and
techniques, including Value-at Risk Valuation models. Eurex Clearing has very
strong lines of defense, including an overall collateral pool as of November 2008 of
more than €70 billion and the highest collateral standards. It requires that over-
night margin payments be made through central bank money.

Eurex Clearing has already established clearing and risk management procedures
for credit futures based on iTraxx indices. These contracts were launched on Eurex
in March 2007, making Eurex the first regulated market globally to offer credit de-
rivatives. Eurex Clearing is currently working to expand its clearing services to in-
clude OTC CDS contracts that are registered in the DTCC Trade Information Ware-
house. As explained more fully below, Eurex Clearing believes that providing for a
CCP with respect to such transactions will increase transparency in these markets,
enforce strict risk controls and increase efficiency, thereby greatly reducing systemic
risk for financial markets as a whole.

2. Regulation of Eurex Clearing

As required, Eurex Clearing is licensed as a CCP by the German Federal Finan-
cial Supervisory Authority (“BaFin”). In addition, on January 16, 2007, Eurex Clear-
ing was recognized by the United Kingdom’s Financial Services Authority (“FSA”)
as a Recognized Overseas Clearing House (“ROCH”), on the basis that the regu-
latory framework and oversight of Eurex Clearing in its home jurisdiction is com-
parable to that of the FSA.

The German Banking Act (“Banking Act”) provides the legal basis for the super-
vision of banking business, financial services and the services of a CCP. The activity
of credit and financial services institutions is restricted by the Banking Act’s quali-
tative and quantitative general provisions. These broad, general obligations are
similar to the Core Principles of the Commodity Exchange Act which apply to U.S.
Derivatives Clearing Organizations (“DCOs”). A fundamental principle of the Bank-

1Eurex Clearing AG is a stock corporation formed and incorporated under the laws of Ger-
many and is a wholly owned subsidiary of Eurex Frankfurt AG, a German stock corporation
which is itself wholly owned by Eurex Ziirich AG, a Swiss stock corporation. Eurex Ziirich has
two 50% parents, Deutsche Borse AG, a German stock corporation listed on the Frankfurt Stock
Exchange, and the SIX Swiss Exchange.

Eurex Clearing exists as a separate corporate legal entity from its affiliates for which it func-
tions as CCP and has its own Board of Directors. As provided under German corporate law,
Eurex Clearing has an Executive Board which is responsible for the day-to-day management
and operations of Eurex Clearing, and a Supervisory Board.

Eurex Clearing also acts as the central counterparty for and guarantees transactions on Eurex
Bonds (a cash market for bonds), Eurex Repo (repurchase agreements), for equities on the
Frankfurt Stock Exchange and the Irish Stock Exchange and for certain contracts executed on
the European Energy Exchange. Transactions on the ISE, a wholly owned U.S. subsidiary of
Eurex (through its U.S. subsidiary, U.S. Exchange Holdings, Inc.) are cleared by the Options
Clearing Corporation.

2Eurex Clearing does, however, have an agreement with The Clearing Corporation relating
to the operation of a clearing link between Germany and the United States.
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ing Act is that supervised entities must maintain complete books and records of
their activities and keep them open to supervisory authorities. BaFin approaches its
supervisory role using a risk-based philosophy, adjusting the intensity of super-
vision depending on the nature of the institution and the type and scale of the fi-
nancial services provided.

BaFin may grant a clearing license subject to conditions consistent with the Bank-
ing Act’s general provisions and may limit the scope of the license to certain types
of business. When licensing an institution, BaFin issues guidelines to the institution
with respect to capital adequacy and risk management and subsequently, it mon-
itors compliance with the conditions for granting the license.

The Banking Act requires that a CCP must have in place suitable arrangements
for managing, monitoring and controlling risks and appropriate arrangements by
means of which its financial situation can be accurately gauged at all times. In addi-
tion a CCP must have a proper business organization, an appropriate internal con-
trol system and adequate security precautions for the deployment of electronic data
processing. Furthermore, the institution must ensure that the records of executed
business transactions permit full and unbroken supervision by BaFin for its area
of responsibility.

BaFin has the authority to take various sovereign measures in carrying out its
supervisory responsibilities. Among other things, BaFin may issue orders to a CCP
and its Executive Board to stop or prevent breaches of regulatory provisions or to
prevent or overcome undesirable developments that could endanger the safety of the
assets entrusted to the institution or that could impair the proper conduct of the
Cap’s banking or financial services business. BaFin may also impose sanctions to
enforce compliance. BaFin has the authority to remove members of the Executive
Board of an institution or, ultimately, to withdraw the institution’s authorization to
do business.

In addition, the German Federal Bank (“Deutsche Bundesbank”) coordinates and
cooperates, with BaFin, the primary regulator, in the supervision of Eurex Clearing.
Deutsche Bundesbank plays an important role in virtually all areas of financial
services and banking supervision, including the supervision of Eurex Clearing.
Under the Banking Act, Deutsche Bundesbank exercises continuing supervision over
such institutions, including evaluating auditors’ reports, annual financial state-
ments and other documents and auditing banking operations. Deutsche Bundesbank
also assesses the adequacy of capital and risk management procedures and exam-
ines market risk models and systems. Deutsche Bundesbank adheres to the guide-
lines issued by BaFin. As appropriate, Deutsche Bundesbank also plays an impor-
tant role in crisis management.

Both supervisory authorities use a risk-based approach to oversight. Under this
risk-based approach, the supervisory authority must review the supervised institu-
tions’ risk management at least once a year, to evaluate current and potential risks
and, in so doing, to take account of the scale and importance of the risks for the
institution and of the importance of the institution for the financial system. Institu-
tions classified as of systemic importance, including Eurex Clearing, are subject to
intensified supervision by both supervisory authorities.

3. Benefits of CCP Clearing for CDS Transactions

In previous hearings3 this Committee heard witnesses express concerns about the
role that credit derivatives have played in the recent market turmoil. In this regard,
witnesses cited the difficulties experienced by CDS contract writers that did not
have adequate collateral to support their positions,* the lack of transparency with
respect to such transactions,® the operational weaknesses in the current market
structure,® and the systemic risk arising from these transactions and from inter-
connections between the market for CDS transactions and other markets.?

Eurex Clearing, like many of the witnesses before this Committee, believes that
CCP services for CDS contracts will address the concerns identified before this Com-

3 Hearing To Review the Role of Credit Derivatives in the U.S. Economy: Hearing before the
House Committee on Agriculture, 110th Cong., 2d Sess. (October 15, 2008) and Hearing To Re-
view the Role of Credit Derivatives in the U.S. Economy: Hearing before the House Committee
on Agriculture, 110th Cong., 2d Sess. (November 20, 2008).

4Hearing To Review the Role of Credit Derivatives in the U.S. Economy: Hearing before the
House Committee on Agriculture, 110th Cong., 2d Sess. (October 15, 2008) (statement of Robert
Pickel, CEO, International Swaps and Derivatives Association, at p. 3).

51d. (statement of Erik Sirri, Director of Trading and Markets, U.S. Securities and Exchange
Commission, at p. 6).

6Id. (statement of Walter Lukken, Acting Chairman, U.S. Commodity Futures Trading Com-
mission, at p. 3).

7Id. (statement of Erik Sirri, at p. 2).
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mittee with respect to counterparty risk, lack of transparency regarding exposures
and the sufficiency of risk coverage and operational weaknesses, thereby amelio-
rating systemic risk for the financial market. Given the huge exposure in CDS con-
tracts and the systemic relevance of CDS clearing services in mitigating these con-
cerns, a robust, proven clearing house is required to act as the central counterparty
to these trades.

First, clearing of OTC CDS contracts by a CCP will reduce risk. The specific risks
of CDS contracts with contingent liabilities that arise only upon the default of the
contract’s reference entity and the dual risks of a default of the reference entity and
the subsequent default of the protection writer before settlement, require an inde-
pendent, neutral and strongly collateralized CCP with a proven risk management
capability.

Specifically, multilateral netting by the CCP would reduce the huge bilateral cred-
it exposures arising from the current market structure. A central clearing house re-
places multiple bilateral credit risks with the standard and transparent credit risk
of the CCP. Moreover, and perhaps most critically, a CCP provides post-default
backing, and by mutualising potential counterparty default risk, central
counterparty clearing will ameliorate one of the most glaring systemic risks raised
by the current market turmoil. Mutualising counterparty risk results in enhanced
certainty with respect to legal enforceability and lines of defense in case of a default
by a clearing member.

Second, clearing of OTC CDS contracts by a CCP will increase the transparency
of position risk. Valuation of the risk of the netted positions is made by the CCP,
an independent and market neutral party. The CCP requires that this risk be
collateralized under a fully transparent and robust framework. Moreover, the
collateralization framework, which includes daily mark-to-market of risk, provides
an early warning mechanism with respect to the overall ability of parties to carry
the risk of their positions.

Finally, central counterparty clearing addresses current operational weaknesses
through standardized, straight-through processing. In this regard, multilateral net-
ting of transactions reduces the complexity of back office processes and the number
of fails and the CCP will simplify trade assignments.

Novation and netting procedures are already an integral and proven service of
Eurex Clearing. Eurex Clearing believes that offering these services, which have a
proven track record with respect to listed derivatives, will bring significant benefits
to the OTC market in CDS transactions and, for the reasons discussed above, reduce
systemic risk to the financial market and increase market integrity.

4. Description of Eurex Clearing’s Initiative for CDS Clearing

Eurex Clearing’s new clearing service for OTC CDS contracts will address a sig-
nificant part of global trades that exist bilaterally today and are registered in the
DTCC Trade Information Warehouse, with the first priority on CDS index contracts.
Highlights of this clearing service are:

e Product scope includes iTraxx® and CDX® indices, to be followed by iTraxx/CDX
tranches and single name CDS;

e Link with DTCC’s Deriv/SERV Trade Information Warehouse, ensuring full
compatibility with existing CDS back-office infrastructure and allowing auto-
mated backloading of existing transactions;

e Credit event handling and settlement based on ISDA dispute resolution lan-
guage and auction results;

e Segregated guarantee fund for CDS to avoid commingling of risks and a sepa-
rate clearing license;

e Product specific, asymmetric margining concept designed especially to address
CDS risk profile; and

e CDS risk management operated by Eurex Clearing with open access to eligible
credit institutions; a separate entity to share governance and control with re-
spect to product scope will be established.

For the clearing of CDS, a new clearing license from Eurex Clearing will be re-
quired. Only CDS clearing members will be permitted to submit CDS trades for
their own account as well as their clients’ accounts for clearing. Eurex Clearing will
provide, among other things, the following services—corresponding to its clearing of
non-CDS contracts—to its clearing members:

e Position keeping, separated for clearing members and their customers;
e Daily position valuation;
e Performance guarantees; and
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e “Margin” requirements to cover members’ potential losses.

Finally, in the case of a credit event, Eurex Clearing will execute cash settlements
in accordance with ISDA-approved protocols subject to ISDA providing access to the
results of credit event auctions, which is critical for effective risk management in
CDS products and ensure market integrity.

5. Suggestions for Future Regulatory Proposals

The Commodity Futures Modernization Act of 2000 (“CFMA”) provides a success-
ful template for any future regulatory enhancements to address the concerns raised
during the hearings before this Committee. For example, Section 112 of the CFMA
added a new provision establishing the regulatory oversight that would apply to a
clearing house operating as a Multilateral Clearing Organization (“MCO”) with re-
spect to OTC derivatives transactions. It authorizes: (1) banks; (2) clearing agencies
registered under the Securities Exchange Act of 1934; (3) DCOs registered under the
Commodity Exchange Act; and (4) clearing organizations supervised by a foreign fi-
nancial regulator that a U.S. financial regulator has determined satisfies appro-
priate standards, to operate as an MCO.

The market in OTC CDS transactions is global in scope, with roughly half of all
traded volumes deriving from Europe. Eurex Clearing believes that any regulatory
proposal must be measured against the effect that it might have on the global na-
ture of the market and should take into account the following factors:

e Does the regulatory proposal recognize, and is it premised on, cross border regu-
latory cooperation to avoid “regulatory arbitrage”?

e Does it take into account global regulatory standards and business practices?
e Does it provide an appropriate level of flexibility in implementation?
e Does it erect artificial legal barriers or does it encourage competition?

Section 112 of the CFMA is quite forward thinking in that it recognizes that in
a global market, clearing organizations regulated by a foreign regulator satisfying
appropriate standards should be able to be authorized to clear OTC derivative
transactions for U.S. persons and in the U.S. In fact, using that authority and meas-
uring the foreign regulatory framework against the Core Principles for DCOs of the
Commodity Exchange Act, the CFTC has recognized several foreign regulatory au-
thorities as meeting appropriate standards in connection with the foreign regulator’s
oversight of particular CCPs.8

The Core Principles for U.S. DCOs found in section 5(b) of the Commodity Ex-
change Act lend themselves to comparison to the regulatory regimes that apply in
other national jurisdictions in a way that prescriptive regulatory provisions can not.
By way of example, the Core Principles for DCOs are broadly consistent with the
recommendations for CCPs of the International Organization of Securities Commis-
sions and the Bank for International Settlements.® Moreover, many of the broad re-
quirements in the Banking Act parallel Core Principles which apply to U.S. DCOs.

Of course, coupled with broad international acceptance of appropriate regulatory
standards must be robust arrangements for cooperation by international regulatory
authorities and a ready framework for information sharing.’® The current frame-
work, incorporated in Section 112 of the CFMA is based upon broadly accepted regu-
latory standards and permits reliance by U.S. regulatory authorities on those stand-
ards being enforced by the regulatory authority of the CCP’s home jurisdiction. It
provides a sound regulatory foundation for clearing of OTC CDS transactions in a
global market.

Eurex Clearing strongly believes that there are unmistakable benefits, even for
U.S. market participants, to having a European clearing solution serving the global
market, as currently being implemented by Eurex Clearing for the CDS market. A
large percentage of international trading is priced in Euro and access to a European
CCP facilitates these transactions. In this respect, many U.S. market participants
seek to diversify their portfolios through exposure to European-based securities and

8 Most recently, the CFTC recognized the U.K. FSA in connection with its oversight of ICE
Clear Europe, See htip://services.cftc.gov/SIRT |SIRT.aspx?Topic=ClearingOrganizations&
implicit=true&type=MCO& CustomColumn Display=TTTTTTTT.

9 Compare section 5(b) of the Commodity Exchange Act, 7 U.S.C. § 7b and “Recommendations
for Central Counterparties,” Report of the Committee on Payment and Settlement Systems,
Technical Committee of the International Organization of Securities Commissions, (“CCP Re-
port”) http:/ | www.iosco.org /library [ pubdocs | pdf/ IOSCOPD176.pdf.

10Tn addition to the broad acceptance by international regulators of the IOSCO recommenda-
tions in the CCP Report, many regulatory authorities, including the U.S. CFTC, U.S. SEC and
BaFin are signatories to the IOSCO Multilateral Memorandum of Understanding Concerning
Consultation and Cooperation and the Exchange Of Information.



172

trade CDS related to them. Moreover, a large percentage—perhaps a third—of the
global trading in CDS focuses on the credit of sovereign European governments and
European businesses the economics of which are driven primarily by local, contem-
poraneous European market developments. For example, corporate actions which
may directly affect the values of such CDS occur, by and large, during the European
business day. Furthermore, because the determination of credit events underlying
CDS, particularly those referring to the restructuring, is subject to practices specific
to the jurisdiction of the reference entity, ISDA’s European offices would likely make
determinations about what constitutes a credit event for a CDS with a European
reference entity.

Moreover, Eurex Clearing believes that financial surveillance as well as market
surveillance is crucial to the clearinghouse’s proper supervision and that these func-
tions are enhanced by knowledgeable experts who have access to up-to-date informa-
tion and are operating in real time along with the reference markets, thereby pro-
viding enhanced protection for all market participants. For these reasons, global
participants in the European CDS market, which includes a sizable number of U.S.
participants, will benefit from access to a European OTC CCP.

In addition, CCPs that serve global markets, if permitted under this framework
to operate in the U.S. as MCOs, stand to offer U.S. markets the benefits of in-
creased competition. This has the potential to offer U.S. market participants with
alternative methods of doing business and access to clearing services for innovative
products that may not otherwise be available. In this regard, as noted above, Eurex
was the first exchange to list credit futures contracts when it listed futures on Euro-
denominated iTraxx CDS indexes.

Accordingly, if Congress determines to enact regulatory enhancements, it should
consider clarifying any perceived legal uncertainty with respect to the operation of
the legal framework and whether other legal requirements apply to certain CDS
transactions and not others. Such clarity would facilitate both domestic and non-
U.S. CCPs with understanding and complying with the legal requirements.

6. Conclusion

Eurex Clearing supports fully appropriate regulatory oversight of listed and OTC
derivatives. Eurex Clearing understands the importance of public confidence in
these markets and is committed to the utmost level of cooperation with the regu-
latory authorities of those nations that have an interest in our clearing operations.
In this regard, we appreciate the opportunity to work with the U.S. regulatory au-
thorities with respect to our plans to offer central clearing services for CDS trans-
actions. Eurex Clearing would note that the U.S. financial market regulators have
been inclusive, cooperative and open.

Eurex Clearing also believes that the existing treatment of CCPs that are subject
to oversight by a non-U.S. regulatory authority that satisfies appropriate regulatory
standards is the right framework and we urge Congress to maintain and extend
that approach in any future regulatory proposal, particularly proposals to address
any perceived legal uncertainty with respect to the law which may apply to clearing
of CDS transactions.

Finally, Eurex Clearing is honored to have been invited to present its views to
this Committee and appreciates the opportunity to discuss these critically important
issues. I am happy to answer your questions.

The CHAIRMAN. Thank you very much, Mr. Book.

I thank all of you on the panel. We appreciate again your willing-
ness to be with us today.

There have been proposals to mandate the clearing of the CDS
instruments. Do you, each of you, believe such a mandate is nec-
essary? Starting with you, Mr. Duffy.

Mr. DuUrry. Mr. Chairman, are you referring to mandating the
clearing of these———

The CHAIRMAN. Credit default swaps.

Mr. DUFFY. Yes, we do believe that there should be a mandate
to the clearing of credit default swaps. We understand that all OTC
products cannot be traded on a central limit order book like we
have at the CME Group today, although we will offer a central
limit order book for credit default swaps and clearing of the ones
that don’t trade on the central limit order book. But, yes, we do be-
lieve they should be regulated by a clearing entity.
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The CHAIRMAN. Mr. Short.

Mr. SHORT. We likewise believe that clearing should be man-
dated for most CDS instruments. My understanding is that there
are certain CDS instruments that are more difficult to clear than
others and are particularly liquid. So we are not of the view that
every CDS instrument should be cleared, but certainly any instru-
ment that is widely traded that has systemic risk implications
should be subject to clearing.

The CHAIRMAN. Mr. O’Neill.

Mr. O’NEILL. Certainly we support a policy of encouraging clear-
ing of CDS contracts; I would note that the most standardized con-
tracts, initially those most suitable for clearing, particularly index
contracts, then standardized single name and charge contracts, for
instance. I also agree with other speakers that certain contracts
may be difficult to clear even in the medium term, particularly if
they are nonstandardized. So I would encourage policymakers to
consider that to make

The CHAIRMAN. Mr. Book.

Mr. BOOK. Currently there is a lot of focus on creating clearing
solutions for this market. I think it is very important that the mi-
gration path after those solutions have come to launch is clear.
That there is a clear user commitment in transporting, in the
phased approach, the different CDS products to such central clear-
ing mechanisms. And obviously the standardized index segment is
the one to start with and most suitable to discuss the benefits of
central clearing.

The CHAIRMAN. Thank you.

Assuming that such a mandate was imposed, how much time
would the industry and you need to meet such a mandate? And
should certain kinds of CDSs be cleared earlier than others? In
other words, if we are going to set that up, should we have some
kind of structure to phase it in, if you will, from the easiest to the
hardest? How much time would it take; what time frames should
we be looking at if we did have a mandate?

Mr. Duffy.

Mr. Durry. Mr. Chairman, the CME Group is prepared now at
this time to go forward with its solution to meet any mandates for
cleared credit default swaps contracts. And just to make myself
clear, I agree with my colleagues that index products and standard-
ized products are the most easily mandated to clear, and those
would be the first that you would see going forward. Some of the
ones that pose the most risk are the illiquid ones that I referred
to as toxic.

The CHAIRMAN. Say that we were going to mandate even those
to be cleared, how much time should we give to get that process
set up; 6 months, 9 months, a year? Do you have any view on that?

Mr. Durry. Well, I think some of these illiquid CDS contracts
are—some of the clearinghouses, and I will speak for myself, prob-
ably wouldn’t want to clear any of them at any time because of the
illiquidity associated with them, and just the nature in which they
trade. So there are some of these that just are not clearable.

The CHAIRMAN. Well, what if we mandated that they be cleared?
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Mr. DuUrFrY. Then we would probably need a little bit more time,
obviously, on some of these products to make sure we have the risk
management tools in place for these illiquid securities.

The CHAIRMAN. You don’t have an estimate of that? If you could
talk to your folks and give us some kind of an estimate.

Mr. DUFFY. Sure.

The CHAIRMAN. Mr. Short.

Mr. SHORT. Likewise, ICE is operationally ready to begin clear-
ing, and like some of my colleagues have suggested, we similarly
believe that the order should probably be indexes, then single
names, then tranches.

We would begin by addressing the current backlog of trades that
exists by inputting those into the clearinghouse, and, hopefully, ad-
dressing some of the systemic risk concerns that exist in the mar-
ketplace, and then transition to clearing new trades after that. But
we could be ready to begin that process by year’s end. We don’t
need a significant lead time.

The CHAIRMAN. Mr. O’Neill.

Mr. O'NEILL. Yes. For our part, as I mentioned in my testimony,
we will be clearing index contracts on the 22nd of December. We
will be moving on to single names shortly afterwards in the new
year. And as per the comments of other members of the panel, I
think there are certain contracts, particularly nonstandardized or
potentially toxic contracts, which may not be suitable for clearing.
I think if that is mandated, then possibly that market will no
longer be viable.

The CHAIRMAN. Mr. Book.

Mr. Book. I think the process has to start, as the other witnesses
have also said, with the standardized index segment. And I believe
it is crucial to have a phased approach in avoiding stress to market
participants by avoiding that there is a single launch for all man-
dated clearing. And that that process will actually take some time
and should go—start with index contracts first and probably
tranches and single name for those liquid ones that are suitable for
clearing. There might be other products that are very illiquid. Also
for central clearing organizations, there will be issues in pricing
and determining settlement prices for those.

The CHAIRMAN. Thank you. My time is expired. I now recognize
the gentleman from Iowa for 5 minutes of questions.

Mr. KiNG. Thank you, Mr. Chairman.

I thank all the witnesses for your testimony and for your willing-
ness to be here and help share with us your experience and your
viewpoints on this.

I think it is a fact that counterparty risk has contributed to the
credit freeze to some degree; however, we might disagree on the
level of that. Let us submit if there is not a mandate—and I would
ask first Mr. Duffy and then go on down the line—will there be
enough business migration to clearing to mitigate those concerns
3bou‘;c counterparty risk that would go voluntarily, short of a man-

ate’

Mr. DUFFY. On the credit default swaps, sir, yes. We do believe
there will be enough business that will come on in the clearing to
still keep it a very viable and sustainable market. And the
counterparty risks, we have already estimated that we can net
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down those exposures probably by a factor of five to seven. So if
you are looking at a $50 trillion notional market, we feel we can
ngic that down by a factor of five to six. So we do think it is sustain-
able.

Mr. KING. Mr. Short, do you agree?

Mr. SHORT. I do agree with that. Part of ICE’s solution, we have
reached out to the major dealers in the industry, many of whom
are now bank holding companies that are directly regulated by the
Fed, which would be our primary regulator. I think there will be
a strong incentive on the part of the market participants to use
clearing, and I think the buy-side and other parts of the market
are definitely interested in clearing.

Mr. KiNG. Mr. O'Neill.

Mr. O’NEILL. Yes, absolutely we think this market is liquid
enough to filtrate central clearing. Further, we think the reduction
in notional outstanding which central clearing will bring, and the
assurance it will give counterparties, will actually possibly increase
the volume traded within the market, allowing people to hedge
their risk better, also in a more efficient manner. So we definitely
think it is viable.

Mr. KiNG. Mr. Book, do you agree?

Mr. BooK. I think the financial turmoil that we have seen over
the past month and year has highlighted the benefits of central
clearing and the necessity to urgently address many of the issues
in market integrity in the OTC derivatives base. I still think there
needs to be a clear migration path and time line to address those
issues and bring them onto centralized clearing organizations. I
would not believe that this is an automatic process since we have
not seen that business come to central clearing organizations even
though there were offerings over the past years.

Mr. KING. If there were offerings, though, would you think there
would be enough voluntary migration that we wouldn’t need to
mandate?

Mr. BooK. I think a mandate would certainly help to facilitate
that migration process.

Mr. KiNG. Thank you.

Should there be a mandate for exchange trading of any type or
all types of credit default swaps, Mr. Duffy?

Mr. Durry. Well, trading in credit default swaps, mandating and
clearing them would be two different things. We will offer both, sir.
We believe that by putting them in a central order book, you get
more transparency, which makes the product—when you clear it,
you have better risk management associated it. We will not make
it mandatory to trade on our central limit order book in order to
clear at the CME Group, but I think that is an important distinc-
tion.

Mr. KING. Thank you.

Mr. Short.

Mr. SHORT. I don’t believe that CDS needs to be traded on an ex-
change, although that is certainly something that we will offer as
part of our solution eventually. The current market trades OTC
will bring our solution to that current market, but we will have an
open clearinghouse infrastructure that electronic platforms can
connect to and facilitate electronic trading of these instruments.
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Mr. KING. Thank you.

Mr. O'Neill.

Mr. O'NEILL. Yes. As I said in my testimony, we believe that all
the processing and clearing efficiencies the markets require can be
delivered without necessarily mandating a central limit order book,
and that is why our approach reflects that.

The CHAIRMAN. Mr. Book.

Mr. Book. I think the focus should be on addressing the systemic
risks and the risk exposures in that market. First of all, this is cur-
rently a bilateral, unregulated market, and establishing central
clearinghouses should be the focus to address the issues in that
market.

Mr. KiING. Thank you, Mr. Book.

Now I will re-ask this question a little bit differently and try to
move down the panel again. Let us just assume that there is no
clearing mandate in place for credit default swaps, and you testi-
fied that you believe for most of you there would be sufficient vol-
untary participation. But how much of that market do you think
would come in? You gave me a little bit of a measure. Can you re-
state that a little bit, please, Mr. Duffy?

Mr. Durry. Well, if there is no mandate, sir, obviously this—as
we said before, this has not been a cleared solution. This product
has been around roughly 10, 11 years, and it has grown exponen-
tially throughout that time period and is a bilateral transaction
with a counterparty risk to both parties. So to put a percentage if
it is not mandated, in current circumstances you have already seen
the market shrink or compress from $60-some-odd trillion to $40-
some-odd trillion since this crisis began, so I would assume a per-
centage of that, sir, so maybe 20 to 30 percent of that if there is
no mandate.

Mr. KING. Thank you.

Mr. Short, I will phrase it a little differently. If we don’t man-
date, and if that judgment is incorrect, and the participation is so
low that there isn’t confidence in the marketplace, then what is our
next alternative?

Mr. SHORT. To be clear, I was not suggesting that a mandate
wasn’t needed. I do think you will see significant uptake. If you
deem a mandate appropriate, that would certainly be welcome.

I think one of the hooks, if you will, in the ICE clearinghouse is
it is part of the Fed system, and a lot of its members will be a part
of the Fed system. So to the extent that there is concern about
major dealers participating in the solution, I think there is a nat-
ural regulatory nexus to encourage them to put their business into
the clearinghouse. And I think we found that if you get a major
segment of the market into the clearinghouse, the rest of the mar-
ket will follow.

Mr. KING. Thank you, Mr. Short.

Mr. Chairman, I see my time has expired, and I yield back.

Mr. HOLDEN [presiding.] The chair thanks the gentleman from
Towa.

Following the line of the questions of the gentleman from Iowa,
first, if there is no mandatory clearing in place, should there be
mandatory reporting requirements for parties in CDS who decide
not to clear those agreements? And second, should there be a man-
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datory reporting requirement for parties in any over-the-counter
transaction?

Mr. DUFFY. Well, sir, we are a highly regulated business which
believes in transparency. We believe that is what best serves the
product. So it would be disingenuous for me to say anything other
than yes. I do believe there should be some kind of mandatory re-
porting to pricing because it brings more transparency to the mar-
ket, which in return brings better benefits to the users of those
products. They can actually see it. We are big believers in the
transparency, especially when it comes to reporting of pricing of
products.

Mr. HOLDEN. Mr. Short.

Mr. SHORT. ICE advocates transparency in reporting. The answer
is maybe a little more nuanced. These instruments really reside
along a spectrum from being highly standardized to being non-
standardized. The farther you move along that spectrum, and the
more liquidity and the more standardized they are, they should
certainly be reported, even if they are not cleared. You could posit
a case where something was so tailored and specialized that it
didn’t really have—wasn’t a liquid instrument, didn’t have any sys-
temic implications. You might suggest that those need not be re-
ported.

Mr. HOLDEN. Mr. O’Neill.

Mr. O’NEILL. Yes. We believe the most important form of trans-
parency is reporting of cleared positions and prices to regulators.
And as I said in my testimony, U.S. authorities will have access to
that solution. As to the wide-range market outside clearing, I don’t
think we have a policy beyond that at this time.

Mr. Book. I think it was one of the main lessons learned out of
the financial trauma that transparency is required, also in the
opaque OTC markets, and therefore the mandatory reporting re-
quirement would certainly help us. They are standard for regulated
futures exchanges or clearinghouses already.

Mr. HOLDEN. Mr. Short, why is ICE engaging in this clearing-
house proposal? And did your company approach the banks; did the
banks approach you? Did the Fed ask you to work with the banks
or become involved?

Mr. SHORT. ICE first began a dialogue with the Fed in the sum-
mer of this year in connection with their acquisition of Creditex,
which is an interdealer broker in the CDS space. Our plan had
been to introduce clearing on a more leisurely timetable, probably
in the spring of this coming year. But market events have quickly
overtaken us.

We did not work with the dealers initially. In fact, we hired inde-
pendent transactional counsel rather than our normal counsel who
had relationships with the dealers, so that we could maintain the
independence of our proposal and work with the Fed in the back-
ground on this issue.

The first dialogue, I believe, was voluntary where we reached out
to the dealers, asking them to back our solution, because they are
a significant part of the market. As I said earlier, once you get a
certain part of the market to move, you can typically move the rest
of the market.
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Mr. HOLDEN. Again, Mr. Short, why did you decide to form a lim-
ited purpose trust company as opposed to using the existing infra-
structure under ICE Futures U.S., which is regulated by the CFTC,
or ICE Futures Europe, which is regulated by the FSA? Why did
you seek an avenue of regulation by the Federal Reserve?

Mr. SHORT. We chose that avenue for two reasons. The first was
the Fed had been the thought leader in the CDS space. It has been
working with market participants for quite some time to address
the lack of transparency in the CDS space. Under existing law the
{F‘ed is an appropriate regulator for a clearinghouse under existing
aw.

In addition, the current framework under which the CFTC and
SEC operate, CDS, for whatever reason, right, wrong or indifferent,
is exempted largely from CFTC and SEC oversight. The reason we
decided to do it pursuant to a limited purpose trust company was
to segregate that risk and make sure that Wall Street’s risk re-
mained Wall Street’s risk and not Main Street’s risk in terms of
mixing those risks with other risks that are in our other clearing-
houses.

Mr. HOLDEN. Thank you.

The CHAIRMAN [presiding.] The gentleman from Texas Mr.
Neugebauer.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Mr. Short and Mr. Duffy, do you believe the Securities and Ex-
change Commission will still have ongoing oversight of your clear-
inghouse, even if it should get an exemption from them?

Mr. SHORT. My belief is that they will maintain a regulatory
touch. We have been working with the SEC on appropriate exemp-
tive relief. My understanding is that they will maintain a position
these are securities and maintain their enforcement authority, and
mandate certain concerns that the clearinghouse has to meet.

Mr. DUFFY. Yes, I agree with that. Right now, obviously, the
CFTC has oversight of the clearinghouse of our futures business,
but we believe that the SEC’s oversight would be appropriate on
clearing if we were to do these products.

Mr. NEUGEBAUER. CME’s proposal would be overseen by the
CFTC?

Mr. DUFFY. Right.

Mr. NEUGEBAUER. And under the principles established by the
Commodity Exchange Act, a Euronext Liffe proposal would be over-
seen by FSA under the principles established by the Financial
Services Markets Act of 2000. Eurex would be overseen by BaFin
under the German Banking Act. But all three of these regulators
have their own regulatory schemes authorized by their appropriate
legislatures.

As 1 understood it, the Federal Code proposes overseeing ICE
using standards developed by the International Organization of Se-
curity Commissions, I0SCO, which, to my understanding, has
never been adopted by any national legislature. Is it appropriate
that we would start using standards that have actually never been
adopted by any governmental institution?

Mr. SHORT. I believe the IOSCO standards are widely respected
and recognized as appropriate international standards for clearing-
houses. I think that importantly when you step back and look at
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this question and look at the Fed’s appropriateness or ability to
properly run a clearinghouse here, I think you have to step back
and look at our current regulatory system. The Fed, of all the three
regulators that we named domestically here, the CFTC, the SEC
and the Federal Reserve, is the only regulator that is responsible
for addressing systemic risk issues. I think that puts it uniquely
in a position to oversee this space.

I was also very encouraged by the Memorandum of Under-
standing, because I do think this is a situation where each Branch
of the government should learn from fellow regulators, and my
reading of that proposal was that those three regulators would
work to impose the highest level of standards between the three of
them no matter which was the primary regulator.

Mr. NEUGEBAUER. For the panel, I am having a hard time under-
standing if we are going to bring consistency and transparency
where we would have—I understand the concept of multiple clear-
inghouses. I believe that is appropriate. The question I have is how
do we reconcile multiple regulatory authorities where you have dif-
ferent regulators for different entities, and how that would bring
consistency to the market. How that could, in fact, push business
to one clearinghouse or the other depending on what standards
that that particular regulator had established for that clearing-
house.

Mr. Duffy.

Mr. Durry. Well, first we have the ability from the 2000 Act that
we have dual regulation on certain products. And we think with a
couple small tweaks, we could make that work again. It was never
really enacted. That was in the single stock futures that we intro-
duced back then.

So as far as the oversight, we do believe that the CFTC is the
right authority to have oversight of these products. And as I said
in my testimony, we believe that the SEC should still have the
ability to deal with market manipulations or infractions such as
that. So we do believe that there can be a place for both regulators
in the credit default swaps area.

Mrl.) NEUGEBAUER. And the Federal Reserve, I notice you named
two, but

Mr. DuFFy. I think the Federal Reserve has said that they are
not an oversight agency to these products. So whether or not they
want to get into that right now, the two prime regulators are CFTC
and the SEC. We have worked with the Fed as close as
IntercontinentalExchange has. They have taken a lead on these
products. So we have worked with them, but I don’t believe they
are looking to become a regulator of them.

Mr. NEUGEBAUER. Who would be the regulator for ICE?

Mr. SHORT. It would be the Fed. Clearly we would be a member
of the Federal Reserve System, and the Fed would have direct reg-
ulatory oversight of our clearinghouse, as well as the New York
State Banking Department as well.

Mr. DUFFY. I believe that is due to the bank holdings that they
are going to have, and that is not what the CME has, as a bank
trust.

Mr. SHORT. That is correct.

Mr. NEUGEBAUER. I think my time is over.
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The CHAIRMAN. Go ahead.

Mr. O'NEILL. May I make a statement on behalf of NYSE
Euronext? As noted by the Committee, our product is FSA regu-
lated. We have engaged with the CFTC, the SEC and the Fed re-
garding U.S. access for our product. I believe the situation is that
we have CFTC and Fed approval, and we should have SEC ap-
proval, I think, in the coming days.

As a general position I would agree that any form of regulatory
arbitrage of these products is something to be avoided. We think
solutions should stand or fail on their merits rather than on their
regulatory regimes. That is just a general statement.

Mr. Book. I would add to that, for these products are global in
nature, and the market participants operating on a global basis, it
is very important that the international authorities operate. Also,
if you see a mandated clearing requirement, for instance, that
should be in a coordinated way, both in the United States and in
Europe.

We at Eurex Clearing are very open with working with all the
regulators involved. As being regulated in Germany, we are also
working with U.K. FSA, and we are in discussion with the CFTC
on operating on an MCO status in the United States for the OTC
clearing that we would offer.

The CHAIRMAN. All right. The gentleman’s time has expired.

With the Committee’s indulgence, I would like to make one final
inquiry in this area.

Mr. Short, it troubles me that you are going to be regulated by
someone who doesn’t have an underlying authority from us. They
have a lot of authority, that is one thing, but what I am wondering
about is because you are regulated by the Fed, if something goes
wrong, and one of the counterparty fails, and it is beyond the abil-
ity to deal with it, does your scheme mean the Fed would then step
in and take over that loss, given the authority that they have? Is
that part of what is going on here? And maybe they can even use
this bailout money to cover this? Is that part of what is going on
here?

Mr. SHORT. The Fed has not offered us that

The CHAIRMAN. Well, they haven’t offered it, but isn’t it true that
they would be able to do this?

Mr. SHORT. Whether they would be able to, I wouldn’t want to
speculate on the Fed’s intention. That certainly hasn’t been any
element of our discussions with the Fed at all.

The CHAIRMAN. Well, for people’s information, I wrote a letter to
the Fed asking them this very question. I have not gotten an an-
swer back, so—somehow or another we will get to the bottom of
this, but it does make me wonder. So, anyway

The gentleman from North Carolina, the Chairman of the Sub-
committee that has jurisdiction over this, and someone who has
spent a lot of time on this issue, Mr. Etheridge, for 5 minutes.

Mr. ETHERIDGE. Mr. Chairman, thank you. Let me follow that
line of questioning for just a moment.

My question, I guess for each of you, and following that, is it pos-
sible, given what we have heard so far and what we see, that the
Fed could design a regime that remains completely consistent and
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in compliance with IOSCO standards, but more favorable than it
would be under the CFTC or FSA oversight?

Mr. SHORT. I don’t believe—well, first of all, I would say—I
would agree with my colleague that there should be no room for
creating a system where there is regulatory arbitrage full stop. And
I read the Memorandum of Understanding that was recently exe-
cuted between the CFTC, the SEC, and the Fed addressing that
very issue, basically saying that those three regulators would work
together to make sure that standards were consistent so that you
didn’t have that type of regulatory arbitrage.

Mr. ETHERIDGE. Anyone else want to comment on that one?

Okay, let me move to the next question, because I think the pub-
lic is asking the same question that this Committee’s trying to get
to, and that is, as we talk about the operation of proposed clearing-
houses, would anyone be allowed to become a clearing member, as-
suming that they met the financial requirements? Or is it within
your plans to have a limited membership?

Mr. O’NEILL. I can speak on behalf of NYSE Euronext, sir.

The requirements are clear on this product—are as per existing
products. There are stringent requirements. We can certainly pro-
vide the Committee with exactly the standards required to be a
clearer member of LCH.Clearnet, but we do not propose any addi-
tional standards for clear and CDS transaction, certainly not CDS
index transactions.

Mr. ETHERIDGE. Mr. Book.

Mr. BooK. Eurex Clearing will look at requiring the clearers for
this business to fulfill additional requirements in terms of their fi-
nancial strength, so, for instance, required equity capital because
we believe that the exposure is very significant in this business. So
it will not be automatically available for all our current clearing
participants, but there will be a separate registration with Eurex
Clearing required, and we will have the detailed requirements for
that business.

Mr. ETHERIDGE. Mr. Short.

Mr. SHORT. The ICE system would likewise be open, subject to
meeting the appropriate standards for joining the clearinghouse.
There are certainly financial requirements imposed because these
are the ultimate underwriters of the risk, and it would be impru-
dent to allow anybody that didn’t meet the financial standards to
join.

Mr. ETHERIDGE. Okay. Let me move through one more question.

I guess all of us are concerned about safeguards. So what safe-
guards are in place to ensure that there can be no price manipula-
tion as we are setting up all these pieces? And I will start with Mr.
Book again, and we will go from right to left.

Mr. Book. I think what is really important for a clearinghouse
is to come with a settlement price mechanism to do the mark-to-
market for these products which will be based on several sources.
So this is very important to have here, free of manipulation settle-
ment prices. At Eurex Clearing, we can rely on our existing market
surveillance that we have, also for the existing business in Europe,
and therefore oversee that business.

Mr. ETHERIDGE. Mr. O’Neill.
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Mr. O'NEILL. Yes, absolutely. Mark-to-market settlement prices
are vital for this market. But with relation to market surveillance,
we already have a very active program of market surveillance for
our market, as I outlined in my testimony, shared entirely with the
U.S. authorities. So we will be using the same approaches that we
apply for all our existing products, which have proved very success-
ful today.

Mr. ETHERIDGE. Thank you.

Mr. Short.

Mr. SHORT. I agree with my colleagues. Mark-to-market is vitally
important. It is one of the clearinghouse’s most important func-
tions. We would look to a variety of market sources to establish
comprehensive and trustworthy settlement prices.

Mr. ETHERIDGE. Mr. Duffy.

Mr. DUFrry. And I would agree. But the only thing I would just
add is that the CME Group is a neutral institution, and so we don’t
benefit by the market going up or down; we are completely neutral
in that position. And that would also apply to credit default swaps,
as it does all our products.

Mr. ETHERIDGE. Thank you. One final question with the Chair-
man’s indulgence:

Will each of you commit to making prices for cleared items avail-
able publicly? Starting with you, Mr. Duffy and down the line.
Whoever wants to go first.

Mr. DUFFY. I am sorry, Mr. Chairman. I didn’t hear the question.

Mr. ETHERIDGE. Will you commit to making prices for cleared
items available publicly?

Mr. DUFFY. Yes, sir.

Mr. SHORT. Yes.

Mr. O'NEILL. Our current approach to the European market re-
ports prices to regulators rather than publicly. But we can consider
additional requirements for the U.S. market.

Mr. BOOK. Yes, we will publish prices.

Mr. ETHERIDGE. Thank you very much, gentlemen.

Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. I thank the gentleman.

The gentleman from Louisiana, Mr. Boustany, for 5 minutes.

Mr. BousTaNy. Thank you, Mr. Chairman.

I believe each of you addressed this issue in your testimony to
some degree about the timeline for when you expect to be oper-
ational. Could you each kind of go through that again for clarifica-
tion? Let me start with you, Mr. Duffy.

Mr. DurrY. We are prepared today, Congressman Boustany, to
move forward. So our timeline is strictly in the hands of the regu-
lators and the approving regulators to move forward. So we are
operationally prepared to move forward today.

Mr. BousTaNy. Okay.

Mr. Short.

Mr. SHORT. We are in the same position, operationally ready. We
have received our bank charter. We are still waiting for the Fed’s
final approval.

Mr. O'NEILL. As I said in my testimony, we will be planning on
being live on the 22nd of December for index contracts. You may
be aware that currently within Europe, the European Commission
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level, there are discussions concerning CDS clearing, so that is sub-
ject to no final requirements emerging from that process.

In terms of single names and other contracts we will be live next
year. We don’t yet have a date to announce for that.

Mr. BousTANYy. Mr. Book.

Mr. Book. We will be operational the end of Q1 2009. And one
of the core pieces in creating that offering is to create the auto-
mated link into the DTCC Deriv/SERV Warehouse. There is obvi-
ously the dependency on bringing that offering out. And the scope
will be initially iTraxx® indices from the start and then we will ex-
pand it from there.

Mr. BoustaNy. Thank you. There are those who have wondered
why we don’t have clearinghouses as of this time for credit default
swaps. Why do you think a clearing solution for CDS hasn’t been
implemented in the past?

Mr. Duffy.

Mr. DUrry. We have announced as of 2 years ago a new clearing
initiative for over-the-counter called Clearing 360. So the CME
Group has already made announcements that they are going to
clear over-the-counter products. It has been a reluctance among the
dealers, sir, to put these into a clearinghouse. They have been
transacted as bilateral agreements versus central counterparty
cleared agreements. That really has been the reluctance of the
dealers, and the buy-siders just had to go along with that. I think
you are seeing a move afoot from the larger buy-side community,
what you actually heard there through the testimony that they are
looking for the central cleared solution. They are getting more and
more concerned with bilateral risk from not only the buy side, but
the sell side.

Mr. BousTaNy. Mr. Short, do you want to add to that?

Mr. SHORT. I agree pretty much with what Mr. Duffy said. I
think these markets historically start out as nonstandardized OTC
instruments, and they become standardized over time. There has
been a reluctance, I think, to date, by maybe some of the dealers
to embrace clearing. But I think that is firmly changed now.

Mr. BousTANY. Mr. O’'Neill.

Mr. O'NEILL. Yes. Absolutely, I think there is a maturity lifecycle
to products, which starts with innovation, then moves on to stand-
ardization, and then gives the possibility of clearing.

We have been working on the CDS initiative since 2007, so it is
quite a long-standing project for us. And we have also had Bclear
in place since 2005 for more standardized asset classes such as eq-
uity derivatives. So we think the moment has come for CDS clear-
ing.

Mr. BOOK. Let me add to this that Eurex already launched in
March 2007 iTraxx® futures contract that will also open for clear-
ing only as standardized futures because we believe there is a lot
of value for those, for that huge marketplace. However, they did
not get any liquidity so far. It is also believed that now focusing
on the clearing to address the existing exposure incentives an im-
migration path is required.

Mr. BoUSTANY. One last question: What significant hurdles have
you encountered in trying to develop a CDS solution? In other
words, licensing agreements, have you had problems with that?
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What other hurdles have you encountered, Mr. Duffy?

Mr. DUFFY. You know, it is kind of all of the above. The licensing
agreements are one thing that are necessary to get, especially for
the index products which everyone talks about, the index products
and credit default swaps, and just getting people to change their
habits. I mean, it is a product that has been around 10, 11 years
now. It has been trading one way the whole time. So these are
some of the hurdles that you need to get to get people to buy into
the central counterparty clearing which we offer.

I think there is some concern that on a central limited order
book, with some of these products being illiquid and not trading
very frequently, that that is what the exchange model has always
presented. But as counter to that, we are not—we are willing to
clear these products without trading them also.

So those are some of the hurdles that we have had.

Mr. BousTaNy. Thank you.

Mr. Short.

Mr. SHORT. It is quite a large undertaking. It involves outreach
to a number of market participants, and we have developed a com-
prehensive rule set and a set of standards that will govern the
clearinghouse. And there have been challenges, but we think we
have gotten through most of the big issues.

Mr. BousTANY. Mr. O’Neill.

Mr. O’NEILL. I wouldn’t say actually we have faced any difficult
hurdles. We typically have quite a cooperative attitude towards
product development. We work with existing markets, within exist-
ing standards.

For instance, on this project, we have a good relationship with
ISDA, good relationships with the index provider market for valu-
ations. So I think the key point is, we are not asking people to
change their business models. We are providing services to them.
And we find that if we take that approach, typically the existing
market is actually very cooperative.

Mr. BoUusTANY. Mr. Book.

Mr. Book. There are obviously several dependencies in rolling
out such a service. The core to it is to create a robust and sophisti-
cated risk mechanism together with the users. In terms of depend-
encies, as obviously, licensing requirements, Eurex has a licensing
arrangement for the iTraxx® in place. And we are reaching out to
expand that for CDX®. And there are, of course, also efforts on cre-
ating the link into the Deriv/SERV Warehouse that I mentioned
earlier.

Mr. BousTaNy. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Georgia, Mr. Marshall.

Mr. MARSHALL. Thank you, Mr. Chairman.

Gentlemen, do all of you, representing your individual organiza-
tions, feel that you have been treated fairly and evenly by U.S. reg-
ulators? Does anybody have a complaint about regulators and how
you have been treated? I take it from all the shaking heads here
and the lack of response, the answer is no?

Mr. SHORT. No.

Mr. DUFFY. No.
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Mr. MARSHALL. Are there actions that Congress should take to
clarify the current regulatory structure? We have a number of dif-
ferent agencies, and we are wondering whether or not it would be
helpful if we introduced legislation that would clarify jurisdiction
or authority for these different agencies with regard to CDSs, and
the over-the-counter market generally.

Mr. Duffy, I guess we will start with you, as we always have.

Mr. Durry. Well, I think with the Modernization Act of 2000 for
the CFTC, it has obviously been a model for the regulatory frame-
work here in the United States. We have not had the problems
under this agency that we have maybe seen in other product lines
that are not under its jurisdiction. So we commend the CFTC for
all they have done.

In order to facilitate to get these products up and moving, it may
be unfortunate, but we may have to bifurcate some of the regula-
tion, which may not be a bad thing for starters. This is a highly
contentious product around, and I don’t think people understand it
quite well. So it is not surprising that some are looking at these
as securities, some are looking at these as futures, and then the
Fed is looking at it in a different way also.

So to have bifurcation of regulation in this particular product, I
don’t think is going to inhibit the growth of it. But it does need reg-
ulation, sir.

Mr. MARSHALL. Are you saying—is your comment that it would
be helpful not to have bifurcation?

Mr. Durry. My comment would be that I would love to see this
under the jurisdiction of the Commodity Futures Trading Commis-
sion, but I don’t believe that to be realistic.

I think that the SEC has got a part in this because they consider
these bonds to be securitized contracts which fall under their juris-
diction. So I don’t think that is realistic.

I would love to see modernization of the Securities and Exchange
Commission like we had with the CFTC in 2000, and streamline
the whole process.

Mr. MARSHALL. Your view, I suspect, is that the statute is not
clear concerning whether or not the SEC has authority. And if in
legislation Congress clarified that the SEC does not have authority,
in essence saying that once a swap has cleared, that does not nec-
essarily mean that it is a security.

Are you troubled by the fact that the SEC would then be on the
sidelines and not have regulatory oversight?

Mr. DUFrFY. No, I am not troubled by it, sir.

Mr. MARSHALL. Mr. Short.

Mr. SHORT. I think one of the challenges for Congress in the com-
ing session is to take a look at the overall financial regulatory
schgme that we have, and consider what improvements need to be
made.

It is a little bit troubling to me that we have a system that has
essentially silos where, if you view a product one way or another
way, it could be subject to different ultimate regulatory regimes. I
think there needs to be a harmonization.

I would echo what Mr. Duffy said, that the CFTC has done a fan-
tastic job with the CFMA and the Modernization Act being a prin-
ciples-based regulatory regime, and having some of those principles
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exported to other regulators and a harmonization of regulation, I
think, would be appropriate.

Mr. MARSHALL. Mr. O’Neill.

Mr. O’NEILL. Generally speaking, we absolutely would welcome
clarity. We have engaged with the CFTC, the SEC and the Fed for
this product, all with good results, we believe. We think, yes, the
1({JFTC has done an excellent job of regulating the U.S. futures mar-

et.

I would also note that the SEC has had responsibility for moni-
toring for insider trading and market manipulation which is impor-
tant for CDS. I would also say that the NY Fed has a considerable
range of knowledge in this area. So we hope, however the U.S. reg-
ulatory situation is clarified, all that knowledge and all that skill
can be brought to bear for the highest possible standards.

Mr. MARSHALL. Mr. Book.

Mr. Book. I would agree with that, for the clarification would
certainly help. Also, from the perspective of a foreign entity, we be-
lieve that the MCO is a good template. We have, with all the regu-
lators involved here, very good constructive dialogue. But certainly
certainty and clarification here would help.

Mr. MARSHALL. We have been concerned about regulatory arbi-
trage here, in essence, that we live in a “lowest common denomi-
nator” world with different jurisdictions offering less regulation in
order to entice business. And it would be very helpful if across the
Atlantic at least and hopefully globally we can come up with some
fundamental principles that everybody can abide by so that we do
not continue to have this phenomenon that leads ultimately to lax
regulation and problems like the ones that we have today that are
affecting so many ordinary folks all over the United States.

I yield back. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Texas, Mr. Conaway.

Mr. CONAWAY. Thank you, Mr. Chairman. And following up with
that great lead-in from my colleague from Georgia, European regu-
lators are considering schemes that might have such requirements
that if both parties are European, they would have to clear through
a European clearinghouse. If one party is European and the other
is not, but it is denominated in Euros, you could clear through that
entity. Or if the representative itself is a European entity that all
ﬁf that activity would have to go through a European clearing-

ouse.

Can I get some sense from all of you as to the pros and cons on
that group getting ahead of the U.S. regulatory scheme and what
impacts it might have?

Mr. SHORT. My own sense is that that is not particularly helpful.
It would seem that there needs to be regulatory information shar-
ing between international regulators, but I am not sure why some-
body should have to clear, for example, through a European clear-
inghouse if it was a European entity or a contract was denomi-
nated in Euros. It seems to be going in the wrong direction of hav-
ing regulatory cooperation and openness in markets.

Mr. Book. If I might add to that, I think, first of all, it was ear-
lier asked, the question, of whether there is a benefit in mandating
clearing. I think it is urgently required that if there is such re-
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quirement considered, that that takes place on an international co-
operative level. Therefore, I think it is good that both from a Euro-
pean Central Bank perspective, also from an EU perspective, the
issue of market integrity for CDS transactions taking place in Eu-
rope have also been recognized.

I think there are benefits of using existing European market in-
frastructures that are well sustained to address business in Eu-
rope, and there are certain benefits and efficiencies coming out of
that. But in the end, it is essential that there is international co-
operation on all the measures that are undertaken to improve mar-
ket integrity in the OTC derivatives markets since these markets
are global in nature and the open positions can just move where
the least regulatory requirements are.

Mr. O'NEILL. I would certainly echo some of those sentiments.
We don’t support regulatory arbitrage for these products.

I think we have seen an unusually high level of cooperation for
CDS clearing between U.S., European and other authorities; and in
general, as a principle, we support competition in clearing. I said
earlier, we believe solutions should stand or fail on their integrity,
on their merits, rather than regulatory advantage.

Mr. DUFFY. I would agree completely with that.

Roughly 15 to 25 percent of our core business today comes from
outside the United States, and I think that is important because
we believe it is a global market in nature. And that is what the
CME understands, and that is the way we operate our business. So
we don’t see that any different in credit default swaps. So we would
not like to see a regulatory arbitrage or an advantage because of
the denomination of currency.

Mr. CoNAwAY. There has been this idea of conflicts of interest be-
tween clearinghouses owned and run by the dealer banks who have
the largest position in credit swaps.

Can you speak to us briefly about your stance on these conflicts
of interest and how we ought to view them, and what may be some
of the solutions for that problem?

Mr. SHORT. In terms of ICE Trust solution I think it is a matter
of having the appropriate governance. We will have an independent
Board of Directors. And I certainly believe that as long as you have
the appropriate governance structure in place, having the dealer
segment as part of the solution is a benefit, not a hindrance. I
think it is just a matter of getting the governance right.

Mr. CONAWAY. Terry.

Mr. DuUrFY. Yes. I don’t disagree on conflicts of interest. You
know, you need to have a neutral party and that is what the CME
Group is. We are truly a neutral party. So I think—I just would
agree with my colleague, Mr. Short. I wouldn’t add to that.

Mr. CoNaAwAY. Europeans sometimes have a different opinion of
conflicts of interest. Any comments, Mr. O’Neill?

Mr. O’NEILL. I just echo Terry’s statements really. We think an
independent organization, particularly independence of mark-to-
market pricing is vital, and clearly we meet those requirements.

Mr. Book. I would agree with that. I think the call to the chal-
lenge here is to create a robust risk mechanism, and this risk man-
agement task should be run on a neutral, independent basis be-
cause it just should serve first and foremost market integrity.
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Mr. CoNawAY. Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. If I could have the Committee’s indulgence, if 1
could just refine that a little bit.

This independent board, who is going to pick them? I mean,
aren’t they going to, in reality, be picked by the folks that set this
up?

Mr. SHORT. No. Our Board presently under our application con-
sists of our internal management as well as a majority of our inde-
pendent directors from our main Board of Directors at
IntercontinentalExchange, Inc.

The CHAIRMAN. But, we have heard this with a lot of our big cor-
porations, and they are all interconnected and they all know each
other, and they are all buddies. So when you say they are inde-
pendent, at least for me, I am a little skeptical because I
think:

Mr. SHORT. I think above all, ICE, if you Ilook at
IntercontinentalExchange’s governance model, we have had the
most independence perhaps of any exchange to the point where we
don’t really even have major market participants sitting on our
Board of Directors. We believe in independence that much.

The CHAIRMAN. Thank you.

The gentlelady from South Dakota, Ms. Herseth Sandlin.

Ms. HERSETH SANDLIN. Thank you, Mr. Chairman. I would just
like to follow up for Mr. Duffy and Mr. Short on a couple of ques-
tions that Mr. Neugebauer and Mr. Marshall were trying to get at
in terms of our concern about the number of different regulators.

And, Mr. Duffy, I hear you loud and clear, that you would prefer
that these clearinghouses be regulated by the CFTC. But we have
had the SEC in here testifying previously. We have had the Fed-
eral Reserve—members of the Federal Reserve Board in here. We
can’t even get them to agree when they come in and testify that
we should mandate regulation of credit default swaps.

So can you clarify your earlier comments—and both of you, this
is for both Mr. Short and Mr. Duffy—because it is still unclear to
me why, Mr. Short, you have—ICE has pursued sort of a separate
infrastructure, whereby you are seemingly seeking an avenue of
regulation by the Federal Reserve.

And, Mr. Duffy, what are your concerns based on what—I think
you are probably familiar with testimony from the SEC that we
have taken before this Committee before—where you see having
multiple regulators isn’t going to be a problem with the growth of
an instrument that can be useful to the economy.

Mr. Durry. Congresswoman, first of all, I think that there could
be potential growth inhibitors when you have multiple regulators.
But I am just trying to be realistic on a product line that we have
debated now, especially in this body of Congress, for several
months just to get it up and cleared. I believe that you have even
had the largest sell-side participants.

The banks say they need a cleared solution to credit default
swaps. So we really have been kind of stuck trying to get it up and
listed. So from my realistic standpoint, we know that there could
be multiple jurisdictions on credit default swaps. Our concern with
that, would it ever bleed over into other core product businesses,
and that—we think that would be a real detriment to our business.
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So, we are willing to participate in multi-regulation to get this
product up and listed. We believe we have a good solution that
makes sense for the marketplace. So we would like to bring that
as quick as possible.

I think we are just trying to be more realistic when it goes to
being with our regulator. As far as setting up a bank trust similar
to what the IntercontinentalExchange did, we certainly could have
gone down that path. We entertained that a couple years back, but
we saw best not to do it. So we have not gone down that path,
but—we are not prohibited from doing that, though.

Ms. HERSETH SANDLIN. Can you explain why you thought it was
best not to?

Mr. DUFFY. Well, we just didn’t see any benefits or reasons to go
doing that. We already have regulation under the CFTC and the
SEC as a publicly traded company, so we didn’t think we needed
to add additional layers.

Ms. HERSETH SANDLIN. Mr. Short.

Mr. SHORT. ICE’s view in terms of why it pursued the path with
the Fed again was because we viewed the Fed as a thought leader
in this area. Certainly, the New York Fed and Tim Geithner have
been pushing in this area for quite some time.

In terms of forming a limited purpose trust company and becom-
ing a state member of the Fed, we wanted to create a separate
clearinghouse to isolate this risk, keep it as Wall Street’s risk. And
separate and apart from that, we viewed this as, perhaps, the best
way to get to market quickly. We wanted to propose a solution that
would address the existing market problems; because we think that
the most important thing to do is to address systemic risk in the
system, bring transparency to the marketplace. And then Congress,
in a thoughtful manner, can decide ultimately who needs to regu-
late what products.

Ms. HERSETH SANDLIN. Okay. So it wasn’t necessarily any sense
on ICE’s part that the existing infrastructure of the CFTC or FSA
would be inadequate?

Mr. SHORT. Not at all. Both are fine regulators and have the ap-
propriate infrastructure to oversee clearinghouses in this market
space.

Ms. HERSETH SANDLIN. But isn’t it also possible that, as you say,
then Congress can determine who the appropriate regulators
should be, that Congress may very well determine that the Federal
Reserve shouldn’t exercise regulatory authority in this area, that it
should be existing entities such as the CFTC? And then where does
that leave you in terms of how you have set up your clearinghouse?

Mr. SHORT. We would obviously avail ourselves of whatever regu-
latory regime Congress thought best to impose in terms of
rationalizing the overall market structure. We could operate under
any of those regimes.

Ms. HERSETH SANDLIN. Okay.

Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. I thank the gentlelady.

The gentleman from California Mr. Costa.

Mr. CosTA. Mr. Duffy, I am concerned about the issue that was
raised earlier with potential conflicts of interest. If, in fact, you are
providing clearinghouse functions and at the same time the dealer
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banks in fact have the largest positions on some of these default
swaps, what can you tell me that is going to convince me other-
wise?

Mr. DuUrry. Well, the same thing that we have in our core busi-
ness today, sir. Some of the largest dealers in the world have some
of the largest positions on the CME Group. And we have obviously
everything put in place today internally and operationally to make
certain that there are no conflicts of interest, because if we had
conflicts of interest, we would not have a core business today. We
wouldn’t be able to become a public company or any of that.

So I think the same assurances that we have on our core busi-
ness today, sir, are the same assurances that you can have on our
credit default swaps offering for the future.

Mr. CosTA. I assume, Mr. Short, you have a similar answer?

Mr. SHORT. Yes. It is a matter of having the right governance.
The only additional point I would make is that many of the larger
dealers are now bank holding companies or have foreign office—or
even if they are foreign, have domestic offices that are subject to
Fed regulation. Having that direct Fed insight into their oper-
ations, into their balance sheets, I think is particularly helpful in
terms of managing risk.

Mr. CoSTA. Aren’t you concerned that there is not only a lack of
credibility among the general public as it relates to everything that
has taken place over the last several months, as it relates to the
whole CDS issue and the lack of knowledge that the general public
really has about what has taken place and what level of exposure
is out there?

And it just seems to me that the—and then Members of Con-
gress, we have to figure out a better way to do things. I wouldn’t
suggest at this point in time that you have a high level of credi-
bility, would you?

Mr. DurFy. I think the CME Group has a very high level of
credibility, sir. We have been in the business for 160 years. We
have had zero default. We have never had a customer lose a penny
of funds due to a default of one of our clearing member firms. I
don’t think there are too many businesses in the United States or
abroad that can say that they have had that type of credibility in
its history as a company.

So, I think that when you look at the credibility of credit default
swaps themselves, I think they are widely misunderstood because
they are very complicated products. But I would not say that the
company of CME Group is not credible because of the things that
I outlined, sir.

Mr. CoSTA. So you are on record as supporting a regulatory
scheme, and you are in the process of pursuing the efforts you have
explained to us. But if the Congress agrees in the next year to put
together such a scheme, you will follow that lead?

Mr. Durry. We have been a regulated exchange since our exist-
ence, sir. And we have no interest in being anything other than a
highly regulated entity to protect the interests of the participants
of our marketplace.

Mr. CosTA. With all that history that you just stated, do you be-
lieve it is possible that we can come together with our friends in
Europe and elsewhere and set up a standardization and a trans-
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parency? I hope a call that will allow the marketplace to work and
at the same time provide a level playing field.

Mr. Durry. As I said earlier, I think it is imperative that we
work hard with our European friends to come up with a standard
that we can all abide by. The world has gotten smaller, and it is
a global marketplace, so I think it is essential.

At the same time, sir, I think it is essential for the United States
to give approval for exchanges such as ours that are neutral parties
to go ahead and start to execute and facilitate this business to
eliminate some of the systemic risks that have already been in the
system.

Mr. CostAa. My time is getting short, but Mr. O’Neill and Mr.
Book, my sense is that there is a different view from the folks in
a European exchange or clearinghouse and what currently is tak-
ing place in London.

Do you see eventually multiple clearinghouses?

Mr. O’NEILL. Sir, I think the statement of the European Commis-
sion is to support one or more European CCPs so they would like
to see those brought into existence. However, I think actually our
policy, as I said, is that there is no regulatory arbitrage, that Euro-
pean or U.S. solutions compete according to their merits. So I think
in that respect, we are very much in line with the sentiments ex-
pressed here today.

Mr. CosTA. Mr. Book.

Mr. BookK. I think in general we very much would support, have
competition in this field rather than a monopoly, so competing pro-
viders that would provide for innovation—also for high standards
in the services that are offered. I think that is key. And the re-
quirement for having those multiple providers is to have a level
playing field for those in offering their services on a global basis.

Mr. CostA. With your indulgence, Mr. Chairman; my time has
expired. But I have one other question I wanted to raise.

Mr. Duffy, I have a concern as I look across, and we haven't
raised the subject here today, but the potential exposure and risk
involved in the area of the monolining efforts that have partici-
pated in this. We have municipalities throughout the country.
Some have filed, sadly, bankruptcy, and are at significant risk.

I don’t know if this is an area that you have expertise in. But
would you care to comment?

Mr. Durry. I think, Congressman, this is not actually an area I
have expertise in as far as municipalities and the viability of those
municipalities.

Mr. CosTA. I am talking about as it relates to the monoline un-
derwriting on their bonds.

Mr. Durry. Well, I mean, their bonds have gone down in value,
as have everyone’s. So, in all honesty, sir, I am not an expert on
the municipality of bonds. So I would not comment.

Mr;) CosTA. Would any of the other three gentlemen care to com-
ment?

Mr. SHORT. I am afraid I am not an expert either, sir.

Mr. CostA. We will find someone who is.

Thank you very much, Mr. Chairman.

The CHAIRMAN. I thank the gentleman.

The gentleman from Indiana, Mr. Ellsworth.
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Mr. ELLSWORTH. Thank you, Mr. Chairman. Thank you, gentle-
men. My question is for Mr. Duffy and Mr. Short.

Based on what you know, do you think that any exemption
granted by the SEC for organizations seeking to establish credit de-
fault swaps central counterparties will be temporary? And what is
your reaction to the SEC exemption requirements for these central
counterparties?

And the second part of the question would be, do you think that
these temporary exemptions have created an uncertainty in the
market?

Mr. SHORT. I think the SEC, as part of its exemptive relief, has
suggested that it might grant temporary exemptive status. I think
that part of that might be driven by the speed with which they
have had to react to the situation. They have really been working
along with the CFTC and the Fed to make sure that a solution
comes to market to address some of the systemic risk. It does cre-
ate a little bit of uncertainty out there that the SEC would be very
cautious in withdrawing that exemptive relief in a precarious fash-
ion once a situation was up and running. It may just be waiting
and biding its time to see what Congress does with broader market
reform.

Mr. ELLSWORTH. Should they define “temporary” or leave it open-
ended? Would it be more beneficial to define what the “temporary”
is? Or

Mr. SHORT. It might help.

Mr. DUFFY. I agree with Mr. Short. Uncertainty is never good for
any marketplace.

At the same time, I think that the community would look at this
and try to bypass the temporary part of the exemption, especially
if the solution is successful, sir. If the solution is not successful, I
am assuming it is going to be temporary and eliminated or modi-
fied. If the solution is successful, I am assuming that the industry,
the Street and the participants will bypass the word “temporary,”
and I am assuming the SEC eventually will make it part of their
makeup.

Mr. ELLSWORTH. Thank you. Mr. Chairman, I don’t have any-
thing further.

The CHAIRMAN. I thank the gentleman.

The gentleman from Ohio, Mr. Space.

Mr. SPACE. Thank you, Mr. Chairman. This question will be di-
rected to Mr. Duffy and Mr. Short.

Clearinghouses for any financial instrument concentrate risk
away from the holders of the instruments into the clearinghouse
itself, and there is obviously a great deal of risk associated with
these credit default swaps. How would the financial security of the
clearinghouse itself be tested to ensure that it can meet the stress
of defaulting members, even if such a potentially catastrophic event
would be unlikely?

Mr. SHORT. It is all part of the risk management system within
the clearinghouse. Positions are margined appropriately. There is
a guaranty fund behind those positions, and there is a comprehen-
sive set of stress tests that the clearinghouse undertakes to dem-
onstrate, based upon historical data and projections, what would
happen in the event of a significant move in the market.
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The comprehensive risk management systems—having com-
prehensive risk management systems is really what the clearing
business is about. And the Fed has been very inquisitive about the
amount of stress testing that we are doing, and they are very much
on the ball in that regard.

Mr. DUFrFy. I would agree.

And I would just add on a stress test, which is critically impor-
tant, sir, we stress-tested both after the fact Lehman and Bear and
the way our risk management capabilities are put into place; the
CME Group and its participants all would have been made whole.

There is no question it is a stress on the system. But at the same
time our tests all show we would have withstood such an event
such as those two large institutions going down.

So I think it is a testament to the risk management capabilities
that the CME Group has, and also to the people and experience,
which are critically important to making certain that these debts
are paid.

Mr. SPACE. Thank you.

I yield back, Mr. Chairman. Thank you.

The CHAIRMAN. I thank the gentleman.

The gentleman from North Dakota, Mr. Pomeroy.

Mr. POMEROY. I didn’t quite hear the thrust of what you said
when you indicated that—who had been on the ball? I am sorry.
Mr. Short, who had been on the ball?

Mr. SHORT. As part of our Fed application process, we have had
teams from the Fed, along with the New York City Banking De-
partment, along with representatives of the CFTC and SEC, look-
ing at various aspects of our proposed clearing operations. And part
of that review is to walk through the risk management systems
and to assure the Fed as part of its approval process that we have
the appropriate risk management systems in place. And part of
that is running stress tests.

I should have clarified my response.

Mr. PoMEROY. Well, I am highly frustrated as a Member of this
Committee—participated in the earlier referenced law, the Com-
modity Futures Modernization Act, and during all the time since,
seeing the financial interests represented, exchanges, market par-
ticipants, regulators. And it was all, what a great piece of work we
had done while the biggest financial calamity in 50 years hits Wall
Street, largely because of flaws relative to what was regulated,
what wasn’t regulated.

I mean, I just think—I feel that there was so much that we
didn’t know that we needed to know, and it is a very regrettable
situation. I don’t think anyone has been on the ball.

One of the things that worries me about this Memorandum of
Understanding in several different sources, potentially hosts for
regulatory oversight of exchanges, is that, do we have a capacity
in this scheme to keep track of, on the aggregate, the amount of
liabilities being assumed by market participants on these credit de-
fault swaps?

And, Mr. Short, we will start there and go up and down, if my
question is clear.

Mr. SHORT. I believe we do. I think the Memorandum of Under-
standing provides a framework for inter-regulator dialogue. And
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there should be dialogue, because what you have seen ultimately
is the convergence of financial instruments over time that are sub-
ject to different regulatory regimes. But I think the capacity exists
in place to look at that.

Mr. POMEROY. Well, regulators can talk to one another. That, to
me, seems a little short of what I would like, which is an ongoing
tally kept somewhere in terms of what some of us are exposed to
on credit default swaps of various characters.

Could we achieve that within a regulatory regime? And can we
achieve it within one where you have various exchanges regulated
by various parties?

Mr. SHORT. I think some of that would be handled through the
transactional reporting that would occur from the clearinghouse
both under our solution and CME’s solution. And certainly to the
extent that you were dealing with any of the entities that were di-
rectly regulated by the Fed, which many of the dealers currently
are, I think the Fed would be looking at those tallies very closely
going forward.

Mr. POMEROY. We must make sure—it seemed to me, for the
same interests you just spoke to, that we are capturing on a com-
prehensive basis every participant in every credit default swap,
and we are keeping a tally in terms of their accumulating expo-
sure. I don’t know how else we are going to get our hands around
this thing.

Mr. Book, do you have an opinion on that?

Mr. Book. I think probably it is not so much the focus on the
regulation of exchanges and clearinghouses.

I think, first of all, one has to acknowledge the fact that based
on these numbers of 2007, 84 percent of derivatives were traded
outside of regulated markets in the over-the-counter segment and
only 16 percent were traded on regulated markets or clearing-
houses, which highlights how big the task is to get all those trans-
actions done on regulated markets or clearinghouses. And I think
the first step is to have reporting requirements to, first of all, clar-
ify what is the outstanding exposure that which market partici-
pants hold and which instruments. And that it is also a pre-
requisite. For instance, like the confirmation that has been estab-
lished with the DTCC Warehouse to have that clarity to establish
centralized clearing organization for those businesses and for those
highly opaque OTC markets.

Mr. POMEROY. Mr. Duffy.

Mr. Durry. Well, I think the reporting part is critically impor-
tant. You look at the size of the overall market, sir. And I think
when we were here a couple of months ago, everybody was trying
to determine how big this market really is, because none of us real-
ly linew. And that was because of a lack of information associated
with it.

I think that you have seen, as I said in my testimony earlier, the
Fed, the CFTC and the SEC come together to hopefully net some
of these CDSs down. Now we have seen the concentration of this
market down to roughly around $46 trillion, down from around
$60-some-odd trillion.

I think it goes to show you that we need to have a regulator in-
volved to constantly keep on an eye on this, because that was half
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the problem: Nobody knew where these credit defaults were, who
had them, how much they were worth.

Mr. POoMEROY. My concern is, can several regulators concur-
rently, doing essentially the same thing, achieve that end?

Mr. DUFFY. Our hope is, yes, sir.

As I said earlier, we are very large proponents of the Commodity
Futures Trading Commission. We think they have done a remark-
able job, especially over the last several years with the growth of
our industry. But we do believe multiple regulators can work on
the credit default swaps to bring harmonization and bring some
compression to this market so we know exactly what it is worth.

Mr. POMEROY. Would one regulator be better?

Mr. DUFFY. Again, I think that that is going to be a little bit un-
realistic. But obviously a streamline of any regulation is always a
benefit to the product, in my opinion.

Mr. POMEROY. Thanks. I yield back.

The CHAIRMAN. I thank the gentleman.

Anybody else have any further questions? I don’t think so.

So we again want to thank this panel for being so generous with
your time in answering our questions. We appreciate your being be-
fore the Committee. And I am sure we will have more discussion
before this is all over with.

So the panel is excused.

Mr. Durry. Thank you.

The CHAIRMAN. We will call up the next panel once we get the
logistics cleared out here so we can make it happen.

All right. Welcome to the Committee.

This is a distinguished panel: Mr. John Damgard, President of
the Futures Industry Association of Washington; Mr. Robert Pickel,
CEO of International Swaps and Derivatives Association—he has
been with us before; Mr. Don Thompson, the of J.P.Morgan on be-
half of the J.P.Morgan and the Securities Industry and Financial
Markets Association; Mr. Gerald Corrigan, the Managing Director
of Goldman Sachs in New York; and Mr. Brian Murtagh, the Man-
aging Director of Fixed Income Transaction Risk Management,
UBS Securities LLC of Stamford Connecticut.

Gentlemen, welcome to the Committee. And you will each be
given 5 minutes to summarize your testimony. Your full testimony
will be made a part of the record.

So Mr. Damgard, if you will proceed. Again, welcome to the Com-
mittee.

STATEMENT OF JOHN M. DAMGARD, PRESIDENT, FUTURES
INDUSTRY ASSOCIATION, WASHINGTON, D.C.

Mr. DAMGARD. Thank you much, Mr. Chairman, Members of the
Committee. I am John Damgard, President of the Futures Industry
Association. And I thank you for inviting the FIA to this hearing
on the current plans to clear credit default swaps.

We know this Committee has been actively involved in this issue
for many months. FIA greatly appreciates the leadership that you
have shown, Mr. Chairman, along with Ranking Member Goodlatte
and the other Members of the Committee.

FIA believes credit default swaps add real value to our economy.
We also believe that a system for clearing credit default swaps
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would enhance that value. As this Committee appreciates, clearing
would remove counterparty performance risk, increase trans-
parency and, most importantly, reduce systemic risk. FIA therefore
supports plans to clear these instruments.

Today, the FIA would like to make three basic points. First, the
vital interest of clearing firms must be recognized in the structure
of any clearing system for credit default swaps. Second, govern-
ment agencies should not make clearing of credit default swaps a
jurisdictional football. And third, merging the CFTC and the SEC
will not answer the financial market regulatory concerns raised in
recent months.

As this Committee is aware, the futures clearing firms are FIA’s
predominant members. Some may overlook the role these firms
play, but the simple truth is the clearing firms are the lifeblood of
any clearing system. The clearing firm is financially responsible to
the clearinghouse for every trade it clears. Each clearing firm puts
its capital at risk at the clearing organization to guarantee per-
formance on the firm’s trades and its customers’ trades. In effect,
the clearing firm is financially underwriting its customers’ perform-
ance.

Each clearing firm knows that its capital is standing behind
other clearing firms in the system and may be called upon if an-
other clearing firm fails. That is why clearing systems are known
as mutualized risk systems. In any system for credit default swaps,
FIA would expect the clearing firms to play a similar role.

No clearing firm should be asked to commit its capital to a clear-
ing system unless the firm is comfortable that its capital will be
well protected. The U.S. futures industry is proud of its unparal-
leled record in this regard. We assure this Committee will want to
make sure that any of the CDS clearing systems now being consid-
ered will meet that high standard of excellence including appro-
priate capital standards for any new clearing members.

FIA strongly believes that the clearing of credit default swaps
would serve the public interest. FIA appreciates that existing law
is not crystal clear on what is the right regulatory home for credit
default swaps that are cleared. No one doubts that the SEC has
fraud and manipulation enforcement powers over individually ne-
gotiated credit default swaps, and no one doubts that Congress
gave the operators of clearing systems for OTC derivatives a choice
of regulators—CFTC, SEC or the Fed. The question is, did the
CFTC and SEC retain some residual jurisdiction over credit default
swaps even when they are being cleared by an entity subject to an-
other regulator’s oversight?

FIA believes either the CFTC or SEC or both could state a legal
claim to jurisdiction over these instruments. We would ask these
agencies to resist the urge to assert their authority to regulate
through exemption orders. Instead, all members of the PWG should
work cooperatively as a team to put in place a strong and effective,
coordinated oversight system for cleared credit default swaps. That
is the best approach to serve the public interest as the PWG’s re-
cent MOU demonstrates.

Last, throughout the current credit crisis the U.S. futures mar-
kets have continued to provide liquid, fair and financially secure
trading venues for managing or assuming price risk. The CFTC has
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achieved an exemplary regulatory record that is cited throughout
the world as the gold standard. That record illustrates the wisdom
of this Committee’s decision almost 45 years ago to give birth to
the CFTC with exclusive jurisdiction over all facets of futures trad-
ing. That judgment is as sound today as it was then.

We understand that reforming financial market regulation is on
the agenda of the new Administration and the new Congress. Many
different suggestions have been offered for changing the regulatory
status quo. FIA welcomes a healthy debate on how best to strength-
en both our regulatory systems and our markets nationally and
irllterréationally. All options should be on the table and fully ex-
plored.

Through this process, we are confident Congress will agree sim-
ply folding the CFTC into the SEC is not the answer. And we look
forward to answering any questions the Committee may have.

[The prepared statement of Mr. Damgard follows:]

PREPARED STATEMENT OF JOHN M., DAMGARD, PRESIDENT, FUTURES INDUSTRY
ASSOCIATION, WASHINGTON, D.C.

Mr. Chairman and Members of the Committee, I am John Damgard, President
of the Futures Industry Association. FIA is pleased to be asked to discuss some of
the issues raised by plans to clear credit default swaps. We know this Committee
has been actively involved in these issues for many months. FIA greatly appreciates
the leadership you have shown, Mr. Chairman, along with Ranking Member Good-
latte and the other Members of this Committee.

Just to establish some common vocabulary, credit default swaps are derivatives
designed to manage the risk that a credit event will occur in the future. Those credit
events are defined by contract and range from a corporation’s failure to make an
interest payment to its corporate restructuring. Credit default swaps may involve
indexes of credit events for many companies or credit events for a single corporation.
That is why you hear discussion of indexed CDS instruments and single name CDS
instruments.

FIA is not here today to debate the value of credit default swaps or to champion
one clearing proposal over another. We believe credit default swaps add value to our
economy. We also believe that an appropriately-structured and regulated CDS clear-
ing system would enhance that value. As this Committee appreciates, clearing
would remove counterparty performance risk, reduce systemic risk and increase
price transparency for eligible CDS transactions.

FIA has three basic points. First, the vital interests of clearing firms must be rec-
ognized in the proper structure of any successful CDS clearing operation. Second,
government agencies should not make CDS clearing a jurisdictional football. Third,
merging the CFTC and the SEC will not answer the financial market regulatory
concerns Congress has raised in recent months.

As this Committee is aware, FIA’s regular members are the clearing firms. Many
may overlook the role these firms play in any clearing system. But the simple truth
is the clearing firms are the lifeblood of clearing. The clearing firm is financially
responsible to the clearing house for every trade it clears. Each clearing firm puts
its capital at risk at the clearing organization to guarantee performance on the
firm’s trades and its customers’ trades. In effect, the clearing firm is financially un-
derwriting its customers’ performance. Each clearing firm knows that its capital is
standing behind the other clearing firms in the system and may be called upon if
another clearing firm fails. That is why clearing systems are known as mutualized-
risk systems.

In any clearing system for CDS instruments, FIA would expect the clearing firms
to play a similar role. No clearing firm should be asked to commit its capital to a
clearing system unless the firm is comfortable that its capital will be well-protected.
The U.S. futures industry is proud of its unparalleled record in this regard. We are
sure this Committee will want to make certain that any of the CDS clearing sys-
tems now being considered will meet that high standard of excellence, including the
capital standards for any new clearing members.

One structural issue that has been raised concerns whether to commingle the risk
pool that already exists for futures clearing with the CDS risk pool. An alternative
clearing approach would treat the CDS clearing pool as a separate, self-contained
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structure. FIA does not have a view now on which approach would be preferable
from the perspective of the clearing firms. We do believe the Committee and the rel-
evant agencies should pay particular attention to developments in this area to make
certain that the strongest possible CDS clearing solution will be allowed to develop.

Another structural issue is often referred to as interoperability. As CDS clearing
evolves, it is unclear whether one clearing system will predominate or whether mul-
tiple systems will thrive. In the event more than one system is successfully
launched, the regulators should consider a plan to allow an appropriate linkage for
the clearing systems that would meet the related challenges of protecting against
systemic risk through the most efficient use of a clearing firm’s capital.

We suspect the Committee has heard about the interoperability issue, and others,
in its recent fact-finding trip overseas and that you will monitor carefully any devel-
opments in the U.S. on this issue. Your trip underscores that we can not develop
CDS clearing policy in a vacuum. The CDS market is international in scope and our
policies must work both domestically and internationally. The CDS clearing issue
highlights that today national borders are becoming less meaningful for financial
markets. We have one global financial market with global issues that require global
cooperation and solutions.

These international issues also serve to remind us that domestic regulatory juris-
dictional politics should not become a barrier to forging an appropriate CDS clearing
policy. As the CDS market has evolved, it has become clear that it would serve the
public interest to make a clearing system available for many of these credit deriva-
tives. Given the current tightening of the credit markets, no agency’s jurisdictional
claims should be considered to be more important than the national economic inter-
est. Current law provides a choice to those who want to try to clear OTC derivatives
in the U.S.—the clearing entity could choose to be regulated by the SEC, the CFTC
or the Federal Reserve Board. Each regulatory body has had experience with the
kind of prudential, safety and soundness regulatory judgments that clearing oper-
ations necessarily involve. And each regulator has pledged to follow the established
guidelines, whether adopted by IOSCO or the Commodity Exchange Act, for the op-
eration of an effective CDS clearing system.

Once a clearing system operator has chosen its regulator, that regulatory body
should communicate and coordinate with its regulatory colleagues. The recent MOU
adopted by President’s Working Group rightly adopts this strategy. By emphasizing
a process of interagency consultation, the MOU should lead to sharing information
and regulatory suggestions among the PWG members with a view toward adopting
a streamlined and unified set of oversight principles for CDS clearing in the U.S.

FIA understands the need for legal certainty and that the two U.S. clearing plat-
forms have applied to the SEC for exemptions to provide that clarity. We would
hope that those exemptions will not turn into an excuse to regulate CDS trans-
actions or to prescribe additional requirements for clearing. If so, that would under-
mine the cooperative process the MOU structure has put in place. Congress has
found the CFTC and the Fed to be qualified to oversee CDS clearing operations.
They should be allowed to perform their statutory functions without interference
from the SEC or other regulatory bodies.

In past hearings, the Committee has expressed concern about the basis for the
SEC’s apparent claim that once a CDS is cleared it becomes a security. In FIA’s
view, many CDS instruments are just as likely to be considered commodity options
subject to CFTC jurisdiction under current law. Jurisdictional flag-planting seems
short-sighted given the crisis facing our financial markets. The PWG’s MOU process
tries to keep that counter-productive activity to a minimum. We would urge the
Committee to make certain that neither the SEC nor the CFTC attempts to use its
exemption powers and the interest in legal certainty as an excuse to impose regu-
latory restrictions on CDS transactions that serve the agency’s jurisdictional inter-
ests, but not the public interest.

Last, as I have testified for decades, no compelling case has been made to merge
the CFTC and the SEC. Throughout the current credit crisis, the U.S. futures mar-
kets have continued to provide liquid, fair and financially secure trading venues for
managing or assuming price risks. The CFTC’s vigorous, expert and efficient over-
sight of our nation’s futures markets has achieved an exemplary regulatory record
that is cited throughout the world as the gold standard. That record illustrates the
wisdom of this Committee’s decision almost 45 years ago to give birth to the CFTC
with exclusive jurisdiction over all facets of futures trading. That judgment is as
sound today as it was then.

We understand that reforming financial market regulation is on the agenda of the
new Administration and the new Congress. Many different suggestions have been
offered for changing the regulatory status quo. FIA welcomes a healthy debate on
how best to strengthen both our regulatory systems and our markets, nationally and
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internationally. All options should be on the table and explored fully. Through that
process, we are confident Congress will agree that simply folding the CFTC into the
SEC is not the answer.

We look forward to answering any questions this Committee may have.

The CHAIRMAN. Thank you very much, Mr. Damgard.
Mr. Pickel, welcome to the Committee.

STATEMENT OF ROBERT G. PICKEL, EXECUTIVE DIRECTOR
AND CEO, INTERNATIONAL SWAPS AND DERIVATIVES
ASSOCIATION, WASHINGTON, D.C.

Mr. PickEL. Thank you, Mr. Chairman and Members of the Com-
mittee. Thank you for inviting ISDA to testify today at this follow-
up hearing regarding credit derivatives.

As you know from our previous meeting, ISDA and the OTC de-
rivatives industry are proud of the strength of the OTC derivatives
infrastructure and what it has demonstrated during the recent tur-
moil, while at the same time being committed to working with Con-
gress, regulators and within the industry to strengthen these mar-
kets still further.

Credit default swaps benefit the broader economy by facilitating
lending and corporate finance activity, which is especially crucial
in today’s tight credit environment. They perform a valuable sig-
naling function and allow investors to express a view on the mar-
ket. CDSs have remained the only credit product consistently avail-
able to allow companies and investors to transfer credit risk and
express a view on credit performance. While cash securities and
money markets have seized up, CDSs have continued to function.
Illiquidity in the financial markets would likely be worse if compa-
nies and investors did not have a healthy CDS business available
to them.

Furthermore, the causes of the financial crisis are rooted in poor
lending decisions, particularly in the residential real estate market.
For more than 2 decades, ISDA has maintained an active and col-
laborative dialogue with public policymakers and supervisors, in-
cluding financial regulators, legislators and governments around
the globe to establish a sound policy framework for swaps activity.
Since 2005, market participants have been working towards imple-
menting a central clearinghouse for credit derivative transactions.
Building on these efforts, ISDA and its members have worked to-
gether with the President’s Working Group and other regulators to-
wards achieving this objective.

A well-regulated and prudently managed central counterparty
can provide benefits to the market by reducing the systemic risk
associated with counterparty credit exposures and providing en-
hanced liquidity and price discovery by means of standardization
and centralized trading.

In addition to the ongoing efforts on the central counterparty
front, market participants, along with The Depository Trust &
Clearing Corporation, have taken a significant step towards ad-
dressing market concerns about transparency by publishing on a
weekly basis aggregate market data through DTCC’s Trade Infor-
mation Warehouse.

On November 14 the PWG announced a series of policy objectives
for the OTC industry, and that has been referenced in the prior
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panel. ISDA agrees that the four objectives laid out in the PWG
statement and believes that continuing to pursue the improve-
ments industry and regulators have worked on over the last sev-
eral years is key to ensuring the OTC derivatives industry in the
U.S. remains healthy and competitive.

Within these four broader objectives, the PWG lists a number of
specific recommendations for the industry, for policymakers, and
recommendations of an operational nature. Of particular impor-
tance from ISDA’s perspective is the PWG statement acknowl-
edging the continued need for bilateral, custom-tailored risk man-
agement contracts. While some have posited that all OTC deriva-
tives contracts should be made to trade on-exchange, as the PWG
notes, there will continue to be the need for customized OTC de-
rivatives transactions.

As Members of the Committee well know from their recent fact-
finding mission to Europe, the European Commission is very inter-
ested in these very same issues. In both public and private con-
versations, they have stated their belief in the need for a European
clearing solution regardless of what is done here in the United
States. Given that Europe is currently the largest global center for
OTC derivative activities, actions taken by regulatory officials
there will likewise have a tremendous impact on market partici-
pants here in the United States.

As policymakers on both sides of the Atlantic debate how to ad-
dress clearing and OTC operational issues, it is important to bear
in mind the global nature of these products. Policymakers should
consider various approaches to addressing and facilitating clearing.
It would be beneficial to maintain maximum flexibility in terms of
where and how firms choose to clear.

The current stress which the global economy is facing has placed
severe burdens on market participants in the operational infra-
structure of the entire financial services industry as well as spread-
ing harm to businesses, workers and consumers. While the roots of
the market turmoil lie in imprudent lending decisions, there are
lessons to be learned across markets and products.

With respect to CDS in general, the market has held up ex-
tremely well under the strains of multiple failures of large market
participants and issuers of debt. Thus far, the auction and settle-
ment process that we have run together with market and Creditex
have performed effectively and the collateral and netting arrange-
ments among market participants has likewise operated as in-
tended. Nevertheless the turmoil has exposed the need for market
participants to increase the speed with which they implement oper-
ational improvements to which they have already committed; as
well as to commit to examining what further improvements might
be necessary. ICE looks forward to continuing to work with the
Committee, the Congress and regulators to help ensure that the
strength and liquidity of the CDS market that it has shown to date
in this environment continues in the future. Thank you and I look
forward to your questions.

[The prepared statement of Mr. Pickel follows:]
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PREPARED STATEMENT OF ROBERT G. PICKEL, EXECUTIVE DIRECTOR AND CEO,
INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIATION, WASHINGTON, D.C.

Mr. Chairman and Members of the Committee:

Thank you very much for inviting ISDA to testify at this follow-up hearing regard-
ing credit derivatives. As you know from our previous meeting ISDA and the OTC
derivatives industry are proud of the strength the OTC infrastructure has dem-
onstrated during the recent turmoil, while at the same time being committed to
working with Congress, regulators and within the industry to strengthen these mar-
kets still further.

About ISDA

ISDA, which represents participants in the privately negotiated derivatives indus-
try, is the largest global financial trade association, by number of member firms.
ISDA was chartered in 1985, and today has over 850 member institutions from 56
countries on six continents. These members include most of the world’s major insti-
tutions that deal in privately negotiated derivatives, as well as many of the busi-
nesses, governmental entities and other end-users that rely on over-the-counter de-
rivatives to manage efficiently the financial market risks inherent in their core eco-
nomic activities.

Since its inception, ISDA has pioneered efforts to identify and reduce the sources
of risk in the derivatives and risk management business. Among its most notable
accomplishments are: developing the ISDA Master Agreement; publishing a wide
range of related documentation materials and instruments covering a variety of
transaction types; producing legal opinions on the enforceability of netting and col-
lateral arrangements; securing recognition of the risk-reducing effects of netting in
determining capital requirements; promoting sound risk management practices; and
advancing the understanding and treatment of derivatives and risk management
from public policy and regulatory capital perspectives. Among other types of docu-
mentation ISDA produces definitions related to credit default swaps.

The Role CDS Play in the Credit Markets

Credit default swaps (CDS) benefit the broader economy by facilitating lending
and corporate finance activity, which is especially crucial in today’s tight credit envi-
ronment. They perform a valuable signaling function and allowing investors to ex-
press a view on the market.

CDS provide a simple device for banks and other lenders to hedge the risks asso-
ciated with lending to a particular company, group of companies or industry. Gen-
erally speaking, CDS hedge the risk that a borrower will default. Fundamentally,
if a lender can be sure it will be made whole regardless of whether a borrower de-
faults, it is more likely to lend. CDS also free capital for further lending activity
by, among other things, enabling lenders to effectively manage its regulatory capital
requirements or by increasing a lender’s credit limit with respect to a specific bor-
rower or industry. Ultimately, CDS increase liquidity in the banking industry be-
cause they enable banks to manage the credit risk inherent in lending. Because
CDS limit the bank’s downside risk by passing it on to parties that seek such expo-
sure, banks are able to lend more money to many more businesses. CDS thus sig-
nificantly expand companies’ access to capital from bank lending; indeed, without
this risk management option credit markets might be even more tightly constricted
than they presently are.

CDS also serve a valuable signaling function. CDS prices produce better and more
timely information about the companies for whom a CDS market develops because
CDS prices, unlike the credit ratings published by rating agencies, rely on market-
based information about a company’s financial health. CDS prices reveal changes
in credit conditions, giving insight to bankers, policymakers, investors and others
about credit in real-time, making it easier to manage and supervise traditional
banking activities. The recent trend of basing term loan pricing on CDS spreads as
opposed to credit ratings illustrates the increasing value lenders place on CDS pric-
ing information.

CDS has remained the only credit products consistently available to allow compa-
nies and investors to transfer credit risk and express a view on credit performance;
while cash, securities and money markets have seized up, CDS have continued to
function. Illiquidity in the financial markets would likely be worse if companies and
investors did not have a healthy CDS business available.

CDS are an efficient means of hedging risk or adjusting positions; they remain
an accurate indicator of credit quality, are highly liquid, and have been the best way
to express a view on credit in troubled times when cash and securities markets have
seized up.
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Central Counterparty Clearing and DTCC Trade Information Warehouse

For more than 2 decades, ISDA has maintained an active and collaborative dia-
logue with public policymakers and supervisors including financial regulators, legis-
lators, and governments around the globe to establish a sound policy framework for
swaps activity. Since 2005, market participants have been working towards imple-
menting a central clearing house for credit derivative transactions. Building on
these efforts, ISDA and its members have worked together with the President’s
Working Group and other regulators towards achieving this objective. As a result
of these efforts, central counterparty clearing of CDS (CDS CCP) is near, with the
goal of commencing operations before the end of 2008.

A well-regulated and prudently managed CDS CCP can provide benefits to the
market by reducing the systemic risk associated with counterparty credit exposures
and providing enhanced liquidity and price discovery by means of standardization
and centralized trading. Additionally, there is the probable reduction of economic
and regulatory capital and likely increased transparency.

In addition to the ongoing efforts on the CDS CCP front, market participants
along with the Depository Trust & Clearing Corporation (DTCC) have taken a sig-
nificant step towards addressing market concerns about transparency by publishing,
on a weekly basis, aggregate market data from DTCC’s Trade Information Ware-
house (Warehouse). The market data consists of outstanding gross and net notional
values of CDS contracts registered in the Warehouse for the top 1,000 underlying
single-name reference entities and all indices, as well as certain aggregates of this
data on a gross notional basis only.

ISDA continues to support the development of options for participants in CDS to
undertake their business in the most prudent and efficient manner and to the high-
est standards of commercial conduct. We welcome the development of clearing and
settlement arrangements which would provide the benefits of choice and flexibility
to participants within the sound industry framework developed by ISDA over 20
years ago; a framework that benefits from the significant counterparty credit risk
mitigation of legally enforceable netting and collateral arrangements.

Recommendations of the President’s Working Group

On November 14 the PWG announced a series of policy objectives for the OTC
industry. The PWG broke their recommendations into four broad categories: (1) im-
prove the transparency and integrity of the credit default swaps market; (2) enhance
risk management of OTC derivatives; (3) further strengthen the OTC derivatives
market infrastructure; and (4) strengthen cooperation among regulatory authorities.
ISDA agrees with these four objectives, and believes that continuing to pursue the
improvements industry and regulators have worked on over the last several years
is key to ensuring the OTC derivatives industry in the U.S. remains healthy and
competitive.

Within those four broader objectives the PWG lists a number of specific rec-
ommendations. These can be separated into recommendations for policymakers (e.g.,
“Regulators should establish consistent policy standards and risk management ex-
pectations for CCPs or other systemically important derivatives market infrastruc-
tures and apply those standards consistently”); recommendations for industry (e.g.,
“Market participants should adopt best practices with respect to risk management
for OTC derivatives activities, including public reporting, liquidity management,
senior management oversight and counterparty credit risk management”); as well
as recommendations of an operational nature (e.g., “Details of all credit default
swaps that are not cleared through a CCP should be retained in a central contract
repository”). These recommendations provide a helpful framework for policymakers
and industry alike to discuss while reviewing and reforming the current regulatory
structure. Of particular importance from ISDA’s perspective is the PWG’s statement
acknowledging the continued need for bilateral, custom tailored risk management
contracts. As the PWG states: “Participants should also be able to bilaterally nego-
tiate customized contracts where there are benefits in doing so, subject to continued
oversight by their prudential supervisors.” While some have posited that all OTC
derivatives contracts should be made to trade on-exchange, as the PWG notes there
will continue to be the need for customized OTC transactions.

On the same day the PWG announced its policy objectives, it also released a
Memorandum of Understanding among the Federal Reserve, the Commodity Fu-
tures Trading Commission and the Securities and Exchange Commission related to
regulation of central counterparties. This Memorandum is an important step in en-
suring that regulators do not work at cross-purposes while working to facilitate the
creation of a central clearinghouse. It would be unfortunate were the creation of a
CDS clearinghouse to be unnecessarily delayed because of a lack of agreement
among Federal regulators.
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Other Industry Developments

According to ISDA’s semi-annual survey at mid-year 2008, the notional amount
outstanding of CDS decreased by 12 percent in the first 6 months of the year to
$54.6 trillion from $62.2 trillion. This reduction represents the efforts of the indus-
try to clean up outstanding trades through a process known as “tear-ups”, whereby
trades between counterparties which are still on the books but effectively cancel one
another out are removed, or “torn up”. This reduction in outstanding trades rep-
resents a significant achievement for the industry in addressing operational issues,
and is but one example of efforts being undertaken, in coordination with regulators,
to help ensure the operational infrastructure of the OTC industry is sound and able
to withstand any challenges.

It may also be useful at this point to speak for a moment about “notional”
amounts. These figures are inevitably cited to promote unease about the size of the
OTC market. It is helpful to note that the notional amount of a derivative contract
refers to an underlying quantity upon which payment obligations are calculated. No-
tional amounts are an approximate measure of derivatives activity and reflect the
size of the field of existing transactions. For CDS this represents the face value of
bonds and loans on which participants have written protection; the exposure under
a CDS contract is in fact a fraction of the notional. For example, according to the
DTCC (a private organization which processes payments under derivatives con-
tracts) when Lehman Bros. failed the “notional” amount of CDS which referenced
Lehman was roughly $72 billion. However the actual money that exchanged hands
was 7% of that total, or a little over $5 billion.

As the Lehman settlement illustrates the transfer of payments under CDS con-
tracts is nowhere near the jaw dropping amounts often popularly portrayed. And the
Lehman settlement further illustrates the ability of the market to settle payments
even when the failure occurs at a very large and important market participant.
While work remains in addressing operational issues within the industry the Leh-
man settlement has reassured many about the ability of the OTC market to handle
a very large and systemically significant credit event.

Issues Related to the Global Nature of CDS

As the Members of this Committee well know from your recent fact-finding mis-
sion, the European Commission is very interested in these same issues. In both pub-
lic and private conversations they have stated their belief in the need for a “Euro-
pean clearing solution,” regardless of what is done in the United States. Given that
Europe is the largest global center for OTC derivatives activity actions taken by reg-
ulatory officials there will likewise have a tremendous impact on market partici-
pants in the United States.

As policymakers on both sides of the Atlantic debate how to address clearing and
OTC operational issues it is important to bear in mind the global nature of these
products. If a multi-national financial institution is required to clear OTC contracts
in each jurisdiction in which it enters into CDS contracts it is likely to incur signifi-
cant costs. Depending on how great these costs are, onerous requirements in one
jurisdiction could lead to a multinational choosing to book all of its derivatives busi-
ness in just one jurisdiction. Thus for cost-effectiveness purposes there exists the
possibility that only one jurisdiction will become the center for a “global clearing so-
lution”. Alternatively, firms may find they can clear in each jurisdiction provided
there is linked clearing across platforms. As policymakers consider various ap-
proaches to addressing and facilitating clearing it would be beneficial to maintain
maximum flexibility in terms of where and how firms choose to clear. In this regard
the efforts undertaken to date by the NY Federal Reserve and other regulators to
encourage clearing should serve as a model. This process has encouraged industry
initiative while at the same time working to remove unnecessary obstacles to the
development of clearing options. Further, it builds upon the flexibility already ex-
tant in U.S. law which provides that a clearinghouse may be regulated by the
CFTC, SEC or a Federal banking regulator. Having multiple clearing options, across
jurisdictions and regulatory bodies, will allow the market to choose any ultimate
“global clearing solution”. This result is likely to be best in terms of operational effi-
ciency, cost effectiveness and ensuring the continued health of the CDS market.

Conclusion

The current stress which the global economy is facing has placed severe burdens
on market participants and the operational infrastructure of the entire financial
services industry, as well as spreading harm to businesses, workers and consumers.
While the roots of the market turmoil lie in imprudent lending decisions there are
lessons to be learned across markets and products. With respect to CDS, in general
the market has held up extremely well under the strains of multiple failures of
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large market participants and issuers of debt. Thus far the auction and settlement
process have performed effectively, and the collateral and netting arrangements
among market participants have likewise operated as intended. Nevertheless the
current turmoil has exposed the need for market participants to increase the speed
with which they implement operational improvements to which they have already
committed, as well as to commit to examining what further improvements might be
necessary. ISDA looks forward to continuing to work with this Committee, the Con-
gress and regulators to help ensure that the strength and liquidity the CDS market
has shown in this environment continues in the future. Thank you.

The CHAIRMAN. Thank you, Mr. Pickel.
Mr. Thompson, welcome to the Committee.

STATEMENT OF DON THOMPSON, MANAGING DIRECTOR AND
ASSOCIATE GENERAL COUNSEL, J.P.MORGAN, NEW YORK,
NY; ON BEHALF OF SECURITIES INDUSTRY AND FINANCIAL
MARKETS ASSOCIATION

Mr. THOMPSON. Thank you, Mr. Chairman. The credit default
swap market has experienced significant growth in recent years be-
cause credit default swaps are useful tools for managing and in-
vesting in credit risk, and they provide significant and economic
benefits. For example, credit default swaps have increased the
availability of credit. Because they enable banks and other lenders
to efficiently manage credit exposure, credit default swaps increase
lenders ability to extend credit to their customers. Incidentally,
credit default swaps spreads also provide a convenient and accu-
rate measure of the relative riskiness of companies and other eco-
nomic entities.

The mainstream financial press frequently cites increases in
credit default swap spreads as evidence that particular companies
are in financial distress. Although the derivatives business is some-
times described as unregulated, that is inaccurate. Virtually all of
the significant participants in the CDS market are U.S. and foreign
banks or bank holding company subsidiaries.

Banks are subject to extensive regulation by state and Federal
regulators and bank holding companies are regulated by the Fed-
eral Reserve. The broad authority given to these regulators in-
cludes the authority to obtain information about bank and bank
holding company business activities, transactions and asset port-
folios, and also the authority to prohibit activities that might
threaten the safety and the soundness of a bank.

Bank regulators establish minimal capital requirements, review
risk management and control practices, and conduct ongoing ex-
aminations of the institutions they regulate. Credit default swap
market participants are also subject to the SEC’s anti-fraud and
anti-manipulation authority under the 1934 Act. The Commission
has broad authority to investigate whether any person has violated
the Act, including authorities that require the production of books
and records.

Even though most swap dealers that engage in credit default
swap transactions already are subject to comprehensive oversight
and regulation, we strongly support efforts to improve systemic sta-
bility, in particular by using a clearinghouse to reduce counterparty
credit risk. We also strongly support enhanced regulatory oversight
of credit default swap markets and market participants. Recent
events have shown that a poorly managed credit default swap busi-
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ness can threaten not only the financial condition of the firm en-
gaged in that business, but also the stability of other firms and fi-
nancial markets generally.

Additional steps that should be included; giving a single Federal
regulator additional information gathering authority with respect
to clearinghouse facilities and significant market participants, and
empowering that regulator to adopt regulations to ensure prudent
business practices and to minimize systemic risk.

Because the credit default swap market is global, we believe that
regulation at the Federal level with international consultation and
cooperation is the correct approach. Participants in the credit de-
fault swap market generally support the OTC derivatives initia-
tives announced by the President’s Working Group on financial
markets on November 14th, 2008. In particular, we strongly sup-
port implementation of central counterparty services for credit de-
fault swaps.

My bank, J.P.Morgan, is working with other market participants
to establish a clearinghouse for credit default swap transactions.
We believe the clearinghouses will be in operation shortly, although
full implementation will be phased in over time. We believe that
the development of the clearinghouse with credit derivatives with
a central counterparty is an effective way to reduce and mutualize
counterparty credit risk, which, in turn, will help promote market
stability.

The clearinghouse, also, will facilitate regulatory oversight by
providing a single location for access to information about the cred-
it default swap transactions it processes. We also generally support
the PWG’s policy objective of improving the transparency and in-
tegrity of the credit default swap market. Although care should be
taken to protect information that might adversely effect the com-
petitive positions of market participants.

In summary, Mr. Chairman, credit default swaps are financial
instruments that are useful tools for managing credit risk. Their
importance in our economy is demonstrated by the tremendous
growth in the credit defaults swap market in recent years. We rec-
ognize, however, that the credit defaults swaps, like any finance in-
strument, can be misused or mismanaged. We believe that the in-
dustry’s implementation of a credit default swap clearinghouse will
reduce risk. And we appreciate the encouragement and support
regulators have given to our efforts.

Additional steps to improve regulatory oversight of credit default
swap activities will further reduce risk. And we look forward to
working with Members of Congress and other governmental official
on initiatives to enhance the effectiveness of regulation without im-
posing unnecessary limitations on the markets or its participants.
Thank you.

[The prepared statement of Mr. Thompson follows.]

PREPARED STATEMENT OF DON THOMPSON, MANAGING DIRECTOR AND ASSOCIATE
GENERAL COUNSEL, J.P.MORGAN, NEW YORK, NY; ON BEHALF OF SECURITIES
INDUSTRY AND FINANCIAL MARKETS ASSOCIATION

Introduction
Chairman Peterson, Ranking Member Goodlatte, and Members of the Committee:
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My name is Don Thompson and I am the co-head of the derivatives legal practice
group at J.P.Morgan. I am appearing on behalf of J.P.Morgan and the Securities In-
dustry and Financial Markets Association.! Thank you for inviting both organiza-
tions to testify at today’s hearing.

The Role of Credit Default Swaps in Our Economy

Credit derivatives were developed in the mid-1990s and have experienced signifi-
cant growth? due to their usefulness for purposes of managing and investing in
credit risk. Among the various types of credit derivatives, credit default swaps
(CDS) are the most widely used product and they play an important role in our
economy.

For example, the availability and use of CDS has increased liquidity in credit
markets. Because they enable banks and other institutional lenders to efficiently
manage credit exposure in their portfolios, CDS make it possible for these lenders
to provide more liquidity to particular companies than they otherwise would if they
did not have the option to hedge in the CDS market. CDS also provide a convenient
and accurate measure of the relative riskiness of companies and other economic en-
tities. CDS represent pure credit risk, isolated from the other risks that are inher-
ent in bonds and other financial instruments, such as interest rate risk. As such,
CDS spreads, the prices quoted by swap dealers for CDS covering a particular com-
pany’s obligations, send prompt and clear signals to the market when the company’s
credit risk changes. The mainstream financial press frequently cites increases in
CDS spreads as evidence that particular companies are in financial distress.

Regulation of Credit Default Swaps

Although derivatives markets and products are sometimes described as unregu-
lated or not subject to regulatory oversight, that is inaccurate and misleading. Vir-
tually all of the significant participants in the CDS market are U.S. and foreign
banks or bank holding company subsidiaries. (One notable exception, of course, is
the AIG affiliate that was an active CDS market participant, but not a bank or bank
holding company subsidiary.)3 Banks are subject to extensive regulation by state
and Federal bank regulators, and bank holding companies are regulated by the Fed-
eral Reserve. The broad authority given to these regulators includes the authority
to obtain information about bank and bank holding company business activities,
transactions and asset portfolios and also the authority to prohibit activities that
might threaten the safety and soundness of a bank. The banking regulators estab-
lish minimum capital requirements, review risk management and control practices,
and conduct ongoing examinations of the institutions they regulate. CDS market
participants also are subject to the SEC’s anti-fraud and anti-market manipulation
authority under the Securities Exchange Act of 1934 and the Commission has broad
investigatory authority to determine whether any person has violated the Act, in-
cluding the authority to require the production of books and records.

Even though most swap dealers that engage in CDS transactions already are sub-
ject to comprehensive oversight and regulation, we strongly support efforts to im-
prove systemic stability, in particular by wusing a clearinghouse to reduce
counterparty risk. We also strongly support enhanced regulatory oversight of CDS
markets and market participants. Recent events have shown that a poorly managed
CDS business can threaten not only the financial condition of the firm engaged in
that business (e.g., AIG), but also the stability of other firms and financial markets
generally. Additional steps that should be considered include giving a single Federal
financial regulator additional information gathering authority with respect to clear-
inghouse facilities and significant market participants, and empowering that regu-
lator to adopt such regulations as might be appropriate to ensure prudent business
practices and minimize systemic risk. Because the CDS market is global, we believe

1The Securities Industry and Financial Markets Association brings together the shared inter-
ests of more than 650 securities firms, banks and asset managers locally and globally through
offices in New York, Washington, D.C., and London. Its associated firm, the Asia Securities In-
dustry and Financial Markets Association, is based in Hong Kong. SIFMA’s mission is to cham-
pion policies and practices that benefit investors and issuers, expand and perfect global capital
markets, and foster the development of new products and services. Fundamental to achieving
this mission is earning, inspiring and upholding the public’s trust in the industry and the mar-
kets. (More information about SIFMA is available at http:/ /www.sifma.org.)

2The International Swaps and Derivatives Association estimates the total notional amount of
outstanding CDS grew from $8.42 trillion at the end of 2004, to $34.4 trillion at the end of 2006,
and to $54.6 trillion as of June 30, 2008. Although these statistics provide an indication of
growth in the use of CDS, they greatly overstate net CDS exposure.

3This AIG affiliate, which has incurred significant losses in connection with its CDS business,
was not subject to regulatory oversight in the manner that banks are, nor was it regulated by
any insurance regulator.
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that regulation at the Federal level, with international consultation and cooperation,
is the right approach. Vesting authority in a single regulator would promote consist-
ency in the application of regulations and provide comprehensive oversight of mar-
kets and market activity.

President’s Working Group Initiatives

Participants in the CDS market generally support the OTC derivatives oversight
and infrastructure initiatives announced by the President’s Working Group on Fi-
nancial Markets (PWG) on November 14, 2008. In particular, we strongly support
implementation of central counterparty services for CDS. My bank, J.P.Morgan, is
an active member of the group of CDS market participants that have been working
to establish a clearinghouse for CDS transactions and I believe it will be in oper-
ation in a matter of weeks, although full implementation will be phased in over a
period of several months. We believe that the development of a clearinghouse for
credit derivatives with a central counterparty is an effective way to reduce and mu-
tualize counterparty credit risk, which in turn will help promote market stability.
In addition to reducing counterparty credit risk and operational risk, the clearing-
house will facilitate regulatory oversight by providing a single location for access to
information about the CDS transactions it processes.

We also generally support the PWG’s policy objective of improving the trans-
parency and integrity of the CDS market, although care should be taken to protect
information that might adversely affect the competitive positions of market partici-
pants. We agree with the steps outlined by the PWG to enhance risk management
of OTC derivatives and would emphasize the importance of consistent standards
being adopted by different regulatory bodies. The objective of further strengthening
OTC derivatives market infrastructure is advisable, although we do not believe that
the use of an exchange for standardized CDS contracts4 should be mandated. We
believe that the OTC markets and exhange-traded markets can coexist and that
market conditions should determine which market is used in a particular cir-
cumstance. We agree that the ability to negotiate customized contracts should be
maintained.

We believe the objective of strengthening cooperation among regulatory authori-
ties is important, particularly insofar as it promotes regulatory consistency and effi-
ciency through information sharing. Minimizing regulatory overlap and duplication
results in more effective regulation without the imposition of unnecessary burdens.

Memorandum of Understanding Between Federal Reserve, CFTC, and SEC

We support the objectives of the Memorandum of Understanding between the
Federal Reserve Board, the CFTC, and the SEC regarding central counterparties for
CDS. Its provisions are designed to confirm that information can be shared by the
agencies without waiving confidentiality, that information about customers shared
among the agencies is exempt from notice requirements under the Right to Finan-
cial Privacy Act, and that the CFTC can keep private any information that would
disclose confidential business information. We believe these provisions are appro-
priate.

Conclusion

Credit default swaps are financial instruments that are useful tools for managing
credit risk. Their importance in our economy is demonstrated by the tremendous
growth in the CDS market in recent years. We recognize, however, that CDS, like
any financial instrument, can be misused or mismanaged. We believe that the in-
dustry’s implementation of a CDS clearinghouse will reduce risk and we appreciate
the encouragement and support that financial regulators have given to our efforts.
Additional steps to improve regulatory oversight of CDS activities will further re-
duce risk and we look forward to working with Members of Congress and regulatory
authorities on initiatives that will enhance the effectiveness of regulation without
imposing unnecessary limitations on the market or its participants.

The CHAIRMAN. Thank you, Mr. Thompson. We appreciate your

being with us.
Dr. Corrigan, welcome to the Committee.

4 An example of a standardized CDS contract is an index-based CDS that references a common
group of firms and covers a fixed 5 year period.
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STATEMENT OF E. GERALD CORRIGAN, Pu.D., MANAGING
DIRECTOR, GOLDMAN, SACHS & CO., NEW YORK, NY

Dr. CORRIGAN. Thank you, Mr. Chairman and Members of the
Committee I submitted a rather lengthy statement I will not go
through in any detail. I want to focus specifically on the end of my
statement that focuses on what I call enhanced official oversight of
the CDS-related markets. Here I am suggesting, for your consider-
ation, five guiding principals and five suggestions, all of which are
focused on enhanced financial stability, and all of which I believe
are consistent with the spirit of the MOU between the Fed, SEC
and CFTC.

The first of those guiding principals, Mr. Chairman, simply
stresses the point that the leadership of major financial institutions
across the board must understand that further financial commit-
ments of resources are needed to enhance the stability of these
CDS and related markets.

The second principle suggests that regulators, legislators and
market participants alike should exercise great care in this effort
so as not to fall victim to the laws of unintended consequences.

The third principle suggests that even in face of the substantial
write-downs experience in the CDS base, they must recognize that
subflaws probably reflect flaws in risk management as much, if not
more, than they did in flaws in the design of the instrument.

Fourth from the viewpoint of financial stability, whether or not,
or to what extent, CDS trades occur on organized exchanges is not
a matter of overriding importance so as long as the details of such
trades are made available on trade date to the DTCC Warehouse.

And finally, the prompt implementation of a CCP for credit de-
fault swaps will constitute a necessary, but in my judgment, not
sufficient condition to facilitate the orderly wind down of seriously
troubled and highly interconnected financial institutions.

To get the conditions of both, necessary and sufficiently, requires
in my judgment the following. First, regardless of which CCP
emerges as the industry standard, the authorities must satisfy
themselves that the risk mitigation features of the CCP will have
virtually failsafe operational and financial integrity, including the
capacity to absorb the default of two of its largest members. Con-
sistent with this philosophy, I believe there should be a single dedi-
cated global CCP for CDS transactions, and that any approach that
commingles CDS settlement funds with other funds for other finan-
cial instruments would be unwise.

Second, I think we need to continue to believe on the leadership
of the New York Fed and other regulators to strengthen and sus-
tain the public-private cooperation that has been so successful in
the last 3 years in dealing with some of those issues.

Third, I believe the prudential supervisors should be a part of
regular inspections and examinations to ensure that individual in-
stitutions are doing their part in meeting best practices to deal
with these conditions.

Fourth, prudential supervisors should on a case-by-case basis,
make inquiries regarding highly concentrated positions and crowd-
ed trades. And where necessary, encourage or require individual in-
stitutions to moderate the risk of such positions.
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And finally, major American participants and their supervisors
must ensure that risk monitoring, risk management and of special
importance corporate governance regarding practices in the mar-
ketplace are subject of continuing and intense oversight by the pri-
vate and the official community. Thank you, Mr. Chairman. I will
complete my remarks with that.

[The prepared statement of Dr. Corrigan follows.]

PREPARED STATEMENT OF E. GERALD CORRIGAN, PH.D., MANAGING DIRECTOR,
GOLDMAN, SACHS & Co., NEW YORK, NY

Chairman Peterson, Ranking Minority Member Goodlatte, and Members of the
Committee, I appreciate the opportunity to appear before you this afternoon in order
to share with you my observations on the workings of the marketplace for credit
default swaps (CDS). My remarks emphasize the further steps which I believe
ls{houlld be taken to enhance the efficiency, resiliency and the stability of that mar-

etplace.

Needless to say, the CDS market is widely cited as a significant contributing fac-
tor to the volatility and uncertainty that has been at the center of the financial mar-
ket crisis that has gripped the U.S. and the global financial system for the last 16
months. Having said that, I want to emphasize at the outset that despite the events
of the recent past, a great deal of effort has, over the past 3 years, been devoted
to enhancing market practices in the CDS space on the part of both the public and
private sectors. Accordingly, I have attached to this statement two Appendices
drawn from the July 27, 2005 and the August 6, 2008 Reports of the Counterparty
Risk Management Policy Group (CRMPG) which contain valuable information on
the subject of this hearing including an imposing list of Recommendations from the
2008 Report for further strengthening the CDS and related markets.

A number of these Recommendations have been, or are in the process of being,
implemented. Indeed, I would respectfully suggest that had it not been for the im-
provements in market practices over the past 3 years, the events of recent months
probably would have been even more damaging as difficult as it is to imagine such
an outcome. But, we should make no mistake about the future reform agenda which
remains formidable.

My written statement covers four subjects that are relevant to the purpose of the
hearing as follows:

Section I: The Nature of the Credit Default Swap Instrument
Section II: The Structure of the Credit Default Swap Market
Section III: Risk Monitoring and Risk Management for CDS Users
Section IV: Enhanced Official Oversight

Section I: The Nature of the Credit Default Swap Instrument !

In essence, the CDS is a deceptively simple financial instrument in which
counterparty A (the seller of credit protection) receives a fee from counterparty B
(the buyer of credit protection) in exchange for protecting counterparty B against
a decline in credit worthiness or a “credit event” of a so-called “reference entity.”
The reference entity may be a credit claim (a loan or a bond) against a particular
company or country (a single name CDS) or it may be a basket of single names (an
index CDS). The reference entity may also be a specific asset-backed security or a
structured credit product such as a collateralized debt obligation (CDO).

If the creditworthiness of the reference entity declines—the buyer of protection
(counterparty B in the above example)—gains and the seller of protection
(counterparty A above)—loses. In the extreme case in which the reference entity ex-
periences a “credit event” (such as a default), the buyer of protection (counterparty
B) delivers the defaulted instrument to the seller of protection (counterparty A) and
receives the par amount of the CDS contract. Needless to say, in a volatile financial
market environment in which credit quality is falling and the risk of default is ris-
ing, the counterparty risk management process in the CDS market becomes very
challenging—to put it mildly (see Section III below).

Section II: The Structure of the Credit Default Swap Market

The CDS market is comprised largely of sophisticated financial institutions. There
are about 16 so-called “dealers” at the center of the CDS market. These dealers—

1For a detailed description of the CDS see Appendix A.
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all of which are owned and controlled by major U.S. and foreign banking institu-
tions—play the vital role of market makers in a wide array of financial instruments
including CDS. They also take proprietary positions in these instruments, in part,
as a natural extension of their market making activities. While precise estimates
of activity levels in the CDS market are not easy to compile, most observers would
suggest that something approximating 90 percent of overall activity in the CDS
market can be attributed to the dealer community. Whatever the precise number,
it necessarily follows that the bilateral and multilateral counterparty risk exposures
among the dealers to each other are very large.

The balance of the CDS market is comprised of several other classes of institu-
tions including corporates, insurers (including monolines) and, in particular, hedge
funds. As described in Appendix A, the rationale as to why individual institutions
and classes of institutions choose to participate in the CDS market varies consider-
ably across classes of institutions and over the credit cycle. At the risk of consider-
able oversimplification, however, the motivation for participation centers around a
few key factors including (1) satisfying the needs of clients; (2) an explicit decision
to be either long or short credit risk; and (3) an explicit decision to hedge credit risk.

Reflecting in part the huge structural changes in financial markets over the past
decade or so and the even larger changes in the macro-economic and the macro-fi-
nancial environment over the past 5 years, the growth of the CDS market has been
explosive—and then some. Over roughly the last decade, the CDS market also expe-
rienced a radical transformation from a market that was, in large part, designed
to mitigate relatively infrequent events (defaults) to a market that is dominated by
trading activity in which very large trades with short durations are commonplace.

It is these patterns of trading activity that produce the headline news items about
the $60 trillion plus notional size of the CDS market even as we all know that no-
tional amounts tell us very little about risk factors for the marketplace and its par-
ticipants.

Unfortunately, the industry itself contributed to the focus on the gross notional
sizes of the CDS market. That is, until recently when new trades were put in place
to offset existing trades the existing trades typically were not closed out, thus swell-
ing the gross notional size of the market. In recent weeks, and months, joint public-
private efforts aimed at “trade compression” have resulted in dramatic declines in
the gross notional amounts of CDS outstanding. For example, information released
recently indicates that trade compression efforts have eliminated the notional value
of CDS outstanding by $27 trillion. Further reductions are expected in the period
ahead such that even with new transactions growing rapidly, the notional amount
of CDS will soon fall below $30 trillion and will trend still lower over time.

There is one other feature of the CDS market that should be highlighted; namely,
while in trade count terms a significant fraction of CDS trades are straight-forward
in design and structure, a relatively small number of high value trades are highly
structured and highly complex. These so-called “bespoke” trades are often initiated
by clients of financial intermediaries and require quite complex and unique docu-
mentation. These bespoke trades are a very important source of the value added
provided by the CDS market. Thus, efforts aimed at reform must not be so rigid
and mechanical so as to undercut the ability of the market to forge unique solutions
to unique problems.

Section III: Risk Monitoring and Risk Management for CDS Users

With the benefit of hindsight it is quite obvious that a number of large and so-
phisticated financial institutions experienced shortcomings in their risk monitoring
and risk management activities before and during the crisis and that some such
shortcomings occurred in the CDS space. The mere presence of a small number of
highly concentrated CDS risk exposures across the financial landscape tells us in
unmistaken terms that some market participants were quite slow in recognizing
that these exposures risked material write-downs and very sizeable collateral calls.
It is also true that the more complex the reference entity (e.g., CDO’s), the more
difficult it is to anticipate credit problems and the more likely it is that collateral
disputes between counterparties will arise. Having said that, failures in risk moni-
toring and risk management were by no means limited to the CDS space in a con-
text in which hedging opportunities made possible by the CDS surely did help many
institutions to mitigate credit exposures.

All of this raises the very difficult analytical question of whether, on balance, the
CDS tempered or amplified the credit crisis. While I believe that we will gravitate
toward an informed answer to that question only with the passage of time, based
on what we now know I see the CDS as a net plus. In saying that, I must acknowl-
edge that the CDS and other segments of the financial markets have benefited
greatly from large scale central bank and governmental interventions. It is also true
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that the CDS market has benefited from a handful of recently implemented critical
reforms as follows:

(1) The prohibition against novation of trades without the consent of the initial
counterparty;

(2) huge reductions in unsigned trade confirmations;

(3) major advances in automation covering all steps in the trade processing cy-
cles;

(4) the building of a consensus approach to cash settlement in the event of a
reference entity default which proved extremely valuable in the credit events
at the housing GSE’s and Lehman;

(5) the agreement among the dealers on the use of a common close out method-
ology which, fortunately, was put in place only weeks before the Lehman bank-
ruptcy. Had this agreement not been in place the very challenging aftermath
of the Lehman bankruptcy would been an even greater blow to market con-
fidence; and

(6) important strides have been made in increasing the transparency of the CDS
market.

Turning to the subject of risk management more generally, Appendix A explains,
in straight-forward terms, the nature of the risks associated with the CDS instru-
ment. In examining the events leading up to and including the crisis it is quite clear
that the very large write-downs and losses witnessed in the CDS space were impor-
tantly driven by either or both “basis” risk and “counterparty” risk.

To a considerable degree the basis risk problem arose because efforts to hedge
risks did not always perform as expected due to sometimes very large disparities
in the absolute and relative movements in the prices of position being hedged and
the CDS designed to provide the hedge. In a few cases even the algebraic sign of
the hedge was wrong; that is the price of the underlying asset and the hedging in-
strument actually moved in the same direction!

With regard to counterparty risk, it has been widely recognized in the press and
elsewhere that highly concentrated positions at a relatively small number of institu-
tions—particularly sellers of protection involving complex reference entities—re-
sulted in massive collateral calls which caused large write-downs and impaired the
liquidity position of the institutions in question. Even worse, there were situations
in which basis risk, counterparty risk, and the embedded leverage in certain classes
of structured credit products interacted with each other in ways that amplified con-
tagion and volatility, and multiplied the size of margin calls and write-downs.

The legacy of these events in the CDS space will be with us for a long time. How-
ever, as we seek to draw lessons from these events we must proceed with care. In-
deed, as discussed in the next section of this statement, I believe that the agenda
for further reform in the CDS space is reasonably clear even if full implementation
of the agenda will be challenging and time consuming.

Section IV: Enhanced Official Oversight

Given all that has occurred on the financial front over the past 16 months, it is
only natural that this Committee, the Congress as a whole and the public at large
are focused on enhanced official oversight of financial markets and institutions. For-
tunately, the Memorandum of Understanding entered into by the FED, the SEC and
the CFTC on November 14, 2008 regarding “Central Counterparties for Credit De-
fault Swaps” provides something of an anchor for such focus as it applies to CDS
and OTC derivatives more generally.

As T see it, the approach to enhance official oversight should be based on five
guiding principles and five suggestions, all of which are focused on financial sta-
bility, as follows:

Guiding Principles

First; the financial industry, broadly defined, must recognize at the highest lev-
els of management that a substantial further commitment of leadership and re-
sources must be devoted to necessary enhancements in the efficiency, resiliency,
stability and integrity of the OTC markets with specific emphasis on the CDS.

Second; in shaping the reform agenda, the regulators, legislators and market
participants should exercise great care so as not to fall victim to the laws of
unintended consequences. As an example, even the hint of an approach that
would raise questions about the legal standing of existing contracts could mate-
rially worsen the already badly shaken confidence in financial markets and in-
stitutions.
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Third; even in the face of substantial write-downs experienced by some institu-
tions in the CDS space, we must recognize that such losses probably reflect
flaws in risk management much more than they reflect flaws in the instrument.

Fourth; from the viewpoint of financial stability, whether or to what extent CDS
trades occur on organized exchanges is not a matter of overriding concern so
long as the details of all such trades are made available on ¢rade date to the
DTCC warehouse.

Finally; the prompt implementation of a CCP for credit default swaps will con-
stitute a necessary, but not sufficient, condition to facilitate the orderly wind-
down of seriously troubled and highly inter-connected financial institutions.

With those guiding principles in mind, I would offer the following specific sugges-
tions as to official initiatives that would further strengthen the CDS and related
OTC derivatives markets. These suggestions are all focused on measures to further
mitigate systemic risk. As such they complement the CCP and bring us closer to
the goals of achieving the necessary and sufficient conditions of containing systemic
risk arising from these markets.

Suggestions To Mitigate Systemic Risk

First; regardless of which CCP emerges as the industry standard, the authori-
ties must satisfy themselves that the risk mitigation features of the CCP have
virtually failsafe operational and financial integrity including the capacity to
absorb the default of two of its largest members. Consistent with this philos-
ophy, I also believe that there should be a single dedicated global CCP for CDS
and that any approach that co-mingles CDS settlement funds with settlement
funds for other financial instruments is unwise.

Second; building on the highly effective leadership of the New York Fed and the
community of domestic and international supervisors, we must sustain and
strengthen the public-private cooperative efforts to ensure that the necessary
steps to strengthen the industry wide infrastructure surrounding the OTC mar-
kets are implemented in a timely fashion. These necessary initiatives are out-
lined in Appendix B.

Third; prudential supervisors should, as a part of their regular inspections and
examinations, insure that individual institutions are doing their part to insure
that such institutions’ policies, practices, procedures and operating systems re-
garding the needed infrastructure improvements are in line with industry best
practices.

Fourth; prudential supervisors should, on a case by case basis, make inquiries
regarding highly concentrated positions and crowded trades and, where nec-
essary, encourage or require individual institution to moderate the risks of such
positions. On a voluntary basis, hedge funds and other unregulated financial in-
stitutions should be willing to respond to similar inquiries or face the prospects
of greater direct regulation.

Finally; major market participants and their supervisors must ensure that risk
monitoring, risk management and, of special importance, corporate governance
practices are in line with best practices with particular emphasis on monitoring
exposures and the application of rigorous valuation and price verification prac-
tices to complex transactions. Among other things, such best practices will play
a constructive role in quickly resolving collateral disputes.

These five guiding principles and five suggestions to enhance official oversight of
the OTC derivatives markets are, I believe, very much consistent with the spirit of
the FED, SEC and CFTC Memorandum of Understanding. More importantly, they
are also consistent with the broader objective of enhancing our shared vision of
greater financial stability while striking a constructive and modest re-balancing of
the role of marketplace and the role of public policy in fostering a more disciplined
approach to financial intermediation, which of course, is essential to economic
growth and rising standards of living.

APPENDIX A

The following is an extract from the July 27, 2005 Report of the Counterparty
Risk Management Policy Group II entitled “Toward Greater Financial Stability: A
Private Sector Perspective.”

The credit default swap (CDS) is the cornerstone of the credit derivatives
market. A credit default swap is an agreement between two parties to exchange
the credit risk of an issuer (reference entity). The buyer of the credit default
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swap is said to buy protection. The buyer usually pays a periodic fee and profits
if the reference entity has a credit event, or if the credit worsens while the swap
is outstanding. A credit event includes bankruptcy, failing to pay outstanding
debt obligations or, in some CDS contracts, a restructuring of a bond or loan.
Buying protection has a similar credit risk position to selling a bond short, or
“going short risk.”

The seller of the credit default swap is said to sell protection. The seller col-
lects the periodic fee and profits if the credit of the reference entity remains sta-
ble or improves while the swap is outstanding. Selling protection has a similar
credit risk position to owning a bond or loan, or “going long risk.”

Other noteworthy aspects of the credit default swap market include:

e The most commonly traded and therefore the most liquid tenors for credit
default swap contracts are 5 and 10 years. Historically, volumes are con-
centrated in the 5 year maturity. One large financial intermediary esti-
mates that 70% of the CDS volume is in this tenor, with 20% in longer ma-
turities and 10% in shorter maturities. Liquidity across the maturity curve
continues to develop, however, demonstrated by CDX indices, which are
quoted in the 1, 2, 3, 4, 5, 7, and 10 year tenors.

Standard trading sizes vary depending on the reference entity. For exam-
ple, in the U.S., $10 million—$20 million notional is typical for investment
grade credits, and $2 million-$5 million notional is typical for high yield
credits. In Europe, €10 million notional is typical for investment grade cred-
its, and €2 million—€5 million notional is typical for high yield credits.

Credit default swap indices provide investors with a single, liquid vehicle
through which to take diversified long or short exposure to a specific credit mar-
ket or market segment. The first index product was the High Yield Debt Index
(HYDI), created by JPMorgan in 2001. Like the S&P 500 and other market
benchmarks, the credit default indices reflect the performance of a basket of
credits, namely a basket of single-name credit default swaps (credit default
swaps on individual credits). CDS indices exist for the U.S. investment-grade
and high-yield markets, the European investment-grade and high-yield mar-
kets, the Asian markets and global emerging markets.

Unlike a perpetual index like the S&P 500, CDS indices have a fixed composi-
tion and fixed maturities. New indices with an updated basket of underlying
credits are launched periodically, at least twice a year. New indices are
launched in order to reflect changes in the credit market and to give the index
more consistent duration and liquidity. When a new index is launched (dubbed
the “on-the-run index”), the existing indices continue to trade (as “off-the-run”)
and will continue to trade until maturity. The on-the-run indices tend to be
more liquid than the off-the-run indices.

Probably the most important event in the CDS market in 2004 was the estab-
lishment of one credit derivative index family. The establishment of the Dow
Jones CDX index family in the U.S. and the Dow Jones iTraxx® index family
in Europe and Asia in the second quarter has led to increased liquidity in index
products and the growth of other products (volatility, correlation) that require
a standard, liquid underlying market. In DJ CDX Investment Grade and High
Yield, bid/offer spreads have halved due to the liquidity benefit of having one
single index family, and transaction volumes have increased.

1. Forces Driving Market Activity

Credit derivatives have been widely adopted by credit market participants as
a tool for managing exposure to, or investing in, credit. The rapid growth of this
market is largely attributable to the following features of credit derivatives:

1.1. Credit derivatives allow the disaggregation of credit risk
from other risks inherent in traditional credit instruments

A corporate bond represents a bundle of risks including interest rate, cur-
rency (potentially) and credit risk (constituting both the risk of default and
the risk of volatility in credit spreads). Before the advent of credit default
swaps, the primary way for a bond investor to adjust his credit risk position
was to buy or sell that bond, consequently affecting his positions across the
entire bundle of risks. Credit derivatives provide the ability to independ-
ently manage default risk.

1.2. Credit derivatives provide an efficient way to short a credit

While it can be difficult to borrow corporate bonds on a term basis or
enter into a short sale of a bank loan, a short position can be easily
achieved by purchasing credit protection. Consequently, risk managers can



214

short specific credits or a broad index of credits, either as a hedge of exist-
ing exposures or to profit from a negative credit view.

1.3. Credit derivatives create a market for “pure” credit risk that
allows the market to transfer credit risk to the most efficient hold-
er of risk

Credit default swaps represent the cost to assume “pure” credit risk.
Bond, loan, equity and equity-linked market participants may transact in
the credit default swap market. Because of this central position, the credit
default swap market will often react faster than the bond or loan markets
to news affecting credit prices. For example, investors buying newly issued
convertible debt are exposed to the credit risk in the bond component of the
convertible instrument, and may seek to hedge this risk using credit default
swaps. As buyers of the convertible bond purchase protection, spreads in
the CDS market widen. This spread change may occur before the pricing
implications of the convertible debt are reflected in bond market spreads.
However, the change in CDS spreads may cause bond spreads to widen as
investors seek to maintain the value relationship between bonds and CDS.
Thus, the CDS market can serve as a link between structurally separate
markets. This has led to more awareness of and participation from different
types of investors.

1.4. Credit derivatives can provide additional liquidity in times of
turbulence in the credit markets

The credit derivative market can provide additional liquidity during peri-
ods of market distress (high default rates). Before the credit default swap
market, a holder of a distressed or defaulted bond often had difficulty sell-
ing the bond, even at reduced prices. This is because cash bond desks are
typically long risk as they own an inventory of bonds. As a result, they are
often unwilling to purchase bonds and assume more risk in times of market
stress. In contrast, credit derivative desks typically hold an inventory of
protection (short risk), having bought protection through credit default
swaps. In distressed markets, investors may be able to reduce long risk po-
sitions by purchasing protection from credit derivative desks, which may be
better positioned to sell protection (long risk) and change their inventory
position from short risk to neutral. Furthermore, the CDS market creates
natural buyers of defaulted bonds, as protection holders (short risk) buy
bonds to deliver to the protection sellers (long risk). CDS markets, there-
fore, have tended to increase liquidity across many credit market segments.

As the chart below illustrates, CDS volumes as a percentage of cash vol-
umes increased steadily during the distressed spring and summer of 2002
in the face of credit-spread volatility and corporate defaults.

The CDS Market Remained Liquid During the Turbulent Second Half of 2002
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Credit derivatives provide ways to tailor credit investments and hedges

Credit derivatives provide users with various options to customize their
risk profiles. Through the CDS market, investors may assume exposure to
credits that do not actively trade in the cash market, customize tenor or
currency exposure or benefit from relative value transactions between cred-
it derivatives and other asset classes. With credit derivatives, investors
have access to a variety of structures, such as baskets and tranches, that
can be used to tailor investments to suit the investor’s desired risk/return
profile. As an example, investors who purchase risk through synthetic bas-
kets of credits may attempt to hedge this risk by purchasing single-name
creladit default swaps. This can be a significant driver of single-name CDS
volumes.

1.5. Credit derivative transactions are confidential

As with the trading of a bond in the secondary market, the reference enti-
ty whose credit risk is being transferred is neither a party to a credit deriv-
ative transaction nor is even aware of it. This confidentiality enables risk
managers to isolate and transfer credit risk discreetly, without affecting
business relationships. In contrast, a loan assignment through the sec-
ondary loan market may require borrower notification and may require the
participating bank to assume as much credit risk to the selling bank as to
the borrower itself. Because the reference entity is not a party to the nego-
tiation, the terms of the credit derivative transaction (tenor, seniority and
compensation structure) can be customized to meet the needs of the buyer
and seller, rather than the particular liquidity or term needs of a borrower.

2. Long and Short Users

The following is a brief summary of strategies employed by the key players
in the credit derivatives market:

2.1. Banks and loan portfolio managers

Banks were once the primary players in the credit derivatives market.
They developed the CDS market in order to reduce their risk exposure to
companies to whom they lent money, thereby reducing the amount of cap-
ital needed to satisfy regulatory requirements. Banks continue to use credit
derivatives for hedging both single-name and broad market credit exposure.

2.2. Market makers

In the past, market markers in the credit markets were constrained in
their ability to provide liquidity because of limits on the amount of credit
exposure they could have on one company or sector. The use of more effi-
cient hedging strategies, including credit derivatives, has helped market
makers trade more efficiently while employing less capital. Credit deriva-
tives allow market makers to hold their inventory of bonds during a down-
turn in the credit cycle while remaining neutral in terms of credit risk. To
this end, a number of dealers have integrated their CDS trading and cash
trading businesses.

2.3. Hedge funds

Since their early participation in the credit derivatives market, hedge
funds have continued to increase their presence and have helped to increase
the variety of trading strategies in the market. While hedge fund activity
was once primarily driven by convertible bond arbitrage, many funds now
use credit default swaps as the most efficient method to buy and sell credit
risk. Additionally, hedge funds have been the primary users of relative
value trading opportunities and new products that facilitate the trading of
credit spread volatility, correlation and recovery rates.

2.4. Asset managers

Asset managers have significantly increased their participation in the
credit derivatives market in recent years. Asset managers are typically end
users of risk that use the CDS market as a relative value tool, or to provide
a structural feature they cannot find in the bond market, such as a par-
ticular maturity. Also, the ability to use the CDS market to express a bear-
ish view is an attractive proposition for many asset managers. Prior to the
availability of CDS, an asset manager would generally be flat or under-
weight in a credit they did not like, as most were unable to short bonds
in their portfolios. Now, many asset managers may also buy credit protec-
tion as a way to take a short-term neutral stance on a credit while taking
a bullish longer term view. For example, an asset manager might purchase
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3 year protection to hedge a 10 year bond position on an entity where the
credit is under stress but is expected to perform well if it survives the next
3 years. Finally, the emergence of a liquid CDS index market has provided
asset managers with a vehicle to efficiently express macro views on the
credit markets.

2.5. Insurance companies

The participation of insurance companies in the credit default swap mar-
ket can be separated into two distinct groups: (1) life insurance and prop-
erty & casualty (P&C) companies and (2) monolines and reinsurers. Life in-
surance and P&C companies typically use credit default swaps to sell pro-
tection to enhance the return on their asset portfolio either through Rep-
lication (Synthetic Asset) Transactions (“RSATSs” or the regulatory frame-
work that allows some insurance companies to enter into credit default
swaps) or credit-linked notes. Monolines and reinsurers often sell protection
as a source of additional premium and to diversify their portfolios to include
credit risk.

2.6. Corporations

Corporations are recent entrants to the credit derivatives market and
promise to be an area of growth. Most corporations focus on the use of cred-
it derivatives for risk management purposes, though some invest in CDS
indices and structured credit products as a way to increase returns on pen-
sion assets or balance sheet cash positions.

Recent default experiences have made corporate risk managers more
aware of the amount of credit exposure they have to third parties and have
caused many to explore alternatives for managing this risk. Many corporate
treasury and credit officers find the use of CDS appealing as an alternative
to credit insurance or factoring arrangements due to the greater liquidity,
transparency of pricing and structural flexibility afforded by the CDS mar-
ket. Corporations are also focused on managing funding costs; to this end,
many corporate treasurers monitor their own CDS spreads as a benchmark
for pricing new bank and bond deals and are exploring how the CDS mar-
ket can be used to hedge future issuance.

3. Risk Management Issues

The risk profile of a credit default swap is essentially equivalent to the credit
risk profile of a bond or loan, with some additional risks, namely counterparty
risk, basis risk, legal risk and operational risk.

3.1. Counterparty risk

Recall that in a credit event, the buyer of protection (short risk) delivers
bonds of the defaulted reference entity, or other eligible assets, and receives
par from the seller (long risk). Therefore, an additional risk to the protec-
tion buyer is that the protection seller may not be able to pay the full par
amount upon default. This risk, referred to as counterparty credit risk, is
a maximum of par less the recovery rate, in the event that both the ref-
erence entity and the counterparty default. While the likelihood of suffering
this loss is remote, the magnitude of the loss given default can be material.
Counterparties typically mitigate this risk through the posting of collateral
(as defined in a credit support annex (CSA) to the ISDA Master Agreement)
rather than through the adjustment of the price of protection.

3.2. Basis risk

Basis refers to the difference, in basis points, between a credit default
swap spread and a bond’s par equivalent CDS spread with the same matu-
rity dates. Basis is either zero, positive or negative.

If the basis is negative, then the credit default swap spread is lower than
the bond’s spread. This occurs when there is excess protection selling (in-
vestors looking to go long risk and receive periodic payments), reducing the
CDS coupon. Excess protection selling may come from structured credit
issuers (or CDO issuers), for example, who sell protection in order to fund
coupon payments to the buyers of structured credit products. Protection
selling may also come from investors who lend at rates above LIBOR. For
these investors, it may be more economical to sell protection and invest at
spreads above LIBOR rather than borrow money and purchase a bond.

If the basis is positive, then the credit default spread is greater than the
bond’s spread. Positive basis occurs for technical and fundamental reasons.
The technical reasons are primarily due to imperfections in the repo market
for borrowing bonds. Specifically, if cash bonds could be borrowed for ex-



217

tended periods of time at fixed costs, then there would not be a reason for
bonds to trade “expensive” relative to credit default swaps. If a positive
basis situation arises, investors would borrow the bonds and sell them
short, eliminating the spread discrepancy. In practice, there are significant
costs and uncertainties in borrowing bonds. Therefore, if the market be-
comes more bearish on a credit, rather than selling bonds short, investors
may buy default protection. This may cause credit default swap spreads to
widen compared with bond spreads.

Another technical factor that causes positive basis is that there is, to
some degree, a segmented market between bonds and credit default swaps.
Regulatory, legal and other factors prevent some holders of bonds from
switching between the bond and credit default swap markets. These inves-
tors are unable to sell a bond and then sell protection when the credit de-
fault swap market offers better value. Along this vein of segmented mar-
kets, sometimes there are market participants, particularly coming from
the convertible bond market, who wish to short a credit (buy default swap
protection) because it makes another transaction profitable. These investors
may pay more for the protection than investors who are comparing the
bonds and credit default swap markets. This is another manifestation of the
undeveloped repo market.

A fundamental factor that creates positive basis is the cheapest-to-deliver
option. A short CDS position (long risk) is short the cheapest-to-deliver op-
tion. If there is a credit event, the protection buyer (short risk) is contrac-
tually allowed to choose which bond to deliver in exchange for the notional
amount. This investor will generally deliver the cheapest bond in the mar-
ket. When there is a credit event, bonds at the same level of the capital
structure generally trade at the same price (except for potential differences
in accrued interest) as they will be treated similarly in a restructuring.
Still, there is the potential for price disparity. Thus, protection sellers may
expect to receive additional spread compared to bonds for bearing this risk.
This would lead to CDS spreads trading wider than bond spreads and
therefore contribute to positive basis. Thus, when investors invest in credit
default swaps, they risk entering into a position that is relatively expensive
as compared to entering into a similar risk position with bonds or loans.

3.3. Legal risk

Credit default swaps investors may face legal risk if there is a credit
event and the legality of the CDS contract is challenged. Although not with-
out specific disputes, as previously stated, ISDA’s standard contract has
generally proven effective in the face of significant credit market stress. The
large majority of contracts have tended to settle without disputes or litiga-
tion. As discussed in Section IV of the main CRMPG II Report, legal issues
can and do arise in this market from time to time. Most of these disputes
have involved contractual claims related to whether there was a credit
event under the terms of the contract, the identity of the reference entity,
the timeliness of notices delivered under the contract, the nature of the as-
sets deliverable into the contract and the timeliness of the delivery of assets
for settlement purposes.

3.4. Operational risk

With limited straight through processing, confirmation backlogs, and a
clearing service in relatively early stages of operation, back offices have
tended to feel the strain of handling a rapidly growing volume of activity.
The recent credit event in which gross positions in the reference entity ex-
ceeded the available deliverable assets highlighted the potential difficulty
for market participants in settling transactions in a timely and efficient
manner. Section IV of the main CRMPG II Report addresses these issues
more fully.

Other risk considerations:

e Credit default swaps are leveraged transactions. Unlike a transaction
related to floating rate notes or corporate bonds with a similar amount
of credit risk, principal amount is not exchanged upfront in a CDS.
As noted above, large and/or sophisticated counterparties typically
mitigate the risk of non-performance by the daily updating of collat-
eral accounts reflecting gains or losses on positions.

e Credit default swaps are over-the-counter transactions between two
parties and it is difficult to estimate the amount of default swaps
which are outstanding. While the net amount of all credit default
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swaps is zero, as the amount of long protection positions must be
equal to the short protection position, there may be market partici-
pants who are very long or short exposure to specific credits.

e In marking the value of an open credit default swap to market, invest-
ors must estimate a recovery rate. If investors deviate from industry
standard recovery rates, they can calculate different values for their
open contracts.

APPENDIX B

CRMPG III Recommendations
The following is an extract from the August 6, 2008 Report of the Counterparty

Risk Management Policy Group III entitled “Containing Systemic Risk: The Road
to Reform.”

Recommendation
Number

V-1. The Policy Group recommends trade date (T+0) matching for

electronically eligible transactions.
Goal: End 2009.

V-5. The Policy Group recommends that market participants should
seek to streamline their methods for trade execution and con-
firmation/affirmation, which should facilitate an end-to-end
process flow consistent with same-day matching and legal
confirmation.

V-6. The Policy Group recommends that senior leaders of trading
support functions should clearly articulate to senior manage-
ment the resource requirements necessary to achieve the
same-day standards. Recognizing the expense management
imperatives driven by recent market conditions, senior man-
agement should make every effort to help support functions
achieve these standards for the overarching benefit of enhanc-
ing market resilience.

Goal: Ongoing.

V-10. The Policy Group further recommends frequent portfolio rec-
onciliations and mark-to-market comparisons, including on
collateralized instruments.

Goal: Weekly end 2008, moving to daily for electronically eligi-
ble trades mid 2009.

V-11. ISDA Credit Support Annex documents spell out the bilateral
terms of the margin process. While the process is generally
standardized, the Policy Group recommends that the industry
needs to find an effective means to resolve valuations dis-
putes, particularly for illiquid products. Doing so is likely to
be a difficult and demanding matter and therefore an indus-
try-wide approach may have to be considered.

Goal: End of 2009.
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V-12.

V-18.
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The Policy Group recommends that, as mark-to-market disputes
inevitably surface through the collateral portfolio reconcili-
ation process, the information should be passed to the exe-
cuting trading desks on a real-time basis to allow for research
and resolution. This should, of course, be done with appro-
priate anonymity of the counterparty’s identity, positions, and
broader portfolio. A close alignment of the collateral team
with trading desks—without violating the fire walls and con-
trols that are critically important to the integrity of the finan-
cial system—would facilitate such information sharing. As
necessary, significant and large value collateral disputes
should promptly be escalated to the appropriate senior offi-
cers.

Goal: Immediate.

The Policy Group recommends that market participants actively
engage in single name and index CDS trade compression.
ISDA has agreed on a mechanism to facilitate single name
trade compression with Creditex and Mark-it Partners. Estab-
lished vendor platforms exist for termination of offsetting
index trades, and we urge major market participants to ag-
gressively pursue their use.

Based on the considerations above, the Policy Group rec-
ommends that the industry, under the auspices of the current
ISDA Portfolio Compression Working Group, commit imme-
diately and with all due speed to achieve consistency of the
current product, including potentially:

o utilizing industry preferred Reference Obligations or
elimination of Reference Obligations;

e eliminating Restructuring Basis distinctions, recognizing
that
this needs to be considered in a broader global perspective
taking
into account regional and national differences; and
e standardizing fee calculations based on a single, common
model
analytic.

The Policy Group recommends that ISDA should update its
Credit Derivative Definitions to incorporate the auction mech-
anism so that counterparties to new credit default swap
trades commit to utilize the auction mechanism in connection
with future credit events.

The Policy Group recommends that all large integrated financial
intermediaries (e.g., the major dealers) should promptly adopt
the Close-out Amount approach for early termination upon
default in their counterparty relationships with each other.
We note that this can be agreed and suitably documented
without making any other changes to the ISDA Master. The
Policy Group expects that these arrangements will be in place
in the very near term.
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Recommendation
Number

V-20. The Policy Group recommends that all major market partici-
pants should periodically conduct hypothetical simulations of
close-out situations, including a comprehensive review of key
documentation, identification of legal risks and issues, estab-
lishing the speed and accuracy with which comprehensive
counterparty exposure data and net cash outflows can be com-
piled, and ascertaining the sequencing of critical tasks and
decision-making responsibilities associated with events lead-
ing up to and including the execution of a close-out event.

V-21. The Policy Group recommends that all market participants
should both promptly and periodically review their existing
documentation covering counterparty terminations and en-
sure that they have in place appropriate and current agree-
ments including the definition of events of default and the
termination methodology that will be used. Where such docu-
ments are not current, market participants should take im-
mediate steps to update them. Moreover, each market partici-
pant should make explicit judgments about the risks of trad-
ing with counterparties who are unwilling or unable to main-
tain appropriate and current documentation and procedures.

V-22. The Policy Group recommends that the industry should consider
the formation of a “default management group”, composed of
senior business representatives of major market participants
(from the buy-side as well as the sell-side) to work with the
regulatory authorities on an ongoing basis to consider and an-
ticipate issues likely to arise in the event of a default of a
major market counterparty.

V-23. Recognizing the benefits of a counterparty clearing arrangement
(CCP) as discussed above, the Policy Group strongly rec-
ommends that the industry develop a CCP for the credit de-
rivatives market to become operational as soon as possible
and that its operations adhere to the BIS Recommendations.

The CHAIRMAN. Thank you very much, Dr. Corrigan, I appreciate
your testimony.
And last, Mr. Murtagh.

STATEMENT OF BRYAN M. MURTAGH, J.D., MANAGING
DIRECTOR, FIXED INCOME TRANSACTION RISK
MANAGEMENT, UBS SECURITIES LLC, STAMFORD, CT

Mr. MURTAGH. Thank you. Chairman Peterson, and Members of
the Committee my name is Bryan Murtagh. I am Managing Direc-
tor in UBS Investment Bank Fixed Income Division. I am respon-
sible for Fixed Income’s transaction risk management function in
the Americas.

I am pleased to appear before you today on behalf of the UBS
Investment Bank to discuss the role of credit derivatives on finan-
cial markets and the regulatory framework that governs them. As
the Committee is aware from its earlier hearings, there is a broad
consensus among market participants and regulators that credit
default swaps are a valuable risk management tool that they pro-
vide substantial benefits to U.S. and global economy.

With respect to the Committee’s interest in the regulatory frame-
work for these products I would note that based principally on the
institutional nature of market participants, the current regulatory
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framework applicable is based primarily on oversight and super-
vision of market participants. As a result conduct in the credit de-
fault swap market is regulated through the supervision of deriva-
tive dealers by primary regulators. This is the case in the U.S. and
overseas.

Consistent with the regulatory and supervisory responsibilities
over OTC derivative dealers the relevant U.S. and international
regulatory authorities launched a series of initiatives in 2005 to im-
prove OTC derivative operations and risk management policies. It
should be emphasized that the need to address the operational risk
associated with directly expanding OTC derivatives market when
identified by the dealer community and the counterparty risk man-
agement policy groups 2005 report on OTC derivative markets well
before the onset of the current crisis in the credit markets. These
efforts have been extremely unsuccessful in reducing operational
risk in the credit derivative markets. Nevertheless, the current dis-
tress in our financial markets underscores the importance of con-
tinuing these efforts and, indeed, these efforts are continued.

On October 31st, dealers and major buy-side institutions com-
mitted to a series of new initiatives, significantly these commit-
ments were accompanied by detailed memorandum summarizing
the progress to date and outlining the plans for future enhance-
ments of the OTC derivatives markets. A central component of
these new commitments is the implementation of central
counterparty for credit default swaps, which the President’s Work-
ing Group described as its top near term priority for the OTC de-
rivatives markets.

UBS and other major dealers have been actively involved in the
development of an essential counterparty for the past 2 years. UBS
is supportive of President’s Working Group commitment to imple-
mentation of one or more central counterparties in this regard.

We applaud the adoption of the multi-agency Memorandum of
Understanding that was designed to insure that jurisdictional
issues do not interfere with the prompt implementation of central
counterparties.

As a final point it should be emphasized that considerable time
and effort has been dedicated by the industry to develop a central
counterparty. While UBS is supportive of the establishment of one
or more central counterparties, we believe it is imperative that
Congress and the relevant regulatory agencies permit the indus-
tries initiatives to proceed.

In conclusion, we believe that the improvements made to date
coupled with our plans for further enhancements, and the positive
dialogue between dealers and the regulatory agencies, demonstrate
the industry’s commitment to strengthen the credit derivatives
market and support the policy objectives set forth by the Presi-
dent’s Working Group.

UBS looks forward to working with the Congress, the President’s
Working Group and other market participants to enhance the cred-
it derivatives market by developing robust operational practices
and infrastructure to support credit default swap trading.

Mr. Chairman, thank you for the opportunity to share our views
with the Committee. I will be happy to answer any questions that
you or Members of the Committee may have.
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[The prepared statement of Mr. Murtagh follows:]

PREPARED STATEMENT OF BRYAN M. MURTAGH, J.D., MANAGING DIRECTOR, FIXED
INCOME TRANSACTION RiSK MANAGEMENT, UBS SECURITIES LLC, STAMFORD, CT

Chairman Peterson, Ranking Member Goodlatte and Members of the Committee,
thank you for inviting UBS to participate in this hearing to review the role of credit
derivatives in the U.S. economy and the regulatory framework that governs them.

My name is Bryan Murtagh. I am a Managing Director in UBS Investment
Bank’s Fixed Income Division and am responsible for Fixed Income’s transactional
risk management function in the Americas. In this capacity, I address legal, regu-
latory, operational and other issues associated with new businesses, new products
and structured transactions, including various forms of credit derivatives.

UBS is a global financial services firm with operations in over 50 countries, in-
cluding a sizeable presence in the United States, where we employ approximately
30,000 individuals in our Asset Management, Investment Bank and Wealth Man-
agement businesses. The views expressed here relate to the Investment Bank.

I understand that the Committee has held several hearings with respect to the
nature of the credit derivatives market and its regulation. As the Committee is par-
ticularly interested in credit default swaps, I will focus my comments on those in-
struments.

Overview of Credit Derivative Market and Credit Default Swaps

Broadly speaking, credit derivatives are financial instruments that transfer the
credit risk associated with a particular financial asset or a reference entity from one
party to another party without transferring the underlying financial asset. These in-
struments are generally traded by financial institutions and certain financially so-
phisticated corporations and institutional investors (such as hedge funds). As a gen-
eral rule, retail investors do not participate in the credit derivative market.

Credit default swaps (CDS) are a particular type of credit derivative. Specifically,
CDS are privately negotiated contracts between two institutional counterparties in
which one of the parties (generally called the “seller of protection”) takes on expo-
sure to the credit risk of a third party (generally called the “reference entity”) in
return for periodic payments from the other transacting party (generally called the
“buyer of protection”). If certain types of credit-related defaults (generally called
“credit events”), occur in respect to the reference entity, then the buyer of protection
may be entitled to transfer qualifying debt obligations of the reference entity to the
seller of protection at an agreed-upon price. This so-called “physical settlement” of
the CDS transaction results in the seller of protection assuming the risk associated
with collecting any amounts owed in respect to the delivered obligation.

Alternatively, the buyer and seller of protection may agree that, upon the occur-
rence of a credit event, the seller of protection will make a cash payment to the
buyer of protection which is calculated based on the trading price of qualifying obli-
gations of the reference entity. This so-called “cash settlement” alternative may be
agreed to at the outset of the CDS transaction or may be agreed to upon the occur-
rence of the credit event.

In recent years, CDS market participants have increasingly relied on the cash set-
tlement alternative to settle large numbers of CDS transactions following the occur-
rence of a credit event. These cash settlements have been accomplished through so-
called auction protocols, in which market participants voluntarily agree to cash set-
tle their CDS transactions based on an auction process. While market participants
are not obligated to utilize the cash settlement auction protocol, an overwhelming
number of CDS transactions have been settled through these voluntary protocols.
This practice has significantly eased the operational pressures associated with the
simultaneous settlement of large numbers of CDS transactions which follows the oc-
currence of a credit event.

Most credit default swaps relate to reference entities that are sovereigns or cor-
porations. Over the last few years a number of indices referencing various segments
of the credit market (e.g., U.S. investment grade reference entities, U.S. non-invest-
ment grade reference entities, European investment grade reference entities) have
been developed and have become the subject of significant trading in the credit de-
fault swap market. In addition, there are several kinds of specialized credit default
swaps referencing mortgage-backed securities and other asset-backed securities
(generally referred to as “CDS on ABS” transactions), but the number of trans-
actions of these types is only a small part of the credit default swap market. Accord-
ingly, my comments focus on CDS relating to corporate reference entities and to the
related indices since they represent the overwhelming majority of transactions in
the credit default swap market.
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It should be noted that CDS transactions expose each of the counterparties (but
particularly the buyer of protection) to counterparty credit risk (i.e., the risk that
its counterparty will fail to perform its obligations under the relevant swap trans-
action). As a result, the vast majority of CDS transactions are documented under
ISDA master agreements which have been negotiated between the buyer and seller
of protection. These master agreements are typically collateralized on a mark-to-
market basis and, in some cases, may be subject to additional transaction-specific
initial margin requirements depending on the creditworthiness of the parties. The
existence of such collateral arrangements mitigates but does not eliminate the
counterparty credit risk associated with CDS transactions. Although the terms of
each CDS transaction will be individually negotiated by the parties, they will typi-
cally rely on certain standardized definitions and market conventions for CDS trans-
actions that have been published by ISDA.

Role of Credit Derivative Transactions in the Economy

Credit derivatives (including CDS transactions) are important risk management
tools in the financial markets and may be used by market participants for hedging
or investment purposes. In either application, the key role that credit derivatives
play is to effectively and efficiently transfer the desired risk elements from the
buyer of protection to the seller of protection.

It should be emphasized that while certain elements of a typical credit default
swap transaction are standardized, one of the most important features of the CDS
market is the ability of counterparties to customize the economic terms of their
transactions. The ability to customize CDS transactions to match specific hedging
requirements or desired exposure characteristics distinguishes credit default swaps
from futures contracts and other exchange traded financial products, which gen-
erally do not permit product customization.

CDS are frequently used by bond investors and bank lenders to hedge themselves
against the default risk of an issuer/borrower. For example, a bank that desires to
hedge a portion of its illiquid credit exposure to a customer may be able to transfer
a portion of that credit exposure by entering into a CDS transaction with a deriva-
tives dealer, which may in turn retain such credit exposure or hedge it with other
market participants that are seeking to gain credit exposure to the customer. Al-
though credit default swaps are most frequently employed to hedge default risks re-
lating to bond or loan positions, CDS can also be used to hedge against the default
risk associated with other types of claims or obligations. For example, a manufac-
turer can use credit default swaps to hedge against the potential losses on accounts
payable that it might suffer if a key customer goes bankrupt and fails to pay its
account payable balances.

Credit default swaps can also be used by market participants to express an edu-
cated view on the creditworthiness of a particular reference entity, based on such
market participant’s research, analysis and mathematical modeling. A market par-
ticipant may sell credit protection if it believes the reference entity’s creditworthi-
ness is likely to improve or may buy protection if it believes the reference entity’s
creditworthiness is likely to deteriorate. Changes in reference entities’ perceived
creditworthiness will be reflected in its credit spreads which will result in gains or
losses in the CDS transaction. It should be noted that such gains and losses are not
dependent upon the actual occurrence of a credit event and may be realized by ter-
minating the CDS transaction prior to its scheduled expiration date or entering into
a new offsetting transaction.

U.S. Regulatory Framework

The U.S. regulatory framework for over-the-counter (OTC) derivatives has been
the subject of considerable discussion since the mid-1990s. Based principally on the
institutional nature of the OTC derivative markets’ participants, the current U.S.
regulatory framework applicable to credit default swaps is based primarily on over-
sight and supervision of market participants—particularly OTC derivative dealers.
As a result, conduct in the credit default swap market is regulated indirectly
through the supervision of derivative dealers by their primary regulators. In addi-
tion, credit default swaps, like all securities-related swap transactions, are subject
to the anti-fraud and anti-manipulation provisions of U.S. securities laws. The sig-
nificance of the applicability of the U.S. securities laws to credit default swaps
should not be under-estimated. In our experience, derivative dealers are very sen-
sitive to the need to manage their trading activities in a manner that ensures com-
pliance with these laws.

Consistent with their regulatory and supervisory responsibilities over OTC deriva-
tive dealers, various U.S. regulatory agencies, together with regulatory and super-
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visory authorities from other countries,! initiated a series of initiatives in 2005 to
improve market participants’ management of their OTC derivative operations and
risk management practices. It should be emphasized that the need to address the
operational risks associated with rapidly expanding OTC derivative markets and
credit default swaps was identified by the dealer community in the 2005 Report of
the Counterparty Risk Management Policy Group II—well before the onset of the
current crisis in the credit markets.

As a result of these initiatives, UBS and other major credit derivative dealers
have made a series of commitments to a growing group of global regulators which
are designed to: (i) reduce the systemic and operational risks in the credit default
swap market; (ii) strengthen the credit default swap market infrastructure; (iii) im-
prove the transparency and integrity of the credit default swap market; and (iv)
generally enhance risk management practices in the credit default swap market.
These efforts have been extremely successful and have been expanded to include
major buy-side market participants. To date, the specific improvements include: (i)
a reduction in trade confirmations remaining unsigned or unacknowledged for more
than 30 days by 92% (even though trade volumes have increased by 300% over the
same period); (i) the adoption of a protocol requiring that market participants re-
quest original counterparty consent before assigning trades to a third-party; (iii) the
adoption of an online matching and confirmation platform for credit default swaps
by the Depository Trust & Clearing Corporation and the commitment of the dealers
to use it or another electronic confirmation platform for the great majority of trad-
ing activity; and (iv) the creation of an electronic “trade information warehouse”
(also by the Depository Trust & Clearing Corporation), which serves as a central re-
pository containing the details of credit default swap transactions and facilitates the
processing of various events in the lifecycle of a CDS transaction.

Most recently, dealers and major buy-side institutions committed to new initia-
tives which were set out in a letter to the global regulators on October 31, 2008.
Significantly, these commitments were accompanied by a detailed memorandum
summarizing the progress that has been made since 2005 and the plans for future
enhancements to the operational infrastructure supporting different segments of the
OTC derivative market (e.g., credit, equity, interest rate, commodities). These com-
mitments include: (i) global use of central counterparty processing and clearing to
significantly reduce counterparty credit risk and outstanding net notional positions;
(i1) continued elimination of economically redundant trades through trade compres-
sion; (iii) electronic processing of eligible trades to enhance the issuance and execu-
tion of confirmations on the trade date; (iv) elimination of material backlogs in con-
firmation processing; and (v) central settlement for eligible transactions to reduce
manual processing and reconciliation of payments.

President’s Working Group Policy Objectives and Memorandum of Under-
standing

On November 14, 2008, the President’s Working Group on Financial Markets (the
“PWG”) announced a series of policy initiatives designed to further strengthen the
oversight and infrastructure of the OTC derivative markets, which included: (i) a
statement of policy objectives for OTC derivatives (the “Policy Objectives”); (ii) a
summary of the progress that has been made by dealers in addressing operational
risks associated with OTC derivatives; and (iii) a Memorandum of Understanding
regarding the development of central counterparties for credit default swaps.

Broadly speaking, the Policy Objectives include: (i) establishment of central
counterparties and central trade repositories for CDS and possibly other OTC deriv-
ative transactions; (ii) public reporting of certain transactional information regard-
ing standard CDS transactions; (iii) maintenance of additional information regard-
ing standard and nonstandard CDS transactions; and (iv) establishment of con-
sistent standards and best practices for centralized counterparties, dealers and
other market participants. UBS supports the Policy Objectives and would note that
they are consistent with the ongoing efforts of the U.S. and international regulators
and major credit derivative dealers to improve the operational practices and infra-
structure supporting the credit default market.

At the same time, UBS believes that it is critical that the regulators and other
stakeholders continue to work in close collaboration with the dealers and other mar-
ket participants to implement these Policy Objectives. Without such consultation,
there is a danger of harm being done to the credit default swap market. For exam-

1These regulatory and supervisory agencies included the Federal Reserve Bank of New York,
the Office of the Comptroller of the Currency, the New York Banking Department, and the Secu-
rities and Exchange Commission, as well as the U.K.’s Financial Services Authority, Germany’s
Federal Financial Supervisory Authority and Switzerland’s Federal Banking Commission.
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ple, price reporting should be implemented in a manner that does not reduce market
liquidity or result in the publication of misleading information. Similarly, a broad-
brush requirement that all eligible contracts be cleared through a central clearing-
house could in some instances hamper derivative dealers’ ability to manage
counterparty risk.

While UBS strongly supports the ongoing development of stronger market infra-
structure, including the ongoing initiatives to bring further “electronification” to the
credit default swap market, it is important for these initiatives to be allowed to de-
velop in a thoughtful and iterative manner, particularly with respect to such
projects as the development of centralized counterparties, central contract reposi-
tories and exchanges and similar trading platforms for standardized credit default
swap contracts. In addition, it is critical that the market infrastructure preserve the
ability of market participants to customize transactions to meet their hedging or in-
vestment needs.

Centralized Counterparty

In its recent announcement, the PWG noted that successful implementation of
central counterparty services in the credit default swap market is the PWG’s top
near-term priority in this market. In general, a central counterparty is an entity
that will stand between counterparties to a financial contract, acting as the buyer
to the seller and as the seller to the buyer.

This type of central counterparty is already in use in the interest rate swap mar-
ket, where it is estimated that nearly 50% of U.S. dollar interest rate swaps are
cleared with central counterparties. A number of central counterparty clearing ini-
tiatives are being developed in the U.S. and in Europe. UBS is supportive of those
efforts and believes they will significantly reduce counterparty credit risk in the
credit default swap market by allowing market participants to eliminate offsetting
transactions.

We understand that the PWG has indicated that any central counterparty will
need to satisfy the standards established by the CPSS-IOSCO Recommendations for
Central Counterparties. We are supportive of these standards and believe that their
adoption will ensure that the central clearing services are efficient and reliable.

Conclusion

Credit default swaps are an important risk management tool for financial institu-
tions and generally provide key benefits to the financial markets. As the PWG noted
in their November 14th announcement, credit default swaps and other over-the-
counter derivatives “are integral to the smooth functioning of today’s complex finan-
cial markets and . . . can enhance the ability of market participants to manage
risk.” We believe that the significant improvements made to the systemic and oper-
ational infrastructure for credit default swaps over the last 3 years, the positive dia-
logue between the major credit default swap dealers and the relevant regulatory
agencies, and the ongoing market infrastructure projects (including the development
of central counterparty platforms), demonstrate the financial services industry’s
commitment to strengthening the credit default swap market and support for the
Policy Objectives set out in the PWG’s announcement. UBS looks forward to work-
ing with the PWG, other market participants, and Congress in enhancing the credit
default swap market by developing robust operational practices and infrastructure
to support CDS trading.

Mr. Chairman, thank you for the opportunity to share our views with the Com-
mittee. I would be happy to answer any questions you or Members of the Committee
may have.

The CHAIRMAN. I thank you very much, Mr. Murtagh. And we
thank all members of the panel for their fine testimony and we will
proceed to questions.

I am going to ask you the same questions I asked the other
panel, that there have been proposals to mandate the clearing of
credit default swaps. To each of you, do you believe that such a
mandate is necessary?

Mr. DAMGARD. As you know, I represent many of the firms in the
exchange traded space, so my view probably is not nearly as impor-
tant as my member firms down the way, but I do understand that
some of these lend themselves to clearing rather easily, and there
are others individually negotiated and are unable to be cleared.
And to the extent that participants in the market face the choice
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of clearing or not clearing their contract, clearly recent experience
has indicated that there is a whole lot more safety in removing the
counterparty risk. So I think Congress is well advised to look for
ways to encourage clearing on those kind of CDSs that lend them-
selves to clearing.

Mr. PIcKEL. Mr. Chairman, I think in the process that Mr.
Murtagh referred to that lead to the October 31 letter to the regu-
lators. There was a very clear commitment from the major dealers
in that they would look to clear as many transactions as possible.
I think that that process of the private-public dialogue there is
probably the best way to achieve a high degree of clearing, together
with the fact with the first panel, we have four major organizations
who are very actively looking to develop clearing solutions in this
space.

I do think there is the President’s Working Group objective to
play out, there will continue to be privately negotiated, custom-tai-
lored transaction that don’t lend themselves to clearing solutions.
We shouldn’t restrict the abilities of parties to develop solutions
that address their particular needs by requiring across the board
clearing.

The CHAIRMAN. Mr. Thompson.

Mr. THOMPSON. I agree with that. I think that we have clearly
committed to the regulators to clear the lion’s share of contracts
that can be cleared. But, an important feature of this market since
its inception has been innovation and the ability to provide hand-
tailored risk management solutions for clients. I would not want to
see anything in terms of a mandate which would impede our ability
to serve our clients in that regard.

The CHAIRMAN. Dr. Corrigan.

Dr. CORRIGAN. Mr. Chairman, I think it is rather widely known
that I have been advocating such a result for quite a number of
years, so my answer is enthusiastically yes. With one quick caveat.
As I said before, we will probably have two or three or four dif-
ferent approaches for this on kind of a competitive basis, but over
time, I rather suspect and frankly will not hurt my feelings if we
gravitate toward a single, global CCP subject to the kinds of regu-
lation that you and other Members of this Committee have also
been advocating for some period of time.

Now I don’t like monopolies, I want to emphasize that under the
approach that is suggested, you would still have a great deal of
front end competition between exchanges and other entities. But,
to me, given my orientation about systemic risk and things like
that, having the process at the end of the day in one place where
the regulators and everybody else can see it and control it has a
great deal of appeal, even though I recognize that, it has a monopo-
listic characteristic to it.

The CHAIRMAN. Mr. Murtagh, do you have a comment?

Mr. MURTAGH. With respect to the mandatory requirements I
think I would say that as long as the standards are clear in terms
of which types of credit default swaps the mandatory clearance
would apply to would be fine, but I think as others have suggested,
there are likely to be certain types of the bespoke transactions that
would probably be best done off the clearing exchange.
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The CHAIRMAN. Assuming such a mandate was imposed, how
much time would the industry, and you, need to meet that man-
date? In this regard, we had some discussion with the last panel,
maybe you were here. With the standardized stuff is probably fair-
ly quick. But say that we decided to mandate everything, including
these so-called tailor-made deals, maybe that part of things will go
away, but how long would it take to—should we give it some kind
of time frame? I think there was a bill introduced in the Senate
that would do it immediately, which seems to be a little drastic.

Mr. DAMGARD. I would take the exchanges at their word, if they
said they were operationally ready right away for the standardized
products, particularly the indexes, I believe that. And I think they
were just waiting for regulatory approval. In the others I think it
is such an interesting space, and there is so much innovation tak-
ing place, it is not clear that any of them would ever be able to
clear all the new products that are coming down the line.

The CHAIRMAN. I think we have had about as much innovation
as we can take. Mr. Pickel.

Mr. PickeL. I think that, first of all, as it is, we would continue
to focus on the privately negotiated transactions across the board
whether it is credit default swaps or interest rates or equity, so in
terms of our involvement and the timing, it is really not our posi-
tion to say. We would work with all the exchanges we have to date
to make sure that they can move forward if they were required.

The CHAIRMAN. You must have a view, though.

Mr. PICKEL. On timing of that?

The CHAIRMAN. Yes.

Mr. PickeL. I really do not have a view of how long it would take
for them to put this in place. It is important for us to continue to
focus again on the infrastructure in the OTC business while work-
ing with the exchanges, all of whom are members of our organiza-
tion.

The CHAIRMAN. Mr. Thompson.

Mr. THOMPSON. As a perspective of the user of the services as op-
posed to the designer of the service which would proceed extremely
quickly. The limiting constraint would be for the exchanges to di-
gest the large volume of outstanding transactions and new trans-
actions as they arose. From our perspective, the sooner the better.
The limiting factor will be the ability of exchanges to go through
the processes they have to go through in order to get the products
to the clearinghouse.

The CHAIRMAN. Dr. Corrigan.

Dr. CORRIGAN. Index trades, in a matter of weeks, single name
trades, 2 to 3 months. Again, one caveat and that is the regulators
that have to opine on the financial infrastructure stress testing and
so on to satisfy themselves that the clearinghouse can function,
even under extreme, extreme conditions should not be artificially
expedited to meet an otherwise artificial time schedule.

Mr. MURTAGH. And I would agree with that. I think some of the
people in the prior panel pointed out they would not necessarily
want to be committed to clearing all the transactions that might
come about. For exactly the reasons that I think were described,
we have to come up with appropriate risk models for them so we
can set appropriate marginal requirements.
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The CHAIRMAN. Thank you, my time has expired. The gentleman
from Texas, Mr. Neugebauer.

Mr. NEUGEBAUER. Thank you, Mr. Chairman. Without a man-
date, will enough business migrate to the clearing facilities to miti-
gate concern about counterparty risk that have contributed some
say to the credit freeze? I will go down the line.

Mr. DAMGARD. My view is there is a lot of incentive right now
for people to seek the clearinghouse to eliminate the counterparty
risk, so my answer would be that I think it is appropriate for Con-
gress to look for ways to encourage and mandate is one of the ways
to do that. But, my sense is that most participants in the market,
as has been stated by others, are looking for ways now to seek
clearing.

Mr. PickeL. I think, again, with the commitment of the major
dealers already to put as many trades as possible into the clearing-
house, I think we will see that. Whether there is sufficient volume
over the long term to support four different clearing entities, I am
not sure about that. I would tend to agree with Dr. Corrigan, but
we will see how that will develop. I think that will happen. Again,
existing framework under the ISDA contract will remain in place
for the many transactions that would not be put into the clearing-
house. First, we will need to make sure that they continue to man-
age that effectively as they move a large number of trades into a
clearinghouse.

Mr. NEUGEBAUER. Mr. Thompson.

Mr. THOMPSON. I think you have very real economic incentives
to move about which can be cleared on to the clearinghouses. I
think when you couple that with the fact that the major dealers
have all made very firm commitments to the regulators to clear
what can be cleared, I think that that that critical mass will build
up relatively quickly.

Dr. CORRIGAN. It keeps the pressure on.

Mr. MURTAGH. I understand the desire for the pressure, but I
also believe that the industry had started moving in this direction
actually before many of the problems had started. I think the bene-
fits clearly outweighed the costs associated with the industry, it
had already made the decision to go in that direction some time
ago. I think what has happened in the market has forced us
through that forward even more quickly.

Mr. NEUGEBAUER. If we didn’t mandate the clearing, made it vol-
untary, in a sense what percentage, we talked about indexed, indi-
vidual and somebody used the word “toxic.” I don’t have a good feel
of what percentage of what swap transactions would probably not
be brought to the clearinghouse. Can I get an opinion from the
group on that?

Mr. DAMGARD. I would yield to my colleague on that.

Mr. PICKEL. I think the nature of the credit default swaps that
are widely traded are fairly standardized products, so there would
be a fairly strong incentive to put a lot of those transactions into
the clearinghouse. Perhaps instructive is the experience with LCH
SwapClear, which clears interest rate swaps, where firms do actu-
ally manage their OTC business together with the cleared business
in a very dynamic way. I think we would expect to see that. And
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perhaps most likely more so in the credit default swaps space given
the more highly standardized nature of the contracts.

Mr. THOMPSON. I can assure you I never use the word “toxic.” 1
think that the percentage would be certainly be north of 90 percent
in terms of the outstanding notional volume of contracts. The mar-
ket is very highly concentrated in terms of the standardized index
and single name product. I think you would have an overwhelming
percentage of outstanding contracts that could be eligible for clear-
ing.

Mr. NEUGEBAUER. Dr. Corrigan.

Dr. CORRIGAN. I agree with Mr. Thompson. Again, one caveat
here as well, the risk characteristics CDS depend in no small way
on what the reference entity itself is. So in other words, if the ref-
erence entity is alone or a bond of a well-known visible corporation,
the risk profile and characteristics associated with the instrument
are one thing. But if, on the other hand, the reference entity unfor-
tunately is something like a CDO, that is a very different ball
game. So again, I think when we think about the profile of the
marketplace, we have to keep in mind that the profile of the so-
called reference entity matters a lot as well.

Now what I would hope as things evolve in a way, my colleagues
have suggested that we keep that in mind, so as to make sure that
the CCP itself is in a position to capture as much of that stuff as
possible, even in the case of the more complex reference entities
themselves.

Mr. MURTAGH. Maybe just be a little more specific on that point,
because I agree with Dr. Corrigan. It is just that where many of
the spectacular losses were incurred were in connection with CDOs
backing residential mortgage-backed securities. And so I think it is
very important in terms of capturing the risk associated with the
current market would eventually bring those types of transactions
to the clearing corporation, but one would need to do so with great
care to make sure that the risk had been appropriately modeled
and understood by everyone involved.

Dr. CORRIGAN. Exactly.

Mr. DAMGARD. I would like to add that a number of my member
firms have expressed concern about the different risk profiles of a
credit default swap versus what Mr. Duffy referred to as his core
business. To the extent that separate pools of capital could be used
in order to protect those members just using futures products
would probably be advantageous to the market user.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Mr. HOLDEN [presiding.] The chair thanks the gentleman. As-
suming there is no clearing mandate, should there be a mandatory
reporting requirement for parties in CDS who decide not to clear
those agreements? And should there be a mandatory reporting re-
quirement for parties in any over-the-county transaction.

Mr. DAMGARD. I would yield once again to Dr. Corrigan on that,
I would say the more pressure the better. Whether or not an abso-
lute mandate would be disadvantageous to business done in the
}Jnlitfed States or not is not something that I feel I have a very good

eel for.

Mr. PickEeL. I think with respect to the vast majority of partici-
pants in this market, the major dealers and banks, if they are not
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already required by their regulators to provide that type of disclo-
sure, then yes, to their regulator they should provide a great deal
of disclosure. I do think a lot of that occurs, but by all means that
should be reviewed and strengthened if necessary after review.

Mr. THOMPSON. Yes, we are broadly supportive of PWG’s objec-
tive of public reporting of prices, trading volumes, and aggregate
open interest to increase market transparency. Also to be crystal
clear we think that to the extent regulators want information about
the CDS market, they should get it in whatever form they would
like, as frequently as they would like and whatever level of detail
they like in order to allow them to fulfill their oversight respon-
sibilities.

Dr. CORRIGAN. Again, I probably agree with what has been said.
As I indicated in my statement, I certainly do agree that prudential
supervisors should indeed feel free to ask for the kind of informa-
tion you suggested. And as I also said, I would go one step further
and say that on a case-by-case basis, if they don’t like what they
see, they should encourage, if not require, risk reduction on the
part of individual market participants.

The other point I would make, Mr. Congressman, I think this
was mentioned earlier, just within the past few weeks, the Deposi-
tory Trust Clearing Corporation Warehouse for CDS transactions
has begun to publish, I think, on a weekly basis, if I have it cor-
rectly, the names of the 500 largest reference entities and the vol-
ume of transactions against those reference entities. And this is
really a significant enhancement in transparency for the market-
place across the board. Again, I just kind of wish it would have
happened a little earlier, but I am not going to fight it, I think it
is a terrific improvement.

Mr. THOMPSON. I would also point out that that DTCC informa-
tion is available to the public at large, they post it on their website.
It is not something which goes only to regulators or for which you
need to pay a fee to obtain the service. It is like publishing in The
Wall Street Journal.

Mr. MURTAGH. We are in support of those efforts, and would only
suggest that we try and come up with something that is consistent
internationally so the global market can get similar information
across the globe.

Mr. HOLDEN. Where do you see the CDS market heading in the
future months?

Mr. DAMGARD. To the clearinghouse.

Mr. THOMPSON. You stole my line.

Mr. PickEL. I would say in addition to the clearinghouse with the
focus on credit, people will want to look at ways in which they can
manage the credit risk that they have. As I mentioned in my re-
marks, the credit default swaps market has remained available for
those who wish to hedge their risk in some way even in light of
the turmoil. So I think we will see that in the very short term short
term.

Mr. THOMPSON. I continue to believe that the credit derivatives
market will be a very active market. It is by far the most highly
functioning of the credit markets out there today. It is increasingly
being used as a benchmark for the creditworthiness of issuers, and
as people see that most of it is migrating to a clearinghouse, thus
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allaying the fears of systemic risk and counterparty credit risk, I
think you will continue to see the market grow and prosper.

Dr. CORRIGAN. Ironically, if we get all the things done that we
are talking about doing, it might accelerate the growth of the mar-
ket, even though intuition might suggest the opposite. I think the
market will continue to grow and grow rapidly. One caveat I would
have is that I rather suspect that market participants are going to
think a lot longer and a lot harder about providing so-called protec-
tion against some of these very, very complex financial instruments
such as CDOs and CDO squared. And to the extent that occurs, I
must say it is not going to hurt my feelings.

Mr. MURTAGH. I agree that the structured market is not likely
to see very much volume over the next few months or years. I think
what we will probably see is the economy continue to have some
difficulties, we will have some more credit events occur over the
course of the year, and the industry will have to work towards set-
tling those transactions, hopefully, in as efficient a manner as we
have to date.

Mr. HOLDEN. Do you foresee an increase in the rate of defaults
for CDS reference entities?

Mr. DAMGARD. I have no view on that.

Mr. PickEL. I don’t have a personal view, but I think most ob-
servers would expect to see some additional level of defaults of
firms in light of the economy.

Mr. HOLDEN. Anyone else care to add anything?

Mr. THOMPSON. I think the answer was no, I fear the answer is
yes.

Dr. CORRIGAN. I am neutral.

Mr. MURTAGH. I have to confess, I didn’t hear the question.

Mr. HOLDEN. Do you foresee an increase in the rate of defaults
for CDS reference entities?

Mr. MURTAGH. Yes.

Mr. HOLDEN. Thank you, Mr. Chairman.

The CHAIRMAN [presiding.] The gentleman from Texas, Mr.
Conaway.

Mr. CoNnaAwAY. Thank you, Mr. Chairman. Continuing on that
line of—maybe I will start at this end of the panel, you say the sky-
rocketing spreads on CDS is affecting these proposed central clear-
inghouses.

Mr. MURTAGH. I am sorry, I didn’t hear your question.

Mr. CoNAWAY. The increasing spreads on the CDS instruments,
you see that as having impact on the migration to central clearing-
houses?

Mr. MURTAGH. No, I don’t.

Mr. CoNAwAY. Dr. Corrigan.

Dr. CORRIGAN. If anything, it would accelerate it, the gravitation
towards the CCP.

Mr. THOMPSON. I agree with that, the fact that a protection seller
is taking increased credit risk to the protection buyer as a con-
sequence of a much higher spread increases his counterparty credit
risk concerns in a way that might not be as palpable in the case
of a trade with a low spread.

Mr. PIcKEL. I think the process would accelerate towards uti-
lizing clearing.
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Mr. DAMGARD. And I would agree with that.

Mr. CONAWAY. That is because it would lower the counterparty
risks?

Mr. PICKEL. Yes.

Mr. CoNawAY. In spite of my Chairman’s distaste for future in-
novation, are there other new instruments out there that are on
the horizon that would create the same market instability that we
ought to be watching, and looking at including in this sweep of reg-
ulatory revision.

Dr. CORRIGAN. I will take a stab at that, at least for starters.
One thing, despite all we have been through over the past 16
months what we do not want to do is artificially suppress innova-
tion. So consistent with that, I think it is inevitable and appro-
priate there will be continued innovation. Certainly, I would expect
for example internationally, if you just take the CDS base, there
will be a lot more reference entities.

Mr. CoNawAY. What is the CES again?

Dr. CORRIGAN. Credit default swaps.

Mr. CoNAWAY. CES or CDS?

Dr. CORRIGAN. DS, sorry. We don’t want to put the genie of inno-
vation back in the bottle. I would strongly emphasize that, going
forward, we can and should do a little better job, if not a lot better
job, in making sure that we are vigilant in recognizing that innova-
tion in the financial sector has something in common, if I may say
this, with prescription drugs. There can be side effects, just as we
have to be vigilant about side effects for prescription drugs, we
have to be much more vigilant about side effects in the financial
space as well.

Mr. THOMPSON. Yes, when I think about risk and innovation, I
frankly worry more about how products are used and the nature
of the products themselves. And one thing we have seen in a lot
of the blowups of the past 18 months or so are very common
themes that don’t have a lot to do with product innovation, but
present tremendous risks, such as the concept of funding very long
dated assets which may become illiquid with very short-term
money that can evaporate overnight.

I worry less about the products themselves than I worry about
how people use them, and the amount of leverage on the part of
users as well as lack of adequate capital on the part of users.

Mr. DAMGARD. I would add existing exchanges and new ex-
changes are certainly involved with the environment. And I expect
to see a lot of innovation in climate and carbon type contracts,
probably ultimately destined to be traded on an exchange.

Mr. PicKEL. Also the vast majority of these credit default swaps
are single name and index trades which have a very well identified
and appreciated usage in the marketplace. There was some ref-
erence earlier to the usage in the credit structure area where there
may be a greater point of concern. I think also that a lot of focus
on credit default swaps has been a function of just the sheer rate
of growth as we have seen over the past 8 years in this particular
product area, but that is a testament to the success of the utility
of the product. If we were to look at other areas, whether it be
emission derivatives, property derivatives, we are not seeing that
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rate of growth just yet. So you wouldn’t have that indicia of
growth.

Mr. ConawAY. What kind of early warning system should we put
in place? In other words, derivatives are coming around in 1997-
ish time frame through the writing of the Commodity Act really
wasn’t at a scope that threatened the world. It grew in the last 8
years to a staggering number. Is there some soft of an early warn-
ing system that you would look at for innovative products, new
technique, new products that are out there, risks that are growing
bigger that would help us at least see something that we might not
have otherwise seen?

Mr. PickeL. I think you have to see whether Dr. Corrigan orga-
nizes another counterparty risk management policy group report. I
know he has published three of those going back to 1999, and has
focused on different aspects of market of the market. So there is
that ongoing private-public dialogue that we are seeing, particu-
larly focused with the New York Fed. It goes on here in Wash-
ington regularly as well. So, there is the ability to identify areas
where regulators, and legislators, should have greater focus.

Mr. CoNAWAY. Is that dollar denominated; if the scope of the
marﬁie‘g gets to a point where you simply say, Congress take a look
at this?

Mr. PickEL. I think it is it is really a function of feedback that
regulators can provide in that regular dialogue that they have in
the oversight that they have of these regulated institutions. I think
having the regulators, as well as the industry, up here regularly
and hearing from them is an important part of the dialogue.

Mr. DAMGARD. And I would add CFTC has done an excellent job
over the years of being organized by issue with advisory groups
and they are constantly looking at that.

The CHAIRMAN. I thank the gentleman. The gentleman from
North Carolina, the Chairman of the Subcommittee, Mr. Etheridge.

Mr. ETHERIDGE. Mr. Chairman, thank you. And along that line,
let me follow that with a little different direction on my question,
because it is kind of hard to follow it if you don’t know what is out
there. I grew up on a farm, if you don’t know you have deer, you
are not going to go deer hunting, you may be rabbit hunting.

I hear this from a lot of folks, they wonder why in the world we
haven’t had a clearinghouse for credit default swaps already. So my
question to you is you are the folks involved in it, why do you think
that a clearing solution for CDSs were not implemented in the
past? Was it because we didn’t get in trouble?

Mr. DAMGARD. My answer is basically hearsay, but I think the
problem was that nobody knew how to value them. If you can’t
value it, you can’t margin it, so it didn’t fall into the kind of for-
mula that worked very well in a traditional clearinghouse. That is
something that the Fed and the industry have been working on for
the last couple of years to determine what would work that isn’t
exactly like SPAN® margining.

Mr. PickEL. The infrastructure that is utilized to engage in risk
management of these activities is the infrastructure we have put
in place with our members over the years, which is the master
agreement and netting of positions and collateral that is used to
provide credit protection against the net position. Keep in mind
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that is comprehensive across different product types. So you have
interest rates in there, as well as credit, equity, energy. And I
think that the focus of the industry with the rate of growth in cred-
it default swaps lead eventually—this really does go back over
years where the industry participants first started looking at the
possibility of clearing—with the growth of the market they felt it
was important to explore a clearing solution.

Mr. THOMPSON. I agree with Bob in the sense that the industry
has been very aware of, and focused on, counterparty credit risk for
a long time, that predated the development of the credit derivatives
market.

Mr. ETHERIDGE. Can you give us a date?

Mr. THOMPSON. It has been a long time since I started doing this
in the late 1980s, everybody has recognized that these instruments,
because they are market sensitive and present default risk, give
you a counterparty credit risk. The way people have typically at-
tacked that in the absence of a multilateral solution, such as a
clearinghouse is by bilateral netting and collateral arrangements,
whereby we agree that all exposures net down upon a default and
that parties daily margin that net exposure, and that has worked
relatively well. We have been working on a clearinghouse for a cou-
ple of years now, it has been challenging because, first, there are
a significant number of issues that need to be dealt with in order
to establish a clearinghouse. Second, it has been a very challenging
market in which to do it where necessary resources for develop-
ment of the clearinghouse have been diverted because of things like
Lehman bankruptcy, which need to be dealt with on an immediate
basis.

Mr. ETHERIDGE. Which led to the necessity of getting the clear-
inghouse in place real quick.

Mr. THOMPSON. Well, the necessity for the clearinghouse has
been there for a long time and we recognized it, but like many good
ideas in a complicated market, it takes time and effort and re-
sources to achieve it. And we are committed to do that as an indus-
try and we are actively working on it. But that is an explanation
as to why it doesn’t exist now.

Dr. CORRIGAN. Let me quickly add a couple of things. First of all,
unfortunately, as we all know, there are circumstances in which
things have to get bad before they get better. I think there may be
some element of that here as well. But I don’t think any of my col-
leagues would disagree with me when I say that the wisdom of the
CCP has indeed been around a long time. But if we go back again
to use CRMPG I, I have been the Chairman of three efforts in this
area, one in 1999 after a long term capital, one in 2005 and one
that we just published this past summer. At times it has been frus-
trating, it has been a struggle. What you have to do here, which
I can’t begin to overstate how difficult it is, you have to get every-
body to agree to everything. And that is not easy to do. Especially
when “the everybody” are all life and death competitors with one
another.

So I do think, Mr. Congressman, it is fair to say that all things
considered, a lot of progress has been made. We are almost there,
we will get there. But all things considered, I would probably
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fvould have been happier if we would have gotten there a little ear-
ier.

Mr. MURTAGH. I want to make sure the Congressman is aware,
I am not sure if your question related to OTC derivatives or about
credit default swaps. With respect to the interest rate market,
there is, in fact, the clearing function, swaps clear what is out
there and it has been for some time. As Dr. Corrigan suggested,
that one got going a lot more quickly because there was much more
consensus more quickly around the terms. When the credit deriva-
tives market first started, there was a lot of effort spent in refining
the product. There were a number of years and iterations before it
reached some level of regularity. It is only with the index that we
ended up having that level of volume.

Mr. ETHERIDGE. Thank you.

The CHAIRMAN. I thank the gentleman, the gentleman from
Georgia, Mr. Marshall.

Mr. MARSHALL. Thank you, Mr. Chairman. Dr. Corrigan, your
description of agonizing process that you go through in order to
reach some sort of an agreement that contemplates some progress
where security is concerned is understandable and disconcerting at
the same time. It almost sounds as if you need a big brother at the
table to encourage you along, even though there are some dis-
senters here, it sounds good, we are going to go ahead and do it
for the sake of the broader society that is affected by these finan-
cial markets.

While the big brother at the table are the regulators, there is no-
body else in the room obviously, and it would be nice if we could
avoid regulatory arbitrage with everybody running to one that is
least likely to be the big brother who does encourage people to
move along and to run to the one that is most likely to sort of leave
the parties to the process they have been using all along.

Gentlemen what kind of changes should we be making legisla-
tively to the regulatory scheme that governs this whole process,
this whole area, this over-the-counter market? You know, the Fi-
nancial Stability Forum was created right after long-term capital
and supposedly had the best and brightest around the world antici-
pating what the next problem was going to be, missed this one alto-
gether. And in April, frankly, issued recommendations as it started
to see the dominoes falling, and then missed September altogether.
There needs to be a lot of self-reflection here it seems to me. The
industry has done society a huge disservice by not being able to
move forward as rapidly as it should.

So what kind of changes do we need to make with authorities,
with regulation, et cetera? Dr. Corrigan, I might as well start with
you.

Dr. CORRIGAN. I could spend the afternoon on that one. Let me
try to reduce it to the basics as best I can. First of all, I think the
issues that this Committee is focused on, even today, in terms of
keeping the momentum to get the CCP and the related regulatory
oversight in place, are along the lines of the Committee’s work, and
some of my suggestions are clearly a step that has to be taken. So
that is easy; not easy to do, but easy to agree on.

On the broader question of what can we do in the regulatory
sphere, or for that matter in the private sphere to better anticipate.
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Earlier the suggestion was made in terms of early warning sys-
tems. That is really tough to do. I have been at this for 42 years,
and our collective capacity to anticipate the timing and triggers of
the next financial dislocation shock, crisis, whatever you want to
call it, unfortunately is quite limited, because we are dealing with
a very specific form of human nature.

So I think that as we reflect on the events of the past 16 months,
the first thing we have to do is agree on a couple of broad prin-
cipals that are going to have to shape the regulatory structure and
focus on the future. The first of those principals is to recognize that
there is a difference between prudential supervision, which is
aimed at financial stability as a public policy goal on the one hand,
and market practice, which is equally important, but it is aimed at
things like insider trading, front running, market manipulation.
The first thing we have to figure out is how do we square the circle
at a philosophical level between those two public policy goals, be-
cause we cannot, in my judgment, go on with a system like we
have in the United States where there are 15 or so Federal agen-
cies in the same sand box, and 50 state regulators in that same
sand box. We have to simplify that and our chances to find our way
to better insights or early warning, or whatever, would be much
greater to the extent we can simply.

But the principle of simplification has, in my judgment, another
meaning and that is because the world of contemporary finance is
so complex, we can’t put that genie back in the bottle. I think we
also have to learn to get ourselves and our thought processes out
of the trenches and up on the mountain a bit so we can see what
is in front of us, as well as what is in back of us. So there is a big
cultural change that we as a nation face in terms of trying to do
a much better job in this sphere that obviously we have done in
the recent past. And I apologize for being so long-winded, but as
you can see this strikes a bit of a passionate chord with me.

Mr. MARSHALL. It is a huge question for the country and my time
has expired. I don’t know, Mr. Chairman, you may want to have
answers from some of the others on what sort of regulatory
changes they would like to see; your call, sir.

The CHAIRMAN. Yes, each of you respond briefly if you think we
need to make changes.

Mr. DAMGARD. Well, we are always concerned about the competi-
tive nature of the exchanges outside the United States and the race
to the bottom is a problem. I think that in terms of recognizing
that this is a global situation, I don’t know whether it is going to
require treaties, but truthfully, the CFTC has done an excellent job
of relating to other regulators around the United States. And one
of our concerns is yes, a lot has gone wrong, but not very much of
it can be—the CFTC can’t be held responsible for much of that, nor
can this Committee.

This Committee can take a lot of pride in the kind of upgrades
that you have made, since 1974, to the Commodity Exchange Act.
Our concern is more along the lines of not throwing the baby out
with the bath water. Everybody recognizes that the next Congress
and the next Administration is going to take a good, long com-
prehensive look with very, very good debate on what makes more
sense going forward. And from our standpoint, we want to make
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sure that all the good things that have been done by this Com-
mittee on behalf of the regulated futures market don’t get caught
in some tsunami that results in a lot of over-regulation and dis-
advantages U.S. markets.

Mr. PicKEL. You pointed out clarification as to authorities. I
think that came up in the first panel, as well, where there were
some questions in terms of SEC involvement. Providing those clari-
fications and that is based, perhaps, in terms of who regulates
which of the entities that are engaged in this business and who is
therefore accountable to Congress among the regulators, is very im-
portant.

I think also the PWG objectives that a number of us have re-
ferred to provides a framework, and a lot of those are laid out as
challenges to regulators under existing authorities and the require-
ments for market participants. Congress would want to look at
those very closely and decide whether the Congressional action
would be necessary to put a little umph behind them.

Mr. THOMPSON. Mr. Congressman, I agree.

First of all, it is critically important for the country. It is also an
extraordinarily complex undertaking. When I think about it, I can’t
think of any way to do it on a product-by-product basis because,
really, at the end of the day, we are not talking about products. We
are talking about risk. And the only thing that I think has a
chance of keeping us out of the current situation we are in is a ho-
listic assessment of risk across all products by a prudential super-
visor of every systemically important market participant. I think
trying to regulate this pocket of risk or that pocket of risk just
means that people who are inclined to blow themselves up will ac-
cess another source for taking that risk, and unfortunately do so.

So I see no easy way out of this. I think that is the only thing
in my mind that has a chance of success.

Mr. MURTAGH. I would agree with that and would suggest that
you need to put most of the responsibility on the primary super-
visor for the particular users of product. They are the ones who are
going to see, holistically, exactly how different risks are being man-
aged; and, ultimately, greater reporting and transparency will help
make sure that people can see what is going on within a particular
institution. That question is probably more focused on financial in-
stitutions than it is, perhaps, with certain other parties, but that
is where I think most of the systemic risk comes from.

The CHAIRMAN. I thank the gentleman.

The gentleman from Ohio, Mr. Space.

Mr. SPACE. Thank you, Mr. Chairman.

Gentlemen, I wanted to ask a question that was asked to the
first panel earlier today. We have been hearing that the European
Union is desperately seeking to attempt a European solution to the
need for clearing credit default swaps; and, to that end, the Euro-
pean Commission may be considering requiring all CDS agree-
ments to which Europeans are the only parties to be cleared only
through a European-approved clearinghouse. For CDS agreements
between Europe, European, and non-European parties, the CDS
would have to be cleared only through a European-approved clear-
inghouse if the agreement is denominated in Euros; and if the ref-
erenced entity in a CDS is a European company, that agreement,
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too, would be required to be cleared through a European clearing-
house.

What are your thoughts about these possible requirements?
Would they expedite or delay the establishment of a CDS clearing-
house here? And what would be, if adopted, their consequences?
How important is it to have continuity of regulation on both sides
of the Atlantic with regards to these clearinghouses?

Mr. PICcKEL. The European dialogue is one that ISDA is very
closely involved in on behalf of its members. It is the case—we
have been of the view that there is room for competition in the
clearing space even if ultimately there is one, or there is one in Eu-
rope versus one in the United States. But I think that it is impor-
tant to allow competition to determine that, to make sure that
there is that test, that ability to ensure that the one who prevails
is the one that is most competitive. So I think it is most important
to encourage that.

My impression is the regulators are engaged in a dialogue to try
to make sure that there is coordination. But we know that there
is a desire in Europe to establish one particular approach. But we
will continue to engage in the dialogue to try to encourage the com-
petition in the trans-Atlantic dialogue.

Dr. CORRIGAN. Let me respond to that as best I can.

First of all, I think there really are some substantial practical
problems here. Because if you define a CDS that must be cleared
in Europe as being denominated in the Euro, well, what do you do
about a CDO written in New York by J.P.Morgan that is denomi-
nated in a Euro? Or what do you do about a subsidiary of UBS that
is in Chicago and has a CDS against the European reference enti-
ty? So there is going to be a lot of very, very difficult practical prob-
lems here.

I think we should also recognize that, at least at the margin, I
think the drive to have a separate CDS CCP in Europe, represents
some frustration among our friends in Europe to the effect that a
lot of the problems that we have seen in the last 16 months kind
of had its roots here in the United States. They see this maybe as
a way to insulate themselves a little bit from these kinds of events.
And I, frankly, don’t much agree with that myself at all.

But, having said all that, I go back to the language in my state-
ment. Speaking for myself, if I was king for a day, what I would
like to see happen would be a single credit default swap CCP on
a global basis. And while that is not where we are likely to start
out, I would be willing to make a small wager that that may be
where we would end up.

Mr. DAMGARD. Yes. Only Dr. Corrigan can do that in 1 day.

Dr. CORRIGAN. Not in 1 day.

Mr. SPACE. So the concerns about looking for competitiveness
raised by Mr. Pickel would not be something that would enter into
your sphere as to how this should be set up. And I guess that is
not so much a question as it is a statement. But I am concerned
about, if competition and competitiveness is a criteria in deter-
mining where these CDSs are going to be cleared, doesn’t that in-
vite under-regulation or lack of regulation, and inherently create a
system that may be more suspect to catastrophic failure?
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Dr. CORRIGAN. I don’t know. I am going to leave that one to oth-
ers except to say that this is clearly a space where we want the
best of the best to emerge as the winner. Very simple.

Mr. PICKEL. Yes. I would say that competition would be on the
basis of things like price of clearing, as opposed to whether the col-
lateral requirements are different. I think that the standards are
the ones that either are at the international level or at the CFTC
guidelines, and you would have to have a clearinghouse comply
with those. Then, to the extent that they want to compete on price,
that that will only encourage more people to clear through that
platform.

Mr. THOMPSON. I agree with that. And I understand the need
to—or the desire to avoid regulatory arbitrage and the race to the
bottom. But to replace that with something which is essentially
random, where if Goldman Sachs in New York and J.P.Morgan in
New York do a trade denominated in dollars on a European-ref-
erenced entity, that means it has to be cleared in Europe, there
doesn’t seem to me to be a principle underlying that.

Dr. CORRIGAN. It is not going to work.

Mr. DAMGARD. If there were some way to create a linkage be-
tween clearinghouses and—because I think it is unreasonable to
think that the U.S. firms will all yield to a single clearinghouse in
Europe, any more than the European firms would all yield to—
even though it may be Dr. Corrigan’s dream, it is my judgment
that that is unlikely. There may very well be a role for Congress
in determining what kind of standardization would be necessary in
order for these clearinghouses to develop some sort of a link.

Mr. MURTAGH. I think whatever benefits are likely to be had
from having multiple clearing counterparties, you really want
interoperability amongst them, such that if there is a problem that
they can basically transfer their function to someone who is not
having an issue.

The CHAIRMAN. I thank the gentleman.

The gentleman from California, Mr. Costa.

Mr. CoSTA. Thank you, Mr. Chairman.

Starting with Mr. Damgard, I would like to ask and go through
the lineup there whether or not you believe that there is a conflict
of interest in a clearinghouse run by the same dealer banks that
have the largest position in a current credit default swap market.

Mr. DAMGARD. Well, most clearinghouses actually are connected
in a vertical silo to an exchange. So, for instance, the governance
of the Chicago Mercantile Exchange decides what is going to hap-
pen at the clearinghouse at the Merc even though there is a risk
committee made up of member firms that can make recommenda-
tions which can either be followed or not followed.

Mr. CosTA. Do you think there is a conflict of interest?

Mr. DAMGARD. I don’t think the conflict of interest exists at the
firm level. I think from time to time there may be a conflict of in-
terest at the exchange level, and we would encourage exchanges to
put as many public members as possible on their Boards in order
to avoid that risk.

Mr. PickEL. As far ISDA, we don’t have a particular position on
that issue.
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Mr. CosTA. You don’t have to have a position. Do you believe
there is conflict of interest?

Mr. PickeL. I think that you need to have robust governance in
place, which I think Mr. Short and others on the first panel re-
ferred to. And I think that Dr. Corrigan referred to earlier about
the tension among the firms who are competitors. I think you see
that play out in the development of the clearing platform.

Mr. CosTA. I want to get to that competition issue. Mr. Thomp-
son, how do you see that?

Mr. THOMPSON. I don’t believe there is a conflict of interest. As
we have gone through the process with ICE on ICE Trust U.S,, it
has become abundantly clear to me that they are making all of the
important fundamental decisions. They will seek dealer input on
particular risk management issues, but I don’t view ourselves as
having any conflict.

Mr. CosTA. Dr. Corrigan?

Dr. CorrIGAN. I think it is inevitable that there is at least a po-
tential for conflict in some of these relationships. But, having said
that, I would likely hasten to add that that potential for conflict I
think is clearly manageable.

Mr. MURTAGH. I would agree with that and just say that these
companies are typically providing services to financial institutions
who are very much interested in making sure those services are
performed properly.

Mr. CosTA. Well then, for the three representatives representing
J.P.Morgan and UBS and Goldman, how much ownership interest
would you have in an ICE Trust as being proposed?

Mr. THOMPSON. I don’t believe we have any current ownership
interest in them.

Dr. CORRIGAN. Again, I do not know the answer to that question.

Mr. CosTA. Mr. Thompson.

Mr. THOMPSON. I am informed we have some preferred shares
but do not have a seat on the Board and do not own any of the
equity.

Mr. MURTAGH. I am unaware of what our ownership interest is,
but we can find out for you and get back to you.

Mr. CoSTA. Please.

Mr. DAMGARD. Mr. Costa, each clearing member is required to
own a substantial number of shares in the Chicago Mercantile Ex-
change in order to become a clearing member; and naturally, for
competitive reasons, they belong to every clearinghouse. They don’t
want one of their competitors to be able to bring customers to a
clearinghouse other than their own.

It is a two-edged sword. There is some capital inefficiencies in be-
longing to a lot of different clearinghouses, but there is also the ad-
vantage of competition, keeping prices in reasonable shape.

Mr. CostAa. Well, I want to get back up to about 50,000 feet here,
because we talked a lot about risk and risk management and how
we assess risk. And clearly, as my colleagues have stated earlier,
I think our constituents are very frustrated and want to know why
there weren’t any canaries in the coal mine, so to speak, in indi-
cating that risk wasn’t being properly managed. Dr. Corrigan, in
your experience, what are the hallmarks of prudent risks, since we
haven’t done it so well here lately?
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Dr. CoRRIGAN. Well, the way I think about it, Mr. Congressman,
is you go back and you look at financial train wrecks over a fairly
long period of time.

Mr. CosTA. We have a history of them.

Dr. CORRIGAN. Pardon me?

Mr. CostAa. We have a history of them.

Dr. CORRIGAN. Yes, we have. And so do others, by the way. I do
think there is something to the proposition that there are three or
f(})lur common denominators that tend to be associated with most of
them.

The first is the phenomenon that Mr. Thompson mentioned ear-
lier, and that is broad-based, wide-spread maturity mismatches in
the credit space, and that has been there almost every time.

The second is a systematic tendency for a period of time to
under-price credit risk, and that has been there almost every time.
In this case, it is really the dimensions of that problem that are
astonishing.

Mr. CosTA. But, as a manager, you have risk assessment wear-
ing one hat and, as a risk manager, you are wearing another hat.
I mean, you are trying to assess the risk and manage the risk.

Dr. CORRIGAN. Right. Right.

Mr. COSTA. And it seems to me that folks in the last 18 months,
based upon the meltdown that we have, have not done a very good
job in coordinating, managing the risk versus assessing the risk. I
mean, how else did we get into this mess in the first place?

Dr. CorRRIGAN. Well, as I said, if you go back, you can pretty well
come up with clear diagnostics of how we got into this mess. But
there is no single point. It is a collection of things that built up
over a period of time.

Now, when you look at the crisis itself, I would suggest—and I
suspect others would agree with this—that some of the worst fail-
ures were not so much the complexities of risk management but it
was basic risk monitoring. There were failures on the part of insti-
tutions and markets to simply be able to monitor the extent to
which they were at risk.

Mr. CosTA. Maybe that is why we are having the hearing.

Dr. CORRIGAN. I think it is. In a very real way, I think it is.

Mr. COSTA. I mean, through transparency and through a regu-
latory scheme, we hope they could in effect do a better job at moni-
toring that risk.

Dr. CORRIGAN. One of the things that these gentlemen have
heard me stress is that, going forward, major financial institutions
should have the capacity in a matter of hours to be able to monitor
their counterparty exposures to any organization, anyplace in the
world, across all products, across all services; and they should be
in a position where they can share that information with their pri-
mary supervisor. And that is representative of the scale of some of
the changes that I think we have to make.

And I don’t mean to monopolize this conversation, but I assume
the others would probably agree with what I just said.

Mr. CosTA. Since you are considered the sage, and I have gone
way beyond my time, just one quick question, because it ripples
through all of our constituencies. What scares you the most at this
point in time?
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Dr. CORRIGAN. I am sorry?

Mr. CosTA. What scares you the most at this point in time?

Dr. CORRIGAN. What, I don’t know.

Mr. CosTA. Well, that is what scares all of us. But I am talking
about as it relates to the potential downsides of—I mean, I don’t
think we have hit bottom yet.

Dr. CORRIGAN. Let me try to do the best I can.

What concerns me most of all right now is the pressure on the
macroeconomic situation. Because as all of you know, for a variety
of reasons, many of which are tied up with the financial crisis, our
economy and the economies throughout much of the world are tak-
ing quite a beating. And that is why I think that one of the things
that the Congress and the new President, when he takes office, has
to this put right on the top of the list in a fresh stimulus package.
So that is probably the thing that worries me most right now. I am
mindful of the fact that there are still pressures on the financial
side, but the number one issue for me is the economy.

Mr. CosTA. Thank you.

The CHAIRMAN. I thank the gentleman.

The gentleman from North Dakota, Mr. Pomeroy.

Mr. POMEROY. I thank the Chairman.

Dr. Corrigan, I will continue on with you, if you don’t mind.

You were involved in the aftermath postmortem of long-term cap-
ital, assessing what happened, what the consequences were. It
looks to me like the core of long-term capital’s problems were ex-
traordinary dimensions of leverage that weren’t easily understood
or maybe were impossible to understand until it all fell apart. It
seems to me that we took the long-term capital model and, rather
than take steps to make sure nothing like that could happen again,
it became the modus operandi of doing a lot of business. Credit de-
fault swaps going from $108 billion of notional activity, notional
value in 1998 to $57 trillion in 2008.

Now, you indicate that timing and triggering of events can’t be
anticipated. But then you go through several recurring themes that
have brought about financial collapse—and I agree with that anal-
ysis—the systematic tendency to under-price credit risk and the
failure to monitor the credit risk taken.

Now, with those two things, in my opinion, you don’t go from
$108 billion to $57 trillion in a decade without having probably
each of those factors just screamingly apparent in what is taking
place. What frustrates me is no one was calling—I mean, the regu-
lators weren’t responding, the leaders of Wall Street didn’t seem to
be expressing concern, and now we have this collapse.

You indicate that we don’t want to put the genie of innovation
back in the box, and sometimes there are side effects. Well, it looks
to me like the side effects here is to have credit default swaps and
their unregulated activity and their astonishing growth. And the
questions now, surrounding whether or not there is value behind
them, have a terrible impact on our economy and economies
through the world. Those are more than side effects.

What is the liability position of Goldman Sachs relative to its
presently held positions on credit default swaps?

Dr. CORRIGAN. I can’t give you the exact number. But I know it
is fairly close to flat. In other words, we try very hard to avoid open
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exposures on either side of the market, and that is not always pos-
sible to achieve that. But certainly we monitor those exposures
very, very carefully.

Mr. POMEROY. Mr. Murtagh, what is the UBS position?

Mr. MURTAGH. I don’t have the figure at my fingertips. I'm sorry.

Mr. POMEROY. Does the company know?

Mr. MURTAGH. Yes, we do. It is reported in our third quarter re-
sults. I know that.

Mr. POMEROY. What was the third quarter numbers?

Mr. MURTAGH. I just don’t have the number with me. That is all.

Mr. POMEROY. Was it substantial?

Mr. MURTAGH. I don’t believe so, no.

Mr. POMEROY. Mr. Thompson.

Mr. THOMPSON. Similar to Mr. Murtagh, I don’t have the number
on hand. I believe it is significant, but it is manageable. Much of
it is collateralized. And, when you think about the things that
probably keeps our Chairman up at night, I think he is worried
much more about the things like our exposure to credit cards, to
retail borrowers, to the home mortgage market and to the leverage
loan market.

You know, we recognize that there is risk inherent in the credit
default swap product. We manage it as intelligently as we can. It
is one of a panoply of risks out there. And when you go through
your litany of the various companies that have failed, I think it is
important to note that many of them have had—credit derivatives
have not been a major element of their failure. Other things, which
Dr. Corrigan

Mr. POMEROY. Other than AIG.

Mr. THOMPSON. AIG is the notable example.

Mr. POMEROY. Notable example to the tune of tens of billions of
dollars of taxpayer money.

Mr. THOMPSON. And when I think about what happened to
AIG—and it is part of the reason for my answer before about the
only thing that has a prayer of working is a prudential regulator
who has a holistic view of all of the risk activities of the firm—the
problem with AIG was all of its credit derivatives activities were
conducted in a non-insurance subsidiary which was not subject to
meaningful regulatory oversight.

Mr. POMEROY. Right. Credit default swaps weren’t regulated.

Mr. THOMPSON. It is not that the product wasn’t regulated. It is
that the entity AIG Financial Products was in a regulatory gap and
thus had no meaningful regulatory oversight.

Mr. POMEROY. I think your distinction there is a little ridiculous
in terms of you don’t worry about the products. You worry about
the participants. It is kind of like me not worrying about the insur-
ance policy I have. It is a fine policy. It is just that the company
backing it up has no assets. I mean:

Mr. THOMPSON. No. I think that you need to distinguish between
the product and the entity. J.P.Morgan Chase Bank, which is sub-
ject to prudential regulation by the Fed, has all our CDS activities
scrutinized very, very closely by the Fed. They are in constant con-
tact with us about information, and they have a good picture of our
overall risk profile with respect to our CDS activity.
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Mr. POMEROY. So was the Fed monitoring—you are fairly new
under the Fed, right?

Mr. THOMPSON. No. We have been under the Fed forever.

Mr. POMEROY. Okay. Would they assess then your net position
for credit default swap activity you were engaging in?

Mr. THOMPSON. They look at our credit default swap activities in
a variety of ways. One is—I think what you are getting at is our
net position. In other words, how much are we exposed if GM were
to default, for example. And they scrutinize that very closely. They
also scrutinize very closely the counterparty credit risk which
arises as a consequence of our credit default swap activities.

Mr. POMEROY. Not to interrupt but just to cut to the chase, the
Fed was monitoring your ultimate exposure on credit default swap
activity?

Mr. THOMPSON. Yes.

Mr. POMEROY. Okay. Insurance commissioners weren’t clearly in
the component of the AIG holding company.

Mr. THOMPSON. Insurance commissioners had no jurisdiction.

Mr. POMEROY. And the SEC wasn’t, relative to their entities,
under their regulation that were engaging in this unregulated ac-
tivity.

Mr. THOMPSON. That is my understanding.

Mr. POMEROY. I don’t understand how the SEC could basically be
signing off on reported financial statements of regulated entities
without having the same kind of comprehensive notion that you are
just saying the Fed did relative to your position on credit default
swaps. Do you have a thought about that?

Mr. THOMPSON. I think that is a reasonable question to ask, but
a question not to ask of me.

The CHAIRMAN. The gentleman’s time has expired.

We have found out, a month ago, that your total notational
value, according to your filing with the OCC, is $8 trillion at
J.P.Morgan. And they only justify they have as much shorts as
longs. But from what I know about this, that is not the problem.
The problem is that there might be something in there that looks
fine now that might not be, and that is what has jumped out and
got a lot of people. So, anyway, we have to move on.

In the November 28 issue of the Financial Times, there was a
story in there about how the banks—you guys are setting your in-
terest rates. And there is a provision in there that ties the move-
ment of the interest rates to what happens in the credit default
swap market, in terms of, if somebody starts moving against some-
body and drives up their illiquidity or drives down the price of their
stock, then you reprice their interest based on the movement in
that credit default swap. And according to this article, people were
going in and shorting the company and then making a move
against it where one person would sell a swap to another and then
they would sell it to another and that person would sell it back to
the first person so they didn’t have any exposure, and they bank-
rupted the company and made a bunch of money on this move.
And, I was questioning the SEC doing this, stopping the short sell-
ing. But it clearly looks likely to be a ridiculous situation if you are
stopping it on stock and not stopping it on the CDS situation.
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But getting back to—are you guys doing this? Are you tying the
interest rates to the movement in the CDS market?

Mr. THOMPSON. The question is directed to me?

The CHAIRMAN. You were named, J.P.Morgan, UBS. I think all
of you guys were named as doing this, writing this into your loan.

Mr. THOMPSON. It is my understanding that, in certain parts of
the loan market, pricing is sometimes a function of your borrower’s
CDS spreads, on the theory that that is a much more reliable indi-
cator of the actual credit risk that you are assuming, as opposed
to other tests which have been used in the past, such as your long-
term credit rating by one of the major credit rating agencies. I
don’t think inherently in and of itself there is anything improper
about that.

The second part that you mentioned, where you have a daisy
chain of people selling protection on a prearranged basis in order
to drive those CDS spreads up, presumably so that you would
change the loan pricing, is I believe called market manipulation. It
is illegal under current law, and anybody who does it should be
prosecuted.

The CHAIRMAN. But if the CDS market moves, you can change
the interest rates on it?

Mr. THOMPSON. I don’t know how common a practice that is in
the loan market. I am a derivatives guy. But I do hear of that from
time to time. And if you would like us to report back on how com-
mon a practice this is, we would be delighted to get you that infor-
mation.

The CHAIRMAN. I would like that.

Along that line for you and Dr. Corrigan and Mr. Murtagh, what
percentage of your existing credit default business do you expect
you will take to clearing? Do you have any idea if we get do this
set up.

Dr. CORRIGAN. I would estimate—and, again, let me—I apologize
once more—draw a bit of a distinction here, Mr. Chairman, because
this is a very good question.

In volume terms, the answer to your question is going to be well
up into the 90s. In value terms, it might be somewhat less than
that. And the reason why it might be somewhat less than that is
the point that all of these gentlemen have made before, and that
is there is the incidence of a relatively small number of high-value,
highly complex so-called bespoken trades that just don’t fit into a
nice neat little box that lends themselves to either exchanges or to
CCPs.

So, overall, I would guess the percentage is probably around 90,
with high 90s for the volume of trades, somewhat lower number for
a small number of high-value trades.

Mr. MURTAGH. Mr. Chairman, I don’t have a precise number. I
will say it will depend very much on the eligibility requirements
and some of the issues that were alluded to earlier in terms of the
impact of any European initiatives. It is really very dependent on
how this is all taken forward. We do expect to move a substantial
majority of our trading positions, again by volume, onto a clearing
platform as, and when, it is available. I think it has been suggested
earlier there will be some time lag as we bring these onto the plat-
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form. There are many years of exposure that needs to be brought
along.

Mr. THOMPSON. My answer would be consistent with these gen-
tlemen.

The CHAIRMAN. What about in the future? What do you expect
of your products, going forward, would be able to be cleared? You
know, I mean, one of the things that I worry about, especially with
this idea that you guys have cooked up with ICE, that you are try-
ing to get around something. You know, maybe I am wrong; but I
am suspicious.

And so I am just kind of wondering, going into the future, is that
percentage going to stay the same? Are you still going to be having
the same percentage of these ostensibly complex or structured
products as you have in the past? Is that going to change, or has
the marketplace changed so the appetite for this is not there any-
more?

Do you understand what I am talking about?

Mr. THOMPSON. I do. I don’t anticipate it to change materially
from the answers we have given. I think there is a temporary lull
in the market with respect to highly structured one-off trans-
actions. But I suspect that that will change over time as well and
return to something approximately of what it was in 2006 where,
in terms of the notional amount of outstanding transactions, the
overwhelming percentage are highly standardized and susceptible
to clearing. And there will be some residue that are not.

The CHAIRMAN. If there is more than one clearinghouse created,
how will you make your decision about where to clear these things?
By price or—because you are setting up this—if you get this thing
set up with ICE because you guys are part of that, you will do ev-
erything there or what?

Mr. THOMPSON. I think we would decide which clearinghouse to
use on the totality of relevant factors: price, service, capabilities
they offer, the claim, the liability we might have under the guar-
anty fund. I haven’t thought of an exhaustive list, but we would try
to presumably take everything into account and make the best de-
cision for the firm overall.

Mr. MURTAGH. Clearly, there is going to need to be an identity
of who your counterparty is, that they also clear on the exchange.
And then to the point we made earlier in terms of the eligibility
of the contract. But other than getting those basic points nailed
down, I think ultimately after that it will be a variety of other fac-
tors in terms of ease and whoever provides the best service ulti-
mately.

Dr. CORRIGAN. I would hope that most of us would base our deci-
sions to a very, very important extent on the robustness as we
judge it of the financial infrastructure associated with the clearing-
house. It is the whole set of arrangements, margins, maintenance
margins, guaranteed funds, quality of stress tests. For me at least,
having comfort on that infrastructure would be more important
than a nickel a trade or something like that.

The CHAIRMAN. Thank you.

The gentleman from Pennsylvania, Mr. Holden.

Mr. HOLDEN. Thank you, Mr. Chairman.
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I have two questions for Mr. Pickel. Mr. Pickel, please tell us
about your experience in conducting CDS auctions; and does ISDA
run all of the auctions itself?

Mr. PIicKEL. The auctions are not run by ISDA. We have con-
tracted with two organizations, one called Markit, which is a data
provider for the CDS business, the other called Creditex, which is
an electronic platform, another service provider, which was ac-
quired over the summer by ICE. So it is a subsidiary now of ICE.
So they are the ones who, on the day of the auction, will actually
collect the information from the marketplace and calculate the final
price based on a very wide indication of interest from market par-
ticipants, both dealers and customers of the dealers who engage in
the auction itself.

Mr. HOLDEN. And how much data have you been able to collect
regarding recovery rate for CDS reference entities that have de-
faulted?

Mr. PickeL. Well, we don’t have the data regarding the recovery
rates. That is published in, recently, DTCC in both the Lehman sit-
uation, I believe, and the Washington Mutual situation, published
information about the amount of payments that were settled on
the—that were made on the settlement date for the particular
name. And that was information that is available from DTCC.

Mr. HOLDEN. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Apparently, this DTCC had been told that this data could be
downloaded to either the CME or the Eurex. Is that true, that it
could be downloaded?

Mr. PIcKEL. Well, this information—the information that is made
publicly available on the website regarding outstanding volumes for
the vast majority of names traded in the market is publicly avail-
able information, and I think could be downloaded.

Separately I think for purposes of clearing the

The CHAIRMAN. That wasn’t what I was getting at. The sugges-
tion had been made that we should take all this stuff and just do
a hypothetical—just have it downloaded to CME or to Eurex. No-
body would have to declare anything. Just put it on there and see
what we would get. What do you think about that idea?

Mr. PickEL. I don’t know exactly how that would work. But,
again, the information is out there. I suspect that people at the
CME and Eurex are probably looking at how they can crunch that
information, use that information to

The CHAIRMAN. Well, it would be for us or for some policymakers
to see what the potential exposure is. By putting all of this—and
I am talking about everything. Just dumping the whole data into
their computers and trying to figure out the risk and just see
where we are at.

Because that is the question that everybody has, is what is out
there that we don’t know and how big is it? Is it part of what is
freezing up the credit market? I don’t know if this is a good idea
or not. But it came up someplace that this would be, on an artifi-
cial basis, you would put it on there and see what it generates. But
I don’t know how you would price it.

Mr. PicKEL. I am not sure that the information that is on the
website would be
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The CHAIRMAN. I am not talking—everything that you have on
the DTCC, which should be all of these trades, even the ones that
are not cleared. So I am not putting everything on it. Not just the
stuff that is public.

Mr. MURTAGH. I think the suggestion may be to take the data
and just drop it into the risk models and run the models and see
what sort of marginal requirements currency it would actually
produce.

Mr. THOMPSON. We would be supportive of that.

Dr. CORRIGAN. I think that, to some extent, this has already been
done. I am not familiar with the details, but I know I have read
reports that suggest, for example, that ex-post, after the fact, pre-
cisely that kind of thing was done in great detail with regard to
trying to simulate the Lehman failure, for example, and to see how
that would actually have played out had it occurred real-time, and
if I—I may be wrong about that. I know I am right. I am not just
not sure I have the facts right. But, hell, that never stops me. I
know that people have done those ex-post simulations. I just can’t
give you the chapter and verse.

The CHAIRMAN. Theoretically, this could be done.

Dr. CoRRIGAN. I will find out and let your staff know, Mr. Chair-
man.

The CHAIRMAN. That was something that came up in some dis-
cussion we were having. I just thought I would ask you guys about

it.

Anybody have anything else? I guess we have dragged this on
long enough.

Well, thank you all very much for being with us today. You have
been very generous with your time and answers. We appreciate it.
We are trying to learn as much as we can about all of this stuff,
and I am sure we will be having more discussions in the future.
So thank you all for being with us.

And, with that, the Committee stands adjourned until the call of
the chair.

[Whereupon, at 4:43 p.m., the Committee was adjourned.]

[Material submitted for inclusion in the record follows:]
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SUBMITTED STATEMENT OF HON. BART STUPAK, A REPRESENTATIVE IN CONGRESS
FrOM MICHIGAN

I want to commend Chairman Peterson and the Committee on Agriculture for this
recent series of hearings to assess whether loopholes in the Commodity Exchange
Act have permitted the credit default swaps market to, in the words of Warren Buf-
fet, become a “financial weapon of mass destruction” against our economy.

Credit default swaps are supposed to insure against the decline in the value of
debt instruments such as mortgages. However, unlike traditional debt insurance,
there is no regulator who requires that the underwriter have the money to pay up
on the insurance policies they write.

It is estimated that the credit default swaps market has skyrocketed to at least
$57 trillion, which is nearly ten times the size of the underlying debt obligations
that these swaps ostensibly insure. That means 90% of the credit default swaps are
simply bets by entities that have no underlying insured interest—such as a mort-
gage that they hold and want insurance against the borrower’s inability to repay
the loan.

Credit default swaps are naked insurance contracts, and are no different than a
gambling ticket—whereby a party puts a small amount down for a large potential
payoff tied to a specific event.

Gambling like this creates perverse incentives and Congress should examine
whether these instruments should be outlawed in the future.

For example, major investment banks, such as Goldman Sachs, reportedly took
huge bets on the decline of the mortgage securities they were simultaneously mar-
keting to their clients.

University of Texas Professor Henry Hu has questioned whether bankruptcy
creditors who also hold credit default swaps would be incentivized to force a com-
pany out of business rather an allow them to successfully reorganize—to the det-
riment of other creditors and employees. Financial contracts that create the incentive
to bring about loss beg to be regulated by insurance regulators.

The 2000 amendments to the Commodity Exchange Act provided “legal certainty”
that swaps would not be subject to regulation. This enabled a massive dark market
in commodity swaps to flourish. The unregulated commodity swaps market now
dwarfs the size of trading on regulated commodity futures exchanges. In addition,
the CFTC has allowed swaps dealers to be exempted from rules which prevent ex-
cessive speculation when they take positions in futures markets. These loopholes
when combined with a massive inflow of capital contributed to an oil price bubble
which, at its peak, reached $147/barrel in July. Then over the past 5 months, as
investment banks and insurers were forced to liquidate, bets on commodities were
unwound. Coupled with plunging economic activity, oil prices have fallen over $100
per barrel to $42 per barrel today—a 71% drop in a matter of 5 months. Changes
in supply and demand by themselves do not explain this volatility in oil or other
energy commodity prices.

This volatility has inflicted severe damage to the economy. Airlines that sought
to hedge rising jet fuel prices last summer when investment banks predicted $200/
barrel oil, now face hundreds of millions in losses because they are obligated to buy
fuel far above today’s market price. Ethanol producers who sought to protect them-
selves against skyrocketing corn prices watched a bushel of corn drop by half in a
matter of months, and now face collateral calls that have forced some into bank-
ruptcy. How can automakers gear up to meet demand for fuel efficient cars that are
competitive at $4.00 per gallon when prices dramatically plummet to $1.75 per gal-
lon in a matter of months?

Reasonable regulation is needed to ensure commodity prices reflect the underlying
supply and demand, and that credit default swaps are either regulated or elimi-
nated. We respectfully ask that the following questions be addressed in the course
of your hearings:

e The Federal Reserve has proposed centralized clearing of trading in credit de-
fault swaps. Is centralized clearing sufficient to ensure these instruments can-
not create a systemic risk to financial system?

e Should credit defaults swaps be regulated as an insurance product so that those
selling the product have enough money to pay claims? If so, should credit de-
fault swaps be subject to state insurance regulations, or should there be a Fed-
eral regulator?

e Should the same regulator which oversees trading and clearing of swaps trans-
actions also serve as the insurance regulator? Or should there be separate regu-
lators?
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e Should credit default swaps be deemed an unlawful if there is no underlying
insurable risk held by the owner of the swap?

e Given the availability of traditional bond insurance, why shouldn’t credit de-
fau}l;c s;vaps be deemed contrary to the well being of society and outlawed alto-
gether?

e To what extent are the incentives to reorganize companies in bankruptcy under-
mined by creditors who can profit more through credit default swaps holdings
than through a successful restructuring which might permit continued oper-
ations and repayment of creditors? Should financial contracts that create the in-
centive to bring about loss beg to be regulated by insurance regulators?

e Should the Administration work to reach agreement with the G20 countries on
a common basis for regulation, or is a supranational regulator needed to mon-
itor and protect against systemic risk?

e Should swaps exemptions in the CEA be eliminated? Should preemption of state
bucketing and gaming laws be removed from the CEA? Should the concept of
exempt and excluded commodities be eliminated from the CEA? Should foreign
boards of trade operating in the U.S. be subject to U.S. regulation?

We look forward to working with you as you consider reforms to the Commodity
Exchange Act. Please contact me at [Redacted] if you have any questions.

SUBMITTED STATEMENT OF CITIGROUP INC.

Citigroup Inc. welcomes this opportunity to submit written testimony regarding
the role of credit derivatives in the U.S. economy.

The Credit Derivatives Market

CDS are the most common type of credit derivative traded in the market today.
Although CDS are a relatively recent financial innovation, they have become the
most important tool available to market participants for managing and trading cred-
it risk. Unlike cash instruments, such as bonds and loans whose values are also in-
fluenced by factors other than credit risk, such as interest rate movements, CDS
allow market participants to purchase and trade “pure” credit risk.

In addition, CDS enable market participants to hedge credit exposures to indi-
vidual companies, industry or geographic sectors, or several companies at the same
time. The versatility of CDS has led to the development of a liquid CDS market,
providing market participants with access to an efficiently priced measure of the fi-
nancial condition of reference entities.

As a result, CDS have quickly become important and widely used instruments in
the financial markets. The ability of companies to issue securities or obtain loans
at attractive pricing levels is significantly enhanced by the CDS market due to the
ability of investors and lenders to hedge their resulting credit exposures through the
purchase of CDS protection. Further, CDS enable banks to hedge the credit risks
inherent in corporate financings that are essential to economic growth, and, in turn,
reduce the cost of funds for borrowers. CDS also free up additional credit capacity,
which enables banks to expand credit facilities available to their corporate clients.
In addition, many market participants use CDS pricing to provide a more accurate
valuation of credit risk than would otherwise be possible by looking solely to less
liquid cash markets. We have seen the CDS market for corporate issuers continue
to perform this important function very effectively during the current crisis at a
time when related credit markets had become illiquid.

The Performance of CDS in the Current Market

The corporate CDS market, as a whole, has performed well and provided much
needed liquidity throughout the current market turmoil. The bond markets, by com-
parison, have become increasingly illiquid as investors have either hoarded cash or
lost the ability to access financing. The strength and resiliency of the corporate CDS
market has been demonstrated over the last few months as multiple entities ref-
erenced under large numbers of CDS contracts failed, including Lehman Brothers,
Fannie Mae, Freddie Mac, Washington Mutual, and several significant Icelandic fi-
nancial institutions. Despite these defaults, the CDS market has continued to per-
form well and has remained liquid. CDS trades that referenced the defaulting com-
panies were settled in an orderly manner and in accordance with CDS participants’
expectations. Although the significant size of the notional amounts of the CDS con-
tracts referencing these entities was often reported in the media and cited as a dan-
ger to the stability of the markets, the settlement of obligations due under such
CDS contracts went smoothly, in part, due to standard market conventions pursu-
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ant to which sellers of credit protection collateralize their commitments to buyers
of credit protection as the credit of reference entities deteriorates. The effective oper-
ation of these markets was also benefited by the use of a voluntary auction settle-
ment process that facilitates an orderly settlement of trades based on a single mar-
ket-determined settlement price.

The segment of the CDS market that experienced large losses and the greatest
difficulties involved CDS related to asset backed securities linked to the subprime
real estate market. Although the asset backed CDS market is a relatively small seg-
ment of the overall CDS market, large leveraged exposures in this segment mag-
nified losses in the subprime real estate market. The root causes of the problems
experienced with this segment of the CDS market arose from a number of sources,
including primarily: the failure of sellers of credit protection, most notably monoline
insurance companies, to collateralize their commitments as is customary in the cor-
porate CDS market; an historic collapse in housing prices accompanied by soaring
rates of mortgage delinquency and default; and a market-wide failure to appreciate
the scope of the risk represented by exposure to the subprime real estate sector.

It also should be acknowledged that the fast-paced growth in the CDS market has
presented significant operational challenges for major market participants. Numer-
ous initiatives by the private sector in coordination with the official sector have con-
tributed successfully to addressing these issues. One of the most important of these
that is near completion is the creation of a central counterparty to clear CDS trans-
actions.

Creation of Central Counterparty for CDS and Other Infrastructure Issues

Citigroup supports the creation of a clearinghouse to act as the central
counterparty to CDS transactions. Citigroup has been an active participant in devel-
oping a central clearinghouse solution since the initiative to establish a clearing-
house for CDS was first launched in early 2007. Having a central counterparty will
significantly reduce the scope of credit risks, capital inefficiencies and operational
challenges that are currently associated with CDS trading, and will enable regu-
lators to better monitor trends in CDS, including the positions of market partici-
pants, and provide access to aggregate end-of-day pricing for market participants.

Citigroup believes that clearinghouse and settlement services should be open to
numerous trading venues in order to encourage competition in execution services,
provide all market participants with more choice and lower execution fees, and spur
innovation in a regulated environment. This year has seen the beginning of this
process as several electronic trading venues were launched. Each provides auditable
trading capabilities to enhance transparency and each offers effective straight-
through-processing solutions to increase operational efficiency. The central clearing-
house will also help provide additional market data beyond the significant amount
of data currently published weekly by the Depository Trust & Clearing Corporation
on the most commonly traded corporate reference entities.

In addition to the development of a central counterparty for CDS, Citigroup con-
tinues to support the numerous initiatives among both industry representatives and
regulatory agencies from across the globe that are currently underway to build a
more efficient operational infrastructure for the over-the-counter CDS market. Such
initiatives, which began in 2005, include improvements to the back-office processes
for credit derivatives and other products, increased use of electronic processing and
faster confirmation of trades, greater use of central repositories, faster trade con-
firmation, efforts to eliminate redundant trades that cause capital inefficiencies and
increase operational risk, and the hardwiring of an auction settlement process into
standard CDS transactions.

The Regulation of CDS

As a bank holding company, Citigroup is subject to comprehensive regulation by
Federal banking regulators with respect to all of its activities, including its CDS ac-
tivities, as well as to the SEC’s anti-fraud and anti-manipulation authorities. None-
theless, to the extent there are gaps in oversight of the CDS market, Citigroup is
receptive to carefully tailored Federal regulation that addressees such gaps, while
preserving the ability of the CDS market to continue to evolve and provide the con-
siderable benefits that this market currently provides to all segments of the U.S.
economy. In particular, Citigroup believes that any additional regulation of CDS
should adhere to the following principles:

Consolidated Oversight. Citigroup strongly believes that oversight of both over-
the-counter and centrally-cleared CDS should be consolidated in a single Federal
regulator that has the resources and authorities necessary to address systemic risk.
Consolidation of regulatory oversight of the CDS market can help prevent gaps in
oversight, duplication, inconsistency, and ambiguity as to the jurisdiction of one reg-
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ulator over another. Unfortunately, both the industry and the regulatory community
are dealing with these issues today as a result of the fragmented nature of our cur-
rent regulatory structure. Accordingly, in the near-term, we believe it is imperative
that regulators coordinate with one another in overseeing the CDS market. In this
regard, Citigroup believes the execution of the Memorandum of Understanding be-
tween the Federal Reserve Board, the CFTC, and the SEC is a helpful interim
measure. In addition, we believe it is imperative that any action taken in the U.S.
is coordinated with actions taken in other jurisdictions, particularly the EU, as they
seek to address the CDS market.

Enhanced Information to Regulators. Citigroup supports measures that would pro-
vide regulators enhanced access to information regarding the CDS market. In this
regard, we believe the formation of a central clearinghouse will provide an impor-
tant tool and centralized source for regulators to obtain enhanced information on
pricing, on significant position concentrations of central clearinghouse participants,
and on trends within the CDS market more broadly. In addition, Citigroup also sup-
ports measures to allow regulators to obtain information from systemically signifi-
cant market participants regarding their CDS activity. Such reporting requirements
must be coordinated among regulators both within the U.S. and internationally to
prevent duplicative or inconsistent information requests; information sharing ar-
rangements among regulators can mitigate occurrences of such requests, while sig-
nificantly benefiting the ability of regulators to obtain information regarding CDS
market participants.

Maintain Benefits of CDS. Citigroup believes it is necessary that any regulation
preserve the considerable benefits that the CDS market currently provides to all
segments of the U.S. economy. In particular, we believe that a central clearinghouse
should supplement, rather than replace, over-the-counter bilateral CDS trading
venues. Regulation mandating submission of all CDS transactions to a central clear-
inghouse would have a detrimental impact on the CDS market by preventing mar-
ket participants from entering into tailored contracts designed to achieve specific
risk management or investment objectives or developing new products that lack the
degree of standardization and product maturity necessary to facilitate clearing.
Mandated submission would stifle innovation in the CDS market, limiting the abil-
ity of both the industry and regulators to continue to improve the CDS market, and
significantly reducing the benefits of the CDS market described earlier. Similar con-
cerns would be presented by any mandate that CDS be limited to exchange trading.
This view is in line with those expressed by the President’s Working Group in No-
vember, which recognized that market participants must have the flexibility to enter
into customized bilateral contracts as circumstances and risk management objec-
tives warrant.

Conclusion

Despite the fact that CDS are a relatively recent financial innovation, they have
rapidly become an important tool for mitigating and transferring credit risk, and,
as such, have provided significant benefits to banks, borrowers, investors and the
U.S. economy as a whole. Recognizing the importance of CDS, Citigroup will con-
tinue to support efforts to address the risks and further improve the efficiencies and
operational infrastructure of the CDS market, and we look forward to working with
Congress and regulators on initiatives to improve oversight of CDS, while maintain-
ing the significant benefits the CDS market currently provides.

SUPPLEMENTAL MATERIAL SUBMITTED BY BRYAN M. MURTAGH, J.D., MANAGING
DIRECTOR, FIXED INCOME TRANSACTION RISK MANAGEMENT, UBS SECURITIES LLC

December 16, 2008

Hon. CoLLIN C. PETERSON,
Chairman,

Committee on Agriculture,
Washington, D.C.

Dear Chairman Peterson:

Thank you for the opportunity to testify as part of your Committee’s review of the
rﬁle of credit derivatives in the economy and the regulatory framework that governs
them.

During the course of last week’s hearing, I was asked two questions by Members
of your Committee Mr. Costa of California and Mr. Pomeroy of North Dakota for
which I did not have an answer readily available. Below are my responses to both
of these questions:
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Congressman COSTA. “How much ownership interest would you have in an ICE
Trust being proposed?”

UBS will receive 6.31% of the Class B units (i.e., its current percentage interest
in The Clearing Corporation). Based on the profit participation of the Class B units,
UBS would receive 3.1575% of the ICS Trust’s net profits. The Class B units have
limited voting rights relating to certain dilutive actions or affiliated transactions. In
addition, the Class B units participate in the selection of the ICS Trust’s Risk Com-
mittee, which performs an advisory role to ICE Trust’ management.

Congressman POMEROY. “What is the liability position of UBS relative to its
presently held positions on credit default swaps?”

On November 4, 2008, UBS published its third quarter results. On page 63 of this
report (attached), we include a table outlining information relating to credit deriva-
tive contracts, which includes credit default swaps. As described in that table, the
aggregate notional amount of UBS’ credit derivative contracts as of September 30,
2008 was 4,574 billion SFr ($4,084 billion). The net replacement value of these credit
derivative contracts as of that date was 5.0 billion SFr ($4.4 billion), which reflected
positive replacement value (i.e., amounts owed to UBS) of 149 billion SFr ($133 bil-
lion) and negative replacement value (i.e., amounts owed by UBS) of 144 billion SFr
($129 billion). The table includes similar information for as of June 30, 2008 and
December 31, 2007.

Mr. Chairman, we thank you again for the opportunity to testify before your Com-
mittee.

Should you or other Members of the Committee require any additional informa-
tion as you continue your review of credit derivatives, please do not hesitate to con-
tact me.

Sincerely,

L

RYAN M. MURTAGH.

CC:

Hon. BOB GOODLATTE,
Ranking Minority Member;
Hon. Jim COSTA;

Hon. EARL POMEROY.
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Capital management, balance sheet,
liquidity & off-balance sheet
4 November 2008

Off-balance sheet

In the normal course of business, UBS enters into arrange-
ments that, under International Financial Reporting Stan-
dards, lead to either de-recognition of financial assets and
liabilities for which UBS has transferred substantially all risks
and rewards or the non-recognition of financial assets (and
liabilities) received for which UBS has not assumed the re-
lated risks and rewards. UBS recognizes these types of ar-
rangements on the balance sheet to the extent of its involve-
ment, which, for example, may be in the form of derivatives,
guarantees, financing commitments or servicing rights.
When UBS, through these arrangements, incurs an obliga-
tion or becomes entitled to an asset, it recognizes them on
the balance sheet, with the resulting loss or gain recorded in
the income statement. It should be noted that in many in-
stances, the amount recognized on the balance sheet does
not represent the full gain or loss potential inherent in such
arrangements. Generally, these arrangements either meet
the financial needs of customers or offer investment oppor-
tunities through entities that are not controlled by UBS. Off-
balance sheet arrangements include purchased and retained
interests, derivatives and other involvements in non-consoli-
dated entities and structures. UBS has originated such struc-
tures and has acquired interests in structures set up by third
parties.

The following paragraphs discuss several distinct areas of
off-balance sheet arrangements. Note 11 to the financial
statements of this report discusses committed amounts of
undrawn irrevocable credit facilities, credit guarantees, per-
formance guarantees, documentary credits and similar in-
struments, as well as commitments to acquire auction rate
securities from clients.

Potential support to non-consolidated investment funds
is discussed in the “Risk management and control” section
of this report.

Liquidity facilities and guarantees

At the end of third quarter 2008, UBS had no significant
exposure through liquidity facilities and guarantees to struc-
tured investment vehicles, conduits and other types of special
purpose entities (SPEs). Losses resulting from such obliga-
tions were not significant in the first nine months of 2008.

62

Non-consolidated securitization vehicles and
collateralized debt obligations

UBS sponsored the creation of SPEs that facilitate the securi-
tization of acquired residential and commercial mortgage
loans, other financial assets and related securities. UBS also
securitized customers’ debt obligations in transactions that
involve SPEs which issue collateralized debt obligations. A
typical securitization transaction of this kind involves the
transfer of assets into a trust or corporation in return for
beneficial interests in the form of securities. Generally, UBS
intended to sell the beneficial interests to third parties short-
ly after securitization but beginning in the second half of
2007, certain retained interests could not be sold due to il-
liquid markets for certain instruments linked to the US mort-
gage market. The volume and size of new securitization
structures originated by UBS significantly declined in 2008.

In October 2008, UBS announced the repositioning of its
fixed income, currencies and commodities (FICC) business
around client servicing and facilitation. The repositioning in-
cludes a substantial downsizing of the real estate, securitiza-
tion, and proprietary trading activities. Please also refer to
pages 6 to 8 of this report which describes the expected sale
of financial assets to a fund controlled by the Swiss National
Bank. Both measures will significantly reduce UBS's relation-
ships to non-consolidated securitization vehicles and CDOs
in the future.

Consolidation of securitization vehicles and CDOs

UBS continually evaluates whether triggering events require
the reconsideration of the consolidation conclusions made
at the inception of its involvement with securitization vehi-
cles and CDOs. Triggering events generally include items
such as major restructurings, the vesting of potential rights
and the acquisition, disposition or expiration of interests. In
these instances, SPEs may be consolidated or de-consolidat-
ed as the conditions have changed. Starting in December
2007, due to adverse market conditions, various non-consol-
idated CDOs in which UBS held a majority stake in super
senior securities were declared to have breached default pro-
visions pursuant to the entities’ governing documents. In
these instances, various contingent decision-making rights
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became immediately vested in the super senior class holders.
UBS determined that, in certain instances, the rights arising
from such events caused it to be in control of these entities
and therefore consolidated the affected entities. The con-
solidation had no material incremental impact on UBS's in-
come statement and balance sheet.

On 20 May 2008, UBS sold a portfolio of USD 15 billion
of US residential mortgage-backed securities (RMBSs) to
the RMBS Opportunities Master Fund, LP, a fund managed
by BlackRock, Inc. The fund was financed with approxi-
mately USD 3.75 billion of equity from third party investors
and an amortizing USD 11.25 billion loan collateralized by
the fund’s assets provided by UBS. Since inception, the fund
has amortized the loan through monthly payments in line
with original expectations. UBS does not consolidate the
fund because it concluded that the equity investors con-
tinue to receive the majority of the fund’s risks and rewards.
UBS would reassess the fund’s consolidation status if loan

Derivative instruments

amortization would significantly fall behind schedule or the
performance of the underlying portfolio deteriorated to
such an extent that UBS would not fully recover the loan
made to the fund.

Risks resulting from non-consolidated securitization vehicles
and CDOs

The “Risk management and control” section of this report
provides a detailed disclosure of UBS’s main risk concentra-
tions, including risks associated with UBS’s involvement in
consolidated and non-consolidated US mortgage securitiza-
tion vehicles and CDOs. If future consolidation of additional
securitization vehicles is required by accounting standards,
UBS does not expect this to have a significant impact on its
risk exposure, capital, financial position or results of opera-
tions. Positions with significant impact on the income state-
ment are disclosed in Note 3 to the financial statements of
this report.

30.9.08 30.6.08 31.12.07
Notional Notional Notional
Replacement values  values  Replacement values  values  Replacement values  values

CHF billion Positive Negative Positive  Negative Positive  Negative
Interest rate contracts o 175 38855 174 177 36825 164 162 33466
Credit derivative contracts 149 144 4,574 127 129 4,627 105 106 5,361
Forin e concs T m e w s e e
Equity/index contracts 50 59 884 40 52 1,090 40 55 848
Precious metals contracts 6 6 213 6 6 159 6 7 147
Corﬁmddny éon‘traéts‘, eic\udlng.prétlﬁus.mété\s contracts U 20 e69 38 38 g9 141 ass
Total 5642 574> 53,618 4952 504° 51,396 428? 4443 48,028

1 Replacement values based on IFRS netting. Refer to Note 23 to UBS's financial statements 2007 for details.

2The impact of netting agreements by the Swiss Federal Banking Commission (SF8C) for

capital adequacy is to reduce positive replacement values to CHF 174 billion on 30 September 2008, CHF 154 billion on 30 June 2008 and CHF 136 billion on 31 December 2007. 3 The impact
of netting agreements by the SFBC for capital adequacy is to reduce negative replacement values to CHF 184 billion on 30 September 2008, CHF 163 billion on 30 June 2008 and CHF 151 billion on

31 December 2007.
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