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(1) 

BUILDING THE NEW DERIVATIVES REGU-
LATORY FRAMEWORK: OVERSIGHT OF 
TITLE VII OF THE DODD–FRANK ACT 

TUESDAY, APRIL 12, 2011 

U.S. SENATE, 
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS, 

Washington, DC. 
The Committee met at 2:45 p.m., in room SD–538, Dirksen Sen-

ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 

Chairman JOHNSON. I would like to call this hearing to order. 
Due to the length of this afternoon’s hearing, we will limit opening 
statements today to myself and Ranking Member Shelby, and I 
would ask the other Members of the Committee to please submit 
their opening statements for the record. 

Today we will review the implementation of the new regulatory 
framework for the OTC derivatives market required by the Dodd- 
Frank Act. This is our Committee’s first oversight hearing on this 
issue since the passage of Dodd-Frank. While I know there are 
many other issues that Senators may like to raise with the regu-
lators before us today, we should focus our questions on the subject 
of this hearing. 

The Dodd-Frank Act brings needed transparency and account-
ability to our derivatives market and addresses problems that 
greatly exacerbated the 2008 financial crisis. I commend all of the 
regulators here today and their staffs for their extraordinary work 
and long hours they have dedicated to these important reforms. 

Putting in a new framework to regulate the vast $600 trillion 
swaps market in this age of instantaneous global capital movement 
is an enormously complicated task that demands close cooperation 
with international regulators. We must create new rules of the 
road to ensure that our financial markets remain the envy of the 
world. Our regulators should follow congressional intent to craft 
rules that are based on relevant data that reflect the unique struc-
ture of the swaps market while avoiding rulemaking for political 
expediency, and ask Chairman Gensler and Chairman Schapiro 
and all our regulators to work carefully to do what is necessary to 
get this right. 

This effort will require strong coordination both within and 
among regulators to review the full set of final rules in a holistic 
way before they are finalized. The regulators must also integrate 
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meaningful public input into this review. I urge our regulators to 
work together to craft a streamlined, harmonized set of workable 
rules that protect the ability to hedge risks in a cost-effective man-
ner and minimize unintended consequences that could send Amer-
ican jobs overseas. 

With that, I turn to Senator Shelby. 

STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator SHELBY. Thank you, Mr. Chairman. 
Today the Committee will examine the implementation of the 

Dodd-Frank Act’s new derivatives regulatory scheme. There is par-
ticular need for oversight in this area because Dodd-Frank has 
needlessly, I believe, created widespread uncertainty about the reg-
ulation of derivatives and threatens to impose huge costs on Main 
Street businesses as well as on our overall economy. 

The irony is that the proponents of Dodd-Frank told us that the 
new law would bring certainty to the market and stimulate eco-
nomic growth. Instead, Dodd-Frank has set in motion a massive 
regulatory rulemaking process that is on an unrealistic timetable. 
Predictably, the result has been regulatory confusion and market 
uncertainty. 

Regulators are hastily proposing rules to meet the extremely 
short deadlines without fully considering either their economic im-
pact or how they interact with the rules proposed by other regu-
lators. Meanwhile, market participants are scrambling to under-
stand how the numerous and complicated rules will impact their 
businesses. In fact, they have filed thousands of comments on the 
proposed rules. 

The comments reveal the gravity of their concerns as well as 
their confusion about how the rules will work in practice. This 
process is a direct result of the poorly conceived regulatory struc-
ture created by the Dodd-Frank legislation. Although numerous 
studies have recommended consolidating our financial regulators, 
Dodd-Frank actually dispersed authority for derivatives regulation. 
Unfortunately, the danger of having multiple regulators involved is 
a process marked by disorder and confusion. 

For example, although regulators have proposed numerous new 
rules for derivatives, the CFTC and the SEC have still not pro-
posed rules that clarify the definition of a swap. This omission 
alone has had serious ramifications for our markets and the imple-
mentation process. After all, if regulators do not know what the 
definition of a swap is, how can they finalize their own rules gov-
erning swap dealers or major swap participants since it is unclear 
exactly who is covered by these rules? And if market participants 
do not know if they will be classified as a swap dealer or a major 
swap participant, how can they be expected to know when to sub-
mit comments? 

This is just one example of how Dodd-Frank has created a con-
fused derivatives rulemaking process that is not proceeding in a 
logical order and creates significant uncertainty in our markets. 

The regulatory process is further hampered by the fact that the 
Dodd-Frank Act was so poorly drafted. Here is just one example, 
a simple example that illustrates my point. 
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One of the first Dodd-Frank rules promulgated by the CFTC was 
an interim final rule for ‘‘reporting pre-enactment swap trans-
actions.’’ The stated purpose of the rule is to reconcile two con-
flicted Dodd-Frank provisions: Sections 723 and 729. 

The CFTC rule proposal specifically states, and I will quote, ‘‘The 
inconsistencies between these two reporting provisions must be rec-
onciled in order to eliminate uncertainty with respect to the actual 
reporting requirements for pre-enactment swaps.’’ In other words, 
our regulators have been forced to undertake additional rule-
making in an effort to correct the inconsistencies and errors in the 
Dodd-Frank Act. And although I am not sure how rules can alter 
statutory requirements, it is clear that Dodd-Frank has some fun-
damental flaws and should be revisited. 

Today I look forward to hearing how the regulators plan to im-
prove this broken regulatory process, particularly how they will 
consider and incorporate comments from the public. 

Make no mistake. The unprecedented scale and scope of agency 
rulemakings mandated by the Dodd-Frank derivatives title make it 
impossible for regulators to engage in deliberative and rational 
rulemaking and still meet the unrealistic deadlines imposed by the 
act. 

I am also concerned that the regulators are not fully considering 
the costs and benefits of the rules and the effect that these rules 
could have on our markets and job creation in the country. 

As the American economy continues to struggle, this may be the 
most important facet of the current regulatory process. I think it 
must not be overlooked. 

Thank you, Mr. Chairman. 
Chairman JOHNSON. I would like to welcome and introduce the 

witnesses on our first panel: 
The Honorable Mary Schapiro is Chairman of the U.S. Securities 

and Exchange Commission. Previously, she was CEO of FINRA. 
Ms. Schapiro also served as Commissioner of the SEC from 1988 
to 1994 and Chairman of the Commodity Futures Trading Commis-
sion from 1994 to 1996. 

The Honorable Gary Gensler is Chairman of the Commodity Fu-
tures Trading Commission. Mr. Gensler previously served in the 
Treasury Department as Under Secretary of Domestic Finance and 
Assistant Secretary of Financial Markets. He also served as senior 
adviser to Chairman Paul Sarbanes. 

Daniel Tarullo is a member of the Federal Reserve Board of Gov-
ernors. Prior to his appointment to the Board, Mr. Tarullo was a 
professor at the Georgetown University Law Center. He served as 
Assistant Secretary of State for Economic and Business Affairs as 
well as Deputy Assistant to the President for Economic Policy and 
Assistant to the President for International Economic Policy in the 
Clinton administration. 

Mary Miller is Assistant Secretary for Financial Markets in the 
Department of the Treasury. In that role she advises the Treasury 
Secretary on a variety of issues relative to domestic finance, finan-
cial markets, and other important policy matters. Previously, Ms. 
Miller worked as director of the Fixed Income Division for the T. 
Rowe Price Group and served as a research associate for the Urban 
Institute. 
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Chairman Schapiro, you may proceed. 

STATEMENT OF MARY L. SCHAPIRO, CHAIRMAN, SECURITIES 
AND EXCHANGE COMMISSION 

Ms. SCHAPIRO. Good afternoon, Chairman Johnson, Ranking 
Member Shelby, and Members of the Committee. Thank you for in-
viting me to testify today on behalf of the Securities and Exchange 
Commission regarding the implementation of Title VII and Title 
VIII of the Dodd-Frank Act regarding a regulatory framework for 
derivatives. It is a pleasure to appear with my colleagues Chair-
man Gensler, Governor Tarullo, and Assistant Secretary Miller. 

As you know, Title VII and VIII are intended to bring greater 
oversight and transparency to the derivatives markets and to pay-
ment, clearing, and settlement systems and activities and, with 
that, to increase the stability of our financial markets. 

While implementing these provisions is a complex and chal-
lenging undertaking, particularly in light of our other regulatory 
responsibilities, we recognize the importance of this task, and we 
are very committed to getting it right. 

These rules are intended, among other things, to reduce 
counterparty risk by bringing transparency and centralized clear-
ing to security-based swaps, reduce systemic risk, protect investors 
by increasing disclosure, and establish a regulatory framework that 
allows OTC derivatives markets to continue to develop in a trans-
parent, efficient, accessible, and competitive manner. 

Since passage of the legislation, we have been very engaged in 
an open and transparent implementation process, seeking input on 
the various rules from interested parties even before issuing formal 
rule proposals. 

Our staff has sought meetings with a broad cross-section of inter-
ested parties. We joined with the CFTC to hold public roundtables 
and hearings, and we have been meeting regularly with other fi-
nancial regulators to ensure consistent and comparable definitions 
and requirements across the rulemaking landscape. 

To date, the SEC already has proposed a number of security- 
based swap-related rules. Among them are rules that would ad-
dress potential conflicts of interest at security-based swap clearing 
agencies, security-based swap execution facilities, and exchanges 
that trade security-based swaps; rules that would specify who must 
report security-based swap transactions, what information must be 
reported, and where and when it must be reported; rules that 
would require security-based swap data repositories to register 
with the SEC; rules that would define security-based swap execu-
tion facilities and establish requirements for their registration and 
ongoing operations; rules that would specify information that clear-
ing agencies would provide to the SEC in order for us to determine 
if the swaps must be cleared and specify the steps that end users 
must follow to rely on the exemption from clearing requirements; 
and rules that establish standards for the operation and govern-
ance of clearing agencies. In addition, with the CFTC, we have pro-
posed rules regarding the definitions of several of the key terms 
within the Dodd-Frank Act. 

Our staff also is working closely with the Federal Reserve Board 
and the CFTC to develop a common framework for supervising fi-
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nancial market utilities, such as clearing agencies, which are des-
ignated by the Financial Stability Oversight Council as system-
ically important. In the coming months, we expect to propose rules 
to establish registration procedures for security-based swap dealers 
and major security-based swap participants and rules regarding 
business conduct, capital, margins, segregation, and record keeping 
requirements for security-based swap dealers and major security- 
based swap participants. We will also propose joint rules with the 
CFTC governing the definitions of swap and security-based swap, 
as well as the regulation of mixed swaps. 

We recognize the magnitude and interconnectedness of the de-
rivatives market, and so we intend to move forward at a deliberate 
pace, continuing to thoughtfully consider issues before proposing 
and adopting specific rules and working closely with our domestic 
counterparts and international regulators. 

The Dodd-Frank Act provides the SEC with important tools to 
better meet the challenges of today’s financial marketplace and ful-
fill our mission to protect investors, maintain fair, orderly, and effi-
cient markets, and facilitate capital formation. As we proceed with 
implementation, we look forward to continuing to work closely with 
Congress, all the regulators, and members of the financial commu-
nity, and the investing public. 

Thank you for inviting me to share with you our progress on and 
plans for implementation, and I look forward to answering your 
questions. 

Chairman JOHNSON. Thank you, Chairman Schapiro. 
Chairman Gensler, please proceed. 

STATEMENT OF GARY GENSLER, CHAIRMAN, COMMODITY 
FUTURES TRADING COMMISSION 

Mr. GENSLER. Good afternoon, Chairman Johnson, Ranking 
Member Shelby, and Members of this Committee. I thank you for 
inviting me here today. I am pleased to testify on behalf of the 
Commodity Futures Trading Commission, and I also thank my fel-
low Commissioners and all of the staff at the CFTC for their hard 
work and commitment in implementing the Dodd-Frank Act. I am 
pleased to testify along with my fellow regulators Chairman 
Schapiro and Governor Tarullo, who I had the honor to be an-
nounced with by then President-elect Obama 21⁄2 years ago, so we 
get to be together, and Assistant Secretary Mary Miller. We have 
known each other now for about 15 years, so it is great to be here 
together. 

The CFTC is working very closely with the SEC, the Federal Re-
serve, and other regulators in the U.S. and overseas. We are coordi-
nating and consulting with international regulators to harmonize 
oversight of the swaps market, and we have received thousands of 
comments today both before we have made proposals and after we 
have made proposals. At this point in the process, the CFTC has 
proposed rules in 29 of the 31 areas that the Dodd-Frank Act re-
quired us to do so, including proposing rules this morning on mar-
gin, which, of course, as well the Federal Reserve and other pru-
dential regulators took up. 

Consistent with what Congress did in exempting nonfinancial 
end users from clearing, the proposed rule would not require mar-
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gin to be paid or collected on transactions involving nonfinancial 
end users hedging or mitigating commercial risk. 

Over the next several weeks, it is our goal to largely complete 
the mosaic of proposed rules by proposing rules relating to capital 
as well as the joint product definition rule along with the SEC and 
segregation for cleared swaps. And it is our goal to try to complete 
that in the next several weeks. 

One component that we have asked the public about is phasing 
of implementation. We have not moved to any final rules yet. The 
whole mosaic will be out there, but implementation is very impor-
tant. The SEC and the CFTC actually earlier today jointly an-
nounced that we would ask the public more on this. We have asked 
on every one of our rules, but we want to do it in a coordinated 
way. So early in May we are going to hold 2 days of public 
roundtables to hear about effective dates and implementation 
schedules, which compliance should come later, which may be ear-
lier, how it should be phased, whether by asset class, by market 
participant, or by other characteristics. 

We have also put a dedicated comment file up on our Web site 
today so that people can comment on this very important issue. 

We will be considering final rules only after staff can analyze, 
summarize, and consider comments, after the Commissioners 
themselves can provide feedback, and after we can consult with 
other regulators not only here but around the globe. 

Before I conclude, I just want to briefly talk about resources. I 
appreciate any and all that this Committee did now that we are 
going to move forward and get some breathing room and certainty 
in 2011 funding. But the CFTC is a good investment, and it has 
been asked to take on a much more significant role than just over-
seeing the futures marketplace. The futures marketplace is about 
$40 trillion in notional size, maybe about $2.50 to $3 in futures for 
every dollar in the economy. But the swaps marketplace that we 
have been asked to oversee is $300 trillion in size here in the U.S. 
Give or take, $20 of swaps for every dollar in the economy. We 
share that role with the SEC, but clearly it is 7 times the futures 
marketplace. 

We are a good investment, even with what it just looks like Con-
gress will be recommending this week, $202 million. It is dwarfed 
by the size of the financial industry itself, which is measured in the 
hundreds of billions of dollars in revenues. So the President has 
put forward a plan for us at $308 million next year. I look forward 
to working with this Committee and the appropriators on both 
sides of the aisle and in both Houses to see how we can assure that 
we have the resources to fulfill the mission. 

Thank you. 
Chairman JOHNSON. Thank you, Chairman Gensler. 
Governor Tarullo, please proceed. 

STATEMENT OF DANIEL K. TARULLO, MEMBER, BOARD OF 
GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. TARULLO. Mr. Chairman, Senator Shelby, and other Mem-
bers of the Committee, thank you for this opportunity to provide 
the Federal Reserve Board’s views on the implementation of Title 
VII of Dodd-Frank. The Board’s responsibilities fall into three 
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broad areas. The first relates to coordination and consultation with 
other authorities, both domestic and foreign. 

As to domestic consultation, Dodd-Frank requires that the CFTC 
and the SEC consult with the Board on rules to implement Title 
VII. In providing comments to the two market regulators, we have 
tried to bring to bear our experience from supervising dealers and 
market infrastructures and our familiarity with markets and data 
sources. 

There are also very important international coordination activi-
ties related to derivatives. Most prominently, the Group of 20, or 
G-20 leaders, sometime ago established commitments related to re-
form of the OTC derivatives market that would form a broadly con-
sistent international regulatory approach. In an effort to imple-
ment the various portions of that commitment, the Committee on 
Payment and Settlement Systems is working with the Inter-
national Organization of Securities Commissions to update inter-
national standards for systemically important clearing systems, in-
cluding central counterparties that clear derivatives instruments, 
and trade repositories. 

Even before the G-20 leaders initiative, the Basel Committee on 
Banking Supervision had established capital standards for deriva-
tives. More recently, the committee has strengthened those stand-
ards and has created leverage and liquidity standards which will 
be applicable to them. 

The goal of all of these efforts should be a level playing field that 
will promote both financial stability and fair competitive conditions 
to the fullest extent possible. And I think for all of the agencies 
represented here today, the pursuit of this end is going to need to 
remain a priority for some time. 

The second task given to the Federal Reserve under Title VII re-
lates to the strengthening of infrastructure. Central counterparties 
are given an expanded role in the clearing and settlement of swap 
and security-based swap transactions. If properly designed, man-
aged, and overseen, central counterparties offer an important tool 
for managing counterparty credit risk, and thus reducing risk to 
market participants and to the financial system. 

Title VII of the act complements the role of central clearing by 
heightening supervisory oversight of systemically important finan-
cial market utilities. This heightened oversight is important be-
cause financial market utilities such as central counterparties con-
centrate risk and thus have the potential to transmit shocks 
throughout the financial markets. 

As part of Title VIII, the Board was given new authority to pro-
vide emergency collateralized liquidity in unusual and exigent cir-
cumstances to systemically important financial market utilities. We 
are at present carefully considering how to implement this provi-
sion in a manner that protects taxpayers and limits the rise in 
moral hazard. 

The third task committed to the Board by Dodd-Frank is that of 
supervision. Capital and margin requirements are central to the 
prudential regulation of financial institutions active in derivatives 
markets as well as to the internal risk management processes of 
those firms. The major rulemaking responsibility of the Board and 
the other prudential regulators is to adopt capital and margin reg-
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ulations for the noncleared swaps of banks and other prudentially 
regulated entities that are swap dealers or major swap partici-
pants. 

The Board and the other U.S. banking agencies played an active 
role in developing the enhanced capital leverage and liquidity re-
gime that I mentioned before. These requirements will strengthen 
the prudential framework for OTC derivatives by increasing risk- 
based capital and leverage requirements and requiring banking 
firms to hold an additional buffer of high-quality liquid assets to 
address potential liquidity needs resulting from their derivatives 
portfolios. 

The statute also requires the prudential regulators to adopt rules 
imposing initial and variation margins on noncleared swaps to 
which swap dealers or major swap participants that they supervise 
are a party. 

The statute directs that these margin requirements be risk- 
based. In accordance with the statutory instruction, the Board and 
other prudential regulators proposed to implement the margin pro-
visions in a way that recognizes the low systemic risk posed by 
most end users. The proposed rule would not specify a minimum 
margin requirement. Rather, it would allow a banking organization 
that is a dealer or major participant to establish a threshold based 
on a credit exposure limit that is approved and monitored as a part 
of the normal credit approval process, below which the end user 
would not have to post margin. 

Finally, I would note that the proposed regulation provides that 
the margin requirement should be applied only to contracts entered 
into after the new requirement becomes effective. 

Thank you for your attention. 
Chairman JOHNSON. Thank you, Governor Tarullo. 
Assistant Secretary Miller, please proceed. 

STATEMENT OF MARY J. MILLER, ASSISTANT SECRETARY FOR 
FINANCIAL MARKETS, DEPARTMENT OF THE TREASURY 

Ms. MILLER. Chairman Johnson, Ranking Member Shelby, and 
Members of the Committee, thank you for inviting me to testify 
today about Treasury’s role in implementing Dodd-Frank’s deriva-
tives provisions. 

As you know, the President signed the Dodd-Frank Act into law 
almost 9 months ago. The act established a framework for the 
country to build a stronger, safer, and more competitive financial 
system. It creates safeguards to protect consumers and investors, 
end taxpayer bailouts, and improve the transparency, efficiency, 
and liquidity of U.S. markets. The derivatives provisions are a crit-
ical part of that framework, and the Administration strongly sup-
ports them. Dodd-Frank’s derivatives provisions will shed light on 
a market that previously operated in the shadows. Central clear-
ing, trade execution, and reporting requirements and business con-
duct standards will provide substantial benefits. The work that the 
Administration is undertaking in partnership with our colleagues 
at the CFTC, SEC, and Federal Reserve Board is vital in pre-
venting the harmful buildup of risk that contributed so greatly to 
the financial crisis in 2008. 
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As other Treasury officials have previously testified, several 
broad principles guide our implementation efforts. First, we are 
moving quickly to meet the statute’s deadlines, but we are also 
moving carefully to make sure that as we implement the act we get 
it right. 

Second, we are bringing transparency to the process so that as 
many stakeholders as possible have a seat at the table, the Amer-
ican people know who is at that table, and anyone who wants to 
provide input on requests for comment and proposed rulemakings 
can do so. 

We are creating a more coordinated regulatory process. The Fi-
nancial Stability Oversight Council is playing a key role by bring-
ing together the financial regulatory agencies to help develop con-
sistent and comparable regulations and supervisory regimes. 

Fourth, we are building a level playing field by setting high 
standards in the United States and working diligently with our 
international counterparts to follow our lead. 

Fifth, we are crafting rules of the road that will provide U.S. in-
vestors and institutions the conditions they need to invest capital, 
develop innovative products, and compete globally. 

Finally, we are committed to regularly keeping Congress in-
formed about our progress. The Treasury Secretary has specific 
statutory responsibilities with respect to derivatives implementa-
tion and also has other responsibilities in his capacity as the Chair-
man of the FSOC. 

Starting with the specific, Congress gave the Secretary the au-
thority to determine whether foreign exchange swaps and forwards 
should be exempt from the definition of swap in the Commodity 
Exchange Act. The Secretary must consider the statutory factors 
set forth by the Dodd-Frank Act, including the impact regulating 
FX swaps and forwards swaps under the CEA would have on sys-
temic risk and financial stability; the existing regulatory regime 
and supervision of FX swaps and forward participants; and, finally, 
whether an exemption could lead to evasion of other regulatory re-
quirements. 

We published a request for comments to solicit public input on 
a wide range of issues relating to a potential exemption. We re-
ceived 30 comments in response, and Treasury staff has also con-
ducted an independent analysis, including extensive discussions 
with a range of interested parties. 

We know that market participants, other stakeholders, and the 
Committee are closely following this issue. Regardless of the deci-
sion the Secretary makes, market participants need to be able to 
prepare for it. While we intend to move expeditiously, it is also crit-
ical that we take enough time to make the right decision for the 
safety and soundness of the markets. 

The Secretary also has derivatives implementation responsibil-
ities in his capacity as FSOC Chairman. The FSOC recently ap-
proved the publication of a Notice of Proposed Rulemaking regard-
ing the designation of systemically important financial market util-
ities. FMUs support and facilitate the transfer, clearing, and settle-
ment of financial transactions, and they form a critical part of the 
Nation’s financial infrastructure. The notice was published on 
March 28th and will be open for comments for 60 days. 
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One final area I would like to touch on is the importance of com-
parable international standards, including derivatives oversight. 
The United States will set high standards, but today’s financial 
system is highly interconnected, mobile, and global. We must work 
not only to protect the competitiveness of U.S. financial markets 
but also to ensure that the reforms we implement here are not un-
dermined by lax standards elsewhere. 

We will continue to work at home and abroad to build a regu-
latory framework for derivatives that will help our financial system 
become safer and sounder and a platform on which we can build 
strong financial markets that will fuel our economic growth. 

Thank you. 
Chairman JOHNSON. Thank you, Assistant Secretary Miller. I 

will start off the questions. Thanks for your testimony. 
I will remind my colleagues that we will keep the record open for 

statements, questions, and any other material you would like to 
submit. As we begin questioning the witnesses, I will put 5 min-
utes on the clock for each Member’s questions. 

Chairman Schapiro and Chairman Gensler, how do you plan to 
reconcile the different SEC and CFTC proposed rulemakings gov-
erning swap execution facilities, real time reporting, block trades, 
and other infrastructure consistent with Dodd-Frank’s requirement 
to assure regulatory consistency and comparability and treat func-
tionally or economically similar products or entities in a similar 
manner? 

Ms. SCHAPIRO. Mr. Chairman, I would be happy to start. We are 
very, very focused, obviously, on the issues surrounding the fact 
that in a number of areas, and you just articulated several of them, 
we do have differences in our rule sets between the SEC and the 
CFTC. Some of those differences may actually be necessitated by 
the fact that the markets, while they are both derivatives markets, 
the products may trade differently, have different liquidity charac-
teristics, and for that reason, some differences may actually be ap-
propriate in order to continue to foster the development of these 
markets. But we have asked for comment on whether our under-
standing in that regard is correct. 

But I would also say that we are continuing to work extremely 
closely together through the proposing stage, and now that for a 
number of rules comment periods have closed, we were able to re-
view the comments that have come in on our proposals as well as 
those that have come in on the CFTC’s proposals where they have 
gone in a slightly different direction and we are very committed to 
continuing to work through those differences, and if they are not 
grounded in very good market structure reasons because of the na-
ture of the products, trying to get them as consistent as we possibly 
can. 

Where we have proposed after the CFTC, I would just add, on 
some rules, we have actually sought explicitly to get comment on 
their approach to see if that might be a better way to go forward. 
So in a number of areas where we do have differences, I believe 
because we are still at the proposing stage and not at the adopting 
stage, we will be able to work through many of those differences. 
And then, of course, through implementation, it may be necessary 
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for either or both of us to engage in some interpretation of our 
rules in order to ease implementation and make them consistent. 

Mr. GENSLER. I will keep it brief. I agree with what Chairman 
Schapiro said. It is a lot of consultation and coordination. It is also 
in the context of there are some differences between the futures 
marketplace and the securities marketplace that either have ex-
isted in statute or in rules or just in market practice for decades, 
and so we are trying to be as close as we can between swaps and 
securities-based swaps while also not creating some regulatory ar-
bitrage and undercut, for instance, in our case, a futures market-
place that has worked with a great deal of transparency and low 
risk to the American public, and not undercut that marketplace 
through some differences, as well. And I suspect the same issues 
on your side. 

Ms. SCHAPIRO. If I could just add, it is critically important to us, 
as well, that because securities-based swaps can be economic 
equivalents to equity positions, that we want to make sure that we 
do not create, while we are trying to be more and more synched 
up with the swaps markets, between the security-based swaps and 
swaps markets, that we are not creating great distance between 
the security-based swap markets and the equity markets, as well. 

Chairman JOHNSON. Assistant Secretary Miller and Governor 
Tarullo, how are Treasury and the Fed working to harmonize inter-
national derivatives regulations through the G-20 and the Finan-
cial Stability Board, especially given the different international 
time frames for moving ahead on new rules? How are your efforts 
in this area being coordinated with the CFTC and the SEC to be 
sure that requirements for capital and other rules are both appro-
priate and consistent? 

Ms. MILLER. Well, we are following this very closely, because as 
I said, we are very interested in having good harmonization glob-
ally on these rules. So in many settings, Treasury staff are engag-
ing with their counterparts in different international groups. There 
are a number of working groups on derivatives that are occurring 
through the Financial Stability Board in Europe. We are also inter-
ested in things that are going on in Asia. So we are following both 
the rulemaking process in the U.S. and we are engaging regularly 
with our counterparts in other countries. 

Mr. TARULLO. Mr. Chairman, let me add a couple of thoughts 
there. As you can tell from the testimony today, the other 
rulemakings that the SEC and the CFTC have ongoing, dealing 
with the international equivalents of Title VII and Title VIII, are 
going to implicate a number of different regulatory authorities in 
other jurisdictions. 

So I think what was looked for by the G-20 was a framework of 
agreement or commitment on a set of goals that would then be pur-
sued in the various appropriate international bodies. What we have 
got now, I think, is a good bit of very productive work on efforts 
to get agreement on central counterparties, on electronic trading, 
on transparency for those counterparties, on risk management 
standards. That is being done, I think, through a lot of cooperation 
among agencies, but in particular, the Fed and the SEC, because, 
in fact, we have got a Reserve Bank President and a Commissioner 
of the SEC who are chairing the key international committees on 

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00015 Fmt 6633 Sfmt 6633 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



12 

this point—President Dudley of the New York Fed and Commis-
sioner Casey of the SEC. 

On capital, as I said in my prepared remarks, the Basel Com-
mittee on Banking Supervision has a set of capital requirements 
for derivatives in a part of its overall internationally recognized 
capital standards. They have been updated to take account of what 
was learned during the crisis, but they are already agreed among 
all the Basel Committee members, which constitutes not just the 
G-20 but some additional countries beyond the G-20. 

I think the one area where we probably need some more work 
now is on margins for noncleared derivatives and noncleared 
swaps. I think the fact that we, the prudential regulators and the 
market regulators are now moving toward a proposal for the U.S. 
is going to enable us to have a clear, coherent, and unified position 
internationally to try to move along some other countries which are 
actively, or in some cases not so actively, considering putting these 
requirements in place. 

With respect to coordination, I think it has been very good. As 
you can tell from just my recitation of the different committees, we 
need to have everybody involved because there are different 
expertises here, and from all accounts that I get from our staff and 
directly from talking to principals at other agencies, I think this is 
one area where the convergence of views and the cooperation 
among U.S. agencies has been quite good. 

Chairman JOHNSON. Senator Shelby. 
Senator SHELBY. Thank you, Mr. Chairman. 
Assistant Secretary Miller, on our second panel today, we will 

hear from the Treasurer of FMC, a large manufacturing company 
here in the U.S., who has grave concerns, according to his testi-
mony, about the excessive regulations mandated by Dodd-Frank. 
His testimony indicates that these regulations will increase oper-
ating costs, making it more difficult for his company to both create 
jobs and to manage risk. Do you believe that FMC Manufacturing 
Company, the end user, is the type of company that should be reg-
ulated under Dodd-Frank, and does Treasury have any concerns 
about the potential consequences of Dodd-Frank derivatives regula-
tion on job creation? Have you done any work in this area? 

Ms. MILLER. OK. Thank you for the question. We have heard a 
great deal from end users, nonfinancial and financial in the mar-
kets, and I think that there is sufficient flexibility in the Dodd- 
Frank legislation to work with a company like FMC in terms of 
providing flexibility under derivatives regulation. 

Senator SHELBY. In other words, a company that is an end user 
that is managing risk but not in the pure financial speculation, is 
that right? 

Ms. MILLER. Yes. We have not done any specific work on the eco-
nomic impact on job creation of this particular title. 

Senator SHELBY. Will you do some research, have Treasury do 
some research into that area? 

Ms. MILLER. Well, we have worked—— 
Senator SHELBY. Because this could have ramifications for cre-

ating jobs, could it not, if it is—— 
Ms. MILLER. There were many studies mandated by Dodd-Frank 

and we have been diligently delivering the work that has been de-
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livered under the statute. So we have put out quite a bit on the 
financial market ramifications. 

Senator SHELBY. Foreign exchange swaps and another area. 
Treasury is charged with determining whether foreign exchange 
swaps and forwards should be subject to extensive Government 
regulation. In your testimony today, you stated that, quote—I will 
quote you—‘‘we want to move expeditiously with respect to making 
the determination that the treatment of foreign exchange—about 
the treatment of foreign exchange and swaps.’’ When will Treasury 
make its determination, in your judgment? 

Ms. MILLER. So I regret that I do not have that decision to give 
you today for the hearing. I think we are very close. We have been 
working on that—— 

Senator SHELBY. Would you furnish that for the record and the 
other Committee Members when you get it? 

Ms. MILLER. We absolutely will, and we would be delighted to 
come up and brief you on our decision either way. 

Senator SHELBY. Are you at Treasury aware of any market fail-
ure in the foreign exchange market that would justify further regu-
lation? 

Ms. MILLER. There are many parts of the foreign exchange mar-
ket. The FX swaps and forwards part that you just mentioned is 
one part of the foreign exchange market—— 

Senator SHELBY. Are you aware of any failures in that area that 
would justify further regulation? 

Ms. MILLER. I think there are many parts of that market that 
were under severe stress during the financial crisis and some parts 
of it will be subject to Dodd-Frank regulation. 

Senator SHELBY. To your knowledge, were any of the areas in de-
rivatives where you are managing risk and you are an end user 
under extreme stress? I do not know of any. 

Ms. MILLER. I would be happy to reply to that question with fur-
ther research if you want specific examples—— 

Senator SHELBY. Will you do that for the record? 
Ms. MILLER. Sure. 
Senator SHELBY. OK. Governor Tarullo, central clearinghouses is 

an area which is very important. Last week, Chairman Bernanke 
of the Federal Reserve gave a speech about the importance of prop-
erly regulating clearinghouses. He noted that one of the reasons 
that clearinghouses have not had trouble to date is, quote, ‘‘good 
luck.’’ We cannot always count on good luck, as you know. Beyond 
relying on luck, what steps can we take, or can you take, to ensure 
that taxpayers are never called upon to bail out clearinghouses be-
cause that was a concern of a lot of us when we were debating the 
Dodd-Frank legislation, as you will recall. 

Mr. TARULLO. Right. I do recall your questions on that topic, Sen-
ator, a year or two ago. So with respect to the central clearing par-
ties that are designated as systemically important, there will be 
oversight by the appropriate market regulator, but the Federal Re-
serve has a role to play there as well. We have a consultative role. 
We hope to be involved in the exams, bringing to bear, if I can put 
it this way, a supervisory or prudential supervisory perspective on 
these institutions. So we would hope that they will all be subject 

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00017 Fmt 6633 Sfmt 6633 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



14 

to strong prudential requirements for credit risk, strong liquidity 
buffers—— 

Senator SHELBY. What does ‘‘hope’’ mean? Now, you said you 
would hope—— 

Mr. TARULLO. The mechanism here is one—the primary regu-
lators are the market regulators. 

Senator SHELBY. I know. We know. 
Mr. TARULLO. We have a consultative role—— 
Senator SHELBY. Oversight role. 
Mr. TARULLO. We have an oversight role, that is correct, and in 

that capacity, I think we will hope to contribute to the perspective 
on the supervision of these organizations. I suspect that there will 
be convergence among the agencies on the kind of standards that 
are important, and, as I said, I think we are going to draw on our 
experience not just with market entities, which we do have, but 
also supervising from a prudential point of view, looking to safety 
and soundness and not simply market operations. 

Senator SHELBY. In the same type area, the United Kingdom’s 
Financial Services Authority wrote a comment letter in response to 
a rule proposed by the CFTC on risk management requirements for 
clearinghouses. The FSA, the United Kingdom’s Financial Services 
Authority, warned the CFTC that lax eligibility requirements for 
firms to be members of clearinghouses could create new risk to the 
financial system. Do you agree with FSA’s comments, or are you 
concerned about that, too? 

Mr. TARULLO. Senator, I have not seen the FSA comment on the 
proposed CFTC rule. I would say that an effective member quali-
fication and default set of standards is very important to the integ-
rity of any central clearing party. 

Senator SHELBY. Should not you or we, we altogether, should not 
we do everything we possibly can do to ensure that there is no bail-
out of a clearinghouse? 

Mr. TARULLO. Absolutely, Senator. I think that is why we all, ev-
erybody up there, everybody at the table here, share an interest in 
having rigorous and effectively enforced standards for the central 
clearing parties. 

Senator SHELBY. Can I get Chairman Gensler’s comments on 
that, because that is in his area. 

Mr. GENSLER. It is a big yes. I think that central clearinghouses 
need robust oversight. I view it as a partnership with the Federal 
Reserve, even we might be the front line and, of course, the SEC 
has their clearinghouses, as well. I think they should not have cen-
tral bank liquidity, though Dodd-Frank did allow for it in emer-
gency exigent circumstances when the Secretary and the Board of 
Governors decide that. But I think that should be an absolute rare 
occurrence. It should not happen. 

Clearinghouses have not failed in this country. We have survived 
two World Wars and we have survived great crises. I think the 
clearinghouses have to have collection of margin. They have to 
have it on a daily basis. They have to be able to have proper de-
fault management and so forth—— 

Senator SHELBY. They have to make sure everything clears, do 
they not? 
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Mr. GENSLER. They absolutely have to make sure everything 
clears, and that which clears has available pricing, available liquid-
ity. And I think also with regard to the comment letter that you 
referred from the—— 

Senator SHELBY. From the U.K.—— 
Mr. GENSLER. ——from the U.K., it is very important that these 

clearinghouses have open membership, that the access to the clear-
inghouse is not just so narrow—clearinghouses have greater risk if 
it is only narrow membership. But if it is broadened out, markets 
work best when they are open and competitive. 

Senator SHELBY. Since there are international implications to de-
rivatives and derivatives trading and everything, should we not lis-
ten to our counterparts in Europe, like the United Kingdom and 
FSA and others who have similar concerns that we should have? 

Mr. GENSLER. Absolutely, and we are listening. We are con-
sulting with sharing all our drafts, our term sheets, our memos 
with not just the FSA, but ESMA and the European Commission 
and the like. So their comment is very helpful, but we also believe 
that membership should be opened up, but the smaller members 
can only scale into that membership and not be like the large mem-
bers. Right now, the clearinghouse they are thinking about has sort 
of an exclusive club deal and I think Congress spoke to that in the 
statute, saying there is supposed to be open access. 

Senator SHELBY. Yes. Exclusive clubs are dangerous things some-
times. 

Mr. GENSLER. Yes, and that is what occurs in swaps clearing 
today, not in futures clearing. Futures clearing is much more open. 
Securities clearing is much more open. Swaps clearing today has 
been more exclusive, but Dodd-Frank actually said it had to be 
more open and competitive. 

Senator SHELBY. Thank you, Mr. Chairman. 
Chairman JOHNSON. Senator Reed. 
Senator REED. Thank you very much, Mr. Chairman. 
Let me begin by associating myself with the comments Senator 

Shelby made about the utility of clearing platforms to dissipate the 
risk vis-a-vis bilateral transaction, but the inherent danger of not- 
well-regulated trades create, and I know everyone at this table is 
acutely focused on that and I urge you, as Senator Shelby did, to 
keep your focus on that issue. 

But Secretary Miller, following up on another line of questioning 
of Senator Shelby about forex contracts, were these contracts part 
of the Lehman bankruptcy, i.e., were there losses incurred when 
Lehman failed because they could not fulfill forex contracts, and 
would those losses have been avoided if the contracts were traded 
or cleared? 

Ms. MILLER. There were open contracts with Lehman Brothers 
when they failed. Those contracts were settled, so they were able 
to be settled. 

Senator REED. And they were settled how? 
Ms. MILLER. A large number of them moved through a payment 

versus payment settlement system. I cannot give you the precise 
percentage that were settled that way, but it is my understanding 
that all of the open contracts through Lehman Brothers were set-
tled. 
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Senator REED. Governor Tarullo, did the Federal Reserve in any 
way support the forex market during the months, the late months 
of 2008? 

Mr. TARULLO. Well, it was not support for the foreign exchange 
market as such, Senator. There was liquidity provided in the form 
of dollar liquidity, both through the discount window directly to in-
stitutions operating in the United States and to central banks of 
some other countries. But this was not in pursuit of settling foreign 
exchange swaps. This was as a byproduct of the general liquidity 
squeeze that—— 

Senator REED. But part of their exposure was the foreign ex-
change contracts? 

Mr. TARULLO. I do not think it was—I think it was much more 
a funding problem, a dollar funding problem. It was not a matter 
of failing on a contract but not having access to wholesale funding 
in dollars when you had obligations in dollars. 

Senator REED. But there is a possibility, if these contracts are ex-
empt, that there could be another situation where—a liquidity 
freeze where it is not a question of settlement, they just cannot get 
the money to settle, and the Fed is prepared or will enter into sup-
porting this sector? 

Mr. TARULLO. Well, Senator, under Dodd-Frank, we are not per-
mitted to offer institutions specific assistance except obviously for 
the discount window or through the FMU provisions here. I 
think—and Secretary Miller alluded to this—I think most people 
who have studied this issue think that the problems in the foreign 
exchange market have largely concentrated on settlement. There is 
a quite short duration of most forex forwards. As you may know, 
all the international work on foreign exchange transactions began 
after the 1974 failure of Herstatt Bank, which produced these 
kinds of settlement problems. 

So I think that is where most of the attention has been focused, 
and today, there are, I would not say perfect or all comprehensive 
mechanisms for making sure that foreign exchange transactions 
settle, but there has been a substantial amount of improvement 
over the last 36 years. 

Senator REED. I have approximately a minute and a half, so Gov-
ernor Tarullo, you can explain to me the interaction between the 
capital requirements of the Volcker Rule for companies that have 
derivative activities and Basel III and the general prudential 
guidelines for capital that you are developing for financial security, 
and the clock is ticking. 

[Laughter.] 
Mr. TARULLO. So, I am sorry, what are the three areas again? 
Senator REED. Under Dodd-Frank, the Volcker Rule has some 

specialized language with respect to companies, financial compa-
nies trading derivatives. There is also the Basel III requirements 
that talk about derivatives. And then there is just the general pru-
dential safeguards for capital that the Fed can insist on a case-by- 
case basis—— 

Mr. TARULLO. Oh, sure. 
Senator REED. ——a general basis. So in your mind, are these 

separate categories, or does this blend into one sort of gut feeling 
about how much capital a company should have? 
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Mr. TARULLO. Well, now it is not going to be a gut feeling. There 
will be an analytic backdrop for it, and I think there already is. We 
devoted a lot of attention even before the Basel III process to im-
proving the market risk part of the general capital standards and 
derivatives were one of the focuses for attention, including impor-
tant upgrades to counterparty risk, evaluation and capital set- 
asides, and also to making sure that you stressed the potential ex-
posures as opposed to just a random test through a normal market 
environment. 

I think with respect to any capital authority that we have, our 
aim will be to have a set of rules, backstopped by specific super-
visory oversight, which ensure that those activities are not creating 
risk to the institution that does not have an adequate set-aside. 
That is what existed in the precrisis period. There were opportuni-
ties for arbitrage that were readily taken by firms. I think there 
was inattention to counterparty risk, both at the firm level and 
among regulators. Those are the kind of changes that need to be 
put in place, and those are the kind of changes that are in the 
rules that we are promulgating under Basel III but with an eye to 
the specifics of a firm, not just to sort of a gut feeling about that 
firm. 

Senator REED. Thank you, Mr. Chairman. Thank you, Governor. 
Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Corker. 
Senator CORKER. Thank you, Mr. Chairman, and I thank all of 

you for being here, as usual. 
I think the notion of a clearinghouse was something that—or fo-

cusing on clearing trades was something that was very bipartisan 
in nature. Obviously, you move into details and there ends up 
being some differences, especially on the end user piece. But for 
what it is worth, among market participants, and we, obviously, 
like you, are talking to many among those on the buy side and the 
sell side, and those who strongly supported Dodd-Frank and those 
who obviously oppose it, I think there is a concern about the rapid-
ity that these rules are being put in place and even more so on 
their prescriptive nature, OK, and just being overly prescriptive. 

So with that, Mr. Gensler, I am going to focus on a few things 
with you. I noticed that people have to have five quotes now, for 
instance. Even a large institutional trader that might have a rela-
tionship with one institution has to have five quotes, and I am 
wondering, who is it you are trying to help or save, or what is the 
point behind that? 

Mr. GENSLER. Senator, I think you are referring to the swap exe-
cution facility—— 

Senator CORKER. That is right. That is right. 
Mr. GENSLER. ——in the proposed rule, and in that regard, Con-

gress said that those transactions that are cleared and made avail-
able for trading would be brought to swap execution facilities. That 
is a mandate and it is transparency. Congress in the statute said 
that it would be to promote pretrade transparency. 

These are trades that are not large blocks. The blocks are ex-
cepted. So it might be a $5 or $10 million trade, not a $500 million 
trade, and it is one that is cleared so it is anonymous. There is no 
credit risk. 
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On those trades, what Congress suggested we do and what we 
think we are doing in the rule is promoting transparency where 
multiple participants have an ability to execute against other mul-
tiple participants. In the futures marketplace, when a request for 
quote goes out, it goes out to the whole marketplace. It does not 
even go just to five. It goes out to a broader group in the market-
place, and the quotes that come back in are seen by the market-
place. So there is far more liquidity. What we are proposing is actu-
ally less transparency than the futures marketplace. 

Senator CORKER. So on the large block trades, they are ex-
cluded—— 

Mr. GENSLER. They are excluded. 
Senator CORKER. ——and do you think this was something wise 

that we asked you to do, just briefly, yes or no? 
Mr. GENSLER. Yes. 
Senator CORKER. OK. 
Mr. GENSLER. Yes. 
Senator CORKER. The real-time reporting, I noticed you have 

come up with a 15-minute time frame. I am just curious about 
what was magic about that. I know numbers of people think that 
is not long enough, especially in larger transactions. 

Mr. GENSLER. Well, I am glad you asked. Congress said that 
real-time reporting after the trade should be as soon as techno-
logically practicable on the smaller trades, and then on the blocks, 
we could have a delay. So we looked at what delay do we have in 
the futures marketplace. It is about 5 minutes now. We proposed 
15 minutes if it is on a swap execution facility. If it is bilateral, 
we asked a lot of questions and sought comment. In the securities 
world, Chairman Schapiro could speak better, but I think their 
delay is 90 seconds now. So we looked at this and said it is three 
times the futures world, about ten times the securities world. We 
are going to get comments. The proposal will change once we get 
to a final rule, but that was the thinking. 

Senator CORKER. So on the larger trades, it may be much longer. 
It may be end of day. It may be something—— 

Mr. GENSLER. Well, I—— 
Senator CORKER. ——the block—— 
Mr. GENSLER. The larger trades that are on a swap execution fa-

cility, we proposed 15 minutes. 
Senator CORKER. Right. 
Mr. GENSLER. If it is a bilateral, we did not propose a specific 

time. We just asked a lot of questions. 
Senator CORKER. And is it your vision—a lot of people think that 

it is, so I will give you that editorial comment, but do you think 
the derivatives market and equity markets should be very similar 
when you finish all of these activities? 

Mr. GENSLER. I think that markets work best when they are 
transparent, open, and competitive, and those three core factors, 
whether it be futures or securities, or derivatives, ultimately help 
end users, investors, and I think it helps the economy grow. It does 
shift some of the information advantage to the tens of thousands 
of users away from the most sophisticated—— 

Senator CORKER. So that is a yes? 
Mr. GENSLER. I think it is a yes—— 
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Senator CORKER. I think there are a lot of concerns because peo-
ple view the two instruments as being very different and I think 
there is some concern out there that that is your vision and it is 
not taking into account the differences between the instruments. 

Mr. GENSLER. Senator, I think you asked about equities and de-
rivatives and we regulate futures. I think markets work best, 
whether they are futures, equities, or swaps, when they are trans-
parent. When they are competitive, people get the benefit of that 
competition in contrast to a closed or dark market. 

Senator CORKER. If derivatives are moving out to electronic plat-
forms, is there any concern about a growth of high-frequency trad-
ing taking place in that area? 

Mr. GENSLER. It is something that captivates our commission 
every day in the futures marketplace, when 85 to 90 percent of the 
marketplace is now electronic. It is something that we think is very 
much on our mind as we think about regulation in the swaps mar-
ketplace. 

Senator CORKER. And we look forward to having you in our of-
fice, and I am sorry we have not. 

If I could ask one more question to Mr. Tarullo or Ms. Miller, ei-
ther one, you know, we had a lot of discussions, I remember, in the 
hearing room when Mr. Volcker came in and started talking about 
the Volcker Rule, sort of a flower in the middle of regulation. It 
ended up being a part of Dodd-Frank. And I am out, as I know all 
of you are, and certainly my colleagues. We talk with banks 
throughout our country, small community banks and others, about 
the Examiner in Charge, and the Examiner in Charge that comes 
into their institution, basically, their attitude, their understanding 
of whatever regulator it is they are working with changes pretty 
dramatically how their bank’s status is interpreted, OK. The Ex-
aminer in Charge is basically king. 

As you look at the Volcker Rule, again, Mr. Volcker, who I re-
spect greatly and I think everybody up here does, could not really 
describe to us what propped trading was. You just know it when 
you see it. How are you all going to sort of institutionalize the 
whole Volcker issue when, again, you have these examiners, EICs, 
that are out amongst these various institutions that have judg-
ment? I do not see how you do that properly and I would love to 
have any help with understanding that. 

Mr. TARULLO. Senator, I think there are a couple of things. First, 
when you are talking about 7,000 financial institutions as you are 
with some of the very basic prudential standards, the balance is al-
ways as between allowing for the local knowledge of the examiner- 
in-charge, because he or she is going to understand the institution 
they are in better than anybody, on the one hand, and on the other 
hand, assuring a consistency in treatment across everybody in the 
United States because people deserve that. 

When it comes to something like the Volcker Rule or a number 
of the other provisions that we are talking about, you are almost 
surely dealing with a much smaller subset of institutions, and I 
think there, the kind of horizontal approach to regulation and su-
pervision that we have been taking with respect to larger institu-
tions is going to be particularly important. 
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So once we, the prudential regulators, come up with the regula-
tions to implement the Volcker Rule, we are going to have to have 
a coordinated and coherent and unified approach to implementing 
and overseeing the implementation of that rule, and I would expect 
that as we have already done with some of our activities over the 
last couple of years, beginning with the stress tests in early 2009, 
we will have a process internally to make sure that these things 
are being implemented consistently, that the CPC teams, the leads 
of the teams that are in place in the large institutions, have a com-
mon framework of knowledge and training, and that we are mak-
ing sure that the regulatees have an opportunity to come to us, 
that is to the Board, and to say, we are uncertain about what is 
going on here or we are not sure we are being treated the same 
way. 

So I think will it be a task? Yes. Will it be more difficult, I think, 
than a lot of the other supervisory tasks that we have now? I do 
not think so. That is not to understate the attention it is going to 
require. But once we get those rules in place, I think we do have 
a mechanism for making sure they are applied in a consistent fash-
ion—that people have recourse to come to the Board to ask about 
the interpretation of a rule. 

Senator CORKER. Thank you, Mr. Chairman. 
Chairman JOHNSON. Senator Brown. 
Senator BROWN. Thank you, Mr. Chairman, and thank you, all 

four of you, for your work on Dodd-Frank and getting the legisla-
tion passed. Passing this bill last July in so many ways was only 
the beginning of the effort to impose transparency and account-
ability and unregulated in the opaque and unregulated derivatives 
markets. It is pretty clear in newspaper reports that the opponents 
of transparency and the opponents of oversight lost the first fight, 
but they are working on budget issues to try to restrict a lot of the 
things that you are trying to do and trying to handcuff your efforts. 

Just listening to your testimony today and looking at the mag-
nitude of the regulatory effort that you are undertaking I think 
really illustrates the importance of that, so thank you. 

Chairman Gensler, my questions are directed at you. I sent a let-
ter to you back in January about gas price speculation and the im-
portance of the CFTC’s position limits rules in curbing excessive 
speculation. I am concerned that excessive speculation can once 
again perhaps seriously hurt our economy. Every time there is a 
pipeline outage or a refinery fire or trouble in the Middle East, it 
seems that one reaction of that is speculators and oil companies 
move in to spike prices up, using that as a typical excuse for that 
happening. 

The Commodity Markets Oversight Coalition, a group of commer-
cial end users, pointed to 57 studies conducted in the last 5 years 
showing the role of speculation in driving up asset and commodity 
prices. In the 1990s, speculative interest in commodities was about 
15 to 30 percent typically. Today it is closer to one-half to two- 
thirds of the market. Financial companies account for over 51 per-
cent of crude oil futures, an increase of 5 percent just in the last 
month. 

We know what this means to our economy potentially. We know 
what it means to individual motorists, to small businesses oper-
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ating on small margins to truckers, to so many others. And we 
have seen what speculation can do, similar price increases in other 
commodity markets. 

Last week, the CEO of Starbucks said financial speculators have 
come into the commodity markets and drove those prices up to his-
toric levels, and as a result of that, the consumer is suffering. 

Chairman Gensler, talk to us about financial speculation, its ef-
fect on prices, and then answer this question, if you would. What 
authority under Dodd-Frank do you have now to combat specula-
tion? What do you need from us in terms of additional tools to 
carry that out? 

Mr. GENSLER. Hedgers meet speculators in marketplaces. From 
the earliest days in the derivatives marketplace, a farmer planting 
corn or wheat or soy wanted to hedge a price and lock in that price 
at harvest time, and it was generally a speculator who was on the 
other side to assure that price. 

When our agency’s predecessors were formed, it was to make 
sure that markets were transparent; a hundred percent of the mar-
ket had to come to a marketplace. Transparency is so important, 
and it is important that we have the tools, legal and other tools, 
to combat fraud and manipulation. Position limits were part of that 
toolkit that we were given in the 1930s. 

In Dodd-Frank, that was expanded. It was expanded not just to 
be futures but also for economically equivalent swaps. 

We are not a price-setting agency, but our agency is to ensure 
that markets have a certain basic integrity, you can have con-
fidence in them, and they are not so concentrated. You are accurate 
that speculators, if you might say, somebody who is not in the 
physical marketing channel, somebody who is not producing or 
using the oil or natural gas or the corn or wheat, are a large part 
of the marketplace. They are well over half of the marketplace usu-
ally in different parts of the market statistics will show. We put 
these statistics out every Friday. They are public. 

So what we need to do, I believe, is complete a rule on position 
limits. Position limits have been in place in the agricultural prod-
ucts for decades and were in the energy products in the 1980s and 
1990s. We have a rule out and that the comment period just closed. 
We actually got—and I misstated it in my written testimony. We 
got 11,000 comments on this position limit rule, on the energy and 
agricultural limits. So we are going to need to sort through that. 
We are going to take a number of months. That is a lot of com-
ments to sort through. Many of them are repetitive. 

To your question, we also need to promote transparency in this 
marketplace. I think the more transparent, the more market par-
ticipants can see the aggregates as well as the pricing, that is a 
very important thing. And I think we need resources, if I might 
say. This small agency I think is a good investment to ensure the 
integrity of these markets. 

Senator BROWN. Thank you. 
Chairman JOHNSON. Senator Toomey. 
Senator TOOMEY. Thank you, Mr. Chairman, and thank you very 

much to all of you for testifying. 
I just cannot help but make one brief observation, which is— 

gosh, it is just amazing to me. I have here in my hand the CFTC 
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rule on position limits for derivatives. It looks like it is about a 4- 
point font. It is 25 pages long. And according to CRS, Dodd-Frank 
calls for 330 rules. 

It is not a criticism of this particular rule, but it strikes me as 
an incredible cost to the financial institutions that have to under-
stand these, digest these, hire the manpower to then comply with 
these. And it strikes me as something that could approach a mir-
acle if they are all perfectly consistent and compatible and operate 
exactly as intended with no unintended consequences. This is real-
ly a very, very difficult undertaking, it seems to me, an enormous 
cost to the financial institutions to comply with. I suppose the very 
large ones will be able to afford it. Smaller ones, I am not so sure. 

I would like to follow up with a question on the position limits, 
Mr. Chairman, if I could. 

One is my understanding of Dodd-Frank, which passed before I 
got here, but my understanding is that the bill does provide some 
flexibility in terms of how you go about imposing position limits. 
And my further understanding is that thus far the European regu-
lators have not promulgated any rules whatsoever regarding posi-
tion limits. 

Is there a danger that if we go ahead and impose position limits 
and they do not, we simply have a migration of business to other 
venues? Are you concerned about that at all? 

Mr. GENSLER. We are working closely with the European and 
Asian regulators. I think capital and risk do not know any geo-
graphic boundary, so whether it be position limits or other rules, 
Senator, that is something that we are very conscious of. 

On position limits, I think after numerous hearings, starting 
probably in 2007 and 2008 in the House and the Senate, our au-
thorities were not only broadened to include economically equiva-
lent swaps, but also something very important, the exclusion from 
those position limits, called bona fide hedging, was narrowed a bit. 
So we take congressional direction on this as well. 

Senator TOOMEY. I understand that, but are you concerned that 
in the absence of comparable European regulation that we have the 
opportunity for regulatory arbitrage across borders? 

Mr. GENSLER. I would have to say yes, but not just with regard 
to position limits. That is why we have been so active in Europe 
and elsewhere to try to harmonize where we can. But in terms of 
position limits, what we are looking at in the proposal is about fu-
tures and options on futures, where we have set them for decades 
in agriculture. We did in energy in the 1980s and 1990s along with 
the exchanges, and the exchanges took the lead. And it is looking 
to reimpose those, and we are benefited because, as I said, we have 
11,000 public comments in the file right now. So this is one that 
the public is very engaged in. 

Senator TOOMEY. Well, I am concerned about this apparent de-
veloping disparity between the regulatory regimes. 

Another quickly question, if I could, on the real-time reporting. 
We had a little discussion earlier about speculators and the fact 
that speculators—and I completely agree with your observation. 
Speculators provide a great deal of liquidity. It is often the case 
that speculators also need to have a certain amount of anonymity, 
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and while transparency has many virtues and can be very impor-
tant, sometimes anonymity is important, too. 

My understanding is—and maybe you could correct me if I am 
mistaken—that the CFTC’s 15-minute disclosure requirement is 
different than the SEC, which has a longer period of time before 
a comparable transaction has to be disclosed. So is there a dif-
ference between the two? 

Ms. SCHAPIRO. There is, Senator, a difference with respect to 
block transactions, the larger transactions, which are the ones that 
would give rise to the concern about whether too much information 
was being revealed that might allow somebody to run ahead of the 
hedge, for example, on the block. 

Senator TOOMEY. Right. 
Ms. SCHAPIRO. We have not actually proposed yet standards for 

how we will define a block transaction. We have asked for comment 
on that, and then we will propose some specific standards. But we 
have said that while we would recommend disseminating the price 
of the transaction in real time, the size of the transaction would 
not be disseminated for as long as 8 to 26 hours after the trans-
action. 

Senator TOOMEY. OK. And, Mr. Gensler, would your goal be to 
have a harmonization with respect to the SEC’s approach? 

Mr. GENSLER. We are working very closely together, not just on 
real-time reporting, but to try to bring them together as much as 
we can. Of course, there are differences in the underlying markets. 
There are differences between futures and securities, and the inter-
est rate market, which is a vast and large market, is different than 
the credit default swap market, which is largely over at the SEC. 
So there will still be some differences, but whether it be on the 
block role, the real-time reporting role, the swap execution role, we 
are looking to try to get as close as we can, but also respect that 
there are some gaps between the underlying futures and securities 
markets. 

Senator TOOMEY. Well, thank you very much. I see my time has 
expired. 

Thank you, Mr. Chairman. 
Chairman JOHNSON. Senator Moran. 
Senator MORAN. Mr. Chairman, thank you very much. 
Chairman Gensler, I would like to discuss the core principles 

issue with you. First of all, I would say just generally the com-
plaint I get from the futures industry is that the CFTC is working 
at such a furious pace. Difficult to keep up with your rulemaking. 
I think there are 60 rulemaking procedures ongoing. Difficult to 
conduct business and continue to comment on the things that are 
happening at the CFTC. But more troublesome to me is the imple-
mentation of a provision in Dodd-Frank that seems unnecessary to 
me, and that is that the CFTC has operated under a core principles 
regime, and I think most observers would say survived the disaster 
of several years ago in a very solid way, in a sound way. And yet 
as I recall, you asked the House Agriculture Committee in my days 
there that you have the authority to abandon the core principles 
and move to a more SEC-type regulatory environment for the fu-
tures industry. And I would just question you as to why you believe 
that the core principles method of regulating the futures industry, 
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which at least in my view or the view of observers that I read and 
hear, worked well and were moving in an entirely different direc-
tion. And I recall this conversation in the House Agriculture Com-
mittee with Chairman Peterson in which we were assured that this 
is a backstop, if it becomes necessary, the CFTC does not intend 
to go down this path of changing the nature of its regulatory envi-
ronment in the futures industry. But that is certainly not the way 
it has turned out to be. 

Where would you characterize my understanding as wrong? 
Mr. GENSLER. I would never like to do that with a Senator, 

but—— 
Senator MORAN. I appreciate that attitude, but I know you would 

be thinking it if you did not say it. 
[Laughter.] 
Mr. GENSLER. No, I just want to give a little clarification. The 

CFTC, as part of the Commodity Futures Modernization Act, got 
core principles for two areas, but it was not in all the areas. It was 
for clearing and for trading platforms. We do not have today nor 
have we had it on oversight of what is called intermediaries, the 
futures commission merchants and the like. There are many rules 
there. 

You are absolutely correct, Dodd-Frank gave us a little bit great-
er ability on the clearing and the trading, and particularly on clear-
ing because now there is a mandate to move what may be $200 to 
$300 trillion of derivatives into the clearinghouses, that it was 
thought and I still believe it is thought that this is a place that 
needs robust risk management, and that we cannot as Americans 
just rely solely on the good risk management standards of the 
clearinghouses themselves, but that regulators and the whole Fi-
nancial Stability Oversight Council have a role and the Federal Re-
serve has an important role to play advising us and joining in those 
examinations. So I think in clearing very much so. 

I could say, Senator, though Congress also set a 1-year time limit 
to put out the rules, we have proposed rules—it is actually 47 as 
of this morning. We have proposed rules, but we have not finalized 
any. We are going to get the rest of the proposals out hopefully in 
the next handful of weeks. The whole mosaic will be out there. 
Though some comment files have closed, we have discretion to con-
tinue to take comments, and using that discretion we do continue 
to take comments. And we are only going to move forward on final 
rules when we can sufficiently summarize comments, get Commis-
sioner feedback, get regulatory feedback. We are not going to make 
the July deadline. I know many people in the markets are probably 
pleased to hear that. We are only going to do this according to 
when we are ready to move over the spring, summer, and well into 
the fall on the timing issue. 

Senator MORAN. Chairman, I have two responses to your com-
ments. One, do you have examples of where the regulatory environ-
ment that the CFTC operated failed in regard to the circumstances 
that we found our economy in that cause you to have that sense. 
And then, second, just generally, your comment about the mosaic, 
would it be your plan for the industry and for Congress to be able 
to see the whole mosaic before any of the rules are individually ap-
proved and implemented? 
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Mr. GENSLER. I think to your second question, yes. As the mo-
saic, we are hopeful to complete, as I said, in the next 3 to 5 weeks 
working with the SEC on one very important joint rule and the 
capital rules and so forth. 

Senator MORAN. So we can see the big picture before we get any 
ruling taking—— 

Mr. GENSLER. That is right, and we are also doing some joint 
meetings that we announced today with the SEC on implementa-
tion phasing that we are going to be doing in early May. We have 
an open comment file that we have put up on that phasing as well. 

I think in terms of your other question, I think that we did not 
regulate—as a Nation, we did not regulate the swaps marketplace, 
and it contributed to the crisis that we had in 2008. It was not the 
only reason, but all we need to do is think about credit default 
swaps and AIG and the interconnectedness of the financial system. 
So part of the cost—and Senator Toomey referred to the cost the 
financial industry is taking on, part of that cost is so that the tax-
payers do not have to bear as great a risk to bail out financial in-
stitutions in the future. 

Senator MORAN. Thank you, Mr. Chairman. 
Thank you, Mr. Chairman. 
Chairman JOHNSON. Thank you all of our witnesses on our first 

panel. 
I would ask those on our second panel to take your place at the 

witness table. While you get seated, I would like to welcome and 
introduce the witnesses on our second panel. 

Thomas Deas is vice president and treasurer of the FMC Cor-
poration, a Philadelphia-based company focused on ag, industrial, 
and specialty markets. Mr. Deas has served in this position since 
2001 overseeing financing pension investments, insurance, risk 
management, and other company functions. 

Lee Olesky is chief executive officer of Tradeweb Markets, a pro-
vider of online trading services for derivatives. Prior to working for 
Tradeweb, Mr. Olesky was the CEO and founder of BrokerTec, an 
electronic brokerage platform, and also worked at Credit Suisse 
First Boston in a variety of positions. 

Terry Duffy is executive chairman of the CME Group, which op-
erates several major futures and derivatives exchanges and online 
trading platforms. Mr. Duffy has served in his current position 
since 2006 and has been a member of CME’s board since 1985. 

Ian Axe is chief executive of LCH.Clearnet Group, which is an 
independent clearinghouse group serving exchanges, platforms, and 
OTC markets. Mr. Axe previously served as global head of oper-
ations for Barclay’s Capital. 

Jennifer Paquette is chief investment officer of the Public Em-
ployees’ Retirement Association of Colorado. Ms. Paquette has held 
this position since 2003. She oversees the investment process for a 
public pension fund that provides benefits to employees of the Colo-
rado State government, Colorado municipalities, public schools, 
universities, and colleges, and other public entities. 

Before we begin the testimony, I will recognize Senator Toomey 
for some brief remarks. 

Senator TOOMEY. Thank you very much, Mr. Chairman, for giv-
ing me the opportunity in particular to welcome Mr. Thomas Deas. 
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Mr. Deas is the vice president and treasurer of FMC Corporation, 
which is headquartered in Philadelphia. FMC is one of the world’s 
foremost diversified chemical companies with leading positions in 
agriculture and industrial and consumer markets. Mr. Deas has 
served as vice president and treasurer of FMC since 2001. He has 
responsibilities for the worldwide treasury function, including fi-
nance treasury operations, pension investments and funding, and 
insurance and risk management. He brings over 20 years of experi-
ence in this field, and I have had the pleasure of having a number 
of discussions with Mr. Deas, especially about the end user issue 
as it applies to derivative use. 

And I just wanted to welcome you today and thank you very 
much for coming to testify. 

Mr. DEAS. Thank you, Senator. 
Chairman JOHNSON. Mr. Deas, you may proceed. 

STATEMENT OF THOMAS C. DEAS, JR., VICE PRESIDENT AND 
TREASURER, FMC CORPORATION 

Mr. DEAS. Thank you, Mr. Chairman. Good afternoon to you and 
to Ranking Member Shelby and the Members of the Committee. 

In addition to my role in FMC Corporation, I am also president 
of the National Association of Corporate Treasurers. FMC and 
NACT are together members of the Coalition for Derivatives End 
Users, representing thousands of companies across the country 
that employ derivatives to manage day-to-day business risk. I 
would like to express my gratitude to you, Mr. Chairman, and to 
Ranking Member Shelby, for your bipartisan efforts on behalf of 
derivative end users, and particularly to Chairman Johnson for 
your work last week with the other Committee Chairmen in sup-
port of end user margin exemption. We also appreciate Senator 
Johanns’ effort to extend the statutory effective date for the pro-
posed regulations, and I thank you, Senator Toomey, and Ranking 
Member Shelby for your kind words about FMC Corporation and 
your care and interest for manufacturing companies of which we 
are a proud one. 

In fact, FMC Corporation was founded almost 130 years ago to 
provide spray equipment to farmers. Today, in addition making ag-
ricultural chemicals that farmers apply to protect their crops, our 
5,000 employees have worked hard to make FMC a leading manu-
facturer and marketer of a whole range of agricultural, specialty, 
and industrial chemicals. We have achieved this longevity by con-
tinually responding to our customers’ needs with the right chem-
istry delivered at the right price. This year marks our 80th anni-
versary of listing on the New York Stock Exchange. I had the valu-
able experience on a newer financial market, one that we have 
been discussing today. I had the opportunity to negotiate and exe-
cute some of the very first derivatives—currency swaps—going 
back to 1984. I have seen the derivatives market grow from its in-
ception in the mid-1980s to its current size by adapting and re-
sponding to market participants’ needs. 

We support this Committee’s efforts to redress the problems with 
derivatives experienced during the financial crisis in 2008, but I 
want to assure you that FMC and other end users were not and 
are not engaging in risky speculative derivatives transactions. We 

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00030 Fmt 6633 Sfmt 6633 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



27 

use over-the-counter derivatives to hedge risks in our business ac-
tivity. We are offsetting risks, not creating new ones. 

FMC is the world’s largest producer of natural soda ash, the 
principal input in glass manufacturing, and we are one of the larg-
est employers in the State of Wyoming. We can mine and refine 
soda ash products in southwestern Wyoming, ship them to South 
Asia, and deliver them at a lower cost and with higher quality than 
competing Chinese producers. We have achieved this export success 
in part because of the derivatives we enter into to hedge natural 
gas prices. These derivatives are done with several banks, all of 
which are also supporting FMC through their provision of almost 
$1 billion of committed credit. Our banks do not require FMC to 
post cash margin, but they take this risk into account as they price 
the transaction with us. This structure gives us certainty so that 
we never have to post cash margin while the derivative is out-
standing. 

But the current system, where end users and their counterpar-
ties decide collaboratively whether and how margins should apply 
is changing. Today the FDIC proposed a rule that could in the fu-
ture subject end users to margin requirements. While we are still 
reviewing the details, it appears regulators, not market partici-
pants, will now determine how margin will be set. Regulators will 
have the final say over how much cash an end user will have to 
divert to a margin account where it will sit unavailable for produc-
tive uses. 

In our world of finite limits and financial constraints, posting 
cash margin would be a direct dollar-for-dollar subtraction from 
funds that we would otherwise use to expand our plants, build in-
ventory to support higher sales, conduct research and development 
activities, and ultimately sustain and grow jobs. 

In fact, a coalition survey of derivative end users extrapolated 
the effects of margin requirements across the S&P 500, of which 
FMC is also a member, to predict the consequent loss of 100,000 
to 120,000 jobs, depending on these proposed thresholds. The effect 
on the many thousands of end users beyond the S&P 500 would be 
proportionately greater. 

Although I have focused here on margin, end users are also con-
cerned about the more than 100 new rules that will determine 
whether we can continue to manage business risk through deriva-
tives. We have heard also about capital requirements that our 
counterparties would be required to hold, and we have heard 
through the publication of rules today that uncleared over-the- 
counter derivatives, the kind that we employ to hedge our business 
risk, are singled out as high-risk transactions, which will attract 
additional capital we are concerned could be almost punitive and 
could end that ability of end users like FMC to hedge their busi-
ness risk with them. 

Thank you very much for your attention. I would be happy to an-
swer your questions. 

Chairman JOHNSON. Thank you, Mr. Deas. 
Mr. Olesky, please proceed. 
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STATEMENT OF LEE OLESKY, CHIEF EXECUTIVE OFFICER, 
TRADEWEB MARKETS LLC 

Mr. OLESKY. Mr. Chairman and Ranking Member Shelby and 
Members of the Committee, good afternoon and thank you very 
much for inviting me to participate in this hearing. 

My name is Lee Olesky. I am the chief executive officer and a 
founder of Tradeweb, and I appreciate the opportunity to testify 
today about the regulatory framework for implementation of Title 
VII of Dodd-Frank. 

For the last 15 years, Tradeweb has been at the forefront of 
building regulated electronic markets for the trading of OTC fixed 
income securities and derivatives. Tradeweb’s core competency cen-
ters around leveraging technology to create more transparent and 
efficient electronic markets that provide a valuable service to the 
institutional buy-side and banks that are our clients. 

Before electronic markets like Tradeweb were established in 
fixed income, institutional clients picked up the phone and spoke 
to different dealers to obtain prices and trade U.S. Government 
bonds. This phone-based trading model is how the OTC derivatives 
market largely functions today. 

In the late 1990s, due to technological advances and the accept-
ance of the Internet, we saw an opportunity to provide buy-side cli-
ents with greater pretrade price transparency and execution effi-
ciency in the U.S. Government bond market. In 1997, we estab-
lished Tradeweb and created the first multibank electronic Request 
for Quote marketplace for U.S. Treasury securities. Our RFQ model 
gave clients the ability to run an electronic auction among banks 
to get the best price and automate a manual trading process. 

Tradeweb’s RFQ marketplace for U.S. Government bonds helped 
transform a phone-based and largely opaque Government bond 
market into a more transparent and competitive and efficient mar-
ket, with the added benefit of reducing operational risk. As a result 
of this evolution, institutional clients such as asset managers and 
pension funds now have access to regulated trading systems that 
provide greater price transparency and more efficient execution. 
Today on Tradeweb’s global platform for Government bonds, we 
trade on average approximately $40 billion each day with 1,000 in-
stitutional clients located in every financial center around the 
world. Among all of our platforms and products, the daily volume 
on Tradeweb is in excess of $300 billion per day. 

Tradeweb supports the goals of Dodd-Frank, which we believe to 
be enhanced transparency and reduction of systemic risk. However, 
it is vitally important to understand and give due consideration to 
the needs of market participants in promulgating rules for imple-
menting Title VII. The aim must be to achieve the goals of the act 
without materially disrupting the market and the liquidity it pro-
vides to end users. 

Market participants need confidence to participate in these mar-
kets, and if careful consideration is not given to what the rules say, 
we fear that this confidence could be materially shaken. 

The key for achieving the policy objectives for SEFs is to provide 
for flexibility in the way market participants can interact and trade 
swaps. Creating arbitrary or artificially prescriptive limitations on 
the manner in which market participants interact and trade could 
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result in liquidity drying up, increased costs to trade swaps, and 
market participants seeking other, less efficient ways to manage 
their risk. 

Finally, there has been a great deal of discussion recently about 
how best to implement the proposed rules. There is no doubt that 
an overly hasty timetable for implementation could directly impact 
the health of the derivatives market, given the complexity of the 
system. Implementing these regulations in one big bang is unreal-
istic, so phasing in the rules is a very sensible approach. 

However, market participants need clear guidance on when the 
rules will be effective. This is particularly true for firms such as 
Tradeweb that commit capital to build technology to support these 
markets. We believe it is very important for the SEC and CFTC to 
set clear time frames for when rules will be effective as soon as 
practical, and we commend Chairman Gensler for taking the initia-
tive to discuss this in an open forum in early May and take public 
comment on the time frames. 

Furthermore, any difference in rules between the SEC and CFTC 
should be largely eliminated. If there are material differences be-
tween the two regulators’ rules, the costs for compliance and build-
ing technology will go up considerably. By ensuring that the SEC 
and the CFTC rules retain sufficient flexibility for market partici-
pants, clients can trade in a manner that suits their trading strate-
gies and risk profiles. Some institutions may want to transact on 
live prices. Others may want to use a disclosed RFQ model. And 
still others may want to trade anonymously in an order book. Reg-
ulators should not mandate that clients or platforms pick one 
model or offer all models. Flexibility that allows for innovation 
among technology providers is critical to attract the capital nec-
essary to fund the investments in these technologies. 

In conclusion, we support the goals to reform the derivatives 
market, and indeed we provide the very solutions the regulation 
seeks to achieve. But we are concerned that the Commissions may 
be overly prescriptive and, in doing so, create unintended con-
sequences for market participants and the marketplace as a whole. 
We hope our experience in the electronic markets can be helpful 
and instructive as Congress and the regulators take on the great 
challenge of implementing Title VII of Dodd-Frank. 

Thank you. 
Chairman JOHNSON. Thank you, Mr. Olesky. 
Mr. Duffy, please proceed. 

STATEMENT OF TERRENCE A. DUFFY, EXECUTIVE CHAIRMAN, 
CME GROUP INC. 

Mr. DUFFY. Chairman Johnson, Ranking Member Shelby, Mem-
bers of the Committee, thank you for the opportunity to testify on 
the implementation of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act. I am Terry Duffy, Executive Chairman 
of CME Group, which includes our clearinghouse and four ex-
changes, CME, CBOT, NYMEX, and COMEX. 

In 2000, Congress adopted the Commodity Futures Moderniza-
tion Act. This leveled the playing field with our foreign competitors 
and permitted us to recapture our position as the world’s most in-
novative and successful regulated exchange and clearinghouse. As 
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a result, we remain an engine of economic growth in Chicago, New 
York, and the Nation. 

In 2008, the financial crisis focused attention on over-leveraged, 
under-regulated banks and financial firms. In contrast, regulated 
futures markets and futures clearinghouses operated flawlessly be-
fore, during, and after the crisis. Congress responded to the finan-
cial crisis by reining in the OTC market, to reduce systemic risk 
through central clearing and exchange trading of derivatives, to in-
crease data transparency and price discovery, and to prevent fraud 
and market manipulation. We support these goals. 

But we are concerned that the CFTC has launched an initiative 
to undo modern regulation of futures exchanges and clearing-
houses. We are not alone. Most careful observers and some Com-
missioners have concluded that many of the proposed regulations 
roll back principle-based regulation and unnecessarily expand the 
Commission’s mandate. The CFTC is attempting to change its role. 
It is an oversight agency whose purpose has been to assure compli-
ance with sound principles. Now, it appears as if it is trying to be-
come a frontline decision maker, empowered to impose its business 
judgments on every operational aspect of derivatives trading and 
clearing. 

This role reversal is inconsistent with Dodd-Frank. It will re-
quire doubling of the Commission’s staff and budget. It will impose 
astronomical costs on the industry and the end users of derivatives. 
My written testimony includes numerous examples of rulemaking 
that will have costly adverse consequences on customers, inter-
mediaries, exchanges, and the economy. Obviously, the increased 
cost will have an indirect impact on business and employment in 
the United States. Of equal concern, the creation of international 
regulatory disparities will drive business overseas. We recognize 
that the CFTC has been working to induce international regulators 
to be equally prescriptive. However, that effort seems to be failing, 
as other jurisdictions capture U.S. business that the CFTC is driv-
ing offshore. 

The threat of prescriptive position limits and restrictions on 
hedging in the United States are already driving business overseas 
and into unregulated markets. The threat that margin control will 
be used to influence prices of commodities will even be more disas-
trous. Broad, undefined prohibitions on so-called disruptive trading 
practices and strategies will not only drive liquidity providers from 
the U.S. markets, but also impair hedging and price discovery. 

We are strong proponents of an adequate budget for our regu-
lator and support sufficient funding to modernize this technology. 
However, we strongly object to the expansion of Commission staff 
to enforce regulations that are uncalled for by Dodd-Frank or that 
duplicate the duties now being performed by SROs, which are self- 
regulatory organizations. This comes at no cost to the Government. 

Chairman Gensler cited earlier about the size of the market. The 
Commission justifies its budget demands by pointing to the growth 
of the notional value of the contracts it oversees on regulated fu-
tures markets and the notional value of the swaps market that it 
will be responsible for under Dodd-Frank. But there is no valid re-
lationship between the notional value and the regulatory burden. 
The swaps market that the CFTC will regulate involves only 4,000 
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to 5,000 transactions per day and the parties are all sophisticated 
investors. The futures market has grown to millions of transactions 
a day, but has become a highly sophisticated electronic market-
place with a perfect audit trail and high tech enforcement rules. 

The CFTC’s budget should reflect the positive impact of tech-
nology and the necessary regulatory obligations imposed by Dodd- 
Frank. Congress should encourage a full and fair cost and benefit 
analysis for every proposal. 

It also should extend Dodd-Frank’s effective date to permit a re-
alistic opportunity to comment. Otherwise, we believe that the 
well-regulated futures industry will be burdened by overly prescrip-
tive regulations. This is inconsistent with the sound practices. Fur-
thermore, it will make it more difficult to reach Dodd-Frank’s goal 
of increasing transparency and limiting risk. 

I thank you for your time and look forward to your questions. 
Chairman JOHNSON. Thank you, Mr. Duffy. 
Mr. Axe, please proceed. 

STATEMENT OF IAN AXE, CHIEF EXECUTIVE, LCH.CLEARNET 
GROUP LIMITED 

Mr. AXE. Thank you, Mr. Chairman. Chairman Johnson, Rank-
ing Member Shelby, Members of the Committee, my name is Ian 
Axe and I am Chief Executive of LCH.Clearnet Group Limited. On 
behalf of the Group, I would like to thank the Committee for ask-
ing me here today. 

If I may, let me briefly introduce our company. We operate two 
of Europe’s leading clearinghouses and a fast-expanding office in 
New York. We are 83 percent owned by members and 17 percent 
owned by exchanges, such as NYSE Euronext. We clear interest 
rate, credit default, and energy swaps, bonds and repos, equities, 
metals, and listed derivatives. We have been clearing commodities 
for 120 years and pioneered the development of swap clearing in 
1999 with our SwapClear service. This operates under a DCO li-
cense and has been subject to CFTC regulation since 2001. 

SwapClear clears over 50 percent of the global interest rate swap 
market, with over $276 trillion in notional outstanding, and last 
year it cleared over 120,000 swaps trades, for U.S. counterparties 
with a notional value of $64 trillion. We recently extended our 
SwapClear service to include a client clearing service for U.S. end 
customers. Twelve members have since joined up to provide this 
service, and U.S. end users have cleared swaps through them. 

We have U.S. members on our sell and buy side committees 
which meet monthly to discuss the development of our swap serv-
ice. Our buy side working group includes major U.S. asset man-
agers and hedge fund investors. 

Our group played a critical role following the Lehman Brothers 
collapse, successfully managing the world’s largest ever clearing 
member default. On its default, the firm had a $12 trillion portfolio 
of risk at LCH.Clearnet, including a $9 trillion swap book. This 
was liquidated without loss or impact on surviving members. On 
completion, we returned $850 million of margin to U.S. bankruptcy 
administrators. 

We are strong supporters of the Dodd-Frank Act goals and be-
lieve that the legislation will improve stability in the marketplace 
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and greatly reduce systemic risk. In particular, we welcome strong 
risk management and heightened financial service standards for 
clearinghouses, a greater level of supervision for clearinghouses, 
and mandatory clearing obligations. 

We have followed the CFTC and SEC rulemaking process closely 
and applaud the thoughtfulness of the agencies in this task. We 
have participated in roundtables, attended open meetings, re-
sponded to the proposed rulemakings, and met with the Commis-
sioners. 

It is key that the legislation and rules emerging from the U.S. 
and Europe are as closely aligned as possible. This will reduce reg-
ulatory arbitrage, ensure consistent risk standards internationally, 
and make certain that the G-20 commitments are met. A lack of 
harmonization may impact the economy, jobs, and the recovery. 

I will set out three of the greatest areas of concern as regards 
the difference between the U.S. and Europe in our international 
oversight. 

First, ownership and governance. We believe that Congress cor-
rectly rejected aggregate ownership and voting caps for clearing-
houses during passage, and are concerned to see the agencies 
might reintroduce such caps. Aggregate restrictions on clearing-
house ownership or governance may limit innovation, reduce com-
petition, and increase costs. 

Second, risk management and access rules for clearinghouses. 
The CFTC risk management provisions at present are aligned to 
the futures clearing business. Swaps need to be reviewed as having 
different risk management techniques and processes. We expect fu-
tures and swaps to converge over time, but it is inappropriate now 
to impose futures clearing criteria on swaps. We also believe access 
criteria for swap clearing members must be proportionate to the 
risk introduced and contingent on default management and risk 
underwriting participation, such that the clearinghouse, its non-
defaulting members, and their clients are fully protected. 

And third, customer protection. Security is key. Customers clear-
ing swaps, many of them pension funds and other long-term saving 
institutions, must be protected from fellow customer risk. The in-
troduction of customer safeguards that deliver such security would 
ensure that U.S. clients have the same protection as clients in Eu-
rope. 

In conclusion, we believe that the agencies’ final rules should af-
ford individual customers the option of legal segregation. Further, 
any final rules on clearinghouse ownership or governance should be 
applied at an individual level. Finally, access requirements should 
do nothing to compromise the integrity of clearinghouses. We look 
forward to extending our safeguards deeper into the U.S. market-
place and to further growing our U.S. staff and operations in sup-
port of the Act. 

Thank you for inviting me here today. I am happy to take any 
questions. 

Chairman JOHNSON. Thank you, Mr. Axe. 
Ms. Paquette, please proceed. 
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STATEMENT OF JENNIFER PAQUETTE, CHIEF INVESTMENT 
OFFICER, COLORADO PUBLIC EMPLOYEES’ RETIREMENT AS-
SOCIATION 

Ms. PAQUETTE. Thank you, Chairman Johnson and Ranking 
Member Shelby, for holding this important hearing. I am Jennifer 
Paquette, Chief Investment Officer of Colorado PERA. 

I would like to share with you a school teacher’s interest in de-
rivatives and share some concerns on proposed rulemaking. A Colo-
rado teacher told me years ago about a problem she had in her 
classroom with a first grade boy. She required all the students to 
read aloud in front of the class and this little boy was very shy and 
could not do it. She allowed the student to sit in the chair with his 
back to the class and whisper to the blackboard instead, and over 
the course of the year, she took the chair and moved it inch by 
inch, so that at the end of the year, it faced the class. The chair 
was empty at the end of the year and instead, the boy was stand-
ing in front of the class reading aloud with great pride. 

And when she told me the story, it struck me how much I had 
in common with her. The care that she took with every student in 
her class is the same care that we give to every single investment 
that we oversee for her retirement plan. She would not know how 
to invest a $39 billion institutional portfolio, but I and my invest-
ment colleagues in Denver, we know how to do that on her behalf. 
She would not know how to execute a total return swap to mitigate 
risk, but we know how to do that. We know how to employ futures 
to mitigate risk when we are doing portfolio transitions. 

The investment vehicles that we use matter to all of our mem-
bers. It is why I have come here for the honor of just a few minutes 
before you. 

Derivatives are tools we use for mitigating risk. While deriva-
tives are only a modest portion of our total market value, they are 
very useful. You will find in my written testimony we have con-
cerns about how public plans may be affected by CFTC proposed 
rules. CFTC’s proposed rules include public pension plans as a spe-
cial entity. In order for us to enter into a swap, the swap dealer 
would need to have a reasonable basis to believe we have a rep-
resentative that meets certain requirements. We are concerned 
that there is a conflict of interest for one party in a transaction to 
also be responsible for determining who is qualified to represent 
the other side of the transaction. We are also uncomfortable with 
how this could potentially impair negotiations with a dealer. We 
fear higher costs for executing transactions and are concerned that 
strong counterparties may not want to do business with us for rea-
sons including potential liability. 

Colorado PERA and a number of public pension funds whose as-
sets total over $700 billion have suggested a voluntary alternative 
approach be created. I have included a letter in my written testi-
mony signed by these pension funds which describes the approach. 
It would allow us to voluntarily undergo a certification process to 
meet the independent representative requirement. This would in-
clude passing a proficiency exam. I think it supports the intent of 
protecting investors while avoiding some potential conflicts and un-
intended consequences. 
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I have the utmost respect for the time and care you and others 
are expending on these matters. We would like to continue to ac-
cess the swaps markets for the same portfolio reasons we have 
used them effectively for years. 

On behalf of almost half-a-million current and former employees, 
public employees of Colorado PERA, I ask that you and all those 
involved in this process consider our concerns. I owe it to all of our 
Colorado PERA members and to that particular teacher I told you 
about to advocate on this issue. That little boy who was afraid to 
speak, who is not so little anymore, I see every day, and he is my 
reminder to speak on issues that matter to the investors that are 
our members. 

Thank you for your time. 
Chairman JOHNSON. Thank you, Ms. Paquette. I will start off 

with a few questions. Thank you for your testimony. 
I will remind my colleagues that we will keep the record open for 

statements, questions, and any other material you would like to 
submit. As we begin questioning the witnesses, I will put 5 min-
utes on the clock for each Member’s questions. 

Mr. Olesky, how would the proposed CFTC rule on swap execu-
tion facilities requiring five requests for quotes impact market li-
quidity and potential earning? What would be the impact on your 
company if the SEC and CFTC proposed rules for SEFs are not rec-
onciled? 

Mr. OLESKY. Thank you. Currently, Tradeweb trades interest 
rate swaps in the U.S. and Europe and we have processed and had 
about 75,000 interest rate swap transactions over the last several 
years, and one of our concerns is that as the rules have been pro-
posed by the CFTC in this RFQ process, which is an auction that 
customers, such as the clients that are at this table, would run in 
order to get the best prices, that clients would be forced to send out 
an inquiry to at least five different dealers. 

That is not the way the market operates today. In fact, that is 
not the way the U.S. Government bond market operates today. In 
our U.S. Government bond franchise, the average inquiry goes out 
to just three banks and there are some very good reasons for this. 
Clients need to assess how they are going to get the best possible 
price in the marketplace, and at times, that means going to just 
one or two dealers, not five. So that is an example of a rule that 
has been proposed that is not mindful of the way the market oper-
ates today and would require a change. I am not sure what that 
change entirely would be, but we, as a company that provides serv-
ices to our clients, are advocates for our clients, which are the large 
buy-side firms, public pension funds, institutions that want to be 
able to access liquidity in a way that makes the most sense to 
them. 

Chairman JOHNSON. Mr. Duffy and Mr. Axe, how would applying 
the Title VII clearing requirements to transactions with foreign 
counterparties impact the competitiveness of U.S. markets? 

Mr. DUFFY. I would be happy to start things. One of the ways, 
Mr. Chairman, that that would impact us is if the CME had a cli-
ent that was in Europe and they wanted to do a counterparty 
transaction with a party in the U.S., we would have to make sure 
that the CME clearinghouse was registered in the U.K. or in any 
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other jurisdiction that that client—the trade was coming from. This 
is a very long, burdensome process throughout the U.K. In the 
U.S., it takes about 6 months to get approved to become a clearing 
member. So this is absolutely a very difficult thing for us to do 
going forward. So that is one of the big competitive issues that we 
have. 

I will let Ian make a comment, then—— 
Mr. AXE. Thank you, Mr. Chairman. We currently clear trades 

both in the U.S. and in Europe, and to refer to my oral testimony, 
I think the fear we have in terms of regulatory arbitrage is if we 
don’t ensure that we do have consistent standards. We appreciate 
the ability to achieve licensed status is one thing, but actually hav-
ing different systems and different regulatory systems across the 
different geographies would create inconsistencies and would not 
be advisable in the ideology of harmonization. 

Chairman JOHNSON. Mr. Deas, from your perspective, how would 
the proposed definition of swap dealers impact end users? 

Mr. DEAS. Chairman Johnson, the definition for swap dealers, if 
it is not done properly, could pick up larger companies who are still 
engaged in hedging underlying business activities, and there is a 
fundamental difference between a financial institution acting as a 
swap dealer and a large U.S.-based company that is doing that. 

End users are always hedging underlying business activity. The 
derivative when valued together with that underlying business ex-
posure creates a neutral position. Swap dealers are maintaining an 
open position. They are market makers. We believe it is appro-
priate for them to centrally clear and margin their trades, but be-
cause end users are always balanced, if you impose margin on 
them because you have defined them through this definition to be 
a swap dealer, then you take a balanced pair of transactions that 
create a neutral position and you actually impose a new and unwel-
come risk, at least for treasurers, that risk of having to fund peri-
odic margin payments with all the attendant uncertainty of that. 

Chairman JOHNSON. Senator Shelby. 
Senator SHELBY. Thank you, Mr. Chairman. 
Mr. Deas, in your testimony today, you warned that regulators 

could impose costs on companies that would inhibit their ability to 
produce goods and hire workers in the United States. Chairman 
Gensler has begrudgingly, I would say, agreed to make some ac-
commodations for companies that use derivatives to hedge their 
business risk, like yourself. But he also argues that doing so, and 
I will quote, ‘‘only benefits Wall Street and does not benefit Main 
Street or the corporation that provides service to America.’’ Do you 
agree with Chairman Gensler’s assessment here? 

Mr. DEAS. No, sir, I do not. As I have indicated in my testimony, 
we are manufacturing the goods that are consumed in the U.S. and 
we have been able to export them successfully overseas, and we do 
that—— 

Senator SHELBY. It helps you compete, does it not? 
Mr. DEAS. Yes, sir, it does, and it helps us offset risks that we 

cannot otherwise control. 
Senator SHELBY. And the consequences—I think you alluded to 

it earlier. What would be the consequences of imposing unneces-
sary regulatory burdens on companies like yourselves ability to 
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hedge your unique business risks? A lot of these risks are tailored, 
are they not? 

Mr. DEAS. Yes, sir. One of the problems is, for instance, I talked 
about our ability to export. If, as was questioned of the Assistant 
Secretary of the Treasury, if the Secretary of the Treasury declares 
that foreign exchange transactions are swept up in this new mech-
anism, then it could force exporting companies like FMC to incur 
higher costs, and one unfortunate way to lower those costs would 
be for U.S.-based exporters to move their manufacturing facilities 
offshore to the countries where their customers are to achieve in 
that way a better match between their costs and the currencies in 
which their customers are paying them. I would hate to see that 
happen to U.S.-based manufacturers, Senator. 

Senator SHELBY. Would requiring companies to use standardized 
cleared products or forcing them to post margin, as we have talked 
about here, increase risk in the financial system or decrease it? 
Would it not increase risk for you because it costs more? 

Mr. DEAS. Senator, it would increase risk in two ways. First of 
all, as I have described, the over-the-counter derivatives market be-
came as—grew to the size it is today because of its ability to re-
spond and to provide customization. The fact that these hedges are 
effective—— 

Senator SHELBY. You are talking about tailoring your risk, are 
you not? 

Mr. DEAS. Yes, sir, and the fact that we are able to achieve that 
customization means that we have exactly offset the business risk. 
Failure to make it match up exactly if we were forced to use a 
standardized derivative would mean there would be residual risk 
we would retain that could come home to manifest itself in higher 
costs for us. 

Senator SHELBY. Mr. Duffy, Governor Tarullo—you were here— 
explained that central clearinghouses concentrate risk and thus 
have the potential to transmit shocks throughout the financial 
markets. What would happen, for example, if CME—we hope it 
never would—or another clearinghouse failed, and what type of 
contingency plans has the CME prepared to make sure that if it 
were to fail, that one of more of its members does not threaten the 
entire financial system? 

Mr. DUFFY. Senator, that is a great question, and one of the 
things we can go off of to start with is our record. In the 156 years, 
the CME has never had a customer—— 

Senator SHELBY. I know. 
Mr. DUFFY. ——lose anything due to a clearing member default. 

So that is the first thing. 
The second thing is the way we do clearing at the CME Group. 

We settle twice a day mark-to-market. So if the customer does not 
have the funds up and the market runs away from them, we either 
take them out of the market if the money is not coming forward. 
So that is one of the things. We have the ability to do that on an 
hourly basis. We hold over $100 billion of our customers’ capital to 
make sure that these transactions are protected. And so we have 
many, many safeguards. Risk management is something that we 
spend a lot of our time on at the CME Group and I think it is what 
has made us what we are today. 
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Senator SHELBY. That is good. I want to pronounce your name 
right. Is it ‘‘Paquette’’? How do you say it? 

Ms. PAQUETTE. ‘‘Paquette.’’ 
Senator SHELBY. Paquette. Ms. Paquette, the letter that you and 

a number of other pension funds submitted to the Commodities Fu-
tures Trading Commission noted that however well-intentioned the 
goal of, quote, ‘‘protecting vulnerable or gullible parties in the swap 
market might be,’’ the CFTC’s proposed business conduct standards 
may be so onerous that pension plans are, quote, ‘‘left to deal with 
less desirable counterparties, if they could find any at all.’’ If the 
CFTC’s proposal were adopted in its current form, would it make 
it harder to manage the nearly $40 billion of retirement money for 
which you are responsible to manage? 

Ms. PAQUETTE. Thank you, Ranking Member Shelby. If the pro-
posed rules were put in—— 

Senator SHELBY. Were adopted in its current form—— 
Ms. PAQUETTE. ——adopted in their current form, we think it 

would be more challenging for us to manage our $40 billion—— 
Senator SHELBY. And by ‘‘challenging,’’ it would be harder. It 

would be more difficult, would it not? 
Ms. PAQUETTE. It would be more difficult in certain areas of our 

portfolio, yes. 
Senator SHELBY. Thank you. Thank you, Mr. Chairman. 
Chairman JOHNSON. Senator Moran. 
Senator MORAN. Mr. Chairman, thank you. 
Mr. Duffy, earlier, I asked Chairman Gensler questions about 

why he felt it was necessary to impose prescriptive rules that over-
ride core principle regime that we have had at CFTC previously, 
or currently, and the Chairman said it was because the instru-
ments like swaps, and that is why DCOs needed prescriptive rules. 
However, to my knowledge, there were no swap DCOs. The only 
clearing organizations pre- Dodd-Frank were regulated exchanges. 
Clearing organizations seem to have performed well in 2008. And 
furthermore, it seemed that the prescriptive regulations have gone 
beyond DCOs and are actually imparting the exchange—I mean, 
affecting—excuse me, impacting exchanges, as well. 

Can you characterize more specifically how the CFTC is disman-
tling the core principle regime and how it would negatively—let me 
be more unbiased—how it would impact CME’s exchanges and 
clearing organizations, and also, did any of the DCOs fail in 2008 
that would warrant Chairman Gensler’s concerns that have led 
him to override core principles for DCOs? 

Mr. DUFFY. No, sir. None of them did fail. Prior to 2008 and 
2007, CME cleared $1.2 quadrillion of notional value of trade with-
out one hiccup. So that is just for starters. And the way Chairman 
Gensler is trying to roll back some of the Modernization Act of 
2000, for example, would be on product. If we want to launch a 
new product, we have the ability to self-certify that product. We in-
novate it. We should have the ability to self-certify it so we can be 
first to market. Some of these new rules would call for the CFTC 
to have days, weeks, months to put this out for public comment 
again and give everybody an opportunity to look at what CME is 
trying to innovate. Well, there would be no incentive to innovate 
new products. So that is one example. 
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Another example of that would be products we now currently 
may trade in a block trade or an OTC fashion because there are 
very few participants in the transaction, so we list it on a facility 
just for a handful of participants and we still essentially clear it. 
He is saying that within—if you do not have 85 percent of that 
trade done, the volume done, you have to delist the product or put 
it on a central limit order book. So that would kill the product. 

Euro-dollar contract is the largest contract in the world today, 
and the short-term interest rates, and long-term interest rates. 
When we listed that, if we went by the prescriptive rules back then 
that they have in place today, we would not have a Euro-dollar 
contract for folks to manage their interest rate risk like they do 
today to protect their pensions, mortgages, and other things. So 
these are just a couple examples why I think the Chairman is 
wrong on this. 

Senator MORAN. The CME is a significant financial institution. 
You also may have heard my raising the concern that I have heard 
about the difficulties that the futures industry is having in keeping 
up with the ongoing proposed regulations, running their business 
and responding. My guess is that it may be easier for the CME to 
meet that challenge than it is the smaller exchanges. Am I missing 
something there? I do not want you to—I do not expect you to say 
it is easy for you, but I would worry also about, in my case, Kansas 
City, for example, the ability just to keep up with the volume of 
activity at the CFTC right now, to actually make intelligent deci-
sions about responses to proposed rules. 

Mr. DUFFY. We have a very large outside law firm. We have a 
very large inside law firm. We cannot keep up with the comment 
periods that are coming forward with all the new rules and do it 
in a very thoughtful way. I have talked to the CEO of the Kansas 
City Board of Trade, Jeff Borchardt. I know they are having simi-
lar issues and they are a much smaller institution. We do do busi-
ness with them, so obviously we have an interest in what their 
thoughts are on this, also. It is almost impossible to keep up. So 
when the CFTC is proposing these rules, trying to do them in a 
very short period of time, and for us to digest and see what the 
consequences are with major outside law firms and a large inside 
law firm, as a very large institution and we cannot keep up with 
it, I am concerned how others can. 

Senator MORAN. Your response to my question about innovation, 
new product, would that then create a disadvantage to being an 
American, a United States company? Will other countries’ ex-
changes be better capable of innovating than the United States in 
bringing new products to market? 

Mr. DUFFY. Absolutely. If they can self-certify product through-
out the world and we do not get a first look at it like they would 
get a first look at our product, you would put the United States of 
America innovation in financial services right down the drain. 

Senator MORAN. Mr. Duffy, thank you very much. 
Chairman Johnson, thank you. 
Chairman JOHNSON. Thank you. 
As the rulemaking process moves forward, this Committee will 

continue to provide robust oversight of the reforms to the OTC de-
rivatives market. Striking the right balance for how best to regu-
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late derivatives should not be a partisan issue and I urge Senators 
on both sides of the aisle to continue working with our regulators 
to build a stronger foundation for our financial markets. 

We did not reach a quorum today to vote on pending nominations 
as was scheduled. We are going to look for a time within the next 
2 days to hold this vote off the Senate floor after a roll call vote. 
My staff will send a notice when we find an appropriate time. 

Thank you again to all my colleagues and our panelists for being 
here today. 

This hearing is adjourned. 
[Whereupon, at 4:58 p.m., the hearing was adjourned.] 
[Prepared statements and responses to written questions sup-

plied for the record follow:] 
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1 See, Bank of International Settlements, Positions in Global Over-the-Counter (OTC) Deriva-
tives Markets at End-June 2010, Monetary and Economic Department (Nov. 2010), http:// 
www.bis.org/publ/otclhy1011.pdf. 

PREPARED STATEMENT OF MARY L. SCHAPIRO 
CHAIRMAN, SECURITIES AND EXCHANGE COMMISSION 

APRIL 12, 2011 

Chairman Johnson, Ranking Member Shelby, and Members of the Committee: 
Thank you for inviting me to testify today on behalf of the Securities and Ex-

change Commission regarding its implementation of Titles VII and VIII of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (‘‘Dodd-Frank Act’’ or 
‘‘Act’’), which primarily relate to the regulation of over-the-counter (OTC) derivatives 
and the supervision of systemically important payment, clearing, and settlement 
systems. These titles require the SEC, among other regulators, to conduct a sub-
stantial number of rulemakings and studies. Although this task is challenging, par-
ticularly when viewed in the context of the SEC’s other Dodd-Frank Act rulemaking 
responsibilities, we are committed to fulfilling the objectives of the Act in a respon-
sible and diligent manner, while seeking the broad public input and consultation 
needed to get these important rules right. My testimony today will briefly describe 
our progress and plans for implementing Titles VII and VIII of the Dodd-Frank Act, 
with a particular focus on the regulation of the OTC derivatives marketplace. 

Background 
OTC Derivative Marketplace 

As has been frequently noted, the growth of the OTC derivatives marketplace has 
been dramatic over the past three decades. From its beginnings in the early 1980s, 
when the first swap agreements were negotiated, the notional value of these mar-
kets has grown to almost $600 trillion globally. 1 However, OTC derivatives were 
largely excluded from the financial regulatory framework by the Commodity Futures 
Modernization Act of 2000. As a securities and capital markets regulator, the SEC 
has been particularly concerned about OTC derivatives products that are related to, 
or based on, securities or securities issuers, and as such are connected with the mar-
kets the SEC is charged with overseeing. 

Dodd-Frank Act 
The Dodd-Frank Act mandates oversight of the OTC derivatives marketplace. 

Title VII of the Act requires that the SEC and CFTC write rules that address, 
among other things, mandatory clearing, the operation of security-based swap and 
swap execution facilities and data repositories, capital and margin requirements and 
business conduct standards for dealers and major participants, and regulatory ac-
cess to and public transparency for information regarding security-based swap and 
swap transactions. This series of rulemakings should improve transparency and fa-
cilitate the centralized clearing of security-based swaps, helping, among other 
things, to reduce counterparty risk. It should also enhance investor protection by in-
creasing disclosure regarding security-based swap transactions and helping to miti-
gate conflicts of interest involving security-based swaps. In addition, these 
rulemakings should establish a regulatory framework that allows OTC derivatives 
markets to continue to develop in a more transparent, efficient, accessible, and com-
petitive manner. 

Title VIII of the Act provides for increased oversight of financial market utilities 
designated as systemically important and financial institutions that engage in pay-
ment, clearing, and settlement activities designated as systemically important by 
the Financial Stability Oversight Council. The purpose of Title VIII is to mitigate 
systemic risk in the financial system and promote financial stability. 

Implementation Generally 
The implementation of these titles is a substantial undertaking and raises a num-

ber of challenges. Accordingly, we have been engaging in an open and transparent 
implementation process, seeking input on the various rulemakings from interested 
parties even before issuing formal rule proposals. We will continue to seek input on 
each proposal with the goal of producing effective and workable regulation of deriva-
tives activities and oversight of financial market utilities designated as systemically 
important and financial institutions that engage in payment, clearing, and settle-
ment activities designated as systemically important. 
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Public Consultation 
We have enhanced our public consultative process by expanding the opportunity 

for public comment beyond what is required by law. For instance, we have made 
available to the public a series of e-mail boxes to which interested parties can send 
preliminary comments before rules are proposed and the official comment periods 
begin. These e-mail boxes are on the SEC Web site, organized by topic. We also spe-
cifically solicited comment, along with the CFTC, on the definitions contained in 
Title VII of the Act. 

In addition, our staff has sought the views of affected stakeholders. This approach 
has resulted in meetings with a broad cross-section of interested parties. To further 
this public outreach effort, the SEC staff has held joint public roundtables and hear-
ings with the CFTC staff on select key topics. Through these processes, we have re-
ceived a wide variety of views and information that is useful to us in proposing and, 
ultimately, adopting rules that are appropriate for these markets. 
Coordination With the CFTC and Other Regulators 

In implementing Title VII, our staff is meeting regularly, both formally and infor-
mally, with the staffs of the CFTC, Federal Reserve Board, and other financial regu-
lators. In particular, SEC staff has consulted and coordinated extensively with 
CFTC staff in the development of the proposed rules. Although the timing and se-
quencing of the CFTC’s and SEC’s proposed rules may vary, they are the subject 
of extensive interagency discussions. The SEC’s rules will apply to security-based 
swaps and the CFTC’s rules will apply to swaps, but our objective is to establish 
consistent and comparable requirements, to the extent possible, for swaps and secu-
rity-based swaps. Due in part to differences in products, participants, and markets, 
some of our rule proposals contain different approaches to various issues. Nonethe-
less, as we move toward adoption, the objective of consistent and comparable re-
quirements will continue to guide our efforts. 

In addition, as required by the Act, we are working with the CFTC to adopt joint 
rules further defining key terms relating to the products covered by Title VII and 
certain categories of market intermediaries and participants. Joint rulemaking re-
garding key definitions will promote regulatory consistency and comparability, and 
thus help to prevent regulatory gaps that could foster regulatory arbitrage and over-
laps that could confuse, or impose unnecessary added costs upon, market partici-
pants. 

Finally, we recognize that other jurisdictions are also developing regulatory 
frameworks that will address many of the areas covered by Title VII. The manner 
and extent to which we and foreign regulators regulate derivatives will affect both 
U.S. and foreign entities and markets. Consequently, as we progress with the imple-
mentation of Title VII, we will continue to consult with regulatory counterparts 
abroad in an effort to promote robust and consistent standards and avoid conflicting 
requirements, where possible. The SEC and CFTC are, in fact, directed by the legis-
lation to consult and coordinate with foreign regulators on the establishment of con-
sistent international standards governing swaps, security-based swaps, swap enti-
ties, and security-based swap entities. We believe that bilateral discussions with for-
eign regulators, as well as our engagement in the IOSCO Task Force on OTC De-
rivatives Regulation, which the SEC cochairs, and our participation in other inter-
national forums will help us achieve this goal. 

In short, we remain committed to working closely, cooperatively, and regularly 
with our fellow regulators to facilitate our implementation of the regulatory struc-
ture established by the Dodd-Frank Act. 
Rulemaking 
Actions Already Taken 

The SEC has taken significant steps in implementing the rulemaking required by 
Titles VII and VIII of the Act. To date, the SEC has proposed a number of 
rulemakings required by these titles. 

In October 2010, we proposed rules to mitigate conflicts of interest involving secu-
rity-based swaps. These proposed rules seek to address conflicts of interest at secu-
rity-based swap clearing agencies, security-based swap execution facilities, and ex-
changes that trade security-based swaps. 

In November 2010, we proposed antifraud and antimanipulation rules for secu-
rity-based swaps that would subject market conduct in connection with the offer, 
purchase, or sale of any security-based swap to the same general antifraud provi-
sions that apply to all securities and reach misconduct in connection with ongoing 
payments and deliveries under a security-based swap. We also proposed rules re-
garding trade reporting, data elements, and real-time public dissemination of trade 
information for security-based swaps. Those rules lay out who must report security- 
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based swap transactions, what information must be reported, and where and when 
it must be reported. In addition, we have proposed rules regarding the obligations 
of security-based swap data repositories, which would require security-based swap 
data repositories to register with the SEC and specify other requirements with 
which security-based swap data repositories must comply. 

In December 2010, we proposed rules relating to mandatory clearing of security- 
based swaps. These rules would set out the way in which clearing agencies would 
provide information to the SEC about security-based swaps that the clearing agen-
cies plan to accept for clearing. We also proposed rules relating to the exception to 
the mandatory clearing requirement for end users. These rules would specify the 
steps that end users must follow, as required under the Act, to notify the SEC of 
how they generally meet their financial obligations when engaging in security-based 
swap transactions exempt from the mandatory clearing requirement. In addition, we 
proposed joint rules with the CFTC regarding the definitions of swap and security- 
based swap dealers, and major swap and major security-based swap participants. 
These rules lay out objective criteria for these definitions and are a first step in 
helping the SEC appropriately address the market impacts and potential risks 
posed by these entities. 

Thus far in 2011, we have proposed rules regarding the confirmation of security- 
based swap transactions, which would govern the way in which certain security- 
based swap transactions are acknowledged and verified by the parties who enter 
into them. We also proposed rules regarding registration and regulation of security- 
based swap execution facilities, which would define security-based swap execution 
facilities, specify their registration requirements, and establish their duties and core 
principles. And most recently, we proposed rules to establish minimum standards 
concerning the operation, governance, and risk management of clearing agencies. At 
the same time, we reopened the comment period for our October proposal regarding 
conflicts of interest at security-based swap clearing agencies, security-based swap 
execution facilities, and exchanges that trade security-based swaps. 

In addition, we adopted interim final rules in October 2010 regarding the report-
ing of outstanding security-based swaps entered into prior to the date of enactment 
of the Dodd-Frank Act. These interim final rules require certain security-based 
swap dealers and other parties to preserve and report to the SEC or a registered 
security-based swap data repository certain information pertaining to any security- 
based swap entered into prior to the July 21, 2010, passage of the Dodd-Frank Act 
and whose terms had not expired as of that date. 

Our staff also is working closely with the Federal Reserve Board and the CFTC 
to develop, as required by Title VIII of the Act, a new framework to supervise sys-
temically important financial market utilities, including clearing agencies registered 
with the SEC, that are designated by the Financial Stability Oversight Council as 
systemically important. For example, SEC staff has been actively coordinating with 
the other agencies to develop rules regarding submission of notices by designated 
financial market utilities with respect to rules, procedures, or operations that could 
materially affect the risks presented by such designated financial market utilities. 
The SEC proposed these rules in December. In addition, in March, the Financial 
Stability Oversight Council, of which the SEC is a member, issued a notice of pro-
posed rulemaking regarding the criteria and analytical framework for designating 
financial market utilities under Title VIII and the processes and procedures that 
would be used to make such designations. 

Our staff also has been actively coordinating with the other agencies on the new 
authority granted to the SEC and CFTC to develop standards for designated finan-
cial market utilities. Moreover, the SEC and CFTC staffs have begun working with 
staff from the Federal Reserve Board to jointly develop risk management super-
vision programs for designated financial market utilities pursuant to Title VIII. The 
SEC, CFTC, and Federal Reserve Board also are working together closely to prepare 
a joint report to Congress required under Title VIII that will make recommenda-
tions for improving consistency in the oversight of designated clearing entities, pro-
moting robust risk management, and monitoring the effects of such risk manage-
ment on the stability of the financial system. 
Upcoming Actions 

In the coming months, we expect to propose rules regarding registration proce-
dures, business conduct standards, and capital, margin, segregation, and record 
keeping requirements for security-based swap dealers and major security-based 
swap participants. We also expect to propose joint rules with the CFTC governing 
the definitions of ‘‘swap’’ and ‘‘security-based swap,’’ as well as the regulation of 
‘‘mixed swaps.’’ 

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00046 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



43 

The SEC has been carefully reviewing all the comments received regarding the 
rules that already have been proposed and we are in the process of considering 
those comments. We also are continuing discussions with various market partici-
pants about their concerns and ideas regarding the proposed rules. This information 
is invaluable as we move toward consideration of final rules designed to further the 
purposes of the Dodd-Frank Act and the SEC’s mission to protect investors, main-
tain fair, orderly, and efficient markets, promote the prompt and accurate clearance 
and settlement of securities transactions, and facilitate capital formation and pro-
vide effective regulation of the security-based swap markets without imposing un-
justified costs or having unforeseen adverse consequences. We will, of course, be en-
gaged in the same process for our upcoming proposed rulemakings, and I would like 
to take this opportunity to encourage market participants and the public to continue 
submitting comments on these upcoming proposed rulemakings. 
Anticipated Completion of Rulemaking 

We are working to complete the rulemaking proposal and adoption process under 
Titles VII and VIII and are mindful of Congress’ deadlines for implementation. 
Nonetheless, this is a very challenging task. The OTC derivatives markets are large 
and interconnected. The issues are complex and do not lend themselves to easy solu-
tions. We are progressing at a deliberate pace, taking the time necessary to thought-
fully consider the issues raised by the various rulemakings before proposing specific 
rules. We are taking a similar approach as we move toward consideration of final 
rules. As we do so, we are also devoting careful thought to sequencing the imple-
mentation of final rules in such a way that market participants will have sufficient 
time to develop the infrastructure necessary to comply. We understand that getting 
the rules right and implementing them in the right order is important, and this will 
continue to guide our efforts in coming months. 
Impact of Rulemaking on Existing Markets 

There are unique challenges involved in imposing a comprehensive regulatory re-
gime on existing markets, particularly ones that until now have been almost com-
pletely unregulated. For example, in proposing margin rules, we will be mindful 
both of the importance of security-based swaps as hedging tools for commercial end 
users and also of the need to set prudent risk rules for dealers in these instruments. 
We also need to carefully consider how our rules might impact preexisting contracts. 
For example, in developing rules that concern the capital and margin requirements 
for security-based swap dealers, we will need to consider dealers’ preexisting secu-
rity-based swaps. The application of new rules to existing security-based swaps 
could be very disruptive and impose burdens on dealers or their counterparties that 
they did not bargain for or anticipate. We discussed this issue, along with the end 
user margin issue, with various stakeholders at a joint SEC–CFTC roundtable in 
December, and are taking the input we received at the roundtable and from other 
sources into account in writing proposed rules. 
Conclusion 

The Dodd-Frank Act provides the SEC with important tools to better meet the 
challenges of today’s financial marketplace and fulfill our mission to protect inves-
tors, maintain fair, orderly, and efficient markets, promote the prompt and accurate 
clearance and settlement of securities transactions, and facilitate capital formation. 
As we proceed with implementation, we look forward to continuing to work closely 
with Congress, our fellow regulators, and members of the financial and investing 
public. Thank you for inviting me to share with you our progress on and plans for 
implementation. I look forward to answering your questions. 

PREPARED STATEMENT OF GARY GENSLER 
CHAIRMAN, COMMODITY FUTURES TRADING COMMISSION 

APRIL 12, 2011 

Good afternoon Chairman Johnson, Ranking Member Shelby, and Members of the 
Committee. I thank you for inviting me to today’s hearing on implementing Title 
VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act. I am 
pleased to testify on behalf of the Commodity Futures Trading Commission (CFTC). 
I also thank my fellow Commissioners and CFTC staff for their hard work and com-
mitment on implementing the legislation. I am pleased to testify alongside my fel-
low regulators from the Securities and Exchange Commission (SEC), Federal Re-
serve and Treasury Department. 
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The Dodd-Frank Act 
On July 21, 2010, President Obama signed the Dodd-Frank Act. The Act amended 

the Commodity Exchange Act (CEA) to establish a comprehensive new regulatory 
framework for swaps and made similar amendments to securities laws for security- 
based swaps. Title VII of the Act was enacted to reduce risk, increase transparency 
and promote market integrity within the financial system by, among other things: 

1. Providing for the registration and comprehensive regulation of swap dealers 
and major swap participants; 

2. Imposing clearing and trade execution requirements on standardized deriva-
tives products; 

3. Creating robust record keeping and real-time reporting regimes; and 
4. Enhancing the Commission’s rulemaking and enforcement authorities with re-

spect to, among others, all registered entities and intermediaries subject to the 
Commission’s oversight. 

The reforms mandated by Congress will reduce systemic risk to our financial sys-
tem and bring sunshine and competition to the swaps markets. Markets work best 
when they are transparent, open and competitive. The American public has bene-
fited from these attributes in the futures and securities markets since the great reg-
ulatory reforms of the 1930s. The reforms of Title VII will bring similar features 
to the swaps markets. Lowering risk and improving transparency will make the 
swaps markets safer and improve pricing for end users. 
Title VIII of the Dodd-Frank Act 

The CFTC has overseen clearinghouses for decades. Title VIII of the Dodd-Frank 
Act provides for enhanced oversight of these clearinghouses. In close consultation 
with our fellow domestic and international regulators, and particularly with the 
Federal Reserve and the SEC, the CFTC proposed rulemakings on risk management 
for clearinghouses. These rulemakings take account of relevant international stand-
ards, particularly those developed by the Committee on Payment and Settlement 
Systems and the International Organization of Securities Commissions (CPSS– 
IOSCO). 

The Dodd-Frank Act gives the Financial Stability Oversight Council (FSOC) and 
the Federal Reserve Board important roles in clearinghouse oversight by author-
izing the Council to designate certain clearinghouses as systemically important and 
by permitting the Federal Reserve to recommend heightened prudential standards 
in certain circumstances. 

The FSOC proposed a rule last month that complements the CFTC’s rulemaking 
efforts. Public input will be valuable in determining how the Council should apply 
statutory criteria to determine which clearinghouses qualify for designation as sys-
temically important. 
Implementation 

The Dodd-Frank Act is very detailed, addressing all of the key policy issues re-
garding regulation of the swaps marketplace. To implement these regulations, the 
Act requires the CFTC and the SEC, working with our fellow regulators, to write 
rules generally within 360 days. At the CFTC, we initially organized our effort 
around 30 teams who have been actively at work. We had our first meeting with 
the 30 team leads the day before the President signed the law. 

A number of months ago we also set up a 31st rulemaking team tasked with de-
veloping conforming rules to update the CFTC’s existing regulations to take into ac-
count the provisions of the Act. 

The CFTC is working deliberatively and efficiently to promulgate rules required 
by Congress. The talented and dedicated staff of the CFTC has stepped up to the 
challenge and has recommended thoughtful rules—with a great deal of input from 
each of the five Commissioners—that would implement the Act. We have thus far 
proposed rulemakings or interpretive orders in 28 of the 31 areas. 

The CFTC’s process to implement the rulemakings required by the Act includes 
enhancements over the agency’s prior practices in five important areas. Our goal 
was to provide the public with additional opportunities to inform the Commission 
on rulemakings, even before official public comment periods. I will expand on each 
of these five points in my testimony. 

1. We began soliciting views from the public immediately after the Act was signed 
and prior to approving proposed rulemakings. This allowed the agency to re-
ceive input before the pens hit the paper. 

2. We hosted a series of public, staff-led roundtables to hear ideas from the public 
prior to considering proposed rulemakings. 
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3. We engaged in significant outreach with other regulators—both foreign and do-
mestic—to seek input on each rulemaking. 

4. Information on both staff’s and Commissioners’ meetings with members of the 
public to hear their views on rulemakings has been made publicly available at 
cftc.gov. 

5. The Commission held public meetings to consider proposed rulemakings. The 
meetings were webcast so that the Commission’s deliberations were available 
to the public. Archive webcasts are available on our Web site as well. 

Two principles are guiding us throughout the rule-writing process. First is the 
statute itself. We intend to comply fully with the statute’s provisions and Congres-
sional intent to lower risk and bring transparency to these markets. 

Second, we are consulting heavily with both other regulators and the broader pub-
lic. We are working very closely with the SEC, the Federal Reserve, the Federal De-
posit Insurance Corporation, the Office of the Controller of the Currency and other 
prudential regulators, which includes sharing many of our memos, term sheets and 
draft work products. We also are working closely with the Treasury Department and 
the new Office of Financial Research. As of Friday, CFTC staff has had 598 meet-
ings with other regulators on implementation of the Act. 

In addition to working with our American counterparts, we have reached out to 
and are actively consulting and coordinating with international regulators to har-
monize our approach to swaps oversight. As we are with domestic regulators, we 
are sharing many of our memos, term sheets and draft work product with inter-
national regulators as well. Our discussions have focused on clearing and trading 
requirements, clearinghouses more generally and swaps data reporting issues, 
among many other topics. 

Specifically, we have been consulting directly and sharing documentation with the 
European Commission, the European Central Bank, the U.K. Financial Services Au-
thority and the new European Securities and Markets Authority. Three weeks ago, 
I traveled to Brussels to meet with the European Parliament’s Economic and Mone-
tary Affairs Committee and discuss the most important features of swaps oversight 
reform. 

We also have shared documents with the Japanese Financial Services Authority 
and consulted with Members of the European Parliament and regulators in Canada, 
France, Germany, and Switzerland. 

Through this consultation, we are working to bring consistency to regulation of 
the swaps markets. In September of last year, the European Commission released 
its swaps proposal. As we had in the Dodd-Frank Act, the E.C.’s proposal covers the 
entire derivatives marketplace—both bilateral and cleared—and the entire product 
suite, including interest rate swaps, currency swaps, commodity swaps, equity 
swaps and credit default swaps. The proposal includes requirements for central 
clearing of swaps, robust oversight of central counterparties and reporting of all 
swaps to a trade repository. The E.C. also is considering revisions to its existing 
Markets in Financial Instruments Directive (MiFID), which includes a trade execu-
tion requirement, the creation of a report with aggregate data on the markets simi-
lar to the CFTC’s Commitments of Traders reports and accountability levels or posi-
tion limits on various commodity markets. 

We also are soliciting broad public input into the rules and have set up mailboxes 
for the public to comment directly prior to the Commission’s rulemaking process. As 
of yesterday, we had received 2,907 submissions from the public through the e-mail 
inboxes as well as 8,991 official comments in response to notices of proposed rule-
making. 

For the vast majority of proposed rulemakings, we have solicited public comments 
for a period of 60 days. On some occasions, the public comment period lasted 30 
days. 

Additionally, many individuals have asked for meetings with either our staff or 
Commissioners to discuss swaps regulation. As of yesterday, we have had 675 such 
meetings. We are now posting on our Web site a list of all of the meetings CFTC 
staff and I have with outside organizations, as well as the participants, issues dis-
cussed and all materials given to us. 

At this point in the process, the CFTC has come to a natural pause as we have 
now promulgated proposals in most of the areas. As we receive comments from the 
public, we are looking at the whole mosaic of rules and how they interrelate. We 
will begin considering final rules only after staff can analyze, summarize and con-
sider comments, after the Commissioners are able to discuss the comments and pro-
vide feedback to staff, and after the Commission consults with fellow regulators on 
the rules. We hope to move forward in the spring, summer and fall with final rules. 
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One component that we have asked the public about is phasing of implementa-
tion. The Dodd-Frank Act gave the CFTC flexibility as to setting implementation 
or effective dates of the rules to implement the Dodd-Frank Act. For example, even 
if we finish finalizing rules in a particular order, that doesn’t mean that the rules 
will be required to become effective in that order. Effective dates and implementa-
tion schedules for certain rules may be conditioned upon other rules being finalized, 
their effective dates and the associated implementation schedules. For instance, the 
effective dates of some final rules may come only after the CFTC and SEC jointly 
finalize the entity or product definitions rules. 

The Commission has the authority to phase implementation dates based upon a 
number of factors, including asset class, type of market participant and whether the 
requirement would apply to market platforms, like clearinghouses, or to specific 
transactions, such as real time reporting. For example, a rule might become effec-
tive for one asset class or one group of market participants before it is effective for 
other asset classes or other groups of market participants. We are looking to phase 
in implementation, considering the whole mosaic of rules. We look forward to hear-
ing from market participants and regulators, both in the U.S. and abroad, regarding 
the phasing of implementation. 

End User Margin 
One of the rules on which the CFTC is working closely with the SEC, the Federal 

Reserve and other prudential regulators will address margin requirements for swap 
dealers and major swap participants. 

Congress recognized the different levels of risk posed by transactions between fi-
nancial entities and those that involve nonfinancial entities, as reflected in the non-
financial end user exception to clearing. Transactions involving nonfinancial entities 
do not present the same risk to the financial system as those solely between finan-
cial entities. The risk of a crisis spreading throughout the financial system is great-
er the more interconnected financial companies are to each other. Interconnected-
ness among financial entities allows one entity’s failure to cause uncertainty and 
possible runs on the funding of other financial entities, which can spread risk and 
economic harm throughout the economy. Consistent with this, proposed rules on 
margin requirements should focus only on transactions between financial entities 
rather than those transactions that involve nonfinancial end users. 

Conclusion 
Before I close, I will briefly address the resource needs of the CFTC. The futures 

marketplace that the CFTC currently oversees is approximately $36 trillion in no-
tional amount. The swaps market that the Act tasks the CFTC with regulating has 
a notional amount roughly seven times the size of that of the futures market and 
is significantly more complex. Based upon figures compiled by the OCC, the largest 
25 bank holding companies currently have $277 trillion notional amount of swaps. 

The CFTC’s current funding is far less than what is required to properly fulfill 
our significantly expanded mission. Though we have an excellent, hardworking and 
talented staff, we just this past year got back to the staff levels that we had in the 
1990s. To take on the challenges of our expanded mission, we will need significantly 
more staff resources and—very importantly—significantly more resources for tech-
nology. Technology is critical so that we can be as efficient an agency as possible 
in overseeing these vast markets. 

The CFTC currently is operating under a continuing resolution that provides 
funding at an annualized level of $168.8 million. The President requested $261 mil-
lion for the CFTC in his proposed fiscal year (FY) 2011 budget. This included $216 
million and 745 full-time equivalent employees for prereform authorities and $45 
million to provide half of the staff estimated at that time needed to implement the 
Act. Under the continuing resolution, the Commission has operated in FY2011 at 
its FY2010 level. The President’s FY2012 budget request included $308 million for 
the CFTC and would provide for 983 full-time equivalent employees. 

Given the resource needs of the CFTC, we are working very closely with self regu-
latory organizations, including the National Futures Association, to determine what 
duties and roles they can take on in the swaps markets. Nevertheless, the CFTC 
has the ultimate statutory authority and responsibility for overseeing these mar-
kets. Therefore, it is essential that the CFTC have additional resources to reduce 
risk and promote transparency in the swaps markets. 

Thank you, and I’d be happy to take questions. 
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PREPARED STATEMENT OF DANIEL K. TARULLO 
MEMBER, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

APRIL 12, 2011 

Chairman Johnson, Ranking Member Shelby, and other Members of the Com-
mittee, I appreciate this opportunity to provide the Federal Reserve Board’s views 
on the implementation of title VII of the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank Act). The Board’s responsibilities with respect to 
over-the-counter (OTC) derivatives fall into three broad areas: consultation and co-
ordination with other authorities, both domestic and international; efforts to 
strengthen the infrastructure of derivatives markets; and supervision of many de-
rivatives dealers and market participants. 
Consultation and Coordination 

The Dodd-Frank Act requires that the Commodity Futures Trading Commission 
(CFTC) and the Securities and Exchange Commission (SEC) consult with the Board 
on the rules they are crafting to implement several provisions of title VII. Imme-
diately after passage of the act, the staff from the commissions and the Board met 
to fashion a process for this consultation; at the Board, we identified members of 
the staff with relevant expertise, both here and across the Federal Reserve System. 
Our staff have commented on proposed rules of the commissions at each stage of 
the development process to date. In providing feedback, we have tried to bring to 
bear our experience from supervising dealers and market infrastructure as well as 
our familiarity with markets and data sources to assist the commissions. 

Important coordination activities related to derivatives regulation also are occur-
ring within international groups. Most prominently, the Group of Twenty (G-20) 
leaders have set out commitments related to reform of the OTC derivatives markets 
that, when implemented by national authorities, will form a broadly consistent 
international regulatory approach. Work on the G-20 commitments is being done by 
numerous groups of technical and policy experts, and staff members from the Fed-
eral Reserve are actively participating in these groups. 

More generally, the Board participates in many international groups that serve 
as vehicles for coordinating policies related to the participants and the infrastruc-
ture of derivatives markets. These groups include the Basel Committee on Banking 
Supervision (Basel Committee), which has recently enhanced international capital, 
leverage, and liquidity standards for derivatives, and the Committee on Payment 
and Settlement Systems, which is working with the International Organization of 
Securities Commissions to update international standards for systemically impor-
tant clearing systems, including central counterparties that clear derivatives instru-
ments, and trade repositories. Public consultation on these revised international 
standards is currently under way. 

The goal of all of these efforts is to develop a consistent international approach 
to the regulation and supervision of derivatives products and market infrastructures 
as well as to the sound implementation of the agreed-upon approaches. Our aim is 
to promote both financial stability and fair competitive conditions to the fullest ex-
tent possible. 
Infrastructure Issues 

The Dodd-Frank Act addressed both the infrastructure of the derivatives markets 
and the regulation and supervision of its dealers and major participants. Central 
counterparties are given an expanded role in the clearing and settling of swap and 
security-based swap (hereafter referred to as ‘‘swap’’) transactions, and the Board 
believes benefits can flow from this reform. Since 2005, Federal Reserve staff mem-
bers have worked with market participants to strengthen the infrastructure for OTC 
derivatives, including developing and broadening the use of central clearing mecha-
nisms and trade repositories. Market participants have already established central 
counterparties that provide clearing services for some OTC interest rate, energy, 
and credit derivatives contracts. If properly designed, managed, and overseen, cen-
tral counterparties offer an important tool for managing counterparty credit risk, 
and thus they can reduce risk to market participants and to the financial system. 
Both central counterparties and trade repositories also support regulatory oversight 
and policymaking by providing more-comprehensive data on the derivatives mar-
kets. The Board is committed to continuing to work with other authorities, both in 
the United States and abroad, to ensure that a largely consistent international ap-
proach is taken to central counterparties and trade repositories and that their risk- 
reducing benefits are realized. 

Title VIII of the act complements the role of central clearing in title VII through 
heightened supervisory oversight of systemically important financial market utili-
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1 Board of Governors of the Federal Reserve System (2011), ‘‘Federal Reserve Seeks Comment 
on Proposed Rule Related to Supervision of Designated Financial Market Utilities’’, press re-
lease, March 30, www.federalreserve.gov/newsevents/press/other/20110330a.htm. 

ties, including systemically important facilities that clear swaps. This heightened 
oversight is important because financial market utilities such as central counterpar-
ties concentrate risk and thus have the potential to transmit shocks throughout the 
financial markets. The Financial Stability Oversight Council is responsible for desig-
nating utilities as systemically important. Through its role on the council, the Board 
helped develop the designation process that was released for comment in March. 
Separately, the Board is also seeking comment on proposed risk-management stand-
ards that would apply to those designated utilities supervised by the Board under 
title VIII. 1 As part of title VIII, the Board was given new authority to provide des-
ignated utilities with access to Reserve Bank accounts, payment services, and emer-
gency collateralized liquidity in unusual and exigent circumstances. We are care-
fully considering ways to implement this authority in a manner that protects tax-
payers and limits any rise in moral hazard. 
Supervisory Issues 

Although central counterparties will provide an additional tool for managing 
counterparty credit risk, enhancements to the risk-management policies and proce-
dures for individual market participants will continue to be a high priority for su-
pervisors. As the reforms outlined in the act are implemented, the most active firms 
in bilateral OTC markets likely will become active clearing members of central 
counterparties. As such, the quality of risk management at these firms importantly 
affects the ability of the central counterparty to manage its risks effectively and to 
deliver risk-reducing benefits to the markets. 

Capital and margin requirements are central to the prudential regulation of fi-
nancial institutions active in derivatives markets as well as to the internal risk- 
management processes of such firms. Title VII requires that the CFTC, the SEC, 
and prudential regulators adopt capital and margin requirements for the noncleared 
swap activity of swap dealers and major swap participants. The Board, the Office 
of the Comptroller of the Currency, the Federal Deposit Insurance Corporation, the 
Federal Housing Finance Agency, and the Farm Credit Administration are respon-
sible for adopting capital and margin requirements for swap dealers and major swap 
participants that are banks or other prudentially regulated entities. The commis-
sions are responsible for adopting capital and margin requirements for swap dealers 
and major swap participants that are not supervised by a prudential regulator. The 
prudential regulators and the commissions are consulting in developing the rules, 
and all agencies must, to the maximum extent practicable, adopt comparable stand-
ards. 

Earlier today, the Board and the other prudential regulators released for public 
comment a proposed rule on capital and margin requirements. Our proposal will be 
open for public comment for 60 days, and we look forward to receiving the public’s 
comments. 

For capital, our proposal relies on the existing regulatory capital requirements, 
which already specifically address the unique risks of derivatives transactions. Be-
yond the current requirements, the Board and the other U.S. banking agencies 
played an active role in developing the recent Basel III enhancements to capital re-
quirements agreed to by the Basel Committee in December 2010. Basel III will, 
among other things, strengthen the prudential framework for OTC derivatives by 
increasing OTC derivatives’ risk-based capital and leverage requirements and by re-
quiring banking firms to hold an additional buffer of high-quality, liquid assets to 
address potential liquidity needs resulting from their derivatives portfolios. 

Our proposal for margin imposes initial and variation margin requirements on the 
noncleared swaps held by swap dealers or major swap participants that have a pru-
dential regulator. For swaps with a nonfinancial end user counterparty, the pro-
posed rule would not specify a minimum margin requirement. Rather, it would 
allow a banking organization that is a dealer or major participant to establish a 
threshold, based on a credit exposure limit that is approved and monitored as part 
of the credit approval process, below which the end user would not have to post 
margin. For swaps with other counterparties, the proposal would cap the allowable 
threshold for unsecured credit exposure on noncleared swaps. In addition, the pro-
posal would only apply a margin requirement to contracts entered into after the new 
requirement becomes effective. 

A much discussed part of the act is the requirement that banks push portions of 
their swap activity into affiliates or face restrictions on their access to the discount 
window or deposit insurance. Under the push-out provisions, banking organizations 

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00052 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



49 

with deposit insurance or access to the Federal Reserve’s discount window will have 
to reorganize some of their derivatives activity, pushing certain types of swaps out 
of subsidiary banks and into distinct legal entities that will require their own cap-
italization and separate documentation of trades with existing customers. The act 
permits domestic banks to continue to engage in derivatives activities that have 
been a traditional focus of banks, including hedging activities and dealing in inter-
est rate swaps, currency swaps, certain cleared credit default swaps, and other 
swaps that reference assets that banks are eligible to hold. However, because of the 
specific language contained in the act, this exemption for traditional bank deriva-
tives activities does not apply to U.S. branches of foreign banking firms that by law 
have access to the Federal Reserve’s discount window. A possibly unintended effect 
of the act’s push-out provision may be to require some foreign firms to reorganize 
their existing U.S. derivatives activities to a greater extent than U.S. firms. Pro-
posed rules to implement this section are still under development by the banking 
agencies. 
Conclusion 

As the implementation process for the act continues, the challenge facing the 
Board is to enhance supervision, oversight, and prudential standards of major de-
rivatives market participants in a manner that promotes more-effective risk man-
agement and reduces systemic risk, yet retain the significant benefits of derivatives 
to the businesses and investors who use them to manage financial market risks. The 
Board is working diligently to achieve these goals. 

PREPARED STATEMENT OF MARY J. MILLER 
ASSISTANT SECRETARY FOR FINANCIAL MARKETS, DEPARTMENT OF THE TREASURY 

APRIL 12, 2011 

Chairman Johnson, Ranking Member Shelby, and Members of the Committee, 
thank you for inviting me to testify today about Treasury’s role in implementing the 
derivatives provisions of the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act (Dodd-Frank Act). 

As you know, the President signed the Dodd-Frank Act into law almost 9 months 
ago. The Act established a framework for the country to build a stronger, safer, and 
more competitive financial system. It creates safeguards to protect consumers and 
investors, end taxpayer bailouts, and improve the transparency, efficiency, and li-
quidity of U.S. markets. The Dodd-Frank Act’s derivatives provisions are an impor-
tant part of that framework. 

During the 9 months since the Dodd-Frank Act became law, the Treasury Depart-
ment, other parts of the Administration, and independent regulatory agencies have 
been working diligently to build out the framework according to the directions pro-
vided by the statute. As we implement the Dodd-Frank Act, we have focused on ad-
vancing the best interests of consumers, investors, and taxpayers while also pre-
serving the best attributes of and improving upon a financial system that encour-
ages investment and promotes growth. 

As other Treasury officials have previously testified before this Committee, sev-
eral broad principles guide our efforts: 

1. We are moving as quickly as we can to carry out the intent of Congress and 
meet the deadlines that the Dodd-Frank Act established, but we are also mov-
ing carefully to make sure that as we implement the Act, we get it right. 

2. We are bringing full transparency to the process so that as many stakeholders 
as possible have a seat at the table, so that the American people know who 
is at that table, so that proposed rules and even advance notices of proposed 
rulemakings and requests for comments are published, and so that anyone who 
wants to comment can do so. 

3. We are creating a more coordinated regulatory process. We will eliminate gaps 
that allowed risks to grow unchecked and permitted a race to the bottom in 
certain areas. The Financial Stability Oversight Council (FSOC) is playing a 
key role in these efforts by bringing together the financial regulatory agencies 
to help develop consistent and comparable regulations and supervisory regimes 
across different agencies. 

4. We are building a level playing field that treats market participants equally, 
whether they are banks or nonbanks, and whether they are domestic or foreign 
institutions. We are setting high standards in the United States and working 
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1 7 U.S.C. 1a(47)(E)(i). 
2 7 U.S.C. 1a(25). 
3 7 U.S.C. 1a(24). 

diligently with our international counterparts to encourage them to set similar 
standards. 

5. We are crafting rules of the road that will provide U.S. investors and institu-
tions the confidence, the certainty, and the incentives they need to invest cap-
ital, develop innovative products and services, and compete globally. 

6. Finally, we are committed to keeping Congress fully informed of our progress 
on a regular basis. 

Just as these guiding principles apply broadly to Dodd-Frank Act implementation 
efforts, they also apply to implementation of the Dodd-Frank Act’s derivatives provi-
sions in particular. 

Our partners at the Commodity Futures Trading Commission (CFTC), the Securi-
ties and Exchange Commission (SEC), and the Board of Governors of the Federal 
Reserve System (Federal Reserve Board), all of whom are represented here today, 
have been and will continue to be instrumental in achieving the goals of the Dodd- 
Frank Act. As you will hear from Chairman Gensler, Chairman Schapiro and Gov-
ernor Tarullo, their agencies’ roles in implementing the Act’s derivatives provisions 
are particularly important. 

While Treasury has a more limited role than the CFTC, SEC, and Federal Re-
serve Board in building Dodd-Frank’s new derivatives regulatory framework, the 
Secretary of the Treasury (Secretary) does have certain specific statutory respon-
sibilities under the Dodd-Frank Act and has other responsibilities in his capacity 
as the Chairman of the FSOC. 

Starting with the specific responsibilities under the Dodd-Frank Act, Congress 
gave the Secretary the authority to determine whether foreign exchange (FX) swaps 
and forwards should be exempted from the definition of ‘‘swap’’ in the Commodity 
Exchange Act (CEA) (7 U.S.C. ch. 1). Foreign exchange swaps and forwards gen-
erally are subject to the requirements of the CEA. For these instruments, the most 
significant requirements under the regulatory regime enacted by the Dodd-Frank 
Act would be central clearing and exchange trading requirements for foreign ex-
change swaps and forwards, unless the Secretary determines that they ‘‘(I) should 
not be regulated as swaps under [the CEA]; and (II) are not structured to evade [the 
Dodd-Frank Act] in violation of any rules promulgated by the [CFTC]’’ pursuant to 
the Dodd-Frank Act. 1 

The statute limits the scope of a determination to foreign exchange swaps and for-
wards and does not allow the Secretary to exempt other foreign exchange deriva-
tives, such as foreign exchange options, currency swaps, and nondeliverable for-
wards. These other foreign exchange derivatives do not satisfy the narrow definition 
of a ‘‘foreign exchange swap’’ or ‘‘foreign exchange forward’’ and, therefore, may not 
be exempted. 

Under the CEA as amended by the Dodd-Frank Act, and for purposes of the Sec-
retary’s determination, an FX swap is defined as ‘‘a transaction that solely in-
volves—(A) an exchange of 2 different currencies on a specific date at a fixed rate 
that is agreed upon on the inception of the contract covering the exchange’’ and ‘‘(B) 
a reverse exchange of [those two currencies] at a later date and at a fixed rate that 
is agreed upon on the inception of the contract covering the exchange.’’ 2 Likewise, 
the CEA as amended narrowly defines an FX forward as ‘‘a transaction that solely 
involves the exchange of 2 different currencies on a specific future date at a fixed 
rate agreed upon on the inception of the contract covering the exchange.’’ 3 

In determining whether to exempt foreign exchange swaps and forwards, the Sec-
retary must consider the following five statutory factors set forth by the Dodd-Frank 
Act: 

1. Whether the required trading and clearing of foreign exchange swaps and for-
eign exchange forwards would create systemic risk, lower transparency, or 
threaten the financial stability of the United States; 

2. Whether foreign exchange swaps and foreign exchange forwards are already 
subject to a regulatory scheme that is materially comparable to that estab-
lished by the CEA for other classes of swaps; 

3. The extent to which bank regulators of participants in the foreign exchange 
market provide adequate supervision, including capital and margin require-
ments; 

4. The extent of adequate payment and settlement systems; and 
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4 7 U.S.C. 1b(a). 
5 7 U.S.C. 1b(b). 

5. The use of a potential exemption of foreign exchange swaps and foreign ex-
change forwards to evade otherwise applicable regulatory requirements. 4 

If the Secretary determines that foreign exchange swaps or forwards should be 
exempted from the CEA’s definition of ‘‘swap,’’ Treasury must provide a written de-
termination to Congress that contains: (1) ‘‘an explanation of why [FX] swaps and 
[FX] forwards are qualitatively different from other classes of swaps in a way that 
would make the [FX] swaps and [FX] forwards ill-suited for regulation as swaps;’’ 
and (2) ‘‘an identification of the objective differences of [FX] swaps and [FX] for-
wards with respect to standard swaps that warrant an exempted status.’’ 5 

Consistent with Treasury’s commitment to an open and transparent process, on 
October 28, 2010, we published a Notice and Request for Comments (Notice) in the 
Federal Register to solicit public comment on a wide range of issues relating to 
whether foreign exchange swaps and foreign exchange forwards should be exempt 
from the definition of the term ‘‘swap’’ under the CEA. We received approximately 
thirty comments in response to the Notice, and Treasury staff has also conducted 
its own, independent analysis of the issue, including extensive discussions with a 
range of regulators, end users, dealers, and other interested parties. 

We know that this is an issue that market participants and other stakeholders 
are interested in, and we recognize that the Committee is also closely following this 
issue. Like other areas of Dodd-Frank implementation and consistent with the guid-
ing principles identified above, this is an area where we want to move expeditiously. 
Regardless of the decision the Secretary pursues, market participants need to know 
what the regulatory regime will look like and to be able to plan and prepare for 
that regime. But it is also critical that we take enough time to be confident that 
we are making the right decision for the safety and soundness of the markets. 

In addition to his specific duties under the Dodd-Frank Act, the Secretary also 
has more general responsibilities with respect to the Act’s derivatives provisions in 
his capacity as Chairman of the FSOC. In March, the FSOC held its fourth meeting 
and approved the publication of a Notice of Proposed Rulemaking (NPRM) regarding 
the FSOC’s designation of financial market utilities (FMUs) as systemically impor-
tant. 

FMUs exist in many financial markets to support and facilitate the transfer, 
clearing, and settlement of financial transactions, and they form a critical part of 
the Nation’s financial market infrastructure. FMUs’ functions and interconnected-
ness with many parts of the market can help manage and reduce risk, but if they 
are poorly operated could also concentrate risk. Title VIII of systemic risks they 
might create if not properly managed and supervised. To address the potential for 
such risks, the Act seeks to enhance the regulation and supervision of systemically 
important FMUs to promote robust risk management and safety and soundness. 

The FSOC published an advance notice of proposed rulemaking regarding the cri-
teria for designating systemically important FMUs on December 21, 2010. After re-
ceiving, reviewing, and analyzing comments received in response to the advance no-
tice and performing additional work, at its March meeting the FSOC approved the 
publication of the NPRM. The NPRM was published in the Federal Register on 
March 28, 2011, and the comment period will be open for 60 days for any interested 
party to submit comments on the proposed rule. 

Title VIII of the Dodd-Frank Act also gives the FSOC the responsibility of desig-
nating systemically important payment, clearing, and settlement (PCS) activities 
that occur at financial institutions other than FMUs. These PCS activities could 
occur between financial institutions transacting with each other or between a finan-
cial institution and one of its customers. The FSOC’s member agencies and staff 
have started examining this issue as well, and the FSOC will proceed in the coming 
months with the necessary rulemaking to establish the criteria and procedures for 
the FSOC’s designation of PCS activities as systemically important. 

One final area I would like to touch on is the importance of the comparability of 
international standards that will apply to the financial regulatory framework in 
general, including derivatives regulation. The United States will set high standards 
and take the steps that are necessary for the safety and soundness of our financial 
system. But today’s financial system is highly interconnected, mobile, and global. It 
is important that we pursue as level an international playing field as possible not 
only to protect the competiveness of U.S. financial markets and institutions but also 
to ensure that the critically important reforms we implement here cannot be evaded 
or rendered ineffective by lax standards elsewhere. 
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With respect to the international derivatives regulatory framework, significant 
globally coordinated work has already occurred, but more remains to be done. Treas-
ury and our international counterparts are focused on making certain that critical 
over-the-counter derivative market infrastructure is subject to appropriate over-
sight. A key element of our current discussions is ensuring that we have cooperative 
oversight frameworks in place to address the information needs of supervisors in 
different jurisdictions. 

We will continue to work at home and with our international counterparts to 
build a regulatory framework for derivatives that will help our financial system be-
come safer and sounder and a sound platform on which we can build strong finan-
cial markets that will fuel the Nation’s economic growth. 

PREPARED STATEMENT OF THOMAS C. DEAS, JR. 
VICE PRESIDENT AND TREASURER, FMC CORPORATION 

APRIL 12, 2011 

Good afternoon, I am Tom Deas, Vice President and Treasurer of FMC Corpora-
tion and also President of the National Association of Corporate Treasurers (NACT), 
an organization of treasury professionals from several hundred of the largest public 
and private companies in the country. FMC and NACT are also part of the Coalition 
for Derivatives End Users (the ‘‘Coalition’’). Our Coalition represents thousands of 
companies across the United States that employ derivatives to manage basic busi-
ness risks they face every day. Thank you very much for giving me the opportunity 
to speak with you today about derivatives regulation. 

FMC Corporation was founded almost 130 years ago to provide spray equipment 
to farmers. Today in addition to making agricultural chemicals farmers apply to pro-
tect their crops, our 5,000 employees have worked hard to make FMC a leading 
manufacturer and marketer of a whole range of agricultural, specialty and indus-
trial chemicals. FMC has achieved this longevity by continually responding to our 
customers’ needs with the right chemistry delivered at the right price. This year 
marks our 80th anniversary of listing on the New York Stock Exchange. In 1931 
FMC sought access to the U.S. equity market as the largest and most available pool 
of capital to support our growing business. Today in 2011 the most responsive finan-
cial market in the world is the over-the-counter (OTC) derivatives market. I had the 
valuable experience of negotiating and executing some of the very first derivatives— 
currency swaps—going back to 1984. I have seen the market grow from its inception 
in the mid-1980s to its current size by adapting and responding to market partici-
pants’ needs. The customization available in the OTC derivatives market is key to 
FMC’s and other end users’ ability to hedge business risks in a cost-effective way. 
The standardized contracts available on existing and proposed derivatives ex-
changes will not provide this customized match to our underlying business expo-
sures. 

We support this Committee’s efforts to redress the problems with derivatives we 
experienced during the financial crisis in 2008. I want to assure you that FMC and 
other end users were not and are not engaging in risky speculative derivatives 
transactions from which some of that turmoil arose. We are very concerned by the 
assertion several regulators have made that the Act’s requirement for swap dealers 
to post margin should also be extended to end users. This would require us to hold 
aside scarce cash and immediately available credit to meet margin calls and would 
be a significant new economic burden. At the time the Dodd-Frank Act was passed, 
end users understood we would be exempt from having to post cash margin. I want 
to emphasize that FMC and other end users employ OTC derivatives solely to man-
age underlying business risks. We are offsetting risks—not creating new ones. 

Please allow me to illustrate our use of derivatives with specific examples. FMC 
is the world’s largest producer of natural soda ash, the principal input in glass man-
ufacturing, and is one of the largest employers in the State of Wyoming. We are 
also developing innovative new environmental applications that scrub sulfur com-
pounds from flue gases of factories and power plants. We can mine and refine soda 
ash products in southwestern Wyoming, ship them to South Asia, and deliver them 
at a lower cost and with higher quality than competing Chinese producers. Energy 
is a significant cost element in producing soda ash and FMC protects against unpre-
dictable fluctuations in future energy costs with OTC derivatives to hedge natural 
gas prices. These derivatives are done with several banks, all of which are also sup-
porting FMC through their provision of almost $1 billion of credit. Our banks do 
not require FMC to post cash margin to secure mark-to-market fluctuations in the 
value of derivatives, but instead price the overall transaction to take this risk into 
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account. This structure gives us certainty so that we never have to post cash margin 
while the derivative is outstanding. However, if we are required by the regulators 
to post margin, we will have to hold aside cash and readily available credit to meet 
those margin calls. Depending on the extent of price movements, margin might have 
to be posted within the trading day as well as at the close of trading. Because fail-
ure to meet a margin call would be like bouncing a check, and would constitute a 
default, our corporate treasury would act very conservatively in holding cash or im-
mediately available funds under our bank lines of credit to assure we could meet 
any future margin call in a timely fashion and with a comfortable cushion. 

Adopting more conservative cash management practices might sound like an ap-
propriate response in the wake of the financial crisis. However, end users did not 
cause the financial crisis. End users do not contribute to systemic risk because their 
use of derivatives constitutes prudent, risk mitigating hedging of their underlying 
business. Forcing end users to put up cash for fluctuating derivatives valuations 
means less funding available to grow their businesses and expand employment. The 
reality treasurers face is that the money to margin derivatives has to come from 
somewhere and inevitably less funding will be available operate their businesses. 

FMC and other members of the Business Roundtable estimated that BRT-member 
companies would have to hold aside on average $269 million of cash or immediately 
available bank credit to meet margin calls. In our world of finite limits and financial 
constraints, this is a direct dollar-for-dollar subtraction from funds that we would 
otherwise use to expand our plants, build inventory to support higher sales, under-
take research and development activities, and ultimately sustain and grow jobs. In 
fact, the study extrapolated the effects across the S&P 500, of which FMC is also 
a member, to predict the consequent loss of 100,000 to 120,000 jobs. The effect on 
the many thousands of end users beyond the S&P 500 would be proportionately 
greater. We would also have to make a considerable investment in information sys-
tems that would replicate much of the technology in a bank’s trading room for 
marking to market and settling derivatives transactions. 

Let me give you a direct example of why our banks have agreed that cash margin 
is not necessary for FMC’s derivatives trades. Because we are always hedging an 
underlying business risk, if a current valuation of a derivative is underwater, then 
the risk we are hedging must be in the money, resulting in a net neutral position. 
To illustrate, FMC sells agricultural chemicals to farmers who need them at plant-
ing time, but want to defer payment until harvest time. FMC agrees with the farm-
er that he can pay in bushels of soybeans when he harvests his crop. FMC then 
enters into a customized derivative with one of our banks that exactly matches the 
amount and timing of the future delivery of soybeans. As the price of soybeans fluc-
tuates, the valuation of the derivative changes by an equal and opposite amount in 
relation to the bushels of soybeans. This results in no net gain or loss when the de-
rivative and the underlying exposure are valued together at any point in the future. 
We benefit from not having unpredictable demands on our liquidity. For this bal-
anced structure, we agree to a small markup payable at maturity of the soybean 
derivative transaction I’ve just described. This is far cheaper in both financial and 
administrative cost than if we had to keep idle cash or immediately available credit 
to meet cash margin postings and undertake significant information systems invest-
ments. Customized OTC derivatives allow us to expand sales and provide added 
value to our customers, while reducing our risk. 

By forcing end users to post cash margin, the regulators will take the balanced 
structure I’ve just described and impose a new risk. Treasurers will have new and 
unpredictable demands on their liquidity. Swap dealers are market makers who 
take open positions with derivatives and we agree central clearing and margining 
is appropriate for them. However, since end users are balanced, with derivatives ex-
actly offsetting underlying business risks, forcing them into the swap dealers’ mar-
gin rules adds the considerable risk for end users of having to fund frequent cash 
margin payments. This will introduce an imbalance and new risks onto transactions 
that are matched and will settle with offsetting cash payments at maturity. 

Let me take a moment to summarize some of our principal concerns with the im-
plementation of derivatives regulation: 

• First, we are concerned that the regulators will impose margin on end user 
trades, diverting billions of dollars from productive investment and employment 
into an idle regulatory levy. 

• Second, even if the final regulations clearly exempt end users from margin re-
quirements, we still have the risk that the regulators will require swap dealers 
to hold excessive capital in reserve against uncleared over-the-counter deriva-
tives—with the cost passed on to end users as they manage their business risks. 
We believe that swap dealers’ capital requirements should be appropriate to the 
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1 Tradeweb operates the dealer-to-customer and odd-lot platforms through its registered 
broker-dealer, Tradeweb LLC, which is also registered as an alternative trading system (ATS) 
under Regulation ATS promulgated by the SEC under the Securities Exchange Act of 1934. 
Tradeweb operates its inter-dealer platform through its subsidiary, Hilliard Farber & Co., Inc., 
which is also a registered broker-dealer and operates Dealerweb as an ATS. In Europe, 
Tradeweb offers its institutional dealer-to-customer platform through Tradeweb Europe Limited, 
which is authorized and regulated by the U.K. Financial Services Authority as an investment 
firm with permission to operate as a Multilateral Trading Facility. In addition, Tradeweb Eu-
rope Limited has registered branch offices in Hong Kong, Singapore, and Japan and holds an 
exemption from registration in Australia. 

actual loss experience of the specific type of derivative. The unintended con-
sequence of punitive capital requirements could be for some end users to cease 
hedging risks and for others to use foreign markets. 

• Finally, we are concerned that regulators will make customized derivatives pro-
hibitively expensive through margin and increased capital requirements, with 
the effect of forcing us into standardized derivatives from common trading facili-
ties that will not provide the exact match we seek with our underlying business 
exposures. It is the customization available with OTC derivatives that is so val-
uable to us and makes the derivatives effective in hedging our exposures. 

The cumulative effect of these regulations could mean that U.S.-based manufac-
turers with substantial exports could no longer economically hedge their foreign ex-
change risk with derivatives. As a result they could be forced to move production 
offshore to match their costs directly with the currencies of their customers. I urge 
you to inquire into this looming problem that could increase the credit spreads for 
OTC derivatives by a factor of five or more. 

I know many people who suffered through the financial turmoil of 2008 are tempt-
ed to label all derivatives as risky bets that should be curtailed. However, I hope 
these examples of prudent use of derivatives by my company and other end users 
who form the backbone of our country’s economy have demonstrated the wisdom of 
the end user exemptions that we believe to have been the legislative intent. 

Chairman Gensler and other regulators have been very forthcoming and open in 
soliciting input from us. We appreciate being involved, but we have only a few 
weeks until the deadline for finalizing rules. The end user exemption we thought 
was clear is still uncertain and only a very few of the 105 rules required by July 
15 have been published. I urge you to extend the statutory date by which rules must 
be promulgated until the remaining uncertainties can be clarified and we can be as-
sured the rules will operate effectively when taken together. 

Thank you for your time. I would be happy to respond to any questions you may 
have. 

PREPARED STATEMENT OF LEE OLESKY 
CHIEF EXECUTIVE OFFICER, TRADEWEB MARKETS LLC 

APRIL 12, 2011 

Tradeweb Markets LLC (Tradeweb) appreciates the opportunity to provide testi-
mony to the Senate Committee on Banking, Housing, and Urban Affairs (the ‘‘Com-
mittee’’) with respect to the regulatory framework for and implementation of Title 
VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the ‘‘Dodd- 
Frank Act’’ or the ‘‘Act’’) under the proposed regulations from the Commodity Fu-
tures Trading Commission (CFTC) and U.S. Securities and Exchange Commission 
(‘‘SEC’’, together with the CFTC, the ‘‘Commissions’’). 
I. Background on Tradeweb 

Tradeweb is a leading global provider of electronic trading platforms and related 
data services for the over-the-counter fixed income and derivatives marketplaces. 
Tradeweb operates three separate electronic trading platforms: (i) a global electronic 
multidealer to institutional customer platform through which institutional investors 
access market information, request bids and offers, and effect transactions with, 
dealers that are active market makers in fixed income securities and derivatives, 
(ii) an interdealer platform, called Dealerweb, for U.S. Government bonds and mort-
gage securities, and (iii) a platform for retail-sized fixed income securities. 1 

Founded as a multidealer online marketplace for U.S. Treasury securities in 1997, 
Tradeweb has been a pioneer in providing market data, electronic trading and trade 
processing in OTC marketplaces for over 10 years, and has offered electronic trading 
in OTC derivatives on its institutional dealer-to-customer platform since 2005. Ac-
tive in 20 global fixed income, money market and derivatives markets, with an aver-
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age daily trading volume of more than $250 billion, Tradeweb’s leading institutional 
dealer-to-customer platform enables 2,000 institutional buy-side clients to access li-
quidity from more than 40 sell-side liquidity providers by putting the liquidity pro-
viders in real-time competition for client business in a fully disclosed electronic auc-
tion process. These buy-side clients comprise the majority of the world’s leading 
asset managers, pension funds, and insurance companies, as well as most of the 
major central banks. 

Since we began trading interest rate swaps in 2005, the notional amount of inter-
est rate derivatives traded on Tradeweb has exceeded $6.5 trillion from more than 
75,000 trades. Tradeweb has spent the last 5 years building on its derivatives 
functionality to enhance real-time execution, provide greater price transparency and 
reduce operational risk. Today, the Tradeweb system provides its institutional cli-
ents with the ability to (i) view live, real-time IRS (in six currencies, including U.S., 
Euro, Sterling, Yen), and Credit Default Swap Indices (CDX and iTraxx) prices from 
swap dealers throughout the day; (ii) participate in live, competitive auctions with 
multiple dealers at the same time, and execute an array of trade types (e.g., 
outrights, spread trades, or rates switches); and (iii) automate their entire workflow 
with integration to Tradeweb so that trades can be processed in real-time from 
Tradeweb to customers’ middle and back offices, to third-party affirmation services 
like Markitwire and DTCC Deriv/SERV, and to all the major derivatives clearing 
organizations. Indeed, in November 2010, Tradeweb served as the execution facility 
for the first fully electronic multidealer-to-customer interest rate swap trade to be 
cleared in the U.S., and in February 2011, Tradeweb completed the first fully elec-
tronic multidealer-to-customer credit default swap trade to be executed and cleared 
in the U.S. Tradeweb’s existing technology maintains a permanent audit trail of the 
millisecond-by-millisecond details of each trade negotiation and all completed trans-
actions, and allows parties (and will allow SDRs and DCOs) to receive trade details 
and access post-trade affirmation and clearing venues. With such tools and 
functionality in place, Tradeweb is providing the OTC marketplace with a front-end 
swap execution facility. 

As additional background, Tradeweb was established in 1997 with financial back-
ing from four global banks that were active in, and interested in expanding and fos-
tering innovation in, fixed income (U.S. Government bond) trading. After 7 years of 
growth and expansion into 15 markets globally, in 2004, Tradeweb’s bank-owners 
(which had grown from four to eight over that time) sold Tradeweb to The Thomson 
Corporation, which wholly owned it until January 2008. Although the original bank- 
owners continued to be a resource for Tradeweb from 2004 to 2008, The Thomson 
Corporation recognized that bank ownership was an important catalyst of 
Tradeweb’s development and sold through a series of transactions a strategic inter-
est in Tradeweb to a consortium comprised of ten global bank owners. Today, 
Tradeweb is majority owned by Thomson Reuters Corporation (successor to The 
Thomson Corporation) and minority stakes are held by the bank consortium and 
Tradeweb management. Accordingly, Tradeweb was launched by market partici-
pants and has benefited from their investment of capital, market expertise and ef-
forts to develop and foster more transparent and efficient markets. With the support 
of its ownership and its board comprised of market and nonmarket participants, 
Tradeweb has, since its inception, brought transparency and efficiency to the OTC 
fixed income and derivatives marketplace. 
II. Summary 

Since 1998, Tradeweb has been operating a regulated electronic marketplace for 
the OTC fixed income marketplace and has played an important role in providing 
greater transparency and improving the efficiency of the trading of fixed income se-
curities and derivatives. Indeed, Tradeweb has been at the forefront of creating elec-
tronic trading solutions which support price transparency and reduce systemic risk, 
the objectives of Title VII of the Dodd-Frank Act. Given that it has the benefit of 
offering electronic trading solutions to the buy-side and sell-side, Tradeweb believes 
that it can provide the Committee with a unique and valuable perspective on the 
regulatory framework for and the implementation of Title VII. 

At the outset, Tradeweb is very supportive of the Dodd-Frank Act and its stated 
goals. We believe that increased price transparency and operational efficiency will 
lead to a reduction in systemic risk in connection with the trading of derivatives. 
However, it is important for this Committee, Congress as a whole, and the regu-
lators to understand and give due consideration to the needs of market participants 
in promulgating rules for and implementing Title VII. The aim must be to achieve 
the goals of the Act without materially disrupting the market and the liquidity it 
provides to end users who use derivatives to manage their varying risk profiles. 
Market participants need confidence to participate in these markets and if careful 
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2 The term ‘‘swap execution facility’’ has been defined in the Dodd-Frank Act as a trading sys-
tem or platform in which multiple participants have the ability to execute or trade swaps by 
accepting bids and offers made by multiple participants in the facility or system, through any 
means of interstate commerce, including any trading facility, that: (A) facilitates the execution 
of swaps between persons; and (B) is not a designated contract market. The Dodd-Frank Act 
amends Section 1a of the Commodities Exchange Act with a new paragraph (50, and Section 
761(a)(6) of the Dodd-Frank Act amends Section 3(a) of the Securities Exchange Act of 1934 by 
adding a new paragraph (77) (defining a ‘‘security-based swap execution facility’’). We refer to 
both as a SEF in this submission. 

consideration is not given to what the rules say and how they will ultimately be 
implemented, we fear that this confidence could be materially shaken. 

As part of the Dodd-Frank Act, Congress created a new type of registered entity— 
known as a swap execution facility or ‘‘SEF.’’ Congress expressly created SEFs to 
promote the trading of swaps on regulated markets, and provide a broader level of 
price transparency for end users of swaps. While the definition of a SEF has been 
the subject of much debate and speculation, the plain language of the Dodd-Frank 
Act requires the Commissions to recognize the distinction between SEF’s on the one 
hand and designated contract markets (DCMs) or exchanges on the other. There 
was a recognition by Congress that alternatives to traditional DCMs and exchanges 
were necessary, particularly in light of the current working market structure and 
manner in which OTC derivatives trade. We applaud the direction of the regulation, 
but want to ensure that the Commissions adopt rules that are clear and allow for 
flexibility in the manner of execution for market participants. 2 This will give the 
end users choices, confidence and liquidity, and will do so in a regulated framework 
that promotes the trading of swaps, in an efficient and transparent manner on regu-
lated markets. 

To that end, the rules relating to Title VII must be flexible enough so as not to 
deter the trading of swaps on regulated platforms. By ensuring that the rules retain 
sufficient flexibility to allow end users to elect where and how they transact busi-
ness, the Commissions will provide for the most competitive execution of trades and 
encourage the greatest liquidity in the market. Accordingly, the rules should not un-
duly limit the choices of execution methods available for market participants to 
manage their risks efficiently and effectively, or overly prescribe the manner in 
which market participants can choose to interact with each other to manage such 
risks (e.g., requiring a Request for Quote (RFQ) to be transmitted to a minimum 
of five market participants). If the rules regarding how market participants must 
interact with each other from a trading perspective and accessing liquidity are arbi-
trary and artificially prescriptive, and thus not flexible enough to accommodate the 
varying methods of execution, market participants simply will not participate and 
will seek alternative, less efficient markets to manage their risk. We certainly do 
not believe that is the ultimate goal of Title VII. 

Further, the Dodd-Frank Act clearly contemplates that a SEF should have broad, 
reasonable discretion to establish how it implements the required regulatory frame-
work. Overly prescriptive rules on the registration and administration of SEFs and 
their compliance with the Core Principles could place an unreasonable burden on 
existing swaps trading platforms prior to the effective date of the final rules and 
may also discourage new entrants into the swaps market. Congress and the Com-
missions should thoughtfully implement the rules to provide electronic swaps trad-
ing platforms with the flexibility required by the Dodd-Frank Act. 

Similarly, arbitrary or artificially prescriptive ownership limits or governance re-
quirements will deter investment of capital in new or existing platforms. A careful 
balance needs to be reached between safeguarding the system and encouraging pri-
vate enterprise, which will allow end users access to choose among robust trading 
venues and clearing organizations. To be clear, we favor having an independent 
voice on the Board of registered entities, but the rules should not go so far as to 
make that the predominant voice—one that creates a conflict of interest on the op-
posite extreme. 

Because of the overlapping nature of the proposed rules from the CFTC and SEC 
on each aspect of Title VII—including SEFs—we believe it is imperative that the 
Commissions cooperate in developing final rules, which should be aligned to the 
greatest extent possible. Bifurcated rulemaking with respect to the swaps market 
will result in confusion and lack of confidence in the marketplace and could poten-
tially drive participants away from the market altogether. It is also critically impor-
tant that there is a consistent approach between regulators globally as overly rigid 
regulation in one jurisdiction will materially impact how other regulators promul-
gate rules in an effort to maintain a harmonized approach to overseeing the deriva-
tives markets. The potential result is a movement of the market outside the U.S., 
and that would likewise be an unfortunate unintended consequence. 
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Finally, there has been a great deal of discussion recently about how best to im-
plement Title VII and the currently proposed rules. There is no doubt that an overly 
hasty or ill thought-out timetable for implementation could directly impact the 
health of the derivatives markets by disenfranchising the interconnected members 
of this complex ecosystem, and implementing these regulations in one ‘‘big bang’’ is 
unrealistic. We believe the marketplace needs greater certainty in terms of how and 
when these regulations will be implemented, and we encourage Congress and the 
Commissions to seek public comment on these issues. 

Tradeweb is supportive of the goals to reform the derivatives markets and indeed 
we provide the very solutions the regulation seeks to achieve, but we are concerned 
that the Commissions may overreach in their interpretation and implementation of 
Dodd-Frank, and in doing so create unintended consequences for end users and the 
marketplace as a whole. 

III. Background on the OTC Rates and Credit Derivatives Marketplace 
There are generally two institutional marketplaces for over-the-counter (OTC) 

credit and rates derivatives: the dealer-to-customer market (institutional) and the 
interdealer market (wholesale). In the institutional market, certain dealers act as 
market makers and buy and sell derivatives with their institutional customers (e.g., 
asset managers, corporations, pension funds, etc.) on a fully disclosed and principal 
basis. In the institutional market, the provision of liquidity is essential for corpora-
tions, municipalities and Government organizations (i.e., end users), which have nu-
merous different asset and liability profiles to manage. The need for customized risk 
management solutions has led to a market that relies on flexibility—so end users 
can adequately hedge interest rate exposure—and liquidity providers, who have the 
ability to absorb the varied risk profiles of end users by trading standard and cus-
tomized derivatives. These market makers then often look to the wholesale mar-
ket—the market wherein dealers trade derivatives with one another—to obtain li-
quidity or offset risk as a result of transactions effected in the institutional market 
or simply to hedge the risk in their portfolios. 

In the wholesale or inter-dealer market, brokers (IDBs) act as intermediaries 
working to facilitate transactions between dealers. There is no centralized exchange 
(i.e., derivatives are traded over-the-counter), and as a result, dealers look to IDBs 
to obtain information and liquidity while at the same time preserving anonymity in 
their trades. Currently, in the United States, these trades are primarily accom-
plished bilaterally through voice brokering. By providing a service through which 
the largest and most active dealers can trade anonymously, IDBs prevent other 
dealers from discerning a particular dealer’s trading strategies, which in turn (i) re-
duces the costs associated with the market knowing a particular dealer is looking 
to buy or sell a certain quantity of derivatives, (ii) allows the dealer to buy or sell 
derivatives in varying sizes, providing stability to the marketplace, and (iii) en-
hances liquidity in the marketplace. 

Both the wholesale and institutional derivatives markets trade primarily through 
bilateral voice trading, with less than 5 percent of the institutional business trading 
electronically. In these markets, trades are often booked manually into back office 
systems and trades are confirmed manually (by fax or other writing), and some (but 
not all) derivatives trades are cleared. 

With the implementation of the Dodd-Frank Act, we expect that most of the inter-
est rate and credit derivatives markets will be subject to mandatory clearing, and 
therefore be traded on a regulated swap market. Accordingly, with increased elec-
tronic trading, the credit and rates derivatives markets will be much more trans-
parent (with increased pretrade price transparency) and efficient, and systemic risk 
will be greatly reduced as the regulated swaps markets will have direct links to des-
ignated clearing organizations (DCOs) and swap data repositories (SDRs). 

In light of the foregoing and with the forthcoming business conduct standards, we 
believe the trading mandate was not intended to be and does not need to be artifi-
cially and arbitrarily prescriptive to achieve the goals of the Dodd-Frank Act. In-
deed, to do so, would undermine these goals. For example, by mandating a min-
imum of five liquidity providers from which a market participant can seek prices 
would likely reduce liquidity and effectively reduce the ability for end users to ade-
quately manage their risk. In short, regulated (i) swap market trading (without re-
gard to trading model but with the appropriate transparency and regulatory over-
sight), (ii) clearing and (iii) reporting is what will accomplish the policy goals with-
out hurting liquidity and disrupting the market. It is critical that the Commissions 
do not propose rules that artificially and unnecessarily hurt the market and under-
mine the goals of the Dodd-Frank Act. 
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IV. Key Considerations for SEF Rulemaking 
SEFs 

As noted above, it is imperative that the Commissions adopt rules that are clear 
and allow for flexibility in the manner of execution for market participants. This 
will give the market choices, confidence and liquidity, and will do so in a regulated 
framework that promotes the trading of swaps, in an efficient and transparent man-
ner. 

Consistent with the goals of the Dodd-Frank Act, for institutional users, a SEF 
should (i) provide pretrade price transparency through any appropriate mechanism 
that allows for screen-based quotes that provide an adequate snapshot of the market 
(e.g., through streaming prices for standardized transactions and competitive real 
time quotes for larger or more customized transactions), (ii) incorporate a facility 
through which multiple participants can trade with each other (i.e., must have com-
petition among liquidity providers), (iii) have objective standards for participation 
that maintain the structure of liquidity providers (like swap dealers) providing li-
quidity to liquidity takers (institutional buy-side clients), (iv) have the ability to ad-
here to the core principles that are determined to be applicable to SEFs, (v) provide 
access to a broad range of participants in the OTC derivatives market, allowing 
such participants to have access to trades with a broad range of dealers and a broad 
range of DCOs; (vi) allow for equal and fair access to all the DCOs and allow market 
participants the choice of DCO on a per trade basis, and (vii) have direct 
connectivity to all the SDRs. 

In order to register and operate as a SEF, the ‘‘trading system or platform’’ must 
comply with the enumerated Core Principles in the Dodd-Frank Act applicable to 
SEFs. Regulators have the authority to determine the manner in which a SEF com-
plies with the statutory core principles, and there is discretion for the Commissions 
to retain distinct regulatory characteristics for SEFs versus DCMs. It is critically 
important for the Commissions to apply the principles with flexibility given the 
market structure in which swaps are traded. Accordingly, regulators should inter-
pret core principles in a way in which SEF’s can actually comply with them. While 
many of the SEF Core Principles are broad, principle-based concepts—which make 
sense given the potential for different types of SEFs and trading models—some of 
the Core Principles are potentially problematic for SEFs that do not operate a cen-
tral limit order book or clearing. 
Ownership and Governance 

As noted above, Tradeweb was launched by market participants, and has bene-
fited from their investment of capital, market expertise, and efforts to foster the de-
velopment of more transparent and efficient markets. With the help of its board, 
comprised of market and nonmarket participants, Tradeweb has since its inception 
brought transparency and efficiency to the fixed income and derivatives market-
place. 

The success story of Tradeweb may not have been possible if overly prescriptive 
governance and ownership limits had been imposed at the time. It was highly un-
likely that under those circumstances, any market participants would have made an 
investment. Moreover, beyond the initial seed capital, the banks’ participation also 
allowed Tradeweb to continue to invest in its infrastructure and evolve with the 
market—thus building the robust and scalable architecture that has allowed it to 
expand to 20 markets, survive 9/11 (Tradeweb’s U.S. office was in the North Tower 
of the World Trade Center), and develop connectivity with over 2,000 institutions 
globally. Under the proposed rules of the CFTC and the SEC, ownership and inde-
pendent director limits will be imposed on the different registered entities that will 
provide the technological infrastructure to the swaps market—from trading to clear-
ing. Tradeweb believes that independent directors are a very good idea, in terms of 
bringing an independent perspective to the governing board, but their duties must 
be consistent with other board members. However, artificial caps on ownership or 
excessive minimum voting requirements for independent directors on the board 
(such as 51 percent of the voting power) go too far. As a practical matter, ownership 
limits will impair registered entities such as trading platforms and clearing organi-
zations, from raising capital, and overly expansive independent director require-
ments will likewise hurt investment because investors will lack a sufficient say in 
how their investment will be governed. Moreover, Dodd-Frank provides other, more 
direct, ways in which to mitigate conflicts of interest, and employing each of these 
tools in a reasonable fashion will, in the aggregate, address the potential conflicts 
of interest without negatively impacting investment of capital and innovation in the 
marketplace. 
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For these reasons, we urge legislators and regulators to consider a more reasoned 
approach to mitigating conflicts of interest. 
Implementation 

Because of its technological experience and expertise, Tradeweb will be in a posi-
tion to implement whatever trading rules are imposed by the CFTC and SEC for 
SEFs shortly after registration. However, as we note above, the implementation of 
Title VII of the Dodd-Frank Act will require cooperation between regulators (both 
domestically and abroad) in their rulemaking and implementation plan, as well as 
the cooperation and investment of market participants. It is critical therefore that 
in the first instance, the rulemaking is flexible but clear, and that each facet is im-
plementation is thought through—because a lack of confidence in implementation 
will result in a lack of confidence in the marketplace, the result of which would be 
a marketplace which would not best serve the interests of the end user. We believe 
the marketplace needs greater certainty in terms of how and when these regulations 
will be implemented, and we encourage Congress and the Commissions to seek pub-
lic comment on these issues. 

In sum, while we support the goals of the Dodd-Frank Act and believe increased 
regulatory oversight is good for the derivatives market, we want to emphasize that 
flexibility in trading models for execution platforms are critically important to main-
tain market structure so end users can manage their risks in a flexible manner. If 
you have any questions concerning our comments, please feel free to contact us. We 
welcome the opportunity to discuss these issues further with the Committee and 
their Members. 

PREPARED STATEMENT OF TERRENCE A. DUFFY 
EXECUTIVE CHAIRMAN, CME GROUP INC. 

APRIL 12, 2011 

Chairman Johnson, Ranking Member Shelby, Members of the Committee, thank 
you for the opportunity to testify on the implementation of Title VII of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (P.L. 111-203, July 21, 
2010) (DFA). I am Terry Duffy, Executive Chairman of CME Group (‘‘CME Group’’ 
or ‘‘CME’’), which is the world’s largest and most diverse derivatives marketplace. 
CME Group includes four separate exchanges—Chicago Mercantile Exchange Inc., 
the Board of Trade of the City of Chicago, Inc., the New York Mercantile Exchange, 
Inc., and the Commodity Exchange, Inc. (together ‘‘CME Group Exchanges’’). The 
CME Group Exchanges offer the widest range of benchmark products available 
across all major asset classes, including futures and options based on interest rates, 
equity indexes, foreign exchange, energy, metals, agricultural commodities, and al-
ternative investment products. CME also includes CME Clearing, a derivatives 
clearing organization and one of the largest central counterparty clearing services 
in the world; it provides clearing and settlement services for exchange-traded con-
tracts, as well as for over-the-counter (OTC) derivatives transactions through CME 
Clearing and CME ClearPort®. 

The CME Group Exchanges serve the hedging, risk management and trading 
needs of our global customer base by facilitating transactions through the CME 
Globex® electronic trading platform, our open outcry trading facilities in New York 
and Chicago, as well as through privately negotiated transactions executed in com-
pliance with the applicable Exchange rules and cleared by CME’s clearinghouse. In 
addition, CME Group distributes real-time pricing and volume data through a global 
distribution network of approximately 500 directly connected vendor firms serving 
approximately 400,000 price display subscribers and hundreds of thousands of addi-
tional order entry system users. CME’s proven high reliability, high availability 
platform coupled with robust administrative systems represent vast expertise and 
performance in managing market center data offerings. 

The financial crisis focused well-warranted attention on the lack of regulation of 
OTC financial markets. We learned a number of important lessons and Congress 
crafted legislation that, we hope, reduces the likelihood of a repetition of that dis-
aster. However, it is important to emphasize that regulated futures markets and fu-
tures clearinghouses operated flawlessly. Futures markets performed all of their es-
sential functions without interruption and, despite failures of significant financial 
firms, our clearinghouse experienced no default and no customers on the futures 
side lost their collateral or were unable to immediately transfer positions and con-
tinue managing risk. Dodd-Frank was adopted to impose a new regulatory structure 
on a previously opaque and unregulated market—the OTC swaps market. It was not 
intended to reregulate the robustly regulated futures markets. 
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For example, while Congress granted the Commission the authority to adopt rules 
respecting core principles, it did not direct it to eliminate principles-based regula-
tion. Yet the Commission has proposed specific requirements for multiple Core Prin-
ciples—almost all Core Principles in the case of designated contract markets 
(DCMs)—and effectively eviscerate the principle-based regime that has fostered suc-
cess in CFTC-regulated entities for the past decade. 

The Commission’s almost complete reversion to a prescriptive regulatory approach 
converts its role from an oversight agency, responsible for assuring self regulatory 
organizations comply with sound principles, to a frontline decision maker that im-
poses its business judgments on the operational aspects of derivatives trading and 
clearing. This reinstitution of rule-based regulation will require a substantial in-
crease in the Commission’s staff and budget and impose indeterminable costs on the 
industry and the end users of derivatives. Yet there is no evidence that this will 
be beneficial to the public or to the functioning of the markets. In keeping with the 
President’s Executive Order to reduce unnecessary regulatory cost, the CFTC should 
be required to reconsider each of its proposals with the goal of performing those 
functions that are mandated by DFA. 

Further, the principles-based regime of the CFMA has facilitated tremendous in-
novation and allowed U.S. exchanges to compete effectively on a global playing field. 
Principles-based regulation of futures exchanges and clearinghouses permitted U.S. 
exchanges to regain their competitive position in the global market. Without unnec-
essary, costly and burdensome regulatory review, U.S. futures exchanges have been 
able to keep pace with rapidly changing technology and market needs by intro-
ducing new products, new processes and new methods by certifying compliance with 
the CEA. Indeed, U.S. futures exchanges have operated more efficiently, more eco-
nomically and with fewer complaints under this system than at any time in their 
history. The transition to an inflexible regime threatens to stifle growth and innova-
tion in U.S. exchanges and thereby drive market participants overseas. As further 
discussed below, this will certainly impact the relevant job markets in the United 
States. 

We support the overarching goals of DFA to reduce systemic risk through central 
clearing and exchange trading of derivatives, to increase data transparency and 
price discovery, and to prevent fraud and market manipulation. Unfortunately, DFA 
left many important issues to be resolved by regulators with little or ambiguous di-
rection and set unnecessarily tight deadlines on rulemakings by the agencies 
charged with implementation of the Act. In response to the aggressive schedule im-
posed by DFA, the Commodity Futures Trading Commission (‘‘CFTC’’ or ‘‘Commis-
sion’’) has proposed hundreds of pages of new or expanded regulations. 

In our view, many of the Commission’s proposals are inconsistent with DFA, not 
required by DFA, and/or impose burdens on the industry that require an increase 
in CFTC staff and expenditures that could never be justified if an adequate cost- 
benefit analysis had been performed. I will discuss below the Commission’s failure 
to comply with the Congressionally mandated cost-benefit process, the need to se-
quence Dodd-Frank rulemaking appropriately, and the potential negative impact on 
U.S. markets of regulatory proposals. 
A. Lack of Consideration of Costs of Regulatory Proposals 

The Commission’s rulemaking has been skewed by its failure to follow the plain 
language of Section 15 of the Commodity Exchange Act (CEA), as amended by DFA, 
which requires the Commission to consider the costs and benefits of its action before 
it promulgates a regulation. In addition to weighing the traditional direct costs and 
benefits, Section 15 directs the Commission to include in its evaluation of the bene-
fits of a proposed regulation the following intangibles: ‘‘protection of market partici-
pants and the public,’’ ‘‘the efficiency, competitiveness, and financial integrity of fu-
tures markets,’’ ‘‘price discovery,’’ ‘‘considerations of sound risk management prac-
tices,’’ and ‘‘other public interest considerations.’’ The Commission has construed 
this grant of permission to consider intangibles as a license to ignore the real costs. 

The explicit cost-benefit analysis included in the more than 30 rulemakings to 
date and the Commission’s testimony in a number of congressional hearings indicate 
that those responsible for drafting the rule proposals are operating under the mis-
taken interpretation that Section 15(a) of the CEA excuses the Commission from 
performing any analysis of the direct, financial costs and benefits of the proposed 
regulation. Instead, the Commission contends that Congress permitted it to justify 
its rule making based entirely on speculation about unquantifiable benefits to some 
segment of the market. The drafters of the proposed rules have consistently ignored 
the Commission’s obligation to fully analyze the costs imposed on third parties and 
on the agency by its regulations. 
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Commissioner Sommers forcefully called this failure to the Commission’s atten-
tion at the CFTC’s February 24, 2011, Meeting on the Thirteenth Series of Proposed 
Rulemakings under the Dodd-Frank Act. 

Before I address the specific proposals, I would like to talk about an issue 
that has become an increasing concern of mine—that is, our failure to con-
duct a thorough and meaningful cost-benefit analysis when we issue a pro-
posed rule. The proposals we are voting on today, and the proposals we 
have voted on over the last several months, contain very short, boilerplate 
‘‘Cost-Benefit Analysis’’ sections. The ‘‘Cost-Benefit Analysis’’ section of each 
proposal states that we have not attempted to quantify the cost of the pro-
posal because Section 15(a) of the Commodity Exchange Act does not re-
quire the Commission to quantify the cost. Moreover, the ‘‘Cost Benefit 
Analysis’’ section of each proposal points out that all the Commission must 
do is ‘‘consider’’ the costs and benefits, and that we need not determine 
whether the benefits outweigh the costs. 

Commissioner Sommers reiterated her concern with the lack of cost-benefit anal-
ysis performed by the Commission in her March, 30, 2011, testimony before the 
Subcommittee on Oversight and Investigations of the House Committee on Finan-
cial Services. Commissioner Sommers noted that ‘‘the Commission typically does not 
perform a robust cost-benefit analysis at either the proposed rule stage or the final 
rule stage’’ and noted that ‘‘while we do ask for comment from the public on the 
costs and benefits at the proposal stage, we rarely, if ever, attempt to quantify the 
costs before finalizing a rule.’’ 
B. Sequencing of Rulemakings Under Dodd-Frank 

Chairman Gensler has recently disclosed his plan for the sequencing of final 
rulemakings under DFA. He has divided the rulemakings into three categories: 
early, middle, and late. We agree that sequencing of the rules is critical to meaning-
ful public comment and effective implementation of the rules to implement DFA. 
Many of the rulemakings required by DFA are interrelated. That is, DFA requires 
many intertwined rulemakings with varying deadlines. Market participants, includ-
ing CME cannot fully understand the implications or costs of a proposed rule when 
that proposed rule is reliant on another rule that is not yet in its final form. As 
a result, interested parties are unable to comment on the proposed rules in a mean-
ingful way, because they cannot know the full effect. 

We agree with many, but not all aspects of the Chairman’s proposed sequencing 
agenda and have recently proposed an alternative sequencing agenda to the Com-
missioners. We recommend that in Phase 1 (early), the Commission focus on rules 
that are necessary to bring the previously unregulated swaps market into the sound 
regulatory framework that exists for futures markets. This set of major rulemakings 
represents the largest amount of change for the industry and cannot be satisfac-
torily addressed in a timely manner if key elements of the regulatory framework 
for swaps clearing are not determined until the middle or late stages of the rule-
making process. Further, the regulatory framework for reducing systemic risk in 
OTC derivatives was the central focus of DFA and therefore should have the highest 
priority. 

We suggest that Phase II (middle) deal with exchange-trading requirements for 
swaps, including the definition of and requirements for swap trading facilities, busi-
ness conduct standards for swap dealers and requirements for swap data reposi-
tories. While we support efforts to increase transparency in swaps markets, we be-
lieve these rulemakings are less critical in time priority than the clearing mandate 
and related clearing rules that will reduce systemic risk. 

Finally, we recommend that the Commission leave those rulemakings that deal 
with DCMs and position limits for Phase III (late). As I mention throughout my tes-
timony, the exchange-traded derivatives market operated flawlessly during the fi-
nancial crisis, and the proposed rules affecting DCMs and position limits, which as 
discussed below, often represent an overstepping of the Commission’s authority 
under DFA, represent incremental changes to an already robust regulatory scheme. 

With respect to the phasing in of the mandatory clearing rules for swaps, some 
have suggested that the clearing requirement first be applied to dealer-to-dealer 
swaps and then later applied to dealer-to-customer swaps. CME Group strongly dis-
agrees with this approach insofar as it may limit clearing competition and customer 
choice and because, more importantly, it will disadvantage customers who are pre-
paring for central counterparty clearing of swaps but are unable to complete their 
preparations due to the uncertainty associated with the lack of final rules. Sell-side 
and buy-side participants may elect to support or prefer different clearing solutions 
depending on how they are owned and operated, the membership requirements asso-
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1 Commissioner Dunn stated: ‘‘Lastly, I would like to speak briefly about the budget crisis the 
CFTC is facing. The CFTC is currently operating on a continuing resolution with funds insuffi-
cient to implement and enforce the Dodd-Frank Act. My fear at the beginning of this process 
was that due to our lack of funds the CFTC would be forced to move from a principles based 
regulatory regime to a more prescriptive regime. If our budget woes continue, my fear is that 
the CFTC may simply become a restrictive regulator. In essence, we will need to say ‘No’ a lot 
more. No to new products. No to new applications. No to anything we do not believe in good 
faith that we have the resources to manage. Such a restrictive regime may be detrimental to 

ciated with each clearinghouse, and the risk management and default management 
features associated with each clearing solution. Different clearinghouses have al-
ready adopted differing approaches to these features, enhancing competition and the 
proliferation of different business models. Sequencing dealer-to-dealer clearing prior 
to dealer-to-customer clearing lacks any rational justification and simply limits the 
availability of competing clearing models, potentially limiting competition, which 
Congress expressly provided for in DFA. 

The theory behind phasing in dealer-to-dealer swaps first is that dealers will be 
prepared to begin clearing swaps before buy-side participants are likewise prepared. 
This rationale, however, is not based in fact. An overwhelming number of buy-side 
participants are already clearing or ready to clear or will be ready to clear in the 
near future. Ten buy-side firms are already clearing at CME Group. Another 30 are 
testing with us and have informed us that they are planning to be prepared to clear 
no later than July 15. Another 80 buy-side firms are in the pipeline to clear with 
us and would like to be ready to clear voluntarily approximately 3–6 months before 
mandated to do so. Also, UBS recently conducted a comprehensive study (March 10, 
2011) of OTC derivatives market participants to gauge the readiness on the buy- 
side for this transition. Their study found that buy-side firms are increasingly pre-
pared to clear OTC derivatives, reporting that 73 percent of firms are already clear-
ing or preparing to clear, 71 percent expect to begin clearing within 12 months, and 
82 percent expect that the majority of their OTC businesses will be cleared within 
2 years. Claims that buy-side participants are not ready to clear are simply false 
and will disadvantage buy-side firms that wish to reduce bilateral clearing risks by 
adopting central counterparty clearing as soon as possible. 

We believe that the most efficient way to implement the clearing mandate is to 
phase in the mandate on a product-class by product-class basis. Once the CFTC de-
fines ‘‘class,’’ it can mandate that large classes of instruments, such as 10-year inter-
est rate swaps, be cleared regardless of the counterparties to the trade. This ap-
proach will (i) preserve customer choice in clearing, (ii) bring the largest volume of 
swaps into clearinghouses as soon as possible, and (iii) allocate the Commission’s 
limited resources in an efficient manner. CME Group’s letter to Chairman Gensler, 
which discusses our position on both sequencing of rulemaking and sequencing of 
implementation of the clearing mandate in greater detail, is attached for your ref-
erence as Exhibit A. 

The Commission should avoid creating an unlevel playing field among large swap 
market participants—both in terms of freedom to choose among competing clearing 
offerings and in terms of their ability to reduce bilateral credit risks in a timely 
fashion. Congress wisely recognized that major swap participants that are not swap 
dealers can also pose systemic risks to the marketplace; hence the Commission 
should sequence rules applying to swap dealers and major swap participants at the 
same time. 

This Congress can mitigate some of the problems that have plagued the CFTC 
rulemaking process by extending the rulemaking schedule so that professionals, in-
cluding exchanges, clearinghouses, dealers, market makers, and end users can have 
their views heard and so that the CFTC will have a realistic opportunity to assess 
those views and measure the real costs imposed by its new regulations. Otherwise, 
the unintended adverse consequences of those ambiguities and the rush to regula-
tion will impair the innovative, effective risk management that regulated exchanges 
have provided through the recent financial crisis and stifle the intended effects of 
financial reform, including the clearing of OTC transactions. 
C. Impact of Regulatory Proposals on U.S. Markets 

Several Commissioners clearly recognize the potential unintended consequences 
and the potential detrimental effects of a prescriptive, rather than principles-based, 
regime upon the markets. Commissioner Dunn, for example, expressed concern that 
if the CFTC’s ‘‘budget woes continue, [his] fear is that the CFTC may simply become 
a restrictive regulator. In essence, [it] will need to say ‘No’ a lot more . . . No to 
anything [it does] not believe in good faith that [it has] the resources to manage’’ 
and that ‘‘such a restrictive regime may be detrimental to innovation and competi-
tion.’’ 1 Commissioner O’Malia has likewise expressed concern regarding the effect 
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innovation and competition, but it would allow us to fulfill our duties under the law, with the 
resources we have available.’’ Commissioner Michael V. Dunn, Opening Statement, Public Meet-
ing on Proposed Rules Under Dodd-Frank Act (January 13, 2011) http://www.cftc.gov/Press-
Room/SpeechesTestimony/dunnstatement011311.html. 

2 In Facing the Consequences: ‘‘Too Costly to Clear,’’ Commissioner O’Malia stated: ‘‘I have 
serious concerns about the cost of clearing. I believe everyone recognizes that the Dodd-Frank 
Act mandates the clearing of swaps, and that as a result, we are concentrating market risk in 
clearinghouses to mitigate risk in other parts of the financial system. I said this back in Octo-
ber, and unfortunately, I have not been proven wrong yet. Our challenge in implementing these 
new clearing rules is in not making it ‘too costly to clear.’ Regardless of what the new market 
structures ultimately look like, hedging commercial risk and operating in general will become 
more expensive as costs increase across the board, from trading and clearing, to compliance and 
reporting.’’ 

‘‘In the short time I have been involved in this rulemaking process, I have seen a distinct 
but consistent pattern. There seems to be a strong correlation between risk reduction and cash. 
Any time the clearing rulemaking team discusses increasing risk reduction, it is followed by a 
conversation regarding the cost of compliance and how much more cash is required.’’ 

‘‘For example, there are several changes to our existing rules that will contribute to increased 
costs, including more stringent standards for those clearinghouses deemed to be systemically 
significant. The Commission staff has also recommended establishing a new margining regime 
for the swaps market that is different from the futures market model because it requires indi-
vidual segregation of customer collateral. I am told this will increase costs to the customer and 
create moral hazard by reducing the incentive of futures commission merchants to appropriately 
identify and manage customer risk. In the spirit of the Executive Order, we must ask ourselves: 
Are we creating an environment that makes it too costly to clear and puts risk management 
out of reach?’’ Commissioner Scott D. O’Malia, Derivatives Reform: Preparing for Change, Title 
VII of the Dodd-Frank Act: 732 Pages and Counting, Keynote Address (January 25, 2011) 
http://www.cftc.gov/PressRoom/SpeechesTestimony/opaomalia-3.html. 

of proposed regulations on the markets. More specifically, the Commissioner has ex-
pressed concern that new regulation could make it ‘‘too costly to clear.’’ He noted 
that there are several ‘‘changes to [the] existing rules that will contribute to in-
creased costs.’’ Such cost increases have the effect of ‘‘reducing the incentive of fu-
tures commission merchants to appropriately identify and manage customer risk. In 
the spirit of the Executive Order, we must ask ourselves: Are we creating an envi-
ronment that makes it too costly to clear and puts risk management out of reach?’’ 2 

Additionally, concern has been expressed regarding unduly stringent regulation 
driving major customers overseas; indeed, we have already seen this beginning to 
happen with only the threat of regulation. For example, Commissioner Sommers has 
noted that she was troubled by the lack of analysis of swap markets and of whether 
the proposal would ‘‘cause price discovery in the commodity to shift to trading on 
foreign boards of trade,’’ and that ‘‘driving business overseas remains a long stand-
ing concern.’’ 

The CFTC’s apparent decision to impose a multitude of prescriptive rules on both 
DCMs and swap execution facilities (SEFs) may have a detrimental effect on em-
ployment in the United States. The principles-based regulation of futures markets 
had a transformative effect on U.S. futures markets over the past decade. Since the 
Commodity Futures Modernization Act of 2000 (CFMA), which converted the CEA 
from a rules-based to principles-based regime, the futures markets have experienced 
unparalleled growth and innovation and have been able to regain and maintain a 
competitive position in the global market. The principles-based regime has allowed 
U.S. futures exchanges to keep pace with rapidly changing technology and market 
needs by introducing new products, processes, and methods of compliance and avoid-
ing stifling regulatory review. The adoption by the CFTC of a prescriptive regime 
will stifle this innovation, make U.S. futures markets less attractive to traders, and 
in the end can only result in the loss of jobs as the markets lose their ability to 
compete. 

Most notably, the newly prescriptive regime, as well as other rules proposed by 
the Commission, are not in harmony with international regulators. This creates an 
incentive for market participants to move their business to international exchanges 
where they may be subject to less prescriptive regimes, threatening negative con-
sequences for U.S. exchanges. While the Commission has been working to induce 
international regulators to be equally prescriptive, that effort seems to be failing as 
other jurisdictions are alert to the value of snapping up the business that the Com-
mission will drive off shore. The threat of prescriptive position limits and restric-
tions on hedging in the U.S. are already driving business overseas or into unregu-
lated markets. Additionally, broad, undefined prohibitions on so-called ‘‘disruptive’’ 
trading practices and trading strategies will drive liquidity providers from the U.S. 
markets and impair hedging and price discovery. The CFTC should be careful not 
to adopt restrictions that tilt the competitive playing field in favor of overseas mar-

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00067 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



64 

3 75 Fed. Reg. 75162 (proposed Dec. 2, 2010) (to be codified at 17 C.F.R. pt. 190). 
4 See, Reg. 1.20(a). 

kets. Such a tilt will result in both a loss of jobs in the U.S. and less cost-efficient 
hedging for persons in business in the U.S. 
Conclusion 

Attached to my testimony are just a few examples where the Commission has pro-
posed rules inconsistent with DFA or that impose unjustified costs and burdens on 
both the industry and the Commission. As previously noted, CME Group has great 
concern about the number of unnecessary and overly burdensome rule proposals 
aimed at the regulated futures markets. The goal of Dodd-Frank was to bring trans-
parency, safety, and soundness to the over-the-counter market, not reregulate those 
markets which have operated transparently and without default. However, given 
the CFTC has determined to issue numerous rules above and beyond what is statu-
torily required by DFA, we ask this Congress to extend the rulemaking schedule 
under DFA to allow time for industry professionals of various viewpoints to fully 
express their views and concerns to the Commission and for the Commission to have 
a realistic opportunity to assess and respond to those views and to realistically as-
sess the costs and burdens imposed by the new regulations. To this end, we urge 
the Congress to ensure that the Commission performs a proper cost-benefit analysis, 
taking into account real financial costs to market participants, before the proposal 
or implementation of rules promulgated under DFA. The imposition of unnecessary 
costs and restrictions on market participants can only result in the stifling of 
growth of the U.S. futures industry, send market participants to overseas ex-
changes, and in the end, result in harm to the U.S. economy and loss of American 
jobs. We urge the Congress to ensure that implementation of DFA is consistent with 
the Congressional directives in the Act and does not unnecessarily harm hedging 
and risk transfer markets that U.S. companies depend upon to reduce business risks 
and increase economic growth. 

APPENDIX 

CONCERNS REGARDING SPECIFIC RULEMAKINGS 
We are concerned that many of the Commission’s proposed rulemakings go beyond 

the specific mandates of DFA, and are not legitimately grounded in evidence and 
economic theory. I will now address, in turn, several proposed rules issued by the 
Commission that illustrate these problems. 
1. Advance Notice of Proposed Rulemaking on Protection of Cleared Swaps 

Customers Before and After Commodities Broker Bankruptcies3 
In its Advanced Notice of Proposed Rulemaking (ANPR) regarding segregation of 

customer funds, the Commission notes that it is considering imposing an ‘‘individual 
segregation’’ model for customer funds belonging to swaps customers. Such a model 
would impose unnecessary costs on derivatives clearing organizations (DCOs) and 
customers alike. As noted in the ANPR, DCOs have long followed a model (the 
‘‘baseline model’’) for segregation of collateral posted by customers to secure con-
tracts cleared by a DCO whereby the collateral of multiple futures customers of a 
futures commission merchant (FCM) is held together in an omnibus account. If the 
FCM defaults to the DCO because of the failure of a customer to meet its obligations 
to the FCM, the DCO is permitted (but not required), in accordance with the DCO’s 
rules and CFTC regulations, to use the collateral of the FCM’s other futures cus-
tomers in the omnibus account to satisfy the FCM’s net customer futures obligation 
to the DCO. Under the baseline model, customer collateral is kept separate from the 
property of FCMs and may be used exclusively to ‘‘purchase, margin, guarantee, se-
cure, transfer, adjust or settle trades, contracts or commodity option transactions of 
commodity or option customers.’’ 4 A DCO may not use customer collateral to satisfy 
obligations coming out of an FCM’s proprietary account. 

In its ANPR, the Commission suggests the possibility of applying a different cus-
tomer segregation model to collateral posted by swaps customers, proposing three 
separate models, each of which requires some form of ‘‘individual segregation’’ for 
customer cleared-swap accounts. Each of these models would severely limit the 
availability of other customer funds to a DCO to cure a default by an FCM based 
on the failure of a customer to meet its obligations to the DCO. The imposition of 
any of these alternative models first, is outside of the Commission’s authority under 
DFA and second, will result in massive and unnecessary costs to DCOs as well as 
to customers—the very individuals such models are allegedly proposed to protect. 
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5 76 Fed. Reg. 4752 (proposed Jan. 26, 2011) (to be codified at 17 C.F.R. pts. 1, 150–151). 
6 My December 15, 2010, testimony before the Subcommittee On General Farm Commodities 

and Risk Management of the House Committee on Agriculture includes a more complete legal 
analysis of the DFA requirements. 

CME Group recognizes that effective protection of customer funds is, without a 
doubt, critical to participation in the futures and swaps markets. This fact does not, 
however, call for a new segregation regime. The baseline model has performed this 
function admirably over the years, with no futures customers suffering a loss as a 
result of an FCM’s bankruptcy or default. There is no reason to believe it will not 
operate as well in the swaps market. DFA did nothing to change this segregation 
regime as applied to futures, and a focus of Dodd-Frank is to bring the OTC swaps 
market into a regulatory scheme similar to that which allowed the futures markets 
to function flawlessly throughout the financial crisis. To this end, it is nonsensical 
that Congress would intend to require a different scheme of segregation of customer 
funds and as a result, a different margining and default model than that currently 
used in the futures markets. Imposing such a conflicting model would complicate 
the function of DCOs intending to clear both futures and swaps. Indeed, the statu-
tory language adopted in Section 724 of DFA does nothing to compel such a result. 

The imposition of a different customer segregation system could undermine the 
intent behind DFA by imposing significantly higher costs on customers, clearing 
members, and DCOs intending to clear swaps and injecting moral hazard into a sys-
tem at the customer and FCM levels. A change from the baseline model would inter-
fere with marketplace and capital efficiency as DCOs may be required to increase 
security deposits from clearing members. That is, depending on the exact method-
ology employed, DCOs may be forced to ask for more capital from clearing members. 
Based on CME Group’s initial assessments, these increases in capital requirements 
would be substantial. For example, CME Group’s guarantee fund would need to dou-
ble in size. Aside from these monetary costs, adoption of a segregation model would 
create moral hazard concerns at the FCM level. That is, the use of the new proposed 
models could create a disincentive for an FCM to offer the highest level of risk man-
agements to its customers if the oversight and management of individual customer 
risk was shifted to the clearinghouse and continue to carry the amount of excess 
capital they do today. 

Imposition of the suggested systems could increase costs and decrease participa-
tion in the CFTC-regulated cleared-swaps market because customers may be unable 
or unwilling to satisfy resultant substantially increased margin requirements. FCMs 
would face a variety of increased indirect costs, such as staffing costs, new systems 
and compliance and legal costs and direct costs such as banking and custodial fees. 
FCMs would likely, in turn, pass these costs on to customers. Additionally, smaller 
FCMs may be forced out of business, larger FCMs may not have incentive to stay 
in business, and firms otherwise qualified to act as FCMs may be unwilling to do 
so due to the risk and cost imposed upon the FCM model by individualized segrega-
tion. This could lead to a larger concentration of customer exposures at fewer FCMs, 
further increases to margin and guarantee fund requirements, and further increased 
costs to customers. All of these consequences would lead to decreased participation 
in U.S. futures and swaps exchanges and result in loss of jobs in the United States. 
2. Proposed Rulemaking on Position Limits5 

A prime example of a refusal to regulate in strict conformance with DFA, is the 
Commission’s proposal to impose broad, fixed position limits for all physically deliv-
ered commodities. The Commission’s proposed position limit regulations ignore the 
clear Congressional directives, which DFA added to Section 4a of the CEA, to set 
position limits ‘‘as the Commission finds are necessary to diminish, eliminate, or 
prevent’’ ‘‘sudden or unreasonable fluctuations or unwarranted changes in the price 
of’’ a commodity. 6 Without any basis to make this finding, the Commission instead 
justified its position limit proposal as follows: 

The Commission is not required to find that an undue burden on interstate 
commerce resulting from excessive speculation exists or is likely to occur in 
the future in order to impose position limits. Nor is the Commission re-
quired to make an affirmative finding that position limits are necessary to 
prevent sudden or unreasonable fluctuations or unwarranted changes in 
prices or otherwise necessary for market protection. Rather, the Commis-
sion may impose position limits prophylactically, based on its reasonable 
judgment that such limits are necessary for the purpose of ‘‘diminishing, 
eliminating, or preventing’’ such burdens on interstate commerce that the 
Congress has found result from excessive speculation. 76 Federal Register 
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4752 at 4754 (January 26, 2011), Position Limits for Derivatives. (Emphasis 
supplied.) 

At the December 15, 2010, hearing of the General Farm Commodities and Risk 
Management Subcommittee of the House Agriculture Committee on the subject of 
the implementation of DFA’s provisions respecting position limits, there was strong 
bipartisan agreement among the subcommittee members with the sentiments ex-
pressed by Representative Moran: 

Despite what some believe is a mandate for the commission to set position 
limits within a definite period of time, the Dodd-Frank legislation actually 
qualifies CFTC’s position-limit authority. Section 737 of the Dodd-Frank act 
amends the Commodity Exchange Act so that Section 4A–A2A states, ‘‘The 
commission shall, by rule, establish limits on the amount of positions as ap-
propriate.’’ The act then states, ‘‘In subparagraph B, for exempt commod-
ities, the limit required under subparagraph A shall be established within 
180 days after the date of enactment of this paragraph.’’ When subpara-
graphs A and B are read in conjunction, the act states that when position 
limits are required under subparagraph A, the commission shall set the 
limits within 180 days under paragraph B. Subparagraph A says the posi-
tion-limit rule should be only prescribed when appropriate. 
Therefore, the 180-day timetable is only triggered if position limits are ap-
propriate. In regard to the word ‘‘appropriate,’’ the commission has three 
distinct problems. First, the commission has never made an affirmative 
finding that position limits are appropriate to curtail excessive speculation. 
In fact, to date, the only reports issued by the commission or its staff failed 
to identify a connection between market trends and excessive speculation. 
This is not to say that there is no connection, but it does say the commis-
sion does not have enough information to draw an affirmative conclusion. 
The second and third issues relating to the appropriateness of position lim-
its are regulated to adequacy of information about OTC markets. On De-
cember 8, 2010, the commission published a proposed rule on swap data 
record keeping and reporting requirements. This proposed rule is open to 
comment until February 7, 2011, and the rule is not expected to be final 
and effective until summer at the earliest. Furthermore, the commission 
has yet to issue a proposed rulemaking about swap data repositories. Until 
a swap data repository is set up and running, it is difficult to see how it 
would be appropriate for the commission to set position limits. 

CME is not opposed to position limits and other means to prevent market conges-
tion; we employ limits in most of our physically delivered contracts. However, we 
use limits and accountability levels, as contemplated by the Congressionally ap-
proved Core Principles for DCMs, to mitigate potential congestion during delivery 
periods and to help us identify and respond in advance of any threat to manipulate 
our markets. CME Group believes that the core purpose that should govern Federal 
and exchange-set position limits, to the extent such limits are necessary and appro-
priate should be to reduce the threat of price manipulation and other disruptions 
to the integrity of prices. We agree that such activity destroys public confidence in 
the integrity of our markets and harms the acknowledged public interest in legiti-
mate price discovery and we have the greatest incentive and best information to 
prevent such misconduct. 

It is important not to lose sight of the real economic cost of imposing unnecessary 
and unwarranted position limits. For the last 150 years, modern day futures mar-
kets have served as the most efficient and transparent means to discover prices and 
manage exposure to price fluctuations. Regulated futures exchanges operate central-
ized, transparent markets to facilitate price discovery by permitting the best in-
formed and most interested parties to express their opinions by buying and selling 
for future delivery. Such markets are a vital part of a smooth functioning economy. 
Futures exchanges allow producers, processors and agribusiness to transfer and re-
duce risks through bona fide hedging and risk management strategies. This risk 
transfer means producers can plant more crops. Commercial participants can ship 
more goods. Risk transfer only works because speculators are prepared to provide 
liquidity and to accept the price risk that others do not. Futures exchanges and 
speculators have been a force to reduce price volatility and mitigate risk. Overly re-
strictive position limits adversely impact legitimate trading and impair the ability 
of producers to hedge. They may also drive certain classes of speculators into phys-
ical markets and consequently distort the physical supply chain and prices. 

Similarly troubling is the fact that the CFTC’s proposed rules in this and other 
areas affecting market participants are not in harmony with international regu-

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00070 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



67 

7 75 Fed. Reg. 667277 (proposed Nov. 2, 2010) (to be codified at 17 C.F.R. pts. 1, 150, 151). 
8 See, 75 Fed. Reg. 80747 (proposed Dec. 22, 2010) (to be codified at 17 C.F.R. pts. 1, 16, 38). 

lators. International regulators, such as the EU, are far from adopting such a pre-
scriptive approach with respect to position limits. Ultimately, this could create an 
incentive for market participants to move their business to international exchanges 
negatively impacting the global leadership of the U.S. financial market. Further-
more, exporting the price discovery process to overseas exchanges will likely result 
in both a loss of jobs in the U.S. and less cost-efficient hedging for persons in busi-
ness in the U.S. As an example, consider the two major price discovery indexes in 
crude oil: West Texas Intermediate, which trades on NYMEX, and Brent Oil, which 
trades overseas. If the Commission places heavy restrictions in areas such as posi-
tion limits on traders in the U.S., traders in crude oil, and with them the price dis-
covery process, are likely to move to overseas markets. 
3. Proposed Rulemaking on Mandatory Swaps Clearing Review Process7 

Another example of a rule proposal that could produce consequences counter to 
the fundamental purposes of DFA is the Commission’s proposed rule relating to the 
process for review of swaps for mandatory clearing. The proposed regulation treats 
an application by a DCO to list a particular swap for clearing as obliging that DCO 
to perform due diligence and analysis for the Commission respecting a broad swath 
of swaps, as to which the DCO has no information and no interest in clearing. In 
effect, a DCO that wishes to list a new swap would be saddled with the obligation 
to collect and analyze massive amounts of information to enable the Commission to 
determine whether the swap that is the subject of the application and any other 
swap that is within the same ‘‘group, category, type, or class’’ should be subject to 
the mandatory clearing requirement. 

This proposed regulation is one among several proposals that impose costs and 
obligations whose effect and impact are contrary to the purposes of Title VII of DFA. 
The costs in terms of time and effort to secure and present the information required 
by the proposed regulation would be a significant disincentive to DCOs to volun-
tarily undertake to clear a ‘‘new’’ swap. The Commission lacks authority to transfer 
the obligations that the statute imposes on it to a DCO. The proposed regulation 
eliminates the possibility of a simple, speedy decision on whether a particular swap 
transaction can be cleared—a decision that the DFA surely intended should be made 
quickly in the interests of customers who seek the benefits of clearing—and forces 
a DCO to participate in an unwieldy, unstructured, and time-consuming process to 
determine whether mandatory clearing is required. Regulation Section 39.5(b)(5) 
starkly illustrates this outcome. No application is deemed complete until all of the 
information that the Commission needs to make the mandatory clearing decision 
has been received. Completion is determined in the sole discretion of the Commis-
sion. Only then does the 90-day period begin to run. This process to enable an ex-
change to list a swap for clearing is clearly contrary to the purposes of DFA. 
4. Conversion From Principles-Based to Rules-Based Regulation8 

Some of the CFTC’s rule proposals are explained by the ambiguities created dur-
ing the rush to push DFA to a final vote. For example, Congress preserved and ex-
panded the scheme of principles-based regulation by expanding the list of core prin-
ciples and granting self regulatory organizations ‘‘reasonable discretion in estab-
lishing the manner in which the [self regulatory organization] complies with the 
core principles.’’ Congress granted the Commission the authority to adopt rules re-
specting core principles, but did not direct it to eliminate the principles-based regu-
lation, which was the foundation of the CFMA. In accordance with CFMA, the 
CFTC set forth ‘‘[g]uidance on, and Acceptable Practices in, Compliance with Core 
Principles’’ that operated as safe harbors for compliance. This approach has proven 
effective and efficient in terms of appropriately allocating responsibilities between 
regulated DCMs and DCOs and the CFTC. 

We recognize that the changes instituted by DFA give the Commission discretion, 
where necessary, to step back from this principles-based regime. Congress amended 
the CEA to state that boards of trade ‘‘shall have reasonable discretion in estab-
lishing the manner in which they comply with the core principles, unless otherwise 
determined by the Commission by rule or regulation. See, e.g., DFA §735(b), amend-
ing Section 5(d)(1)(B) of the CEA. But the language clearly assumes that the prin-
ciples-based regime will remain in effect except in limited circumstances in which 
more specific rules addressing compliance with a core principle are necessary. The 
Commission has used this change in language, however, to propose specific require-
ments for multiple Core Principles—almost all Core Principles in the case of 
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DCMs—and effectively eviscerate the principle-based regime that has fostered suc-
cess in CFTC-regulated entities for the past decade. 

The Commission’s almost complete reversion to a prescriptive regulatory approach 
converts its role from an oversight agency, responsible for assuring self regulatory 
organizations comply with sound principles, to a frontline decision maker that im-
poses its business judgments on the operational aspects of derivatives trading and 
clearing. This reinstitution of rule-based regulation will require a substantial in-
crease in the Commission’s staff and budget and impose indeterminable costs on the 
industry and the end users of derivatives. Yet there is no evidence that this will 
be beneficial to the public or to the functioning of the markets. In keeping with the 
President’s Executive Order to reduce unnecessary regulatory cost, the CFTC should 
be required to reconsider each of its proposals with the goal of performing those 
functions that are mandated by DFA. 

Further, the principles-based regime of the CFMA has facilitated tremendous in-
novation and allowed U.S. exchanges to compete effectively on a global playing field. 
Principles-based regulation of futures exchanges and clearinghouses permitted U.S. 
exchanges to regain their competitive position in the global market. Without unnec-
essary, costly and burdensome regulatory review, U.S. futures exchanges have been 
able to keep pace with rapidly changing technology and market needs by intro-
ducing new products, new processes and new methods by certifying compliance with 
the CEA. Indeed, U.S. futures exchanges have operated more efficiently, more eco-
nomically and with fewer complaints under this system than at any time in their 
history. The transition to an inflexible regime threatens to stifle growth and innova-
tion in U.S. exchanges and thereby drive market participants overseas. This, I noted 
earlier, will certainly impact the relevant job markets in the United States. 
(a) Proposed Rulemaking Under Core Principle 9 for DCMs 

A specific example of the Commission’s unnecessary and problematic departure 
from the principles-based regime is its proposed rule under Core Principle 9 for 
DCMs—Execution of Transactions, which states that a DCM ‘‘shall provide a com-
petitive, open and efficient market and mechanism for executing transactions that 
protects the price discovery process of trading in the centralized market’’ but that 
‘‘the rules of a board of trade may authorize . . . (i) transfer trades or office trades; 
(ii) an exchange of (I) futures in connection with a cash commodity transaction; (II) 
futures for cash commodities; or (III) futures for swaps; or (iii) a futures commission 
merchant, acting as principal or agent, to enter into or confirm the execution of a 
contract for the purchase or sale of a commodity for future delivery if that contract 
is reported, recorded, or cleared in accordance with the rules of the contract market 
or [DCO].’’ 

Proposed Rule 38.502(a) would require that 85 percent or greater of the total vol-
ume of any contract listed on a DCM be traded on the DCM’s centralized market, 
as calculated over a 12 month period. The Commission asserts that this is necessary 
because ‘‘the price discovery function of trading in the centralized market’’ must be 
protected. 75 Fed. Reg. at 80588. However, Congress gave no indication in DFA that 
it considered setting an arbitrary limit as an appropriate means to regulate under 
the Core Principles. Indeed, in other portions of DFA, where Congress thought that 
a numerical limit could be necessary, it stated so. For example, in Section 726 ad-
dressing rulemaking on Conflicts of Interest, Congress specifically stated that rules 
‘‘may include numerical limits on the control of, or the voting rights’’ of certain spec-
ified entities in DCOs, DCMs, or SEFs. 

The Commission justifies the 85 percent requirement only with its observations 
as to percentages of various contracts traded on various exchanges. It provides no 
support evidencing that the requirement will provide or is necessary to provide a 
‘‘competitive, open, and efficient market and mechanism for executing transactions 
that protects the price discovery process of trading in the centralized market of the 
board of trade,’’ as is required under Core Principle 9. Further, Core Principle 9, 
as noted above, expressly permits DCMs to authorize off-exchange transactions in-
cluding for exchanges to related positions pursuant to their rules. 

The imposition of the proposed 85 percent exchange trading requirement will have 
extremely negative effects on the industry. It would significantly deter the develop-
ment of new products by exchanges like CME. This is because new products gen-
erally initially gain trading momentum in off-exchange transactions. Indeed, it takes 
years for new products to reach the 85 percent exchange trading requirement pro-
posed by the Commission. For example, one suite of very popular and very liquid 
foreign exchange products developed and offered by CME would not have met the 
85 percent requirement for 4 years after it was initially offered. The suite of prod-
ucts’ on-exchange trading continued to increase over 10 years, and it now trades 
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9 More specifically, the product traded 32 percent off-exchange when it was first offered in 
2000, 31 percent off exchange in 2001, 25 percent in 2002, 20 percent in 2003, finally within 
the 85 percent requirement at 13 percent off-exchange in 2004, 10 percent in 2005, 7 percent 
in 2006, 5 percent in 2007, 3 percent in 2008, and 2 percent in 2009 and 2010. 

10 75 Fed. Reg. 67282 (proposed Nov. 2, 2010) (to be codified at 17 C.F.R. pt. 40) 

only 2 percent off exchange. Under the proposed rule, CME would have had to delist 
this suite of products. 9 

Imposition of an 85 percent exchange trading requirement would also have ad-
verse effects on market participants. If instruments that are most often traded off- 
exchange are forced onto the centralized market, customers will lose cross-margin 
efficiencies that they currently enjoy and will be forced to post additional cash or 
assets as margin. For example, customers who currently hold open positions on 
CME Clearport® will be required to post a total of approximately $3.9 billion in 
margin (at the clearing firm level, across all clearing firms). 
(b) Proposed Comparable Fee Structures under Core Principle 2 for DCMs 

In the case of certain proposed fee restrictions to be placed on DCMs, the Commis-
sion not only retreats needlessly from principles-based regulation but also greatly 
exceeds its authority under DFA. DCM Core Principle 2, which appears in DFA Sec-
tion 735, states, in part, that a DCM ‘‘shall establish, monitor, and enforce compli-
ance with rules of the contract market including . . . access requirements.’’ Under 
this Core Principle, the Commission has proposed rule 38.151, which states that a 
DCM ‘‘must provide its members, market participants and independent software 
vendors with impartial access to its market and services including . . . comparable 
fee structures for members, market participants and independent software vendors 
receiving equal access to, or services from, the [DCM].’’ 

The CFTC’s attempt to regulate DCM member, market participant and inde-
pendent software vendor fees is unsupportable. The CFTC is expressly authorized 
by statute to charge reasonable fees to recoup the costs of services it provides. 7 
U.S.C. 16a(c). The Commission may not bootstrap that authority to set or limit the 
fees charged by DCMs or to impose an industry-wide fee cap that has the effect of 
a tax. See Federal Power Commission v. New England Power Co., 415 U.S. 345, 349 
(1974) (‘‘[W]hole industries are not in the category of those who may be assessed 
[regulatory service fees], the thrust of the Act reaching only specific charges for spe-
cific services to specific individuals or companies.’’). In any event, the CFTC’s over-
reaching is not supported by DFA. Nowhere in the CEA is the CFTC authorized to 
set or limit fees a DCM may charge. To the extent the CFTC believes its authority 
to oversee impartial access to trading platforms may provide a basis for its assertion 
of authority, that attempt to read new and significant powers into the CEA should 
be rejected. 
5. Provisions Common to Registered Entities10 

The CFMA streamlined the procedures for listing new products and amending 
rules that did not impact the economic interests of persons holding open contracts. 
These changes recognized that the previous system required the generation of sub-
stantial unnecessary paperwork by exchanges and by the CFTC’s staff. It slowed in-
novation without a demonstrable public benefit. 

Under current rules, before a product is self-certified or a new rule or rule amend-
ment is proposed, DCMs and DCOs conduct a due diligence review to support their 
conclusion that the product or rule complies with the Act and Core Principles. The 
underlying rationale for the self-certification process which has been retained in 
DFA, is that registered entities that list new products have a self-interest in making 
sure that the new products meet applicable legal standards. Breach of this certifi-
cation requirement potentially subjects the DCM or DCO to regulatory liability. In 
addition, in some circumstances, a DCM or DCO may be subject to litigation or 
other commercial remedies for listing a new product, and the avoidance of these 
costs and burdens is sufficient incentive for DCMs and DCOs to remain compliant 
with the Act. 

Self-certification has been in effect for 10 years and nothing has occurred to sug-
gest that this concept is flawed or that registered entities have employed this power 
recklessly or abusively. During 2010, CME launched 438 new products and sub-
mitted 342 rules or rule amendments to the Commission. There was no legitimate 
complaint respecting the self-certification process during this time. Put simply, the 
existing process has worked, and there is no reason for the Commission to impose 
additional burdens, which are not required by DFA, to impair that process. 

Section 745 of DFA merely states, in relevant part, that ‘‘a registered entity may 
elect to list for trading or accept for clearing any new contract, or other instrument, 
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39, 40). 

or may elect to approve or implement any new rule or rule amendment, by providing 
to the Commission a written certification that the new contract or instrument or 
clearing of the new contract or instrument, new rule, or rule amendment complies 
with this Act (including regulations under this Act).’’ DFA does not direct the Com-
mission to require the submission of all documents supporting the certification nor 
to require a review of the legal implications of the product or rule with regard to 
laws other than DFA. Essentially, it requires exactly what was required prior to the 
passage of DFA—a certification that the product, rule or rule amendment complies 
with the CEA. Nonetheless, the Commission has taken it upon itself to impose these 
additional and burdensome submission requirements upon registered entities. 

The new requirements proposed by the CFTC will require exchanges to pre-
maturely disclose new product innovations and consequently enable foreign competi-
tors to introduce those innovations while the exchange awaits CFTC approval. This, 
again, inhibits the ability of U.S. exchanges to compete, drives market participants 
overseas and impairs job growth in the United States. Moreover, given the volume 
of filings required by the Notice of proposed rulemaking, the Commission will re-
quire significant increases in staffing and other resources. Alternatively, the result 
will be that these filings will not be reviewed in a timely manner, further 
disadvantaging U.S. exchanges. Again, we would suggest that the Commission’s lim-
ited resources should be better aligned with the implementation of the goals of DFA 
rather than ‘‘correcting’’ a well-functioning and efficient process. 

First, the proposed rules require a registered entity to submit ‘‘all documentation’’ 
relied upon to determine whether a new product, rule or rule amendment complies 
with applicable Core Principles. This requirement is so vague as to create uncer-
tainty as to what is actually required to be filed. More importantly, this requirement 
imposes an additional burden on both registered entities, which must compile and 
produce all such documentation, and the Commission, which must review it. It is 
clear that the benefits, if any, of this requirement are significantly outweighed by 
the costs imposed both on the marketplace and the Commission. 

Second, the proposed rules require registered entities to examine potential legal 
issues associated with the listing of products and include representations related to 
these issues in their submissions. Specifically, a registered entity must provide a 
certification that it has undertaken a due diligence review of the legal conditions, 
including conditions that relate to contractual and intellectual property rights. The 
imposition of such a legal due diligence standard is clearly outside the scope of DFA 
and is unnecessarily vague and impractical, if not impossible, to comply with in any 
meaningful manner. An entity, such as CME, involved in product creation and de-
sign is always cognizant that material intellectual property issues may arise. This 
requirement would force registered entities to undertake extensive intellectual prop-
erty analysis, including patent, copyright, and trademark searches in order to sat-
isfy the regulatory mandates, with no assurances that any intellectual property 
claim is discoverable through that process at a particular point in time. Again, this 
would greatly increase the cost and timing of listing products without providing any 
corresponding benefit to the marketplace. Indeed, the Commission itself admits in 
its NOPR that these proposed rules will increase the overall information collection 
burden on registered entities by approximately 8,300 hours per year. 11 

Further, these rules steer the Commission closer to the product and rule approval 
process currently employed by the SEC, which is routinely criticized and about 
which those regulated by the SEC complained at the CFTC–SEC harmonization 
hearings. Indeed, William J. Brodsky of the Chicago Board of Options Exchange tes-
tified that the SEC’s approval process ‘‘inhibits innovation in the securities markets’’ 
and urged the adoption of the CFTC’s certification process. 
6. Requirements for Derivatives Clearing Organizations, Designated Con-

tract Markets, and Swap Execution Facilities Regarding Mitigation of 
Conflicts of Interest12 

The Commission’s proposed rules regarding the mitigation of conflicts of interest 
in DCOs, DCMs, and SEFs (Regulated Entities) also exceed its rulemaking author-
ity under DFA and impose constraints on governance that are unrelated to the pur-
poses of DFA or the CEA. The Commission purports to act pursuant to Section 726 
of DFA but ignores the clear boundaries of its authority under that section, which 
it cites to justify taking control of every aspect of the governance of those Regulated 
Entities. Section 726 conditions the Commission’s right to adopt rules mitigating 
conflicts of interest to circumstances where the Commission has made a finding that 
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the rule is ‘‘necessary and appropriate’’ to ‘‘improve the governance of, or to mitigate 
systemic risk, promote competition, or mitigate conflicts of interest in connection 
with a swap dealer or major swap participant’s conduct of business with, a [Regu-
lated Entity] that clears or posts swaps or makes swaps available for trading and 
in which such swap dealer or major swap participant has a material debt or equity 
investment.’’ (Emphasis added.) The ‘‘necessary and appropriate’’ requirement con-
strains the Commission to enact rules that are narrowly tailored to minimize their 
burden on the industry. The Commission failed to make the required determination 
that the proposed regulations were ‘‘necessary and proper’’ and, unsurprisingly, the 
proposed rules are not narrowly tailored but rather overbroad, outside of the author-
ity granted to it by DFA and extraordinarily burdensome. 

The Commission proposed governance rules and ownership limitations that affect 
all Regulated Entities, including those in which no swap dealer has a material debt 
or equity investment and those that do not even trade or clear swaps. Moreover, 
the governance rules proposed have nothing to do with conflicts of interest, as that 
term is understood in the context of corporate governance. Instead, the Commission 
has created a concept of ‘‘structural conflicts,’’ which has no recognized meaning out-
side of the Commission’s own declarations and is unrelated to ‘‘conflict of interest’’ 
as used in the CEA. The Commission proposed rules to regulate the ownership of 
voting interests in Regulated Entities by any member of those Regulated Entities, 
including members whose interests are unrelated or even contrary to the interests 
of the defined ‘‘enumerated entities.’’ In addition, the Commission is attempting to 
impose membership condition requirements for a broad range of committees that are 
unrelated to the decision making to which Section 726 was directed. 

The Commission’s proposed rules are most notably overbroad and burdensome in 
that they address not only ownership issues but the internal structure of public cor-
porations governed by State law and listing requirements of SEC regulated national 
securities exchanges. More specifically, the proposed regulations set requirements 
for the composition of corporate boards, require Regulated Entities to have certain 
internal committees of specified compositions and even propose a new definition for 
a ‘‘public director.’’ Such rules in no way relate to the conflict of interest Congress 
sought to address through Section 726. Moreover, these proposed rules improperly 
intrude into an area of traditional State sovereignty. It is well-established that mat-
ters of internal corporate governance are regulated by the States, specifically the 
state of incorporation. Regulators may not enact rules that intrude into traditional 
areas of State sovereignty unless Federal law compels such an intrusion. Here, Sec-
tion 726 provides no such authorization. 

Perhaps most importantly, the proposed structural governance requirements can-
not be ‘‘necessary and appropriate,’’ as required by DFA, because applicable State 
law renders them completely unnecessary. State law imposes fiduciary duties on di-
rectors of corporations that mandate that they act in the best interests of the cor-
poration and its shareholders—not in their own best interests or the best interests 
of other entities with whom they may have a relationship. As such, regardless of 
how a board or committee is composed, the members must act in the best interest 
of the exchange or clearinghouse. The Commission’s concerns—that members, enu-
merated entities, or other individuals not meeting its definition of ‘‘public director’’ 
will act in their own interests—and its proposed structural requirements are wholly 
unnecessary and impose additional costs on the industry—not to mention additional 
enforcement costs—completely needlessly. 
7. Prohibition on Market Manipulation13 

The Commission’s proposed rules on Market Manipulation, although arguably 
within the authority granted by DFA, are also problematic because they are ex-
tremely vague. The Commission has proposed two rules related to market manipula-
tion: Rule 180.1, modeled after SEC Rule 10b-5 and intended as a broad, catch-all 
provision for fraudulent conduct; and Rule 180.2, which mirrors new CEA Section 
6(c)(3) and is aimed at prohibiting price manipulation. See 75 Fed. Reg. at 67658. 
Clearly, there is a shared interest among market participants, exchanges and regu-
lators in having market and regulatory infrastructures that promote fair, trans-
parent and efficient markets and that mitigate exposure to risks that threaten the 
integrity and stability of the market. In that context, however, market participants 
also desire clarity with respect to the rules and fairness and consistency with regard 
to their enforcement. 

As to its proposed Rule 180.1, the Commission relies on SEC precedent to provide 
further clarity with respect to its interpretation and notes that it intends to imple-
ment the rule to reflect its ‘‘distinct regulatory mission.’’ However, the Commission 

VerDate Nov 24 2008 15:22 Nov 21, 2011 Jkt 048080 PO 00000 Frm 00075 Fmt 6621 Sfmt 6621 L:\HEARINGS 2011\04-12 BUILDING THE NEW DERIVATIVES REGULATORY FRAMEWO



72 

14 75 Fed. Reg. 67301 (proposed November 2, 2010) (to be codified at 17 C.F.R. pt. 1). 
15 76 Fed. Reg. 14943 (proposed March 18, 2011). 
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fails to explain how the rule and precedent will be adapted to reflect the differences 
between futures and securities markets. See 75 Fed. Reg. at 67658-60. For example, 
the Commission does not provide clarity as to if and to what extent it intends to 
apply insider trading precedent to futures markets. Making this concept applicable 
to futures markets would fundamentally change the nature of the market, not to 
mention all but halting participation by hedgers, yet the Commission does not even 
address this issue. Rule 180.1 is further unclear as to what standard of scienter the 
Commission intends to adopt for liability under the rule. Rule 180.2 is comparably 
vague, providing, for example, no guidance as to what sort of behavior is ‘‘intended 
to interfere with the legitimate forces of supply and demand’’ and how the Commis-
sion intends to determine whether a price has been affected by illegitimate factors. 

These proposed rules, like many others, have clearly been proposed in haste and 
fail to provide market participants with sufficient notice of whether contemplated 
trading practices run afoul of them. Indeed, we believe the proposed rules are so 
unclear as to be subject to constitutional challenge. That is, due process precludes 
the Government from penalizing a private party for violating a rule without first 
providing adequate notice that conduct is forbidden by the rule. In the area of mar-
ket manipulation especially, impermissible conduct must be clearly defined lest the 
rules chill legitimate market participation and undermine the hedging and price dis-
covery functions of the market by threatening sanctions for what otherwise would 
be considered completely legal activity. That is, if market participants do not know 
the rules of the road in advance and lack confidence that the disciplinary regime 
will operate fairly and rationally, market participation will be chilled because there 
is a significant risk that legitimate trading practices will be arbitrarily construed, 
post hoc, as unlawful. These potential market participants will either use a different 
method to manage risk or go to overseas exchanges, stifling the growth of U.S. fu-
tures markets and affecting related job markets. 
8. Antidisruptive Practices Authority Contained in DFA14 

Rules regarding Disruptive Trade Practices (DFA Section 747) run the risk of 
being similarly vague and resulting in chilling market participation. The CFTC has 
recently issued a Proposed Interpretive Order which provides guidance regarding 
the three statutory disruptive practices set for in DFA Section 747. 15 CME Group 
applauds the Commission’s decision to clarify the standards for liability under the 
enumerated disruptive practices and supports the Commission’s decision to refrain 
from setting forth any additional ‘‘disruptive practices’’ beyond those listed in the 
statute. We believe, however, that in several respects, the proposed interpretations 
still do not give market participants enough notice as to what practices are illegal 
and also may interfere with their ability to trade effectively. 

For example, the Commission interprets section 4c(a)(5)(A), Violating Bids and Of-
fers, ‘‘as prohibiting any person from buying a contract at a price that is higher than 
the lowest available offer price and/or selling a contract at a price that is lower than 
the highest available bid price’’ regardless of intent. 16 However, certain existing 
platforms allow trading based on considerations other than price. Without an intent 
requirement, these platforms do not ‘‘fit’’ under the regulations, and presumably will 
be driven out of business. Similarly, market participants desiring to legitimately 
trade on bases other than price will presumably be driven to overseas markets. 

Further, the Commission states that section 4c(a)(5)(B), Orderly Execution of 
Transactions During the Closing Period, applies only where a participant ‘‘dem-
onstrates intentional or reckless disregard for the orderly execution of transactions 
during the closing period.’’ However, the Commission goes on to state that ‘‘market 
participants should assess market conditions and consider how their trading prac-
tices and conduct affect the orderly execution of transactions during the closing pe-
riod.’’ In so stating, the Commission seems to impose an affirmative obligation on 
market participants to consider these factors before executing any trade. This, first, 
directly conflicts with the scienter requirements also set forth by the Commission 
and thus interferes with the ability of market participants to determine exactly 
what conduct may give rise to liability. Second, such an affirmative obligation will 
interfere with the ability of market participants to make advantageous trades, espe-
cially in the context of a fast-moving, electronic trading platform. The end result of 
both these issues is that, if the Interpretive Order goes into effect as written, mar-
ket participation will be chilled, participants will move to overseas markets and jobs 
will be lost in the U.S. futures industry. 
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1 LCH.Clearnet Ltd. is regulated by, inter alia, the Financial Services Authority of the United 
Kingdom and by the Commodity Futures Trading Commission (as a ‘‘Derivatives Clearing Orga-
nization’’) of the United States. 

2 LCH.Clearnet SA is regulated as a Credit Institution and Clearing House by a regulatory 
college consisting of, amongst others, the market regulators and central banks from the jurisdic-
tions of: France, Netherlands, Belgium, and Portugal. It is also regulated as a Recognized Over-
seas Clearing House by the U.K. Financial Services Authority. 

Section 747 of DFA, which authorizes the Commission to promulgate additional 
rules if they are reasonably necessary to prohibit trading practices that are ‘‘disrup-
tive of fair and equitable trading,’’ is exceedingly vague as written and does not pro-
vide market participants with adequate notice as to whether contemplated conduct 
is forbidden. If the Interpretive Order does not clearly define ‘‘disruptive trade prac-
tices,’’ it will discourage legitimate participation in the market and the hedging and 
price discovery functions of the market will be chilled due to uncertainty among par-
ticipants as to whether their contemplated conduct is acceptable. 
9. Effects on OTC Swap Contracts 

DFA’s overhaul of the regulatory framework for swaps creates uncertainty about 
the status and validity of existing and new swap contracts. Today, under provisions 
enacted in 2000, swaps are excluded or exempt from the CEA under Sections 2(d), 
2(g), and 2(h) of the CEA. These provisions allow parties to enter into swap trans-
actions without worrying about whether the swaps are illegal futures contracts 
under CEA Section 4(a). DFA repeals those exclusions and exemptions effective July 
16, 2011. At this time, it is unclear what if any action the CFTC plans to take or 
legally could take to allow both swaps entered into on or before July 16, and those 
swaps entered into after July 16 from being challenged as illegal futures contracts. 
To address this concern, Congress and the CFTC should consider some combination 
of deferral of the effective dates of the repeal of Sections 2(d), 2(g), and 2(h), exercise 
of CFTC exemptive power under Section 4(c), or other appropriate action. Otherwise 
swap markets may be hit by a wave of legal uncertainty which the statutory exclu-
sions and exemptions were designed in 2000 to prevent. This uncertainty may, 
again, chill participation in the swap market and impair the ability of market par-
ticipants, including hedgers, to manage their risks. 

PREPARED STATEMENT OF IAN AXE 
CHIEF EXECUTIVE, LCH.CLEARNET GROUP LIMITED 

APRIL 12, 2011 

Chairman Johnson, Ranking Member Shelby, Members of the Committee, my 
name is Ian Axe and I am Chief Executive of LCH.Clearnet Group Ltd (the 
‘‘Group’’). On behalf of the Group, I would like to thank the Committee for asking 
me here today. 

LCH.Clearnet is the world’s leading independent clearinghouse group. Formed out 
of the merger of the London Clearing House Ltd and Clearnet SA, we continue to 
operate two clearinghouses, LCH.Clearnet Limited 1 in London and LCH.Clearnet 
SA 2 in Paris. Additionally we have a fast-growing presence in the U.S. to support 
our rapidly expanding U.S. swaps activity. We opened a New York office in late 
2009 and staff numbers have since grown quickly. Our New York head count has 
already doubled in the year to date. 

We are a user-owned, user-governed organization, being 83 percent owned by our 
clearing members, and 17 percent owned by exchanges such as the NYSE Euronext 
group. We have been clearing commodities for 120 years, and LCH.Clearnet Limited 
has been registered with and regulated by the Commodity Futures Trading Com-
mission (CFTC) as a Derivatives Clearing Organization (DCO) since 2001. We serve 
major international exchanges and trading platforms, as well as a range of over-the- 
counter (‘‘OTC’’ or ‘‘swaps’’) markets and we clear a broad range of asset classes, 
including cash equities, exchange-traded derivatives, energy, freight, interest rate 
swaps, and euro- and British pound-denominated bonds and repos. 
OTC Clearing Expertise 

LCH.Clearnet Limited pioneered the development of OTC clearing in 1999 with 
our SwapClear and RepoClear services, respectively the market-leaders in global in-
terest rate swap and European repo clearing. In addition, our London arm clears 
a range of OTC freight, energy, and commodity products, while LCH.Clearnet SA 
clears European OTC index-based credit default swaps and repo products. 
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3 ‘‘Deciphering the 2007–08 Liquidity and Credit Crunch’’, Markus K. Brunnermeier, Prince-
ton University, Journal of Economic Perspectives, May 2008: http://www.newyorkfed.org/re-
search/conference/2008/rmm/Brunnermeier.pdf. 

‘‘New Developments in Clearing and Settlement Arrangements for OTC Derivatives’’, Com-
mittee on Payment and Settlement Systems, BIS, Basel; March 2007. Link: http://www.bis.org/ 
publ/cpss77.htm. 

LCH.Clearnet Limited currently clears over 50 percent of the global interest rate 
swap market. This represents trades with a total notional principal of over $276 tril-
lion in 14 currencies with tenors out to as far as 50 years. Last year SwapClear 
cleared over 120,000 trades involving U.S. counterparties with a notional value in 
excess of $64 trillion. Of the total swaps portfolio cleared, approximately $91 trillion 
is in U.S. dollars. 

We recently extended this capability to include a Futures Commission Merchant 
(FCM) clearing service for U.S. end user clients. We currently have 12 FCMs offer-
ing such services, and have since successfully cleared our first trades under the 
FCM structure. 

We are working closely with market participants to expand our service in the U.S. 
and have set up formal working groups with FCMs and buyside firms. Our Buyside 
Advisory Committee meets monthly to discuss the development of the service. It 
comprises representatives from a number of large U.S. firms, including Citadel, 
BlackRock, the D.E. Shaw Group, the Federal Home Loan Banks, and Freddie Mac 
amongst others. 

SwapClear is the largest swaps clearing service globally and is widely recognized 
as a major contributor to financial stability. 3 This important capability was put to 
the test during the collapse of Lehman Brothers. LCH.Clearnet Limited was re-
quired to default-manage Lehman Brothers’ cleared portfolio of 66,000 interest rate 
swap trades across five major currencies, with a notional value in excess of $9 tril-
lion. Together with SwapClear clearing members, who are contractually obligated 
to participate in the default management process and to bid in the ensuing auctions, 
LCH.Clearnet Limited successfully neutralized and sold off the entire swap port-
folio. 

The management of the default involved: 
• At default (Monday, 15 September 2008) SwapClear clearing members seconded 

their experienced traders to work alongside LCH.Clearnet Limited’s risk man-
agement team to execute hedges and to neutralize the market risk on the de-
faulter’s portfolio. All participants adhered to strict confidentiality rules. 

• Over the ensuing days, LCH.Clearnet Limited’s risk position was constantly re-
viewed and recalibrated, and additional hedges were executed by the default 
management group in response to the changing portfolio and volatile market. 

• From Wednesday, September 24 to Friday, October 3, competitive auctions of 
the five hedged currency portfolios were successfully completed and the group 
transferred all 66,000 trades to the successful bidders, all of whom were sur-
viving SwapClear clearing members. 

The success of the default management process was largely due to the strong com-
mitment and contractual relationship between the SwapClear clearing members and 
LCH.Clearnet Limited. The process was wholly reliant on SwapClear clearing mem-
bers’ dedicated resources, including key and experienced front office, risk, and oper-
ations personnel who worked closely alongside the clearinghouse, in our offices. 

LCH.Clearnet Limited used only 35 percent of Lehman Brothers’ margin in man-
aging the default and returned the remaining funds, in excess of $850 million, to 
their administrators. No LCH.Clearnet Limited counterparties incurred any loss as 
a result of the default, and the clearing services operated by the Group continued 
to function in full, with no disruption to member firms or clients, before, during or 
after the Lehman Brothers’ default. The Group thereby fulfilled its commitment to 
its members, clients and the wider financial system by ensuring market integrity 
and providing much-needed stability at a critical juncture. 
The Dodd-Frank Wall Street Reform and Consumer Protection Act 

The Group supported the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act (the ‘‘Dodd-Frank Act’’) because of the new law’s provisions in Title VII de-
signed to reduce risk and increase transparency in the OTC derivatives market 
through mandated clearing. 

The Group strongly supports the policy goals underpinned by the Dodd-Frank Act, 
and believes that this important piece of legislation will do much to improve sta-
bility in the marketplace and much reduce the risk of the taxpayer funding further 
bailouts. 
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In particular we welcome both stronger risk management and heightened finan-
cial standards for clearinghouses; a greater level of supervision for clearinghouses; 
mandatory clearing obligations and trade reporting requirements. 

We have been following the U.S. rulemaking process closely, and applaud both the 
Commodity Futures Trading Commission (CFTC) and the Securities and Exchange 
Commission (SEC) for the thoughtfulness and openness with which they have ap-
proached these important matters. We have been invited to participate in the Agen-
cies’ roundtables; have attended their open meetings; responded to their proposed 
rulemakings and met with their Commissioners. 

At the same time we are directly involved in the legislative proposals in Europe 
and are closely following the development of the European Markets and Infrastruc-
ture Regulation (EMIR). The EMIR proposal, which governs clearinghouses and 
trade repositories, was put forward by the European Commission in September, and 
is now working its way through the European Parliament and Council. 

We believe it is of paramount importance that the legislation and detailed rules 
emerging from the U.S. and EU, as well as the timetables for implementation and 
adherence, are as closely aligned as possible. This harmonization should ensure 
that: there is no opportunity for regulatory arbitrage; capital is able to flow freely 
and that economic recovery is not constrained. 

Clearinghouses such as our own are global operations, supporting global markets. 
Divergences in risk standards for clearinghouses amongst key jurisdictions such as 
the U.S. and EU will likely lead to the balkanization of clearing; such an outcome 
would result in a significant increase in the amount of capital tied up in clearing 
and be prejudicial for the economy, for jobs and for the recovery. 

While we have generally supported the rules promulgated by the CFTC and SEC 
and commend their efforts to remain in close dialogue with supervisors in the EU, 
we have been concerned by the emergence of some notable differences in their pro-
posals to those under consideration in Europe. 

Our three greatest areas of concern in this regard include the differences between 
the U.S. and Europe in rules governing: (1) the Mitigation of Conflicts of Interest; 
(2) Risk Management Requirements; and (3) Protection of Cleared Swaps. 

Requirements Regarding the Mitigation of Conflicts of Interest 
Sections 726(a) and 765 of the Dodd-Frank Act empower the CFTC and SEC to 

adopt rules mitigating conflicts of interest with respect to any DCO or Clearing 
Agency that clears swaps or security-based swaps. These rules may include numer-
ical limits on the control of, or the voting rights with respect to, such a DCO or 
Clearing Agency by a specified market participant (Enumerated Entity). 

LCH.Clearnet has long recognized that there are potential conflicts of interest in 
clearinghouses. Although LCH.Clearnet’s substantial OTC derivatives clearing book 
plainly evidences the contrary, it is entirely possible that clearinghouse share-
holders who deal in OTC derivatives may have an interest in seeing that the clear-
inghouse does not clear the instruments in which they deal. Equally, exchanges may 
have an interest in ensuring that a clearinghouse in which they are shareholders 
does not clear instruments traded on competing exchanges, execution facilities or in 
the OTC market. End users shareholders may meanwhile have an interest in ensur-
ing that a clearinghouse keeps margin requirements and other associated costs arti-
ficially low. 

In recognition of the potential conflicts, LCH.Clearnet’s corporate charter pro-
hibits any individual shareholder from exercising votes representing more than five 
percent of the shares in issue, even if a shareholder actually holds a number of 
shares amounting to more than 5 percent of the total number of shares in issue. 
This measure has effectively ensured that neither a single shareholder nor a small 
group of shareholders—whatever their origin or collective interests—has been able 
to dominate management of LCH.Clearnet’s clearinghouses and determine their 
policies, such as which asset classes will be cleared. 

At the same time, the direct involvement of market participants in our clearing-
houses has facilitated innovation. Their expertise has directly contributed to our 
ability to develop complex and technically challenging services such as those we 
offer to the OTC marketplace. For this reason, we would caution that any regulation 
that limits the aggregate involvement of Enumerated Entities in clearinghouses 
might risk limiting innovation in OTC clearing, as well as stifling competition and 
increasing the cost of business in the U.S. 

During passage of the Dodd-Frank Act, Congress correctly rejected the imposition 
of aggregate ownership and voting caps on clearinghouses. We have therefore been 
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4 RIN 3038 AD01, ‘‘Requirements for Derivatives Clearing Organizations, Designated Contract 
Markets, and Swap Execution Facilities Regarding the Mitigation of Conflicts of Interest’’. RIN 
3235-AK7, ‘‘Ownership Limitations and Governance Requirements for Security-Based Swap 
Clearing Agencies, Security-Based Swap Execution Facilities, and National Securities Ex-
changes with respect to Security-Based Swaps Under Regulation MC’’. 

5 CFTC Proposed Rule 39.25(a), 75 Fed.Reg. 63732, 63750 (October 18, 2010). There is a simi-
lar provision contained in SEC Proposed Rule 17Ad-25, 76 Fed.Reg. 14472, 14539 (March 16, 
2011). 

6 The provisions of the TFEU relating to free movement of capital provide that ‘‘all restric-
tions on the movement of capital between Member States and between Member States and third 
countries shall be prohibited.’’ The EU’s Supreme Court (the European Court of Justice, ‘‘ECJ’’) 
has consistently found that, for these purposes, capital movements include ‘‘direct investment 
in the form of participation in an undertaking by way of shareholding or the acquisition of secu-
rities on the capital market . . . and . . . the possibility of participating effectively in the man-
agement of a company or in its control.’’ 

The free movement of capital and freedom of establishment are fundamental tenets of the 
TFEU, and any exceptions to these rules would needs therefore to be justified by overarching 
public policy requirements. Moreover, the TFEU sets out that ‘‘only the Council, acting in ac-
cordance with a special legislative procedure, may unanimously, and after consulting the Euro-
pean Parliament, adopt measures which constitute a step backwards in Union law as regards 
the liberalization of the movement of capital to or from third countries.’’ Accordingly, such an 
amendment would require unanimity amongst Member States. 

7 RIN 3038-AC98 Risk Management Requirements for Derivatives Clearing Organizations, 21 
January 2011. 

RIN 3235-AL13 Clearing Agency Standards for Operation and Governance, 3 March 2011. 

concerned to see proposals emerge from the Agencies 4 that would re-introduce such 
caps. Any such aggregate restriction on clearinghouse ownership or governance 
would, in our view, lead to increased cost, with no commensurate benefits. Rather, 
we believe that individual limitations on voting rights such as those already in place 
at LCH.Clearnet, coupled with the obligations to minimize and resolve conflicts of 
interest that clearinghouses will be subject to, 5 should be sufficient to allay con-
cerns about corporate governance within clearinghouses. 

Minimizing jurisdictional differences in rules such as those mitigating conflicts in 
clearinghouses will be key to keeping costs low and to reducing implementation 
challenges. In this regard we would respectfully observe that in Europe, where we 
have been closely tracking EMIR’s progress through the legislature, there have been 
no proposals to attempt to limit clearinghouse ownership or voting rights by groups 
of entities—either from the European Commission, the European Parliament, or the 
European Council. Indeed, the restrictions on the ownership of shares or voting in-
terests of the type proposed by the Agencies would likely be deemed contrary to the 
fundamental freedoms set out in the primary EU Treaty (the Treaty on the Func-
tioning of the European Union, ‘‘TFEU’’), in particular, those protecting the freedom 
of establishment and the free movement of capital. 6 
Risk Management Requirements 

LCH.Clearnet acknowledges and endorses the Dodd-Frank requirement that 
clearinghouses permit ‘‘fair and open access.’’ 

The Group employs open and transparent membership eligibility criteria for each 
market that it clears. The criteria are approved by both our clearinghouses. Risk 
Committees and Boards of Directors, all of which are chaired by independent direc-
tors, and the criteria are subject to subsequent regulatory approval. We are com-
mitted to exploring all the ways in which we can expand our membership, whilst 
maintaining the highest standards of risk management and ensuring the safe and 
sound operation of our clearinghouses. 

We have been concerned by the Agencies’ proposed membership requirements for 
clearinghouses offering OTC clearing services. 7 The Agencies propose to enforce the 
separation of participation in clearinghouses from risk underwriting and default 
management responsibilities. 

We have seen no such requirements in the European Commission’s EMIR Pro-
posal, nor during its subsequent passage through the European Parliament and Eu-
ropean Council. 

In our view, the SEC’s and CFTC’s proposed requirements for access to clearing-
houses, whilst founded on important policy considerations, risk watering down our 
well-tested and proven default management processes, upon which the integrity of 
our clearinghouses depend. 

Absent clear default management rules that ensure the protection of surviving 
members, clearinghouses such at our own would face significant technical challenges 
that would put at risk our ability to extend and develop our OTC clearing services. 
As such, the proposed rules would seem to run contrary both to the Agencies’ intent 
and to their statutory and prudential responsibilities. 
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8 Committee on Payment and Settlement Systems, Technical Committee of the International 
Organization of Securities Commissions (CPSS–IOSCO). 

9 Principles for Financial Market Infrastructures CPSS–IOSCO Consultative Report, March 
2011 (p. 64). 

10 http://comments.cftc.gov/PublicComments/ViewComment.aspx?id=31986&SearchText= 
11 RIN 3038-AC98 Risk Management Requirements for Derivatives Clearing Organizations, 

21 January 2011. 

In undertaking to clear certain swaps products, particularly those that are long- 
dated and less liquid than exchange-traded futures, a clearinghouse needs to rely 
on clearing member participation in the event of a default. We firmly believe that 
access criteria for OTC clearing members must be proportionate to the risk each 
member introduces into the system and should be contingent on default manage-
ment and risk underwriting participation, such that the integrity of the clearing-
house is fully protected and there is no cost to or impact on other members, their 
customers or the wider financial system. 

CPSS–IOSCO, 8 the global organization of securities and futures regulators, has 
recently endorsed this view. The March 2011 report by CPSS–IOSCO on Financial 
Market Infrastructures stipulates: 

An OTC derivatives CCP may need to consider requiring participants to 
agree in advance to bid on the defaulting participant’s portfolio and, should 
the auction fail, accept an allocation of the portfolio. A CCP that employs 
such procedures should carefully consider, where possible, the risk profile 
and portfolio of the receiving participant before allocating positions so as to 
minimize additional risk for the surviving participant. 9 

In the interests of harmonization, we would also draw the Committee’s attention 
to the submission made by the U.K.’s Financial Services Authority 10 to the CFTC 
on this matter. The letter stated: 

Risk management standards for CCPs must be anchored in the characteris-
tics of the products being cleared, and the FSA recognizes that different 
product types may require different clearing models. This can extend to 
participant eligibility in models where the clearing members are required 
to perform specific actions to assist in a member default, for example Inter-
est Rate Swap clearing models that include an obligation to bid for, or be 
allocated, portfolios from the defaulting clearing member. 

SwapClear clearing members must be able to demonstrate that they can support 
a swaps book from a front office, risk, technology, and operations perspective. We 
rely on surviving clearing members: to be able to hedge a defaulting member’s 
swaps portfolio; to provide liquidity for such hedging; to bid on hedged portfolios; 
and, if necessary, to accept a forced allocation of swaps. 

LCH.Clearnet regularly tests and confirms that its clearing members maintain 
such a capability. This model was the basis upon which we successfully managed 
the Lehman Brothers default. 

Upon reviewing the Agencies’ proposed rules for access, we have asked ourselves 
whether the proposals would improve or reduce our ability to manage a large mem-
ber or client default, and have concluded that such proposals still need work to en-
sure they would not be detrimental to our ability to do so. 

Our SwapClear membership is expanding continually, and now includes 50 direct 
clearing members from North America, Europe, and Asia. In addition, we recently 
extended this capability to include an FCM clearing service for U.S. end users, and 
have since successfully cleared our first trades under the FCM structure. Firms that 
do not meet our direct membership criteria, or do not wish to commit to the risk 
underwriting and default management responsibilities, are thus able to access the 
clearinghouse under the full protections of the well-proven FCM structure. 

We are open to keeping our SwapClear admission criteria under constant review 
and to materially modifying the current entry requirements for members. Provided 
that potential members prove they have the required risk underwriting and default 
management capabilities and commit to full participation in both, we will welcome 
their entry. 

Futurization of Swaps 
The Group has a number of concerns regarding the apparent ‘‘futurization’’ of 

Swaps in the provisions set out by the CFTC in its Risk Management Requirements 
Rules for DCOs 11 and other proposed rulemakings. 
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12 RIN 3038–AD99 Protection of Cleared Swaps Customers Before and after Commodity 
Broker Bankruptcies, 2 December 2010. 

13 http://ec.europa.eu/internallmarket/financial-markets/docs/derivatives/ 
20100915lproposallen.pdf, Article 37. 

14 Option (1) Full Physical Segregation; Option (2) Legal Segregation with Commingling; Op-
tion (3) Moving Customers to the Back of the Waterfall; Option (4) Baseline Model. 

15 http://comments.cftc.gov/PublicComments/ViewComment.aspx?id=27157&SearchText= 

Among other requirements, the CFTC proposes that DCOs use a margining meth-
odology that is ill-suited and inefficient for swaps clearing. Again there has been no 
evidence of such requirements in Europe. 

In this regard we would respectfully point to the recent report from CPSS– 
IOSCO. This explicitly recognizes that swaps have unique characteristics, which 
may require clearinghouses to employ different risk management methods than they 
would for futures or cash instruments. 

The CPSS–IOSCO report said: 
In addition to typical risk-management tools used by CCPs in listed mar-
kets, CCPs in OTC derivatives markets may employ other risk-management 
processes designed for the unique risks of the cleared OTC derivatives prod-
uct. Participant requirements, margin requirements, financial resources 
and default procedures are particular areas where a CCP may need to con-
sider additional tools tailored for OTC derivatives markets. 

Protection of Cleared Swaps 
The CFTC recently sought comment 12 through an Advanced Notice of Proposed 

Rulemaking (ANPR) on the most appropriate customer protection regime for cleared 
swaps. In our view the introduction of a customer protection model that insulates 
clients from such fellow-customer risk would best uphold one of the key aims of the 
Act—that of protecting consumers. It would also ensure that the protections and 
safeguards afforded to the U.S. client base are at least as strong as those that will 
be offered to customers in Europe, as required under EMIR. 13 

In the ANPR consultation the CFTC asked respondents which of four client pro-
tection models would be most appropriate for customers clearing swaps. 14 As 
LCH.Clearnet stated in its response to the ANPR, 15 we believe that customers 
should above all be able to preserve the collateral protections they are offered in 
the bilateral uncleared swaps environment. 

Under current bilateral swaps market practice, some clients are able to negotiate 
for individual segregation of collateral that they post as margins. The collateral 
posted by clients that have made such arrangements, although subject to other 
risks, is not subject to the risk of the default of other market participants that have 
entered into transactions with their swaps counterparts. These clients—many of 
them pension funds, long-term savings institutions, Government and related fiscal 
authorities and other real money investors—believe it is inappropriate that they 
should be subject to an additional risk (that of fellow-customers) when clearing their 
swaps positions. 

At the specific request of customers in Europe, LCH.Clearnet has developed a cli-
ent clearing model that protects nondefaulting clients from the risks of defaulting 
clients. We believe that this client-clearing model is closely aligned to one of the 
models proposed by the Commission in its ANPR, Option 2, or ‘‘Legal Segregation 
With Commingling.’’ 

This model improves on the protections afforded in the bilateral swaps market-
place, by enabling the clearinghouse to offer clients portability of swaps margin-re-
lated collateral and market risk positions in the event of a clearing member’s de-
fault. It is structured so as to enable the clearinghouse to identify and cover the 
risks associated with an individual customer’s portfolio as if the clearinghouse were 
required to take on its management in isolation, as could happen in the event of 
a member default. This construct also enables the clearinghouse to monitor client 
profiles individually and to maximize the likelihood of the transfer of such clients’ 
risks and positions in the event of their clearing member(s) defaulting. 

Having implemented the above outlined model in Europe, the Group is confident 
that it gives rise to no further costs than the CFTC’s other proposed models, either 
at the clearinghouse or at the clearing member level. 

Further, LCH.Clearnet can confirm that the implementation of this clearing 
model has not changed the structure of resources that protect the clearinghouse fol-
lowing a default; it has not required an increase in margin collateral levels, nor has 
it caused the clearinghouse to raise clearing member contributions to the default 
fund. 
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LCH.Clearnet looks forward to extending its existing SwapClear client clearing 
service to U.S. end users under the well-proven FCM structure. At the same time, 
we believe that the important client protection mechanisms outlined above and de-
scribed the CFTC in its ANPR under ‘‘Option 2, Legal Segregation with Comingling’’ 
would best preserve the interests of the investors and other clients clearing swaps 
through FCMs. The introduction of such client-level protections would also, we be-
lieve, ensure closer harmonization with those protections afforded in Europe. 
Conclusion 

As stated at the start of this testimony, LCH.Clearnet is supportive of the goals 
of the Dodd-Frank Act. We also believe that the CFTC and SEC have approached 
the rulemaking process with care and thoroughness, and commend the Commis-
sioners and staff for their hard work. 

We applaud the Agencies for their engagement with the industry and with au-
thorities in the EU and further afield. Nonetheless, we do believe that it would be 
helpful to reconcile the differences between the U.S. and EU proposals, particularly 
with regard to: mitigation of conflicts of interest; risk management requirements; 
and the protection of cleared swaps, all of which we have outlined in this testimony. 

We would respectfully urge the Committee to ensure that the final rules promul-
gated by the Agencies are aligned as closely as possible with those being finalized 
in the EU. Such a commonality of approach should reduce the cost of business, the 
tendency for regulatory arbitrage and the likelihood of flight of capital. 

LCH.Clearnet looks forward to fulfilling its role in support of this important stat-
utory initiative and to growing our U.S. operations so that more U.S. end users can 
benefit from the risk mitigation provided through our clearing services. 

In closing, LCH.Clearnet would like to thank the Committee for inviting us to dis-
cuss the new derivatives regulatory framework. We appreciate the opportunity and 
the Committee’s interest in our concerns. 

PREPARED STATEMENT OF JENNIFER PAQUETTE 
CHIEF INVESTMENT OFFICER, COLORADO PUBLIC EMPLOYEES’ RETIREMENT 

ASSOCIATION 

APRIL 12, 2011 

Thank you, Chairman Johnson and Ranking Member Shelby, for holding this 
hearing on the derivatives regulatory framework. As investors that utilize deriva-
tives, we have a keen interest and I appreciate the opportunity to testify. 

Before I begin, it might be helpful to provide some background on my investment 
experience and the organization I represent. I have worked for large investment 
managers and broker dealers in research, portfolio management, and institutional 
sales capacities. For the last 8 years, I have served as the Chief Investment Officer 
of the Colorado Public Employees’ Retirement Association (COPERA). My remarks 
will include a brief overview of COPERA, our interest in the derivatives market and 
concerns we have regarding the Commodity Futures Trading Commission (CFTC) 
proposed rulemaking on Business Conduct Standards for Swap Dealers and Major 
Swap participants with Counterparties, RIN 3038-AD25. 
COPERA and Derivatives 

COPERA invests $39 billion in assets on behalf of almost half-a-million former 
and current employees of Colorado State government, public schools, universities, 
colleges, cities, and many units of local government. We manage this diversified, in-
stitutional portfolio with a long-term investment horizon which spans many decades. 
Investments include global stocks, bonds, real estate, alternatives, timber, and com-
modities and we use derivatives in a number of asset categories. 

We employ derivatives in a number of ways. Global stock managers will use cur-
rency forwards to mitigate currency risk. Stock index futures are used to gain time-
ly exposure to markets in support of our strategic objectives and to reduce risk. 
Total return swaps are utilized by bond managers to gain exposure to specific in-
dexes and to enhance diversification. 

For example, a bond manager may enter into a total return swap. In such a swap, 
COPERA would agree to pay a cash rate plus a spread in exchange for receiving 
the total return of a bond index for a specific time period. During that period, collat-
eral would be posted as the value of the swap changes with the market. For a rea-
sonable cost, COPERA would benefit from the diversification of a broad index with-
out incurring the transaction costs of purchasing all the underlying index securities. 
A swap of this nature can help control risk in addition to enhancing the expression 
of our portfolio strategy. 
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While derivatives investments are modest in size compared to our overall market 
value, they are very helpful tools which we have used in our portfolio management 
process for many years. Current rule making is extensive and happening at a rapid 
pace. While I will share a few general comments before concluding, I would like to 
focus my testimony on proposed CFTC regulations on business conduct standards 
for swap dealers and major swap participants with counterparties. 
Business Conduct Standards 

CFTC proposals include public pension plans as a Special Entity. We are con-
cerned that the proposed business conduct standards as they apply to a Special En-
tity could adversely affect pension plans like ourselves. In order for a Special Entity 
to enter into a swap, the swap dealer would need to have a reasonable basis to be-
lieve that the Special Entity has a representative that meets certain requirements. 
The objective may be to protect vulnerable or gullible parties in the swap market. 
While this may be well intentioned, it would create significant issues. 

We are concerned that there is a conflict of interest for one of the parties to a 
transaction also being responsible for determining who is qualified to represent the 
other side of a transaction. Should a Special Entity be deemed to not have a quali-
fying representative, the swap dealer would need to have this determination re-
viewed by its Chief Compliance Officer. This appears to address concern that a Spe-
cial Entity could be deemed unqualified in error but the assessment still remains 
with the Swap Dealer’s organization. I am also concerned that this determination 
will not happen quickly enough in the context of trades that are sometimes done 
in a matter of hours. Finally, giving swap dealers veto ability may impair negotia-
tions regarding transactions. 

While it is difficult to know how this rule would work in practice, we are con-
cerned that our pension plan could be a less desirable market participant due to 
potentially higher compliance costs and potential liability. We may be left to deal 
with less desirable counterparties, if we could find any at all to do business with. 

In an effort to provide a constructive approach to the concerns raised, a number 
of public plans, representing $720 billion in assets under management, submitted 
a comment letter on February 18, 2011, to the Commodity Futures Trading Com-
mission. I have attached the letter as an appendix for your consideration. In brief, 
the alternative approach would provide another supplemental way to meet the inde-
pendent representative requirement. The Special Entity, or its advisor, would be 
able to voluntarily elect to undergo a certification process which would involve pas-
sage of a proficiency exam developed by the CFTC or by another organization as 
deemed appropriate. 

Public plans have resources and expertise to manage their institutional assets. 
COPERA’s team of investment professionals manage complex portfolios internally 
and oversee external investment managers. Like many of our peers, our investment 
staffs include those that have earned professional designations, are well educated 
and have many years of experience in the markets. We are knowledgeable about 
using derivatives to hedge certain investments and mitigate risk. We believe some 
modifications to the proposed rule as discussed in the letter would be beneficial to 
the retirement security of our members. 
Closing Remark 

We value the efforts of this Committee, regulatory entities and others involved in 
this comprehensive approach to improving derivatives regulation. These efforts to 
reduce risk and promote a healthy financial system are valuable and essential. In-
viting and considering public comment on rule making, in addition to adequately 
resourcing and providing oversight to those charged with these important respon-
sibilities, is in our collective best interests. On behalf of Colorado PERA, I thank 
you very much for the opportunity to speak with you today. 
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EXHIBIT A 
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RESPONSES TO WRITTEN QUESTIONS OF CHAIRMAN JOHNSON 
FROM MARY L. SCHAPIRO 

Q.1. How will market data provided through swap data repositories 
be used to inform your rulemaking about appropriate block trade 
rules and reporting requirements? 
A.1. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM MARY L. SCHAPIRO 

Q.1. Numerous public commenters have expressed their concerns 
that there may be conflicting regulations related to similar prod-
ucts. For example, the proposed block trade regulation is different 
for CFTC-regulated swaps and SEC-regulated securities-based 
swaps. The CFTC proposal included tests to determine block 
trades, while the SEC proposal asks for public comment on what 
the definition of a block trade should be. How will you reconcile 
these differences? Should similar products, such as index and sin-
gle-name CDS, be treated differently? 
A.1. Response not provided. 
Q.2. At the hearing, you noted that some differences between the 
two Commissions’ rules may be appropriate given differences in the 
nature of the products that you regulate. If the SEC and CFTC 
were merged, as some have recommended, would product dif-
ferences necessitate two different regulatory frameworks for swap 
execution facilities? 
A.2. Response not provided. 
Q.3. How is your agency leveraging human and information tech-
nology resources from other domestic regulators? How is your agen-
cy leveraging human and technology resources from oversees regu-
lators? How is your agency leveraging existing private industry 
technologies? 
A.3. Response not provided. 
Q.4. A frequently stated concern is that the rulemaking process 
has been very haphazard and uncoordinated. Market participants 
feel limited in their ability to comment on particular rules without 
understanding the bigger picture. Would it make sense for the Se-
curities and Exchange Commission and the Commodity Futures 
Trading Commission to jointly propose and put out for public com-
ment a plan for reproposing and adopting rules? 
A.4. Response not provided. 
Q.5. Chairman Schapiro’s testimony stated that ‘‘As we move to-
ward adoption the objective of consistent and comparable require-
ments will continue to guide our efforts [to coordinate with the 
CFTC and other regulators].’’ Given the fact that so many of the 
SEC’s proposed rules differ substantially from the CFTC’s proposed 
rules on the same issue, please explain how you will accomplish 
this objective? Will harmonization require one or both of your agen-
cies tor repropose certain rules? 
A.5. Response not provided. 
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Q.6. Does the Commission need additional statutory authority in 
order to allow market participants to continue to legally engage in 
swap transactions pending exemption of final rules? 
A.6. Response not provided. 
Q.7. Chairman Schapiro, you have been asked previously whether 
you think that you need more time to adopt derivatives rules. Nei-
ther you nor Chairman Gensler has clearly requested more time, 
but both of you have indicated that you will not be able to comply 
with the statute’s July rulemaking deadline. Why don’t you simply 
ask Congress for more time? Would extending the rulemaking 
deadline allow for easier coordination with the Europeans, who are 
not attempting to hold themselves to the same timeline? 
A.7. Response not provided. 
Q.8. How does your agency define the term ‘‘clearing’’ with respect 
to swaps (or security-based swaps)? Which activities are encom-
passed within that definition? 
A.8. Response not provided. 
Q.9. Swap data repositories and security-based swap data reposi-
tories may not share information with regulators other than their 
primary regulator unless they obtain an indemnification agree-
ment. Please describe how this provision would work in practice. 
Are there any issues that would impede the implementation of this 
provision? 
A.9. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN 
FROM MARY L. SCHAPIRO 

Q.1. On April 12, the banking regulators released their proposal on 
‘‘Margin and Capital Requirements for Covered Swap Entities.’’ 
The proposal requires dealer banks and significant counterparties 
to post two way initial margin and to hold that margin at third 
party custodian banks. This margin would be limited to imme-
diately available cash funds and high-quality, highly liquid U.S. 
Government and agency obligations. Re-hypothecation of such 
amounts would be prohibited. What are the costs associated with 
tying up margin in segregated accounts at custodian banks? Have 
you quantified the impact this requirement will have on liquidity? 
A.1. Response not provided. 
Q.2. The margin and capital requirements proposal takes a risk- 
based approach by distinguishing between four separate types of 
derivatives counterparties. The proposal extends the definition of 
financial end user to include any government of any foreign coun-
try or any political subdivision, agency, or instrumentality thereof 
in the world. How would margin and capital requirements apply to 
the dealings of the foreign subsidiary of a U.S. financial institution 
that enters into a swap? What about a U.S. financial institution 
that enters into a swap with a foreign government? Would the for-
eign subsidiary of a U.S. institution that enters into a swap with 
a foreign government be required to post margin in U.S. Treas-
uries? 
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A.2. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF CHAIRMAN JOHNSON 
FROM GARY GENSLER 

Q.1. How will market data provided through swap data repositories 
be used to inform your rulemaking about appropriate block trade 
rules and reporting requirements? 
A.1. On December 7, 2010, the Commission proposed regulations 
relating to the Real-time Reporting of Swap Transaction Data. 
Under the proposed rule, swap data repositories would use a two- 
pronged formula to calculate the appropriate minimum block trade 
sizes for certain categories of swaps. Minimum block trade sizes 
would be reevaluated on an annual basis based on swap trans-
action data received over the previous year. Those swaps that have 
a notional size above the minimum notional or principal amount 
determined by a swap data repository would be subject to a time 
delay in reporting. The Commission has received public comments 
on the proposed rule and will move forward to consider a final rule 
after staff has had the opportunity to summarize them for consider-
ation and after Commissioners are able to discuss them and pro-
vide feedback to staff. 
Q.2. Will the margin rules proposed this morning (April 12, 2011) 
at the FDIC on behalf of the prudential regulators and at the 
CFTC require commercial end users to post margin directly to 
swap dealers beyond what would ordinarily be required by current 
swap dealer practices of mitigating counterparty exposure? If so, 
what role will the prudential regulators and the CFTC play in both 
establishing and supervising these credit thresholds going forward? 
Additionally, how do the prudential regulators and the CFTC de-
fine noncash collateral that could be used to satisfy end user mar-
gin requirements? 
A.2. To ensure the financial integrity of swap dealers and security- 
based swap dealers, Congress directed that prudential regulators, 
the SEC, and the CFTC to establish capital and margin require-
ments. The CFTC’s proposed rule would not require margin for 
uncleared swaps to be paid or collected on transactions involving 
nonfinancial end users hedging or mitigating commercial risk. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM GARY GENSLER 

Q.1. How does your agency define the term ‘‘clearing’’ with respect 
to swaps (or security-based swaps)? Which activities are encom-
passed within that definition? 
A.1. The Dodd-Frank Wall Street Reform and Consumer Protection 
Act defines the term ‘‘cleared swap’’ to mean any swap that is, di-
rectly or indirectly, submitted to and cleared by a derivatives clear-
ing organization (DCO) registered with the Commodity Futures 
Trading Commission (CFTC). Under the Commodity Exchange Act, 
a DCO enables each party to the agreement, contract, or trans-
action to substitute the credit of the DCO for the credit of the par-
ties. The DCO also mutualizes or transfers credit risk among DCO 
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participants by providing, on a multilateral basis, for the settle-
ment or netting of obligations resulting from such agreements, con-
tracts, or transactions. 
Q.2. Swap data repositories and security-based swap data reposi-
tories may not share information with regulators other than their 
primary regulator unless they obtain an indemnification agree-
ment. Please describe how this provision would work in practice. 
Are there any issues that would impede the implementation of this 
provision? 
A.2. Under the provision, domestic and foreign authorities, in cer-
tain circumstances, would be required to provide written agree-
ments to indemnify SEC and CFTC-registered trade repositories, 
as well as the SEC and CFTC, for certain litigation expenses as a 
condition to obtaining data directly from the trade repository re-
garding swaps and security-based swaps. Regulators in foreign ju-
risdictions have raised concerns regarding the potential effect of 
the provision. However, I believe that the indemnification provision 
need not apply in the case of a trade repository registered with the 
CFTC that is also registered in a foreign jurisdiction and the for-
eign regulator, acting within the scope of its jurisdiction, seeks in-
formation directly from the trade repository. Under the CFTC’s 
proposed rules regarding trade repositories’ duties and core prin-
ciples, foreign regulators would not be subject to the indemnifica-
tion and notice requirements if they obtain information that is in 
the possession of the CFTC. 
Q.3. Numerous public commenters have expressed their concerns 
that there may be conflicting regulations related to similar prod-
ucts. For example, the proposed block trade regulation is different 
for CFTC-regulated swaps and SEC-regulated securities-based 
swaps. The CFTC proposal included tests to determine block 
trades, while the SEC proposal asks for public comment on what 
the definition of a block trade should be. How will you reconcile 
these differences? Should similar products, such as index and sin-
gle-name CDS, be treated differently? 
A.3. Section 712(a)(7) of the Dodd-Frank Act recognized the dif-
ferences between CFTC- and SEC-regulated products and entities. 
It provides that, in adopting rules, the CFTC and SEC shall treat 
functionally or economically similar products or entities in a simi-
lar manner, but are not required to treat them in an identical man-
ner. The Commissions work toward consistency in the agencies’ re-
spective rules to the extent possible through our close consultation 
and coordination since the enactment of the Dodd-Frank Act. This 
close coordination has benefited the rulemaking process and will 
strengthen the markets for both swaps and security-based swaps. 
Q.4. At the hearing, you noted that some differences between the 
two Commissions’ rules may be appropriate given differences in the 
nature of the products that you regulate. If the SEC and CFTC 
were merged, as some have recommended, would product dif-
ferences necessitate two different regulatory frameworks for swap 
execution facilities? 
A.4. The CFTC’s proposed SEF rule will provide all market partici-
pants with the ability to execute or trade with other market par-
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ticipants. It will afford market participants with the ability to 
make firm bids or offers to all other market participants. It also 
will allow them to make indications of interest—or what is often 
referred to as ‘‘indicative quotes’’—to other participants. Further-
more, it will allow participants to request quotes from other market 
participants. These methods will provide hedgers, investors, and 
Main Street businesses both the flexibility to execute and trade by 
a number of methods, but also the benefits of transparency and 
more market competition. The proposed rule’s approach is designed 
to implement Congress’ mandates for transparency and competition 
where multiple market participants can communicate with one an-
other and gain the benefit of a competitive and transparent price 
discovery process. 

The proposal also allows participants to issue requests for 
quotes, whereby they would reach out to a minimum number of 
other market participants for quotes. It also allows that, for block 
transactions, swap transactions involving nonfinancial end users, 
swaps that are not ‘‘made available for trading’’ and bilateral trans-
actions, market participants can get the benefits of the swap execu-
tion facilities’ greater transparency or, if they wish, would still be 
allowed to execute by voice or other means of trading. 

In the futures world, the law and historical precedent is that all 
transactions are conducted on exchanges, yet in the swaps world, 
many contracts are transacted bilaterally. While the CFTC will 
continue to coordinate with the SEC to harmonize approaches, the 
CFTC also will consider matters associated with regulatory arbi-
trage between futures and swaps. The Commission has received 
public comments on its SEF rule and will move forward to consider 
a final rule only after staff has had the opportunity to summarize 
them for consideration and after Commissioners are able to discuss 
them and provide feedback to staff. 
Q.5. How is your agency leveraging human and information tech-
nology resources from other domestic regulators? How is your agen-
cy leveraging human and technology resources from oversees regu-
lators? How is your agency leveraging existing private industry 
technologies? 
A.5. The Commission and other regulators have been working 
closely with the Office of Financial Research (OFR) to help develop 
a strategy for managing initial data required by the OFR to mon-
itor and study systemic risk in the U.S. financial markets. The 
CFTC also has coordinated with the OFR in the development of a 
universal Legal Entity Identification standard that is consistent 
with the Commission’s and the SEC’s rulemakings. Through the Fi-
nancial Stability Oversight Council (FSOC), the CFTC is providing 
both data and expertise relating to a variety of systemic risks, how 
those risks can spread through the financial system and the econ-
omy, and potential ways to mitigate those risks. Commission staff 
also coordinates with Treasury and other Council member agencies 
on each of the studies and proposed rules issued by the FSOC. 

The Commission has memorandums of understanding with for-
eign regulators that relate to sharing of information. The Commis-
sion leverages private industry technologies through its work with 
self-regulatory organizations. With regard to specific upcoming 
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technology needs, the agency has solicited the input of industry ex-
perts through individual meetings and staff roundtable meetings. 
In addition, the Commission’s Technology Advisory Committee 
chaired by Commissioner Scott O’Malia includes members from in-
dustry and provides valuable assistance to the Commission. 

To leverage existing private industry technologies, CFTC makes 
extensive use of Commercial Off-the-shelf products. The eLaw 
(automated law office support for enforcement activities), auto-
mated trade surveillance, and financial risk management programs 
all rely primarily on such products. The Commission also uses tools 
and services used by Self Regulatory Organizations (SROs) and the 
National Futures Association (NFA) for financial reporting and ex-
aminations. 

The Commission also uses products and services of other agen-
cies whenever practical. For example the Department of Transpor-
tation provides services for financial management and the Depart-
ment of Agriculture services payroll processing. 
Q.6. A frequently stated concern is that the rulemaking process 
has been very haphazard and uncoordinated. Market participants 
feel limited in their ability to comment on particular rules without 
understanding the bigger picture. Would it make sense for the Se-
curities and Exchange Commission and the Commodity Futures 
Trading Commission to jointly propose and put out for public com-
ment a plan for reproposing and adopting rules? 
A.6. To address these issues, the Commission reopened most of its 
comment periods that had closed and extended some existing com-
ment periods so that the public could provide comments in the con-
text of the entire mosaic of proposed rules. That extended comment 
period closed on June 3, 2011. In addition, on May 2 and 3, CFTC 
and SEC staff held roundtable sessions to obtain public input with 
regard to implementation dates of the various rulemakings. Prior 
to the roundtable, on April 29, CFTC staff released a document 
that set forth concepts that the Commission may consider with re-
gard to the effective dates of final rules for swaps under the Dodd- 
Frank Act. The Commission has also accepted written comments on 
that subject. 
Q.7. Chairman Schapiro’s testimony stated that ‘‘As we move to-
ward adoption the objective of consistent and comparable require-
ments will continue to guide our efforts [to coordinate with the 
CFTC and other regulators].’’ Given the fact that so many of the 
SEC’s proposed rules differ substantially from the CFTC’s proposed 
rules on the same issue, please explain how you will accomplish 
this objective? Will harmonization require one or both of your agen-
cies tor repropose certain rules? 
A.7. Section 712(a)(7) of the Dodd-Frank Act recognizes the dif-
ferences between CFTC- and SEC-regulated products and entities. 
It provides that, in adopting rules, the CFTC and SEC shall treat 
functionally or economically similar products or entities in a simi-
lar manner, but are not required to treat them in an identical man-
ner. The Commissions work towards consistency in the agencies’ 
respective rules to the extent possible through close consultation 
and coordination since the enactment of the Dodd-Frank Act. This 
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close coordination has benefited the rulemaking process and will 
strengthen the markets for both swaps and security-based swaps. 

In approaching any final rule, the Commission will be guided by 
an examination of whether the connection between the proposed 
rule and the final rule is sufficient for the final rule to be consid-
ered a logical outgrowth of the proposed rule. 
Q.8. Does the Commission need additional statutory authority in 
order to allow market participants to continue to legally engage in 
swap transactions pending exemption of final rules? 
A.8. On July 14, 2011, the CFTC issued an order that would pro-
vide relief until December 31, 2011, or when the definitional 
rulemakings become effective, whichever is sooner, from certain 
provisions that would otherwise apply to swaps or swap dealers on 
July 16. This includes provisions that do not directly rely on a rule 
to be promulgated, but do refer to terms that must be further de-
fined by the CFTC and SEC, such as ‘‘swap’’ and ‘‘swap dealer.’’ 

The order also would provide relief through no later than Decem-
ber 31, 2011, from certain CEA requirements that may result from 
the repeal, effective on July 16, 2011, of some of sections 2(d), 2(e), 
2(g), 2(h), and 5d. 
Q.9. The Department of Justice (DOJ) recently submitted a letter 
(DOJ letter) on a proposed CFTC rule regarding ownership limita-
tions and governance requirements for designated clearing organi-
zations (DCOs), designated contract markets and swap execution 
facilities. Were there any relevant communications, written or oral, 
between the CFTC and DOJ’s Antitrust Division prior to submis-
sion of the DOJ letter? If so, please explain. Please include a list 
all DOJ and CFTC individuals involved in those communications 
and a description of the nature of those communications. Please ex-
plain who initiated those communications, whether anyone from 
the CFTC or from the White House requested or directed anyone 
in the DOJ to send the letter; and whether anyone from the CFTC 
or from the White House reviewed and/or edited the letter before 
it was submitted. 
A.9. The Commission received the comments of the Department of 
Justice on December 28, 2010. Prior to that submission, staff from 
the Antitrust Division advised CFTC staff of the desire to discuss 
topics relating to competition in derivatives trading. Those topics 
implicated the work of 16 of the CFTC’s rulemaking teams. While 
these initial communications to schedule discussions occurred prior 
to DOJ’s comment submission, substantive discussions between 
CFTC and DOJ staff took place in a meeting on January 14, 2011. 
Q.10. Swap customers have the choice to transact in the jurisdic-
tion offering the most attractive environment, in terms of price, 
ease of settlement, legal and regulatory certainty, among other fac-
tors. Explain how you are coordinating with foreign regulators to 
ensure there is a set of harmonized rules among well-regulated 
markets. Are you concerned that swap transactions will migrate to 
markets that operate under a more favorable regulatory environ-
ment? If that happens, what are the threats to the financial sta-
bility of the United States? 
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A.10. The Commission is actively consulting and coordinating with 
international regulators to promote robust and consistent stand-
ards and avoid conflicting requirements in swaps oversight. The 
Commission participates in numerous international working groups 
regarding swaps, including the International Organization of Secu-
rities Commissions Task Force on OTC Derivatives, which the 
CFTC cochairs. Our discussions have focused on clearing and trad-
ing requirements, clearinghouses more generally and swaps data 
reporting issues, among other topics. 

As we do with domestic regulators, the CFTC shares many of our 
memos, term sheets and draft work product with international reg-
ulators. We have been consulting directly and sharing documenta-
tion with the European Commission, the European Central Bank, 
the U.K. Financial Services Authority, the new European Securi-
ties and Markets Authority, the Japanese Financial Services Au-
thority and regulators in Canada, France, Germany, and Switzer-
land. Two weeks ago, I met with Michel Barnier, the European 
Commissioner for Internal Market and Services, to discuss ensur-
ing consistency in swaps market regulation. 

Both the CFTC and European Union are moving forward on ad-
dressing the key objectives the G-20 set forth in September 2009, 
including clearing through central counterparties, trading on ex-
changes or electronic trading platforms, record keeping, reporting, 
and higher capital requirements for noncleared swaps. 

Through consultation, regulators are working to bring consist-
ency to oversight of the swaps markets. In September of last year, 
the European Commission (EC) released its swaps proposal. The 
European Council and the European Parliament are now consid-
ering the proposal. Similar to the Dodd-Frank Act, the European 
Commission proposal covers the entire product suite, including in-
terest rate swaps, currency swaps, commodity swaps, equity swaps, 
and credit default swaps. It is important that all standardized 
swaps—including exchange-traded swaps—are subject to manda-
tory central clearing. The proposal includes requirements for cen-
tral clearing of swaps, robust oversight of central counterparties, 
and reporting of all swaps to a trade repository. 

The EC also is considering revisions to its existing Markets in Fi-
nancial Instruments Directive (MiFID), which includes a trade exe-
cution requirement, the creation of a report with aggregate data on 
the markets similar to the CFTC’s Commitments of Traders re-
ports, and accountability levels or position limits on various com-
modity markets. 
Q.11. The CFTC recently proposed position limits that will impose 
additional costs on OTC derivative market participants. However a 
recent joint report by the U.K. Financial Services Authority and 
HM Treasury warns ‘‘The U.K. Authorities would urge caution in 
the application of any specific position limit power, and the expec-
tation that these regulatory tools might achieve the objective of re-
duced price volatility, or manipulation, as there appears to be no 
conclusive evidence that this may be the case.’’ In other words, po-
sition limit regulation imposes real costs, with little or no benefit. 
What analysis has the CFTC done to examine the impact of posi-
tion limits on liquidity? What are the results of that analysis? How 
can the CFTC justify imposing position limits on OTC derivative 
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market participants when a proper cost-benefit analysis could show 
that the costs do not justify the benefits? If the United States is 
the only jurisdiction to adopt aggressive position limits, will OTC 
derivatives transactions simply migrate oversees? 
A.11. In its proposed rulemaking, the CFTC considered the pro-
posal’s impact on liquidity. In addition, the Commission sought 
public comment specifically with regard to expected effects on li-
quidity. The Commission will thoroughly and carefully review sub-
mitted public comments before proceeding to consider final rules. 

The Dodd-Frank Act mandates that the CFTC set aggregate posi-
tion limits for certain physical commodity derivatives across the de-
rivatives markets. The Act broadened the CFTC’s position limits 
authority to include aggregate position limits on certain swaps and 
certain linked contracts traded on foreign boards of trade in addi-
tion to U.S. futures and options on futures. Congress also narrowed 
the exemptions traditionally available from position limits by modi-
fying the definition of bona fide hedge transaction. 

Position limits have served since the Commodity Exchange Act 
passed in 1936 as a tool to curb or prevent excessive speculation 
that may burden interstate commerce. When the CFTC set position 
limits in the past, the agency sought to ensure that the markets 
were made up of a broad group of market participants with a diver-
sity of views. Integrity is enhanced when participation is broad and 
the market is not overly concentrated. 

The CFTC strives to include well-developed considerations of 
costs and benefits in each of its proposed rulemakings. Relevant 
considerations are presented not only in the cost-benefit analysis 
section of the CFTC’s rulemaking releases, but additionally are dis-
cussed throughout the release in compliance with the Administra-
tive Procedure Act, which requires the CFTC to set forth the legal, 
factual, and policy bases for its rulemakings. With the proposed 
rule on position limits, the Commission sought public comment re-
garding costs and benefits. As part of the process, the Commission 
has received more than 12,000 comments, including comments from 
market participants, public interest groups, and individuals. The 
Commission will review these comments thoroughly and will re-
spond to them in developing a final rule. 
Q.12. Chairman Gensler, in a recent speech, your colleague Com-
missioner Sommers noted that the proposals issued by the CFTC 
thus far ‘‘contain cursory, boilerplate cost-benefit analysis sections 
in which [you] have not attempted to quantify the costs.’’ Are your 
fellow Commissioner’s comments valid? If not, why not? As Chair-
man of the CFTC, do you believe that it is important for the other 
Commissioners to have confidence in the integrity of the CFTC’s 
rulemaking process? If so, what steps can you take to ensure that 
the CFTC’s cost-benefit analysis is improved and satisfies all of the 
CFTC’s Commissioners? 
A.12. The CFTC strives to include well-developed considerations of 
costs and benefits in each of its proposed rulemakings. Relevant 
considerations are presented not only in the cost-benefit analysis 
section of the CFTC’s rulemaking releases, but additionally are dis-
cussed throughout the release in compliance with the Administra-
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tive Procedure Act, which requires the CFTC to set forth the legal, 
factual, and policy bases for its rulemakings. 

In addition, Commissioners and staff have met extensively with 
market participants and other interested members of the public to 
hear, consider and address their concerns in each rulemaking. 
CFTC staff hosted a number of public roundtables so that rules 
could be proposed in line with industry practices and address com-
pliance costs consistent with the obligations of the CFTC to pro-
mote market integrity, reduce risk and increase transparency as di-
rected in Title VII of the Dodd-Frank Act. Information from each 
of these meetings—including full transcripts of the roundtables— 
is available on the CFTC’s Web site and has been factored into 
each applicable rulemaking. 

With each proposed rule, the Commission has sought public com-
ment regarding costs and benefits. 
Q.13. Chairman Gensler, you were actively engaged in the legisla-
tive drafting process. The Dodd-Frank Act contains aggressive rule-
making deadlines. Knowing what you do now, do you wish that you 
had advocated for more reasonable deadlines? 
A.13. The Dodd-Frank Act had a deadline of 360 days after enact-
ment for completion of the bulk of our rulemakings—July 16, 2011. 
Both the Dodd-Frank Act and the Commodity Exchange Act (CEA) 
give the CFTC the flexibility and authority to address the issues 
relating to the effective dates of Title VII. We have coordinated 
closely with the SEC on these issues. On July 14, the CFTC grant-
ed temporary relief from certain provisions that would otherwise 
apply to swaps or swap dealers on July 16. This order enables the 
Commission to continue its progress in finalizing rules. 
Q.14. The CFTC proposed changes to Rule 4.5, which could have 
meaningful implications for registered investment companies. 
These changes were not required by Dodd-Frank. Why is the CFTC 
contemplating a broad reach into the regulation of registered in-
vestment companies, which are already heavily regulated by the 
SEC? 
A.14. The CFTC and the SEC proposed a joint rule to require re-
porting by investment advisers to private funds that are also reg-
istered as commodity pool operators or commodity trading advisors 
with the CFTC. The joint proposed rule would require private fund 
investment advisers with assets under management totaling more 
than $150 million to provide the SEC with financial and other 
trading information. Private fund investment advisers with assets 
under management totaling more than $1 billion would be subject 
to heightened reporting requirements. Separately, the CFTC pro-
posed a rule that would bring similar reporting to CPOs and CTAs 
with assets under management greater than $150 million that are 
not otherwise jointly regulated. This is to ensure that similar enti-
ties in the asset management arena are regulated consistently. The 
CFTC proposed rule would repeal certain exemptions issued under 
Part 4 of the Commission’s regulations so the Commission will 
have a more complete picture of the activity of operators of and ad-
visors to pooled investment vehicles in the commodities market-
place. The Commission is reviewing the comments received on the 
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proposal. In addition, Commission staff has held discussions with 
SEC staff and plans to hold a public roundtable discussion. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED 
FROM GARY GENSLER 

Q.1. In March, a Stanford Professor published a study noting that 
index positions and managed-money spread positions had the larg-
est impact on futures prices. Specifically, the study noted that ‘‘in-
creased in flows into index funds . . . predict higher subsequent fu-
tures prices.’’ What is the CFTC doing (or has it done) to examine 
this issue? What implications does this issue have on price? Are 
index and hedge funds having an increasing impact on commodity 
market dynamics? If so, how? 
A.1. The Commission obtains comprehensive data on futures mar-
kets participants through its large trader reporting system. The 
Commission’s rule on large swap trader reporting, will add to that 
data. Large trader data is collected for surveillance and regulatory 
purposes. In addition, to enhance market transparency, the Com-
mission publishes reports with the data in aggregated form and 
subdivided by trader type. It is clear that the derivatives markets 
have changed significantly. The markets have become much more 
electronically traded. Instead of being traded in the pits, more than 
80 percent of futures and options on futures were traded electroni-
cally in 2010. In addition, the makeup of the market has changed. 
In contrast with the early days of the CFTC, swap dealers now 
comprise a significant portion of the markets. Also, investors today 
treat commodities as an asset class for passive index investment. 
Based on published CFTC data, financial actors, such as swap deal-
ers, managed money accounts, and other noncommercial reportable 
traders, make up a significant majority of many of the futures mar-
kets. 

For example, market data as of June 28, 2011, shows that only 
about 13 percent of gross long positions and about 19 percent of 
gross short positions in the WTI crude oil market were held by pro-
ducers, merchants, processors, and users of the commodity. Simi-
larly, only about 10 percent of gross long positions and about 39 
percent of gross short positions in the Chicago Board of Trade 
wheat market were held by producers, merchants, processors, and 
users of the commodity. Finally, based upon CFTC data, the vast 
majority of trading volume in key futures markets—up to 80 per-
cent in many markets—is day trading or trading in calendar 
spreads. Thus, only a modest proportion of average daily trading 
volume results in reportable traders changing their net long or net 
short futures positions for the day. This means that only about 20 
percent or less of the trading is done by traders who bring a longer- 
term perspective to the market on the price of the commodity. The 
Commission recently published on its Web site historical data on 
directional position changes to enhance market transparency. 
Q.2. Recently, the Los Angeles Times reported that more and more 
Americans are engaging in foreign currency trading, encouraged by 
the advertising of the two largest U.S. brokers, FXCM Inc and 
Gain Capital Holdings, Inc., and they ‘‘are losing money in spectac-
ular fashion.’’ Gain and FXCM recently reported that U.S. cus-
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tomers amounted to approximately $777 billion and $667 billion in 
annual trading volume respectively. The LA Times article also 
noted that between 72 percent and 79 percent of these customers 
lost money each quarter last year. Are you concerned about this 
emerging trend? What is the CFTC doing to regulate this area? 
What additional regulation is needed? 
A.2. On September 10, 2010, the CFTC published final rules to pro-
vide for the regulation of off-exchange retail foreign currency trans-
actions. The rules implement provisions of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act and the Food, Con-
servation, and Energy Act of 2008, which, together, provided the 
CFTC with broad authority to register and regulate entities wish-
ing to serve as counterparties to, or to intermediate, retail foreign 
exchange (forex) transactions. These rules of the road are to help 
protect the American public in the largest area of retail fraud that 
the CFTC oversees. All CFTC registrants involved in soliciting and 
selling retail forex contracts to consumers now have to comply with 
rules to protect the investing public. 

The final forex rules put in place requirements for, among other 
things, registration, disclosure, record keeping, financial reporting, 
minimum capital, and other business conduct and operational 
standards. Specifically, the regulations require the registration of 
counterparties offering retail foreign currency contracts as either 
futures commission merchants (FCMs) or retail foreign exchange 
dealers (RFEDs), a new category of registrant. Persons who solicit 
orders, exercise discretionary trading authority, or operate pools 
with respect to retail forex also will be required to register, either 
as introducing brokers, commodity trading advisors, commodity 
pool operators (as appropriate), or as associated persons of such en-
tities. 

The rules include financial requirements designed to ensure the 
financial integrity of firms engaging in retail forex transactions and 
robust customer protections. For example, FCMs and RFEDs are 
required to maintain net capital of $20 million plus 5 percent of the 
amount, if any, by which liabilities to retail forex customers exceed 
$10 million. Leverage in retail forex customer accounts will be sub-
ject to a security deposit requirement to be set by the National Fu-
tures Association within limits provided by the Commission. All re-
tail forex counterparties and intermediaries are required to dis-
tribute forex-specific risk disclosure statements to customers and 
comply with comprehensive record keeping and reporting require-
ments. 

The disclosures identified in the referenced news stories were 
due to CFTC rule requirements. 
Q.3. Do you have a concern that commodities prices—both oil and 
food—are increasingly being affected by forces outside of normal 
supply and demand fundamentals? Is true price discovery being af-
fected by trading instruments and traders, rather than by market 
fundamentals? 
A.3. At its core, the mission of the CFTC is to ensure the integrity 
and transparency of derivatives markets so that hedgers and inves-
tors may use them with confidence. Though the CFTC is not a 
price-setting agency, rising prices for basic commodities—energy in 
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particular—highlight the importance of having effective market 
oversight that ensures integrity and transparency. 

A specific critical reform of the Dodd-Frank Act relates to posi-
tion limits. Position limits have served since the Commodity Ex-
change Act passed in 1936 as a tool to curb or prevent excessive 
speculation that may burden interstate commerce. The Dodd-Frank 
Act directs the Commission to establish position limits for both fu-
tures and swaps in a very specific manner. It directs the Commis-
sion to establish speculative position limits for futures contracts for 
agricultural commodities and exempt commodities (including crude 
oil, gasoline, and other energy commodities), and to concurrently 
establish limits on swaps that are economically equivalent to those 
futures contracts. It also requires the Commission to establish ag-
gregate limits across the futures and swaps markets. The Commis-
sion published a proposed rule to implement these statutory direc-
tives and received over 12,000 comments from the public. The Com-
mission is evaluating the comments received before proceeding to 
a final rulemaking. It is essential to complete the task of imple-
menting the aggregate position limits regime, which were congres-
sionally mandated to guard against the burdens of excessive specu-
lation and foster orderly markets. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN 
FROM GARY GENSLER 

Q.1. In the past you have said that you are working to reach 
‘‘agreement’’ with international regulators on reform of the swaps 
market because reform cannot be accomplished alone. What form 
will those agreements take? How will they be enforced? And what 
steps will you take if international regulatory bodies set standards 
that differ greatly from those in the United States? 
A.1. As we work to implement the derivatives reforms in the Dodd- 
Frank Act, we are actively coordinating with international regu-
lators to promote robust and consistent standards and avoid con-
flicting requirements in swaps oversight. The Commission partici-
pates in numerous international working groups regarding swaps, 
including the International Organization of Securities Commissions 
Task Force on OTC Derivatives, which the CFTC cochairs with the 
Securities and Exchange Commission (SEC). The CFTC, SEC, Eu-
ropean Commission, and European Securities Market Authority are 
coordinating through a technical working group. 

The Dodd-Frank Act recognizes that the swaps market is global 
and interconnected. It gives the CFTC the flexibility to recognize 
foreign regulatory frameworks that are comprehensive and com-
parable to U.S. oversight of the swaps markets in certain areas. In 
addition, we have a long history of recognition regarding foreign 
participants that are comparably regulated by a home country reg-
ulator. The CFTC enters into arrangements with international 
counterparts for access to information and cooperative oversight. 
The Commission has signed memoranda of understanding with reg-
ulators in Europe, North America, and Asia. 
Q.2. In many sections of the statute such as real time reporting, 
position limits, and Swap Execution Facilities (SEFs) the CFTC is 
required to assess the impact on liquidity of its proposals. I have 
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not seen in the relevant notices of proposed rulemakings, any sig-
nificant discussion of the impact on liquidity. Has the CFTC re-
viewed how its real time reporting, SEF and position limit pro-
posals will affect market liquidity? If so, what are the results of 
that review? If not, why not? 
A.2. In its proposed rulemakings, the CFTC considered how the 
rule proposals might affect liquidity in the swap markets through 
discussions with market participants, domestic and international 
regulators, and other interested parties. The CFTC addressed those 
issues in the rulemakings. In addition, the Commission has sought 
public comment specifically with regard to expected effects on li-
quidity. The Commission will thoroughly and carefully review sub-
mitted public comments before proceeding to consider final rules. 

RESPONSES TO WRITTEN QUESTIONS OF CHAIRMAN JOHNSON 
FROM DANIEL K. TARULLO 

Q.1. Will the margin rules proposed this morning (April 12, 2011) 
at the FDIC on behalf of the prudential regulators and at the 
CFTC require commercial end users to post margin directly to 
swap dealers beyond what would ordinarily be required by current 
swap dealer practices of mitigating counterparty exposure? If so, 
what role will the prudential regulators and the CFTC play in both 
establishing and supervising these credit thresholds going forward? 
Additionally, how do the prudential regulators and the CFTC de-
fine noncash collateral that could be used to satisfy end user mar-
gin requirements? 
A.1. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM DANIEL K. TARULLO 

Q.1. How can the Federal Reserve assure us that clearinghouses 
that are designated to be systemically important financial market 
utilities and have access to Federal Reserve discount and bor-
rowing privileges do not undertake unsafe and unsound business 
practices because of the interplay between profit pressures and ag-
gressive regulatory mandates? 
A.1. Response not provided. 
Q.2. A recent letter from the American Benefits Council and the 
Committee on Investment of Employee Benefit Assets raised ques-
tions about the process by which the Federal Reserve Bank of New 
York has been working with swap dealers to develop commitments 
with respect to trading, confirmation, clearing, and reporting of 
swap transactions. Decisions made in these negotiations will affect 
dealers’ counterparties, such as Main Street corporations, pension 
funds, and hedge funds. What is the Federal Reserve Bank of New 
York doing to take into account the perspective of nondealer mar-
ket participants? How are these negotiations being coordinated 
with SEC and CFTC rulemaking? 
A.2. Response not provided. 
Q.3. On April 12, 2011, the Federal Reserve and other prudential 
regulators proposed rules to establish minimum capital and margin 
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requirements for prudentially regulated swap market participants. 
Do you believe that Congress intended to exempt end users from 
margin requirements? What are the differences between the Fed’s 
margin rules and the other prudential regulators’ margin rules? 
For each difference, please explain why they differ. 
A.3. Response not provided. 
Q.4. Why did the Fed specify prescriptive margin calculation mod-
els that isolate swap risk rather than considering a prudentially 
regulated swap market participants’ entire credit relationship with 
end users? Please explain how the Fed determined the key assump-
tions on margin calculations, including the determinations of the 
number of standard deviations, the time period over which it is ap-
plied, and the data that is used as inputs. 
A.4. Response not provided. 
Q.5. Please explain how the proposed margin rules provide incre-
mental credit exposure-reducing benefits, beyond existing or other 
forthcoming prudential regulatory requirements including the 
Basel III standards. 
A.5. Response not provided. 
Q.6. How does your agency define the term ‘‘clearing’’ with respect 
to swaps (or security-based swaps)? Which activities are encom-
passed within that definition? 
A.6. Response not provided. 
Q.7. Swap data repositories and security-based swap data reposi-
tories may not share information with regulators other than their 
primary regulator unless they obtain an indemnification agree-
ment. Please describe how this provision would work in practice. 
Are there any issues that would impede the implementation of this 
provision? 
A.7. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED 
FROM DANIEL K. TARULLO 

Q.1. Title VII of the Dodd-Frank Act, largely overseen by the SEC 
and CFTC, will require firms to keep additional capital for over- 
the-counter trades, so that they will be able to pay up, if the trade 
moves against them. At the same time, the Volcker Rule, which is 
overseen by banking regulators, as well as the SEC and CFTC, also 
imposes capital requirements. These provisions require regulators 
to impose additional capital charges for any proprietary trading by 
the nonbank financial companies supervised by the board [((a)(2)) 
and ((f)(4))], and explicitly authorizes regulators to impose addi-
tional capital charges on banking entities, for even permitted ac-
tivities such as market-making. [((d)(3))] And, of course, the Treas-
ury Department and banking regulators are working with their 
international counterparts to effectively implement new Basel re-
quirements on capital. What work is the Federal Reserve doing, 
whether independently or in coordination with the Department of 
the Treasury, the prudential regulators, the SEC, or CFTC, to help 
enhance the capital requirements for trading positions, as directed 
by not just the derivatives title, but also the Volcker Rule? 
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1 Using the date on which the U.S. dollars were extended to the foreign central bank in ex-
change for the receipt of foreign currency net of maturities. See, http:/// 
www.federalreserve.gov/newsevents/reformlswaplines.htm. 

A.1. Response not provided. 
Q.2. Recently, the Federal Reserve, after conducting stress tests, 
allowed some banks to increase dividends or buy back shares. 
JPMorgan, for example, not only announced an increase in its divi-
dends, but also announced that it would buy back as much as $15 
billion in stock. As part of the Federal Reserve’s most recent stress 
tests, how did the Federal Reserve take into account all potential 
liabilities that may arise in light of all the issues (alleged violations 
of State real property laws, securities laws, Federal tax laws, and 
others) raised as a result of faulty foreclosure procedures, the so- 
called robo-signing issues? That is, by allowing several firms to pay 
higher dividends and/or buy back stock, is the Federal Reserve cer-
tifying that these robo-signing issues do not present a material risk 
to the banks? 
A.2. Response not provided. 
Q.3. The Federal Open Market Committee (FOMC) authorized tem-
porary dollar liquidity swap arrangements with 14 foreign central 
banks between December 12, 2007, and October 29, 2008. The ar-
rangements expired on February 1, 2010. Federal Reserve data re-
flects that during October and November 2008, the Federal Reserve 
extended over $550 billion in swap lines to foreign banks. 1 What 
specific factors were considered by the Federal Reserve in taking 
this action? What other options were considered? Was intervention 
considered effective? Why or why not? 
A.3. Response not provided. 
Q.4. The Federal Reserve extended swap arrangements with 14 
central banks; however, it published data on its swap lines with 10 
foreign banks. Were the other 4 banks involved in the Federal Re-
serves’ swap lines? 
A.4. Response not provided. 
Q.5. In May 2010, the FOMC authorized additional swap lines with 
five central banks through August 1, 2011. According to Federal 
Reserve data, only the European Central Bank participated 
(through the end of the data period provided—October 2010). What 
facts and circumstances necessitated this intervention? Why did 
other banks (Bank of Canada, the Bank of England, the Bank of 
Japan, and the Swiss National Bank) not participate? 
A.5. Response not provided. 
Q.6. Do any swap facilities remain operational? If so, please pro-
vide additional data regarding to whom swap lines were extended 
and the amounts extended. If they are no longer operational, please 
provide the same requested data. 
A.6. Response not provided. 
Q.7. The Federal Reserve extended $3.221 billion to Banco de Mex-
ico from April 23, 2009, to January 12, 2010. (The $3.221 billion 
was provided in three separate arrangements, each of which ma-
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tured in 88 days and was immediately renewed.) What facts and 
circumstances necessitated this intervention? 
A.7. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN 
FROM DANIEL K. TARULLO 

Q.1. On April 12, the banking regulators released their proposal on 
‘‘Margin and Capital Requirements for Covered Swap Entities.’’ 
The proposal requires dealer banks and significant counterparties 
to post two way initial margin and to hold that margin at third 
party custodian banks. This margin would be limited to imme-
diately available cash funds and high-quality, highly liquid U.S. 
Government and agency obligations. Re-hypothecation of such 
amounts would be prohibited. What are the costs associated with 
tying up margin in segregated accounts at custodian banks? Have 
you quantified the impact this requirement will have on liquidity? 
A.1. Response not provided. 
Q.2. The margin and capital requirements proposal takes a risk- 
based approach by distinguishing between four separate types of 
derivatives counterparties. The proposal extends the definition of 
financial end user to include any government of any foreign coun-
try or any political subdivision, agency, or instrumentality thereof 
in the world. How would margin and capital requirements apply to 
the dealings of the foreign subsidiary of a U.S. financial institution 
that enters into a swap? What about a U.S. financial institution 
that enters into a swap with a foreign government? Would the for-
eign subsidiary of a U.S. institution that enters into a swap with 
a foreign government be required to post margin in U.S. Treas-
uries? 
A.2. Response not provided. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM MARY J. MILLER 

Q.1. How does your agency define the term ‘‘clearing’’ with respect 
to swaps (or security-based swaps)? Which activities are encom-
passed within that definition? 
A.1. The Department of the Treasury does not define the term 
‘‘clearing’’ in any regulations. The Commodity Exchange Act, as 
modified by the Dodd-Frank Wall Street Reform and Consumer 
Protection Act, defines the term ‘‘derivatives clearing organization’’ 
as a clearinghouse, clearing association, clearing corporation, or 
similar entity, facility, system, or organization that, (i) substitutes/ 
novates the credit of the derivatives clearing organization for the 
credit of the parties to the transaction; (ii) arranges/provides for 
settlement/netting of obligations on a multilateral basis; or (iii) pro-
vides clearing services/arrangements that mutualize or transfer 
credit risk among participants. 

The term ‘‘clearing’’ with respect to swaps (or security-based 
swaps) generally is understood to encompass the set of activities 
and processes that occur between the execution of a contract be-
tween counterparties and final settlement in order to ensure per-
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formance on the contract. Typical ‘‘clearing’’ activities or services 
provided by a clearinghouse or central counterparty include reduc-
tion of counterparty credit exposures, netting of offsetting bilateral 
positions, daily mark-to-market and collateralization (margin), and 
mutualization of the risk of loss. 
Q.2. Swap data repositories and security-based swap data reposi-
tories may not share information with regulators other than their 
primary regulator unless they obtain an indemnification agree-
ment. Please describe how this provision would work in practice. 
Are there any issues that would impede the implementation of this 
provision? 
A.2. The Dodd-Frank Wall Street Reform and Consumer Protection 
Act requires Swap Data Repositories (SDRs) and Security-Based 
Swap Data Repositories (SB–SDRs), upon request, and after noti-
fying its primary regulator, to make data available to certain other 
domestic and foreign regulators. The Act further requires regu-
lators requesting data to execute a written confidentiality and in-
demnification agreement with the SDR or SB–SDR prior to receiv-
ing any data. The CFTC and the SEC have proposed rules for 
SDRs and SB–SDRs, respectively, that require such confidentiality 
and indemnification agreements (see 75 FR 80808 [December 23, 
2010] and 75 FR 77306 [December 10, 2010], respectively). Both 
agencies acknowledge in their proposed rules that certain domestic 
and foreign regulators may have difficulty—or even be legally pro-
hibited—from agreeing to indemnify third parties and that the in-
demnification provision could ‘‘chill’’ requests for information or 
otherwise inhibit certain regulators from fulfilling their mandates. 
Both agencies have requested comment on the required confiden-
tiality and indemnification agreements and are evaluating feed-
back. 
Q.3. Secretary Geithner made the case before the Senate Com-
mittee on Agriculture in December of 2009 that foreign exchange 
swaps should not be treated the same as all other swaps. He ex-
plained that foreign exchange markets are different than other de-
rivatives markets and already are subject to an elaborate regu-
latory framework. He cautioned, ‘‘These markets have actually 
worked quite well . . . we have got a basic obligation to do no 
harm, to make sure as we reform we do not make things worse, 
and our judgment is that because of the protections that already 
exist in these foreign exchange markets and because they are dif-
ferent from derivatives, have different risks, require different solu-
tions, we will have to have a slightly different approach.’’ Please 
elaborate on Secretary Geithner’s statement and the importance of 
regulating foreign exchange swaps in a manner that takes into ac-
count their unique characteristics and their existing regulatory 
framework. 
A.3. Treasury issued a Notice of Proposed Determination (copy en-
closed) that was published in the Federal Register on May 5, 2011, 
to exempt foreign exchange swaps and forwards from the Com-
modity Exchange Act’s (CEA) definition of swap. The reasons for 
the proposed determination are explained in the Notice. 
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Q.4. One of the concerns that the Investment Company Institute 
raised about the CFTC’s proposed amendments to Rule 4.5 is that 
not knowing whether foreign exchange swaps and forwards will be 
included in the definition of ‘‘swap’’ affects their ability to analyze 
the effects that the changes to Rule 4.5 will have. Have you dis-
cussed this issue with the CFTC? More generally, are you con-
cerned that Treasury’s failure to act with respect to foreign ex-
change swaps and forwards impedes the ability of market partici-
pants to determine whether and how to comment on rules and to 
plan for compliance with Dodd-Frank? 
A.4. As noted, Treasury issued a Notice of Proposed Determination 
on May 5, 2011 to exempt foreign exchange swaps and forwards 
from the definition of a swap under the CEA. 
Q.5. At the hearing, I asked you whether Treasury would be con-
ducting any studies with respect to the effects of derivatives regu-
lation on job creation. Your answer was unclear. Please clarify your 
answer. 
A.5. Treasury has not conducted any such studies and is not in the 
process of conducting any study on the effects of derivatives regula-
tion on job creation. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED 
FROM MARY J. MILLER 

Q.1. Which financial institutions are most active with respect to 
foreign exchange swaps and foreign exchange forwards? Which of 
these financial institutions have received emergency Government 
infusions (TARP funds, capital, etc.)? What portion of the Govern-
ment-provided funds were related to activities unrelated to foreign 
exchange swaps and foreign exchange forwards? How do you know? 
A.1. As noted in Treasury’s May 5, 2011, Notice of Proposed Deter-
mination, banks are the key players in the foreign exchange swaps 
and forwards market. Although a number of banks received emer-
gency assistance during the financial crisis, we are not aware of 
any institutions that received such assistance due to their foreign 
exchange swaps or forwards activities. 
Q.2. According to an analysis by Better Markets, the Federal Re-
serve provided $2.9 trillion to stabilize foreign exchange markets in 
October 2008. Please describe your understanding of the facts and 
circumstances that led to this infusion and whether it is reasonably 
possible that such a condition may reoccur. 
A.2. The Federal Reserve made large amounts of dollars available 
to other central banks in the fall of 2008 because of the global de-
mand for dollars related to short-term funding needs during the fi-
nancial crisis. Some confusion has arisen among nonmarket partici-
pants because these forms of Federal Reserve assistance to central 
banks were called foreign exchange swap lines. Despite the similar 
sounding name, the Federal Reserve swap lines were in fact quite 
distinct from the foreign exchange swaps and forwards market. The 
steps that are being taken to implement the Dodd-Frank Wall 
Street Reform and Consumer Protection Act are designed to im-
prove the safety and soundness of the financial system and to pre-
vent the recurrence of the need for such assistance. 
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Q.3. Please describe in which ways the market for foreign exchange 
swaps and foreign exchange forwards is different from other de-
rivatives markets. 
A.3. The enclosed May 5, 2011, Notice of Proposed Determination 
sets forth the reasons Treasury believes the market for foreign ex-
change swaps and forwards is different from other derivatives mar-
kets. 
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Q.4. There has been an increase in litigation against banks related 
to foreign currency trading activities. Pension funds and State at-
torneys general allege that certain banks executed trades at one 
price, but charged a higher price to the funds. Whistleblowers have 
also come forward alleging improper practices related to foreign 
currency trading by banks. An October 2009 report by Russell In-
vestments noted that there is ‘‘no regulator charged with defending 
the rights and interests of clients when converting currency.’’ What 
work has Treasury done to monitor and investigate allegations of 
improper practices regarding currency trading? What is the current 
state of the regulatory framework that addresses this area? What 
options, if any, has the Department explored for enhancing trans-
parency? What, if any, legislation might be required in this area 
to better protect clients from improper practices in this area? 
A.4. The Treasury Department does not comment on pending liti-
gation and investigations. 

The Dodd-Frank Wall Street Reform and Consumer Protection 
Act (DFA) further strengthens the oversight and transparency of 
all foreign currency derivatives markets, including foreign ex-
change swaps and forwards. It subjects participants in the deriva-
tives markets to heightened business conduct standards and pro-
vides the CFTC and banking regulators with additional oversight 
of market participants and with strong anti-evasion powers to en-
sure that they do not structure products or take other steps to 
evade the Commodity Exchange Act’s requirements. The DFA’s 
trade reporting requirements will significantly enhance the trans-
parency and oversight of derivatives markets, including for foreign 
currency derivatives. 
Q.5. Title VII of the Dodd-Frank Act, largely overseen by the SEC 
and CFTC, will require firms to keep additional capital for over- 
the-counter trades, so that they will be able to pay up, if the trade 
moves against them. At the same time, the Volcker Rule, which is 
overseen by banking regulators, as well as the SEC and CFTC, also 
imposes capital requirements. These provisions require regulators 
to impose additional capital charges for any proprietary trading by 
the nonbank financial companies supervised by the board [((a)(2)) 
and ((f)(4))], and explicitly authorizes regulators to impose addi-
tional capital charges on banking entities, for even permitted ac-
tivities such as market-making. [((d)(3))] And, of course, the Treas-
ury Department and the banking regulators are working with their 
international counterparts to effectively implement new Basel re-
quirements on capital. What work is the Treasury Department 
doing, whether independently or in coordination with the pruden-
tial regulators, the SEC, or CFTC, to help enhance the capital re-
quirements for trading positions, as directed by not just the deriva-
tives title, but also by the Volcker Rule? 
A.5. Although the Treasury Department is not directly responsible 
for writing the regulations to implement either the derivatives pro-
visions of the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act or the Volcker Rule, we are working closely with the 
agencies responsible for issuing the regulations to implement the 
Volcker Rule to coordinate the rulemakings so that they are as con-
sistent and comparable as possible across supervisory jurisdictions. 
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Q.6. Historically OTC derivatives have been taxed under the con-
ventional realization method of accounting for stock, bonds, and 
other securities, while exchange traded funds have been subject to 
Section 1256 of the Internal Revenue Code, which generally re-
quires that contracts within its scope be marked-to-market on an 
annual basis, and provides that gains or losses are considered cap-
ital gains/losses with 60 percent long-term and 40 percent short 
term. Section 1601 of the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act amended Section 1256 of the IRC. On Decem-
ber 7, 2010, the Treasury/IRS business plan provided for the devel-
opment of ‘‘guidance on the application of [Section] 1256 to certain 
derivatives contracts.’’ What tax issues is the Department consid-
ering with respect to derivatives contracts? When does the Depart-
ment expect that it will issue guidance in this area? If the Sec-
retary of the Treasury exempted foreign exchange swaps and for-
wards from the definition of ‘‘swap’’ under the Commodity Ex-
change Act, would the definition under Section 1256 of the IRC, as 
amended by Dodd-Frank, remain applicable? 
A.6. Section 1256 of the Internal Revenue Code generally requires 
that ‘‘section 1256 contracts’’ be marked-to-market annually. A sec-
tion 1256 contract is a regulated futures contract, a foreign cur-
rency contract, a dealer securities futures contract, or certain op-
tions listed on a qualified board or exchange (QBE). Gain or loss 
from a foreign currency contract is generally treated as ordinary in-
come and subject to tax at regular income tax rates; a regulated 
futures contract, dealer securities futures contract, and a listed op-
tion generates 60 percent long-term and 40 percent short-term cap-
ital gain or loss, assuming the contract is a capital asset in the 
hands of the taxpayer. 

In recent years, an increasing number of contracts have been 
moving to QBEs and/or centralized clearinghouses, raising the 
question as to whether such contracts are section 1256 contracts. 
The Dodd-Frank Wall Street Reform and Consumer Protection Act 
added section 1256(b)(2) to the Internal Revenue Code, which gen-
erally limits the scope of section 1256 to those contracts that have 
historically been section 1256 contracts. Thus, section 1256(b)(2) 
specifies that over-the-counter swaps and similar financial instru-
ments are not section 1256 contracts. The exemption of foreign ex-
change swaps and forwards from the Commodity Exchange Act 
does not affect the section 1256 tax analysis. 

Guidance under section 1256 is on the 2010–2011 Priority Guid-
ance Plan published by the Treasury Department and the IRS. 
That guidance will address issues related to the Dodd-Frank Wall 
Street Reform and Consumer Protection Act amendment to section 
1256, including the scope of section 1256(b)(2). The section 1256 
guidance project is expected to be published this summer. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR HAGAN 
FROM MARY J. MILLER 

Q.1. On April 12, the banking regulators released their proposal on 
‘‘Margin and Capital Requirements for Covered Swap Entities.’’ 
The proposal requires dealer banks and significant counterparties 
to post two way initial margin and to hold that margin at third 
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party custodian banks. This margin would be limited to imme-
diately available cash funds and high-quality, highly liquid U.S. 
Government and agency obligations. Re-hypothecation of such 
amounts would be prohibited. What are the costs associated with 
tying up margin in segregated accounts at custodian banks? Have 
you quantified the impact this requirement will have on liquidity? 
A.1. As you note, the banking regulators released a notice of pro-
posed rulemaking on ‘‘Margin and Capital Requirements for Cov-
ered Swap Entities’’ on April 12. Those proposed rules are cur-
rently open for public comment. Among the questions on which the 
banking regulators have solicited comments is what costs the pro-
posed rules would impose and what impact they would have on li-
quidity. Comments are due by June 24, 2011. These are clearly im-
portant questions, and we look forward to reviewing the comments 
the banking regulators receive in response to these and the many 
other questions they have asked. 
Q.2. The margin and capital requirements proposal takes a risk- 
based approach by distinguishing between four separate types of 
derivatives counterparties. The proposal extends the definition of 
financial end user to include any government of any foreign coun-
try or any political subdivision, agency, or instrumentality thereof 
in the world. How would margin and capital requirements apply to 
the dealings of the foreign subsidiary of a U.S. financial institution 
that enters into a swap? What about a U.S. financial institution 
that enters into a swap with a foreign government? Would the for-
eign subsidiary of a U.S. institution that enters into a swap with 
a foreign government be required to post margin in U.S. Treas-
uries? 
A.2. As noted in response to the prior question, the banking regu-
lators released a notice of proposed rulemaking on ‘‘Margin and 
Capital Requirements for Covered Swap Entities’’ on April 12 and 
have requested comments from the public by June 24, 2011. The 
proposed rules also have specifically solicited comment on whether 
the proposed rules appropriately limit the margin rules consistent 
with the territorial scope of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act, and how the rules could affect the 
structure, management, and competitiveness of U.S. entities. 
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