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ASSESSING THE REGULATORY, ECONOMIC,
AND MARKET IMPLICATIONS OF THE
DODD-FRANK DERIVATIVES TITLE

Tuesday, February 15, 2011

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10:03 a.m., in room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the committee] presiding.

Members present: Representatives Bachus, Hensarling, Royce,
Lucas, Manzullo, Biggert, Capito, Garrett, Neugebauer, McHenry,
Marchant, Pearce, Posey, Fitzpatrick, Luetkemeyer, Huizenga,
Duffy, Hayworth, Renacci, Hurt, Dold, Schweikert, Grimm,
Canseco, Stivers; Frank, Waters, Maloney, Velazquez, Watt, Acker-
man, Sherman, Meeks, Capuano, Hinojosa, Clay, Baca, Lynch, Mil-
ler of North Carolina, Scott, Green, Ellison, Perlmutter, Carson,
Himes, Peters, and Carney.

Chairman BACHUS. In the interest of time, I am going to submit
my written statement for the record and will not make an opening
statement. And I will recognize some members on our side until
our 10 minutes has expired.

I urge members to give a brief statement or submit a written
statement so we can move along. We will adhere to the 10 minute-
limit on each side. Without objection, all members’ written state-
ments will be made a part of the record.

I want to welcome our witnesses and I look forward to your testi-
mony. And with that, I recognize the ranking member for his open-
ing statement.

Mr. FRANK. Thank you, Mr. Chairman, and I will ask to be recog-
nized for 3 minutes. We will stay within the 10 minutes. The hear-
ing today is a prelude to a very important set of decisions we are
going to be making today on the Floor.

We have two very able and dedicated regulators who were ex-
tremely cooperative with us as we drafted the bill. We actually
have three, but Mr. Tarullo is not on the Floor this week with his
appropriation since his agency doesn’t receive one.

The budget that we have been presented for the Securities and
Exchange Commission (SEC) and the Commodity Futures Trading
Commission (CFTC) prevent them from doing the job the American
people need them to do. The CFTC is a very small agency com-
pared to the massive industry we have asked them to regulate.
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I believe it is clear. We will hear more about this from the people
on the Financial Inquiry Commission that the lack of regulation of
derivatives in various aspects contributed greatly to the financial
crisis.

We gave the Commodity Futures Trading Commission and the
SEC instructions with some latitude as to how to deal with that.
We are, at this point, in jeopardy of their not being able to carry
out that mandate. The SEC has other responsibilities in investor
protection and elsewhere that are in jeopardy.

So I hope we will, as we go through this hearing, and talk about
the importance of this to be done thoughtfully and in coordination
between the SEC and the CFTC, keep in mind that an absence of
funding will make all of this invalid.

Agencies that are not well-funded are not going to do a good job.
I would say to people in the industry, the laws and the rules, the
law has already been adopted, the rules are about to be promul-
gated, it is not in anybody’s interest to have agencies that are not
well-funded, not able to have the equipment they need, not able to
have the personnel they need to carry these out.

And that, I think, is the overhanging question as we go through
this hearing. We are about to debate a budget from my Republican
colleagues that will provide such inadequate funding for the SEC
and the CFTC as to make all of this academic. I will be offering
an amendment to increase funding for the SEC. The CFTC does
not come under the jurisdiction of this committee so I have no
amendment to offer there.

I believe the Administration has made some neutral proposals
about how to increase its funding, and I hope that those are also
adopted. But we will be voting on an amendment to raise the
SEC—not to the level I wish it could be at, but to a far closer level
to what is needed.

And as we go forward and we talk about the importance of doing
this, and I would say even to those who are critical, who wish we
hadn’t done some of what we did, unfunding the rules that remain
in place is the worst of all approaches.

Chairman BACHUS. I thank the ranking member.

Mr. Royce is recognized for 1 minute.

Mr. RoycCE. Thank you, Mr. Chairman. One of the lessons of the
recent sale of the New York Stock Exchange, a great symbol of
America’s financial strength, to a German exchange is that our
markets are now competing against mature financial hubs through-
out Europe and Asia.

And much of this competition is because of the unfriendly busi-
ness environment we have managed to create here in the United
States. We have the second highest corporate tax rate in the devel-
oped world. We have the most active trial bar in the world. And
we have a regulatory structure that burdens business without
yielding many benefits.

In the derivatives realm, if transaction costs to end users of de-
rivatives increase because of duplicative rules, because of complex,
unworkable prescriptions, because of damage liquidity, then end
users simply will send their business to European dealers, whether
it is Barclays or Deutsche Bank, with whom many already have
trading relationships.
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Failure to create a commonsense regulatory structure that recog-
nizes this fact will do little to protect investors, but will go a long
way to benefit these growing financial hubs around the world.
While Title VII wasn’t what I would have liked to have seen, the
benefit was that it gave the regulators, the supposed grownups in
the room, the final say. Unfortunately, all signs thus far indicate
that this, too, was a mistake.

I look forward to hearing from the panel. And I yield back.

Chairman BAcHUS. Mr. Lucas?

Mr. Lucas. Thank you, Mr. Chairman, for holding today’s hear-
ing. In the last Congress, I worked with my colleagues on this com-
mittee, as well as the Agriculture Committee, to bring meaningful
and responsible reform to derivatives regulation.

Although I was not supportive of the final legislation, it is now
critical that we work together to ensure that the implementation
of Title VII is done right. These new regulations will undoubtedly
have a tremendous impact on our country’s financial sector and
overall economy.

As we work our way through the rulemaking process, it is impor-
tant that the process be accomplished in a thoughtful and trans-
parent manner, and that the necessary regulatory certainty be pro-
vided for all market participants. I remain concerned that the cur-
rent timeline for implementation is unrealistic and that more time
is needed to adequately implement the law.

Additionally, we must ensure that the new rules are consistent
with the congressional intent of Dodd-Frank. I look forward to con-
tinuing this discussion and hearing from our witnesses, and I yield
back the balance of my time, Mr. Chairman.

Chairman BACHUS. Mr. Scott, for 2 minutes.

Mr. Scort. Thank you, Mr. Chairman. As we have seen from the
recent financial crisis, derivatives bring with them a number of cer-
tain potential dangers if not properly backed with capital, or if the
market lacks sufficient transparency. But despite these past trou-
bles, derivatives do serve a very valuable purpose for American
businesses by protecting them against legitimate risk.

The Dodd-Frank legislation passed in large part by our com-
mittee aims to regulate credit default swaps and other derivatives.
Title VII of the law requires central clearing and exchange trading
for derivatives that can, and I emphasize can, be cleared and pro-
vides the role of both regulators and clearinghouses in determining
which contracts should be cleared.

In addition, the law adds financial safeguards by ensuring that
dealers and major swap participants have adequate financial re-
sources to meet their responsibilities. And regulators now have the
authority to impose capital and market requirements to swap deal-
ers and major participants.

These regulations on derivatives were passed as part of Dodd-
Frank to increase accountability and transparency and to encour-
age stability in financial markets following the 2008 crisis. How-
ever, the effectiveness of this law depends heavily on how such
rules are implemented by the regulators.

I look forward to hearing opinions from today’s witnesses on how
the requirements enacted in Dodd-Frank are being adhered to now,
how the regulatory process is proceeding, and how those regula-
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tions are contributing to increased financial stability, which is the
end result we all seek.

Thank you, Mr. Chairman.

Chairman BacHUS. Thank you.

Mr. Garrett is recognized for 2 minutes.

Mr. GARRETT. I thank the Chair. I thank the entire panel. Over
the last several months, there has been a tremendous volume of
discussion on all the rulemaking coming out of Dodd-Frank and the
profound effects that it is going to have on the derivatives markets
and the broader economy as well.

But when you look at this freight train of rulemaking that is
really running down the track to a July deadline, I think not
enough alarm has been raised over the potentially devastating im-
pact that this rulemaking may have on the U.S.-based derivatives
marketplace.

And when I talked to several market participants, they told me
that if the rulemaking, particularly of the CFTC, were to be imple-
mented in its current form it could literally spell the end of the
U.S.-based derivatives market. It would simply cease to exist.

That is because the potential negative consequences are many
and far-reaching, from making it prohibitively expensive for thou-
sands of your small, Main Street companies to engage in respon-
sible risk mitigation, to making it basically impossible for many of
our financial firms to compete around the world. So the real world
impact, of course, will be felt in the loss of jobs, lots of jobs.

Millions of manufacturing jobs have been lost, jobs over the last
several years, but we have still remained a leader in financial serv-
ices. But if these rules get implemented as is, that will no longer
be the case.

We will hemorrhage millions of excellent, high-paying jobs to
other localities around the world where there will be little to no ap-
petite, I think, to follow some of the more outlandish rulemakings
that are part of a grand and I would say unnecessary expense that
could have massive negative consequences.

It is bad enough, I think, that Title VII was written literally in
the middle of the last night of the Dodd-Frank conference back in
June. So let us not here now exacerbate the mistakes made that
night by rushing through a rulemaking process that is even more
far-reaching than that contemplated by the bill’s authors.

Derivatives, I think, have been a favorite whipping boy, if you
will, of many critics. But if we continue down this road, and there
is not a lot of time to change course, there is—literally may not be
a U.S.-based derivatives market to kick around in this country any-
more. I yield back.

Chairman BACHUS. Mr. Lynch for 3 minutes.

Mr. LyNCH. Thank you, Mr. Chairman. I thank the ranking
member. I would also like to thank the witnesses for coming to this
committee today to help us with our work. The derivatives title of
the Dodd-Frank Act is essential to reforming our financial system.
I believe the derivatives market, its opacity and extreme leverage,
caused a great deal of the difficulty and pain of the financial crisis.

The interconnectedness of derivatives products and their use
magnified among anonymous counterparties that concentrated risk,
and much of it outside of the reach of our regulatory framework.
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We have asked the SEC and the CFTC to issue numerous
rulemakings and hold public hearings and begin the process of reg-
ulating the over-the-counter derivatives market, which neither
agency has held jurisdiction over in the past.

I am concerned, however, that despite the increased responsibil-
ities through Dodd-Frank, the SEC and the CFTC have received
flat funding due to the extension of the continuing resolution. The
ability of these agencies to police the markets and enforce securi-
ties and commodities laws is severely limited under current fund-
ing levels.

What is particularly concerning is that by holding these agencies
to Fiscal Year 2010 budget levels, neither has been able to hire
staff with expertise in the OTC derivatives markets, which differ
significantly from their prior responsibilities in securities and fu-
tures markets.

And to make matters worse, the Republican proposal for a full
year C.R. would cut $178 million from the SEC and $174 million
from the CFTC. And that would force both of these agencies with
new responsibilities to lay off staff.

We need to ensure that these regulators have the tools and re-
sources to complete the objectives that Congress has laid out. Don’t
worry about the markets running away to Europe. They are trying
to strengthen their markets just the way we are trying to. This is
a red herring.

And if you think regulation is costly, how about the $7 trillion
that we just lost from not regulating the derivatives market? That
has not been taken into consideration. I look forward to the testi-
mony. I thank you, Mr. Chairman. And I yield back.

Chairman BACHUS. Mr. McHenry, for 1 minute.

Mr. McHENRY. Thank you, Mr. Chairman, for yielding time.
Over the past few decades, the derivatives market has developed
into a highly sophisticated and yet essential market for U.S. busi-
nesses of all sizes. Therefore, it is vital that the regulators who
have been empowered under Dodd-Frank continue to allow Amer-
ican businesses to manage their risk and protect themselves
against market volatility. This is about jobs.

A recent survey suggests that higher capital requirements could
potentially cost end users on Main Street billions of dollars each
year and put up to 130,000 jobs at risk. That is something we sim-
ply cannot afford to do while our economy is attempting to regain
its strong footing. I would encourage the regulators to keep this in
mind. And certainly our oversight hearings here in Congress will
keep that in mind. And I yield back.

Chairman BACHUS. Mr. Luetkemeyer?

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I will yield back
my time. Thank you.

Chairman BacHUS. Ms. Hayworth, for 1 minute.

Dr. HAYWORTH. Thank you, Mr. Chairman. Senior colleagues
here have rightly noted that the United States has become an in-
creasingly hostile environment for investment relative to other de-
veloped nations.

I am very concerned that our highest duty in this Congress is to
ensure the security and freedom of our Nation and our people. The
specifics of what we do here have a material effect on jobs and on
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prosperity. And that is literally the dignity and sustenance of our
families.

If we impede enterprise, as would be the case through excessive
regulation of end user derivatives, and to wit, a Fortune 100 em-
ployer in my district would have to curtail key investment if re-
quired to meet capital requirements for end users as may be speci-
fied in Dodd-Frank, then we will lose our mission as a Congress
and endanger our future as a nation.

So I look forward to hearing your comments on how we can re-
lieve that burden from our American enterprise. Thank you. I yield
back my time.

Chairman BAcCHUS. Thank you.

Mr. Dold?

Mr. DoLD. Thank you, Mr. Chairman.

Chairman BACHUS. One minute.

Mr. Dorp. I want to thank the witnesses for their time and for
coming out today. And I certainly share some of the concerns that
have been addressed by some of my colleagues today.

Derivatives have been productively and efficiently used for a sig-
nificant period of time by reducing risk and reducing price vola-
tility, increasing stability. These derivatives markets directly bene-
fited companies, employees, consumers, and our overall economy.

In the past several years, certain companies have made some
mistakes in the derivatives markets, to be sure. They didn’t verify
that their counterparties had sufficient collateral. They didn’t
verify that their counterparties had the ability to pay. They didn’t
determine whether their counterparties had too much exposure in
other derivatives markets or market risk.

However, as far as I can tell, the end users did not make these
mistakes systematically. And now these end users are faced with
the uncertain prospects of margin regulations that sufficiently and
unnecessarily change their longstanding successful businesses’
models while focusing them to play capital inefficiently.

If they are forced to do so, then we will unnecessarily force scarce
capital to be unparked unproductively on the sidelines. I believe
that we will lose jobs here in the United States, and we will dam-
age our economy.

And instead of reducing risk and reducing price volatility and in-
creasing stability for businesses, employees, consumers, and in-
deed, I believe all Americans, we will get the opposite result as
risks that would otherwise have been absorbed into the derivatives
markets are passed along. I thank the chairman for the time. And
I yield back.

Chairman BACHUS. Thank you, Mr. Dold.

Ms. Waters, for 1 minute.

Ms. WATERS. Thank you very much, Mr. Chairman. The Dodd-
Frank Wall Street Reform and Consumer Protection Act was de-
signed to address the lack of transparency and capital in the de-
rivatives market, to prevent the industry and its clients from need-
ing another taxpayer-funded bailout.

Specifically, the legislation calls for the SEC and the CFTC to
regulate the OTC derivatives market to pre-approved contracts be-
fore clearinghouses can clear them, and to punish bad actors. In
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fact, the Dodd-Frank Act charges the SEC to promulgate seven
rules to implement reforms to the OTC markets.

Some critics of the Dodd-Frank Act incorrectly represent that
these reforms to the OTC market will result in fewer jobs. On the
contrary, creating a system with transparency and regulation al-
lows market participants to know what the rules of the game are
and protects them from the impact of reckless trading of the sort
that led to the 2008 financial crisis.

We saw that impact in 2008. Two years later, we are still seeing
the effects of high unemployment, lack of credit, and limited busi-
ness investment that resulted from the 2008 financial crisis. The
Dodd-Frank Act will provide the transparency and regulation the
OTC market needs to protect counterparties and taxpayers. In the
process, it will save jobs.

Thank you, Mr. Chairman, and I yield back the balance of my
time.

Chairman BacHuS. I thank you.

Mr. Canseco, for a minute-and-a-half.

Mr. CANSECO. Thank you, Mr. Chairman. And thank you very
much for being here today, members of the panel. The breadth of
rulemaking as a result of Dodd-Frank is extraordinary. According
to the Committee on Capital Markets Regulations, the CFTC and
the SEC are both making about 10 times the amount of rules per
year than they did before Dodd-Frank was passed. The amount of
days it takes for a rule to get from the proposed stage to implemen-
tation has been halved at the SEC.

These two agencies, along with the Federal Reserve and others,
have been asked to take on an incredible task that has serious im-
plications for our financial markets and economy. Dodd-Frank left
a great deal of discretion to the agencies. That is why today’s hear-
ing is so important. Our job is to ensure that as the Federal agen-
cies write these rules, they do not negatively impact the ability to
hedge risk in our economy.

From my experiences in the private sector, where I actually
worked with the derivatives, I know how important the ability of
a company to hedge its risk using derivatives is to our economy
and to our consumers.

Many of the benefits of derivatives are hidden to consumers. But
when our fellow citizens go to the store to buy gas, milk, clothes
or whatever else, they sometimes don’t realize that the affordability
of these products is due in large part to the manufacturer’s ability
to hedge risk. With this in my mind, I look forward to hearing from
today’s witnesses on this important issue. And I yield back my
time.

Chairman BACHUS. Mr. Carson, for 1 minute.

Mr. CARSON. Thank you, Mr. Chairman. I welcome the oppor-
tunity to review Dodd-Frank to ensure the bill accomplishes what
we intended it to do when it was written in this committee last
year.

However, I am deeply opposed to defunding the bill because our
friends on the other side were opposed last year, and continue to
be opposed. The bottom line is that no legislation is perfect, and
the opposition has a right to propose changes.
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However, banks and financial institutions have brought reform
upon themselves. It was through their carelessness and disregard
for the rights of citizens that our economy nearly collapsed and
spurred action by Congress in the first place. Thank you, Mr.
Chairman. I yield back.

Chairman BACHUS. Thank you.

N '{‘fbe last speaker on our side is Mr. Stivers, for a minute-and-a-
alf.

Mr. STIVERS. Thank you, Mr. Chairman. I would like to thank
the witnesses for being here today. It is really important that we
get Title VII right, both in law as well as regulation. There are
companies in my district including American Electric Power who
are end users. That company has 4,000 jobs in my district. There
are many other companies who use derivatives to reduce risk in
their business model.

And I am really concerned about the inconsistency between the
SEC and the CFTC on their rules and regulations, especially with
regard to the definition of a dealer or trader as well as capital re-
quirements.

And because this is so important both to reducing risk in our sys-
tem, cost to consumers, and jobs in our districts, I really look for-
ward to hearing from the witnesses and working with the wit-
nesses to make sure we take a consistent approach that doesn’t af-
fect jobs or increase prices but looks out for the safety and sound-
ness of the system. Thank you so much.

And thank you, Mr. Chairman, for holding this hearing.

Chairman BAcHUS. Thank you. And now we introduce our first
panel: the Honorable Mary Schapiro, Chairman of the U.S. Securi-
ties and Exchange Commission; the Honorable Gary Gensler,
Chairman of the U.S. Commodity Futures Trading Commission;
and the Honorable Daniel K. Tarullo, member of the Federal Re-
serve Board of Governors.

I want to welcome all our witnesses. Without objection, your
written statements will be made a part of the record, and you will
each be recognized for a 5-minute summary of your testimony.

Chairman Schapiro.

STATEMENT OF THE HONORABLE MARY L. SCHAPIRO, CHAIR-
MAN, U.S. SECURITIES AND EXCHANGE COMMISSION (SEC)

Ms. ScHAPIRO. Thank you very much, Chairman Bachus, Rank-
ing Member Frank, and members of the committee. Thank you for
inviting me to testify today on behalf of the Securities and Ex-
change Commission regarding our implementation of Titles VII and
VIII of the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act. It is a pleasure to appear with my colleagues, Chairman
Gensler and Governor Tarullo.

As you know, these provisions are intended to bring greater over-
sight and transparency to the derivatives markets and to clear any
payment and settlement activities and with that, to increase the
stability of our financial system.

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 committed to getting it right.
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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 engaging in a very
open and transparent implementation process seeking input on the
various rules from interested parties even before issuing new rule
proposals.

Our staff has sought meetings with a broad cross-section of inter-
ested parties. We joined with the CFTC in holding public
roundtables. And we have been meeting regularly with other finan-
cial regulators to ensure consistent and comparable definitions and
requirements across the rulemaking landscape.

Today, the SEC has proposed nine swaps-related rules. Among
them are: rules that would address potential conflicts of interest at
security-based swap clearing agencies, execution facilities and ex-
changes that trade security-based swaps; rules that would specify
who must report security-based swap transactions, what informa-
tion 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
execution facilities and establish requirements for their registration
and ongoing operation; and rules that would specify information
that clearing agencies would provide to the SEC in order for us to
determine if the swap must be cleared and specify the steps that
end users must follow to rely on the exemption from clearing re-
quirement.

In addition, with the CFTC, we proposed rules regarding the
definitions of many of the key terms under the Act. Our staff also
is working closely with the Federal Reserve Board and the CFTC
to develop a common framework for supervising financial market
utilities, such as clearing agencies, which are designated by the Fi-
nancial Stability Oversight Council as systemically important.

In the coming months, we expect to propose rules regarding
standards for operating and governing of clearing agencies, rules to
establish registration procedures for security-based swap dealers
and major security-based swap participants, and rules regarding
business conduct, capital, margin, and segregation and record-
keeping requirements for dealers and participants.

We will also propose joint rules with the CFTC governing the
definitions of swap, security-based swap, and the regulation of
mixed swap. We recognize the magnitude and interconnectedness
of the derivatives market. And so, we intend to move forward at
a deliberate pace, continuing to thoughtfully consider issues before
proposing and adopting any specific rules.

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 formulation.

As we proceed with implementation, we look forward to working
closely with Congress, our fellow regulators, and members of the fi-
nancial community and the investing public.
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Thank you for inviting me to share with you our progress on and
plans for implementations. And I look forward to answering your
questions.

[The prepared statement of Chairman Schapiro can be found on
page 312 of the appendix.]

Chairman BACHUS. Thank you.

Chairman Gensler?

STATEMENT OF THE HONORABLE GARY GENSLER, CHAIRMAN,
U.S. COMMODITY FUTURES TRADING COMMISSION (CFTC)

Mr. GENSLER. Good morning, Chairman Bachus—congratulations
on your chairmanship—Ranking Member Frank, and members of
this committee. I thank you for inviting me to speak about the
Dodd-Frank Act.

I am pleased to testify on behalf of the Commodity Futures Trad-
ing Commission. And I also want to thank my fellow Commis-
sioners and all of the staff of the CFTC for all their hard work and
dedication in fulfilling our mission.

I also am pleased to testify along with Chairman Schapiro and
Governor Tarullo. President Obama announced our nominations on
the same day back in December of 2008. And I guess this is the
first time we are appearing in public together at a hearing.

But it reminds me that in 2008, the financial system and the fi-
nancial regulatory system both failed the American public. It
wasn’t one or the other. But I think it was, in fact, both. The ef-
fects of that crisis reverberated throughout the American and glob-
al economies.

In the United States, hundreds of billions of taxpayer dollars
were put on the line to bail out the financial system, ultimately to
secure the American public’s economy. But millions of jobs have
been lost and are still lost.

Though the crisis has many causes, the unregulated swaps mar-
ket played a central role. And Congress, I believe, responded by
passing Dodd-Frank, specifically Title VII, to bring transparency
and to lower risk in the swaps market.

The CFTC is working closely with the SEC, the Federal Reserve,
and other regulators to implement those features. We also are co-
ordinating our consultation internationally. And we have received
thousands of comments from the public, both before we have made
proposed rules and after we have made some proposals that inform
the Commission. And yes, the final rules will change based on
those comments.

One area where the CFTC is seeking input is with regard to the
implementation of various requirements of margin, which many
Members here have raised with us. And in the Dodd-Frank Act,
Congress recognized different levels of risk posed by transactions
between financial entities on the one hand and those involved with
non-financial entities or what many people are calling end users.

Consistent with this, consistent with what Congress said that the
non-financial end users would be exempt from clearing, we believe
at the CFTC that margin requirements should focus only on trans-
actions between financial entities rather than those transactions
with the non-financial end users that so many Members have
talked about in their opening statements.
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To adequately fulfill our statutory mandate, the CFTC does re-
quire additional resources. The U.S. futures market today, $40 tril-
lion notional size. The U.S. swaps market, roughly $300 trillion,
roughly 7 times the size, far more complicated, and it is very im-
portant for all the end users to have transparency, openness, and
competition.

Yesterday, the President submitted his fiscal budget for 2012
that included $308 million in funding for the CFTC. This is essen-
tial for us to be able to fulfill our mission.

In 1992, our agency had 634 people. It shrank. From 1992 to
2008, it was down to 440 people right in the midst of the crisis.
Only last year, with the help of this committee and all of Congress,
did we get back to our 1990s headcount, about 680 people.

But staff is not enough. Technology is critical. The only way to
really regulate these vast markets is with sufficient funding for
technology to be efficient. Our small agency has to be efficient,
working closely with the SEC and international regulators.

Furthermore, I would say that the CFTC’s funding, if it were re-
turned to the 2008 levels when we were only 440 people, the agen-
cy would be unable to fulfill its statutory mission. Every program
would be affected.

It would be market surveillance, industry oversight, enforcement.
We would be unable to pursue Ponzi schemes and other frauds or
market manipulation. Inevitably, we would have to develop a back-
log of registration applications or rule reviews or appellate filings
and the like.

The CFTC, I would contend, is a good investment for the Amer-
ican public. Its mission, ultimately, is to promote transparency,
open and competitive markets which lower costs to end users and
helps promote economic activity. We will get this margin thing
right. We understand congressional intent on that.

The CFTC is a cop on the beat that ensures markets are pro-
tected from fraud, manipulation, and other abuse. I look forward
to working with Congress to ensure that we can accomplish our
mission of protecting the public. Thank you and I would be happy
to take questions.

[The prepared statement of Chairman Gensler can be found on
page 277 of the appendix.]

Chairman BACHUS. Thank you.

Governor Tarullo?

STATEMENT OF THE HONORABLE DANIEL K. TARULLO, GOV-
ERNOR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM

Mr. TARULLO. Thank you, Chairman Bachus, Ranking Member
Frank, and members of the committee. I appreciate this oppor-
tunity to provide the Federal Reserve Board’s views on the imple-
mentation of Title VII of the Dodd-Frank Act.

The Board’s responsibilities fall into three broad areas. The first
relates to consultation and coordination with other authorities,
both foreign and domestic. Dodd-Frank requires that the CFTC and
the SEC consult with the Board on rules to implement Title VII.

In providing feedback to their request for consultation, we have
tried to bring to bear our experience from supervising dealers and
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market infrastructure and our familiarity with markets and data
sources to assist the commissions.

But important coordination activities related to derivatives regu-
lation also are occurring internationally. Most prominently, the
group of 20, or “G20,” leaders set up commitments related to re-
form of the OTC derivatives market that would form a broadly con-
sistent international regulatory approach.

The Basel Committee on Banking Supervision has recently
strengthened international capital standards for derivatives and
created leverage and liquidity standards applicable to them.

The Committee on Payment and Settlement Systems is working
with the International Organization of Securities Commissions to
update international standards for systemically important clearing
systems, including central counterparties that clear derivatives in-
struments, and trade repositories.

The goal of all these efforts is to ensure a level playing field that
will promote both financial stability and fair competitive conditions
by preventing activity from flowing to less regulated jurisdictions.

The second task given to the Federal Reserve with respect to
Title VII relates to the strengthening of infrastructure. Central
counterparties are given an expanded role in the clearing and set-
tlement of swap and security-based swap transactions.

If properly designed, managed, and overseen, central counterpar-
ties offer an important tool for managing counterparty credit risk
and thus can reduce risk to market participants and to the finan-
cial system.

Title VIII of the Act complements the role of central clearing to
heighten supervisory oversight of systemically important financial
market utilities. This heightened oversight is important because fi-
nancial market utilities such as central counterparties concentrate
risk and thus have the potential to transmit shocks throughout fi-
nancial 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 carefully considering how to implement this provision in a
mz(linner that protects taxpayers and limits the rise in moral haz-
ard.

The third task, committed to the Board by Dodd-Frank with re-
spect to Title VII, is that of supervision. Capital and margin re-
quirements are central to the prudential regulation of financial in-
stitutions active in derivatives markets, as well as to the internal
risk management processes of those firms.

The major rulemaking responsibility of the Board and other pru-
dential regulators under Title VII is to adopt capital and margin
regulations for the non-cleared swaps of banks and other pruden-
tially regulated entities that are swap dealers and major swap par-
ticipants.

The Board and the other U.S. banking agencies played an active
role in developing the enhanced capital leverage and liquidity re-
gime agreed to in the Basel Committee. These requirements will
strengthen the prudential framework for OTC derivatives by in-
creasing risk-based capital and leverage requirements and by re-
quiring banking firms to hold an additional buffer of high quality
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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 non-cleared swaps to
which swap dealers or major swap participants that they supervise
are party.

The statute directs that these margin requirements be risk-
based. Within these statutory constraints and instructions, the
Board and other prudential regulators are working to implement
the margin provisions in a way that takes appropriate account of
the relatively low systemic risk posed by most end users.

For example, one approach under consideration is to allow a
banking organization that is a dealer or major participant to estab-
lish a threshold with respect to an end user counterparty 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.

The Board understands that posting margins imposes costs on
end users, possibly inhibiting their ability to manage their risks.
The Board also believes that the margin regime should be applied
only to contracts entered into after the new requirement becomes
effective.

Thank you for your attention, and I would be pleased to answer
any questions you might have.

[The prepared statement of Governor Tarullo can be found on
page 323 of the appendix.]

Chairman BACHUS. Thank you. There were two Presidents in re-
cent history who actually reduced government spending as a per-
centage of GDP, President Clinton and President Reagan. So I say
that in a bipartisan way, one on each side. A part of that was a
growing economy, and I think that is going to be the key to us fac-
ing our national debt and our deficit.

So I want to applaud, Chairman Gensler, your statement today.
And I think, if I heard it correctly, it is that all end users would
be exempt from CFTC clearing and margin requirements—

Mr. GENSLER. Yes, sir.

Chairman BACHUS. —the way they are on the over-the-counter
swaps?

Mr. GENSLER. Consistent to how Congress exempted the non-fi-
nancial end users from clearing, as we take up these rules at the
CFTC, which we hope to in the near term, that the same end
users—(h)287 is the provision in the statute, would not have any
margin requirements. It is really consistent with what Congress
did on the clearing requirement.

The financial company consistent with what Congress did might
be. Again, we are still sorting through these proposals to put them
forward to the public and get comments.

Chairman BACHUS. I know Members on the Majority feel it is
critically important that we don’t impose margin requirements or
clearing requirements on end users. And by end users, you said
non-financial companies, these that do not hedge risk as a part of
their inherent business.

Mr. GENSLER. That is correct. Hedging is a really important
thing. Tens of thousands of commercial end users use these prod-
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ucts, used them successfully before 2008, and need to use them for
our economy to prosper. Dodd-Frank at its core though promotes
transparent, open, and competitive markets. And markets that are
transparent and competitive get the lowest pricing.

I believe Dodd-Frank at its core will lower costs to these commer-
cial end users because of the transparency and competitiveness and
also because they will be less prone to risk. The American public
did have to stand behind that $700 billion in the TARP. So it is
a balancing that actually Congress put forward.

Chairman BAcHUS. Of course, the $700 billion, none of that was
a result of commercial non-financial end users, yes?

Mr. GENSLER. But it did at its core have a risk from the unregu-
lated swaps marketplace, particularly credit default swaps. And
then we all know the story of AIG.

Chairman BAcHUS. I appreciate you and I—do you need the co-
operation of Congress? Do we need legislation to clarify that these
over-the-counter swaps will not be required to have margin re-
quirements for clearing?

Mr. GENSLER. We at the CFTC believe that the Act is well-writ-
ten and it gives us sufficient authority to ensure that such margin
requirements on the swap dealers do not cover the non-financial
end users. But that authority is there for us to move forward. Of
course, it will be subject to notice and comment, public comment.

Chairman BACHUS. Governor Tarullo, you looked at that provi-
sion. Do you agree?

Mr. TARULLO. Mr. Chairman, what we have done is to read the
statute as it is written. The statute as it is written tells us that
each registered swap dealer and major swap participant for which
there is a prudential regulator has to meet minimum capital and
minimum initial and variation margin requirements. That applies
broadly and there is obviously no exception provided for any class
of counterparties.

However, the statute goes on to say that these standards shall
be risk-based. And bringing to bear the risk-based or systemic risk-
based perspective, which we have tried to bring to our activities on
Title VII generally, what we are thinking in terms of is a risk-
based approach to margin requirements which would recognize
that for end users, generally there is much less risk associated with
derivatives transactions.

So in essence we will create—if this approach turns out to be the
one we adopt, and it is the one that is being worked on internally
now—these thresholds within which or under which margins would
not be required.

And precisely because end users in general present substantially
less systemic risk—and in many cases no systemic risk—the
threshold for end users would be substantially higher than those
for financial market participants.

Chairman BAcHUS. All right, thank you. Let me very briefly, 1
think the proper sequencing of your rule needs to have a definition
of swap and commercial risk prior to some of your other definitions.
Are you aware that you are going to need to define those terms
fairly soon?

Mr. GENSLER. The statute defines many terms. Jointly with the
SEC, we made proposals in December on “swap dealer”, “major
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swap participant” and the like. The comment period actually closes
February 22nd.

And what we encourage the public to do, and we posted this on
our Web site, is if you have comments on any of our other pro-
posals at the CFTC, even if the comment period is closed, please
include those comments in the definition comments so that we can
consider them.

We do have discretion, even after a comment period is closed, to
get those comments to the right files, to the right team. I know as
a Commissioner, we will read them.

Chairman BAcCHUS. But the definition of “swap” and “commercial
risk”, your other definitions are going to depend on that—

Mr. GENSLER. We also put out the definition of “commercial risk”
in December—

Chairman BacHUS. Okay.

Mr. GENSLER. —and that is open through the same period of
February 22nd. We look forward to hearing broadly from the public
whether we got that right, consistent with what Congress did.

Ms. ScHAPIRO. I would just add, I think we all share your con-
cern that we get the sequencing right so that particularly those
who have to comment understand the full scope of the potential im-
plications of all the rules on them, whether or not they are going
to be determined to be a dealer or a major swap participant or
some other kind of participant in the marketplace.

So we have gotten a lot of that done. The not-so-narrow but im-
portant issues of swap, mixed swap, security-based swap are—they
are basic statutory definitions, but obviously there is more work for
us to do there and we are very committed to getting those out
quickly.

Chairman BACHUS. Thank you.

Ranking Member Frank?

Mr. FRANK. Thank you. Let me ask Mr. Gensler, you talked
about, and Mr. Tarullo has concurred and I assume Ms. Schapiro
does too, that we are not going to see margin requirements imposed
on end users and they don’t have to clear.

I do want to address though the perception some may have that
therefore nothing has changed. You did mention the transparency.
So what will be the effect with regard to end users?

Ms. SCHAPIRO. Even the uncleared swaps have to be reported to
the swap data repository and public—

Chairman BAcHUS. Which means the price will be made public?

Ms. SCHAPIRO. Yes. Price and calling information, yes.

Mr. FRANK. Which is what we—I will tell you that I had a visit
that validated that in my mind from a couple of people in the fi-
nancial industry. It was an older one and a younger one from two
companies. And the younger one said that they had these problems.
And I said, we are not going to go after the end users and all we
are talking about is price being made public.

And he said yes, that is what we don’t like, then people could
come in ahead of us. And I asked if that meant that he was afraid
of competition? And his older colleague said, we are not really
pressing that argument. So I just want to make it clear we are not
talking about margin requirements and clearing requirements.
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We are talking about reporting requirements, which have, if I am
correct, the advantage first of all of giving the end users some abil-
ity to get a better price because they will not now be captives and
they will get to know what other people are charging.

And secondly, you won’t have an unknown quantity of those in
the economy. Will there be mechanisms for us therefore keeping
track of what the totals are that are out there, Ms. Schapiro?

Ms. ScHAPIRO. I think the transparency is really the critical
piece here because it allows market participants to understand,
particularly with respect to post-trade transparency, at what price
those transactions have occurred and that will encourage price
competition.

There is a provision that will allow for blocked trades to be dis-
seminated on a delayed basis so that the concern about the poten-
tial for front running a large position or front running the hedging
of a large position should be able to be dealt with through the de-
layed dissemination there.

Mr. FRANK. Because, as someone said, we are talking about mak-
ing it more pro-competitive—

Ms. SCHAPIRO. Absolutely.

Mr. FRANK. Because people can’t be competitive if they don’t
know the number. Now, I want to just ask you about the budget
proposals. You have been urged to take more time but also be more
thorough.

At the levels that have been proposed in the budget that came
out of the Appropriations Committee, Mr. Gensler, what effect will
that have on your capacity to accommodate what members of this
committee are asking you to do?

Mr. GENSLER. The number, I believe, was to take us from $168
million in the continuing resolution down to $112 million. We
would have to have a significant curtailment of our staff and re-
sources. We would not be able to police or ensure transparent mar-
kets in futures or swaps.

Mr. FRANK. So that is—the new responsibilities you get for the
derivatives market, including primarily, as you said, the financial
part, the AIGs, the credit default swaps, you would not be able to
undertake those responsibilities?

Mr. GENSLER. There is no doubt in my mind. We would have to
go from 680 staff, actually smaller than 440 if it was for the whole
year because we are already halfway through the year. We would
have to shrink even further than that.

Mr. FRANK. Ms. Schapiro, you were given in the bill new respon-
sibilities, investor protection and elsewhere. What would the effect
of the proposed budget be on your ability to carry those out?

Ms. SCHAPIRO. I am sorry. It will have a very real effect on the
SEC’s ability not just with respect to Dodd-Frank implementation
but also with respect to our core mission, which is already being
impacted by the continuing resolution. But most particularly, we
have responsibilities now for hedge fund examinations starting
after hedge funds are registered in July.

So we have to build a registration capability. We have to be able
to examine and have examiners deal with hedge funds. We will be
recipients of large amounts of data that are required under the Act
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for systemic risk reporting purposes for hedge funds, being a mech-
anism for managing—

So let me say, because I don’t want to go over the time, and the
systemic risk in the data is important again.

Ms. SCHAPIRO. —right and over-the-counter derivatives surveil-
lance. We cannot rely on an SRO in that space. That task will fall
to the SEC.

Mr. FRANK. I remember when Mr. Bernanke told us in 2008 that
he was going to have to advance $80 billion to AIG. And a week
later, they needed another $90 billion or $100 billion because no-
body, including AIG, had any idea what the exposure was. And
that presumably will no longer be the case.

But just to summarize with regard to hedge funds and deriva-
tives, many of us believe they were insufficiently, not just regu-
lated, but we didn’t have much information about them, that they
were a blank slate. And we have with hedge funds fairly light regu-
lation but registration and monitoring. With derivatives, the finan-
cial entities are regulated but the end users are not.

But I take it that if you were to get the budget levels that were
proposed in the bill that came out of the Appropriations Com-
mittee, neither one of your agencies would be able to do anything
significant regarding your new responsibilities involving deriva-
tives and hedge funds. Is that correct?

Mr. GENSLER. That is correct. We would basically be involved in
a large reduction in force, about 65 percent—

Mr. FrRaNK. Right, but you—the effect of that would—

Mr. GENSLER. —the end users wouldn’t benefit from any trans-
parency.

Mr. FRANK. Ms. Schapiro?

Ms. ScHAPIRO. I don’t know whether it will be in reduction of
force or technology decline, but we will certainly not be able to
operationalize many of the rules that are we implementing as a re-
sult of the new law.

Mr. FrRaNK. Thank you, and I should mention just one more
thing. The total amount of money for the two agencies together
that you are asking—that is in the President’s budget is how
much?

Ms. SCHAPIRO. President sought for the Securities and Exchange
Commission $1.4 billion.

Mr. FRANK. And Mr. Gensler?

Mr. GENSLER. In 2012, 308, in 2011, 261.

Mr. FrRANK. All right, so for this current year, about a billion-
and-a-half. And Ms. Schapiro, how much money does the SEC take
in to the Federal Government?

Ms. SCHAPIRO. I believe last year our budget was $1.1 billion and
we brought into the Treasury on just from transaction fees about
$1.3 billion to $1.4—

Mr. FRANK. So at the expense of getting adequate regulation, we
are going to turn you into a profit center. Thank you.

Chairman BACHUS. Thank you. Thank you, Mr. Frank.

Mr. Hensarling?

Mr. HENSARLING. Thank you, Mr. Chairman.

Chairman Gensler, in your testimony, I believe you said some-
thing along the lines that unregulated swap markets played a cen-
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tral role in our economic crisis. I am assuming you are mainly al-
luding to AIG. Is that correct?

Mr. GENSLER. Yes, but also I think it helped accelerate the asset
bubble in housing, credit default swaps more generally.

Mr. HENSARLING. Okay, just to remind us all of the record, in
March of 2009, the head of the OTS, Mr. Polakoff, testified to a
question that I asked. Again, in retrospect it wasn’t the lack of au-
thority. It wasn’t the lack of resources. It wasn’t the lack of exper-
tise. You just flat out made a mistake. Is that a correct assess-
ment? Answer, yes, sir. In 2004, we failed to assess how bad the
mortgage economy, the real estate economy would become in 2008.

So at least the regulator in question thought they had the au-
thority and the expertise. I peeked into the testimony, into the tes-
timony of the panel to follow yours. So to some extent, I am going
to try to foist a bit of a conversation here. We are going to hear
from a gentleman, Craig Reiners with the MillerCoors Company.

And quoting from his testimony, “A requirement for end users
like MillerCoors to post margin to its counterparties would have a
serious impact on our ability to invest in and grow our business.
Though end users are not directly subject to the trading require-
ments, excessive capital requirements imposed on our counterpar-
ties aimed at forcing end users onto regulated exchanges, execution
platforms and clearinghouses could significantly increase our cost.”

Chairman Gensler, a provision that was supposedly aimed at
Wall Street may be increasing the cost of a six pack. And I think
you just got the attention of the American people.

[laughter]

Has your agency considered the pass-through cost concerns in
your economic analysis as you develop these new rules?

Mr. GENSLER. I read very closely the testimony of MillerCoors.
We have met with MillerCoors. We are aware and focused on the
cost of a six pack because we also oversee agricultural markets.
And I would say our intention is not to have margin requirements
apply to an end user such as MillerCoors. So very directly to his
point, we are very focused on his testimony and his concerns.

Mr. HENSARLING. We will be monitoring your progress at the
local convenience store. I also saw testimony from Mr. Terry Duffy,
executive chairman of the CME Group. And he testified, “Entities
such as CME often cannot fully anticipate the meaning of a pro-
posed rule when that proposed rule is reliant on another rule that
is not yet in its final form.”

For example, rules dealing with the definitions of swaps, secu-
rity-based swaps, swap dealer as you well know, Mr. Chairman,
the list goes on. Mr. Duffy goes on to say as such, “They must be
established before interested parties can meaningfully address
other proposed rules.”

So your Commission, I believe, has proposed some rules, com-
ment periods have closed on other rules, and yet many commenta-
tors don’t even know without the proper definition clarity whether
or not certain rules will apply to them. So how can you have a
meaningful comment period, Chairman Gensler?

Mr. GENSLER. I have read Mr. Duffy’s testimony very closely as
well, and we have indicated to Mr. Duffy, with whom we are meet-
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ing at 2:45 today, that we want all of the CMEs and all of the
public’s comments.

If these rules have been staggered partly because we are hu-
mans, we need to just move them out. But if you have comments
on earlier proposals where closed periods have happened and they
relate to this definitions rule, include them.

Send them in. We will use our discretion. We will distribute
them. We will get them into the right comment files, just like this
entire hearing, I think we are going to put in our comment file. Ev-
erything that you all have to say is important to our process as
well.

Mr. HENSARLING. I think the gentleman makes a good argument.
I hope you can find a better way to run a railroad because I think
again we are dealing with trillions of dollars. We are dealing with
capital. We are dealing with jobs. And I just think it is so critical
that we have an effective rulemaking process.

I see my time is winding down. One more question for you,
Chairman Gensler. I understand that you are advocating the adop-
tion of position limits even for passive investors such as commodity
index funds. Is that correct?

Mr. GENSLER. Consistent with the Dodd-Frank Act, we have put
out a proposal in January and we look at forward to the public
comments. So I think it is consistent with what—

Mr. HENSARLING. Does the CFTC have any data to indicate how
the proposed position limit rule would affect the operation of these
passive funds?

Mr. GENSLER. We publish data regularly on passive funds or
index investments in the marketplace, and that is on our Web site.
We have included some of that data in the preamble in the rule,
but we look forward to the public comment in the proposed rules
on agricultural, metals, and energy position limits.

Mr. HENSARLING. I see my time has expired. Thank you, Mr.
Chairman.

Chairman BAcCHUS. Thank you.

Ms. Waters?

Ms. WATERS. Thank you very much, Mr. Chairman. I am very
concerned about the representation that Dodd-Frank is going to
lead to fewer jobs. And I understand that many of those who are
critics have been citing a study by the Business Roundtable that
claims that the margin requirements in Dodd-Frank will result in
100,000 fewer jobs. First, just quickly, let me ask each of our wit-
nesses today.

First, Ms. Schapiro, have you seen this study?

Ms. SCHAPIRO. That was released yesterday, so yes, I did have
an opportunity to look at it, but I have not studied it in detail.

Ms. WATERS. Mr. Gensler, have you seen the study?

Mr. GENSLER. I read the survey, the Keybridge survey last night
around midnight on the Web.

Ms. WATERS. And Mr. Tarullo, have you seen the study?”’

Mr. TARULLO. I did read it. Yes, ma’am.

Ms. WATERS. Can you tell us how effective regulation of the de-
rivatives market can actually help to save jobs? Let me start with
Mr. Gensler.
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Mr. GENSLER. I think that at the core, we lost over 7 million jobs
in this country because both the financial system and regulatory
system failed the test and swaps were part of that. So I think it
saves jobs by just making the whole system safer for America.

It also helps end users have more transparency and lower costs,
competition in the marketplace. As long as we handle I think con-
gressional intent on this margin and many of the other end user
issues, which we want to work with you on, transparency promotes
economic activity, transparency, and competition in the market.

Ms. WATERS. Thank you.

Ms. Schapiro, I agree with Mr. Gensler that failed regulation
caused a loss of jobs. So how can better regulation cause a loss of
jobs? Can you discuss a little bit how better regulation, effective
regulations can help to save jobs?

Ms. ScHAPIRO. I think effective regulation can promote capital
formation, which is in essence the creation of jobs. When companies
feel that they can go to the market and raise capital, that their
stocks will be priced fairly, that investors will have the opportunity
to invest in their company, buy their shares of stock and sell those
when they want to, it enables companies to raise the money nec-
essary to create jobs.

By the same token, when investors have confidence in the safety
and the soundness of our financial institutions and the regulatory
regime, they have a level of comfort in investing. So I think there
are a number of studies that will show that good regulation, intel-
ligent regulation—it is not overregulation, not underregulation—
can actually lower the cost of capital for industry.

Ms. WATERS. Mr. Tarullo?

Mr. TARULLO. Ms. Waters, I would just say that the study to
which you alluded acknowledged that what it did was a kind of
quick and dirty economic assessment because the study didn’t have
access to all the data they would need to give a more sophisticated
response.

What they basically did was to say, “Based on our survey, here
is what we think the relative level of utilization of derivatives is.
And we are going to multiply that by a margin requirement which
we think might be imposed. And that gives us the cost—that the
cost of the margin requirements—"

Ms. WATERS. I am sorry, so you are saying it was not a scientific
study?

Mr. TARULLO. They couldn’t—they were not being misleading in
the least. They basically just said, “We are going on the basis of
a survey and extrapolating. We don’t really have the data.”

But I think, ma’am, the most important point to make is that
they were assuming that there would be margin requirements ap-
plicable to all these end users surveyed. And what you have heard
this morning is that is not going to be the case.

Ms. WATERS. And so can you tell us how effective regulation of
the derivatives market can actually help to save jobs?

Mr. TARULLO. Yes. From our point of view again, which is one
of systemic risk and trying to contain systemic risk, I think the
keys are always watching for leverage and transparency. And be-
cause in the absence of transparency, you have ineffectively oper-
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a::ling markets, and as we see, you can have runs during crisis peri-
ods.

And in the presence of excessive leverage, you can have collapses
of institutions and markets as well. So I think a well-honed, well-
conceived regulatory system in the financial sector is one that is
designed to allow the allocation of capital to its most productive
uses.

Ms. WATERS. So basically, all three of our witnesses at the table
today really do believe that an effective regulation of the deriva-
tives market can actually help to save jobs. Is that correct?

Mr. GENSLER. Yes.

Ms. SCHAPIRO. Yes.

Mr. TARULLO. Yes, although, of course, “effective” is what every-
body is going to be discussing as we go through this regulatory
process.

Ms. WATERS. Thank you very much. I yield back.

Chairman BACHUS. Thank you.

Mr. Royce?

Mr. ROYCE. Thank you, Mr. Chairman. Mr. Gensler, as to the ap-
plication of the CFTC proposed rules to foreign counterparties and
to foreign dealers, I was going to ask you about a concern here over
rﬁgulatory arbitrage and over the fact that they are going to wait
this out.

You implement your policies here. We see more and more deriva-
tives business go to Europe. And at the end of the day, we have
American financial companies severely disadvantaged vis-a-vis
their foreign competitors.

I mentioned in my opening statement that in the long run, oner-
ous rules that are unnecessary will without doubt drive capital to
non-U.S. markets. And you have testified here that you are in con-
tact with regulators in Europe, you expect them to follow the
American approach, but how do you have those concrete assur-
ances? Do we have a Memorandum of Understanding with Euro-
pean regulators? Tell me how you assure us of that fact?

Mr. GENSLER. We are working very closely—all three of our
agencies are working very closely with the Europeans and Asian
regulators. We actually share our pre-proposal documents,
memos—

Mr. RoYcCE. Right.

Mr. GENSLER. —and drafts with them. I think, depending upon
budgets, I guess, but I will be back over in Europe in March in
front of the European Parliament possibly.

So we are working very closely. Their proposals, I am optimistic,
are quite consistent on clearing this end-user approach, swap data
repositories, the dealer regimes. They are a little bit time-wise be-
hind us, a little later than us.

Mr. ROYCE. Yes, they are going to be later. And I don’t know
where Brazil and Toronto and Singapore are going to be here, but
I think it is going to be very hard to try to convince us that Amer-
ican firms are not going to lose business to European competitors
when that is already happening now.

Let me ask you another question, and that has to do with the
fact I know today the SEC and the CFTC, you are saying they are
trying desperately to get this collaborative environment. But on the
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most important rules, you are failing to get that kind of collabora-
tion between the two agencies.

The differences in the derivatives markets you oversee are vir-
tually nonexistent. There is a lot of overlap there in products and
users. And the fact is that you insist on producing two very dif-
ferent sets of regulations here.

And if this is the end result, end users and investors are not
going to be better off. It is going to be a boon for foreign companies.
I will just give you a few of the—in terms of what is discussed in
the business press—real-time reporting, where the agencies have
different rules for the definition of what real-time means.

First, block trade definition and reporting time for block trades,
the number of data fields that must be reported is different, which
entity is tasked with submitting trade information to the public, all
different.

Second, we have the block trade definition where the SEC wisely
asked for further public comment and will likely embrace different
definitions, depending on asset class and liquidity, whereas, the
CFTC has offered a rigid, one-size-fits-all approach that many
argue is overly restrictive.

And then third, we have the swap execution facility rules, where
the CFTC requires sending a request for a quote to at least five li-
quidity providers. The SEC takes, I think, a more reasonable ap-
proach here in allowing the customers to choose how many liquid-
ity providers it will request quotes from.

But the bottom line is, it is different in every case. And I would
like your comment on that as well, if you would.

Ms. ScHAPIRO. I would be happy to comment on that, Congress-
man. I would say a couple of things. One is that we are working
very closely together and there are many more things that are the
same than that are different, although, you have pointed out, I
think, some important differences.

Mr. RoycCE. I picked up 50-some in the business press that have
been pointed out—

Ms. ScHAPIRO. I will—

Mr. ROYCE. —where they differ.

Ms. SCHAPIRO. We are still at the proposal stage so there is lots
of opportunity through the comment process and through our ex-
tensive meetings with industry and others to bring these rules clos-
er together.

And when we propose something, for example, it is different than
the CFTC. We actually ask people what would be a better ap-
proach? Is the CFTC’s approach a better, more realistic approach
or is the SEC approach better, or is there yet a third way to go
about dealing with this?

I would say also that there are some differences in the markets
that we are regulating. The security-based swap markets, which
really just represents about 5 percent of the notional value of the
swap markets, trade quite differently than the interest rate mar-
kets do, for example. And so, to some extent, the differences in the
marketplace will dictate—some things that are different.

But I will—let me please agree with you though, that where our
rules are going to fall upon institutions that are contracting and
working in both markets, it really is incumbent upon us to make
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them as close to identical as possible so that institutions aren’t put
under the burden of two separate sets of rules.

Where the rules go to, for example, differences in the way orders
might interact within the marketplace, there might be some jus-
tification for slightly different rules because of the nature of the
products that are being traded.

Mr. RoyceE. Mr. Chairman, thank you. Mr. Chairman, I have
questions for the record, without objection, on position limits,
which were meant to curtail speculation but could end up hitting
the long-term passive investors. I meant to ask that question, but,
I will put that in the record and then get the response from the
witnesses. Thank you, Mr. Chairman.

Chairman BacHUS. All right. Thank you, Mr. Royce.

Mrs. Maloney?

Mrs. MALONEY. Thank you, Mr. Chairman, and I thank all of the
panelists for your public service and your testimony today. In the
continuing resolution, there is—literally on the Floor this week,
there is a drastic cut in funds from what the President requested
in his 2011 budget for the SEC and the CFTC.

And our Republican colleagues have proposed that the SEC
budget and the CFTC budget be cut back to 2008 levels. Now, that
is the level and the year that the economy cratered and fell. And
I can hardly imagine that any of my colleagues are pleased with
the level of oversight that was performed by our regulatory agen-
cies in 2008.

So cutting them even more than what they had then, I feel will
make it impossible for them to implement Dodd-Frank and be re-
sponsible regulators. According to the Inspector General of the
SEC, the Republican proposal would force the agency, the SEC, to
cut roughly 600 in staff. Is that correct, Ms. Schapiro?

Ms. ScHAPIRO. I believe that is correct, although I will say, I
think the budget proposal coming out of the House is not to put
the SEC all the way back to 2008 levels, although it does represent
a cut off of the continuing resolution number.

Mrs. MALONEY. I would say that if you put it in perspective with
the numbers, a total loss of household wealth as a result of this
“Great Recession” has been estimated to be approximately $14 tril-
lion and the over-the-counter derivatives market is valued at about
$600 trillion. And in 2010, the GDP of the entire world was just
over $74 trillion and the infamous flash-crash on May 6th tempo-
rarily wiped out over $1 trillion.

So it seems to me rather penny wise and pound foolish not to in-
vest in the agencies that are required to come forward with the
new rules, the new studies, and to prevent the Madoffs of the fu-
ture. Now, as I understand it, and correct me if I am wrong, the
Dodg‘l-Frank bill calls for 95 new rules from the SEC. Is that cor-
rect?

Ms. SCHAPIRO. It depends a little bit on how you count but that
has been the ballpark estimate, yes.

Mrs. MALONEY. And 61 from the CFTC, right?

Mr. GENSLER. We think it is more on the order of 45.

Mrs. MALONEY. Forty-five? Okay.

Mr. GENSLER. That is right. But I don’t know. People can count
different ways.
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Mrs. MALONEY. And how many studies are you required—I know
the bill had 60 studies—to do?

Ms. ScHAPIRO. The SEC is required to do 20 studies—more than
20 studies and to create 5 new offices within the agency.

Mrs. MALONEY. How in the world are you going to do that with
a reduced budget? Can you hire the people to oversee the new—
the derivatives and everything that you have to do?

Ms. ScHAPIRO. No. Clearly, we will not be able to operationalize
the rules that we are promulgating and ultimately adopting under
Dodd-Frank under that budget scenario. I will say, if we were able
to hire people, we can get them.

We are getting amazing talent willing to come to the Securities
and Exchange Commission at this time and work with us on all of
these important issues. But we are under a hiring restriction right
now.

Mr. GENSLER. And I would just say this: The staff of the CFTC
has been excellent under this uncertainty of the budget. They are
just doing terrific work. I think we will be able to, working with
the SEC and the public, continue writing rules, but there is no
doubt that in 2012, we will not be able to oversee the markets and
ensure the transparency in the markets.

If we were taken back to 2008 levels, however, then we would
be in a very different circumstance because we are in a unique cir-
cumstance where we were just growing back to where we were in
the 1990s, so taking us back to 2008 would have to entail, unfortu-
nately, significant reductions in force.

Mrs. MALONEY. The OTC derivatives market is valued at about
$600 trillion, and in 2010, the budget for the CFTC was just $169
million. So as my colleagues call for more oversight and account-
ability, we certainly need to give the tools to the oversight agencies
to get the job done. So I certainly hope that my colleagues on both
sides of the aisle will support appropriate funding for the CFTC
and the SEC.

There has been talk that we are not competitive in the world.
Some of my colleagues said that we have a competitive disadvan-
tage, but with Basel II the capital requirements are the same. Is
that correct? Our capital requirements are not higher, are they,
Mr. Tarullo?

Mr. TARULLO. That is correct.

Mrs. MALONEY. So we are in an even playing field on the capital
requirements and the leverage requirements? Are we on an equal
playing field there?

Mr. TARULLO. Yes. We have internationally agreed upon a lever-
age ratio, yes.

Mrs. MALONEY. So do you believe that our markets are in some
way disadvantaged—

Mr. TARULLO. First—

Mrs. MALONEY. —because we have regulations?

Mr. TARULLO. Certainly with respect to—

Mrs. MALONEY. But a regulation that didn’t appear to work in
2008.

Chairman BACHUS. Mrs. Maloney, we will let him answer the
question.

Mrs. MALONEY. Okay. Yes.
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Mr. TARULLO. Certainly with respect to capital, we have been
able to standardize across all the members of the Basel Committee.
There is obviously still discussion going on about the standards to
be applicable to central counterparties as such. Those are the ones
that Chairman Gensler was referring to a few moments ago.

Chairman BACHUS. Thank you.

Mrs. Biggert?

Mrs. MALONEY. But my time has expired.

Mrs. BIGGERT. Thank you, Mr. Chairman. This first question is
for Chairman Gensler. Currently, the CFTC is looking at setting
position limits on swap data. And my concern is—and I know I
asked this question, I think of you and of Secretary Geithner in
2009—whether there was an analysis that looked at the critical
and necessary data regarding this?

And it seems—I am concerned that—and in fact, multiple futures
exchanges have raised concern that without this critical data, there
will be improperly set position limits which would negatively im-
pact liquidity and effective price risk hedging. And it seems like
you are putting the cart before the horse if you don’t have the
study of this data that is so important.

And, I think it—not analyzing it before you put a new regulation
in, and my concern, not only here, but there is talk of some dealers
looking at moving abroad, and we are going to lose those jobs.
Could you comment on that?

Mr. GENSLER. The proposal the Commission put out in January
is consistent with the congressional provisions that we put some-
thing out with regard to the physical commodities, metals, ener-
gies, and agriculture. The agency has had, in working with the ex-
changes, position limits and most of these for what is called the
spot month, but also looking at the other months, what is called
the back months.

And there really would be three steps to this. A proposal phase—
we have asked the public for comment on the very data that you
are talking about. We are going to be well-informed. Final rules
will not be taken into consideration until we get comments. We got
8,200 comments on an earlier position limit proposal a year ago. No
doubt, we will get a lot of public input, and it will be helpful.

We changed the proposal based on those earlier comments. We
will probably change the final based on these comments.

The third phase is actually getting data from the market when
the swap data repositories are stood up, and we anticipate that
that is going to take some time.

Mrs. BIGGERT. But that is really crucial in how you are going to
be able to set those limits so that there won’t—there won’t be
something done before you get that data?

Mr. GENSLER. We have actually anticipated that the proposal
says that even once it is a final rule, it would not be implemented
until there is data upon which to apply a formula. Position limits
historically have been done based on a formula of the total size of
the market. How big is the market and so—

Mrs. BIGGERT. But my concern is that we are going to have some
of these traders that are going to go abroad because they can’t
wait, with all the comments and then to have the—to set that later
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on. It seems like you are putting the cart before the horse in not
having the data before you really set those limits.

Mr. GENSLER. Again, Congress asked us to put proposals out. We
are soliciting comments. It is very important to get comments on
these 28 physical commodity markets. We have had position limits
in the agricultural markets for decades. There were positions in the
energy markets and metals markets in the 1980s and 1990s, in
fact, all the way through 2001.

And we look forward to public comments. But it does say in the
proposal that they would not go into effect until they are based on
the actual statistics on the size of the futures market as well as
the swaps market.

Mrs. BIGGERT. Okay. Now Congress may have been wrong in how
they designated that should be done, but—let me go on to another
question.

Chairman Schapiro, the Department of Labor has proposed a
new definition of “fiduciary” which would significantly modify 35
years of established law defining who is an investment advice fidu-
ciary and then the SEC has completed their 913 study which looks
at the standard of care required of broker-dealers and investment
advisors providing personal investment advice about securities to
retail customers.

Both of these proposals will be setting advice standards for retail
IRAs. Have the DOE and the SEC consulted on these proposals or
is there something that could come out differently as opposed to—

Ms. ScHAPIRO. Congresswoman, you are right, we published our
investment advisor broker-dealer fiduciary study several weeks
ago. We were very clear there to say that it does not implicate the
fiduciary standard under ERISA.

And you are also correct that the Department of Labor has re-
cently proposed to expand the fiduciary definition under ERISA
and that has the potential to affect some ongoing arrangements
and relationships between broker-dealers and their IRA clients.

We are very prepared to work with the Department of Labor. We
have offered any information or expertise that we can provide to
them about the regulation, in particular of broker-dealers in the
context of advising ERISA accounts. And we will continue to reach
out to them and see if we can be of help.

Mrs. BIGGERT. But have you actually been in contact with them?

Ms. SCHAPIRO. Yes.

Mrs. BIGGERT. Okay. Thank you. I yield back.

Chairman BAcCHUS. Thank you.

Mr. Watt?

Mr. WATT. Thank you, Mr. Chairman. I would like to use my
time here to kind of zero in on the part of this that I had the most
involvement in, Section 733, which became known as the Watt-
Meeks amendment, and ask a couple of questions about the pro-
posed regulations that cover that section.

It seems to me that one of the great accomplishments of Dodd-
Frank was to pull derivatives trading out of the shadows and into
the sunlight, requiring standardized swaps to be traded on swap
execution facilities or exchanges that create pre-trade price trans-
parency.
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Section 733, known as the Watt-Meeks amendment, even in-
cludes a rule of construction and directs the SEC and the CFTC to
update their rules to require the use of the best technology avail-
able for creating pre-trade price transparency.

We were intentional in not asking for flexibility for swap dealers.
When swap dealers had flexibility before Dodd-Frank, they chose
the least transparent method of trading, which was telephone calls.
So instead, Congress said that swap execution facilities must give
multiple participants the ability to trade swaps by accepting bids
and offers made by other participants using the best technology for
pre-trade price transparency.

Chairman Gensler, it seems to me that your draft rule comes
pretty close to doing what we were trying to get to. Am I correct
that you require a swap execution facility to include a central trad-
ing screen where everyone can see everyone else’s prices?

Am I clear that you are not going to allow swap dealers to trade
only on some dark corner of the platform where one participant
asks for quotes that only he or she can trade and that dealers will
have to put their prices on the central trading screen? Am I correct
that is what you intend?

Mr. GENSLER. It is correct that the proposal brings transparency,
that the facilities have to allow any participant to put a live bid
or offer. So everybody can see that.

Mr. WaTT. Okay. All right.

Mr. GENSLER. But no one will be required to do it. There is no
market maker obligation. It is just if you want to, you get a choice.
But the end users would also have a choice if they didn’t want to
put a firm bid or a firm offer, they could also use a request for
quotes.

Mr. WarT. All right—

Mr. GENSLER. But you have that—

Mr. WATT. —and then let me go to Chairman Schapiro. Because
it seems to me that your proposal differs and hasn’t taken Con-
gress’ directive as seriously as the CFTC is, because you are allow-
ing security-based swap execution facilities—and I am quoting from
your proposal “could simply enable every participant to choose to
send a single request for a quote to just a single liquidity provider,”
which seems to me not to be what we are trying to get to here.

Are you all interpreting these things differently? Or are you set-
ting up a situation here where you are going to have the potential
for a race to the bottom with the two agencies potentially inter-
preting this thing differently or setting up a different set of rules
and enabling participants to argue that the lowest common denom-
inator ought to be at play here?

Ms. ScHAPIRO. I don’t think so, Congressman, and we have taken
it very seriously but we have taken a slightly different approach,
I think in part dictated by the fact that the security-based swap
market, which were swaps on single issuers or of narrow indices
of securities, are really quite different than the much more liquid
foreign exchange or interest rate or commodity swap markets.

So we thought that it did dictate for a slightly different approach
in our proposal. And again, it is just a proposal. We would not per-
mit single dealer platforms under our proposal. What we would do
is define SEF as a trading platform that allows more than one par-
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ticipant to interact with the trading interest of more than one par-
ticipant.

And under that, the quote requesting party must have the ability
to send a single request for quotes to all the participants on that
trading platform. But if that party also seeks to limit the number
of participants to whom their quote goes to, they would have, at
their option only, not at the SEF’s option, the capability to do that.

Mr. GENSLER. And if I might say, where the two agency’s pro-
posals line up is both of them say that to be an execution platform,
you must allow any market participant, even if you all weren’t in
Congress and you set out to be a market participant, you could get
in and make a live bid, a live offer, put your capital at risk and
compete.

Markets work best when they are transparent and there is com-
petition, and both rules have that. There is a little bit of difference
on this request for quote approach, and we are looking for public
comment to see if they should be synched up as well.

Mr. WaTT. Thank you, Mr. Chairman. I yield back.

Chairman BacHUS. Thank you, Mr. Watt.

Mr. Garrett, the subcommittee chairman?

Mr. GARRETT. I thank the Chair. And so, when you think of all
the rules that have already come out and all the regulations, the
proposed and the mounds of paperwork that have come out in just
a short period of time, with these agencies not specifically funded
to the level that they want to be funded at, I can only hazard a
guess what we would be looking at right now if they had all the
money that they really asked for.

I guess the takeaway from this hearing so far is, from the other
side of the aisle, the solution to all the problems that we have is
to simply spend more money on it. And I guess the takeaway from
this side of the aisle so far is the solution to the problems is we
want to get it right as far as the rules or regulations that these
agencies are promulgating.

If you look at past history. If you look at reg—NMS and you look
at—compare that to what we are doing today. Now that was regs—
and rules coming out of the law of around 80-some-odd pages. We
are looking at 1,000-some-odd pages.

That took, I am told, from 4 to 6 months from rulemaking—pe-
riod of time, here. There they did it for approximately 15 months,
and there they took over, I guess, oh, about a 3-year period of time
to roll them all out and actually get into implementation.

Here, we are compressing this into a much, much shorter period
of time and a much larger area of the environment where we are
going to ask the industry to come up with an entirely new architec-
ture, structure, build new complex—new technology systems that
they don’t have yet, create a whole new operational process they
don’t have yet, a whole new legal documentation process that they
don’t have yet, creation of new clearinghouses, SEFs, connectivity
between all these entities.

All of that wasn’t there in the past. You are trying to do it now
in an extremely expedited manner. So it goes to the point I raised
before. If we do it in the way—in the timeframe that you are talk-
ing about now, won’t this lead to a seizing up of the derivatives
market?
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Won't it lead to a sending of the derivatives market overseas, or
at the very least won't it create unfair advantages between the big
players in the marketplace and the very small players who cannot
simply keep up with what you are trying to do? I will leave that
to Mr. Gensler right now.

Mr. GENSLER. We have asked, in the midst of each of these
rulemakings, and we have asked more generally, to hear from the
public on the phasing of the implementation. Congress allowed us
some discretion, both agencies, that no rules should become effec-
tive sooner than 2 months after the July date, the implementation
date. But it could be later.

So for the same reason that you just raised, Congressman, we
want to hear from the public as to what rules can be done a bit
sooner which rules need more time. Because there is a cumulative
cost of this. It is a paradigm shift, as you are referring to, and I
think we want to, as you say, get it right.

Mr. GARRETT. Ms. Schapiro?

Ms. ScHAPIRO. I would agree with that. I think, unlike the statu-
tory deadlines that we have been working through, we have much
more discretion with respect to the implementation timing and se-
quencing. So that we can put the rules out and make them effec-
tive in an order that actually makes sense for the industry in order
to build systems, develop compliance—

Mr. GARRETT. Right, so can both of you, realizing that the feed-
back that you are already getting on all those points, can both of
you sit here today and tell us that you would like Congress to give
you more time? Because we know we have a deadline of July.

Do either one of you think that you can do this appropriately and
meet the deadline of July and still have fairness to the marketplace
that we are talking about?

Mr. GENSLER. I think we actually already have the discretion on
the implementation.

Mr. GARRETT. On implementation, but how about the rule pro-
mulgation?

Mr. GENSLER. I feel that with the significant crisis of 2008, which
was a very real crisis, and the excellent staff at the CFTC and
Commissioners, what timing has been put out there is doable. We
are human. Some of these will happen after July, no doubt.

Mr. GARRETT. That is not in the statute. It is—

Mr. GENSLER. It is not like a firm deadline that I understand.
We are going to get this right and some of these will be after July.
But we are also going to take up final rule writing in the spring
and summer.

Mr. GARRETT. One aspect of it, and I will ask both of you this,
is under the—President Obama’s Executive Order instructing cer-
tain Federal agents to review regulations to ensure they do not sti-
fle job creation and make the economy less competitive, this doesn’t
apply to either one of you, I don’t believe, by the Executive Order.

But is it part of your process that you are going through, that
you wish to comply with that Executive Order so you make sure
we don’t stifle jobs and we don’t hurt the economy?

I will start with Ms. Schapiro.

Ms. SCHAPIRO. Sure. Congressman, as you and I have discussed,
the terms of the Executive Order don’t apply to the Securities and
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Exchange Commission. But we have determined that it makes
sense for us to try to act as though they do. I should say right off
the top that much of what is in there, we already do. We already
comply with the Paperwork Reduction Act, the Regulatory Flexi-
bility Act—

Mr. GARRETT. So you are going to try to comply with it?

Ms. SCHAPIRO. —cost-benefit analysis. But in terms of being able
to go back and look at some of the rules that have been around for
many, many years, and see if they are having an unintended con-
sequence given all the changes in our economy and in technology,
in particular, we want to do that. We want to look at the impacts
on small businesses.

And we have been very focused in our rulemaking over the last
year, in particular, to make sure that where we can give delayed
compliance dates for small business, we are trying to do that and
be as accommodating as we possibly can.

Mr. GARRETT. Mr. Gensler?

Mr. GENSLER. We took a very close look at the Executive Order.
Our practices are consistent, though Congress has given us direc-
tions on how to do cost-benefit analysis. It is called 15A of our act.
So we have to follow congressional mandate rather than an Execu-
tive Order.

In terms of looking at our entire rulebook, we do plan to do the
120-day plan where we would tell the public how we are going to
look at our entire rulebook, even if it is not related to Dodd-Frank.

Chairman BACHUS. Thank you, Mr. Garrett.

Mr. Sherman, before I go to you, Mr. Hingjosa has a brief unani-
mous consent request.

Mr. HiNnoJOSA. Thank you, Mr. Chairman. I am asking unani-
mous consent that my statement be made a part of the record.

Chairman BACHUS. Yes, and all statements will be.

Mr. HINOJOSA. Together with two letters, one by Richard Whit-
ing of the Financial Services Roundtable dated February the 7th,
and the other is a statement by Craig Reiners of MillerCoors Cor-
poration.

Chairman BACHUS. Thank you, and let me say this to all mem-
bers, at the end of this hearing, you can submit any letters for the
record, if you would like. Thank you.

Thank you, Mr. Hinogjosa.

Mr. Sherman?

Mr. SHERMAN. Thank you, Mr. Chairman. Dodd-Frank redirects
the CFTC to adopt commodity position limits in order to prevent
excessive price fluctuation and, of course, deliberate market manip-
ulation. I know some of my colleagues have asked about this or
other aspects of this particular provision.

As part of this authority, the CFTC is entitled to consider exemp-
tions for different classes of investors to allow for enhanced protec-
tions without unduly restricting investors’ options. I am concerned
that the Commission’s proposed regulations make no distinction be-
tween investor classes, treating market speculators the same as or-
dinary commodity index fund investors.

Is that the way these regulations should work? Or should there
be a distinction between commodity index funds that buy and hold,
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versus those that are in and out of the market in days, hours or
minutes?

Mr. GENSLER. We put out proposed rules that, as Congressman
Sherman has said, did not make a distinction because the statute
doesn’t make a distinction in that way. The statute does make a
distinction between bona fide hedgers, which in the statute, and
this has been true in our statutes since the 1930s in some regard,
relates to having some physical commodity in a merchandising
channel.

Congress, in Dodd-Frank, tightened that definition. So we have
to comply with the intent of Congress. And it tightened it with re-
gard to swap dealers. Swap dealers were, under various No-Action
letters from the CFTC, able to be bona fide hedgers.

And Congress tightened that to say, only to the extent that you
actually are helping somebody on the other side hedge something
who has the physical commodity in a merchandising channel, and
so forth. So we are trying to take this up as Congress decided. But
we look forward to the public comments on it. It is going to be a
very thick comment file.

Mr. SHERMAN. Every time I ask a regulator about something,
they always say it is Congress’ fault. Has your Commission rec-
ommended a technical fix? Or do you think that it is appropriate
as a matter of policy not to distinguish between the in-and-out in-
vestor on the one hand and the commodity index fund on the
other?

Mr. GENSLER. We have not recommended a technical fix. This
was something that was debated in many committee hearings,
maybe not in this committee, but in other committees, about the
role of index investors and so forth.

But we do look forward to the public comment and your com-
ments and, as to getting this—

Mr. SHERMAN. Yes, I may disagree with you on whether the ex-
isting statute gives you the flexibility here. The statute does say
you are supposed to adopt limitations as appropriate. And I look
forward to working with your attorneys to convince them that we
don’t need the technical fix.

Assuming your attorneys do come to you and say, “Yes, you can
distinguish between classes of investors in these regulations,” as a
matter of policy, should there be a difference between the index
fund on the one hand and the day trader on the other?

Mr. GENSLER. I think I am just going to say I am going to keep
an open mind. With 8,200 comments on the last position limit rule,
I think this one is going to be such a thick comment file and I am
going to keep an open mind as a Commissioner, to these views.

Some have recommended there be class limits on all indexers.
Some have recommended that there should be no limit. So there is
a wide set of comments that we are already receiving on index in-
vesting.

Mr. SHERMAN. I hope you are able to give a clear and more defi-
nite response to some of my other colleagues’ questions. But on this
one, I just gather that you are keeping an open mind as to both
the law and the policy. And I yield back.

Chairman BACHUS. Thank you.
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Let me say this: This first panel will be excused at 12:15. And
we will seat the second panel. And I know Mr. Reiners from
MillerCoors is sitting there on the first row, ready to testify. So we
will find out what your announcement this morning does to the
price of beer, whether—if it helps it or hurts—

Mr. GENSLER. Hopefully, the transparency will keep beer for all
Americans well-priced.

Chairman BACHUS. I think the margins requirements may help.

Mr. GENSLER. I hope so.

Chairman BAcHUS. Mr. Neugebauer? Thank you, sir

Mr. NEUGEBAUER. Thank you, Mr. Chairman. Mr. Gensler, I
have some serious concerns about the high cost and the severe con-
sequences and burdens that Dodd-Frank is going to be putting on
a number of different agencies.

And I have asked all of the entities that are affected by Dodd-
Frank to furnish us information of what is the startup cost and
what is the continuation cost of just implementing Dodd-Frank.

I have heard from your counterparts on either side. I got a nice
thank-you letter for me sending you a letter. But I am looking for
a little bit more robust and detailed response to that letter from
your agency, as well.

Mr. GENSLER. I think that you received it this morning. And I
apologize if maybe it is just in transit. But I would be glad to take
any questions about the letter.

Mr. NEUGEBAUER. Thank you. I think one of the things we saw
in the President’s budget that he laid out is that he is estimating
that it is a $6.5 billion number to implement Dodd-Frank, maybe
going to hire over 5,000 new people. I believe that number, when
we do the calculations and I think when we get some history on
that, I think it is going to be a much bigger number than that.

But one of the things I am concerned about is, for example, the
CFTC’s chief compliance officer rule requires firms to designate a
chief compliance officer; establish and administrate a complete new
set of compliance policies, including implementation and compli-
ance with hundreds of pages of business conduct rules; prepare an
annual report to regulators; perform a review of every requirement
under the Commodity Exchange Act, and your agency’s estimate of
what this would cost the market participants is $13,600.

Everybody else out there who is about to implement this said
this is going to cost millions of dollars to comply with that. And so
one of the things that I think is flawed about this and the fact that
we are accelerating this process and putting these rules out at
re(lzord levels is we are not doing any cost-benefit analysis of these
rules.

And we have underestimated, in many cases, the cost of com-
plying with these. So as we talk about Dodd-Frank, in the sense
that we think this is going to be a wonderful thing for transparency
and integrity in the markets, the question is, what are the markets
going to look like when we get through making them more trans-
parent and operating with integrity? Are they actually going to be
incrementally more transparent and is there going to be incre-
mental integrity in the markets?

But also, the cost of achieving that? And what I am very con-
cerned about is, long term we are going to be pushing those mar-
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kets to other places. In fact, in the past few weeks, I have sat down
with some of the people who are participating in these markets.
These markets are looking for a pressure relief valve because they
are looking at these kinds of costs. And for our smaller partici-
pants, this is an extremely big problem.

And so I guess the question I have to you is, what kind of cost-
benefit analysis is going on as you are churning these regulations
out to actually determine the cost of compliance and the impact of
that cost of compliance to the markets?

Mr. GENSLER. And if I might also answer your earlier question,
in the letter and in the budget, this agency has talked about $308
million, $77 million related directly to Dodd-Frank, and about 240
positions directly related to Dodd-Frank in the 2012 numbers.

We as an agency are mandated by our statute, Section 15A, on
how to do cost-benefit analysis, which was adopted many Con-
gresses ago. That has directions, actually rather detailed, about
taking into consideration the price discovery function, the lowering
risk, about the integrity of markets to which you just referred.

We also asked, in each of our rules, a question to please help us.
As commenters come back with the cost, because those are impor-
tant for our consideration before we move to final rules, to actually
hear from the public.

I think the figure you might have referred to—though I don’t
know every rule by heart, is within the Paperwork Reduction Act
piece of it. We asked for comments on those costs as well as the
cost-benefit analysis costs so that as we go forward to consider final
rules, we get the public’s thoughts on that, as well.

Mr. NEUGEBAUER. So are you doing cost-benefit analysis?

Mr. GENSLER. Oh, absolutely, in compliance with our statute.

Mr. NEUGEBAUER. When in the process are you doing that, before
you send out the rule or after you get comments from the rule?

Mr. GENSLER. It is an ongoing process, but it is pre-proposal, it
is part of the proposal phase, and then it is informed further by
commenters as we move to the final rule, as well.

Mr. NEUGEBAUER. Is that cost-benefit analysis made available to
the people that you are requesting comments for so they can
record—

Mr. GENSLER. Yes.

Mr. NEUGEBAUER. —kind of respond to your analysis and—

Mr. GENSLER. Yes. And I don’t know if Chairman Schapiro—we
are under different guidelines, but yes.

Ms. ScHAPIRO. We publish our cost-benefit analysis. Our econo-
mists develop data the best they can. They might use survey infor-
mation. They might look to analogous rulemakings to see what
costs were associated there. We see comments on the cost-benefit
analysis. And it is, as Chairman Gensler said, further informed by
the comment process.

Oftentimes the people who have the best handle on costs are
going to be the industry charged with complying with the rules or
implementing the rules. And so we are highly reliant on their infor-
mation.

Mr. NEUGEBAUER. So is this—

Chairman BAcHUS. I thank the chairman. And I will thank the
gentleman from Texas.
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Mr. NEUGEBAUER. Thank you.

Chairman BAacHUS. Mr. Meeks?

Mr. MEEKS. Thank you, Mr. Chairman.

Mr. Gensler, I just have a couple of quick questions that I want-
ed to ask. I was pleased to see you refer to the cooperation with
foreign counterparts in your prepared testimony. The Dodd-Frank
Act, of course, recognizes the limits of the U.S. jurisdictional au-
thority by clarifying that provisions of Title VII do not apply to ac-
tivities outside of the United States unless they have a direct and
significant connection with activities in, or effect on commerce of,
the United States.

My first question is, what steps have you taken or do you pro-
pose to take or intend to take to ensure that United States firms
can compete internationally on a level playing field with their for-
eign competitors and foreign jurisdictions?

Mr. GENSLER. We have had extensive dialogue and discussion
with regulators around the globe and with the very industry that
you are referring to, the large international banks. The inter-
national banks that are not headquartered here, that are in Europe
and in Asia, have largely come in and say they anticipate reg-
istering as swap dealers to offer swaps to U.S. counterparties.

So whether you are a European bank or Asian, you want to offer
swaps to U.S. counterparties. The U.S. banks, of course, have con-
sidered that they would be registering, sometimes not once, but
maybe two or three different legal entities would register.

But at the core, we are working with the other regulators shar-
ing our drafts with them. Of course, we have a statute that has
been passed. And the only other country that has one so far is
Japan. The European Parliament is taking their proposal up this
spring.

Mr. MEEKS. So there is continuing dialogue, do you think, be-
cause I am interested especially with the—

Mr. GENSLER. There is continuing dialogue, but there is also,
through international forums, something that Chairman Schapiro
I think co-chairs, IOSCO, which is an international forum. There
are panels that the Federal Reserve sits on. We are just a small
agency. We are usually the junior member.

But these international forums have actually pretty aligned and
consistent rules on clearing, for instance, data repositories. And we
are also going to be entering in to Memorandums of Understanding
with at least a half a dozen other foreign regulators.

Mr. MEEKS. Let me also—because you also noted in your testi-
mony that the CFTC recently proposed position limits on several
commodities. And I have been told that the experience in London
shows that it could be difficult to ascertain the true position in ag-
gregate of traders.

Do you believe that sufficient transparency exists for the CFTC
to effectively enforce such limits? And can you speak on the impact
of position limits in curbing speculation in commodities such as 0il?

Mr. GENSLER. I believe with the passage of time, there will be
such transparency because the statute allows that all the informa-
tion for swaps will come into data repositories. We will benefit from
that information. And that is why the rule has a bit of delayed im-
plementation until some of that information is in.
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The CFTC is not a regulator that regulates prices. We are a reg-
ulator that ensures transparent, open, competitive markets that
have integrity. And so it is in that context that position limits have
been used to just ensure, in essence, that there are not con-
centrated positions, particularly in the spot month where corners
and squeezes in physical commodities can happen.

Mr. MEEKS. I will tell you one concern that I have, how do we
protect the United States from speculation, especially on things
like oil occurring outside of the United States, which then has a di-
rect impact on us? Could you tell us what we could do to try to
curb and monitor the risk of speculation occurring outside of the
United States?

Mr. GENSLER. If I might, speculators have a role in the markets.
Hedgers and speculators need each other and meet in a market-
place. This has been true in our markets even when the corn pro-
ducer or wheat producer wanted to know, how do I hedge my crop,
come the harvest? There was a speculator on the other side. So
speculators are part of the commodities markets. They are part of
the swaps marketplace.

Position limits authority, which was put in place in the 1930s,
was to guard against burdens that might come from excessive spec-
ulation. One of those burdens that we know about like corners and
squeezes, or that the size of the crowd is so small that there are
only a handful of speculators that might have concentrated posi-
tions in a marketplace.

I don’t know if that answers your question. The oil market, the
energy markets are global. The financial markets are global. Risk
does not know any geographic boundary in today’s modern, techno-
logical, and communications world.

Mr. MEEKS. I am out of time.

Chairman BacHUS. I thank the gentleman.

Mr. McHenry?

Mr. McHENRY. Thank you, Mr. Chairman. And to follow up on
my colleague from New York’s questions, we have missed having
a Federal Reserve comment on this question about international
competition.

And to that, Mr. Tarullo, looking at the derivatives marketplace,
do you foresee a major shift in markets other than the United
States as a possibility?

Mr. TARULLO. Congressman, I suppose anything is possible. But
I think—what I think you are hearing today is that there are two
kinds of processes under way, which actually intersect to a consid-
erable degree. The first is a domestic regulatory reform exercise
driven by statute and implemented by the agencies you see in front
of you and some others as well. And the second is an international
process, which pre-existed the crisis, but which has been energized
and extended because of the crisis.

As I noted in my response to an earlier question, on the capital
regulatory side we have been able to achieve a considerable harmo-
nization of the kinds of requirements that would be applied to de-
rivatives as well as to other credit and market risk exposures.

In the payment systems arena, I think there is an awful lot of
interest among other countries because, frankly, they have seen
what can happen when you don’t have a transparent, well-
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collateralized market functioning in derivatives, or indeed, any
other set of areas.

So while I can’t sit here today and tell you that I think the agen-
cies have collectively gotten the level of agreement, much less im-
plementation, they would like to see, my impression in this area—
and it is only an impression—is that things are moving in the right
direction.

I think it is important to note that each of the other financial
centers that people talk about as growing as the emerging market
world grows is in a jurisdiction which is a member of the Financial
Stability Board and the Basel Committee. So these people are at
the table.

Mr. McHENRY. Thank you.

Ms. Schapiro, in a Financial Times article today, the Muni En-
forcement Division Chief is quoted within—from one of your SEC
employers—employees—is quoted as saying that muni disclo-
sures—or the municipal bond market has become, “a top priority
of the SEC.” Can you comment on that?

Ms. SCHAPIRO. Sure. When we set out to reform how our enforce-
ment program worked 2 years ago, one of the goals we said was
to create specialized units where we could have staff focus on par-
ticular types of cases become very deep, very expert, more efficient
in bringing just those kinds of cases. And municipal securities was
an area we thought was particularly important for us to focus
upon.

We have seen, as you have read in the paper and seen in some
of the cases we have brought, real concern about the quality of dis-
closure on municipal issuers to investors. And we don’t have the
authority at the SEC to dictate or to tell municipal issuers the way
we can corporate issuers what they must disclose.

We tried to get at that through the intermediaries that buy and
sell municipal securities. So we will tell broker-dealers, you can’t
buy and sell these securities unless you ensure that the municipal
issuer is making the following kinds of disclosures.

So that is an indirect tool. It is all we have really with respect
to the disclosure except for our anti-fraud authority. So to the ex-
tent that a municipal issuer is misleading in its disclosure docu-
ments about the state of its pension liabilities or something else
}hatdis material, we are able to pursue that as a matter of anti-
raud.

Mr. McHENRY. Is there a challenge between the government ac-
counting standards and the financial accounting standards—

Ms. SCHAPIRO. There is—

Mr. MCHENRY. —a real challenge?

Ms. SCHAPIRO. —a challenge. We can’t dictate what accounting
standards they use—

Mr. McHENRY. GASB.

Ms. SCHAPIRO. —either. Many municipalities use GASB. Some
use FASB and I—there are other alternatives out there. But we—
so we have a—sometimes have a lack of comparability as a result
of not having required accounting standards.

Mr. McHENRY. And that lack of comparability it—does that pose
a challenge in understanding disclosures—

Ms. SCHAPIRO. It—
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Mr. McHENRY. —and enforcement?

Ms. SCHAPIRO. —it is a challenge for investors, we understand.
The other problem is the timing of disclosure. We can’t say that
you must report year-end results within 90 days or a set period of
time. And so some municipalities disclose their financial results a
year or even more, in some few instances, later.

I will say one of the big improvements in this area has been the
creation by the MSRB of the EMMA System, which allows for a
great deal of electronic disclosure. And I think that has made life
a bit easier for investors.

Mr. MCHENRY. Is there more authority that the SEC would need
to have accurate disclosures?

Ms. SCHAPIRO. There is authority we would need. We have been
in the process—although for resource reasons we have had to shut
it down or pulled in field hearings around the country. We did one
in San Francisco and one in Washington to collect the information
about the state of the municipal markets, particularly, with respect
to disclosure and sales practices, accounting, and other issues, so
that we could build a really strong record for what we think the
real issues are, and how we might come to Congress and ask for
you to help us in solving those.

While we haven’t continued the field hearings at this point, we
are still collecting lots of comments and meeting with lots of people
who have an interest in this market. And I suspect we will come
to Congress at some point with some proposals.

Mr. McHENRY. Thank you.

Chairman BACHUS. At this time, I will recognize Mr. Lynch. But
before I do, the witnesses who are on the second panel, if you want
to be excused for 10 or 15 minutes and just be back at 12:15, you
may want to take a break now.

Mr. LyNcH. Thank you, Mr. Chairman. And again, I thank the
witnesses. I was reading this morning in one of the reports that the
notional value of the derivatives market is about $600 trillion.

I am also concerned that 97 percent of the U.S. market in deriva-
tives outstanding is actually represented by just 5 commercial
banks. They have a very concentrated market here. They also have,
not surprisingly, 97 percent of the clearinghouses owned by just 5
banks.

I had an amendment in the Dodd-Frank Bill that was sort of wa-
tered down in the Senate regarding the governance of these clear-
inghouses, and the ownership of these clearinghouses. And I know
that we have a proposed rule that is out there.

But there are some real conflict-of-interest risks out there, con-
cerns. One is that these clearinghouses could operate—being oper-
ated by these five banks, basically, could operate for their own ben-
efit.

They could operate as cartels. They could restrict the products
that are cleared, who gets to play. And probably the most dan-
gerous risk is that we are going to allow these clearinghouses to
set their own risk management standards. We are going to allow
them to establish their own collateral requirements.

And while we have taken that risk and dealt with it on the
bank’s side, we are going to allow in these clearinghouses this
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small group of individuals to establish how much collateral they
are going to be required to put up.

And, it is just ironic that we are seeing a huge shift in risk from
the banks that are now being dealt with. But we have a gap here,
in my opinion, on the clearinghouse side.

Chairman Schapiro, I know you have been doing great work on
this, as all of you have. But where are we on this proposed rule?
And do you believe that we are heading in the right direction on
this?

Ms. ScHAPIRO. Thank you, Congressman. I think we obviously
have taken very seriously the requirement that we seek to mitigate
conflicts of interest in both the clearing agencies and the swap exe-
cution facilities. And we have identified the same risks you have.

The risks that too few products will actually clear, the risk that
a small group of dealers if they are in control might limit access
by other participants to the marketplace. And the concern that
they could lower risk management controls to reduce their collat-
eral requirements.

So what the SEC did was to propose two alternatives for how to
deal with ownership in voting within clearing agencies. And we
have set some numerical thresholds. One alternative would say
that no single participant can vote more than 20 percent of the vot-
ing interest.

And all the clearing agency participants collectively would have
an aggregate cap of 40 percent. And then, we would have some re-
quirements on the board of directors and on the nominating com-
mittee to have independent directors on those.

And the other alternative was to say no individual participant
could have more than 5 percent of the voting interest. There would
be no aggregate cap. But the board would have to be majority inde-
pendent and the nominating committee solely independent.

What you can see by that is we are trying a couple of different
triggers and combinations to see if we can try to mitigate the con-
flicts of interest that exist. And at the same time, the access rules
that we will ultimately propose that will provide for as maximum
access to clearing agencies as possible is yet a third way to help
mitigate the conflicts.

I can tell you that almost nobody liked our proposals. We got lots
and lots of—

Mr. LyNcH. That is a good sign.

Ms. SCHAPIRO. I am not sure. Some people thought that they
weren’t tough enough and some people thought they—

Mr. LyNcH. Oh, okay.

Ms. SCHAPIRO. —were way too tough. And we have to balance
this with the need to have entities willing to invest in these enti-
ties so that we can have robust and strong clearing agencies. So
where we are in short is that we are working through many, many
comment letters and continuing to refine our approach and con-
tinuing to talk and meet with people. And I couldn’t honestly tell
you right now where we will land

Mr. LYNCcH. Okay. Thank you.

Mr. Gensler?

Mr. GENSLER. I would associate my remarks with Chairman
Schapiro. But I think on the point of access, Congress said that
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clearinghouses have to have that open access, meaning member-
ship has to be broadened out.

The futures marketplace and the securities marketplace have
pretty open access to clearinghouses in each of the spaces. The
swaps marketplace has been more concentrated. The Congressman
is absolutely correct on that.

And so we proposed some rules in December to try to open up
that membership consistent with what Congress said—nondiscrim-
inatory access. These access provisions are critical. We want the
public comment, but I suspect there will be some commenters op-
posed and some for.

Mr. LYNCH. If I could suggest, rather than just having inde-
pendent directors who might be agnostic, I think what might work
in that context is actually having competing commercial interests
on those boards, not necessarily adversarial but having competing
interests. That will work as a regulatory force in sort of balancing
out the operation of these clearinghouses. I think that is what we
have to get at.

Ms. SCHAPIRO. I think that is an excellent point and we actually
have fair representation requirements in other contexts that would,
for example, have institutional investors be represented on the
Board. And so that is something we are very interested in.

Chairman BAcCHUS. Thank you. And I think we have—

Mr. LYNCH. Thank you.

Chairman BACHUS. —gone over a quite a bit, so thank you.

Mr. LYNCH. Thank you, Mr. Chairman.

Chairman BACHUS. What we will do is we will take two more on
each side, in fact it, would it be okay if we took three more on each
side? Would that be okay with the panelists? And so, we will take
three more on each side.

Mr. Luetkemeyer?

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

Mr. Tarullo, in your testimony you say that a much discussed
part of the Act is the requirement that banks push portions of their
swap activity into affiliates or face restrictions to their access at
the discount window of deposit insurance.

I guess my question is, what percentage of—I think the gen-
tleman, Mr. Lynch, a minute ago made a comment that 97 percent
of the trades are done by 5 percent or 5 banks. Is that basically
correct?

Mr. TARULLO. I think that may be a little bit high. I would say
it depends on the market. In the commodity swaps market, it is far
more diverse, with many more participants.

Mr. LUETKEMEYER. Okay.

Mr. TARULLO. In the interest rate market, it is a pretty common
rate.

Mr. LUETKEMEYER. Okay, the point I want to get out though is
the risk that the banks have with these entities that are under
their corporate umbrella that would be exposed to FDIC insurance.

I think it is imperative that we get those out so we minimize ex-
posure not only to the banks but to the taxpayers, and I am won-
dering where you are at with that and how your rulemaking is
going on there.
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Mr. TARULLO. The rulemaking is a joint rulemaking, of course,
by all the regulatory agencies. And we don’t have a proposed rule
on that out yet. I would be happy to get back to you with the status
of where we will be.

Mr. LUETKEMEYER. Okay. I think that is very important because
I think otherwise we are getting the taxpayer on the hook again
for some risky behavior that was the cause of the problem. And we
still have them there rather than getting it out of the depositor’s
pocket.

Mr. TARULLO. And Congressman, sorry, but as one of your col-
leagues was asking earlier about the coordination of the rule-
making, of course this is somewhat related to the Volcker Rule
rulemaking as well because you have the same set of issues of ac-
tivities being moved out of organizations.

Mr. LUETKEMEYER. Okay, along that same line though with other
Federal entities that have branches here in the United States and
then have access to the Fed window, how do you minimize our ex-
posure to them through this rulemaking authority?

Mr. TARULLO. Actually, Congressman, as the statute is drafted,
it appears as though the exemption that is provided for insured de-
pository institutions for some kinds of derivatives activities—gov-
ernment securities and agencies and high quality bonds—would not
be applicable to domestic branches of foreign banking institutions.
So actually, there is an asymmetry there, which has been brought
to our attention by foreign governments.

Mr. LUETKEMEYER. Okay. In your own testimony, you say that
they may require foreign firms to recognize their existing U.S. de-
rivatives activity to a greater extent than U.S. firms.

Mr. TARULLO. Right, that it might require them to restructure in
order—

Mr. LUETKEMEYER. Right.

Mr. TARULLO. —to have it outside of any—

Mr. LUETKEMEYER. Okay.

Mr. TARULLO. —insured depository institution.

Mr. LUETKEMEYER. I guess the question is, how concerned are
you with the ability of foreign entities to be able to access our Fed
window and have our taxpayer dollars involved?

Mr. TARULLO. Congressman, all borrowing at the discount win-
dow is fully collateralized with haircuts. And that applies regard-
less of who is accessing the discount window. Also, of course, dis-
count window access is contingent upon supervision, which ensures
that we or our colleagues in the other banking agencies have ade-
quate knowledge of the liquidity and capital position of the institu-
tion accessing the discount window.

So it is only when there is supervision here and when we have
full collateralization with appropriate haircuts that discount win-
dow lending is possible.

Mr. LUETKEMEYER. Are you looking to revise those rules and the
circu?mstances around them right now with what is going on in Eu-
rope?

Mr. TARULLO. Not provoked by anything going on in Europe, par-
don me. We are of course always looking at the appropriate haircut
levels and whether there is a need to refine our discount window
access features. But as I say, any accessibility is going to be based
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upon an entity present here in the United States which is super-
vised here in the United States.

Mr. LUETKEMEYER. Okay, thank you. My time is about up here.
I just have a really quick question for basically all of you. One of
the things that is of concern to everybody here today is end users.
You all recognize that they were not a part of systemic risk of the
problems that were in 2008? Do you—is that an agreed-to state-
ment or is that not?

Mr. GENSLER. They didn’t cause the problems. They ultimately
were—

Mr. LUETKEMEYER. Were caught up in the problem?

Mr. GENSLER. They got caught up into it.

Mr. LUETKEMEYER. Okay.

Mr. GENSLER. —and part of that is to make sure they are not—

Mr. LUETKEMEYER. Okay, I am running of time. I understand
that, but by the same token, if they are not part of the problem,
you raked them into the problem. And yes, they are—by doing this
you now—if we don’t go with the letters of intent from Senator
Dodd and Senator Lincoln about what was going on here with re-
gards to not imposing some sort of other barriers to end users, we
may get there.

And I think this should be a very narrowly focused ruling and
regulatory mandate from you and not impose other additional risks
or concerns onto the end user.

Mr. GENSLER. I am agreeing with you that the CFTC does not
intend to have a requirement of margin with these non-financial
end users.

Mr. LUETKEMEYER. Okay.

Mr. GENSLER. But they did get caught up in the problem.

Mr. LUETKEMEYER. Chairman Schapiro, I assume you agree with
that?

Ms. SCHAPIRO. We haven’t formulated any proposals in this area
yet at the SEC, but I think it is safe to say we are extremely fo-
cused on this concern that has been raised multiple times this
morning. The end users likely to be using the very narrow category
of swaps that we regulate are going to be financial institutions—

Mr. LUETKEMEYER. Okay, my comment is they are not the prob-
lem, so don’t make them the problem—

Ms. SCHAPIRO. We are not going to make them the problem.

Mr. LUETKEMEYER. —by imposing rules and regulations that
they don’t need, okay? Thank you.

Thank you, Mr. Chairman.

Chairman BacHUS. Thank you.

Mr. Miller.

Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman.

I have a question or two about the “take my ball and go home”
argument that if the regulations here are unpalatable here in the
United States or for that matter even if we coordinate with Euro-
pean systems and have similar regulations that some other coun-
tries might become host to derivatives trading, which reminded me
of how reinsurance is regulated.

Reinsurance companies that are in actual markets are beyond
the reach of State regulators, but State regulators get at those
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markets by their requirements on their insured, the company’s in-
surance companies domesticated in their State.

If they want to get credit for solvency regulation purposes for re-
insurance contracts, the reinsurance companies have to meet cer-
tain requirements, basically that they be able to pay on the rein-
surance contracts.

Governor Tarullo, how are derivatives, credit default swaps in
particular but derivatives generally, treated for purposes of safety
and soundness regulation now?

Mr. TARULLO. Right now, Congressman, they are subject to two
kinds of capital requirements. First, a trading or market risk that
is the value of the derivatives goes up and down regardless of who
the counterparties are.

Mr. MILLER OF NORTH CAROLINA. Right.

Mr. TARULLO. And second, with respect to counterparty or credit
risk, that is if I have a derivatives transaction with you, I rely on
your creditworthiness to be able to perform. But we have both
kinds of capital regulation in place.

Mr. MILLER OF NORTH CAROLINA. Okay. So if American financial
institutions purchased derivatives, credit default swaps or other de-
rivatives from a market that was neither transparent nor had col-
lateral requirements, you would be in a position to deny those con-
tracts credit as an asset and perhaps still consider them as a liabil-
ity?

Mr. TARULLO. Or certainly we are in a position to require appro-
priate capital set aside depending on the identity of the
counterparty. That is absolutely true—

Mr. MILLER OF NORTH CAROLINA. Okay. Well—

Mr. TARULLO. —so long as we regulate the U.S. institutions.

Mr. MILLER OF NORTH CAROLINA. The reinsurance regulation
through States, through the insurance companies proves to be fair-
ly effective regulation. Do you have any doubt that you will be able
to avoid circumventing all U.S. laws by your regulation of safety
and soundness of financial institutions?

Mr. TARULLO. I think two things. One, with respect to regulated
U.S. financial institutions, we are in a position to understand what
they are doing and to require them to have appropriate safeguards
in place depending on their counterparties. That is not to say with
respect to all derivatives activity that we would be in a position to
ensure that it was being conducted in a safe and sound fashion.

But the CFTC and the SEC have another regulatory scope and
then, as we have all said, we are in discussions with other impor-
tant financial centers to make sure that they, too, are putting some
of these things in place. If I could add one thing, Congressman,
there is a degree to which counterparties are attracted to markets
that are well supervised—

Mr. MILLER OF NORTH CAROLINA. Right.

Mr. TARULLO. —precisely because they give assurance that these
trades will be completed in a timely fashion.

I think people have always understood that the success and li-
quidity of our securities markets in the United States was in no
small part due to the fact that the New York Stock Exchange on
its own imposed a lot of requirements on transparency.
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Mr. MILLER OF NORTH CAROLINA. Derivatives are frequently jus-
tified as risk management, but according to witnesses who sat at
that table in the past, only about 10 percent of derivatives con-
tracts involve a party that actually has any interest in the under-
lying risk, has any risk to manage.

And there have been stories, rumors at least that in many cases
companies have bought large credit default swap positions for
when they were in a position to cause default and have done that.

An example, again, a rumor that is denied by Morgan Stanley
was that they were bondholders for one of the largest banks in
Kazakhstan, which was taken over by the government of
Kazakhstan. And the bond agreements provided that the bond-
holders could require that the bonds be paid immediately.

All the bondholders initially said, “Don’t worry about that. If you
are making the payments, that is fine.” And then Morgan Stanley
changed their mind and demanded immediate payment, which the
bank could not do, causing a default.

The rumors were that Morgan Stanley had bought large credit
default swap positions and benefited greatly from the seeming—
what appeared to be the illogical conduct of precipitating default of
a performing debt.

There are other examples of—where at least arguments that
Goldman Sachs was in a position to know things about AIG’s sol-
vency that their counterparties did not know. Should there be—
what protections are there now for that kind of insider—what
might be considered insider trading in the securities arena with re-
spect to credit default swaps?

Ms. SCHAPIRO. The credit default—we have actually prosecuted
one case with respect to credit default swaps being invoked in in-
sider trading. I will say the problem that you are talking about is
really what we call the anti-creditor problem where you have more
of an incentive to see the institution against whom you are holding
insurance fail than you do as a bondholder even to work out their
problems in an orderly way.

And it is a distortion certainly in the marketplace and it is an
area that we have been quite focused on as we look at issues
around things like empty voting in the proxy context and more
broadly at the reporting and other requirements.

Chairman BACHUS. Thank you, Mr. Miller.

Mr. Posey?

Mr. PoseEy. Thank you, Mr. Chairman.

I can’t help but think the best fix for future crises is to have
some accountability for the first crisis, for the cause of the first cri-
sis. And I believe you know this is coming, Chairman Schapiro,
what kind of accountability have we had at the SEC with the peo-
ple who helped cause the last crisis to date?

Ms. ScHAPIRO. Congressman, I think you know that we have
worked tirelessly over the last 2 years to try to reform the Securi-
ties and Exchange Commission and to make it an agency that is
worthy of the public’s—

Mr. PosgY. I have a limited amount of time. Has anybody had
their wrist slapped yet?

Ms. SCHAPIRO. I understand. As you also know, most of the em-
ployees were—
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Mr. PoSEY. Wait, please, just—has anyone had their wrist
slapped yet? Has anyone been reprimanded? I know nobody has
been fired or put in jail but have we blamed anybody? Have we ac-
tually told anybody they are responsible for doing wrong and
slapped their wrists yet?

Ms. SCHAPIRO. Most of the employees involved are gone. For the
remaining employees involved with Madoff against—

Mr. PoseEy. That—listen—

Ms. SCHAPIRO. —whom discipline was recommended, we are—

Mr. PosSEY. —that is like saying—

Ms. ScHAPIRO. Completing—

Mr. POSEY. —a burglar left the neighborhood to burgle another
neighborhood.

Chairman BAcCHUS. All right. Mr. Posey. Mr. Posey, if you could
let the chairman answer the question and then—

Mr. POSEY. She is not answering it, Mr. Chairman.

Ms. ScHAPIRO. I am. We are concluding the appeals process for
the final stages of those employees against whom discipline was
recommended. That should be completed shortly.

Mr. Posey. Thank you. So the answer is just no.

Ms. ScHAPIRO. The answer is the disciplinary process, which is
laid out in Federal law and is one which I am beholden to follow
is winding its way—

Mr. Posey. I know there is some kind of unwritten rule about
giving a yes or no answer here but it would have saved a whole
lot of time. Thank you.

Mr. Gensler, how comparable do you think the community—

Chairman BACHUS. Let me say this to all the members. I think
that the witnesses are not on trial. And I think they are due a cer-
tain amount of decorum and respect. I know that these are intense
questions or they are emotional questions, but I do believe the
Chairman was trying to answer the question.

And I am not talking to any one member. I am just saying I
think it is important that this body treat the witnesses with the
dignity and respect that they are due. So I appreciate it.

Mr. Scott?

Mr. ScorT. Thank you very much, Mr. Chairman.

Mr. Gensler, at last week’s agriculture—

Chairman BacHUS. Was he through? Oh I am sorry. Mr. Posey,
I apologize. You were not through. You have additional time.

Mr. PosEYy. Mr. Gensler, do you think the Commodity Futures
Trading Commission was culpable in any way in the cause of the
last crisis?

Mr. GENSLER. I think the entire regulatory system failed the
American public, so I would have to include all of us regulators, in
a sense and yes, in the broadest sense. I think the futures market-
place worked very well—so the futures marketplace did not fail.

Mr. Posky. I appreciate the “yes” answer, thank you. Has there
been any disciplinary action taken against any of the employees
who were culpable in your agency?

Mr. GENSLER. No.

Mr. PoseY. Thank you for the direct answer.

Governor?



45

Mr. TARULLO. I agree with Chairman Gensler that there were
widespread problems in the regulatory structure and then in the
implementation of the regulatory structure by the regulatory insti-
tutions.

What the Federal Reserve has tried to do is to determine how,
with the changes in the law, and with what was learned from the
last crisis, we can have more effective supervision going forward.
So there have been lots of changes, both at the Board and at Re-
serve Banks in terms of reordering supervision, who is in charge,
which people we have working on which matters.

There haven’t been any disciplinary proceedings. I wasn’t at the
Board at the run-up to the crisis, but Congressman, I am not
aware of misconduct of any sort. What I am aware of is the collec-
tive failure of our regulatory agencies, including the Fed, to deter-
mine what was needed and to have the resolve to go and do it.

Mr. PoseEy. Thank you. Does effective regulation involve govern-
ment stopping businesses from making bad decisions? Just a quick
yes or no from each of you if possible.

Ms. SCHAPIRO. “No”, unless it is going to hurt investors.

Mr. Posey. Okay.

Mr. GENSLER. “No”, unless it is going to break the law.

Mr. TARULLO. It is “no”, unless it puts Federal taxpayer funds or
the safety and soundness of the financial system at risk.

Mr. Posey. Okay. And then thirdly, I think we all know, but I
would just like to get your answer on this. Is it possible to stop
somebody from failing and still allow them to succeed in the free
enterprise system, to guarantee nobody fails?

Ms. SCHAPIRO. No. We should not guarantee that nobody fails.
We should allow institutions to fail.

Mr. GENSLER. I think there has to be a freedom to fail. I think
there will be banks that fail in the future as there have been for
centuries in the past.

Mr. TARULLO. I agree.

Mr. Posey. Thank you very much.

Thank you, Mr. Chairman. I yield back.

Chairman BACHUS. I thank the gentleman.

Governor Tarullo, I think, pointed out that he was not at the
Board during the financial meltdown or the events leading up to
it and that is also true of Chairman Gensler—

Mr. PoseEy. Me?

Chairman BAcCHUS. No, I am not talking about—Bill, there is
nothing—I am not talking about you. I promise this has nothing to
do with your remarks. I was just telling the new members that
Chairman Schapiro was not there, and Chairman Gensler was not
there, and they inherited quite a mess. So Mr.—who is that—Mr.
Green?

Mr. SCOTT. Scott.

Chairman BACHUS. Mr. Scott, I am sorry.

Mr. Scort. Thank you, Mr. Chairman. Mr. Gensler, last week I
asked you about this concept of margin separation, if you recall the
Agriculture Committee meeting, and how it could potentially raise
the cost of clearing with only a small amount of management risk
management benefits.
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I still feel it could be very expensive for market participation if
directed towards a problem that does not seem to exist since we are
not requiring the same customer protection in future clearing-
houses which have never failed. And I know you answered at that
time that it was only preliminary, which led me to believe you are
reviewing that and taking a look at it.

So I want to explore it a little bit further with you with these
questions. First of all, can you please tell me what the CFTC’s ra-
tionale for using the advanced notice of proposal rulemaking was?
Did someone specifically, did someone explore this issue and ask
you for this particularly, because it was not included in the Dodd-
Frank Bill?

Mr. GENSLER. The Dodd-Frank Bill says that for swaps that
brought into clearing, the funds that the people put up shall not
be comingled. And then it goes on to say, except for convenience.
We had a roundtable to answer your question.

We had a roundtable on this whole topic in the fall and numer-
ous parties from the asset management side who have had seg-
regated collateral accounts would like to continue to have that. I
would say some from the clearing community and dealing commu-
nity did not.

And they all raised very thoughtful considerations. So we
thought we would put out what is called an advanced notice of pro-
posed rulemaking, ask the public, and we are considering this be-
fore even making a proposal, we are considering those comments.

Mr. ScotrT. Would you, could you characterize for us the general
feeling within the industry itself? Where are there disagreements?
Does the buy side agree with their counterparts on the selling side,
for example?

Mr. GENSLER. No, I would say there is a wide variety of views.
Some on what is called the buy side or asset managers currently
have segregated accounts, and they want to continue to have that.
In the clearing community, you are absolutely correct.

They have been accustomed for decades, our agency has said for
convenience you can comingle even though the statute said not to
except for convenience. That started in the 1930s. Convenience in
the 1930s was different than convenience in the 21st Century.

So we are trying to sort that through. We may end up exactly
as it is in the futures world. We may end up proposing some alter-
natives. We have been very well-informed. There is a range of
views on that.

Mr. ScotTT. Let us take the buy side. Are they of one mind? Is
there disagreement internally within the buy side?

Mr. GENSLER. I would say that there are a variety of views even
on the buy side.

Mr. ScoTT. Have the clearinghouses weighed in with you on this
issue yet?

Mr. GENSLER. Yes, and their comments are all on our Web site
in a public file.

Mr. ScotrT. Let me ask you one other question, Mr. Gensler.
What would you say—would you say that the CFTC is effectively
managing the resources that it has?

Mr. GENSLER. We are doing—I think the team at the CFTC is
remarkable, and yes, we are not perfect. There are always some
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things that are going to go on and surprise you on any given day
of the week. But it is a remarkably talented group of individuals
who are trying to protect the public and ensure transparent mar-
kets.

Mr. ScoTT. And in the budget the President just released, you
and the SEC are two of the agencies that—two of the very few that
have received a substantial increase in your budget. How do you
characterize this increase? Is this efficient?

Mr. GENSLER. It is a good investment for the American public.
We have been asked to take on a market that is about 7 times the
market we currently oversee, and it is far more complicated. It has
fewer transactions, but the swaps market means more to all these
end users than most people even understand. So I think it is a good
investment of taxpayer money.

Mr. ScOTT. And then I would like to get on record your response
to, if you could provide some insight very briefly on how the CFTC
is adhering to Dodd-Frank requirements.

Mr. GENSLER. Dodd-Frank requirements said to consult with
other agencies, to consult broadly with the public and inter-
national. That is what we were doing. We have had over 500 meet-
ings. We put those on our Web site. We have had close to 4,000
comments that have come in, all on our Web site of course.

And we are complying with the statute. We don’t want to
overread the law. We take the comments here very seriously and
we don’t want to underread the law obviously as well.

Mr. Scort. Thank you, Mr. Gensler.

Thank you, Mr. Chairman.

Mr. GARRETT. [presiding] And I thank the gentleman. And just
to let the panel know, and everyone else in the room know as well,
we will have two more members questioning, Mr. Hurt and then
Mr. Green, and then this panel will be dismissed.

Mr. HUrT. Thank you, Mr. Chairman. And thank you all for
being here. I just had really one question, but I was hoping that
each of you could answer it. Considering that small banks are sub-
ject to the new clearing requirements unless the SEC and the
CFTC use their authority to treat them as end users, I was won-
dering if you could comment on whether they should be included
as end users in light of the high costs of compliance against the
small percentage of swaps that they make up.

But I was wondering if you could comment on whether they
should be and whether they will be? Thank you.

Mr. GENSLER. Maybe I will address it first, because banks gen-
erally are in the interest rate space and currency space that the
CFTC oversees. We put out a series of questions to get information
from the public.

We have been working closely with the Federal Reserve, the
FDIC, and also the Farm Credit Administration and the National
Credit Administration because those institutions are all involved.
And so, we have not put a proposal out.

These small banks, as some of the members have said, were not
at the heart of the systemic crisis. But they are interconnected and
so the freedom to fail of a large bank sometimes will be dependent
upon if they would bring down the community banking system.



48

You would want to let the large bank fail and not bring down the
community banking system. So that is where the risk can propa-
gate. But we are looking for the public comment to see if Congress
has directed to consider this possible exemption.

Ms. SCHAPIRO. Small banks are not likely to be heavy users of
part of the swaps markets. The SEC will regulate the security-
based swaps. But we did propose as an alternative a small bank
exemption.

Mr. HURT. But—just to be clear, it sounds like that is something
the SEC has proposed but the CFTC is not inclined—

Mr. GENSLER. No, in fact what we did was we—

Mr. HURT. —to support?

Mr. GENSLER. I wouldn’t want to leave you with that impression.
It is really we are in the midst of a process of getting economic
data and public comment on how to move forward. So we didn’t
make a formal proposal. We said, give us help on this from the
public. We are doing the same with the Federal Reserve and all of
the various regulators.

Mr. TARULLO. Congressman, you perhaps won’t be surprised to
hear that our position before, during and after the legislation has
been we do think that there is good reason for smaller bank exemp-
tion precisely because we want them to be able to do the business
of banking. They are not swaps dealers, obviously. They would be
regulated if they were. But of course, it is not committed to us by
Congress to make that decision. We are just a commenter.

Mr. HURT. Thank you very much.

Thank you, Mr. Chairman.

Mr. GARRETT. Thank you. And the gentleman yields back?

Mr. Green?

Mr. GREEN. Thank you, Mr. Chairman. I thank the ranking
member and the chairman for allowing the time, and I will be
sharing it with Mr. Perlmutter. I will move as expeditiously as pos-
sible. Let me ask you, Ms. Schapiro, is it true that if the projected
budget cuts take place you will have to cut personnel?

Ms. SCHAPIRO. It is not exactly clear yet how we will balance the
impact on personnel spending with the impact on our technology
spending. We are a larger agency than the CFTC so we have a lit-
tle bit more flexibility as between those two major buckets of our
expenditures, and we haven’t worked those issues out yet.

Mr. GREEN. If you have to cut your technology, does this mean
that you will not be able to upgrade your systems?

Ms. ScHAPIRO. I think it would be virtually devastating for the
SEC to have to cut its technology budget. When I arrived 2 years
ago, I discovered that we are many, many years behind our mar-
kets in our use of technology, sophistication of our technology, our
capabilities with respect to technology. We have made a concerted
effort over the last 2 years to try to improve that situation and put-
ting the brakes on it 1s painful.

Mr. GREEN. And I will quickly add this, currently you have about
3,000—3,800 employees, correct?

Ms. ScHAPIRO. That is right.

Mr. GREEN. And you oversee approximately 35,000 entities?

Ms. SCHAPIRO. Yes, if you count public companies for whom we
review the public disclosure, as well as 11,000 investment advisors
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and 5,000 broker-dealers and exchanges and electronic trading—
electronic communication networks and transfer agents and clear-
ing agencies, we get pretty close to that number.

Mr. GREEN. And also those advisors that you mentioned. They
manage about $33 trillion?

Ms. SCHAPIRO. Yes.

Mr. GREEN. So you have a pretty big job.

Ms. ScHAPIRO. We do. We have about 12 examiners for every tril-
lion dollars of assets under management compared to about 19 ex-
aminers just a few years ago.

Mr. GREEN. And cutting you would—if you had to cut personnel,
would it hurt your ability to police?

Ms. SCHAPIRO. I believe it would. That is not to say we can’t con-
tinue to find, and we have a Tiger Team working on the efficiencies
and savings because there undoubtedly are some.

Mr. GREEN. And may I add—

Ms. SCHAPIRO. Yes, I would agree.

Mr. GREEN. —I admire you for being as delicate as you are be-
cause I understand that the integrity of the system hinges on your
every word. So I appreciate the delicate fashion in which you have
handled this. But I, on the other hand, don’t have to be quite as
delicate.

And I would hope that we would not take the cops off the beat
at the time that we need them greatly. We have seen what can
happen when markets have a sharp downturn and when integrity
is lost. So my hope is that we won’t do this. Now, I have to yield
to Mr. Perlmutter, the balance of my time.

Ms. SCHAPIRO. I agree with you though. Investor confidence is
absolutely critical to our economy, and the cop on the beat is im-
portant to that equation.

Mr. GREEN. Thank you.

Mr. GARRETT. We appreciate those remarks and we will move—

Mr. PERLMUTTER. Thank you. I thank the Chair. But I found an-
other microphone, and I just want to follow up on what Mr. Green
just had to say.

First, let me just put something to bed, Mr. Gensler, please. On
the end user derivatives, hedging for the future by somebody like
Coors that wants to buy barley next summer, because they have a
business that they have to conduct from year to year. That is not
where you are not talking about putting margins on that, are you?

Mr. GENSLER. Absolutely correct. We are not talking about put-
ting margins on them. And barley swaps would be allowed under
a proposed agricultural swap proposal we put out.

Mr. PERLMUTTER. But I mean just generally, end users hedging
for products that they will need as part of their business are not
part of the margin requirement that you are considering?

Mr. GENSLER. We have yet to propose that, but that is correct for
non-financial end users.

Mr. PERLMUTTER. Okay. Good. And let me just get back to the
basics, though. The basics and what I am bothered about by par-
ticular questions of my Republican colleagues is that there seems
to be a mass case of amnesia, that 2 years ago, 2% years ago under
the Bush Aministration, the stock market and every financial mar-
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ket crashed terribly, multiplied by derivatives, financial generally
in nature.

And my question to the entire panel is based on what happened
when so many people lost their jobs, so many people lost their pen-
sions, so many people lost wealth all across this country, do we
need people in positions to regulate Wall Street and the financial
transactions that take place there? And will the budgets that have
been proposed by the Republicans cut into your ability to do that?

Mr. GENSLER. Yes, we need people. We are a good investment.
We are only 680 people, to use arithmetic, that oversees the futures
market. It is about $60 billion of futures per person. But swaps, we
will have a half a trillion dollars of swaps per person. The budget
as proposed—

Mr. PERLMUTTER. Half a trillion per person?

Mr. GENSLER. Per person. We think we need more people. And
we need more technology.

Mr. PERLMUTTER. I think we can end on that. I thank you. And
I yield back to the chairman.

Mr. GARRETT. And I thank the gentleman for yielding back. And
I thank the gentleman for reminding us of the Bush Administra-
tion, as well.

Mr. PERLMUTTER. I didn’t want you to feel left out.

Mr. GARRETT. Without this term. And I would like to thank all
the members of the panel and also for all the staff that you bring
with you to these meetings, as well.

Ms. WATERS. And Mr. Chairman, may I have a unanimous con-
sent request? I would like to have unanimous consent to enter into
the record a story from the New York Times that appeared last
night which notes that some economists who were listed as advi-
sors on the Business Roundtable study that I noted in my ques-
tior:iin?g, have requested that their names be removed from the
study?

Mr. GARRETT. Without objection, it is so ordered.

Ms. WATERS. Thank you.

Mr. GARRETT. And again, I thank the panel. And the Chair also
notes that some members may have additional questions for this
panel, which they may wish to submit in writing. So without objec-
tion, the hearing record will remain open for 30 days for members
to submit written questions to these witnesses and to place their
responses in the record.

And as soon as this panel makes their way out, we will be look-
ing forward to our next panel.

I thank the members of the panel for their patience, but more
importantly, for their testimony that we are about to receive. So let
me begin. And I will be brief, as we run through panel two. I think
it is set up in the same order that I have here, from left to right,
my left to right: Mr. Craig Reiners, director of commodity risk
management, MillerCoors, on behalf of the Coalition of Derivative
End Users; Mr. Donald F. Donahue, chairman and chief executive
officer of the Depository Trust & Clearing Corporation, the DTCC;
Mr. Terry Duffy, executive chairman, CME Group; Mr. Don
Thompson, managing director and associate general counsel,
JPMorgan Chase, on behalf of the Securities Industry and Finan-
cial Markets Association, SIFMA; Mr. James Cawley, chief execu-
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tive officer, Javelin, on behalf of the Swaps and Derivative Market
Association, SDMA; and Mr. Chris Giancarlo, executive vice presi-
dent, corporate development, GFI Group, Inc. And I thank the
panel for being with us today.

At this time, before I proceed, I will turn to Mr. Dold from Illi-
nois for an introduction.

Mr. DoLD. Thank you, Mr. Chairman. I just wanted to take this
opportunity to introduce one of the panelists to my colleagues.
Coming from the Chicagoland area, having worked in the Chicago
Mercantile Exchange early on in college, I wanted to take this op-
portunity to introduce Chairman Duffy, who has been a CME mem-
ber since 1981.

He started out as somebody on the floor, at the bottom, and has
worked his way up to be the top of the chain, the food chain, if you
will, and he certainly represents a number of people. He was one
of the chief architects in 2007 of the merger between the Chicago
Board of Trade and the Chicago Mercantile Exchange, which is
now the world’s leading and most diverse derivatives marketplace.

He also, at the request of President Bush, served on the National
Saver Summit on retirement savings, and is a member of the Fed-
eral Retirement Thrift Investment Board. He is widely recognized
as a leader and expert in his field. He has testified numerous times
before Congress; I don’t know if that is a good thing or a bad thing.
But we certainly appreciate your time today, as we do all the pan-
elists. And so, we thank you very much and I just wanted to give
a little background for my colleagues.

Mr. GARRETT. And I appreciate that. We will now turn to the
panel. And I guess one of the most interesting aspects of the entire
panel that was already referenced earlier today, and that is the
price of beer, okay, going forward.

Mr. Reiners, 5 minutes.

STATEMENT OF CRAIG REINERS, DIRECTOR OF RISK MANAGE-
MENT, MILLERCOORS LLC, ON BEHALF OF THE COALITION
FOR DERIVATIVES END-USERS

Mr. REINERS. Good afternoon, Mr. Chairman, and members of
the committee. My name is Craig Reiners. I am a beer guy from
Milwaukee. My team manages the commodity price risk for
MillerCoors. I am also testifying on behalf of the Coalition for De-
rivatives End Users. I am very pleased to have this opportunity to
offer perspectives on rulemaking relating to the Dodd-Frank de-
rivatives title.

MillerCoors operates breweries in California, Ohio, North Caro-
lina, Texas, Georgia, Virginia, Colorado, and Wisconsin, as well as
the Leinenkugel’s Craft Brewery and two microbreweries. Last
year, we shipped 67 million barrels and sales reached $7.6 billion.

Our 9,000 employees share a vision to create America’s best beer
company by driving profitable industry growth. MillerCoors insists
on building its brands the right way through quality, responsible
marketing, environmental stewardship, and community involve-
ment.

Rather than read verbatim from my submitted statement, allow
me to highlight our key six messages. Number one, we fully sup-
port market transparency. Number two, as an end user, our use of
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derivatives is strictly used to manage price volatility intrinsic to
physical commodities. Number three, our Board-approved com-
modity risk management policy strictly prohibits speculation.

Number four, we support a broad end user exemption. Number
five, we urge regulators to avoid creating unnecessary trading re-
quirements with the unintended consequences of forcing companies
to either retain more risk or seek alternatives offshore.

And finally, number six, we urge caution relative to a com-
pressed rulemaking timeline, which may not allow market partici-
pants the opportunity to provide valuable feedback.

Now, to a bit more clarification. We support this committee’s ef-
forts to ensure derivatives markets operate efficiently and are well-
regulated. We agree that proper regulation should reduce systemic
risk and increase transparency in the over-the-counter markets. At
the same time, the prudent risk of derivatives by end user compa-
nies such as MillerCoors does not generate risk or instability in the
financial marketplace and played no role in the financial crisis.

On the contrary, these risk management tools are critical to re-
ducing commercial risk and volatility in our day-to-day businesses.
Our commitment to our customers is to produce the best beer in
the United States and deliver it at a competitive price. In order to
aclf{ieve those goals, we must prudently manage our commodity
risks.

I believe the use of derivatives offers end users of physical com-
modities the risk management tools to provide a necessary degree
of predictability to our earnings. Our single largest risk is alu-
minum. Our agricultural risks, of course, include malt and barley,
corn and hops. Our energy risk portfolio includes coal, natural gas,
deregulated electricity, and diesel fuel.

As I mentioned before, our Board-approved commodity risk policy
clearly forbids any and all speculation. The policy allows us to use
over-the-counter swaps to precisely match the timing and prices of
our complex manufacturing and distribution process.

For example, we match our OTC swaps for aluminum with the
actual use of cans over the same exact timeframe. This risk man-
agement technique allows us to manage costs, reduce price vola-
tility, and manage cash flow within a reasonable parameter. In
fact, we would create significantly more price volatility in our busi-
ness by not hedging.

We believe that end users generally share the concern that if the
cost of hedging our risks rises significantly, entry into swaps may
no longer be economical. The result would be a reduction in risk
mitigation through hedging, which, ironically, could increase risk
and exposure to market volatility. We believe that a broad end user
exemption is critically important as the CFTC and SEC creates
their final rules.

During the regulatory process, we have sought to ensure that the
exemption created by Congress would not be unduly narrowed. In
particular, we have urged regulators to give thoughtful consider-
ation to key definitions to ensure that end users like us are not
saddled with bank-like regulation.

I would like to address the prospect of margin being imposed on
future, even previously entered contracts. This requirement would
be particularly burdensome to end users like MillerCoors. Retro-
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active application of margin requirements would upset the reason-
able expectations we had when we entered into our existing risk
management contracts.

We engaged in extensive negotiations with our financial counter-
parties to develop our ISDA agreements, which established our ex-
pectations for the future and included vigorous credit stipulations.
Any retroactive application of margin requirements would be puni-
tive.

MillerCoors urges the financial regulators to avoid creating rigid
and expensive trading requirements that unintentionally could
cause companies either to retain more risk or seek risk manage-
ment alternatives. By utilizing OTC swaps, we are able to cus-
tomize our hedges to perfectly match the underlying exposure.

The current rulemaking timeline is compressed, which may force
regulators to prioritize speed over quality. We urge Congress to
provide regulators with more time for rulemaking and for regu-
lators to allow market participants sufficient time for implementa-
tion. I am confident in the way that these products are utilized by
our company and other end users, actually benefits the economy by
reducing volatility and increasing stability.

On behalf of MillerCoors and the Coalition, I thank the com-
mittee for allowing me to appear today to discuss these important
issues. And I am happy to answer any questions you may have.
That concludes my testimony.

[The prepared statement of Mr. Reiners can be found on page
309 of the appendix.]

Mr. GARRETT. And sir, thank you for your testimony.

I believe you were all advised of this beforehand, but I will just
reiterate, since some of you have testified before the committee be-
fore and others have not. And that is the clock in front of you has
green, yellow, and red lights. The yellow light gives you the 1-
minute warning so you can begin to sum up.

Mr. Donahue?

STATEMENT OF DONALD F. DONAHUE, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, THE DEPOSITORY TRUST & CLEARING
CORPORATION (DTCC)

Mr. DONAHUE. Chairman Garrett, members of the committee, I
am here today representing the Depository Trust & Clearing Cor-
poration a non-commercial industry utility that in 2010 settled
roughly $1.7 quadrillion of U.S. securities transactions.

Since 2006, we have operated the Trade Information Warehouse,
a global swaps data repository currently covering about 98 percent
of all credit derivatives transactions, some 2.3 million contracts,
with a notional value of $29 trillion.

I appreciate this opportunity to share our thoughts on the imple-
mentation of Title VII of the Dodd-Frank Act. In particular, I will
focus on the swap data repository system for providing the nec-
essary transparency into the global OTC derivatives markets.

We share Congress’ goal of ensuring more transparency in these
markets to further global regulatory oversight and systemic risk
mitigation. As many of the regulatory aspects of Dodd-Frank re-
main in development, transparency is a policy option that is most
right for implementation.
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I make two fundamental points today. First, transparency is key
to any attempt to mitigate systemic risk in the swap markets. All
swaps, cleared and uncleared, must be reported to swap data re-
positories.

To the extent derivatives contributed to the financial crisis, it
was due to the lack of a unified view of which categories of market
participants held wide exposures in the swap markets. The model
needed to address this transparency concern has since been largely
formalized for the credit default swap market in DTCC’s Trade In-
formation Warehouse.

Leveraging the warehouse, late in 2008 we began providing
standard position risk reports to appropriate authorities worldwide
and publishing comprehensive market information free of charge.

More recently, as we announced just this morning, we inaugu-
rated an online portal through which global regulators, currently
19 worldwide, can securely and directly access detailed data from
the warehouse’s global data sets.

Had this level of transparency about the CDS market existed in
the run-up to the 2008 crisis, it would have mitigated a substantial
amount of uncertainty that then contributed to market instability.

DTCC believes that the most immediate and cost-effective ap-
proach to meeting Dodd-Frank’s transparency goals will rely on
proven repository infrastructure that currently provides regulators
and the public this type of comprehensive market information.

Providing transparency in the CDS market is a cooperative ef-
fort. I focused on the warehouse achievement to bring to the com-
mittee’s attention why it has been successful. It would not have
been possible without a substantial degree of global regulatory co-
operation and support.

But while this global supervisory push was a critical element, it
was also important to the success that DTCC is not a commercial
entity. We have no motivation other than to provide a central place
for reporting and regulatory access to the data for both market and
risk surveillance purposes.

This removes commercial concerns from what is and must re-
main a market utility-based regulatory and supervisory support
function. The structure created works because all market partici-
pants and all clearers and trading platforms with any significant
volume are cooperating. If this cooperation were to fail, the data
published and made accessible to regulators would fragment lead-
ing inevitably to misleading reporting of exposures.

What would follow would be an exceptionally expensive if not po-
litically impossible task for regulators to rebuild complex data ag-
gregation and reporting mechanisms that the industry and regu-
lators themselves have already created in a single place at DTCC.
Both of these results appear undesirable in the extreme.

The challenge ahead is to bring similar transparency to other
parts of the swap markets. I commend the work of both the SEC
and the CFTC in their thorough and thoughtful approach to this
very complex challenge.

It is our sense as an industry-governed utility with both buy and
sell side members on our governing bodies that market participants
are poised to undertake the significant cooperative effort necessary
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to complete the transparency of these markets as contemplated by
Dodd-Frank.

I urge the committee in exercising its oversight function to focus
on removing obstacles to this process and to continue to use proven
infrastructure while avoiding injection of commercial considerations
that could hinder the cooperative attitude that so far has made
progress possible.

Thank you, and I am available for any of your questions.

[The prepared statement of Mr. Donahue can be found on page
81 of the appendix.]

Mr. GARRETT. Thank you.

Mr. Duffy?

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

Mr. Durry. Thank you. Chairman Garrett and members of the
committee, I want to thank you for the opportunity to testify on the
regulatory implementation of the Dodd-Frank Wall Street Reform
and Consumer Protection Act. I also want to thank Congressman
Dold for that kind introduction and of course his leadership, not
only in Congress but back in his district.

As the Congressman said, I am Terry Duffy, executive chairman
of the CME Group, which includes our clearinghouse and our four
exchanges: CME; CBOT; NYMEX; and COMEX. In 2000, Congress
adopted the Commodity Futures Modernization Act which leveled
the playing field with our foreign competitors and permitted us to
recapture our position as the world’s most innovative and success-
ful regulated exchange and clearinghouse.

As a result, we remain an engine of economic growth in Chicago,
New York, and the Nation. In 2008, the financial crisis focused
well-warranted attention on the lack of regulation of OTC financial
markets.

The Nation learned painful lessons regarding unregulated de-
rivatives trading. But we also demonstrated that regulated futures
markets and futures clearinghouses operated flawlessly before, dur-
ing, and after the crisis. Futures customers were protected.

Congress responded to the financial crisis by adopting the Dodd-
Frank Act to reduce systemic risk through central clearing and ex-
change trading of derivatives, to increase data transparency and
price discovery, and to prevent fraud and market manipulation. We
support these goals but our concern is that the CFTC’s regulation
of futures exchanges and clearinghouses will impose unwarranted
cost and stifle innovation.

We are not alone. Several Commissioners have cautioned against
regulations that unnecessarily expand the Commission’s workforce.
While we are proponents of an adequate budget for our regulator,
we object to the expansion of the Commission and its budget to en-
force regulations that are uncalled for by Dodd-Frank or that take
over responsibilities from SROs.

We object to regulations that are not cost-benefit justified. Much
of the problem results from the CFTC’s efforts to expand its au-
thority by changing its role from an oversight agency, whose pur-
pose has been to assure compliance with sound principles, to a
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front-line decision-maker that imposes its business judgments on
every operational aspect of derivatives trading and clearing.

This role reversal will require a doubling of the Commission staff
and budget. It will also impose astronomical cost on the industry
and the end users of derivatives. There is no evidence that any of
this is necessary or even likely to be useful. Dodd-Frank was not
an invitation to pile regulatory burdens on regulated exchanges
and clearinghouses.

For example, Congress preserved and expanded a principles-
based regulatory approach by expanding the list of core principles
and granting self-regulatory organizations reasonable discretion in
establishing the manner in which a self-regulatory organization
complies with the core principles. The Commission asked for and
Congress gave it power to adopt rules respecting core principles but
Congress did not direct the agency to put an end to a principle-
based regime.

Yet, the Commission immediately and for no apparent reason
proposed comprehensive regulations to convert most of the key core
principles into prescriptive rules-based regulatory system. This is
the ultimate solution in search of a problem. The crisis of 2008 did
not arise from a failure of the regulated transparent futures mar-
kets.

And the scope of Dodd-Frank is narrower than many of the
CFTC rules proposed would suggest. Implementation would be
similarly tailored. My written testimony includes numerous addi-
tional examples of misdirected or improper rulemaking. We wel-
come the outreach Chairman Gensler has recently demonstrated in
seeking public input on Dodd-Frank implementation.

This is a step in the right direction but more needs to be done.
The Congress can mitigate some of the problems that have plagued
the CFTC rulemaking process. They can do this by expanding
Dodd-Frank’s effective date and the rulemaking schedule so that
professionals including exchanges, clearinghouses, dealers, market
makers, and end users can have their views heard.

This would give the CFTC a realistic opportunity to assess those
views and measure the real cost imposed by these new regulations.
Otherwise, the unintended adverse consequences of those ambigu-
ities and the rush to regulation will stifle effective exchange inno-
vation.

We are concerned that overly prescriptive regulations, which are
inconsistent with the sound industry practices, will make it more
difficult to reach Dodd-Frank’s goal of increasing transparency and
limiting risk.

I thank the committee for its time this morning.

[The prepared statement of Mr. Duffy can be found on page 257
of the appendix.]

Mr. GARRETT. Thank you for your testimony.

Mr. Thompson?
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STATEMENT OF DON THOMPSON, MANAGING DIRECTOR AND
ASSOCIATE GENERAL COUNSEL, JPMORGAN CHASE & CO.,
ON BEHALF OF THE SECURITIES INDUSTRY AND FINANCIAL
MARKETS ASSOCIATION (SIFMA)

Mr. THOMPSON. Chairman Garrett and members of the com-
mittee, my name is Don Thompson. I am the senior derivatives
lawyer at JPMorgan, and I am here today on behalf of SIFMA.
Thank you for inviting me to testify.

As this committee is well aware, American companies use over-
the-counter derivatives to manage a wide variety of risks that they
encounter in their day-to-day business, such as interest rate risk,
foreign exchange risk, and commodity price risk. We act as a finan-
cial intermediary to help clients manage these risks in a flexible
manner.

Many clients choose to manage risk from the over-the-counter
market and as the committee has heard in testimony from Amer-
ican companies, the use of over-the-counter derivatives has a sig-
nificant impact on their ability to compete internationally. While
over-the-counter derivatives have many benefits, it is also the case
tha}tlz there have been problems with their use and with their over-
sight.

We support many of the provisions in Title VII including manda-
tory registration of regulation of swap dealers, mandatory clearing
of standardized contracts between financial firms, and greater pre
and post-trade transparency.

It is worth keeping in mind that these and other reforms taken
together will fundamentally alter the market structure of the over-
the-counter derivatives market, which will impact liquidity and ef-
ficiency in these markets.

Given these wholesale changes, it is critical that the regulations
implementing them be done thoughtfully to ensure that American
companies continue to have access to these products. We are in-
creasingly concerned, however, that the accelerated pace of rule-
making, risks, unintended consequences that will put American
end users at a competitive disadvantage.

We are also concerned that the statutory deadlines may be too
aggressive, limiting regulatory flexibility to craft appropriate rules.
For example, for real-time reporting in block trade levels, gathering
data from market participants is a necessary prerequisite to setting
effective standards and such data should inform these
rulemakings.

In the rush to meet statutory deadlines, there has been insuffi-
cient focus on the statutory mandate to examine the effects of pro-
posals on market liquidity. Without care, there is a real risk that
the current proposals will drive liquidity out of U.S. markets and
increase the cost of or even the ability to manage risk.

We believe the agencies need to carefully implement the statute
to preserve liquidity, enable American companies to continue to
manage their risks in an increasingly volatile and competitive glob-
al marketplace.

Despite transatlantic dialogue over derivatives regulation, we are
also concerned about the competitive harm resulting from dif-
ferences in final regulations between the United States and Eu-
rope. This concern extends to the gap in implementation dates in
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Europe and other jurisdictions, as well as confusion over the
extraterritorial application of Title VII's provision.

This problem can be addressed by a simple clarification of the in-
tended extraterritorial reach of the Act, by harmonizing the imple-
mentation timetables between the United States and the E.U., or
by both.

In addition, certain proposed regulations treat very similar prod-
ucts differently in a way that will create duplicative reporting and
compliance regimes that will be burdensome and will reduce the
transparency benefits of information ultimately reported to the
public under those regimes.

I would like to conclude by saying that JPMorgan is committed
to working with Congress, regulators, and industry participants to
ensure that Title VII is implemented appropriately and effectively.
I appreciate the opportunity to testify before the committee. I look
forward to answering any questions you may have.

[The prepared statement of Mr. Thompson can be found on page
330 of the appendix. ]

Mr. GARRETT. I thank you, sir.

Mr. Cawley, please, for 5 minutes.

STATEMENT OF JAMES CAWLEY, CHIEF EXECUTIVE OFFICER,
JAVELIN CAPITAL MARKETS, ON BEHALF OF THE SWAPS
AND DERIVATIVES MARKET ASSOCIATION (SDMA)

Mr. CAWLEY. Thank you. Congressman Garrett and members of
the committee, my name is James Cawley. I am CEO of Javelin
Capital Markets, an electronic execution venue of OTC derivatives
that expects to register as a SEF or swap execution facility under
Dodd-Frank. Thank you for inviting me here today to testify.

I am here to represent the interests of the Swaps and Deriva-
tives Market Association, which is comprised of multiple inde-
pendent derivatives dealers and clearing brokers, some of whom
are the largest in the world. When called to testify today, I was re-
minded of the main reason for which we are here, to fix the deriva-
tives market such that we never again have to call upon the U.S.
taxpayer to bail out Wall Street.

The bilateral counterparty risk baked into every credit deriva-
tives and interest rate swap contract still constitutes an unaccept-
able systemic risk to the national financial payment system specifi-
cally and to the broader economy as a whole. Simply put, such bi-
lateralism acted as an accelerant to the crisis much like gasoline
does to a forest fire.

To help ensure in the future that the government and more spe-
cifically the U.S. taxpayer doesn’t have to bail out the next trading
firm that fails, we must ensure that central clearing and, more im-
portantly, transparent execution of OTC derivatives is a success.
We must transition away from “too-interconnected-to-fail”, where
one firm fails and pulls three others down with it.

Central clearing membership requirements should be objective,
publicly disclosed, and permit fair and open access as Dodd-Frank
requires. This is important because clearing members act as the
gatekeepers to clearing. Without open access to clearing, you will
not have universal clearing of options, increased transparency, and
lessened systemic risk.
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Clearinghouses should seek to be inclusive, not exclusive, in their
membership criteria. They should learn from their own experience
in the list of derivatives space of futures and options.

In those markets, central clearing has operated successfully since
the days of post-Civil War Reconstruction nearly 150 years ago,
long before spreadsheets and risk models. In those markets,
counterparty risk is spread over 100 disparate and non-correlated
clearing firms. It works well, and no customer has ever lost money
due to a clearing member failure.

To complement broad participation, clearinghouses should not
have unreasonable capital requirements. Capital should be a func-
tion of the risk a member contributes to the system. Simply put,
the more you or your customers trade, the more capital you con-
tribute. The SDMA supports the CFTC’s call for clearing broker
capital requirements to be proportionate in scale relative to the
risk introduced to the system.

We support the CFTC’s call that the clearing firms’ minimum
capital be closer to $50 million rather than the closer to the $5 bil-
lion or $1 billion threshold that certain clearinghouses have origi-
nally suggested. It is worth remembering that Lehman Brothers
and Bear Stearns would have met the $1 billion threshold until the
days of their failure.

Certain clearinghouse operational requirements for membership
that have no bearing on capital or capability should be seen for
what they are, transparent attempts to limit competition. Specifi-
cally, clearing members should not be required to operate swap
dealer desks just so they can meet their obligation in the default
management process.

These requirements can easily be met contractually through
agreements with third party firms or dealers. Clearinghouse gov-
ernance should be balanced and transparent. Such governance bod-
ies should represent the interests of the market as a whole and not
the interest of the few.

With regard to conflicts of interest with a clearing member,
Dodd-Frank is clear. Dealer desks should not be allowed to influ-
ence their clearing member colleagues and strict Chinese law
should exist. With regard to trading derivatives, clearinghouses
must accept trades on an execution blind basis.

Customers should be allowed to trade with whom they want.
They should not be forced to execute trades in such a way where
one side of that trade is done with an incumbent dealer.

They should also be able to trade with dealers who do not self-
clear but make markets nonetheless and provide the liquidity so
vital to the integrity of the system. For their part, swap execution
facilities should also offer open access.

They should offer pre and post-trade transparency in an other-
wise opaque marketplace. SEFs should seek to report their trades
within seconds, as is the case in other markets. It is well-estab-
lished with the introduction of greater transparency, more market
makers and increased competition, a safer playing field will emerge
to directly enhance liquidity and market integrity which in turn
lowers the systemic risk.

In conclusion, the CFTC and the SEC should be commended for
their excellent work. Both agencies have been transparent and ac-
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cessible throughout the entire process. They have adapted to indus-
try suggestion when appropriate, and Congress should provide
them funding that they need.

We must move away from “too-into-connected-to-fail.” We must
work together to ensure that when the next investment house fails,
and they do, that we are properly prepared for it. I thank you for
your time.

[The prepared statement of Mr. Cawley can be found on page 77
of the appendix.]

Mr. GARRETT. And I found that illuminating. Thank you very
much for the testimony and from the gentleman from the great
State of New Jersey and the 5th District as well.

Mr. Giancarlo please?

STATEMENT OF J. CHRISTOPHER GIANCARLO, EXECUTIVE
VICE PRESIDENT, CORPORATE DEVELOPMENT, GFI GROUP
INC.

Mr. GIANCARLO. Thank you, Congressman, and thank you mem-
bers of the committee. I am Chris Giancarlo, executive vice presi-
dent of GFI Group, an American company and a global wholesale
broker of swaps and other financial products.

I am also a Board member and former chairman of the Wholesale
Markets Brokers’ Association. As such, I speak from the perspec-
tive of the wholesale brokerage industry that handles over 90 per-
cent of intermediated over-the-counter swaps trading in the United
States and around the world today.

Wholesale brokers are the prototype of competing swap execution
facilities or SEF's. The core impact of Title VII of Dodd-Frank is to
replace a market in which swaps are often traded directly between
counterparties with a system for most transactions where a central
clearing facility acts as a single counterparty to each market par-
ticipant and where transactions are executed on regulated trading
facilities including the newly created definition of SEF's.

The goal of these two initiatives, clearing and intermediation, is
better safety and soundness for U.S. swaps markets. Dodd-Frank
promotes a market structure where competing SEFs and exchanges
vie with each other to provide better services at lower cost in order
to win the execution business of market participants.

Dodd-Frank rejected the anti-competitive single silo exchange
model for the futures industry where clearing and execution are
intertwined. Dodd-Frank expressly permits swaps to be executed
by SEFs using “any means of interstate commerce.”

Congress left it to the marketplace to determine the best modes
of execution and thereby foster technological innovation and devel-
opment. Congress specifically did not choose to impose a federally-
mandated one-size-fits-all transaction methodology on the swaps
market.

Liquidity in today’s swaps markets is fundamentally different
than in futures and equities markets and naturally determines the
optimal mode of market transparency and trade execution.

Wholesale brokers are experts in fostering liquidity and trans-
parency by utilizing trade execution methods that feature a hybrid
blend of knowledgeable brokers and sophisticated electronic tech-
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nology that are specifically tailored to the unique liquidity charac-
teristics of particular swaps market.

There are three critical elements that regulators need to get
right. First, SEFs must not be restricted from deploying the many
varied trade execution methods successfully used today. It would be
detrimental to market liquidity to mandate restrictive transaction
methodologies or to experiment with rules taken from the highly
commoditized equities or futures markets.

Moreover, U.S. regulations need to be in harmony with those of
foreign jurisdictions to avoid driving liquidity toward overseas mar-
kets that may offer greater flexibility in modes of trade execution.

Second, the goal of pre-trade transparency can be realized
through means that are already developed by wholesale brokers to
garner and disseminate pricing information and not by artificial
mechanisms that may restrict market liquidity for end users and
other traders.

Third, regulators need to carefully structure a public trade re-
porting system that takes into account the unique challenges of
swaps trading. The objective must be to strike a balance between
price transparency and market liquidity.

If the rules do not properly define the size of block trades, infor-
mation, and time delays, they will surely cause a negative impact
to liquidity, disturbing end users’ ability to hedge commercial risk
and to plan for their future.

The Wholesale Markets Brokers’ Association has proposed a
block trade standards advisory board of recognized experts from
data repositories and SEFs to make recommendations to the regu-
lators for appropriate blocks trade rules.

The regulators and their staff deserve to be commended. They
are working very hard to get this right. It is crucial that they gain
a thorough understanding of the many modes of swaps trade execu-
tion and price dissemination deployed by wholesale brokers and ac-
commodate those methods in trading practices in their SEF rules.

It is only with such understanding that they can draft regula-
tions that are properly tailored and effective. I am optimistic that
given enough time and resources, regulators will craft SEF rules
that are well-suited to the existing trading methods in the swaps
market resulting in shorter and more effective implementation pe-
riods.

As the adage goes, “measure twice, cut once.” We certainly don’t
want to have to cut this thing twice. Congress can assist with need-
ed technical corrections to Dodd-Frank and crucially, by providing
regulators with adequate time and resources to thoroughly under-
stand the challenges and solutions to garnering trading liquidity in
the swaps markets. Taking adequate time to get the regulations
right will expedite the implementation of the worthy goals of Dodd-
Frank, that is, central counterparty clearing and effective trade
execution and provide end users and other traders with more com-
petitive pricing, increased transparency, and deeper trading liquid-
ity for their risk management needs.

I thank you and I look forward to your questions.

[The prepared statement of Mr. Giancarlo can be found on page
288 of the appendix.]

Mr. GARRETT. Thank you. And I thank the entire panel.
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We will now turn to the gentleman from New York, Mr. Grimm.

Mr. GRiMM. Thank you, Mr. Chairman, and thank you to the
panel. Mr. Giancarlo, since you just finished, I will start with you
if I may? I wanted you to expand a little bit about the multiple
modes of execution.

I for one think it is important: voice, hybrid, electronic. These
modes, if you can expand why it is so important to have multiple
modes rather than wholly electronic platform, I would ask you that
question.

Mr. GIANCARLO. Thank you, Congressman. Liquidity in the
swaps market is very different than in the futures and equities
markets, the nature of liquidity. Just to give you an example, 80
percent of the reference entities, swaps on 80 percent of the ref-
erence entities in the credit derivatives market, trade less than 5
times a day.

It is not the same type of marketplace where you have a contin-
uous tape that you do in a futures market or an equities market,
and therefore the means by which experienced intermediaries bring
parties together in this marketplace are very different.

At GFI Group, and at our competing wholesale brokerage firms,
we use a range of methodologies. Everything from online auction
systems to fixing and matching session as well as fully electronic
online platforms. But we also use a mix of humans and electronic
sysiclems. And often, that is very effective at bringing parties to-
gether.

Mr. GrRiMM. That begs the question, if I may, it appears to me
that the CFTC has relied heavily upon the regulations governing
the futures contract in drafting the proposed rules for the swaps.
Are the regulations for the futures industry appropriate for the
swaps industry, and if not, why?

Mr. GIANCARLO. There may be some elements of what is—how
regulations work in the futures industry that are appropriate but
many, many other ways they are inappropriate. And in the pro-
posed regulations, there are a number of areas where the proposed
regs simply just don’t apply, just simple things like referring to
products listed on SEFs or members of SEF. These are concepts
that really don’t exist in the swaps market. And yet as we read the
proposed rulemaking, these concepts still come through, and are in-
appropriate for what takes place in the swaps market.

Mr. GRIMM. Thank you very much. I appreciate that.

If I can switch over to Mr. Donahue. Your testimony expressed
concerns about fragmentation of data. Doesn’t the technology exist
already for the regulators to easily consolidate the data it receives
from various swap data repositories?

Mr. DONAHUE. Congressman, I would certainly agree it exists. I
don’t think I would use the word “easily.” You can consolidate the
data. I think our point is the data is already consolidated. The data
has been unified in a swap data repository.

Having that consolidated view and having the infrastructure that
we have to permit regulators in the market access to that consoli-
dated view is very, very key to meeting the transparency goals that
the Act has and that Congress had in adopting the Act.

Trying to—allowing that to fragment and allowing the data to
split out into pieces that get distributed in different forms in dif-
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ferent data vendors and then imposing the obligation to then re-
unify that and consolidate that is, we think, going to be a fairly dif-
ficult process, a complex process, an expensive process and cer-
tainly add very significant time to the market’s ability to establish
the transparency that Congress and the regulators want.

Mr. GRIMM. One more question, Mr. Donahue, other than the
congressional mandate that trades be reported, explain why we
need repositories please?

Mr. DONAHUE. Again, the repository gives a consolidated view of
all of the activity within a particular asset class so that you can
see all of the exposures. You know who has what exposures. You
can see information about contracts conducted globally. This is a
global market.

Mr. GRiIMM. Could I just ask you, why can’t the clearinghouses
collect the information since they are the central nexus for the de-
gvat(ij\‘r?es and let them send the information to the SEC and the

FTC?

Mr. DONAHUE. Your question answers that, okay? The clearing-
houses necessarily will fragment the data and you are going to be
dealing with different groups of data reflecting different activities,
different contracts.

You may see offsetting contracts in different clearinghouses. You
have to bring it together in some place. You have to aggregate it
to see the entire view. That is precisely what swap data reposi-
tories do. Going there and using that infrastructure from day one
we believe is the appropriate public policy choice.

Mr. GrimM. I yield back, Mr. Chairman.

Mr. HENSARLING. [presiding] The gentleman yields back his time.
The Chair now recognizes the gentlelady from New York for 5 min-
utes.

Mrs. MALONEY. Thank you very much, and I thank all the panel-
ists. On the central repository, in your statement you said that it
should be a utility and could you expand on why you describe
DTCC as—why can’t we use it as a for-profit model? Why should
it be a utility? If you could expand?

Mr. DONAHUE. Congresswoman, I think the crucial point there is
the very, very deep degree of market cooperation and collaboration
that is needed to make a repository work.

Mrs. MALONEY. Yes.

Mr. DONAHUE. DTCC is a market-governed utility. We are oper-
ated on a not-for-profit basis. We have a governing board or a gov-
ernance committee that has all of the constituencies in the market
involved in the governance.

They view us as a neutral meeting place where they can have a
particular market need addressed in a way that is responsive to
their concerns and meets the needs of the broad range of market
constituencies. That is what a utility or an industry cooperative
does.

That is very, very crucial to getting the level of cooperation and
collaboration that is needed to achieve rapid implementation of the
transparency mechanisms that the repository provides. So we think
getting the kind of market cooperation both within the United
States and also crucially from overseas is very much facilitated by
having a market utility supporting that function.
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Mrs. MALONEY. When you mentioned overseas, we are definitely
in a global market, and DTCC just has activities here in America,
correct?

Mr. DONAHUE. No, we actually have offices both in Asia and in
Europe and we actually have an implementation of our derivatives
support capability in Europe as well as in the States.

Mrs. MALONEY. So that allows you see the entire picture? Is ev-
erything in DTCC internationally and locally?

Mr. DONAHUE. With respect to credit default swaps the Trade In-
formation Warehouse is a global infrastructure. It has trade feeds
from 1,800 counterparties in 52 countries around the world. The
reference entities referenced in the warehouse originate from 90
countries around the world.

The regulator transparency mechanism that we announced this
morning gives information to 19 regulators around the world and
that number will grow. So it is very much a global infrastructure,
and that is very key given the global nature of the marketplace.

Mrs. MALONEY. In your written testimony, you mentioned that it
would be, and I am quoting from it, it would be “an exceptionally
expensive if not politically impossible task for regulators to rebuild
complex reporting mechanisms.” Yet there were several amend-
ments in Dodd-Frank that would have done this earlier.

Mr. Gensler from CFTC I believe was testifying that he thought
he would build his own clearinghouse. Can you comment on that?
Do you think other repositories are necessary in order to have all
the information to see the exposure, see the risk, and prevent an-
other catastrophe like we had in 2008?

Mr. DONAHUE. Our view is very much that you need a consoli-
dated view per swap asset class. All right? So for credit default
swaps, the trade information provides that. You would need a con-
solidated view, a repository for interest rate swaps, as an example,
for over-the-counter equity swaps.

And consolidating all that information into a unified view, we be-
lieve, is very crucial to having the kind of transparency that the
market needs. The CFTC could do that. The regulators could do
that, consolidating information from a variety of sources. That is a
fairly expensive proposition. It is a fairly time-consuming propo-
sition.

Mrs. MALONEY. Would it offer more information than what
DTCC now offers—

Mr. DONAHUE. It would—

Mrs. MALONEY. —or would it be a duplication?

Mr. DONAHUE. I think it would be fair to characterize it as a du-
plication. We are within weeks of having the Trade Information
Warehouse in a form that is completely compliant with Dodd-Frank
requirements in terms of the breadth of the data we maintain, the
kinds of information, and the kinds of counterparties we have re-
flected.

So I don’t see that—pushing, that the regulator level would add
anything other than additional expense replicating what already
exists.

Mrs. MALONEY. In my opening comments, I talked about the
flash-crash, and how we need to try do everything we can to pre-
vent it, and I would like to ask the panelists, how do SEFs prevent
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events like May 6th, which has been called a flash-crash or the re-
cent hacking into NASDAQ, which was very troubling to many of
us? How can you minimize or prevent these type of intrusions or
shocks or disruptions to our financial markets?

Mr. GIANCARLO. Congresswoman, if I may?

Mrs. MALONEY. Sure.

Mr. GIANCARLO. As I noted in my testimony, we and other whole-
sale brokers operate a hybrid model of execution which we call a
melding of man and machine. It is a combination of human brokers
and very sophisticated electronic trading technology.

In that type of environment, the risks of the machines taking
over, if you will, are minimized because the humans are sitting
there side-by-side watching trading activity, and they are very ex-
perienced in the way markets work. It is almost as if you have a
pilot in an airplane; if there is any turbulence, they could take it
back off autopilot, take it back into manual control.

One of the concerns we have with proposed regulations that
would seek to impose a sort of an electronic model on a market-
place that right now operates on a hybrid model is that would exac-
erbate the risks of an electronic malfunction—

Mrs. MALONEY. Okay.

N(Ilr.dGIANCARLO. —taking the market in a direction that is unin-
tended.

Mrs. MALONEY. Yes, just tell me—Mr. Donahue, do you have a
comment? Thank you.

Mr. HENSARLING. You can be brief, sir.

Mr. DONAHUE. Certainly, and I think we—obviously with respect
to the NASDAQ point you make, Congresswoman, we certainly
have taken very serious note of what happened. Obviously, we
don’t really understand all the details.

It is something that we are very focused on, and I would think
most market participants are very focused on ensuring that their
systems are safeguarded against some incident like that, so it is
something that gets a lot of focus and a lot of attention.

Mrs. MALONEY. Thank you.

Mr. HENSARLING. The time of the gentlelady has expired. I wish
to announce to the remaining members that votes are expected
within the next few minutes. We will recognize Mr. Duffy on the
Majority side, and Mr. Perlmutter on the Minority side. And then,
we will have to adjourn the hearing.

The Chair now recognizes the gentleman from Wisconsin for 5
minutes.

Mr. DUrFry OF WISCONSIN. Thank you, Mr. Chairman. I, too,
want to thank the group for coming in and answering our questions
and giving your testimony. You all look nice and tight together,
very nice. We looked like that earlier today.

Specifically, Mr. Reiners, I would like to ask you a few questions.
I am also from Wisconsin, the 7th District. We like our beer in Wis-
consin, and cheap beer or inexpensive beer, I should say, not cheap.
Also, our district is home to Leinenkugel’s, which is a great em-
p}!loyer in Chippewa Falls, Wisconsin, and they make great beer
there.

And so I think some questions that are relevant to the impact
of the Dodd-Frank rules and the beer industry. If you look at the
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regulations that are about to come down—is it going to be more ex-
pensive for you to enter into derivatives contracts to hedge your
risk?

Mr. REINERS. We do, both vanilla over-the-counter trades. We do
futures trades. We do customized trades as I mentioned in my tes-
timony. So should there be a change in the margin requirements
for end users that would change the complexion of our working
capital. It would certainly have an impact across-the-board.

Certainly, commodities are a component of our final price and
how we manage that price. But it is not the only factor relative to
pricing beer.

I have to also speak on behalf of the Coalition that these margin
requirements that were discussed off and on really could impact
capital investment, could impact how your working capital is em-
ployed.

Mr. DUFrFY OF WISCONSIN. And with the cost increases, poten-
tially those would, obviously, be passed on to consumers?

Mr. REINERS. If the marketplace—it would be up to the market-
place.

Mr. DUFFY OF WISCONSIN. Okay. And if they are passed on, obvi-
ously, the cost of our six packs would go up, is it fair to say?

Mr. REINERS. It would certainly have an impact on the cost of it,
yes.

Mr. DUFFY OF WISCONSIN. Okay. I knew that was coming.

Mr. CAWLEY. Congressman? Excuse me, Congressman? If I could
just go back because—

Mr. DUFFY OF WISCONSIN. Oh, yes. I am sorry.

Mr. CAWLEY. —there is one other cost you need to consider when
you are considering the end user away from margin and the actual
processing of a trade. You need to consider the execution costs as
well, and sometimes that can go up and go down. So one thing I
think will be interesting to look at is when a marketplace becomes
more transparent, the execution costs actually go lower.

There is estimated to be about $50 billion worth of execution
costs, currently, in interest rate swaps in CDS today on an annual
basis. And if you allow central limit order books and transparency
into the marketplace where buyers and sellers can meet each other
directly, those fees should tend to go down. We estimate that those
fees could go down by as much as $30 billion to $40 billion.

Mr. DUFFY OF WISCONSIN. In regard to the issue of transparency,
I think everyone here would agree that companies like AIG and all
of their contracts we should have more transparency or could have
stopped the crisis that I think AIG played a big part in.

But is there a concern of, say MillerCoors is entering into con-
tracts for aluminum, and we talked about the liquidity in the mar-
ketplace with aluminum contracts. If you are entering into a con-
tract, and it is probably a big contract—does that have an impact
on the market if you are forced to disclose the contract that you
are entering into? Is there a cost component with the transparency
of end users with an over-the-counter contract?

Mr. REINERS. —in regards to transparency, Congressman, I think
it is really all about the details and the careful implementation of
any new rules. We would, as a beer guy and someone who actually
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uses these tools that we are talking about, the level of confiden-
tiality is certainly critical.

You have kind of touched on that, and I think the rules would
allow for that, but I think the issue of additional costs, the devil
is in the details again. We don’t want to add additional cost to the
regulatory system because that does translate right in to our cost
of goods sold.

Mr. DUFFY OF WISCONSIN. Okay. And just if I could ask the
panel one other question? If you look at what we are doing here
with our rules, it appears that we are leading the way with reform-
ing our rules and regulation in regard to derivatives as opposed to
the E.U. and other Asian markets. If this raises the cost of our con-
tracts—is it possible or feasible that we are going to see more of
our derivatives markets go to places like Singapore and Hong Kong
or others?

Mr. THOMPSON. We are already hearing from clients, especially
European clients who deal with multiple banks including our Lon-
don branch—things like it is not clear to me whether we will be
caught up in Dodd-Frank, but if we deal with Barclays or Credit
Suisse or a European bank, we won’t be subject to this. Why should
we take the risk of dealing with you and having to clear our con-
tracts?

Mr. DUFFY OF WISCONSIN. So it is—

Mr. HENSARLING. The time of the gentleman has expired.

Mr. DUFFY OF WISCONSIN. Thank you, Mr. Chairman.

Mr. GARRETT. [presiding] They have just called votes on the
Floor. We should have time to clear the two remaining members’
questions.

The gentleman from Colorado is recognized for 5 minutes.

Mr. PERLMUTTER. Thank you, Mr. Chairman, and I just appre-
ciate the panel being here today waiting through all the ques-
tioning of the three previous witnesses. And I know that I have
had a chance in the first round of Dodd-Frank to talk to at least
the first four of you or your companies, and learned a lot in that
process. Derivatives are something that I never expected to have
to deal with on an ongoing basis as we seem to be dealing with it,
but a couple of points.

I will start with you, Mr. Reiners. We tried in that bill to limit
margins or capital requirements for end users in connection with
their having to deal with future risk, you guys buying barley on a
forward basis or aluminum or whatever it might be.

Listening to Chairman Gensler, I am comfortable that he got
that as part of the bill. I appreciate your company’s caution that
some regulator doesn’t get out of hand. And I think you brought
it clearly to my attention, and I will keep an eye on it. Do you have
indications in a rule that they are going to call and require margin
against barley for next year?

Mr. REINERS. No, Congressman. Thanks for the comment. I
heard the same thing from the Honorable Chairman Gensler, and
I had a prior personal discussion with him on this several months
ago, and I heard the same thing here during his testimony. I have
to say though that I think I heard some inconsistencies by some
other participants today that give me pause.
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Mr. PERLMUTTER. All right. I appreciate that, and we will keep
an eye out and look to you guys, just something like that to advis-
ing us, so we can be a good oversight committee.

The other thing that I am hearing though from several folks is
that we have to take time in devising and implementing the rules,
and I don’t think there is any question about it. But what is your
understanding, Mr. Thompson, as to what the timing is of the rules
from either the SEC or the CFTC? When are they going to be pro-
mulgated?

Mr. THOMPSON. My understanding of the timing, first, with re-
spect to the CFTC is they have already put out a draft of many
of the 30 rulemaking work streams that they are charged with pro-
mulgating rules on there.

And my understanding of Mr. Gensler’s timetable, based upon
his public statements, is that he intends to have most, if not all of
them, in place by the July 17, 2011, Dodd-Frank Title VII effective-
ness date.

Mr. PERLMUTTER. Do you think that date is not a doable date,?
Is it premature? Is that your concern?

Mr. THOMPSON. I think sticking to that date runs the risk of seri-
ous unintended consequences, in large part, because many of these
issues are complex. One thing the chairman notes is that he has
gotten a tremendous amount of input from the market. I check the
CFTC Web site every day for the comments that come in, and I
don’t see how they are keeping up with the information that is
coming back in to them.

Mr. PERLMUTTER. Let me stop you right there because we want
to do this right, but there has to be some point where you get them
done. I mean you can always analyze these to the nth degree.

I would ask that both your company, JPMorgan, which is a big
player, obviously, and SIFMA, which is a major association, speak
on behalf of these agencies, the CFTC and the SEC to the degree
they may need people to get stuff done. And I don’t know how you
want to react to that, if you want to react to that or Mr. Duffy, I
know CME has been involved in this.

Mr. THOMPSON. I will just react by saying both JPMorgan and
SIFMA have actively provided the comment letters to the agencies
on a wide variety of issues where we feel that they need assistance,
technical advice or market-based input. And again, my concern is
that given the sheer volume of information coming in to them, I am
concerned about their ability to—

Mr. PERLMUTTER. —get it done?

Mr. THOMPSON. —take a step back, analyze that, think about it
thoughtfully, and incorporate it into the final rulemaking.

Mr. PERLMUTTER. Mr. Duffy?

Mr. DurFy. I will just say really quickly and just add to what
Mr. Thompson said, we have a huge internal legal team analyzing
each and every one of these rules. We have huge external legal
firms working on these rules. We can’t keep up with it. We are
kind of perplexed.

How 1in the world can a couple of Commissioners with a few staff-
ers and their lawyers actually understand what these rules mean
and what the effects of them could be for this country 6 months or
6 years down the road? So we do think that the prudent thing



69

would be to take some time and for people to understand these in
more detail.

Mr. PERLMUTTER. And make sure it is properly staffed.

Mr. THOMPSON. As an order of magnitude in following up on Mr.
Duffy’s comments, Mr. Gensler was describing the size of his agen-
cy as roughly 400-and-some-odd people. At JPMorgan in New York,
we have a team of about 350 people working on various phases of
this.

Mr. PERLMUTTER. Okay. Thank you.

Mr. THOMPSON. It is a monumental undertaking.

Mr. PERLMUTTER. Thank you very much, and I yield back.

Mr. GARRETT. Thank you, and before the gentleman leaves, actu-
ally, we have a little bit more time, so I am going to yield, split
our time—

Mr. HENSARLING. Sure.

Mr. GARRETT. —two-and-a-half minutes, Mrs. Biggert?.

Mrs. BIGGERT. Thank you, Mr. Chairman. I appreciate that. I
have just a couple of quick questions that I would like to ask Mr.
Duffy. The futures exchanges currently employ limits in most phys-
ically-delivered contracts to mitigate potential congestions and to
help identify threats that might to manipulate the markets.

It seems like there has been a proposal in the President’s recent
Executive Order which turns this over to the CFTC. Wouldn’t it be
better to learn to leave it back within the market rather than put
another cost to the Federal Government?

Mr. DUFFry. I do agree it would be best to leave it with the ex-
changes. We have been doing it for a number of years, and we have
done it quite successfully. We have never had a customer lose one
penny due to a clearing member default, and that is a 156-year
record that we are very proud of, Congresswoman.

So I think we have done an excellent job of managing risks when
it comes to these types of problems as it relates to the limits. We
have limits on all of our deliverable products, so we already have
the limits put in place today.

When it comes to energy, we have hard limits coming in to the
last 3 days. We have accountability levels 30 days out on our grain
products. They all have government-mandated limits imposed on
them today, so these are things that are already in place today.

So I am kind of confused on why the regulator is trying to impose
more restrictive limits on the regulated market when Congress told
him to go figure out how to rein in the over-the-counter market.
And once you do that, then make sure you don’t disenfranchise the
listed market. So we are very confused on the process the way it
is unfolding—

Mrs. BIGGERT. Okay. Thank you. One more quick question, and
that is with the European Union and foreign jurisdictions, if they
adopt a less restrictive regime, and considering what we talked
about, I asked Chairman Gensler earlier this morning that on the
position limits, isn’t that going to force companies to go abroad?

Mr. DUFFY. They already have. We talked earlier about business
going abroad. Our natural gas contract at the New York Mercantile
Exchange that we own, once Congress—or once the rhetoric came
out that they are going to impose these very stringent limits, we
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saw a big shift of open interest from our nat gas contracts over to
the London nat gas contract. So we definitely saw that.

Last week or 2 weeks ago, I think it was Michel Barnier or one
of the other European officials came out and said exactly—I just
met with him in August.

I met with Chairman Gensler and they said that they are going
to be in lockstep with the United States and our regulations. This
was back in August. I asked him when they passed Dodd-Frank in
Europe. They don’t have Dodd-Frank in Europe.

Also, they just came out last week and said they are not going
to impose hard position limits on energy products, but yet they
have the ability to do so. This is exactly what this Congress told
our regulator to do, but our regulator looks at it in a different light.

Mrs. BIGGERT. Thank you.

Mr. Durry. Thank you.

Mr. GIANCARLO. Congresswoman, if I could just add on foreign
competition? We are following very closely the directives coming
out of MiFID and others coming out of Europe, and they don’t also
adopt the similarly restrictive approach to modes of execution for
SEF's, that is—appear to be coming out of the CFTC.

And we think that if Europe adopts a more flexible approach to
intermediation by SEF's that business could also go overseas within
that regard as well.

Mr. GARRETT. I thank the gentlelady, and we are really—I am
sorry. I am pressed for time here, so I will just throw out a couple
of things to Mr. Giancarlo, with regard to the SEFs, two quick
things.

One is a little bit in the weeds, and it is the difference in ap-
proach with regard to the SEC and the CFTC. The SEC seems to
me a little bit more reasonable as far as it goes. The CFTC says
no, you have to have five quotes. So if you go out to two car dealers
and you get prices, now you have to go out to three more before
we are allowing you to proceed. Can you just comment on that
briefly?

Mr. GIANCARLO. Yes.

Mr. GARRETT. And two, one of my opening lines here was all that
we are doing here is impacting upon jobs and job creation. Can you
just talk with regards to SEFs—how does this—and how do we
quantify any of this as well?

Mr. GIANCARLO. Sure, absolutely. The SEC has a long history of
regulating over-the-counter markets, and as we see in their rule-
making, their approach to regulating the over-the-counter swaps
market appears to adopt a great deal more flexibility in their ap-
proaches. The CFTC does take a more, shall I say, restrictive or
proscriptive approach to the swaps market. It is actually dictating
a whole series of methodologies that intermediaries need to adopt.

In the RFQ area, you cited one, which is going out to five—hav-
ing to receive five quotes, but we see that type of proscriptiveness
rurlsnirég throughout a lot of the CFTC proposals, less proscriptive
at SEC.

And just on the issue of jobs, that is an important issue for us.
Wholesale brokers such as ourselves employ thousands of Ameri-
cans in jobs all over the country from places like Houston, Texas,
to southern California, to right in our State, New Jersey, where we



71

have operations in Englewood, New dJersey, and also in the New
York City area where our industry probably employs close to
10,000 people.

Their work is what we call the hybrid model where it is a com-
bination of the human brokers and very, very sophisticated trading
technology, technology that is licensed worldwide. But it is the
combination of the person and the machine that gives these mar-
kets their particular nature.

And what we are worried about is in the very proscriptive type
of rulemaking that would require or force all of this in to an elec-
tronic-only—

Mr. GARRETT. Right.

Mr. GIANCARLO. —methodology that it would have a severe im-
pact on the hiring that we do.

Mr. GARRETT. I appreciate that, but I am just getting a buzz in
my other ear that I have to be down on the Floor. We have to be
on the Floor in less than 2 minutes, so I want to thank the panel
for their answers.

I would like to enter in to the record with unanimous consent,
if I may, from the Wall Street Journal, an editorial dated February
11th, entitled, “The Futures of America.”

And I would also like to say that the Chair notes that some
members may have additional questions for this panel which they
may wish to submit in writing. And so without objection, the hear-
ing record will remain open for 30 days for members to submit
questions to these witnesses and to place their responses in the
record.

And with that being said, this hearing is adjourned. And again,
I thank the members of this panel.

[Whereupon, at 1:45 p.m., the hearing was adjourned.]
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February 15, 2011

Chairman  Bachus Statement During Derivatives Hearing

WASHINGTON: Financial Services Committee Chairman Spencer Bachus made the following statement during a Full Committee
hearing entitied, "Assessing the Regulatory, Economic and Market Implications of the Dodd-Frank Derivatives Title.”

“Today the Commitiee will begin to assess the economic and market impacts of Title VI of the Dodd-Frank Act, which governs the
regutation of over-the-counter derivatives.  As in many other areas of Dodd-Frank, Congress has broadly delegated authority to
Federal regulatory agencies to write the rules, so it is incumbent upon this Committee fo exercise rigorous oversight of that process.

“Let's be clear up front right at the beginning of this hearing: End users of derivatives did not cause the financial crisis. They were
among its victims. Although the 2,300-page Dodd-Frank Act was promoted as being directed at Wall Street, as we are coming to
understand more clearly, it is the end users of derivatives who will bear so much of the regulatory brunt of this law. As a result,
hundreds of American companies could take their capital and jobs elsewhere. One study, released just yesterday, concludes that
upwards of 130,000 jobs could be lost if U.S. regulators impose new restrictions on derivatives transactions too broadly.

“Others may not see a loss of jobs, but will see increased costs because of these regulations -- costs that will be passed along to
consumers.

“The implementation of new derivatives rules should not ocour in a vacuumn, without regard for their impact on all market participants
and ultimately the economy. Although most of the rules mandated by Dodd-Frank must be adopted within 360 days of enactment,
the Act declined to require such rules to become effective by any given date. The regulators have not only the authority, but the
obligation, to ensure that changes are carried out in an orderly manner that does not disrupt market functioning, and are phased in
over a reasonable timeframe that takes adequate account of differences in derivatives asset classes.

“If we are not careful, the result will be a patchwork of disparate ruies that are both complicated to administer and needlessly
increase costs on exactly those Main Street businesses that we are counting on to bring our economy back.”
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Hearing
“Assessing the Regulatory, Economic and Market Implications of the
Dodd-Frank Derivatives Title”
February 15, 2011

Chairman Bachus, I ask unanimous consent that my statement be made a part of today’s
hearing record. 1 also ask unanimous consent to submit two letters for the hearing
record: One by Richard Whiting of the Financial Services Roundtable dated February 7,
2011, and the other a statement by Craig Reiners of MillerCoors Corporation.

The Dodd Frank Act will considerably strengthen our financial services infrastructure by
creating exchanges for derivatives and disclosure in the derivatives markets for the first
time.

The law enhances the powers and resources of the U.S. Securities and Exchange
Commission (SEC) and requires a comprehensive study of the way that the SEC operates,
which will lead to much needed management reforms.

It will enhance regulation over more products and actors, create additional investor
protections and consumer safeguards, and promote greater accountability for those who
work in our capital markets.

This is not the first time that legislation has been introduced to regulate the derivatives
markets. Former Representative Paul Kanjorski of Pennsylvania introduced derivatives
legislation in 1994.

In 1994, former Congressman Paul Kanjorski of Pennsylvania introduced a bill to
regulate derivatives and other complex financial instruments.

Congressman Kanjorski’s bill failed to pass, but the Dodd Frank Act succeeded in
regulating and increasing transparency in the derivatives markets. This conference
agreement finally addressed the utter lack of regulation in this enormous market by
mandating the clearing of most derivative contracts on exchanges so that we have more
transparency.

For those derivatives that are not cleared, the bill's reporting and disclosure requirements
ensure that information on the transaction is maintained.

A myriad of problems presently confronts the SEC, perhaps none more urgent than the
need for adequate resources.

SEC Chairman Schapiro and others have repeatedly stressed the need to increase the
funding to the SEC to ensure that the agency has the ability to keep pace with
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technological advances in the securities markets, hire staff with industry expertise, and
fulfill one of its core missions: the protection of investors.

In response, the Dodd Frank Act slightly increased the independence of the SEC in the
appropriations process, doubled the authorized SEC budgets over 5 years, and created a
new reserve fund to support technology improvements and addressed emergency
situations, like the market crash that occurred in May 2010,

It is unfortunate that the Continuing Resolution reduces funding for the SEC
substantially.

One word of caution: As the regulatory agencies implement all the various provisions in
Dodd Frank Act, we must ensure that the potential economic harm in these derivative
provisions is avoided. The regulations must be tailored in such a way that they do not
impose undue burden on businesses and that they increase jobs.

Thank you Mr. Chairman.

I yield back the remainder of my time.
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Introduction

Chairman Bachus, Ranking Member Frank, and Members of the Committee, my name is James
Cawley and | am CEO of Javelin Capital Markets, an electronic execution venue of OTC
derivatives that expects to register as a SEF {or “Swaps Execution Facility,”) under Dodd Frank.
Thank you for inviting me to testify at today’s hearing.

{ am here today to represent the interests of the Swaps & Derivatives Market Association or
‘SDMA’ which is comprised of multiple independent derivatives dealers and clearing brokers,
some of whom are the largest in the world.

In called to testify today, | am reminded of the main reason for which we are here—to
fix the derivatives market such that we never again have to call upon the US taxpayer to
bail out Wall Street. The bilateral counterparty risk baked into every credit derivative
and interest rate swap contract still constitutes an unacceptable systemic risk to the
national financial payments system specifically; and to the broader economy as a whole.

Simply put, such bilateralism acted as an accelerant to the crisis, much like gasoline does
to a forest fire.

To help ensure, in the future, that the government or more specificaily, the US taxpayer,
doesn’t have to bail out the next trading firm that fails—we must ensure that the central
clearing and transparent, competitive execution of OTC derivatives, as specified under
Dodd Frank, is a success. We must transition away from ‘too interconnected to fail,’
where one firm fails and pulls three others down with it.

Where We Are Now

We are now 2 ¥ years since the financial crisis of 2008 and despite several industry-led
initiatives, the market has since failed to migrate by itself to central clearing. What have
emerged, however, are examples of ‘good’ and ‘bad’ clearing initiatives from which
lessans can be drawn.
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Structural barriers to universal adoption of central clearing have emerged that include:
caps on open interest, clearing costs being shifted permanently to end users to the
benefit of an incumbent few, and severely restricted access for execution venues and
new dealers as they seek to compete and enhance liquidity.

These observations should serve as useful guidance for the SEC and CFTC as they
promulgate rule sets based upon Dodd Frank.

Central Clearing

With regard to clearing house membership requirements, they should, as Dodd Frank
requires, be objective, publicly disclosed & permit fair and open access.

This is important because clearing members act as the ‘gatekeepers’ to clearing.
Without open access to clearing, you will not have universal clearing adoption,
increased transparency, liquidity and lessened systemic risk.

Clearing houses should not place unreasonable requirements for capital, require them
to be swap dealers or determine eligibility based upon the preexisting size of a swap
portfolio.

Clearing houses should learn from their own experience in the listed derivatives space
(of futures and options) where they currently operate. In those markets, central clearing
has operated successfully since the days of post Civil War Reconstruction nearly 150
years ago, long before spreadsheets and risk models. In the listed derivatives
marketplace, counterparty risk is spread over a hundred disparate and non correlated
clearing firms. It works well and no customer has ever lost money due to a clearing
member failure.

This is not the case presently with the current OTC Derivatives clearing initiatives on
offer. Membership in these entities stands to be too restricted, with a mere handful of
highly correlated players not only shouldering the risk, but also controlling the access.

We should be mindful that calls for initial membership capital to be $5 billion or 51
billion, while they sound great, are cosmetic and that only a ‘pay to play’ system where
capital contribution is directly proportionate to the risk introduced is a better way to go.

To that end, the SDMA supports the CFTC’s call for clearing broker capital requirements
to be proportionate and scale relative to the risk they introduce. We support the
CFTC’s call that a clearing firm’s minimum capital be closer to $50 Million, than to $5
billion or $1 billion as certain CCP’s have originally suggested.

It is worth remembering that Lehman and Bear Stearns would have met the $1 Billion
threshold until the days of their failure.
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We support initiatives to broaden clearing house membership well beyond that of only a
few highly correlated players such that if one, or two, or even three clearing members
fail—{as evidenced in the Fall 2008), the broader group can comfortably shoulder the
burden.

Furthermore, some operational requirements for membership that have no bearing on
capital adequacy or clearing member capability should be seen for what they are—
transparent attempts to limit competition.

Specifically, clearing members should not be required to operate swap dealer desks just
so they can meet their obligation in the default management process. These
requirements can easily be met contractually through agreements with third party firms
or dealers.

Clearing house governance should be balanced and transparent. Such governance
bodies should represent the interests of the market as a whole and not just the interests
of the few. To ensure fair governance, clearing house voting should be, as the CFTC and
the SEC have suggested, strictly monitored where one entity or group does not exercise
undue influence.

With regard to conflicts of interest within a clearing member, Dodd Frank is clear; dealer
desks should not be allowed to influence their clearing member colleagues and strict
Chinese walis should exist. Dealer desks should not be able to force their clearing
member colleagues to offer ‘free clearing’ if you execute with the dealer desk.

OTC swaps clearing has been quite prevalent in the commodity swaps space since May
2002, following the collapse of Enron in 2001. Moreover, this has occurred without
arbitrary rules designed solely to exclude a large number of clearing members. There
have not been artificially set high capital requirements for clearing members or rules for
default management that only dealers can meet. If this Committee wants to review a
model for OTC clearing success, it needs to look no further than the Chicago Mercantile
Exchange’s Clearport initiative; ICE’s OTC clearing initiative in Europe, or the Singapore
Exchange’s AsiaClear Platform in Singapore.

Derivatives Trading

With regard to trading derivatives, clearing houses must accept trades on an execution
blind basis. Customers should be allowed to trade with whom they want. They should
not be forced to execute trades in such a way where one side of the trade be done with
a clearing member who is also a dealer.
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Customers should be allowed to execute on whatever swap execution facility and with
whomever they want. They should be able to trade with dealers who do not self clear,
but make markets and provide liquidity, so vital to the integrity of the system.

Moreover, clearing houses should seek to settle trades real time and not attempt to
increase market risk by extending out settlement periods over days. Regulators should
be mindful that delay in the settlement process can only serve to foster fear and lack of
faith in a marketplace.

For their part, Swap Execution Facilities should also offer open access and transparency
in an otherwise opaque marketplace. They should offer pre and post trade transparency
and offer a fair and objective marketplace--where buyers and sellers come to transact
their business.

SEFs should seek to confirm and report their trades within seconds; as is the case in
other markets. In these days of high technology, such trade reporting and settlement is
not overly burdensome and helps to increase the integrity of a market.

Swap execution facilities should be allowed to compete for liquidity and market share.

it is well established in other markets, that, with the introduction of greater
transparency, more market makers and increased competition a safer playing field
emerges to directly enhance liquidity and market integrity that in turn lowers systemic
risk.

Conclusion

The CFTC and the SEC should be commended for their excellent hard work so far. Both
agencies have been transparent and accessible throughout the entire process. The rule
sets promulgated so far have been well thought out, deliberate and executed with great
diligence. While consistent with Dodd Frank, they have adapted to the industry
comment when appropriate. For example, with regard to the SEF execution method,
they provided for a workable compromise in which central limit order books and request
for quote models would both qualify under the transparency provisions of Dodd Frank.

In conclusion, we must move away from ‘too interconnected to fail.” We must move
away from tax payer bailouts of Wall Street and we must all work together—Congress,
the regulators, the incumbent dealers, the new dealers, the buyside and the clearing
firms to ensure that central clearing under Dodd Frank, which is properly thought out
works-- and works well. | thank the Committee for the opportunity to speak.
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Chairman Bachus, Ranking Member Frank and Members of the Committee, my name is Don
Donahue. I am the Chairman and CEO of The Depository Trust & Clearing Corporation
(“DTCC”). DTCC is a non-commercial industry “utility” that, through its subsidiaries and
affiliates, provides clearing, settlement and information services for virtually all U.S.
transactions in equities, corporate and municipal bonds, U.S. government securities and
mortgage-backed securities and money market instruments, as well as a significant portion of the
global over-the-counter (“OTC”) derivatives market. In 2010, The Depository Trust Company
(“DTC”), a wholly-owned subsidiary registered as a clearing agency under the Securities
Exchange Act of 1934 (“Exchange Act”), settled more than $1.66 quadrillion in securities
transactions.

Since 2006, DTCC has operated the Trade Information Warehouse, (“TIW” or “Warehouse™) a
centralized, comprehensive global electronic containing detailed trade information for the global
credit default swaps (“CDSs”) markets. This was implemented in stages and reached full
fruition in 2009. The TIW database currently represents about 98 percent of all credit derivative
transactions in the global marketplace; constituting approximately 2.3 million contracts with a
gross notional value of $29 trillion.

1 very much appreciate the opportunity to share DTCC’s thoughts on the implementation of Title
VI of the Dodd-Frank Act. In particular, I will focus on issues raised in connection with the
Dodd-Frank Act’s creation of a swap data repository (“SDR”) system for providing regulators
and the public with the necessary transparency into the global OTC derivatives markets as a
means to mitigate systemic risk. DTCC shares Congress’ goal of ensuring more transparent
markets for global regulatory oversight and systemic risk mitigation, protecting the public and
ensuring liquid and efficient capital markets. Finally, it is our strong belief that while many of
the regulatory aspects of Dodd-Frank Act remain in development, transparency is a policy option
that is most ripe for implementation.

Summary of Critical Points
DTCC would like to bring two basic points to the attention of the Committee:
1. Transparency is Key to any Attempt to Mitigate Systemic Risk in the Swap Markets

DTCC is supportive of the principle in the Dodd-Frank Act that all swaps, whether cleared or
uncleared, must be reported to SDRs. While there remains on-going debate about the causes of
the financial crisis of 2008, there is broad consensus that, to the extent OTC derivatives
contributed to the crisis, it was due to (a) the very large one-way positions that American
International Group, Inc. (“AIG”) took in mortgage-related credit default swaps, which
threatened the continued viability of a systemically important firm and went unreported until it
was too late; and (b) the general lack of understanding with respect to the extent of the exposures
across all of the swap markets, contributed to a lack of confidence in the creditworthiness of
financial institutions at just the wrong time.
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The infrastructure needed to protect against these types of situations has since been put in place
for the global CDS market. This safety net was developed as a cooperative effort between the
market participants and regulators worldwide under the auspices of the OTC Derivatives
Regulators’ Forum (“ODRF”), which is comprised of over 40 regulators and other authorities
worldwide, including all of the major tegulators and central banks in the U.S. and Europe.
Although this effort began prior to the 2008 crisis, it wasn’t until 2009 that a fully
comprehensive global CDS data set was obtained through the cooperative efforts of the ODRF,
over 1,700 participants in the CDS market from over 50 countries and DTCC, including the non-
standardized mortgage-related swaps held by AIG. With the availability of a comprehensive
data set, DTCC was able to publish comprehensive market-wide information free of charge to
the general public. DTCC was also able to provide comprehensive standard position risk reports
to appropriate authorities worldwide (as well as responding to over 100 ad hoc requests from
such authorities).

More recently, DTCC launched an “on-line” regulator portal through which regulators and other
authorities can directly access and query through secure interfaces detailed position risk data
from a global data set relating to their regulatory requirements. At present, 19 different
regulators worldwide have linked to this portal.

These position risk reports and the “on-line” portal, applicd over that complete global data set
(most of the systemically risky trades by AIG were executed in London) would have provided
regulators with sufficient early warning of the build-up of risky AIG positions to have enabled
them to take corrective measures before the positions became so large that they threatened the
fabric of the global financial system.

With respect to public market transparency, the comprehensive global market information that
DTCC is now able to publish includes, among other things, net market-wide exposures to each
CDS index and index tranche, as well market-wide exposures to each of the top 1,000 individual
corporate and governmental entities on which CDS are written (ranked by size of exposure).
With respect to more aggregated data, (e.g., overall exposure to sovereign debt, corporate debt
and other broad categories) the published data also indicate which broad category of market
participants holds what positions (these disclosures are made at this less granular level to protect
the identity of position holders). Had this information been available and published in the run-up
to the 2008 crisis much of the exposure uncertainty that contributed to market instability at the
time, at least in the CDS market, could have been mitigated.

2. Providing Transparency is a Cooperative Effort.

My focus on the collective achievement -- and it was truly a collective achievement --
surrounding transparency in the CDS market is not with the intention of boasting about DTCC’s
contributing role, but rather to bring to the Committee’s attention why this effort has been
successful.
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First, this achievement would not have been possible without the substantial and unusual degree
of global regulatory cooperation achieved through the ODRF and the OTC Derivatives
Regulators Supervisors Group (“ODSG”). Additionally, for this process to work, it was
important that DTCC was not a traditional commercial entity and, as such, had no motivation for
holding the data other than to help both the regulators and market participants by providing a
central place for data to be reported and for regulators to access it for both market surveillance
and risk surveillance purposes. D'TCC believes it was critical to the success of this process to
remove commetcial concerns from what is and should remain primarily a regulatory and
supervisory support function.

Finally, as a true industry-governed utility, with both buy-side and sell-side firms, not to mention
self-regulatory organizations, as stakeholders, DTCC has so far been able to secure the
cooperation of virtually all market participants and all clearers and trading platforms with any
significant volume. If regulatory cooperation or the cooperation of market participants and their
respective clearers and trading platforms is fails, both the published and regulator accessible data
would be fragmented, inevitably leading to misleading reporting of exposures and a very
expensive “fix” for the regulators and the marketplace generally. Fragmentation of data will
leave the task to regulators of rebuilding in multiple instances the complex data aggregation and
reporting mechanisms (including extra-territorial trades on locally relevant underlyings) that had
already been created. That task was one of the primary reasons that the industry and regulators
themselves created a single place for the data within DTCC.

The challenge going forward is to bring similar regulatory and public transparency to other parts
of the swap markets.!| DTCC would like to commend the work of both the SEC and the CFTC in
the thorough and thoughtful approach they have so far taken with respect to the very complex
subject of swap data reporting, including their suggested improvements to the current structure
for reporting credit default swaps and their proposals regarding which features of the current
reporting structures would meet regulatory needs in other swap asset classes.

However, given the need to move expeditiously and to assure the continuation of the necessary
cooperative attitude among regulators, market participants, clearinghouses and trading platforms
worldwide, the focus should be on expanding upon the current cooperative achievements of
providing both regulatory and public transparency to the swap markets. Such cooperative
efforts take some minimal amount of time to implement safely and soundly (our experience
suggests a minimum of 24-36 weeks if participants cooperate). If there is a lack of cooperation,
it will take significantly Jonger.

* There are two other global swap repositories in existence today, one for OTC equity derivatives operated by DTCC
in London and one for OTC interest rate derivatives operated by TriOptima in Sweden, These repositories,
however, were designed solely as a means to facilitate certain high-level position reporting by the major global
dealers and do not hold sufficient data to meet the regulatory needs specified by either the Dodd-Frank Act or the
ODREF {including both market surveillance and risk surveillance}, which have superseded the initial requirements
set forth for these entities.
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It is our sense, as a user governed and regulated utility servicing most of the major regulators
worldwide, that the market participants and regulators globally are poised to undertake the
significant cooperative effort necessary to provide complete transparency to these markets as
contemplated by the Dodd-Frank Act. DTCC implores this Committee, in exercising its
oversight function, to focus on removing obstacles to this process and to urge the continued use
of proven infrastructure in a manner that distinguishes the SDR function from purely commercial
considerations and jurisdictional quarrels, which could hinder the cooperative attitude that has
made progress possible thus far.

Overview of DTCC

As stated above, DTCC, a user owned market utility, through its subsidiaries, provides clearing,
settlement and information services for virtually all U.S. transactions in equities, corporate and
municipal bonds, U.S. government securities and mortgage-backed securities transactions and
money market instruments and for many OTC derivatives transactions. DTCC is also a leading
processor of mutual funds and annuity transactions, linking funds and insurance carriers with
their distribution networks. DTCC does not currently operate a clearing house for derivatives.
However, DTCC owns a 50% equity interest in New York Portfolio Clearing, LLC (“NYPC"),
which has been granted registration as a derivatives clearing organization (“DCQO”) by the CFTC.

DTCC has three wholly-owned subsidiaries which are registered clearing agencies under the
Exchange Act, subject to regulation by the SEC. These three clearing agency subsidiaries are
DTC, National Securities Clearing Corporation (“NSCC”) and Fixed Income Clearing
Corporation (“FICC”). DTCC is owned by its users and operates as a not-for-profit utility with a
fee structure based on cost recovery.

DTC currently provides custody and asset servicing for 3.6 million securities issues from the
United States and 121 other countries and territories, valued at almost $36 trillion. In 2010, DTC
settled more than $1.66 quadrillion in securities transactions, which amounts to the equivalent to
the full value of the annual U.S. Gross Domestic Product every three days. NSCC provides
clearing, risk management, central counterparty services and a guarantee of completion for
certain transactions. FICC provides clearing, risk management and/or central counterparty
services (through its Government Securities Division) in the fixed income, mortgage backed and
government securities markets. Thus, DTCC, through its subsidiaries, processes huge volumes of
transactions — more than 30 billion a year — on an at-cost basis.

Overview of the Trade Information Warehouse

DTCC began automating the derivatives market in 2003, in response to the Federal Reserve’s
desire for an industry solution to mitigate risk. At that time, just 15% of CDS trades were being
matched. DTCC’s Deriv/SERV system now matches and captures critical data for over 98% of
these trades. In November 2006, at the initiative of swap market participants, DTCC expanded
further to launch the TIW to operate and maintain the centralized global electronic database for
virtually all position data on CDS contracts outstanding in the marketplace. Since the life cycle
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for CDS contracts can extend over five years, in 2007, DTCC “back-loaded” records in the
Warehouse with information on over 2.2 million outstanding CDS contracts effected prior to the
November 2006 implementation date. As stated above, the Warehouse database currently
represents about 98 percent of all credit derivative transactions in the global marketplace;
constituting approximately 2.3 million contracts with a notional value of $29 trillion ($25.3
trillion electronically confirmed “gold” records and $3.7 trillion paper-confirmed “copper”
records).

In addition to repository services, which include the acceptance and dissemination of data
reported by reporting counterparties, the Warehouse provides legal recordkeeping and central life
cycle event processing for all swaps registered therein. By agreement with its 17,000+ users
worldwide, the Warehouse maintains the most current CDS contract details on the official legal
or “gold” record for both cleared and bilaterally-executed CDS transactions. The repository also
stores key information on market participants’ more customized CDS swap contracts, in the form
of single-sided, non-legally binding or “copper” records for these transactions, to help regulators
and market participants gain a more clear and complete snapshot of the market’s overall risk
exposure to OTC credit derivatives instruments.

DTCC’s Warehouse is also the first and only centralized global provider of life cycle event
processing for OTC credit derivatives contract positions throughout their multi-year terms.
Various routine events, such as calculating payments due under contracts, bilaterally netting and
settling those payments and less-common events, such as credit events, early terminations and
company name changes and reorganizations, may occur, all requiring action on behalf of the
parties to such CDS contracts. DTCC’s Warehouse is equipped to automate the processing
associated with those events and related actions. The performance of these functions by the
Warehouse distinguishes it from any swap data repository that merely accepts and stores swap
data information.

The Indemnification Provision and Its Impact

Consistent with our discussion about the need for global regulatory cooperation in ensuring
access to the data necessary to protect against systemic risk, DTCC is deeply concerned about
the indemnification provisions in Sections 728 and 763 of the Dodd-Frank Act. The Dodd-Frank
Act requires that repositories obtain indemnifications from foreign regulators before sharing
information with them. There was no legislative history behind this provision, which was
incorporated late in the legislative process, without having been considered in the hearing
process. As a result, it was not subject to extensive discussion and consideration prior to the
enactment of the Dodd-Frank Act, and its negative consequences must not have been clear to
legislators or the relevant regulatory bodies. DTCC believes that the indemuification provision
will significantly impede global regulatory cooperation.

Regulators are not likely to grant DCOs or SDRs indemnification in exchange for access to
information. Accordingly, regulators may be less willing to access the aggregated market data,
resulting in a reduction of information consumption, domestically and internationally, which
jeopardizes market stability.
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This provision gives foreign jurisdictions an incentive to create their own local repositories in
order to avoid indemnification. Proliferation of local “national” repositories around the world
will make it very difficult to obtain a full picture of a particular asset classes, impair market and
regulatory oversight, create inconsistencies in data, frustrate data analysis and increase systemic
risk.

Further, the provision could have an immediate negative impact on the ability of U.S. regulators
to obtain information from repositories located in foreign countries should reciprocal
indemnification provisions be enacted in foreign laws. U.S. regulators, like foreign regulators,
might be legally or practically precluded from signing such agreements.

In light of the existing indemnification requirement, this Committee should encourage regulators
to waive indemnification in situations where foreign regulators are carrying out their regulatory
responsibilities in a manner consistent with international agreements which includes maintaining
the confidentiality of data.

Alternatively, removing this provision of the Dodd-Frank Act in technical corrections bill may
be appropriate in order to avoid undermining the ability of U.S. regulators to obtain information
in derivatives markets on a global basis.

Regulatory Status of Trade Repositories — Global Cooperation

Derivatives markets are inherently cross-border, as participants in a transaction are often located
in more than one jurisdiction. From the outset, DTCC has understood that the TIW serves a
global function, and the information held by the Warehouse is relevant to regulators in many
locations. DTCC believes it is important to support regulators around the world and has
effectively done so since the end of 2008.

The SDR regime established under the Dodd-Frank Act must recognize the global characteristics
of OTC derivatives markets and, for that reason, regulators and SDRs should ensure international
harmonization. DTCC has worked closely with the ODRF and, with DTCC’s support, the group
agreed to criteria for the sharing of data, recognizing the need to have critical data on CDS
accessible across geographic boundaries and regulatory jurisdictions. DTCC has implemented
regulatory disclosure processes using those criteria and urges the same approach for other asset
classes going forward.

DTCC hopes that global regulators will eventually recognize the overwhelming advantage of
understanding risks globally from a central vantage point, thereby avoiding the data
fragmentation, which critically detracts from the management of systemic risk. Preventing the
exchange of information between regulators will frustrate efforts to mitigate international
financial risk and fragment regulatory oversight on a jurisdiction-by-jurisdiction basis.
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As the system for the use of repositories is developed internationally, it is very important for the
U.S. to facilitate a result that will place U.S. regulators and foreign regulators on an equal footing
in their ability to obtain information from repositories quickly and without barriers. In
implementing the Dodd-Frank Act, U.S. standards should be developed to be compatible with
those standards still under development in other countries, meeting the needs of both U.S. and
foreign regulators. Given the risks to U.S. financial system can be impacted by transactions
occurring virtually anywhere in the world, it is essential that the SEC and CFTC’s final
regulations create SDRs that meet the immediate needs of U.S. regulators and the long-term need
of harmonization with the requirements of regulators in Europe and other major financial
markets.

One major philosophical and pragmatic question that arises with respect to global cooperation is
whether market data should be collected and held by the private sector and made available to
regulators on an as-requested basis or, alternatively, whether governments themselves should
collect the data and disseminate as a result of treaty and information-sharing agreements.

DTCC urges Congress to consider whether the goal of addressing systemic risk can be
reasonably met through the U.S. relying on other governments throughout the world to share
information with U.S. regulators. DTCC is skeptical of such an approach, which has been
explored by U.S. regulators in the rule-making process. Instead, DTCC recommends that
Congress urge U.S. regulators to rely on regulated private sector entities to collect information
and disseminate it as appropriate, under a common system that is acceptable to the U.S. and
other countries. The experience in the market today supports this approach, as it currently works
well at the Warehouse.

Repositories’ Role in Promoting Transparency and Reducing Systemic Risk

By aggregating information, repositories collect and compile all relevant data in order to assure
appropriate market transparency and effective monitoring of systemic risk. Global repositories
have been or are being established for each OTC derivatives asset class, which can provide
regulators in the US and around the world real-time access to the data necessary to monitor and
safeguard financial markets.

The Dodd-Frank Act has identified SDRs as central to helping U.S. regulators maintain the
safety and soundness of derivatives markets. DTCC has urged regulators, and urges this
Committee, to focus on three objectives in moving forward with regulations covering SDRs:

1) Enhancing market transparency for regulators and market participants;

2) Reducing systemic risk by ensuring regulators can determine a firm’s underlying position
and exposure in an integrated fashion; and

3) Promoting coordination and efficiency in the supervision of global capital markets.

DTCC urges Congress, as well as regulators, to think carefully about the implications of
fragmenting information about outstanding contracts into different repositories, in different
countries, on different continents.
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If French regulators have to examine a dozen different trade repositories to determine what kind
of credit default swap contracts may be outstanding on French companies, the likelihood is that
they will never find all of the contracts, at least not quickly. Contract records could be scattered
across repositories in the U.S., in Europe, in Japan, in Dubai, in Hong Kong and elsewhere. Nor
is it likely to be apparent to the regulators what they are looking for, since the offsets to contracts
residing in one database might be residing elsewhere. A contract could easily have been written
between a Swiss financial institution and an Australian financial institution on an underlying
French entity, only to be sold or assigned to another party located in Brazil. Even if all of the
data is eventually located, a system to verify and analyze it would still be required.

All of the information detailed above is currently collected in the DTCC CDS Warchouse
globally, and data is published weekly on all of the contracts held, including a breakdown by
currency. DTCC has consistently stated that all interested regulators should have access to the
data they need and, for approximately the past year, DTCC has made such data available as
appropriate to the regulators involved in accordance with the global criteria adopted by the
ODRF. All of this functional transparency will be undermined if regulators move ahead with an
approach that does not provide for globally consolidated data.

Global regulators need consolidated reporting across international markets. International
regulatory guidance for derivatives regulation has recognized that aggregated data is vital to
provide a comprehensive view of derivatives markets. For example, last October, the Financial
Stability Board suggested that a beneficial solution to the needs of regulators throughout the
world would be the establishment of “a single global data source to aggregate the information
from [SDRs].” :

The Rule-Making Process

The regulatory implementation of Title VII has been extremely demanding, both on regulators
and on market participants. DTCC has filed comments on a number of proposed new rules
governing SDRs. Copies of DTCC’s comments filed to date are appended to this testimony, and
I request that they be entered in full into the hearing record, as they address many technical
issues in detail that goes well beyond what is appropriate to cover in this statement.” [ will cover
the highlights of our comments on the major issues that DTCC believes are most likely to be of
interest to this Committee, beginning with proposed standards for repositories.

*They include comments on the CFTC’s Interim Final Rule for Reporting Pre-Enactment Swap Transactions; the
CFTC/SEC request for general comments on SDRs and mitigation of conflicts of interest; the CFTC Proposed
Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap Execution Facilities
Regarding the Mitigation of Conflicts of Interest; the SEC’s Proposed Rule on Ownership Limitations and
Governance Requirements for Security-Based Swap Clearing Agencies; Security-Based Swap Execution Facilities,
and National Securities Exchanges with Respect to Security-Based Swaps under Regulation MC; the SEC’s Interim
Final Rule on the Reporting of Security-Based Swap Transaction Data; the SEC Proposed Regulation SBSR —
Reporting and Dissemination of Security-Based Swap Information; the FSOC Advance Notice of Proposed
Rulemaking Regarding Authority to Designate Financial Market Utilities as Systematically Important; the SEC’s
Proposed Regulation on Security-Based Swap Repository Regulation, Duties and Core Principles; the OFR
Statement on Legal Entity Identification for Financial Contracts, the CFTC Proposed Regulation on Real-time
Public Reporting of Swap Transaction Data, and the CFTC Proposed Regulation of Swap Data Recordkeeping and
Reporting Requirements.
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Proposed Standards for Swap Data Repositories

DTCC has recommended that the regulations implementing Title VII set high standards for
SDRs so that they meet the needs of regulators and the markets, serving as an industry utility for
both. DTCC also recommends that the rules be refined to only cover entities that are actually
acting as repositories, rather than entities merely providing ancillary functions. Some of the
major principles include:

Neutrality. DTCC urges regulators to adopt standards for SDRs that foster neutrality and “open
access” to all market participants. Regulators must ensure that the public utility function of SDRs
is separated from potential commercial uses of the data. SDRs should operate objectively and
impartially, with an arms-length and non-discriminatory relationship to any and all clearing,
confirmation and execution facilities, affiliated or otherwise.

Round-the Clock Operations. Markets never sleep and neither should repositories. Regulators
should require every SDR to operate on a 24/6 basis, process transactions in real-time and
maintain redundancy.

Real-Time Processing. Market participants and regulators need repositories to perform their
functions without delay in order to facilitate accuracy and the completeness of market
information.

At-Cost Fee Structures. Because SDRs operate as utilities, they should be required to maintain
non-profit fee structures, with at-cost operating budgets, rather than providing sources of revenue
for commercial enterprises.

Redundancy. It is a material weakness for any SDR to fail to maintain adequate redundancy
sufficient to protect data bases in light of catastrophic events. Significant and extensive
requirements for redundancy for every SDR, consistent with long-established U.S. and global
standards for business continuity and resilience, are essential for proper function and mitigation
of systemic risk.

No Reductions in Registration Requirements or Performance Requirements. SDRs should be
required to meet proposed standards fully, even during the temporary registration phase. The
proposed regulations allow for temporary registration for SDRs while regulators assess an SDR’s
capabilities. To protect safety and soundness, DTCC recommends that appropriate due diligence
be conducted during the temporary registration process to ensure that new entrants have adequate
operational capabilities, including 24/6 operation, real-time processing, multiple redundancy and
robust information security controls.

Phase In for Existing Repositories. Existing repositories, such as the TIW, already provide
important transparency to regulators and markets. Final regulations need to ensure that the
existing operations of any entity that intends to register as an SDR are not interrupted through the
registration process. This can be achieved with phase-in transition arrangements for existing
repositories whose services need to be amended to conform to final rules and the effective date
of the Dodd-Frank Act.
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Regulatory Harmonization. While comprehensive and thoughtful, proposed CFTC and SEC
regulations governing repositories are not identical and, in some areas, differ materially. To
avoid creating conflicting standards and imposing unnecessary costs, Congress should urge
regulators to harmonize the regulations overseeing SDRs.

Implementation Issues

The proposed regulations issued under the Dodd-Frank Act place substantial demands on
existing repositories, and those substantial demands apply to anyone who seeks to become a
repository.

DTCC recommends that appropriate transitional arrangements be made to avoid market
disruption in the implementation process of the proposed regulations. This can be done through a
phase-in period for existing service providers like the Warehouse and by allowing a longer
period for registration of new service providers who wish to become repositories, enabling them
to put in place adequate systems and appropriate controls to meet the Dodd-Frank Act standards.

The implementation of the Dodd-Frank Act also places a significant burden on regulatory
agencies. DTCC is merely one participant among a great number of entities consulting regularly
with the CFTC and the SEC as these regulators seek to carry out their statutory mission. In
meeting with these regulators, it is clear that they feel heavily burdened and are doing their best
to meet the demands placed on them by the implementation of this monumental legislation.

Conclusion

Generally, the Dodd-Frank Act established an appropriate framework for the further
development and use of repositories in the United States and internationally. DTCC does,
however, recommend that Congress review the Act’s indemnification requirement. As
contemplated, could create substantial problems for the U.S. regulators by giving foreign
jurisdictions the incentive to establish separate repositories that operate on a local or national
basis, rather than an international standard.

International coordination is critical to achieving the level of transparency necessary to mitigate
systemic risk in swaps markets. DTCC also urges that legislators and regulators focus on the use
of consolidated repositories, or single repositories by asset class, to counter the risk of
fragmentation. Finally, it is critical that in implementing the Dodd-Frank Act, regulators build on
existing systems and processes to address the policy goals of the Act. Building on existing
systems will result in the most cost-efficient, effective and immediate solutions.

As I stated at the beginning of my testimony, risk mitigation is central to DTCC’s mission. As
regulators and legislators across the globe write the rules under which the OTC derivatives
markets will operate, DTCC is actively engaged in the dialogue. DTCC has a unique perspective
to share and appreciates the opportunity to testify before you today.

I look forward to answering any questions the Committee may have.
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David A. Stawick, Secretary

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, N.W.

Washington, D.C. 20581

RE: RIN 3038-AD24, Interim Final Rule for Reporting Pre-Enactment Swap
Transactions

Dear Mr. Stawick:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Commodity Futures Trading Commission (“Commission”) on
its interim final rule for reporting pre-enactment unexpired swap transactions (the
“Interim Final Rule”).! DTCC is supportive of a swap reporting regime that brings
increased transparency and oversight to over-the-counter (“OTC”) derivatives markets.

Summary of Response

DTCC supports the Commission’s efforts to ensure that data from pre-enactment
unexpired swap transactions are preserved and retrievable in the future. DTCC
respectfully suggests that the reporting of a binding, legal electronic record agreed to by
the two counterparties to a pre-enactment unexpired swap should be treated by the
Commission as satisfying the Interim Final Rule’s reporting requirement and the
information and document retention policy suggested by the interpretive note to Rule
44.02(a), as well as certain obligations of swap dealers and major swap participants.”
Additionally, DTCC provides comments to the scope of information that should be
preserved under the Commission’s information and documents retention policy, based
upon our experience operating the Trade Information Warechouse (the “Warehouse™) and
the centralized global repository for credit default swaps (“CDS”). Finally, DTCC offers
its comments on how the single counterparty reporting obligation set forth in Rule
44.02(b) could result in the fragmentation of swap market data and decrease the utility of

! Interim Final Rule for Reporting Pre-Enactment Swap Transactions, 75 Fed. Reg. 63,080 (Oct. 14, 2010).
? Id. a1 63,085.

Subsidiaries:
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the information collected by a swap data repository and on the designation of a
consolidated data repository. These comments are preceded by an overview of DTCC
and the Warehouse.

Overview of DTCC

DTCC, through its subsidiaries, provides clearing, settlement and information services
for equities, corporate and municipal bonds, government and mortgage-backed
securities, money market instruments and over-the-counter derivatives. In addition,
DTCC is a leading processor of mutual funds and insurance transactions, linking funds
and carriers with their distribution networks. DTCC’s depository provides custody and
asset servicing for 3.6 million securities issues from the United States and 121 other
countries and territories, valued at almost $34 trillion. In 2009, DTCC settled more than
$1.48 quadrillion in securities transactions.

Overview of the Trade Information Warehouse

Industry Established Trade Information Warehouse to Increase Transparency. Bring

In November 2006, at the initiative of swap market participants, DTCC launched the
Warehouse to operate and maintain the centralized global electronic database for
virtually all CDS contracts outstanding in the marketplace. The Warehouse has received
information with respect to trades executed prior to its inception. During 2007, DTCC
back-loaded physical records in the Warehouse with information on over 2.2 million
outstanding CDS contracts. Today, data for over 95 percent of all OTC credit derivatives
are captured in this automated environment.’ The Warehouse database currently
represents about 98 percent of all credit derivative transactions in the global marketplace,
constituting approximately 2.4 million contacts with a notional value of $29.6 trillion
($24.9 trillion electronically “gold” records and $4.7 trillion paper confirmed).

The Warehouse maintains the most current CDS contract details on the official legal, or
“gold,” record for both cleared and bilaterally-executed CDS transactions. The
repository also stores key information on market participants single-sided, non-legally
binding or “copper,” records for CDS transactions to help regulators and market
participants gain a clearer and more complete snapshot of the market’s overall risk
exposure to OTC credit derivatives instruments.

Warehouse “Gold” Records Are Binding, Legal Electronic Record between
Counterparties

Once an executed contract has been matched and confirmed, the trade record is sent to
the Warehouse’s repository. A “gold” record represents the current legal state of the
contract. In fact, each user of the Warehouse’s services has signed a binding agreement

® For more information about the Warehouse, please see

http://www.dtce.com/products/derivserv/suite/ps _index.php.
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that states that, notwithstanding any provisions in any other applicable documentation
relating to such transaction, the contracts maintained by the Warehouse represent the
definitive record of each transaction and supersede any other documentation or
understanding, whether written, oral, or electronic, between the parties. The Warehouse
documents are relied upon to resolve any dispute between counterparties and to
determine any payments or settlements by the Warehouse.

For “gold” records, DTCC assigns a unique reference identifier to each contract and
performs automated recordkeeping to maintain the “current state” contract terms, taking
into account post-trade events. The Warehouse also maintains a complete audit trail of
the initial trade and every modification or assignment agreed to by the counterparties.
These records are updated in real-time and, because the Warehouse is the official legal
record of electronically confirmed contracts and centrally processes payments and credit
events, counterparties ensure that these files are kept up to date and accurate.

Global regulators are provided information on “gold” and “copper” CDS contracts, as
appropriate and upon request. Because contract details are located in a single central
location, the Warehouse provides regulators across the globe with the ability to view
market exposure on these contracts and assess risk from a central vantage point, which is
critical, particularly in times of crisis. The availability of this data is necessary for
regulators to identify and address risks to financial markets in a timely fashion.!
Beginning next year, all credit derivative trade data held in the Warehouse will also be
simultaneously held in DTCC Derivatives Repository, Ltd., an FSA regulated subsidiary
based in London, in order to help assure regulator access to data across multiple
jurisdictions.

Discussion of Interim Final Rule
The Submission and Maintenance of Binding, 1.egal Electronic Record Should Satisfy

the Reporting Requirements for Pre-enactment Unexpired Swaps and also Certain
Requirements for Swap Dealers and Major Swap Participants,

Rule 44.01 requires a counterparty to a pre-enactment unexpired swap transaction to
report to a registered swap data repository or the Commission by the compliance date
established in the reporting rules required under Section 2(h)(5) of the Commodity
Exchange Act, or within 60 days after a swap data repository becomes registered with
the Commission and commences operations to receive and maintain data related to such
swap, whichever occurs first.” The purpose of the swap data repository is to “assist the
CFTC and SEC in their oversight and market regulation responsibilities.”

* As an example, while the Warehouse reported counterparty specific positions to regulators at the time of
the AIG insolvency, virtually none of the AIG trades creating the exposure that lead to the company’s
downfall were registered in the Warehouse. A mandate for all trade activity to be reported into a central
swap data repository maintaining all positions would have assisted in identifying risk posed by AIG’s
market activity and provided an opportunity to reduce the risk promptly.

® See Interim Final Rule for Reporting Pre-Enactment Swap Transactions, 75 Fed. Reg. at 63,084,
© Statement of Sen. Blanche Lincoln. 156 Cong. Rec. $5920 (2(510)4
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Although the Warehouse is not yet a registered swap data repository, DTCC intends to
register the Warehouse as a swap data repository upon promulgation of the relevant
regulations by the Commission. In the interim, in consultation with the OTC Derivatives
Regulators’ Forum, the Warehouse makes available its records for regulators and
provides aggregated trade data to nearly 30 global regulators and central banks, including
the Commission, the Securities and Exchange Commission, the Federal Reserve Bank of
New York, the European Central Bank, Banque De France, and the Financial Services
Authority.

DTCC respectfully suggests that, in addition to satisfying the filing requirements for pre-
enactment unexpired swaps, the submission and maintenance of a binding, legal
electronic record on a regular basis should be used to satisfy some of the ongoing
obligations of swap dealers and major swap participants. In particular, the entity charged
with keeping swap data up to date, as the possessor of this information, could easily
report on behalf of a swap dealer or major swap participant regarding its transactions,
positions and financial condition,” maintain its books and records,? and maintain daily
trading records of the swaps of the registered swap dealer or major swap participant and
all related records (including related cash or forward transactions), as may be required by
the Commission and for each swap counterparty.’

The designation of the submission and maintenance of a binding, legal electronic record
for pre-enactment unexpired swaps within the Interim Final Rule would reduce the
burden on counterparties that do not transact frequently in OTC markets and lack the
infrastructure for duplicative reporting obligations.’® Similarly, the value of having one
agreed-upon electronic record governing an agreement between counterparties is also
recognized by more frequent market participants.“

Further, it is inefficient and jeopardizes systemic risk to establish a reporting regime that
results in regulators relying on counterparty-reported information that could differ from
the binding, legal electronic record maintained at a central location by a neutral third
party that the counterparties consider the official record. For asset classes where current

7 Coramodity Exchange Act (“CEA™) Section 4r(f)(1)(A).
& CEA Section 4r(f)(1)(B)-(D).
® CEA Section 4r(g)

1° See, e.g., Comments from Joseph R. Glace, Chief Risk Officer, Exelon, representing Coalition for
Derivatives End-Users, (‘“The important part for us again is [to] have users who are satisfying the
reporting obligations . . so again, you know, to me to have that [reporting] process go on, which is a useful
business process, and then to duplicate it again in some other fashion is just an additional cost.”) Joint
Public Roundtable to Discuss Data for Swaps and Security-Based Swaps, Swap Data Repositories,
Security-Based Swap Data Repositories, and Real-Time Public Reporting, September 14, 2010
(“Roundtable Transcript™) at 194-195. Available at

http/Awww.cfte.goviucm/groups/public/@swaps/documents/file/derivative 1 8sub091410.pdf.

" See, e.g., Comments from John Gidman, Executive Vice President, Loomis, Sayles & Company,
representing the Association of Institutional Investors, (*‘We think the public overall, are much better
served by having gold records that we can rely on, particularly at the aggregate level of the market and the
markets.”) Roundtable Transcript at 227.
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market practice dictates reporting and confirmation of trade information to a central
repository, establishing a parallel track for regulatory oversight would only duplicate
reporting obligations and establish an opportunity for conflicting swap data. Because
market participants recognize the value in and currently report and maintain binding,
legal electronic records, DTCC suggests that this practice satisfy any additional reporting
requirement for pre-enactment unexpired swap transactions.

For these same reasons, DTCC believes the information retention requirements set forth
in Rule 44.02(a) for future reporting should be satisfied when trade information has been
reported and recognized by the counterparties as the binding, legal electronic record.

Fragmentation of Swap Market Data Caused by Single Party Reporting and Lack of
Consolidation of Repository Data Poses Risks

Rule 44.02(b) requires only one party to report pre-enactment unexpired swap
transaction data, and depending on the classification of the counterparties as major swap
participants'? or swap dealers,™ it is possible that the counterparties may select the
responsible party.’* This reporting arrangement differs from current market practice and
is inconsistent with the existing repository reporting infrastructure. Currently, the receipt
of information from both parties to a swap data repository guarantees reconciliation of
the information and confirmation that the information entering into the Warehouse is
accurate. Reducing the reporting obligation to only one side leaves open the possibility
of incorrect data and jeopardizes the value placed on binding, legal electronic records
such as our “gold” records for CDS. Further, a single-reporting regime will confront
international legal obstacles, such as domestic privacy laws, which will restrict the
reporting party’s ability to disclose counterparty information. Bilateral reporting
obligations alleviate some of these burdens and produce more valuable, trustworthy
information which can be relied upon by counterparties and regulators.

The issue of incorrect or fragmented data presents a second risk that concerns many
market participants.15 DTCC recognizes the value of aggregated reporting to repositories
and regulators and strongly urges the Commission to consider consolidation of repository
data, either by asset class or across all products.

The Dodd-Frank Act provides authority for the Commission to mitigate the risk posed by
fragmented market data caused by multiple swap data repositories. Under section 21 of

2 CEA Section 1a(33).
B CEA Section 1a(49).
" See Interim Final Rule for Reporting Pre-Enactment Swap Transactions, 75 Fed. Reg. at 63085.

B See e, g., Comments from Athanassos Diplas, Managing Director, Deutsche Bank, (“what regulators
have is to have a single report per asset class so that all that information can be contained in one place and
we don't have actually information falling through the gaps. Part of the problem in the past has been that
information was fragmented and that caused the actual problems.”) Roundtable Transcript at 23. See also
Comments from Bruce Tupper, Director, Market Development ICE eConfirm, (“1 think the big question is
aggregating the data amongst energy clearing houses and also the OTC data. Is that a responsibility that the
Cominission wants to have, or is that something of the repository?”) Roundtable Transcript at 71.
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the CEA, as amended by the Dodd-Frank Act, swap data repositories shall “provide
direct electronic access to the Commission (or any designee of the Commission,
including another registered entity).”'® Under this authority, the Commission could
designate one swap data repository as the recipient of other swap data repositories’
information in order to have consolidation and direct electronic access for the
Commission.

Conclusion
We appreciate the opportunity to comment on the Commission’s Interim Final Rule and

provide the information set forth above. Should you wish to discuss these comments
further, please contact me at 212-855-3240 or lthompson@dtcc.com.

Regards, .

b 1 T

Larry E. Thompson
General Counsel

16 CEA Section 21.
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David A. Stawick, Secretary

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21st Street, N.W.

Washington, D.C. 20581

RE: RIN 3038-AD0] Requirements for Derivatives Clearing Organizations,
Designated Contract Markets, and Swap Execution Facilities Regarding the
Mitigation of Conflicts of Interest

Dear Mr. Stawick:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Commodity Futures Trading Commission (“Commission™) on
its proposed rules on requirements for derivatives clearing organizations (“DCOs”),
designated contract markets (“DCMs”) and swap execution facilities (“SEFs™) regarding
the mitigation of conflicts of interest (the “Proposed Rules”).! The Proposed Rules
contain (i) certain composition and governance requirements on the boards and specified
committees of DCOs, DCMs and SEFs (the “Structural Governance Requirements™) and
(ii) certain limits on the ownership and voting power of members of DCOs, DCMs and
SEFs and on enumerated entities” (the “Ownership and Voting Limitations™).

L SUMMARY OF RESPONSE

DTCC supports regulations designed to reduce risk, increase transparency and promote
market integrity within the financial system. DTCC does not currently operate a DCO,
DCM or SEF (each, a “Registered Entity”). However, DTCC owns a 50% equity interest
in New York Portfolio Clearing, LLC (“NYPC”), which has applied to the Commission

! Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap Execution
Facilities Regarding the Mitigation of Conflicts of Interest, 75 Fed. Reg. 63,732 (Oct. 18, 2010).

2 “Enumerated entities” is generally defined in the Proposed Rules to mean (i) a bank holding company (as
defined in Section 2 of the Bank Holding Company Act of 1956 (12 U.S.C. 1841)) with total consolidated
assets of $50 billion or more, (ii) a nonbank financial company supervised by the Board of Governors of
the Federal Reserve System, (iii) an Affiliate of such bank holding company or nonbank financial
company, {(iv) a swap dealer, (v) a major swap participant and (vi) an associated person of a swap dealer or
major swap participant. See proposed regulation 17 C.F.R. § 39.25(b)(1), 75 Fed. Reg. at 63750.

Subsidiaries:

The Depostiory Trust Company

Nationat Secusities Clearing Corporation
Fixed Incame Clearing Corporation
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for an order granting registration as a DCO.? DTCC is therefore concerned with the
potential effect of the Proposed Rules on NYPC (specifically the Structural Governance
Requirements) and the potential effect of the Proposed Rules on DTCC and its own
shareholders (specifically the Ownership and Voting Limitations). DTCC also offers its
comments on the Proposed Rules from its perspective at the center of the financial
market as a user-owned and governed, at-cost financial market utility that seeks to reduce
systemic risk and ensure financial stability.

e Itis DTCC’s view that reliance on the proposed Structural Governance
Requirements (subject to our further comments below) offers the best solution to
meet the stated goals of the Proposed Rules while avoiding the potential negative
impact on capital, liquidity and increased systemic risk that could result from the
Ownership and Voting Limitations.

¢ DTCC strongly advocates that the Ownership and Voting Limitations be
eliminated in their entirety because the Structural Governance Requirements
alone are sufficient to deal with the conflicts of interest identified by the
Commission in its notice of proposed rulemaking. DTCC supports the mitigation
of conflicts of interest through the imposition of governance requirements
designed to ensure an independent perspective on the Boards of Directors and
committees of Registered Entities. This approach is supported by various
experts, from both the public4 and private sector,” as an appropriate method to
mitigate conflicts of interests.

e Should the Commission conclude that ownership restrictions are advisable to
mitigate conflicts of interest, DTCC urges the Commission to adopt a definition
of “parent” and correlative definition of “subsidiary” which provide that, for
purposes of the “Parent Companies” provision of the Ownership and Voting
Limitations, a person will only be deemed to be the parent of a subsidiary if such
person owns all or a majority of the equity interest in the subsidiary and controls
the day-to-day operations of the subsidiary. That is, we suggest that the
Commission adopt a definition of parent and correlative definition of subsidiary

¥ NYSE Euronext owns the other 50% equity interest. Neither DTCC nor NYSE owns a majority of the
equity interests in NYPC. NYPC will have its own management team which will control the day to day
operations of the company.

4 See, e. g., Comments from Hal Scott, Harvard Law School, ( “[Ownership restrictions are]
counterproductive in getting needed capital liquidity into the clearinghouses which, 1 think, should be our
central focus in terms of systemic risk. In my view the potential conflicts should be generally handled by
board governance rules and not by ownership restrictions.”) Joint Public Roundtable on Governance and
Conflicts of Interest in the Clearing and Listing of Swaps, August 20, 2010 (“Roundtable Transcript™) at
109-110. Available at

http://www.cfte eoviucm/groups/public/@swaps/documents/file/derivative9sub082010.pdf.

% See Comments from Ms. Lynn Martin, NYSE Euronext, Inc., (“Specifically on the topic of ownership
limitations and voting caps, NYSE Euronext opposes specific ownership limitations. We think that a more
effective manner in controlling conflicts of interest is around good governance structure at a board level.”)
Roundtable Transcript at 120-121.
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that align with the way the Structural Governance Requirements are proposed to
be applied to persons which are parents of Registered Entities.

o If the Commission were to reject this approach to defining the parent/subsidiary
relationship, DTCC would, in the alternative, request that the Commission
include in the Proposed Rules a general exception from the Parent Companies
provision of the Ownership and Voting Limitations for any entity that, like
DTCC, is a financial market utility. As a complex user-owned and governed
financial market utility with multiple subsidiaries, DTCC is regulated and
supervised by banking and securities regulators. Its ownership and corporate
governance structures (further described below) are representative of the
regulated financial institutions that comprise its user shareholders. Certain of
these shareholders may fall directly within the scope of the Proposed Rules and
be covered accordingly so that dual coverage should not be necessary; those that
are not otherwise subject to the Proposed Rules should not be indirectly regulated
merely by virtue of their interests in DTCC. The Ownership and Voting
Limitations under the Proposed Rules could adversely destabilize DTCC’s
structure and governance and conflict with its obligations under other regulatory
regimes.

1I. OVERVIEW OF DTCC AND ITS WHOLLY-OWNED SUBSIDIARIES

DTCC, through its subsidiaries, provides clearing, settlement, and information services
for equities, corporate and municipal bonds, government and mortgage-backed
securities, money market instruments and over-the-counter derivatives. DTCC is also a
leading processor of mutual funds and insurance transactions, linking funds and carriers
with their distribution networks.

DTCC has three wholly-owned subsidiaries which are registered clearing agencies under
the Securities Exchange Act of 1934, as amended (the “1934 Act”), subject to regulation
by the Securities and Exchange Commission (the “SEC™). These three clearing agency
subsidiaries are The Depository Trust Company (“DTC”), National Securities Clearing
Corporation (“NSCC”) and Fixed Income Clearing Corporation (“FICC”). DTC is also a
limited purpose trust company organized under the New York State Banking Law,
subject to regulation by the New York State Banking Department (the “NYSBD”), and a
State Member Bank of the Federal Reserve System, subject to regulation by the Federal
Reserve Bank of New York (“FRBNY™). As the parent of DTC and another New York
limited purpose trust company, DTC is a bank holding company under New York law
(but not Federal law), subject to supervision by the NYSBD. Accordingly, DTCC and
its clearing agency subsidiaries are collectively subject to the supervision and regulation
of both banking and securities regulators.

DTC currently provides custody and asset servicing for 3.6 million securities issues from
the United States and 121 other countries and territories, valued at almost $34 trillion. In
2009, DTC settled more than $1.48 quadrillion in securities transactions. NSCC
provides clearing, risk management, central counterparty services and a guarantee of
completion for certain transactions. FICC provides clearing, risk management and
central counterparty services (through its Government Securities Division) in the fixed-
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income, mortgage backed and government securities markets. These clearance and
settlement services reduce risks for investors and the entire financial system by
guaranteeing the completion of stock and bond transactions in the event of a participant
default. Thus, DTCC, through its subsidiaries, processes huge volumes of transactions —
more than 30 billion a year on an at-cost basis.

DTCC believes that its own governance structure may provide a useful model for the
Commission as the Commission considers and further develops the Structural
Governance Requirements for Registered Entities.

To satisfy the “fair representation” requirements of Section 17A of the 1934 Act
applicable to registered clearing agencies, the participants of DTC, NSCC and FICC are
required (or, in some cases, permitted but not required) to purchase and own shares in
DTCC and are thereby entitled to vote for its directors. The participant community
includes domestic and international broker/dealers, custodian, correspondent and clearing
banks, mutual fund companies and investment banks. As a financial market utility,
DTCC and its clearing agency subsidiaries operate on an “at-cost basis,” charging
transaction fees for services at levels sufficient to cover the utility’s costs and appropriate
provisions for necessary reserves. DTCC also has a number of wholly-owned
subsidiaries which are not in regulated businesses and, in addition to NYPC, has a 50%
equity interest in two other joint venture companies.

The 2010 DTCC Board of Directors is composed of nineteen directors. Thirteen
directors are representatives of clearing agency participants, including international
broker/dealers, custodian and clearing banks and investment institutions. Three directors
are not representatives of participants (also referred to as “independent directors” below).
Two directors are designated by DTCC’s preferred shareholders, NYSE Euronext and
FINRA. The remaining three directors are the Chairman and Chief Executive Officer,
President, and Chief Operating Officer of DTCC. The individuals who serve as directors
of DTCC also serve as directors of the three clearing agency subsidiaries.

Individuals are nominated for election as directors based on their ability to represent
DTCC’s diverse base of participants, and DTCC’s governance is specifically structured
to help achieve this objective. The non-participant board members are individuals with
specialized knowledge of financial services, who bring an independent perspective since
they are not affiliated with firms that use DTCC services. Board members serve on a
variety of board committees with responsibility to oversee aspects of DTCC’s operation.
In addition, to ensure broad industry representation and expertise on key industry
subjects, industry representatives who are non-board members also serve on a number of
advisory committees to the board.

As DTCC serves virtually the entire financial industry, from broker/dealers to banks to
insurance carriers to mutual funds, its governance structure represents the entirety of the
marketplace. DTCC has approximately 330 shareholders and no single shareholder
holds more than a 6% interest in the company. Shares are allocated based on usage of
the clearing agency subsidiaries. Roughly every three years the shares are reallocated to
align ownership with usage. DTCC shares are not traded, so no one firm or group of
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firms may gain control of the Board of Directors by purchasing shares outside the
periodic reallocation.

1L DISCUSSION OF PROPOSED RULES

In describing the conflicts of interest that may confront a DCO, the Commission notes
concerns expressed by some market participants, investor advocates, and academics that
enumerated entities may have economic incentives to minimize the number of swap
contracts subject to mandatory clearing and trading.® As stated in the preamble to the
Proposed Rules, “[tlhey contend that control of a DCO by the enumerated entities,
whether through ownership or otherwise, constitutes the primary means for keeping
swap contracts out of the mandatory clearing requirement, and therefore also out of the
trading requirement.”’

As described in greater detail below, DTCC believes that the Ownership and Voting
Limitations are an imprecise tool with which to achieve the policy goals of the
Commission regarding conflicts of interest. DTCC is concerned that the proposed
ownership limitations are more restrictive than necessary to meet the stated goals of the
Commission and, at the same time, create the risk of unintended adverse consequences.
DTCC takes the view that the policy goals can be best met by the Structural Governance
Requirements, by strengthening DCO board governance through the presence of
independent board members and the establishment of certain board committees.

A. Structural Governance Requirements

Section IT above of this comment letter describes the ownership and governance structure
of DTCC. As a user-owned and governed financial market utility that operates on an at-
cost basis, DTCC complies with certain statutory requirements of “fair representation,”
which require that its Board of Directors represent its participant shareholders. In
addition, DTCC’s governance rules require it to have three independent directors (and, as
a practical matter, there are four, including FINRA). DTCC’s operations are extremely
sophisticated and require its Board and committee members (participant and non-
participant alike) to have considerable expertise in financial markets.

Based on our experience with such governance, DTCC sees this approach as a positive
model for mitigating conflicts of interest among competing constituencies within the
organization. Also, for these reasons and those set forth below, DTCC would
respectfully suggest that the Commission recognize the unique circumstances faced by
DTCC and other financial market utilities and structure the independence and board
requirements in a way that does not jeopardize their ability to identify and mitigate
systemic risk while nevertheless addressing the stated concerns for conflicts of interest.

¢ See Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap
Execution Facilities Regarding the Mitigation of Conflicts of Interest, 75 Fed. Reg. at 63,734.

" Id. at 63,734.
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i Independence

The Commission indicates that the Structural Governance Requirements set forth in the
Proposed Rules will mitigate conflicts of interest by “introducing a perspective
mdependent of competitive, commercial, or industry conmderatlons to the deliberations
of governing bodies (i.e. the Board of directors and committees. y*® The Commission
also notes that conflicts of interest may also be mitigated by providing for fair
representation of all constituencies in the governance of a Registered Entity, as fair
representatxon would prevent any one particular interest from dominating the governance
of the entity.’

As described above, DTCC sharcholding and Board representation are determined by the
principle of fair representation under the 1934 Act. DTCC’s long experience with this
composition demonstrates the effectiveness of this approach in affording the industry a
forum for the resolution of differing, sometimes competing, interests of the constituent
users. At the same time, DTCC greatly values the perspective and contribution of
independent board members. Currently, DTCC’s Board of Directors includes three non-
participant directors who are not affiliated with firms that use DTCC’s services as well
as a representative of FINRA (as a preferred shareholder). These directors include
individuals with specialized knowledge of financial services, including systemic risk,
and who bring an independent perspective because they are not customers of DTCC’s
services.

ii. Board Requirements
1. Composition

The Proposed Rules require the Boards of Directors of Reglstered Entities be composed
of at least 35%, but no less than two, public directors.'® Further, to prevent dilution of
the composition requirements through corporate structuring, the Proposed Rules extend
such composition requirements to any committee of the Board of Dlrectors that may
exercise delegated authority with respect to the management of the entity.!!

Additionally, the Proposed Rules prohibit Registered Entities from allowing themselves
to be “operated” by another entity, unless that entity agrees to adhere to the composition
requirements.12

8 Jd at 63,737.

° See id at 63,738.
10 See id at 63,738.
U See id. at 63,738.

12 See id. at 63,738, “The proposed rule defines ‘operate’ as ‘the direct exercise of control (including
through the exercise of veto power) over the day-to-day business operations of® a DCO, DCM, or SEF ‘by
the sole or majority shareholder of such registered entity, either through the ownership of voting equity, by
contract, or otherwise. The term ‘operate’ shall not prohibit an entity, acting as the sole or majority
shareholder of such registered entity, from exercising its rights as a shareholder under any contract,
agreement, or other legal obligation.” Id. at 63,738, fn. 54.
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DTCC supports the Commission’s objective of reducing conflicts of interest through the
imposition of Board of Director and committee composition requirements. However,
such requirements should ensure that an entity’s governing body represents a broad base
of market participants in the relevant markets.

DTCC would urge the Commission to remove the percentage requirement, which may be
onerous for a small Board of Directors or start-up initiative. DTCC believes that
mandating a 35% independent composition requirement imposes too high a threshold
and creates a substantial risk of the dilution of market expertise, especially for entities
that have smaller Boards of Directors.

Independent perspectives can provide substantial value to a Board of Directors, but those
who do not directly participate in markets may not have sufficient, timely, and
comprehensive expertise on those issues critical to the extraordinarily complex financial
operations of Registered Entities. These entities require expertise at the Board of
Directors level in such diverse areas as strategic planning, risk management, technology,
operations, management, finance, audit, government relations, regulatory affairs,
compensation and human resources, as well as legal, regulatory, and compliance
expertise. Therefore, it is critical for the safety and soundness of Registered Entities that
the composition of their Boards of Directors sufficiently incorporates the range of
necessary expertise as well as independent judgment. DTCC believes that mandating
two public directors is sufficient to introduce an independent perspective and that a
percentage requirement is neither necessary nor productive. (Please also refer to our
comments below at page 9 regarding the definition of “public director.”)

2. Substantive Requirements

In addition to the composition requirements discussed above, the Proposed Rules would
impose certain substantive requirements on the Boards of Directors of Registered
Entities to enhance the accountability of such Boards of Directors to the Commission.
These additional substantive requirements include a clear articulation of the roles and
responsibilities of the Board of Directors, annual performance reviews, implementation
of member removal procedures, expertise mandates, and certain compensation structure
prohibitions, "

As a complex financial market utility, DTCC recognizes and supports a regulatory
requirement that Board members possess essential characteristics, including integrity,
objectivity, sound judgment and leadership. DTCC also recognizes, based on its own
experience, that ensuring the safe, sound and efficient oversight of operations requires
that Board members also bave the requisite expertise and experience.”*

1 See id. at 63,739.

1 See Comments from Ms. Heather Slavkin, AFL-CIO, (“I think having real experts on the boards of
directors is a very important issue. We all saw situations in the last several years where there were boards
that were two-thirds independent and made really stupid decisions about risk management. So, we need to
make sure that there are people on those boards of directors that really understand the risks that exist
within a clearinghouse and are prepared to perceive potential risks that may arise in the system down the
road and address them. So they also need to have the personalities to stand up to a board of directors that
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ii. Committees

The Proposed Rules set forth requirements for Registered Entities to establish certain
committees, including a requirement that these entities establish a Nominating
Committee. According to the preamble to the Proposed Rules, “[t}he role of the
Nominating Committee would be to: (i) [ildentify individuals qualified to serve on the
Board of Directors, consistent with the criteria that the Board of Directors require and
any composition requirement that the Commission promulgates; and (ii) administer a
process for the nomination of individuals to the Board of Directors.”" Under the
Proposed Rules, public directors must comprise at least 51% of the Nominating
Committee, and a public director must serve as chair of the Committee.'

Additionally, the Proposed Rules require that DCOs establish a Risk Management
Committee to provide the expertise necessary to manage the risks associated with
derivatives instruments, while ensuring the composition of the Committee mitigates
potential conflicts of interest.” The Proposed Rules require (i) 35% of the Risk
Management Committee be composed of public directors, with sufficient expertise in
clearing services and (ii) 10% of the Risk Management Committee be composed of
customers of clearing members who routinely execute swap contracts and have
experience using pricing models for such contracts.”® Such Risk Management
Committees may delegate certain responsibilities to a Risk Management Subcommittee,
while maintaining oversight authority over the Subcommittee’s decisions.”® Decisions of
the Risk Management Committee and Subcommittee may not be subject to the approval
of, or otherwise limited by, any body other than the Board of Directors of a DCO.?°

Consistent with its position on public directors, DTCC is opposed to the percentage
requirements and to the leadership requirements for key committees. DTCC refers to the
arguments above regarding the experience and interests of public directors, which are
equally applicable to the percentage requirements. While public directors may provide
an important counterpoise to interested directors, they may not otherwise have the
necessary investment in the success of the enterprise and/or experience to be responsible
for such key functions as are proposed.

may be entrenched and have their own interests that may differ from those that are in the best interests of
the systemic stability.”) Roundtable Transcript at 77.

'* Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap
Execution Facilities Regarding the Mitigation of Conflicts of Interest, 75 Fed. Reg. at 63,740.

16 See id. at 63,740.
17 See id. at 63,740.
'8 See id. at 63,740.
¥ See id. at 63,741,
2 See id. at 63,741.
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However, DTCC supports the policy of requiring the establishment of committees (by
whatever name) charged with the responsibility of increasing the quality of
representation on Boards of Directors and to manage risk.

iv. Definition of Public Director

The Proposed Rules include a definition of “public director.” The Commission requests
comments on the proposed definition, asking whether (1) there are other ways the term
should be defined, (2) there are other circumstances that should be included in the bright-
line Tlateriality test, and (3) there are circumstances that should be removed from such
tests.

DTCC agrees that independent directors are a valuable institutional resource and serve to
balance the interests of directors who may represent particular constituents on the Board
of Directors. The goal of requiring independent directors is to identify individuals of
stature, experience and good conscience who will exercise independent judgment in the
best interests of the Registered Entity. To this end, DTCC recommends a qualitative
definition that stresses positive features of industry knowledge and experience, personal
probity and prior service, while specifying a limited and objective set of
disqualifications.

DTCC finds the proposed definition of “public director” difficult to construe and, hence,
open to misinterpretation. Further, it has the potential to be damaging to critical
financial market infrastructures. The definition does not actually state a “bright-line
materiality test” because the measures of materiality are illustrative and non-exclusive.
DTCC recommends prescriptive guidelines, rather than overbroad and ambiguous
regulations which are difficult to apply.

At the core of the definition in the Proposed Rules is the term “material relationship”
which is a relationship “that reasonably could affect the independent judgment or
decision-making of the director.” While DTCC agrees with this general guideline, the
manner in which it is measured may be problematic. A definition of “material
relationship” which provides a limited objective list of excluded relationships and or
safe-harbors would be instructive for market participants. For instance, a provision that
limits compensation to a reasonable amount is an example of an objective threshold. The
criteria in clause (i) of the definition of material rc:la’[ionshipz3 could represent an
objective standard, if the terms parent, subsidiary and affiliate were defined as suggested
below (please see page 12). Clause (ii) of the definition,® excluding members of the
Registered Entity and their directors, officers or employees, is also objective, but

! See id at 63,734,

2 Jd at 63,747,

3 “[Aln officer or an employee of the registered entity, or an officer or an employee of its affiliate. In this

context, “affiliate” includes parents or subsidiaries of the registered entity or entities that share a common
parent with the registered entity....”

2 Id. at 63,747.
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extending this to subsidiaries, parents, affiliates and family (as defined) broadens it so far
as to be nearly boundless and a challenge to implement.

In complex financial institutions, the interpretation of these exclusions may be difficult
enough to determine, and even more so to imagine additional unspecified “material
relationships.” This over-specificity could have a chilling effect on encouraging
independent representation and limit the pool of candidates in a manner adverse to the
best interests of the organization.

B. Ownership and Voting Limits
i Reject Ownership and Voting Limits

The Commission’s proposed Ownership and Voting Limitations require that a DCO
choose between one of two alternative limitations on ownership of voting equity and the
exercise of voting rights.25 The first alternative limits to 20% the amount of voting
equity that any single member (and related persons) may own or vote, directly or
indirectly and limits to 40% the amount of voting equity that the enumerated entities
(and their related persons) may own in the aggregate or vote, directly or indirectly.”® The
second alternative limits to 5% the voting equity that any DCO member or enumerated
entity (whether or not such entity is a DCO member), and the related persons thereof in
each case, may own.”’ '

The Commission’s proposed Ownership and Voting Limitations also would prohibit a
member of a DCM or SEF, together with its related persons, from directly or indirectly
owning or voting more that 20% of any class of equity interest of the DCM or SEF, as
applicable, entitled to vote.

The conflicts of interest provisions in the Proposed Rules are designed to address “a
conflict of interest that a DCO may confront when determining (i) whether a swap
contract is capable of being cleared, (ii) the minimum criteria that an entity must meet in
order to become a swap clearing member, and (iii) whether a particular entity satisfies
such criteria.”?®

a. Hard Ownership Caps Rejected by Congress; European Commission

DTCC urges that relying upon restrictions on aggregate numerical DCO, DCM and SEF
ownership or governance caps on a particular class of market participants is too blunt an
approach for these specific market circumstances. DTCC believes that fair
representation and governance requirements (other than percentage requirements) are
better suited to the achievement of the stated policy goals.

 Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap
Execution Facilities Regarding the Mitigation of Conflicts of Interest, 75 Fed, Reg. at 63,743.

* See id. at 63,743.
¥ See id. at 63,744,
= See id. at 63,733.
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Further, it is important to recognize that the Commission is proposing hard ownershxgp
restrictions which are not specifically required by Section 726 the Dodd-Frank Act?
Additionally, as noted by Commissioner 0°Malia®® and Commissioner Sommers,*! an
aggregate ownership cap approach was recently rejected by the European Commission
(the “EC™). The language used by the EC in rejecting ownership restrictions is clear, and
its logic is compeliing. The EC found that there are a number of governance solutions
that provide better protections against conflicts of interest than ownership restrictions,
and also found that such ownership restrictions risk adverse unintended consequences.
As the EC stated in its current proposed rule:

“IA] CCP must have in place robust governance arrangements.
These will respond to any potential conflicts of interest between
owners, management, clearing members and indirect participants.
The role of independent board members is particularly relevant.
The roles and responsibilities of the risk committee are also
clearly defined in the Regulation: its risk management function
should report directly to the board and not be influenced by other
business lines.  The Regulation also requires governance
arrangements to be publicly disclosed. In addition, a CCP should
have adequate internal systems, operational and administrative
procedures, and should be subject to independent audits. All of
these measures are considered more effective in addressing any
potential conflicts of interest that may limit the capacity of CCPs
to clear, than any other form of regulation which may have
undesirable consequence on market structures (e.g. limitation of
ownership, which would need to extend also to so-called vertical
structures in which exchanges own a ccp).®2

b. Unintended Consequences of Aggregate Ownership Restrictions

As a user-owned and governed financial market utility with a cooperative-style
ownership structure, DTCC has significant concerns that any proposal which relies upon
aggregate ownership restrictions may undermine the safety and soundness of financial
markets. An effective prohibition of industry ownership of a market-created initiative

* Dodd-Frank Act Section 726 (“The Commodity Futures Trading Commission shall adopt rules which
may include numerical limits on the control of, or the voting rights with respect to, any derivatives
clearing organization.” [Emphasis added.])

*® Concurring statement of Commissioner Scott O°’Malia (“With that said, the European Commission
released (September 15, 2010) a proposal on financial reform which does not place individual or aggregate
ownership limits on DCOs under European Union jurisdiction.”™)

*! Dissenting statement of Commissioner Jill Sommers (*1 also note that the European Commission
explicitly rejected ownership limitations in its proposal for regulating OTC derivatives announced
September 15th because such limitations may have negative consequences for market structures. | agree.”)

32 Proposal for a Regulation of the European Parliament and of the Council on OTC derivatives, central
counterparties and trade repositories {SEC(2010) 1058} {SEC(2010) 1059}. Available at
http://ec.europa.ew/internal_market/financial-markets/docs/derivatives/20100915_proposal_en.pdf.
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would have a profound negative impact on the existing clearance and settlement system
in the United States, which has served as a source of stability, resiliency and efficiency
over the past 35 years and is responsible for mitigating systemic risk, driving down post-
trade costs and helping attract global capital to our markets.

DTCC shares Commissioner Sommers’ concern that “the proposed limitations on voting
equity, especially those proposed for enumerated entities in the aggregate with respect to
DCOs, may stifle competition by 3preventing new DCMs, DCOs, and SEFs that trade or
clear swaps from being formed.” 3

il Clarify the Application of the Parent Companies Provision

The Ownership and Voting Limitations of the Proposed Rules also contain a provision
titled “Parent Companies,” which provides that (1) if a Registered Entity is a subsidiary,
the Ownership and Voting Limitations shall apply to its parent, whether direct or
indirect, in the same manner than they apply to such Registered Entity and (2) if any
parent is publicly-listed on a domestic exchange, then such parent must follow the voting
requirements promulgated by the SEC or the entity on which such parent is listed.

If the Ownership and Voting Limitations of the Proposed Rules are not eliminated in
their entirety as suggested in section II(B)(i) above, then clarity is needed regarding the
application of the Parent Companies provision of the Ownership and Voting Limitations.

The term “subsidiary™ is not defined in the Proposed Rules. Therefore, it is unclear (1)
what types of entities fall within the definition of “subsidiary” and (2) in turn, what types
of entities will be deemed to be “parents” subject to the Ownership and Voting
Limitations of the Proposed Rules. DTCC suggests that the definition of “subsidiary” in
the Parent Companies provision of the Ownership and Voting Limitations be aligned
with the application of the Parent Companies provision of the Structural Governance
Requirements.

The Structural Governance Requirements of the Proposed Rules also contain a provision
titled “Parent Companies.” While this provision does not use or define the term
“subsidiary,” it provides that the Board and committee composition requirements
applicable to DCOs, DCMs and SEFs will be applied to any entity that “operates™ a
Registered Entity. The term “operate” is defined in the Proposed Rules to mean the
direct exercise of control (including through the exercise of veto power) over the day-to-
day business operations of the Registered Entity by the sole or majority shareholder of
such entity, whether through the ownership of voting equity, by contract, or otherwise.

Accordingly, DTCC suggests that the term “subsidiary” for purposes of the Parent
Companies provision of the Ownership and Voting Limitations of the Proposed Rules
should be defined to mean a wholly-owned or majority-owned entity whose sole or
majority shareholder directly exercises control (including through the exercise of veto
power) over the day-to-day business operations of such entity, whether through the

% Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap
Execution Facilities Regarding the Mitigation of Conflicts of Interest, 75 Fed. Reg. at 63,753.
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ownership of voting equity, by contract or otherwise. Stated differently, a person should
be deemed to be the “parent” of a subsidiary only if such person is the sole or majority
shareholder of such entity and such person directly exercises control (including through
the exercise of veto power) over the day-to-day business operations of such entity,
whether through the ownership of voting equity, by contract or otherwise.

ii. Waiver

In the event that the Commission retains the Ownership and Voting Limitations and
rejects the approach to parent and subsidiary definitions suggested in Section H(B)(ii)of
this comment letter, DTCC would request that the Commission incorporate a general
exception in the Parent Companies provision of the Ownership and Voting Limitations
of the Proposed Rules for DTCC and other financial market utilities.

The Proposed Rules recognize that “circumstances may exist where neither [DCO
ownership restriction] alternative may be appropriate.”z’4 In such instances, the
Commission may grant a DCO a waiver from the limitations if, upon review, the
Commission finds that the restrictions are unnecessary or inappropriate to improve the
governance of the DCO, mitigate systemic risk, promote competition, mitigate conflicts
of interest in connection with a swap dealer’s or major swap participant’s conduct of
business with the DCO with respect to fair and open access and participation and product
eligibility, or otherwise accomplish the purposes of the Commodity Exchange Act.

DTCC suggests that, in addition to considering case by case waivers from the Ownership
and Voting Limitations of the Proposed Rules, the Commission include in the Proposed
Rules a general exception from the Parent Companies provision for financial market
utilities which are entirely owned by its members, satisfy the above-referenced
governance provisions and meet the factors set forth in the Proposed Rules.*

iv. Alternative Approach

In response to the request for comment solicited in the Proposed Rules, DTCC suggests
that the Commission consider one alternative approach that addresses the identified
conflicts of interest. DTCC’s proposal addresses the issue of maximizing the use of
DCOs to clear swaps where regulators determine that activity could be accomplished in a
safe and sound manner under Section 2(h)(2) of the Commodity Exchange Act.

The Commission could mandate that DCO governance rules require a Board of Directors
to include representatives across the broad base of participants in the relevant markets

% Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap
Execution Facilities Regarding the Mitigation of Conflicts of Interest, 75 Fed. Reg. at 63,743,

% See id. at 63,751. (“(1) Improve the governance of the derivatives clearing organization; (2) Mitigate
systemic risk; (3) Promote competition; (4) Mitigate conflicts of interest in connection with a swap dealer
or major swap participant’s conduct of business with the derivatives clearing organization, including with
respect to Section 2(h)(1)(B) and Section Sb(c)(2)(c) of the Act; and (5) Otherwise accomplish the
purposes of the Act.”)
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(i.e., not from only one class of market participants and not representative of any
shareholder or management of the DCO), as well as independent directors (i.e., directors
who are not associated with market participants). There should also be a means of
assuring, through shareholders agreements or through actual shareholding and
governance documents, that directors associated with any particular class of market
participants are generally acceptable to that class. This type of approach to governance
has been used in the past to address the risk of non-alignment of interests among various
market participants, for instance in the formation of the Government Securities Clearing
Corporation in the late 1980s as an industry owned utility to clear US Government
Securities.

DTCC would urge that those involved in the decision making process at DCOs regarding
new instruments for clearing (other than the independent directors) be required to bear
some financial risk in the event the DCO mismanages the risks associated with clearing
these instruments. Otherwise parties with no financial risk could, with impunity, force
others to take on risk with no motive to consider the implementation of appropriate risk
mitigation.

1IV.  CONCLUSION
We appreciate the opportunity to comment on the Commission’s Proposed Rules and

provide the information set forth above. Should you wish to discuss these comments
further, please contact me at 212-855-3240 or thompson@dtcc.com.

Larry E. Thompson
General Counsel
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November 26, 2010

Ms. Elizabeth M. Murphy, Secretary

U.S. Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-1090

RE:  RIN 3235-AK74. Ownership Limitations and Governance Requirements for
Security-Based Swap Clearing Agencies, Security-Based Swap Execution
Facilities. and National Securities Exchanges With Respect to Security-Based
Swaps Under Regulation MC

Dear Ms. Murphy:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Securities and Exchange Commission (“Commission™) on its
proposed Regulation MC for security-based swap clearing agencies (“SBSCAs”),
security-based swap execution facilities (“SB SEFs”) and national securities exchanges
that post or make available for trading security-based swaps (“SBS exchanges™ and,
together with SB SEFs and SBSCAs, collectively, “Registered Entities™ and,
individually, each a “Registered Entity”) regarding the mitigation of conflicts of interest
(“Regulation MC”).! Regulation MC contains (i) certain composition and governance
requirements on the Boards and specified committees of Registered Entities (the
“Structural Governance Requirements™) and (ii) certain limits on the ownership and
voting power of members of Registered Entities (the “Ownership and Voting
Limitations™).

L SUMMARY OF RESPONSE

DTCC supports regulations designed to mitigate systemic risk, promote competition and
mitigate conflicts of interest with respect to Registered Entities. DTCC does not
currently operate a Registered Entity. DTCC is, however, concerned with the potential
‘effect that Regulation MC (specifically, the Ownership and Voting Limitations) would
have on DTCC and its shareholders if DTCC were to acquire an interest in a Registered

! Ownership Limitations and Governance Requirements for Security-Based Swap Clearing Agencies,
Security-Based Swap Execution Facilities, and National Securities Exchanges With Respect to Security-
Based Swaps Under Regulation MC, 75 Fed. Reg. 65,882 (Oct. 26, 2010).

Subsidiaties:

The Depasitory Trust Company

National Securtties Ligaring Corporation
Fixed Income Clearing Corporation
DYCC Deriy/SERVLLE

BTCC Solutions LLE
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Entity. DTCC also offers its comments on Regulation MC from its perspective at the
center of the financial market as a user-owned and governed, at-cost financial market
utility that seeks to reduce systemic risk and ensure financial stability.

= Itis DTCC’s view that reliance on the proposed Structural Governance Requirements
(subject to our further comments below) offers the best solution to meet the stated
goals of Regulation MC while avoiding the potential negative impact on capital,
liquidity and increased systemic risk that could result from the Ownership and
Voting Limitations.

«  DTCC strongly advocates that the Ownership and Voting Limitations be eliminated
in their entirety because the Structural Governance Requirements alone are sufficient
to deal with the conflicts of interest identified by the Commission in its notice of
proposed rulemaking. DTCC supports the mitigation of conflicts of interest through
the imposition of governance requirements designed to ensure an independent
perspective on the Boards of Directors and committees of Registered Entities. This
approach is supported by various experts, from both the public? and private sector,’
as an appropriate method to mitigate conflicts of interests.

= Should the Commission conclude that the Ownership and Voting Limitations are
advisable measures to mitigate conflicts of interest, DTCC urges the Commission to
clarify the “direct or indirect” language in the Ownership and Voting Limitations by
expressly providing that the Ownership and Voting Limitations will not be applied to
ownership or voting interests in a non-Registered Entity which has an ownership or
voting interest in a Registered Entity unless such non-Registered Entity owns a
majority of the equity interest in such Registered Entity and controls (including
through the exercise of veto power) the day-to-day operations of such Registered
Entity by virtue of such ownership interest, by contract or otherwise.

»  Should the Commission conclude that the Ownership and Voting Limitations are
advisable and reject DTCC’s proposed clarification of the “direct or indirect”
language in such Ownership and Voting Limitations, DTCC would, in the
alternative, request that the Commission include in Regulation MC a general

2 See, . 2., Comments from Hal Scott, Harvard Law School, (*‘[Ownership restrictions are]
counterproductive in getting needed capital liquidity into the clearinghouses which, I think, should be our
central focus in terms of systemic risk. In my view the potential conflicis should be generally handled by
board governance rules and not by ownership restrictions.”) Joint Public Roundtable on Governance and
Conflicts of Interest in the Clearing and Listing of Swaps, August 20, 2010 (“Roundtable Transcript”™) at
109-110. Available at

http://www.cftc.gov/uem/groups/public/@swaps/documents/file/derivative9sub082010.pdf.

3 See Comments from Ms. Lynn Martin, NYSE Euronext, Inc., (“Specifically on the topic of ownership
limitations and voting caps, NYSE Euronext opposes specific ownership limitations. We think that a more
effective manner in controlling conflicts of interest is around good governance structure at a board level.”).
Roundtable Transcript at 120-121.
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exception from the Ownership and Voting Limitations, providing that the Ownership
and Voting Limitations will not be applied to ownership or voting interests in a non-
Registered Entity which has an ownership or voting interest in a Registered Entity if
the non-Registered Entity is a financial market utility (such as DTCC). As a complex
user-owned and governed financial market utility with multiple subsidiaries, DTCC
is regulated and supervised by banking and securities regulators. Its ownership and
corporate governance structures (further described below) are designed, under
applicable regulations, to be representative of its user shareholders which are also
regulated financial institutions. Certain of these sharcholders may fall directly within
the scope of Regulation MC and be covered accordingly so that dual coverage should
not be necessary; those that are not otherwise subject to Regulation MC should not
be indirectly regulated merely by virtue of their interests in DTCC. The Ownership
and Voting Limitations under Regulation MC could adversely destabilize DTCC’s
ownership and corporate governance structure and conflict with its obligations under
other regulatory regimes.

IL OVERVIEW OF DTCC AND ITS WHOLLY OWNED SUBSIDIARIES

DTCC, through its subsidiaries, provides clearing, settlement, and information services
for equities, corporate and municipal bonds, government and mortgage-backed
securities, money market instruments and over-the-counter derivatives. DTCCisalsoa
leading processor of mutual funds and insurance transactions, linking funds and carriers
with their distribution networks.

DTCC has three wholly-owned subsidiaries which are registered clearing agencies under
the Securities Exchange Act of 1934, as amended (the “Exchange Act”), subject to
regulation by the Commission.* These three clearing agency subsidiaries are The
Depository Trust Company (“DTC™), National Securities Clearing Corporation
(*“NSCC”) and Fixed Income Clearing Corporation (“FICC”). DTC is also a limited
purpose trust company organized under the New York State Banking Law, subject to
regulation by the New York State Banking Department (the “NYSBD™), and a State
Member Bank of the Federal Reserve System, subject to regulation by the Federal
Reserve Bank of New York (“FRBNY”). DTCC is also a bank holding company under
New York law (but not Federal law), subject to supervision by the NYSBD.
Accordingly, DTCC and its clearing agency subsidiaries are collectively subject to the
supervision and regulation of both banking and securities regulators.

DTC currently provides custody and asset servicing for 3.6 million securities issues from
the United States and 121 other countries and territories, valued at almost $34 trillion. In
2009, DTC settled more than $1.48 quadrillion in securities transactions. NSCC
provides clearing, risk management, central counterparty services and a guarantee of

4 DTCC also has a number of wholly-owned subsidiaries which are not in regulated businesses and has a
50% equity interest in three joint venture companies.
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completion for certain transactions. FICC provides clearing, risk management and
central counterparty services (through its Government Securities Division) in the fixed
income, mortgage-backed and government securities markets. These clearance and
settlement services reduce risks for investors and the entire financial system by
guaranteeing the completion of stock and bond transactions in the event of a participant
default. Thus, DTCC, through its subsidiaries, processes huge volumes of transactions —
more than 30 billion a year on an at-cost basis.

DTCC believes that its own governance structure may provide a useful model for the
Commission as the Commission considers and further develops the Structural
Governance Requirements for Registered Entities.

To satisfy the “fair representation” requirements of Section 17A of the Exchange Act
applicable to registered clearing agencies, the participants of DTC, NSCC and FICC are
required (or, in some cases, permitted but not required) to purchase and own shares in
DTCC and are thereby entitled to vote for its directors. The participant community
includes domestic and international broker/dealers, custodian, correspondent and clearing
banks, mutual fund companies and investment banks. As a financial market utility, '
DTCC and its clearing agency subsidiaries operate on an “at-cost basis,” charging
transaction fees for services at levels sufficient to cover the utility’s costs and appropriate
provisions for necessary reserves.

The 2010 DTCC Board of Directors is composed of nineteen directors. Thirteen
directors are representatives of clearing agency participants, including international
broker/dealers, custodian and clearing banks and investment institutions. Three directors
are not representatives of participants (also referred to as “non-participant directors” or
as “independent directors” below). Two directors are designated by DTCC’s preferred
shareholders, NYSE Euronext and FINRA. The remaining three directors are the
Chairman and Chief Executive Officer, President, and Chief Operating Officer of DTCC.
The individuals who serve as directors of DTCC also serve as directors of the three
clearing agency subsidiaries. Individuals are nominated for election as directors based
on their ability to represent DTCC’s diverse base of participants, and DTCC’s
governance is specifically structured to help achieve this objective. The non-participant
directors are individuals with specialized knowledge of financial services, who bring an
independent perspective because they are not affiliated with firms that use DTCC
services. Board members serve on a variety of Board committees with responsibility to
oversee various aspects of DTCC’s operation. In addition, to ensure broad industry
representation and expertise on key industry subjects, industry representatives who are
non-Board members also serve on a number of advisory committees to the Board.

As DTCC serves virtually the entire financial industry, from broker/dealers to banks to
insurance carriers to mutual funds, its governance structure represents the entirety of the
marketplace. DTCC has approximately 330 shareholders and no single shareholder
holds more than a 6% interest in DTCC. DTCC shares are allocated based on usage of
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the regulated clearing agency subsidiaries. Roughly every three years DTCC shares are
reallocated to align ownership with usage. DTCC shares are not traded, so no one firm
or group of firms may gain control of the Board of Directors by purchasing shares
outside the periodic reallocation.

III.  DISCUSSION OF REGULATION MC

In describing the conflicts of interest that may confront an SBSCA, the Commission
identifies three key areas where a conflict of interest may present itself: (i) limiting
access to an SBSCA, (ii) limiting the scope of products eligible for clearing at the
SBSCA and (iii) participants influencing the risk management controls of an SBSCA to
reduce the amount of collateral required as margin or a guaranty fund. The Commission
also notes that these potential conflicts of interest could undermine the mandatory
clearing provisions of the Dodd-Frank Wall Street Reform and Consumer Protection Act
of 2010 (the “Dodd-Frank Act™), “thereby affecting transparency, investor protection,
risk management, efficiency, and competition in the security-based swaps market.”

As described in greater detail below, DTCC believes that the Ownership and Voting
Limitations are an imprecise tool with which to achieve the policy goals of the
Commission regarding conflicts of interest. DTCC is concerned that the Ownership and
Voting Limitations are more restrictive than necessary to meet the stated goals of the
Commission and, at the same time, create the risk of unintended adverse consequences.
DTCC takes the view that the policy goals can be best met by the Structural Governance
Requirements, by strengthening SBSCA Board governance through the presence of
independent board members and the establishment of certain Board committees.

A. Structural Governance Requirements

Section II of this comment letter describes the ownership and corporate governance
structure of DTCC. As a user-owned and governed financial market utility that operates
on an at-cost basis, DTCC complies with certain statutory requirements of “fair
representation,” which require that its Board of Directors represent its user shareholders.
In addition, DTCC’s governance rules require it to have three independent directors (and,
as a practical matter, there are four, including FINRA). DTCC’s extremely sophisticated
operations also require its Board and committee members (participant and non-
participant alike) to have considerable expertise in financial markets.

Based on DTCC’s experience with this governance structure, DTCC believes that such a
structure provides a positive model for mitigating conflicts of interest among competing
constituencies within the organization. Also, for these reasons and those set forth below,

* See Ownership Limitations and Governance Requirements for Security-Based Swap Clearing Agencies,
Security-Based Swap Execution Facilities, and National Securities Exchanges With Respect to Security-
Based Swaps Under Regulation MC, 75 Fed. Reg. at 65,885,
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DTCC would respectfully suggest that the Commission recognize the unique
circumstances faced by DTCC and other financial market utilities. Accordingly, DTCC
would urge the Commission to structure the composition requirements in a way that does
not jeopardize the ability of DTCC and other financial market utilities to identify and
mitigate systemic risk, while nevertheless addressing the stated concerns for conflicts of
interest.

i v Independence

The Commission indicates that the Structural Governance Requirements set forth in
Regulation MC will mitigate conflicts of interest because “[tJhe presence of a significant
number of independent directors on the Board of a security-based swap clearing agency
should provide the addition of strong and independent oversight within the security-
based swap clearing agency to serve as a potential check against conflicts of interest that
could pose a detriment to the security-based swap clearing agency, other firms, or the
security-based swaps market generally.”®

As described above, DTCC’s shareholding and Board representation are determined by
the principle of fair representation under the Exchange Act. DTCC’s long experience
with this composition demonstrates the effectiveness of this approach in affording the
industry a forum for the resolution of differing, sometimes competing, interests of the
constituent users. At the same time, DTCC greatly values the perspective and
contribution of independent directors. Currently, DTCC’s Board of Directors includes
three non-participant directors who are not affiliated with firms that use DTCC’s services
as well as a representative of FINRA (as a preferred shareholder). These non-participant
directors include individuals with specialized knowledge of financial services and key
regulatory and market concerns, including systemic risk, who bring an independent
perspective because they are not customers of DTCC’s services.

il Board Requirements

Regulation MC requires that an SBSCA choose between one of two alternative Board
composition requirements. The first alternative requires the Board of Directors of an
SBSCA to be composed of at least 35% independent directors.” The second alternative
requires the Board of Directors of an SBSCA to be composed of a majority of
independent directors.® Regulation MC also requires the Board of Directors of an SB
SEF or SBS exchange to be composed of a majority of independent dire:ctor‘s.9 Further,

¢ 1d at 65,896,

" See id. at 65,930.
8 See id. at 65,931.
% See id.
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Regulation MC extends such composition requirements to any committee of the Board o
Directors that has the authority to act on behalf of the Board of Directors. '’

DTCC supports the Commission’s objective of reducing conflicts of interest through the
imposition of Board of Director and committee composition requirements. However,
such requirements should ensure that an entity’s governing body (i) represents a broad
base of market participants in the relevant markets and (ii) has the necessary expertise in
the relevant markets.

DTCC would urge the Commission to eliminate the specified percentage and majority
independent composition requirements. DTCC believes that mandating a 35% or
majority independent composition requirement (i) imposes too high a threshold, which
may be onerous for start-up initiatives or entities that have smaller Boards of Directors
and (ii) creates a substantial risk of dilution of market expertise, especially for entities
that have smaller Boards of Directors. DTCC further believes that any regulatory
specification of any numerical or percentage requirement is inadvisable because it might
discourage start-up initiatives and limit competition.

Independent perspectives can provide substantial value to a Board of Directors, but those
who do not directly participate in markets may not have the targeted expertise to exercise
timely judgment on issues critical to the complex financial operations of Registered
Entities. Registered Entities require expertise at the Board of Directors level in such
diverse areas as strategic planning, risk management, technology, operations,
management, finance, audit, government relations, regulatory affairs, compensation and
human resources, as well as legal, regulatory, and compliance expertise. Therefore, it is
essential to the safety and soundness of Registered Entities that the composition of their
Boards of Directors sufficiently incorporates the range of necessary expertise as well as
independent judgment.

il Committee Requirements

Regulation MC sets forth requirements for Registered Entities to establish certain

committees, including a requirement for such entities to establish a Nominating

Committee for the purpose of identifying individuals qualified to become Board
1

members.

Regulation MC requires that an SBSCA choose between one of two alternative
Nominating Committee composition requirements. The first alternative, which
correlates with the 35% independent Board composition alternative, requires the SBSCA
to establish a Nominating Committee composed of a majority of independent directors.'

1 See id. at 65,930-32,
Y See id, at 65,930-31.
2 See id at 65,930.
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The second alternative, which correlates with the majority independent Board alternative,
requires an SBSCA to establish a Nominating Committee composed solely of
independent directors.”> Regulation MC also requires the Nominating Committee of an
SB SEF and SBS exchange to be composed solely of independent directors."

Consistent with DTCC’s position on Board composition requirements, DTCC is opposed
to the independent composition requirements for key committees of the Board. DTCC
refers to the arguments above regarding the experience and interests of independent
directors, which are equally applicable to representation on Board committees.

With respect to governance as it relates to the risk committee of the Board, or its
equivalent, DTCC does not support the approach suggested in the discussion in the
notice of proposed rulemaking, to provide separate composition requirements applicable
only to the risk committee that reflect the highly specialized risk management expertise
required of directors serving on that committee. Consistent with DTCC’s views
expressed above in this comment letter, DTCC believes that the balance of expertise and
independent judgment for the Board and its key committees should be the guiding
principle. For the reasons set forth above, DTCC would oppose requiring that the risk
committee be composed of at least 35% independent directors or any specified
percentage, including a majority, (where such committee is delegated authority to act on
the Board’s behalf). In order to achieve objective balance, guidance might be offered to
include other interested persons that are not participants, such as customers of
participants, as representatives on the risk committee.

iv. Definition of Independent Director

DTCC agrees that independent directors are a valuable institutional resource and serve to
balance the interests of directors who may represent particular constituents on the Board
of Directors. The goal of requiring independent directors is to identify individuals of
stature, experience and good conscience who will exercise independent judgment in the
best interests of the Registered Entity. To this end, DTCC recommends a qualitative
definition that stresses positive features of industry knowledge and experience, personal
probity and prior service, while specifying a limited and objective set of
disqualifications.

DTCC finds the proposed definition of “independent director” to be both over and under-
specified. Further, it has the potential to be damaging to critical financial market
infrastructures. DTCC recommends prescriptive guidelines which are more clear-cut
and, as guidance only, may be applied with greater flexibility to the governance needs of
each Registered Entity.

3 See id. at 65,931,
14 See id at 65,932.
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One key element of the definition of “independent director” in Regulation MC is that
director shall have no “material relationship” with a list of specified parties.” The list of
specified parties is very broad and would severely limit the pool of candidates with any
industry expertise that might best serve the interest of the Registered Entity, its Board
and committees. Moreover, the term “material relationship” is so vaguely defined that
the evaluation of any qualified candidate would become an exercise in assessing whether
that individual has any relationship, compensatory or otherwise, that reasonably could
affect the candidate’s independent judgment or decision-making as a director.® This
makes the process of selecting an independent director potentially onerous for both the
Registered Entity and the candidates.

Another key element of the definition of “independent director” is the express exclusion
of specified circumstances'” which are similarly broad-reaching and, hence, overly
restrictive. It is also not clear from the drafting whether these “circumstances” should be
equated with prohibited “material relationships.”

In complex financial institutions, the appropriate implementation of these exclusions
may be difficult enough to determine, and even more so to imagine additional
unspecified “material relationships.” This overly restrictive definition of “independent
director” could have a chilling effect on encouraging independent representation and
limit the pool of candidates in a manner adverse to the best interests of the Registered
Entity. DTCC might instead recommend an approach which relies less on detailed
exclusions of the type proposed and more on guiding principles. For instance, a
provision that limits compensation to a reasonable amount is an example of an objective
determinant. More narrowly drawn exclusions based on direct and material relationships
together with “safe harbor” provisions might also ease the compliance burden.

DTCC would also urge the Commission not to adopt a specific (3 year) look-back period
within which to determine whether a “material relationship” exists, because of the
difficulty of assessing the already vague criteria retrospectively and because this would
further narrow the willing pool of candidates.
B. Ownership and Voting Limitations

i Reject Ownership and Voting Limitations

The Commission’s proposed Ownership and Voting Limitations require that an SBSCA
choose between one of two alternative limitations on ownership of voting equity and the

15 See id. at 65,928.
6 See id.
17 See id. at 65,896.
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exercise of voting rights.18 The first alternative, which correlates with the 35%
independent Board and majority independent Nominating Committee requirement, limits
to 20% the amount of voting equity that any SBSCA participant, either alone or together
with its related persons, may, directly or indirectly own or vote, and limits to 40% the
amount of voting equity of such SBSCA that SBSCA participants and their related
persons may, in the aggregate, directly or indirectly own or vote."” The second
alternative, which correlates with the majority independent Board and 100% independent
Nominating Committee requirement, limits to 5% the amount of voting equity of such
SBSCA that any SBSCA participant, either alone or together with its related persons,
may, directly or indirectly, own or vote, and does not have an aggregate ownership
restriction on all SBSCA participants.m

The Commission’s proposed Ownership and Voting Limitations also would prohibit a
member of an SBS exchange or SB SEF, either alone or together with its related persons,
from directly or indirectly owning or voting more than 20% of any class of ownership
interest of the SBS exchange or SB SEF, as applicable, entitled to vote.”!

The conflicts of interest provisions of Regulation MC are designed to meet policy
objectives which include “improving governance, mitigating systemic risk, promoting
competition, and mitigating conflicts of interest with respect to security-based swap
clearing agencies, SB SEFs and SBS exchanges.”?

a. Hard Ownership Caps Rejected by Congress; European Commission

DTCC urges that relying upon proposed numerical ownership or voting caps for
Registered Entities is too blunt an approach for these specific market circumstances.
DTCC believes that fair representation and governance requirements (other than
percentage composition requirements) are better suited to the achievement of the stated
policy goals.

Further, it is important to recognize that hard ownership limitations are not specifically
required by Section 765 of the Dodd-Frank Act.? Additionally, an aggregate ownership
cap approach was recently rejected by the European Commission (the “EC™). The

¥ See id. at 65,930,
¥ See id. at 65,930.
% See id. at 65,930.
2 See id. at 65,931.
2 Id at 65,883

7 Dodd-Frank Act Section 765 (“The Securities and Exchange Commission shall adopt rules which may
include numerical limits on the control of, or the voting rights with respect to, any clearing agency that
clears security-based swaps, or the control of any security-based swap execution facility or national
securities exchange.” [Emphasis added.])
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language used by the EC in rejecting ownership limitations is clear, and its logic is
compelling. The EC found that there are a number of governance solutions that provide
better protections against conflicts of interest than ownership limitations, and also found
that such ownership limitations create a new risk of adverse unintended consequences.
As the EC stated in its current proposed rule:

“[A] CCP must have in place robust governance arrangements.
These will respond to any potential conflicts of interest between
owners, management, clearing members and indirect participants.
The role of independent board members is particularly relevant.
The roles and responsibilities of the risk committee are also
clearly defined in the Regulation: its risk management function
should report directly to the board and not be influenced by other
business lines.  The Regulation also requires governance
arrangements to be publicly disclosed. In addition, a CCP should
have adequate internal systems, operational and administrative
procedures, and should be subject to independent audits. All of
these measures are considered more effective in addressing any
potential conflicts of interest that may limit the capacity of CCPs
to clear, than any other form of regulation which may have
undesirable consequence on market structures (e.g. limitation of
ownership, which would need to extend also to so-called vertical
structures in which exchanges own a cepy

b. Unintended Consequences of Aggregate Ownership Limitations

As a user-owned and governed financial market utility with a cooperative-style
ownership structure, DTCC has significant concerns that any proposal which relies upon
aggregate ownership restrictions may undermine the safety and soundness of financial
markets. An effective prohibition of industry ownership of a market-created initiative
would have (i) a profound negative impact on the existing clearance and settlement
system in the United States, which has served as a source of stability, resiliency and
efficiency over the past 35 years and is responsible for mitigating systemic risk, driving
down post-trade costs and helping attract global capital to our markets and (ii) a chilling
effect on new initiatives.

* Proposal for a Regulation of the European Parliament and of the Council on OTC derivatives, central
counterparties and trade repositories {SEC(2010) 1058} {SEC(2010) 1059}, Available at
http://ec.europa.ew/internal_market/financial-markets/docs/derivatives/20100915_proposal_en.pdf.
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ii. Clarify the “Direct or Indirect” Language in the Ownership and
Voting Limitations

Regulation MC provides that the Ownership and Voting Limitations apply to indirect as
well as direct ownership and voting interests in Registered Entities. In the discussion in
the notice of proposed rulemaking regarding the application of the Ownership and
Voting Limitations to indirect interests in SB SEFs and SBS exchanges (but not in the
actual text of Regulation MC), the Commission notes that such Ownership and Voting
Limitations would apply to ownership of voting interests in a parent company of an SB
SEF or SBS exchange (and provides as an example that if an SB SEF were wholly-
owned by a holding company, an SB SEF participant would be prohibited from owning
or voting more than the specified limit of voting interest in the parent company).

If the Ownership and Voting Limitations are not eliminated in their entirety as suggested
in Section II(B)(i) of this comment letter, then the “direct or indirect” language in such
Ownership and Voting Limitations should be made more specific, to make it clear
exactly when such Ownership and Voting Limitations will be applied to the ownership or
voting interests in a non-Registered Entity which has an ownership or voting interest in a
Registered Entity.

DTCC suggests that the “direct or indirect” language in the Ownership and Voting
Limitations be clarified to expressly provide that such Ownership and Voting Limitations
will not be applied to ownership or voting interests in a non-Registered Entity which has
an ownership or voting interest in a2 Registered Entity unless such non-Registered Entity
owns all or a majority of the equity interest in such Registered Entity and controls
(including through the exercise of veto power) the day-to-day operations of such
Registered Entity by virtue of such ownership interest, by contract or otherwise.

ifi. Exemptive Authority

Regulation MC recognizes that the Commission “may grant an exemption from any rule
or any provision of any rule under Regulation MC.”* The Commission may generally
grant such exemption when “necessary or appropriate in the public interest and
consistent with the protection of investors™ or when the petitioning entity has
“established alternative means to effectively mitigate conflicts.”

If the Ownership and Voting Limitations are not eliminated in their entirety as suggested
in Section II(B)(i) of this comment letter, and if the clarifying language suggested in

25 See Ownership Limitations and Governance Requirements for Security-Based Swap Clearing Agencies,
Security-Based Swap Execution Facilities, and National Securities Exchanges With Respect to Security-
Based Swaps Under Regulation MC, 75 Fed. Reg. at 65,912.

2 See id, at 65,913.
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Section III(B)(ii) above is not accepted, DTCC would request that the Commission
incorporate a general exception from the Ownership and Voting Limitations of
Regulation MC providing that such Ownership and Voting Limitations will not be
applied to ownership or voting interests in a non-Registered Entity which has an
ownership or voting interest in a Registered Entity if the non-Registered Entity is a
financial market utility (i.e., an organization which is member-owned) and satisfies the
above-referenced governance provisions.

iv. Alternative Approach

In response to the request for comment solicited in Regulation MC, DTCC suggests that
the Commission consider one alternative approach that addresses the identified conflicts
of interest. DTCC’s proposal addresses the issue of maximizing the use of SBSCAs to
clear swaps where regulators determine that activity could be accomplished in a safe and
sound manner.

The Commission could mandate that SBSCA governance rules require the Board of
Directors of an SBSCA to include representatives across the broad base of participants in
the relevant markets (i.e., not from only one class of market participants and not
representative of any shareholder or management of the SBSCA), as well as independent
directors (as discussed above). There should also be a means of assuring, through
shareholder agreements or otherwise through actual shareholding and governance
documents, that such directors appointed to represent any particular class of market
participants be generally acceptable to shareholders of that class. This approach to
governance has been used in the past to address the risk of non-alignment of interests
among various market participants, for instance in the formation of the Government
Securities Clearing Corporation in the late 1980s as an industry owned utility to clear US
Government Securities.

DTCC would urge that those involved in the SBSCA decision-making process to
introduce new instruments for clearing (other than the independent directors) be required
to bear some financial risk in the event the SBSCA mismanages the risks associated with
clearing these instruments. Otherwise, parties with no financial risk could, with
impunity, force others to take on risk with no incentive for appropriate risk mitigation in
the introduction of such new products.
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Iv. CONCLUSION
We appreciate the opportunity to comment on the Commission’s Regulation MC and

provide the information set forth above. Should you wish to discuss these comments
further, please contact me at 212-855-3240 or lthompson@dtcc.com.

Regards,

Larry E. Thompson
General Counsel
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November 15, 2010

The Honorable Mary Schapiro The Honorable Gary Gensler

Chairman Chairman

U.S. Securities and Exchange Commission  U.S. Commodity Futures Trading Commission
100 F Street, N.E. 1155 21 Street, N.W.

Washington, D.C. 20549 Washington, D.C. 20581

Dear Chairmen Schapiro and Gensler,

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
submit to the U.S. Securities and Exchange Commission (“SEC”) and to the U.S.
Commodity Futures Trading Commission (the “CFTC” and, collectively with the SEC,
the “Commissions”) comments for your consideration as you begin to finalize the drafts
of proposed rules relating to swap data repositories and security-based swap data
repositories (collectively, “SDRs”). We appreciate the efforts of both Commissions to
implement regulations under Title VII of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the “Dodd-Frank Act™), and we are supportive of steps taken
to ensure that regulators have the necessary tools to provide oversight of over-the-
counter (“OTC”) derivatives markets.

As you and your fellow Commissioners begin to discuss staff proposals for rules
governing SDRs, DTCC offers the following comments for your consideration:

* Swap Data Repository as Single Source for Regulators’ Market Data. DTCC
supports a regulatory framework that allows an SDR to provide regulators with a
centralized vantage point in this global market to view accurate and complete
information for each swap or security-based swap asset class in a timely manner. A
registered SDR should be able to provide (i) enforcement agents with necessary
information on trading activity; (ii) regulatory agencies with counterparty-specific
information about systemic risk based on trading activity; (iii) aggregate trade
information for publication on market-wide activity; and (iv) a framework for real-
time reporting from swap execution facilities and derivatives clearinghouses.

¢ Dodd-Frank Act Provides a Process for the Aggregation of Swap Data to
Counter the Risks of Data Fragmentation - Including the Designation of a
Particular Swap Data Repository to Serve in Such a Capacity. The SDR sections
in the Dodd-Frank Act include parallel provisions for swap data repositories and
security-based swap data repositories that an SDR shall “provide direct electronic
access to the Commission (or any designee of the Commission, including another

Subsidiarias:

The Depository Trust Company

National Secunities Llearing Lorporation
Fixed income Clearing Corporation
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BYCL Solatians UL



127

Chairman Mary Schapiro
Chairman Gary Gensler
November 15, 2010
Page 2 of 3

registered entity).”’ DTCC believes that this language permits both Commissions to
designate one SDR as the recipient of the information of other SDRs to ensure the
efficient consolidation of data. In order for this arrangement to exist under the
forthcoming regulations, the rules should permit each Commission to recognize a
single SDR (or one SDR per asset class) (the “Recognized SDR™) to receive and
aggregate market information and provide regulators with one unified source for real-
time electronic data. A Recognized SDR will provide complete and streamlined
information to the regulators, reducing the strain on these agencies’ limited
resources. The Recognized SDR must meet certain threshold requirements that
ensure it has the necessary technological and substantive capabilities to perform its
responsibilities as a Recognized SDR, as well as the organization and governance
structure that is consistent with being a financial market utility serving a vital
function to the entire marketplace.

¢ Binding, Legal Electronic Records and Asset Servicing Vital for Market
Oversight. In order to maximize the value of an SDR and the vast data stored within
it, it must maintain a legally binding electronic record which has been confirmed for
accuracy by both counterparties. After each recorded transaction is consummated,
the SDR can maintain the validity of the data for that transaction by offering an asset
servicing function. This structure would allows the SDR to assist in systemic risk
monitoring by providing regulators with regular reports analyzing the data (such as
position limit violations or certain identified manipulative trading practices).

¢ Conflicts of Interest Can Be Best Addressed through Goevernance
Requirements. DTCC strongly advocates that ownership and voting limitations for
derivatives clearing organizations, security-based swap clearing agencies, designated
contract markets, national securities exchanges, swap execution facilities and
security-based swap execution facilities be eliminated in their entirety because
proposed structural governance requirements sufficiently address the conflicts of
interest identified by the Commissions. DTCC further urges the adoption of
definitions of “parent” and “subsidiary” that align with proposed structural
governance requirements and are consistent between both Commissions. If the
Commissions were to reject this approach to defining the parent and subsidiary
relationships, DTCC would request the approval of a waiver and general exemption
by both Commissions, as contemplated by the CFTC’s proposed rule, from the
ownership or voting limitations for itself and other user-owned and governed
financial market utilities.

o Indemnification Provisions Threaten Regulators’ Ability to Identify and
Mitigate Systemic Risk. Certain provisions of the Dodd-Frank Act require SDRs to
make data available to federal and international regulatory agencies on a confidential
basis. However, before the SDR is permitted to share the information with such
regulators (the “Requesting Entity”), the SDR must receive a written agreement from
the Requesting Entity, including any with which the SDR currently shares

1 Commodity Exchange Act Section 21{c)(4){(A\), as created by Dodd-Frank Act Sections 728, and Securities
Exchange Act of 1934 Section 13(n)(5)(D)(), as created by Dodd-Frank Act Section 763().
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information, that: (i) the Requesting Entity will abide by confidentiality requirements
regarding the provided information; and (ii) the Requesting Entity agrees to
indemnify the SDR and regulating Commission for any expenses arising from
litigation relating to the information. DTCC remains concerned that regulators are
not likely to grant SDRs indemnification in exchange for access to the information
and, accordingly, regulators may actually receive less aggregated market data. Such
an outcome would result in a reduction of information accessible to regulators on a
timely basis both domestically and internationally, which contravenes the purpose of
SDRs and jeopardizes market stability. Without an alternative, upon implementation
of these provisions, SDRs will be restricted from providing necessary market
information to regulators. Until government agencies reach indemnification and
confidentiality agreements with SDRs, a regulator’s ability to carry out oversight
functions will be greatly diminished.

We would like to thank both of you, your fellow Commissioners and the staffs at both
agencies for being so willing to consider our opinions and for conducting an open and
transparent rulemaking process.

We appreciate the opportunity to share these comments with you and are available to
discuss with you and your staffs at any time. Should you wish to discuss these
comments further, please contact me at 212-855-3240 or [thompson@dtcc.com.

Sincerely,

géde » Wm

Larry E. Thompson
General Counsel

ce: Luis Aguilar, Commissioner, SEC
Kathleen Casey, Commissioner, SEC
Troy Paredes, Commissioner, SEC
Elisse Walter, Commissioner, SEC

Bart Chilton, Commissioner, CFTC
Michael Dunn, Commissioner, CFTC
Scott O’Malia, Commissioner, CFTC
Jill Sommers, Commissioner, CFTC
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Elizabeth Murphy, Secretary
Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549

RE: RIN 3235 — AK73 Reporting of Security-Based Swap Transaction Data

Dear Ms. Murphy:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Securities and Exchange Commission (“Commission™) on its
interim final temporary rule for reyorting of security-based swap transaction data (the
“Interim Final Temporary Rule”).” DTCC is supportive of a security-based swap
reporting regime that brings increased transparency and oversight to over-the-counter
(*OTC”) derivatives markets.

Summary of Response

DTCC supports the Commission’s efforts to ensure that data from pre-enactment
security-based swap transactions are preserved and retrievable in the future. DTCC
respectfully suggests that the reporting of a binding, legal electronic record agreed to by
the two counterparties to a pre-enactment security-based swap should be treated by the
Commission as satisfying the Interim Final Temporary Rule’s reporting requirement and
the information and document retention policy suggested by the interpretive note to Rule
13Aa-2T, as well as certain obligations of security-based swap dealers and major
security-based swap participants.” Additionally, DTCC provides comments to the scope
of information that should be preserved under the Commission’s information and
documents retention policy, based upon our experience operating the Trade Information
Warehouse (the “Warehouse™) and the centralized global repository for credit default
swaps (“CDS”). Finally, DTCC offers its comments on how the single counterparty
reporting obligation set forth in Rule 13Aa-2T(c) could result in the fragmentation of

! See Interim Final Temporary Rule for Reporting of Security-Based Swap Transaction Data, 75 Fed. Reg.
64,643 (Oct. 20, 2010).

% See id, at 64,653-54.
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swap market data and decrease the utility of the information collected by a security-
based swap data repository and on the designation of a consolidated data repository.
These comments are preceded by an overview of DTCC and the Warehouse.

Overview of DTCC

DTCC, through its subsidiaries, provides clearing, settlement and information services
for equities, corporate and municipal bonds, government and mortgage-backed
securities, money market instruments and over-the-counter derivatives. DTCC is also a
leading processor of mutual funds and insurance transactions, linking funds and carriers
with their distribution networks.

DTCC has three wholly-owned subsidiaries which are registered clearing agencies under
the Securities Exchange Act of 1934, as amended (the “Exchange Act”), subject to
regulation by the Commission. These three clearing agency subsidiaries are The
Depository Trust Company (“DTC”), National Securities Clearing Corporation
(“NSCC”} and Fixed Income Clearing Corporation (“FICC”). DTC is also a limited
purpose trust company organized under the New York State Banking Law, subject to
regulation by the New York State Banking Department (the “NYSBD”), and a State
Member Bank of the Federal Reserve System, subject to regulation by the Federal
Reserve Bank of New York. DTCC is also a bank holding company under New York
law (but not Federal law), subject to supervision by the NYSBD. Accordingly, DTCC
and its clearing agency subsidiaries are collectively subject to the supervision and
regulation of both banking and securities regulators.

DTC currently provides custody and asset servicing for 3.6 million securities issues from
the United States and 121 other countries and territories, valued at almost $34 trillion. In
2009, DTC settled more than $1.48 quadrillion in securities transactions. NSCC
provides clearing, risk management, central counterparty services and a guarantee of
completion for certain transactions. FICC provides clearing, risk management and
central counterparty services (through its Government Securities Division) in the fixed
income, mortgage-backed and government securities markets. These clearance and
settlement services reduce risks for investors and the entire financial system by
guaranteeing the completion of stock and bond transactions in the event of a participant
defauit. Thus, DTCC, through its subsidiaries, processes huge volumes of transactions —
more than 30 billion a year on an at-cost basis.

Overview of the Trade Information Warehouse

Industry Established Trade Information Warehouse to Increase Transparency, Bring
Stability

In November 2006, at the initiative of swap market participants, DTCC launched the
Warehouse to operate and maintain a centralized global electronic database for virtually
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all CDS contracts outstanding in the marketplace. The Warehouse has received
information with respect to trades executed prior to its inception. During 2007, DTCC
back-loaded physical records in the Warehouse with information on over 2.2 million
outstanding CDS contracts. Today, data for over 95 percent of all OTC credit derivatives
are captured in this automated environment.> The Warehouse database currently
represents about 98 percent of all credit derivative transactions in the global marketplace,
constituting approximately 2.4 million contacts with a notional value of $29.6 trillion
($24.9 trillion electronically “gold” records and $4.7 trillion paper confirmed).

The Warehouse maintains the most current CDS contract details on the official legal, or
“gold,” record for both cleared and bilaterally-executed CDS transactions. The
repository also stores key information on market participants’ single-sided, non-legally
binding or “copper,” records for CDS transactions to help regulators and market
participants gain a clearer and more complete snapshot of the market’s overall risk
exposure to OTC credit derivatives instruments.

Warehouse “Gold” Records Are Binding, Legal Electronic Record between
Counterparties

Once an executed contract has been matched and confirmed, the trade record is sent to
the Warehouse’s repository. A “gold” record represents the current legal state of the
contract. In fact, each user of the Warehouse’s services has signed a binding agreement
that states that, notwithstanding any provisions in any other applicable documentation
relating to such transaction, the contracts maintained by the Warehouse represent the
definitive record of each transaction and supersede any other documentation or
understanding, whether written, oral, or electronic, between the parties. The Warehouse
documents are relied upon to resolve any dispute between counterparties and to
determine any payments or settlements by the Warehouse.

For “gold” records, the Warehouse assigns a unique reference identifier to each contract
and performs automated recordkeeping to maintain the “current state” contract terms,
taking into account post-trade events. The Warehouse also maintains a complete audit
trail of the initial trade and every modification or assignment agreed to by the
counterparties. These records are updated in real-time and, because the Warehouse is the
official legal record of electronically confirmed contracts and centrally processes
payments and credit events, counterparties ensure that these files are kept up to date and
accurate.

Global regulators are provided information on “gold” and “copper” CDS contracts, as
appropriate and upon request. Because contract details are located in a single central
location, the Warehouse provides regulators across the globe with the ability to view

? For more information about the Warehouse, please see
http:/ /www.dtce.com/products/derivserv/suite/ps index.php.
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market exposure on these contracts and assess risk from a central vantage point, which is
critical, particularly in times of crisis. The availability of this data is necessary for
regulators to identify and address risks to financial markets in a timely fashion.*
Beginning next year, all credit derivative trade data held in the Warehouse will also be
simultaneously held in DTCC Derivatives Repository, L.td., an FSA regulated subsidiary
based in London, in order to help assure regulator access to data across multiple
jurisdictions.

Discussion of Interim Final Temporary Rule

The Submission and Maintenance of a Binding, Legal Flectronic Record Should Satisfy
the Reporting Requirements for Pre-enactment Security-Based Swaps and also Certain

Requirements for Security-Based Swap Dealers and Major Security-Based Swap
Participants

Rule 13Aa-2T requires a counterparty to a pre-enactment security-based swap
transaction to report to a registered security-based swap data repository or the
Commission by the compliance date established in the reporting rules required under
Sections 3C(e) and 13A(a)(1) of the Exchange Act, or within 60 days after a security-
based swap data repository becomes registered with the Commission and commences
operations to receive and maintain data related to such swap, whichever occurs first.®
The purpose of the swap data repository is to “assist the CFTC and SEC in their
oversight and market regulation responsibilities.”

Although the Warehouse is not yet a registered security-based swap data repository,
DTCC intends to register the Warehouse as a security-based swap data repository upon
promulgation of the relevant regulations by the Commission. In the interim, in
consultation with the OTC Derivatives Regulators’ Forum, the Warehouse makes
available its records for regulators and provides aggregated trade data to nearly 30 global
regulators and central banks, including the Commission, the Commodity Futures Trading
Commission (“CFTC”), the Federal Reserve Bank of New York, the European Central
Bank, Banque De France and the Financial Services Authority.

DTCC respectfully suggests that, in addition to satisfying the filing requirements for pre-
enactment security-based swaps, the submission to a security-based swap data repository

* As an example, while the Warehouse reported counterparty specific positions to regulators at the time of
the AIG insolvency, virtually none of the AIG trades creating the exposure that lead to the company’s
downfall were registered in the Warehouse. A mandate for all trade activity to be reported into a central
swap data repository maintaining all positions would have assisted in identifying risk posed by AIG"s
market activity and provided an opportunity to reduce the risk promptly.

3 See Interim Final Temporary Rule for Reporting of Security-Based Swap Transaction Data, 75 Fed. Reg.
at 64,653.

¢ Statement of Sen. Blanche Lincoln. 156 Cong. Rec. $5920 (2010).
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and maintenance of a binding, legal electronic record on a regular basis should be used to
satisfy some of the ongoing obligations of security-based swap dealers and major
security-based swap participants. In particular, the entity charged with keeping swap
data up to date, as the possessor of this information, could easily report on behalf of a
security-based swap dealer or major security-based swap participant regarding its
transactions, positions and financial condition,’ maintain its books and records,8 and
maintain daily trading records of the swaps of the registered security-based swap dealer
or major security-based swap participant and all related records (including related cash or
forward transactions), as may be required by the Commission and for each swap
Counterparty.9

The designation of the submission to a security-based swap data repository and
maintenance of a binding, legal electronic record for pre-enactment security-based swaps
within the Interim Final Temporary Rule would reduce the burden on counterparties that
do not transact frequently in OTC markets and lack the infrastructure for duplicative
reporting obligations.m Similarty, the value of having one agreed-upon electronic record
governing an agreement between counterparties is also recognized by more frequent
market participants.

Further, it is inefficient and jeopardizes systemic risk to establish a reporting regime that
results in regulators relying on counterparty-reported information that could differ from
the binding, legal electronic record maintained at a central location by a neutral third
party that the counterparties consider the official record. For asset classes where current
market practice dictates reporting and confirmation of trade information to a central
repository, establishing a parallel track for regulatory oversight would only duplicate
reporting obligations and establish an opportunity for conflicting swap data. Because
market participants recognize the value in and currently report and maintain binding,

? See Exchange Act Section 15F(D(1)(A).
¥ See Exchange Act Section 15F(f)(1)(B)<(D).
® See Exchange Act Section 15F(g).

10 See, e.g., Comments from Joseph R. Glace, Chief Risk Officer, Exelon, representing Coalition for
Derivatives End-Users, (‘*The important part for us again is [to] have users who are satisfying the
reporting obligations . . so again, you know, to me to have that [reporting] process go on, which is a useful
business process, and then to duplicate it again in some other fashion is just an additional cost.”) Joint
Public Roundtable to Discuss Data for Swaps and Security-Based Swaps, Swap Data Repositories,
Security-Based Swap Data Repositories, and Real-Time Public Reporting, September 14, 2010
(“Roundtable Transcript”) at 194-195. Available at

http://www.cftc.gov/ueny/groups/public/@swaps/documents/file/derivative] 8sub091410.pdf.

" See, e, £, Comments from John Gidman, Executive Vice President, Loomis, Sayles & Company,
representing the Association of Institutional Investors, (**We think the public overall, are much better
served by having gold records that we can rely on, particularly at the aggregate level of the market and the
markets.”) Roundtable Transcript at 227.
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legal electronic records, DTCC suggests that this practice satisfy any additional reporting
requirement for pre-enactment security-based swap transactions.

For these same reasons, DTCC believes the information retention requirements set forth
in Rule 13Aa-2T(b) for future reporting should be satisfied when trade information has
been reported and recognized by the counterparties as the binding, legal electronic
record.

Fragmentation of Security-Based Swap Market Data Caused by Single Party Reporting
and Lack of Consolidation of Repository Data Poses Risks

Rule 13Aa-2T(c) requires only one party to report pre-enactment security-based swap
transaction data, and depending on the classification of the counterparties as major
security-based swap p'cu'ticipants12 or security-based swap dealers,"” it is possible that the
counterparties may select the responsible party.' This reporting arrangement differs
from current market practice and is inconsistent with the existing repository reporting
infrastructure. Currently, the receipt of information from both parties to a security-based
swap data repository guarantees reconciliation of the information and confirmation that
the information entering into the Warehouse is accurate. Reducing the reporting
obligation to only one side leaves open the possibility of incorrect data and jeopardizes
the value placed on binding, legal electronic records such as our “gold” records for CDS.
Further, a single-reporting regime will confront international legal obstacles, such as
domestic privacy laws, which will restrict the reporting party’s ability to disclose
counterparty information. Bilateral reporting obligations alleviate some of these burdens
and produce more valuable, trustworthy information which can be relied upon by
counterparties and regulators.

The issue of incorrect or fragmented data presents a second risk that concerns many
market participants.15 DTCC recognizes the value of aggregated reporting to repositories
and regulators and strongly urges the Commission to consider consolidation of repository
data, either by asset class or across all products.

12 See Exchange Act Section 3(a)(67)(A).
1 See Exchange Act Section 3(a)(71)(A).

! See Interim Final Temporary Rule for Reporting of Security-Based Swap Transaction Data, 75 Fed. Reg.
at 64,653-54.

15 See, e.g., Comments from Athanassos Diplas, Managing Director, Deutsche Bank, (“what regulators
have is to have a single report per asset class so that all that information can be contained in one place and
we don't have actually information falling through the gaps. Part of the problem in the past has been that
information was fragmented and that caused the actual problems.”) Roundtable Transcript at 23. See also
Comments from Bruce Tupper, Director, Market Development ICE eConfirm, (“I think the big question is
aggregating the data amongst energy clearing houses and also the OTC data. s that a responsibility that the
Commission wants to have, or is that something of the repository?”) Roundtable Transcript at 71.
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The Dodd-Frank Act provides authority for the Commission to mitigate the risk posed by
fragmented market data caused by multiple security-based swap data repositories. Under
Section 13 of the Exchange Act, as amended by the Dodd-Frank Act, security-based
swap data repositories shall “provide direct electronic access to the Commission (or any
designee of the Commission, including another registered entity).”'® Under this
authority, the Commission could designate one security-based swap data repository as
the recipient of information from other security-based swap data repositories in order to
have consolidation and direct electronic access for the Commission.

Conclusion
We appreciate the opportunity to comment on the Commission’s Interim Final

Temporary Rule and provide the information set forth above. Should you wish to discuss
these comments further, please contact me at 212-855-3240 or thompson@dtce.com.

Larry E. Thompson
General Counsel

' See Exchange Act Section 13.
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Elizabeth Murphy, Secretary
Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 205491090

Re:  Regulation SBSR—Reporting and Dissemination of Security-Based Swap
Information (File Number S7-34--10)

Dear Ms. Murphy:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Securities and Exchange Commission (“SEC” or
“Commission™) on proposed Regulation SBSR—Reporting and Dissemination of
Security-Based Swap Information (“Proposed Regulation” or “Regulation SBSR”) under
the Securities Exchange Act of 1934 (“Exchange Act”).! DTCC’s comments are
provided with the goal of assisting the Commission in assessing how best to bring
increased transparency and oversight to over-the-counter (“OTC”) derivatives markets.

SUMMARY OF RESPONSE

DTCC supports the Commission’s efforts to establish a comprehensive new framework
for the regulation of swaps, including the reporting of all security based swaps (“SBS”™)
to a security-based swap data repository (“SDR”).

DTCC urges the Commission and the Commodity Futures Trading Commission
(“CFTC”) to harmonize their respective regulatory regimes establishing reporting
processes for credit and equity derivatives, thereby eliminating the risk and costs
associated with developing and maintaining two separate regulatory reporting processes
when only a single, comprehensive process is needed. The agencies’ current regulatory
proposals exhibit significant similarities, but differ in their details, thereby creating
potential inconsistencies that could unnecessarily increase risks of inaccurate reporting,
as well as operational costs for market participants and SDRs. DTCC urges the SEC and
CFTC, when possible, to formulate consistent requirements with respect to data

! Ser Regulation SBSR—Reporting and Dissemination of Security-Based Swap Information, 75 Fed. Reg.
75,208 (December 2, 2010).

Subsidiaries:

The Depository Trust Company

National Securities Clearing Corporation
Fixed income Cleating Corporation
ITCC Deriy/SERV LLC

DTCC Soltions LLE
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elements, submission of life cycle events, confirmation data and valuation data, the
origination of identifiers, reporting party requirements and verification requirements.

DTCC suggests that the Commission reduce the burden of implementation and ongoing
performance for reporting parties and enhance the data quality received by SDRs (and
available to the Commission) by permitting existing market practices, such as the trade
confirmation process, to be used to meet the regulatory reporting requirements, wherever
possible. Extracting data for regulatory reporting (as opposed to real-time
dissemination) from the confirmation process would be a highly efficient method of
information transmission for market participants and provide more effective controls on
data quality, with no material impact on the timeliness of regulatory reporting. In certain
cases the trade confirmation process is the market participant’s trade capture process ~ in
these instances, such processes may also support real-time reporting. As discussed in
greater detail below, the regulatory reporting and confirmation of a transaction can be
consolidated into one process. A rule authorizing this approach would reduce the burden
on reporting entities and strengthen the integrity of the reported data.

DTCC recommends a “phase in” approach for the implementation of the full range of
reporting requirements under Regulation SBSR to allow time for the extensive testing
and preparation needed to avoid systemic risk and the collection and dissemination of
inaccurate information. DTCC’s pre-existing operations comply with many of the
requirements set forth in the Proposed Regulation. However, the process of developing,
implementing, user testing and training industry participants that must follow publication
of the final Regulation SBSR will require significant time and effort. Once the final
regulations are in place, each SDR will need to revise its operations for compliance, and
then educate market participants on the changes, as market participants will only be able
to initiate development to meet the reporting requirements once providers have finalized
their specifications. For these reasons, described more fully below, DTCC suggests that
the Commission consider a “phase in” approach to implementation.

DTCC addresses how regulators and the general public would be best served by the
consolidation of data and the enhancement of the availability of aggregate data.
Proposed Regulation SBSR outlines a measured approach for achieving standardization
of reported data to help facilitate regulatory oversight of trading in and exposures created
by SBS markets, as well as meaningful public reporting of data. However, DTCC
stresses that good and timely data aggregation is also required. The two most commonly
cited manners in which OTC derivatives, particularly credit default swaps, were alleged
to have contributed to the financial crisis of 2008 were the general lack of reliable public
information about exactly how much exposure to various entities actually existed and the
inability of regulators to understand and timely respond to the large one-way trades in
credit derivatives on mortgages by companies such as the American International Group,
Inc. (“AIG”). As discussed more fully below, neither situation can be appropriately
resolved without a competent and fully automated data aggregation process.
Standardization alone will not be corrective.
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Finally, DTCC also urges the Commission to permit reporting parties to utilize third
parties to assist in complying with reporting obligations, facilitating efficient methods of
reporting and the provision of higher quality reported data.

DTCC’s detailed comments are preceded by a brief overview of DTCC and the Trade
Information Warehouse (“TIW” or “Warehouse™), a centralized global repository for
trade reporting and post-trade processing of OTC credit derivatives contracts, which is
operated by DTCC’s wholly-owned subsidiary, The Warehouse Trust Company LLC.

OVERVIEW OF DTCC

DTCC, through its subsidiaries, provides clearing, settlement and information services
for virtually all U.S. transactions in equities, corporate and municipal bonds, U.S.
government securities and mortgage-backed securities transactions, money market
instruments and OTC derivatives. DTCC is also a leading processor of mutual funds and
annuity transactions, linking funds and insurance carriers with their distribution
networks. DTCC does not currently operate a clearing agency for derivatives. However,
DTCC owns a 50% equity interest in New York Portfolio Clearing, LLC (“NYPC?),
which has applied to the CFTC for an order granting registration as a Derivatives
Clearing Organization (“DCO”).

DTCC has three wholly-owned subsidiaries which are registered clearing agencies under
the Exchange Act, subject to regulation by the Commission. These three clearing agency
subsidiaries are The Depository Trust Company (“DTC”), National Securities Clearing
Corporation (“NSCC”) and Fixed Income Clearing Corporation (“FICC”). DTCC is
owned by its users and operates as a not-for-profit utility with a fee structure based on
cost recovery.

DTC currently provides custody and asset servicing for 3.6 million securities issues from
the United States and 121 other countries and territories, valued at almost $34 trillion. In
2009, DTC settled more than $1.48 quadrillion in securities transactions. NSCC provides
clearing, risk management, (for some securities) central counterparty services and a
guarantee of completion for certain transactions. FICC provides clearing, risk
management and central counterparty services (through its Government Securities
Division) in the fixed income, mortgage backed and government securities markets.
Thus, DTCC, through its subsidiaries, processes huge volumes of transactions — more
than 30 billion a year — on an at-cost basis.

2 NYSE Euronext owns the other 50% equity interest. Neither DTCC nor NYSE owns a majority of the
equity interests in NYPC. NYPC will have its own management team which will control the day to day
operations of the company.
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OVERVIEW OF THE TRADE INFORMATION WAREHOUSE

In November 2006, at the initiative of swap market participants, DTCC launched the
Warehouse to operate and maintain the centralized global electronic database for
virtually all position data on credit default swap (“CDS”) contracts outstanding in the
marketplace. Since the life cycle for CDS contracts can extend over five years, in 2007,
DTCC “back-loaded” records in the Warehouse with information on over 2.2 million
outstanding CDS contracts effected prior to the November 2006 implementation date.
Today, data for over 95 percent of all OTC credit derivatives are captured in this
automated environment. The Warehouse database currently represents about 98 percent
of all credit derivative transactions in the global marketplace; constituting approximately
2.3 million contracts with a notional value of $29 trillion ($25.3 trillion electronically
confirmed “gold” records and $3.7 trillion paper-confirmed “copper” records).”

In addition to repository services (as contemplated by the Commission’s proposed rules
relating to SDRs, the acceptance and public and regulatory dissemination of data
reported by reporting counterparties), the Warehouse provides both legal recordkeeping
and central life cycle event processing for all swaps registered therein. By agreement
with its 17,000+ users worldwide, the Warehouse maintains the most current CDS
contract details on the official legal or “gold” record for both cleared and bilaterally-
executed CDS transactions. The repository also stores key information on market
participants’ single-sided, non-legally binding or “copper” records for CDS transactions
to help regulators and market participants gain a clearer and more complete snapshot of
the market’s overall risk exposure to OTC credit derivatives instruments.

DTCC’s Warehouse is also the first and only centralized global provider of life cycle
event processing for OTC credit derivatives contract positions throughout their multi-
year terms. Various events can occur, such as calculating payments and bilateral netting,
settling payments, credit events, early termination and company renames and
reorganizations, which require action to be taken by the parties to such CDS contracts.
DTCC’s Warehouse is equipped to automate the processing associated with those events
and related actions. The performance of these functions by the Warehouse distinguishes
it from any swap data repository that merely accepts and stores swap data information.

DISCUSSION OF PROPOSED REGULATIONS

Proposed Regulation SBSR, under the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”), identifies the SBS transaction information
required to be reported, establishes reporting obligations and specifies the timeframes for
reporting and disseminating information. In general, the Proposed Regulation will
provide for the reporting of three broad categories of SBS information: (1) information

3 Data provided as of December 31, 2010. For more information about the Trade Information Warehouse,
please see http://www.dtcc.com/products/derivserv/suite/ps _index.php.
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that will be required to be reported to a registered SDR in real-time and publicly
disseminated; (2) information required to be reported to a registered SDR or, if there is
no registered SDR that will receive such information, to the Commission, but will not be
publicly disseminated; and (3) information about “life cycle events” required to be
reported as a result of a change to information previously reported for a SBS.

1. WHO MUST REPORT

Using the Confirmation Process for Reporting under Proposed Rules 901(d) and (e)

The trade confirmation process for credit and equity derivatives globally already includes
much of the data elements required under Regulation SBSR’s Proposed Rules 901(d) and
(e). In its existing form, the trade confirmation process is designed to verify all terms of
economic value between the parties, including all of the trade terms data required to
value the trade. Existing trade confirmation processes also provide a strong audit trail.
Given that trade confirmation processes are key to supporting balance sheet verification
for market participants, such processes have been developed with a high degree of
completeness and accuracy, giving legal certainty to trading positions held by firms.
Confirmation processes are designed to identify when economic terms to trades have
changed, distinguishing between expected events under an existing confirmation and
amendment of economic terms due to the modification of terms. Further, the logic
behind these processes supports the identification of price-forming events, as required to
be reported in Proposed Rule 901(c). The trade confirmation is a bilateral process in
which both parties agree to the confirmation, thereby ensuring any errors in the original
data are corrected.

A major distinction between confirmation processes and Proposed Rule 901(d) is
timeliness. Proposed Rule 901(d) requires 15 minute, 30 minute or 24 hour submission.
In practice, most dealer submissions to the electronic confirmation process for new
trades in credit and equity derivatives are made on an intra-day basis on trade date.
Actual submission times vary in accordance with the internal practices of each dealer
(e.g., real-time versus multi-batch) but are designed to achieve full confirmation as close
to the point of trade as possible. Exceptions occur primarily where buy-side firms have
not provided allocations for block executions.

More importantly, the electronic confirmation generation process is not significantly
different from the trade reporting envisaged by Proposed Rule 901(d), with respect to
both trade data content and trade audit trail functionality. Therefore, it may be difficult
for reporting parties to provide SDRs with 901(d) data materially faster than the
submission process for trade confirmation. (Meaning, generally, any regulatory
reporting prior to when firms are able to submit confirm data would likely result in
inaccurate submissions.) In that regard, DTCC also notes that, through ongoing
commitments made to the global OTC Derivatives Supervisors Group (“ODSG”), the
industry has greatly improved timeliness and accuracy of confirm submissions. This has
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significantly mitigated the operational risk associated with OTC derivatives generally
and credit derivatives in particular. It appears, therefore, that linking required regulatory
reporting to the electronic confirmation process (where one exists) would provide
regulators with a means of further reducing operational risk and improving the timeliness
and accuracy of confirmation submissions and regulatory reporting. Specific
recommendations in this regard are set forth below under II1.A. Reporting Timeframes
for Regulatory Information. The alternative approach requires maintenance of separate
regulatory submission and electronic confirmation processes that would then necessitate
a separate reconciliation process to compare confirmation records against data reported
for regulatory purposes.

DTCC believes that regulatory and market confirmation requirements should be aligned
to provide for a system that is cost-effective and efficient, integrating the timeliness of
Proposed Rules 901(d) and (e) with the confirmation process timeline. This would
require the phasing in of the reporting timeliness goals for Proposed Rules 901(d) and
(e). While it is difficult to determine how much closer trade confirmation can take place
to the point of execution, certain elements of market practice will enable it to occur faster
than it does today. For example, certain firms complete a number of data checks
internally before issuing confirmations, including, for example, checks to interdealer
broker trade confirmations, which can be further automated or will be superseded by
electronic execution, enabling more timely submission. As further automation occurs, it
is possible that security-based swap execution facility (“SEF”) executed trades could be
reported within 15 minutes, assuming the existence of automated feeds from the SEF to
reporting parties or directly to SDRs acting as agent for the reporting party. Similarly,
further streamlining of enterable fields and standardization of required enrichments
would help improve submission timeliness and accuracy by the reporting party, bringing
confirmation even closer to the point of trade.

For highly structured trades (which would not be electronically confirmable), the current
processes for booking the trade and preparing confirmation post-trade execution may not
allow for reporting within 24 hours in all instances. Currently, the detailed booking
required for full valuation can take a number of days, and a number of points in the
confirmation may require clarification and legal drafting prior to confirmation. Still,
some reporting of the trade would be possible within 24 hours. Again, DTCC highlights
the process of benchmarking improvements over time, as employed by the ODSG, as a
model for addressing this issue.

As further background, for credit derivatives, most market participants have the ability to
confirm trades electronically, and most credit derivatives trades are stored as electronic,
legally binding or “gold” records in the Warehouse. DTCC estimates that over 98% of
credit derivatives trades globally are included in the TIW in this form. The initial
records are submitted via an electronic confirmation service provider by both parties. In
addition, the major dealers and buy-side participants who have made commitments to the
ODSG have provided DTCC summary records of trades which are not electronically
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confirmable to meet their commitment for universal recording. For equity derivatives,
the level of electronification of the market is lower, with only 40% of such trades
confirmed electronically and no equivalent to the TIW existing.*

The trade confirmation process supports all trades. In some cases, where a trade is not
electronically confirmed, it is simply rendered as a text-based document and issued by
facsimile or emailed PDF, rather than as a structured electronic message. Market
participants are working toward increasing the levels of full electronification and, over
time, these will increase, enhancing the audit trail, error and correction processes and
event controls of the confirmation process.

In its process, TIW receives (through confirmation providers) submission from both
parties to the trade — in many cases one party is submitting by affirmation to a trade
record submitted by the other party. Certain parties use custodians or outsource providers
to perform these activities on their behalf. In addition to the parties to a trade, clearing
agents and portfolio compression vendors (when authorized by the trade party) submit
updates to trade records directly to TIW.

In certain cases, the trade confirmation process will also be used to facilitate the
requirements of Proposed Rule 901(c), where trade capture and confirmation are
integrated, such as with MarkitWire. Typically, the seller or payer-party (or an
interdealer broker (“IDB™)) is responsible for input to this system immediately following
execution — an input that involves a minimal number of trade terms. The buyer or
receiver reviews these terms and affirms that trade in the system; this then populates the
buyer’s trade capture system (in the case of IDB input, both parties would review and
affirm). Proposed Rule 901(c) reporting would be available from the first input to
MarkitWire and, therefore, in certain situations, processes which are part of the trade
confirmation process can be used to meet Proposed Rule 901(c) reporting requirements.

Role of Third Parties

DTCC strongly supports the use of third parties to report SBS data on behalf of reporting
parties. However, such reporting by third parties should be required to be clearly
authorized by the reporting party. The reporting party needs to control the data flow to
SDRs to ensure completeness and accuracy of the data. Different firms will wish to have
different workflows to support third party reporting, just as they do in the procedures
used to undertake confirmation services. For confirmation services, certain firms allow
IDBs to book trades into a confirmation service on their behalf, whereas others do not.
Similarly, certain firms, where the confirmation service acts by affirmation (one party
agreeing to another party’s record), accept the other firm’s record of the trade following
manual review — this books the trade into the internal trade capture system. Other firms

* See Industry letter to Federal Reserve Bank of New York (June 2, 2009), available at
hutp:/ /www.newyorkfed.org/newsevents/news/markets /2009 /060209letter.pdf
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book every trade and have built internal matching capabilities to validate records sent to
them for affirmation. Finally, certain firms prefer external matching platforms to
provide confirmation in order to support independent input, but avoid the full cost of
building and maintaining an internal matching engine. DTCC believes it is important that
reporting firms with the reporting obligation maintain control over reported positions
throughout the life of the contract, with third parties acting for the reporting party in
making updates. Otherwise, it is difficult for any party to take responsibility for the
accuracy of the resultant position at the SDR.

DTCC believes that the use of third parties will also strengthen the ability of the SDR to
fulfill its statutory obligation to confirm the data with both parties.’ In many cases, the
third party will report trade information on behalf of both parties, and, in the absence of
an obligation for parties to confirm the data with the SDR, reduce the regulatory burden
of the counterparties and ensuring prompt compliance with reporting obligations. DTCC
believes that, in many instances, firms will wish to submit every trade to the SDR or
have a third party to manage submission to the SDR. Given the complexities related to
establishing a new regulatory framework in a global market (particularly with
jurisdictions expected to adopt new reporting rules related to SDRs as part of their G20
commitments), there is considerable complexity to devise rules that determine a
reporting party's status within a hierarchy based on a counterparty's status or reporting
requirements based on the product type.

The Proposed Regulation would require that a U.S. person report transaction data when
its counterparty is not a U.S. person. This approach may not be preferred where a U.S.
customer is dealing with non-U.S. dealer, and the foreign dealer may wish to offer this as
a service to make the actions consistent with those of the customer transaction with U.S.
dealers. This type of service by dealers who are not U.S. persons will best promote
prompt and accurate reporting, because dealers who are not U.S. persons are better
positioned technologically than all but the most advanced of their customers to provide
the necessary reporting. Therefore, DTCC urges the Commission to facilitate such
arrangements.

II. INFORMATION T0O BE REPORTED IN REAL-TIME

Proposed Rule 901 divides the SBS information required to be reported into three broad
categories: (1) information that will be required to be reported in real-time; (2) additional
information that will be required to be reported but not publicly disseminated; and (3)
life cycle event information. Each category has its own respective time deadline for
reporting.®

5 “A security-based swap data repository shall . . . confirm with both counterparties to the security-based swap
the accuracy of the data that was submitted.” Sez Section 13(n)(5)(B) of the Exchange Act, 15. U.S.C.
78m(n)(5)(B).

6 See Regulation SBSR—Reporting and Dissemination of Security-Based Swap Information, 75 Fed. Reg. at
75,212,
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To date, DTCC has looked to regulators and market participants in determining the
information which TIW disseminates publicly. The liquidity studies published by DTCC
show that credit derivative trading is extremely thin on the majority of roughly 3,000
single name underlyers, and even this data is in aggregate across all maturities for a
single reference entity. DTCC’s discussions with market participants and regulators
prior to publishing data have revealed high levels of sensitivity to disclosing small data
samples, particularly from narrow time periods, given that such disclosure may not
preserve the anonymity of the trading parties. The Dodd-Frank Act recognized the
importance of protecting party anonymity, particularly for trades not subject to
mandatory clearing.” In addition, the execution model, when combined with public
dissemination, may lead to potential unintentional disclosure. For example, a request for
quote (“RFQ™) process with 5 counterparties will likely enable those parties to link RFQs
to executions given there is less than one trade per hour per underlying for the majority
of credit derivative underly ings.’3

The real-time reporting fields set forth in Proposed Regulation SBSR accurately
represent the key economic terms. Full terms should not be reported for timely
submission, as only the most technically sophisticated recipients would be able to
interpret the additional published data. However, publicly disseminated data for trades
with a non-standard feature flag activated will be of limited usefulness and could be
misleading. As a general mater, it is difficult to compare price data across transactions
that are non-standard and have different terms. As a result, publication of only price (or
other limited) transaction data for non-standard transactions is unlikely to benefit market
participants and may, in fact, be confusing or misleading. DTCC believes that any
dissemination of information with respect to highly structured trades should be phased
in, if required at all, and that no dissemination for these products should occur until an
analysis is conducted as to the impact and potential for misleading the investing public.

The Proposed Regulation defines “real-time” to mean (with respect to the reporting of
SBS transaction information), “as soon as technologically practicable, but in no event
later than 15 minutes after the time of execution of the SBS transaction.” DTCC
believes that reporting within 15 minutes may be possible, but its experience with new
industry-wide processes indicates there will likely be a “shakeout” period during which
any number of problems with reported data will be discovered. The Commission should
take this into account and provide a means of assuring that publicly disseminated

7 “With respect to the rule providing for the public availability of transaction and pricing data for security-

based swaps . . ., the rule promulgated by the Commission shall contain provisions . . . to easure such
information does not identify the participants.” See Section 15(m)(1)(E) of the Exchange Act, 15. U.S.C.
T8m(m)(H)(E).

8 See Core Principles and Other Requirements for Swap Execution Facilities; Proposed Rules (“Proposed
Rule” or “Proposed Regulation™) 76 Fed. Reg. 1214 (Jan. 7, 2011).

9 See Regulation SBSR—Reporting and Dissemination of Security-Based Swap Information, 75 Fed. Reg. at
75,284,
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information is of high quality before dissemination is permitted. In this regard, DTCC
understands that TRACE was initially introduced with a reporting deadline of mere than
an hour, which was tightened over a period of 18 months. DTCC would advocate a
similar approach in this case, starting with a similar deadline and tightening over a
similar period to TRACE.

H1. ADDITIONAL REPORTING OF REGULATORY INFORMATION

Proposed Regulation SBSR requires reporting, within specified timeframes, of certain
SBS transaction information that will not be publicly disseminated. The information
required under Proposed Rule 901(d) is in addition to the publicly disseminated
information required under the real-time reporting requirements set forth in Proposed
Rulé 901(c).2¢

For detailed market supervision, including understanding of pricing, regulators will need
all economic attributes of a trade and execution time of the trade. Proposed Rule 901(d)
appropriately captures the data elements necessary to determine the market value of the
transaction and the execution time. Prudential regulators may need detailed information,
which allows them to understand the detailed business activity of firms they oversee, but
also more aggregate data on positions held by firms. Similarly, central banks will have
an interest in more aggregate data. In these cases, aggregate trade valuations, including
counterparty exposures and information as to collateral positions, are important for
measuring risk exposures. Proposed Regulation SBSR is not clear as to the approach for
obtaining this data. DTCC understands that firms expend considerable resources in
valuing trades. It would be costly and difficult, if not impossible, for an SDR to replicate
this activity across the multiplicity of products and contracts. Therefore, DTCC urges
the Commission to adopt an approach whereby reporting firms submit their mark-to-
market valuations.

For collateral information, while certain required collateral is assessed at trade level (for
example, an independent amount or a reduced collateral requirement based on a trading
strategy), collateral agreements typically operate with respect to a master agreement as a
whole, and margin calls are made and collected on a net basis. Therefore, collateral is
held against a portfolio and not attributable at trade level and any reporting needs to
occur at that level.

Given that Proposed Rule 901(d)(v) requires the data elements necessary for a person to
determine the market value of the transaction, Proposed Rule 901(d)(iii) appears
duplicative and, further, Proposed Rule 901(d)(iii) is unclear as to the proposed form of
the “description of the terms and contingencies of the payment streams” required.
DTCC expects only the full terms as laid out in the trade confirmation should be
reportable, as under Proposed Rule 901(d)(v).

10 See id. at 75,217.
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DTCC is concerned that the requirements to include master agreement dates and credit
support agreement dates at trade level is onerous, as these operate at portfolio level, in
hierarchical structures and generally are not directly incorporated into current trade level
messages. Rather, they are typically incorporated by reference to one applicable
agreement. Therefore the level of change required to incorporate these into individual
trade messages is excessive and may be better supported by a portfolio level approach to
such issues, if required at all. The trade level reference should follow the current
process, which references the lowest level governing document, which document itself
will in turn permit identification of all other relevant documents.

Further, DTCC does not advocate requiring the reporting of trader or desk IDs, as the
effort to maintain such information in an SDR may exceed its usefulness given that desk
structures are changed relatively frequently and personnel rotate often and often transfer
from firm to firm. Moreover, such information should be available directly from firms’
own audit trails for the occasions when needed.

DTCC understands that SWIFT’s Bank Identification Code (“BIC”™) is an ISO standard
for counterparty identifiers and that SWIFT is interested in supporting the provision of
unique identification codes (“UICs”). DTCC is supportive of SWIFT acting in this
capacity, but expects the SDR will be largely agnostic as to the form of identifier and
believes any form of identifier could be adopted and function appropriately. DTCC
believes that, minimally, the UIC should be used in communication between the SDR
and regulators and will be readily convertible from other formats by the SDR — rather
than requiring immediate adoption by all parties in the reporting process. DTCC expects
that each market participant will acquire its UIC directly from the internationally
recognized standards-setting body (“IRSB™) and that the IRSB will make a level of data
publicly available, without charge, to allow market participants to correctly identify the
UIC, including the legal entity name and the registration location of that legal name.

The TIW currently uses proprietary codes to identify parties to trades, at a legal entity
level, not at a subunit level. DTCC does not believe it complex or difficult to develop a
mapping table to a UIC for reporting to regulators.

A. REPORTING TIMEFRAMES FOR REGULATORY INFORMATION

Pursuant to Proposed Regulation SBSR, the Commission believes SBS transaction
information should be reported within a reasonable time following the time of execution
(i.e., the point at which the counterparties to a SBS become irrevocably bound under
applicable law), rather than waiting until the time a transaction is confirmed. For
purposes of Proposed Regulation SBSR, the time a transaction is confirmed means the
production of a confirmation that is agreed to by the parties to be definitive and complete
and that has been manually, electronically, or by some other legally equivalent means,
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signed.!! The Proposed Regulation requires a reporting party to submit the regulatory
information required under Rule 901(d) “promptly” and, in no event, later than:

= 15 minutes after the time of execution for a SBS that is executed and confirmed
electronically;

= 30 minutes after the time of execution for a SBS that is confirmed electronically but
not executed electronically; or

= 24 hours after execution for a SBS that is not executed or confirmed electronically."

As noted above, DTCC believes that there are direct similarities between the reporting
requirement of Proposed Rules 901(d) and (e) and the confirmation process. The current
confirmation process is not as timely as Proposed Rule 901(d). DTCC’s experience
suggests that electronically executed trades could be confirmed within 15 minutes, but it
would require straight through processes for all reporting parties, which may be cost
prohibitive for some low volume users. In addition, DTCC’s experience suggests that
orally executed, but electronically confirmable, trades can be submitted in a relatively
short timeframe, but likewise require a level of automation and investment in electronic
trade processing. Placing the reporting burden on swap dealers and major swap
participants would facilitate achieving implementation of this proposed requirement; as
such entities are more likely to get net benefits from the investment in automation.
DTCC recommends that the electronically executed trade deadline be set at 30 minutes
and the deadline for an electronically confirmable trade be set at 2 hours. To provide for
a transition period to enable reporting parties to develop appropriate capabilities, these
deadlines should be subject to phase in, initially starting closer to current market
capability for electronically confirmable at 24 hours.

Manually confirmed trades are not currently subject to the same processes for all types of
trades. Some trades are confirmed relatively quickly, with more standard contract
confirmation generated by automated processes (e.g., by delivery by facsimile or a PDF
in email). Other trade confirmations are only issued after extensive legal drafting
(required to describe economic terms) and validation against termsheets and internal
trade bookings. Some trade confirmations may run to over 50 pages of terms. Trade
booking into risk systems for certain complex trades, with appropriate controls over
accuracy of input, can take a number of days. In addition, the submission for these
trades may be heavily text-based. In light of these practices, it will be difficult for these
trades to consistently be reported within 24 hours. Therefore, Proposed Regulation SDSR
should be modified to permit a record without full terms to be sent within 24 hours,
followed by the full terms, when available, but no later than 5 days.

1 See id, at 75,219,
2 Se id, at 75,219.
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B. REPORTING OF LIFE CYCLE EVENTS

Proposed Regulation SBSR requires the reporting of certain “life cycle event”
information. A “life cycle event” is defined as any event resulting in a change in the
information required to be reported to an SDR under Proposed Rule 901. This definition
includes a counterparty change resulting from an assignment or novation; a partial or full
termination of the SBS; a change in the cash flows originally reported; for a SBS that is
not cleared, any change to the collateral agreement; or a corporate action affecting a
security or securities on which the SBS is based (e.g., a merger, dividend, stock split or
bankruptcy).13

Many life cycle events are price-forming or significantly change the exposures under a
trade; for example, novation, early termination, exercise, knock-out or knock-in. The
current definition supports reporting of these events, which is necessary for detailed
markets regulation and, where independent valuation is considered an important
capability from SDR data, for prudential and central bank regulation. Life cycle events
are best reported in standard market forms (e.g., for novation and early termination by
trade confirmation; for exercise by exercise notice).

TIW has determined solutions to a number of complex issues for credit derivatives and
can support life cycle event reporting processes. Based on this experience, DTCC
believes that solutions can be developed for the life cycle event reporting required under
Proposed Rule 901(e). In a number of cases, the life cycle event reporting timeliness
will likely follow the initial reporting timeliness, particularly in the case of price-forming
events subject to confirmation. However, requiring that this reporting occur “promptly”
is appropriate since it also serves to recognize that certain life cycle events will result
from other processes (e.g., corporate actions or credit events), where many trades will be
impacted simultaneously and processing may be manual or automated, requiring a varied
amount of time. DTCC believes that it would be helpful for the Commission to provide
greater clarity around its understanding of the term “promptly,” as the term, without
further explanation, may be interpreted by reporting parties differently for similar events
and processes, particularly in a market where certain processes have historically taken a
number of days to effect.

C. ADDITIONAL REQUIREMENTS APPLICABLE TO REGISTERED SDRS OR
PARTICIPANTS

Proposed Regulation SBSR contains a set of rules that mandate the use of standardized
reporting formats and identifiers for SBS information reported to a registered SB SDR.
DTCC recognizes that standardization of reporting generally and counterparty
information specifically, as well as identification of parents and affiliates, is critical to
providing regulators with a comprehensive view of the swaps markets and assuring that

13 See id. at 75,220.
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publicly reported data is accurate and meaningful. However, such standardization alone
is not sufficient to permit prompt and accurate regulatory assessments of either risky and
unsafe position taking or manipulative and abusive trading practices. Nor will
standardization assure meaningful public reporting of relevant market information.

DTCC has several years experience in operating the only global repository for an entire
swap asset class (the TIW for credit derivatives) that has regularly and publicly reported
key global market information, including net open interest and turnover information for
the top 1,000 names traded worldwide, and regularly reported to relevant regulators
worldwide key position risk and trade detail information. It is demonstrable that were the
data publicly reported in aggregate by the TIW fragmented and reported by separate
entities (i.e., multiple repositories) the net open interest and net turnover information
publicly reported would have been inaccurate and misleading in that it would have been
almost always overstated, in many instances significantly.

In a presentation provided to regulators in July 2010, DTCC reviewed the net notional
associated with the most liquid, on-the-run index (CDX.NA.IG.14) current at that time.
The net open interest, as of July 9, 2010 was $33,035,116,000 at the clearinghouse and
the bilateral, non-cleared net open interest was $69,231,897,351. This could have lead to
an erroneous determination that the aggregate net open interest totaled
$102,267,013,351. However, the cleared positions for a given counterparty often offset
the bilateral net position. When the bilateral and cleared positions of each counterparty
were netted together and then totaled, the net open interest for the marketplace was
$46,906,650,518. This example illustrates that even for the most liquid contracts,
fragmented reporting can indicate overall exposures of more than double what they
actually are. This exemplifies the problems inherent in the dissaggregation of any
positions, whether cleared vs. non-cleared or cleared at different clearinghouses.

In general this is unacceptable, but it is particularly so during times of crisis when
overstated public reporting of net open interest/net exposures could contribute to
unnecessary, severe market reactions. During the Lehman Brothers (“Lehman”) crisis,
when the TIW was able to assure markets that the net amount of credit default swaps
written on Lehman was no greater than $6 billion (actual net settlements on credit default
swaps written on Lehman were approximately $5.2 billion), as opposed to the hundreds
of billions of dollars speculated, this principle for providing information for market
surety was demonstrated. Had the credit default swaps on Lehman been reported to
multiple repositories at the time, the net exposure to Lehman could have been reported to
have been as high as $72 billion, an amount that would have been off by a factor of
greater than ten.

It has been alleged that the lack of accurate public information about firms” exposures in
the credit default swap market was a significant contributor to the financial crisis of
2008. Unless regulators maintain the public reporting of net open interest based on the
entire market rather than various portions of it, that situation will continue and this
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particular contributing cause to the 2008 financial crisis will not have been adequately
addressed.

The other circumstance in which the credit default swap market was viewed as
contributing to the financial crisis of 2008 revolved around the large one-way trades put
on by AIG in mortgage related credit derivatives. Those trades were not reported to the
TIW at the time (they have since been backloaded to the TIW). Importantly, if AIG had
chosen to try to hide these trades by reporting to multiple repositories, these systemically
risky positions would not have been discovered absent a “super repository” that
aggregated the trade level data of the various reporting repositories in a manner as to
detect the large one-way aggregate positions.

Unless data fragmentation can be avoided, the primary lessons of the 2008 financial
crisis, as related to OTC derivatives trading, will not have been realistically or
adequately taken into account. Nevertheless, standardization is also necessary and a
precondition to avoid fragmentation. Specific comments on standardization and related
issues are set forth below.

Transaction ID and Unique Identification Code

A transaction ID would likely be essential to identify the trade to which Proposed Rules
901(d) and (e) data and any corrections relate. This can be achieved by consistent use of
a common ID assigned by any party and mapping to other proprietary standards where
appropriate. In the current TIW model, DTCC assigns a unique transaction ID, which is
sent back by electronic message to submitting firms. This unique transaction ID or the
firm’s proprietary reference is used in subsequent submissions relating to that trade to
TIW and is used by submitting firms in periodic full population reconciliation against
TIW.

Transaction IDs would also likely be useful to counterparties, providing a shared
identifier for both parties to the trades, which would serve to improve efficiency of any
processes where mutual recognition is needed and where, otherwise, some level of
bilateral reconciliation would be required before processing. This is particularly
important in situations where the reporting party may change during the life of a
contract. For example, upon trade assignment the reporting party may change, and the
remaining party to the trade is in the best place to communicate with both the transferor
and transferee in the trade. In addition, transaction IDs also may be of use to agents who
act for one party in communicating with the other party.

SDRs can assign unique transaction IDs, as can other service providers. The SDR could
provide the reference back to the reporting party as part of a message confirming first
receipt of the submission. This is the current model with the TIW and DTCC
recommends that this responsibility be retained, as opposed to transferring it to other
providers (for example, SEFs). SDRs are better placed to establish consistent protocols
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to deal with these transformations without loss of relevant information for regulatory use.
Keeping this responsibility with SDRs may also eliminate any unintentional disclosure
issues which stem from linking a trade to a specific SEF, potentially increasing the
instances of unintended identification of the trade parties. TIW currently assigns a
DTCC TRI (transaction reference identifier), which is unique to each trade, and
messages this back to both parties electronically.

UICs for both counterparties will be necessary for regulators to accurately track
exposures between counterparties to SBSs — a primary driver for the creation of SDRs.
Proposed Rule 906(a) would achieve the population of necessary UICs and would assist
the SDR in fulfilling its obligation to confirm the submission with both parties. Ideally,
this process would be supported electronically (e.g., by electronic messaging to the
parties, or by retrieving it from the SDR’s website). In addition, use of third party
services — for example, bilateral confirmation services — should meet this requirement.

A primary issue with UICs will be the initial issuance and adoption of UIC information,
given that these may not be available from a standards body at the onset of reporting.

Financial Products Markup Language (“FpML”) ™ is broadly used as a standard in the
OTC derivatives markets and should be the basis for reporting to an SDR. At times,
SDRs will need to develop their own FpML tags, as often product development is ahead
of formal market FpML development, and SDRs should have the discretion to do so.
However, SDR-unique FpML tags should be converted to the market standard FpML in
a reasonable time period. FpML has good coverage of trade terms, but will need to be
extended to cover some of the data elements required in Proposed Rule 901.

DTCC believes market standard forms of data should be used, rather than a newly
created set of reference data codes. New codes will need ongoing maintenance and
require that specific processes be developed for reporting purposes, likely resulting in
poorer quality data submissions. Currently, Markit Reference Entity Database
(“RED”Y™ codes are widely used in trade confirmations for credit derivatives, and
Reuters Instrument Codes (“RIC”) are used in electronic messages for equity derivatives.
These are subject to licensed use. DTCC supports the ongoing usage of licensed codes
(with the provision that these codes be made available to small volume players at
appropriately reduced costs).

The alternative generally results in difficulties for the SDR. For example, DTCC must
recognize a number of variations in the name of a reference entity in its public reporting,
because without RED codes the description of the reference entity in submitted data can
vary, even in relatively minor ways (e.g., punctuation used in abbreviations). Such issues
are difficult for an SDR to systemically resolve, as it requires correctly identifying cases
of difference while correctly aggregating the cases of similarity. Finally, as with
counterparties, it would be possible for the SDR to use market data vendors to map data
into different formats without the need for imposition all data submissions.
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Parent and Affiliate Information

Parent and affiliate information helps to illustrate the full group level exposures of firms
and the impact of the failure of any participant. The SDR should have the power to
obtain this information from firms. DTCC envisions that the SDR will likely look to a
data vendor to provide this information, allowing market participants to review and
approve such data. DTCC understands that data vendors specialize in this type of data
service. Such vendors have suggested that often another market participant drives timely
updates to the data, rather than the direct party impacted due to the many parties using
the data. Therefore, use of such a vendor may improve the accuracy of data in the SDR.

Time Stamp

With respect to the additional requirements of SDRs, the SDR could readily time stamp
information upon receipt. DTCC’s TIW can support recording both message arrival time
and processing times.

D. REPORTING OF DATA FOR HISTORICAL SBSs

The Commission proposes to limit the reporting of SBSs entered into prior to the date of
enactment (“pre-enactment SBSs™). The rule permits further flexibility by requiring a
reporting party to report this historical SBSs data only to the extent that such information
is available.

Historical SBS records should be included in the SDR to ailow accurate exposure
monitoring. For this purpose, only open contracts should be reported and only their
current state should need to be reported, without additional information like execution
time. (If information, such as execution time, is needed for a particular transaction, the
relevant regulator could request such information from the relevant counterparties.) For
trades that are in the TIW, for which the TIW record is the official legal record, this
record could populate the SDR with all of the information required for the initial
population.

IV. PUBLIC DISSEMINATION OF SECURITY-BASED SWAP TRANSACTION INFORMATION

The Proposed Regulations relating to the post-trade transparency of block trades take
into account the possibility that public disclosure required under the Dodd-Frank Act
could materially reduce market liquidity for SBSs of large notional size. The Proposed
Regulations are designed to balance the benefits of post-trade transparency against the
potential harm that could be done to market participants, with particular focus on
fiduciary investment managers, who could face higher costs in transferring or hedging a

14 $ee id. ar 75,244,
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large risk position after other market participants learn of the execution of a block
trade."

DTCC views the SDR role as supporting the reporting required by the Commission and
would be happy to provide data under its existing framework for reporting to regulators
to assist in studying issues of liquidity. DTCC has already published quarterly reports on
liquidity and publishes weekly aggregate activity in the top 1,000 reference entities (top
1,000 by open interest).

A. REGISTERED SDRS AS ENTITIES WITH DUTY TO DISSEMINATE

The Dodd-Frank Act identifies four types of SBSs and requires real-time public
reporting for such SBS transactions. In implementing the requirements of the Dodd-
Frank Act, the Commission believes that the best approach is to require registered SDRs
to disseminate SBS transaction information and to require other market participants to
report such information to a registered SDR in real-time, so that the registered SDR can
in turn provide transaction reports to the public in real-time. Under this approach, market
participants and regulators will not have to obtain SBS market data from other potential
sources of SBS transaction information — such as SEFs, clearing agencies, brokers or the
counterparties themselves — to obtain a comprehensive view of the SBS market.'®

SDRs should be able to disseminate data effectively and should be the sole source of data
dissemination. Allowing other entities to disseminate data may add to the processes by
which counterparties are required to submit data and further complicate the rules for
market participants. If multiple disseminators are involved, it may be unclear to
subscribers where data is duplicated in dissemination. In addition, the block trade rules
require a full data set to determine the appropriate levels, requiring a means to obtain
such data. Direct dissemination by SEFs will potentially achieve timely dissemination
but may be localized and conflict with a SEFs own commercial interest in the data.
Also, for SDRs to effectively consolidate the data, the rules must ensure that the SDR
receives each instance of the record, from real-time reporting through confirmation, to
ensure accuracy and validity of the data.

For real-time reporting, there must be consistent block trade definitions and thresholds
across the entire market globally. These should be representative of the entire market and
reflective of market depth and liquidity — rather than localized subsets, based on narrow
reporting populations, such as those defined by components of market infrastructure,
counterparty location or fragmentation of reported information by reporting of trade
executions to multiple SDRs. A localized block trade definition will provide participants
with a potential means to avoid or delay public dissemination. Therefore, the

15 See id. at 75,224,
16 Sep id. at 75,227,
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Commission needs to determine how to establish consistent block trade rules and
thresholds across the market.

B. SBS INFORMATION THAT WILL NOT BE DISSEMINATED

Under the Commission’s Proposed Regulations, a registered SDR will be prohibited
from disseminating the identity of either counterparty to a SBS. A registered SDR is also
prohibited from disseminating any information disclosing the business transactions and
market positions of any person with respect to a SBS that is not cleared, but has been
reported to that registered SDR. Finally, a registered SDR is prohibited from publicly
disseminating any SBS information reported under the pre-enactment and transitional
SBS rules."”

Currently, DTCC does not report credit default swap information beyond the top 1,000
names, because regulators and market participants have expressed concerns with respect
to unintentional disclosure of parties as a result of low trading activity levels. Consistent
with the Dodd-Frank Act, Proposed Rule 901(c) should not require SDRs to make
disclosures that could cause the unintentional disclosure of counterparty information.
DTCC urges the Commission to consider this issue fully in determining the phase-in and
scope of public dissemination.

18

C. OPERATING HOURS OF REGISTERED SDRS

The Proposed Rule will require a registered SDR to design its systems to allow for
continuous receipt and dissemination of SBS data, except that a registered SDR will be
permitted to establish “normal closing hours.” Such normal closing hours may occur
only when, in the estimation of the registered SDR, the U.S. markets and other major
markets are inactive. In addition, a registered SDR will be permitted to declare, on an ad
hoc basis, special closing hours to perform routine system maintenance, subject to
certain requirements.

DTCC believes that SDRs should operate 24/6, allowing for continuous access to data by
regulators, including during period where individual exchanges or other trading
platforms are closed. Requiring such operating hours recognizes the global nature of
trading in derivatives markets and the round-the-clock participation in these markets by
U.S. persons. One of the primary issues reporting to a repository is designed to address

17 See id. at 75,234.

18 “With respect to the rule providing for the public availability of transaction and pricing data for security-
based swaps . . ., the rule promulgated by the Commission shall contain provisions . . . to ensure such
information does not identify the participants.” See Section 15(m)(1)(E) of the Exchange Act, 15. US.C.
T8m(m)(1)(E).

19 See Regulation SBSR—Reporting and Dissemination of Security-Based Swap Information, 75 Fed. Reg. at
75,235,
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is the analysis of the consequential impact of the failure of an institution, an event not
limited to U.S.-based standard hours.

V. POLICIES AND PROCEDURES OF REGISTERED SDRS

A registered SDR will be required to establish and maintain certain policies and
procedures, which must: (1) enumerate the specific data elements of SBS or life cycle
event that a reporting party must report; (2) specify one or more acceptable data formats,
connectivity requirements, and other protocols for submitting information; (3) promptly
correct information in its records discovered to be erroneous; (4) determine whether and
how life cycle events and other SBSs that may not accurately reflect the market should
be disseminated; (5) assign or obtain certain unique identifiers; (6) receive information
concerning a participant’s ultimate parent and affiliated entities; and (7) handle block
trades. A registered SDR also will be required to make its policies and procedures
required by proposed Regulation SBSR publicly available on its website.”’

A registered SDR should have flexibility to specify acceptable data formats, connectivity
requirements and other protocols for submitting information. Market practice, including
structure of confirmation messages and detail of economic fields, evolve over time, and
the SDR should have the capability to adopt and set new formats. In addition, the SDR
will need to support an appropriate set of connectivity methods; the Commission should
not, however, require SDRs to support all connectivity methods, as the costs to do so
would be prohibitive.

The data formats of the SDR should be publicly available, and the SDR should publish
Application Program Interfaces (“APIs”) to permit direct submission by reporting parties
and their agents (with appropriate validations by the SDR). The SDR is well positioned
to establish standards for certain reporting attributes where these are not defined
elsewhere.

With respect to policies concerning dissemination, all price forming events should be
disseminated. For portfolio compression activities, which in most cases are risk neutral,
an exact pricing at individual trade level between parties is not meaningful and,
therefore, these transactions should not be disseminated. Normal terminations should be
fully price-forming and reported. Further, the SDR should not have discretion to
determine public dissemination of real-time price activity, as it is unlikely that the SDR
will have sufficient information from Proposed Rule 901(c) to make such a
determination.

0 See id. at 75,236,
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VI JURISDICTIONAL MATTERS

This rule is designed to clarify the application of proposed Regulation SBSR to cross-
border SBS transactions and to non-U.S. persons.

A. WHEN Is A SBS SUBJECT TO REGULATION SBSR?

The Proposed Regulation requires a SBS to be reported if the SBS: (1) has at least one
counterparty that is a U.S. person; (2) was executed in the United States or through any
means of interstate commerce; or (3) was cleared through a registered clearing agency
having its principal place of business in the United States. In addition, any SBS that is
required to be reported to a registered SDR will also be required to be publicly
disseminated by the registered SDR.?' A SBS will have to be reported pursuant to
proposed Regulation SBSR — even if both counterparties are not U.S. persons —~ if the
SBS was transacted in the U.S. or cleared through a clearing agency having its principal
place of business in the United States.

It is DTCC's understanding that U.S. Persons may be restricted from complying with
Proposed Rule SBSR where they act outside the U.S. For example, DTCC understands
that the London branch of a U.S Person will require their counterparty's consent to
identify that party under U.K. law. This consent could be obtained through terms of
business between the parties, but in many cases may have already been obtained by
service offerings that may connect to an SDR, such as the trade confirmation process.
The value of these service offerings can be further illustrated by considering a parallel
example executed by a Paris branch, where DTCC understands that, under French law,
consent is required each time a report is made identifying the counterparty and, therefore,
cannot be resolved by changes to the firm’s terms of business. Again, confirmation
service providers have resolved this issue through bilateral submission of confirmations.
(These issues relate to the location of trading and, therefore, apply equally to any non-
U.S dealer wanting to report on behalf of its U.S. customers.) DTCC’s experience
indicates that there is public interest in net open position and level of trading activity in
underlyings. In addition, the OTC Derivatives Regulators’ Forum (“ODRF”) has
provided guidance indicating that regulators should receive information according to
regulatory responsibilities. This information is expected to vary by regulator type. For
example, central banks may receive information, including aggregate market information
and more detailed information on large financial institutions in their jurisdiction, whereas
markets regulators may receive information on trades conducted by parties in their
jurisdiction and trades written on underlyings for which they have a regulatory
responsibility.

21 See id. at 75,239.
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B. WHEN IS A COUNTERPARTY TO A SBS SUBJECT TO REGULATION SBSR?

The Proposed Regulation provides that, notwithstanding any other provision of
Regulation SBSR, no counterparty to a SBS will incur any obligation under Regulation
SBSR unless it is: (1) a U.S. person; (2) a counterparty to a SBS executed in the United
States or through any means of interstate commerce; or (3) a counterparty to a SBS
cleared through a clearing agency having its principal place of business in the United
States. The Commission preliminarily believes that, if a U.S. person executes a SBS
anywhere in the world, that U.S. person should become subject to Regulation SBSR.

Aggregate Data

Proposed Rule 908 is a positive recognition of the international complexities of SDRs.
DTCC believes there is strong desire amongst regulators for relatively few SDRs
providing largely global data. Without this, the value of the introduction of trade
repositories is considerably reduced, becoming more like the existing regulatory regime.
At present, regulators can access the data of their regulatees, but otherwise have to form
colleges or access data under MoUs. Additionally, regulators must perform their own
aggregation of the resultant data, being careful to avoid double counting of trades where
the data does not relate to a regulatee. This aggregation is not simple to perform
accurately, as different jurisdictions will define reportable trade populations differently
and require different timing for reporting. As a result, in the absence of global or
aggregate solutions, the burden of accurate aggregation will fall on each interested
regulator.

Each of the key events in the financial crisis which led to the call for OTC derivatives
trade repositories suggests the need for global aggregate data: (i) the assessment of the
impact of a financial institution’s failure on other institutions requires immediate
availability of full global exposures; (ii) the identification of a participant with large
exposures in a particular market requires accurate aggregation of all exposures in that
market; and (iii) the evaluation of the impact of derivatives market activity to the pricing
of government debt requires cross jurisdictional data aggregates.

DTCC believes that, of the data that it publishes each week, the two key data sets are the
reporting of net open interest for a reference entity and the trading activity for a reference
entity. This data, particularly the net open interest, is very difficult to replicate from
fragmented data sets, making the issue of fragmentation, both domestically and
internationally, of significant concern.

Proposed Rule 908 recognizes the scope of application and goes some way to address
sensitivity to unequal access rights to data in SDRs between regulators. This concern was
reflected in the guidance ODRF agreed upon amongst its 43 members and gave to TIW.
This guidance included the guiding principle that “the scope of data access should be
comparable for similarly situated authorities......The primary regulator would not
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generally access participant specific data for trades where both counterparties are outside
of its supervisory jurisdiction.” The provision could be strengthened by limiting direct
access by the Commission to trades within Proposed Rules 908(a)(1)-(3) and removal of
indemnification requirements for those trades within the direct ambit of the requesting
regulator.

Not addressing this issue will lead to further fragmentation of data and the loss of key
information, such as net open interest, to the market. DTCC notes that in addressing
these issues and in considering deferral of the implementation timeline described below,
there will be a reduction in time lag between implementation in various jurisdictions
given that reporting OTC derivatives to a repository is a G20 commitment. This will
also reduce the possibility for regulatory arbitrage.

VII. FAIR AND NON-DISCRIMINATORY ACCESS TO SBS MARKET DATA

Currently, TIW provides public data at no charge. DTCC envisions this continuing for
both the weekly and periodic reporting available at www.dtcc.com and any real-time
price reporting required by the Proposed Regulations. TIW considers the data reported
to it through agreement with supervisors (and pursuant to regulation, after
implementation of Regulation SBRS) to be that of the market participants, not TIW’s
own, and provides additional services only as approved by its user board of directors, or
where contractually required, to the individual customers themselves. It is good public
policy that the aggregating entity not itself use the data for commercial purposes,
particularly where data is required to be reported to an aggregator serving a regulatory
purpose, and make such data available to value added providers on a non-discriminatory
basis, consistent with restrictions placed on the data by the data contributors themselves.
DTCC operates the TIW on an at-cost basis and believes this is an appropriate model for
the operation of an SDR given the central role SDRs play in supporting regulator
surveillance generally.

VII. IMPLEMENTATION TIMEFRAMES

The Commission is proposing a phased-in compliance schedule, with respect to an SDR
that registers with the Commission, as follows: 2

» Reporting of pre-enactment SBSs, no later than January 12, 2012: The Proposed
Rule will require reporting parties to report to an SDR any pre-enactment SBSs
subject to the reporting rules no later than January 12, 2012 (180 days after the
effective date of the Dodd-Frank Act). The Proposed Rule defines pre-enactment
SBS to mean any SBS executed before July 21, 2010 (the date of enactment of the
Dodd-Frank Act), the terms of which had not expired as of that date.

22 See id. at 75,242
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« Phase 1, six months after the registration date (i.e., the effective reporting date):
Reporting parties will begin reporting all SBS transactions executed on or after the
effective reporting date; reporting parties also will report to the registered SDR any
transitional SBSs

« Phase 2, nine months after the registration date: Wave 1 of public dissemination;
registered SDRs must comply with Proposed Rules 902 and 905 (with respect to
dissemination of corrected transaction reports) for 50 SBS instruments.

= Phase 3, twelve months after the registration date: Wave 2 of public
dissemination; registered SDRs must comply with Proposed Rules 902 and 905 (with
respect to dissemination of corrected transaction reports) for an additional 200 SBS
instruments.

= Phase 4, eighteen months after the registration date: Wave 3 of public
dissemination; all SBSs reported to registered SDRs will be subject to real-time
public dissemination.

Deferral

DTCC believes the current schedule is aggressive, primarily because of the time
necessary to promulgate final rules. Since final rules will not likely be available until Q2
2011, SDRs that apply for registration in July 2011 will do so largely having developed
functionality based on the Proposed Rule, with a view to broad compliance as the
priority over efficient usage and, therefore, with a potentially sub-optimal burden on
reporting parties. Based on the final rules, SDRs and third party service providers will
further enhance their offering. However, due to the complexity of and the precision
demanded from the processes involved, a relatively long lead time should be expected —
for example, a minimum of six-months. A six month period seems appropriate, since
systems typically require extensive periods for the creation of functional specifications
(usually 4 weeks or more), technical specifications (also typically 4 weeks or more),
actual development (8-10 weeks or more), regression testing (4-6 weeks), and user
acceptance testing (generally 6-8 weeks or more) — that is, cumulatively, 26-32 weeks.

Further, given this implementation would have to be market-wide, market-wide testing
periods and design periods are likely to be even longer than these estimates, as market-
wide initiatives need wide co-ordination. In that regard, DTCC notes that when it
developed the TIW, in conjunction with market participants and the ODSG, systemic
risk considerations dictated that it be implemented in phases:

= Year 1, design and build basic trade loading and storage capacity, with particular
focus on data quality and inventory control. At the end of Year | all electronically
confirmed new trades were automatically maintained in the Warehouse. To
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coordinate this effort across the industry globally, one of the “big 4” accounting
firms was engaged and expended considerable resources.

« Year 2, back load all legacy inter-dealer transactions and implementation of
automated payment calculation and central settlement through CLS bank. The back
loading effort itself was a separately managed effort lead by the “big 4” accounting
firm, which remained as program coordinator for the overall effort. Design of life-
cycle event processing agreed.

= Year 3, back load dealer-to-customer trades, begin reporting of non-electronically
confirmed trades and central processing of life-cycle events.

While much of this infrastructure can form the core of the processes required by the
Proposed Regulation, it is inevitable that substantial new industry-wide processes will
have to be implemented, particularly (though not exclusively) around real-time reporting.
These new processes will take substantial coordination, testing and development, as
noted above, and this will ultimately depend on the adoption of the final rule.

Reporting parties’ development would have to follow the publication of final
specifications by the SDR and ideally that of third party vendors. These dependencies
make it unlikely that the first reporting could be implemented much before an April 1,
2012 implementation date; April 1 would still be an early target, but DTCC believes it
could be a realistic date for the first reporting, with July 1, 2612 more suitable for
mandatory market-wide adoption. Imposing an earlier deadline may lead reporting
patties to have to develop solutions ahead of this, which may later be replaced by
enhanced functionality at the SDR or third party vendors. In addition, credit products are
more reporting-ready than equities products, because credit products’ current operational
processes show higher levels of automation.

The phasing proposals for public dissemination limits the initial information in the public
domain to the most traded contracts, which may enable a better understanding of the
impact of public dissemination of less liquid contracts. However, this does not serve as a
mitigant for delivery risk for the reporting processes, as all processes have to be fully
functional for the first reporting period. From a market integrity perspective, the waves
of public dissemination may be too expeditious to fully assess impact of dissemination
on the market.

IX. GENERAL REQUEST FOR COMMENT

The CFTC is adopting rules related to the reporting of swaps and the public
dissemination of swap transaction, pricing, and volume data, as required under Sections
723, 727, and 729 of the Dodd-Frank Act. Understanding that the Commission and the
CFTC regulate different products and markets and, as such, appropriately may be
proposing alternative regulatory requirements, the Commission requests comment on the
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impact of any differences between the Commission and CFTC approaches to the
regulation of the reporting of swaps and SBSs and the public dissemination of swap and
SBS transaction, pricing, and volume information. Further, the Commission requests
comment generally on the impact of any differences between the Commission’s
proposed approach to the reporting and public dissemination of SBSs and that of any
relevant foreign jurisdictions.??

Harmonization

Currently, the reporting requirements between the CFTC and the Commission differ with
respect to some key process steps. Specifically, the CFTC proposes to require some
verification of trade data prior to submission of additional data, whereas the Commission
does not. While the CFTC proposes to require the SEF and clearing agency to perform
certain reporting tasks, the Commission’s proposal retains a single reporting party for a
trade. Additionally, the CFTC’s proposal calls for valuation data, confirmation data and
contract intrinsic data for credit and equities products.

To illustrate the narrow distinction between swaps and SBS, consider the possibility of
certain equity basket trades moving between narrow and broad based index intra-day,
with stock price movements changing the constituent weightings under the current
definition of broad and narrow (e.g., when the determinant of narrow is that five
securities comprise more than 60% of the weighting). It would be beneficial to treat all
credit and equity trades in a single process, utilizing the same reporting party and SDR,
with all data available to the appropriate regulator, without building routines in reporting
to test for market pricing, which may be required to determine index weightings,
particularly when there are continuous price changes to the components.

DTCC believes these differences are meaningful enough to add complexity into the
reporting processes and lead to omission or erroneous reporting, although there is a
common goal in both processes with minimal differences. Where DTCC has made
process recommendations that, in its view, will most likely achieve the shared policy
goals, DTCC advocates that both the SEC and CFTC adopt these recommendations.
With respect to differences between the SEC and CFTC’s proposed rules regarding
reporting and dissemination responsibilities, DTCC would expect certain third parties to
report to the SDR, as they do to the TIW today, and foresees reporting by SEFs, clearing
agents and portfolio compression services directly to the SDR. However, DTCC supports
leaving ultimate responsibility for these arrangements with the reporting counterparty,
who remains fully accountable for the representation of the trade in the SDR.

2 See id. at 75,246.
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X. CosT-BENEFIT CONSIDERATIONS

TIW has approximately 1,700 customers, operating 17,000+ accounts for the global CDS
market. Well over half of these are located in the U.S. and regularly transact business
through dealers who are not U.S. persons. Unless the Commission encourages
arrangements through which dealers who are non-U.S. persons can act as submitting
parties for their U.S. customers, the costs of implementation are likely to impose
significant burdens and costs on U.S. money managers, which are, in turn, likely to be
passed through to U.S. consumers, such as individual investors, pension funds and state
and local governments.

DTCC believes the current TIW model is efficient because it reuses data from the
confirmation process, it ensures the quality of that data by performing asset servicing on
the data and its users have agreed that the record in TIW has legally binding status. The
asset servicing and legal status ensures that customers actively reconcile their internal
data to TIW’s data on an ongoing basis. This process occurs in place of multiple bilateral
portfolio and trade level reconciliations and creates a more efficient model. In addition,
for market events and updates, TIW has the benefit of multiple participants reviewing the
calculations performed by DTCC processes, and the users appoint third party data
servicers to act on their behalf while they retain the responsibility to maintain the most
up-to-date record of the trade in TIW. This approach strengthens the quality of data in
the TIW, but would not be available to a stand-alone, reporting-only solution.

CONCLUSION
We appreciate the opportunity to comment on the Commission’s Proposed Rule and

provide the information set forth above. Should you wish to discuss these comments
further, please contact me at 212-855-3240 or lthompson@dtcc.com.

Regards,

Larry E. Thompson
General Counsel
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January 20, 2011

Mr. Alastair Fitzpayne -

Deputy Chief of Staff and Executive Secretary
United States Department of the Treasury
1500 Pennsylvania Avenue, NW

Washington, DC 20220

Re:  Financial Stability Oversight Council Advance Notice of Proposed Rulemaking
Authority to Designate Financial Market Utilities as Systemically Important

Dear Mr. Fitzpayne:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to provide
comments to the Financial Stability Oversight Council (the “Council”) on the Advance Notice of
Proposed Rulemaking (“ANPR”) issued by the Council regarding its authority to designate a
Financial Market Utility (an “FMU?) as systemically important.l

DTCC, through its subsidiaries, provides clearing, settlement, and information services for
equities, corporate and municipal bonds, government and mortgage-backed securities, money
market instruments and over-the-counter derivatives. In particular, DTCC owns and operates
three U.S. registered clearing agencies, The Depository Trust Company (“DTC”), National
Securities Clearing Corporation (“NSCC”) and Fixed Income Clearing Corporation (“FICC”),
and also The Warehouse Trust Company LLC, a centralized global electronic database for
position data on credit default swap contracts outstanding in the marketplace.

Based upon this unique market perspective, DTCC supports the enhancements to regulation and
supervision of all systemically important FMUs contemplated by Title VIII of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”), reco%nizcs that
identification of systemically important FMUs is a vital first step in that process,” and is

! See Financial Stability Oversight Council Authority to Designate Financial Market Utilities as Systemically
Important, 75 Fed. Reg. 79, 982 (December 21, 2010).

* Section 803(6) of the Dodd-Frank Act defines “financial market utility” to mean “any person that manages or
operates a multilateral system for the purpose of transferring, clearing, or settling payments, securities, or other
financial transactions among financial institutions or between financial institutions and the person.”
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supportive of the Council’s careful deliberations regarding the designation of systemically
important FMUs.

When making these important designations, the Council should consider not only the
quantitative and qualitative information about particular FMUs in its deliberations, but also
ensure that the designation of certain entities as systemically important operates to establish
consistency in oversight and regulation of FMUss so that the legislative intent of Title VIl is
fulfilled by the Council’s designations.

OVERVIEW OF DTCC

For more than four decades, DTCC and its subsidiaries have helped automate, centralize,
standardize and streamline the processes that are critical to the safety and soundness of the
capital markets. DTCC has long been in the business of managing risk on behalf of the industry
—and views it as a core competency. That role has never been more important and more central
to DTCC’s mission or the industry than it is today.

DTCC was established in 1999 as a market-neutral, user-owned and governed holding company
for DTC and NSCC. DTCC later brought in and consolidated two additional registered clearing
agencies for fixed income securities, Government Securities Clearing Corporation and MBS
Clearing Corporation which now operate as divisions of FICC.

DTC provides custody and asset servicing for 3.6 million securities issues from the United States
and 121 other countries and territories, valued at almost $34 trillion. NSCC provides clearing,
risk management, central counter-party services and a guarantee of completion for certain
transactions. FICC provides clearing, risk management and central counter-party services for
U.S. Treasury and Agency securities in the mortgage backed and government securities markets.
Through these subsidiaries, DTCC cleared and settled more than $1.48 quadrillion in securities
transactions in 2009. DTCC is user-owned and governed and operates on an at-cost basis, with a
fee structure based on cost recovery.

PRINCIPLES TO CONSIDER IN MAKING SYSTEMICALLY IMPORTANT DESIGNATION

Section 802 of the Dodd-Frank Act sets forth the purpose of Title VIII, which is “to mitigate
systemic risk in the financial system and promote financial stability” by providing the Board of
Governors of the Federal Reserve (the “Board”) with additional powers. Specifically, Section
802 authorizes the Board to promote uniform standards for risk management and conduct and
provides the Board with an enhanced supervisory role for systemically important utilities. Those
FMUs that are designated as systemically significant will be subject to additional supervision
and requirements to comply with newly adopted risk management and conduct standards. For
example, Section 803 authorizes the Commodity Futures Trading Commission and the Securities
Exchange Commission to prescribe regulations containing risk management standards governing
the operations of designated clearing entities.
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Section 803(9) of the Dodd-Frank Act defines the term “systemically important” as a “situation
where the failure of or disruption of a financial market utility or the conduct of a payment,
clearing, or settlement activity could create, or increase, the risk of significant liquidity or credit
problems spreading among financial institutions or markets and thereby threaten the stability of
the financial system of the United States.” To identify systemic importance, the statute sets forth
certain enumerated factors that the Council must consider. These factors include the monetary
value of transactions processed; exposure to counterparties; the relationship, interdependencies,
or other interactions of the FMUs or payment clearing or settlement activity with other FMUs;
and the effect that the failure of or disruption to the FMU would have on critical markets,
financial institutions, or the broader financial system.’

DTCC recognizes that identifying how large or how interconnected an FMU must be to be
systemically important is a difficult task in which judgment must be brought to bear, based on
prior experience and market insight. Because it may be difficult in advance to discern bright line
criteria, and there is not always a necessary correlation between size and risk, DTCC suggests
that the Council focus instead on the function of the FMU in its market and the particular market
or markets the FMU serves. The Council should be sensitive in its designations of FMUs so as
not to create competitive advantages or disadvantages.

As noted above, Title VIII provides that all designated FMUs will be subject to uniform
standards for risk management and enhanced supervision by the Board. DTCC strongly supports
efforts to create uniform and effective standards for the management of risks for systemically
important FMUSs and recognizes that the imposition of these standards on FMUs will be
significant to the business models adopted by designated FMUs.

It is critical that all FMUs serving the same participants, markets or instruments (i.e., all FMUs
within the same class) should be subject to the same rules, without exception. Consistency in
standards is one of the stated purposes of Title VIII and the Council’s determinations should
serve that purpose. Failure to achieve consistency could result in a “race to the bottom” if some
competing FMUs of the same class are allowed to serve the same function without being subject
to the rigorous oversight contemplated by Title VIII. As the Council considers which FMUs to
designate as systemically important, it should be guided by the principle that, by such
designation of an FMU, it does not afford a competitive advantage to other FMUs that serve the
same function or market and are not so designated.

3 See Section 804 (a) (2) of the Dodd-Frank Act.
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CONCLUSION

We appreciate the opportunity to comment on the Council’s ANPR and provide the information
set forth above. Should you wish to discuss these comments further, please contact me at 212-
855-3240 or thompson@dtcc.com.

Regards,

Jimg, £, Wm

Larry E. Thompson .
General Counsel

cc:

Timothy F. Geithner, Secretary of the Treasury and Chairperson of the Financial Stability
Oversight Council

Sheila Bair, Chairperson, Federal Deposit Insurance Corporation

Ben Bernanke, Chairman, Board of Governors of the Federal Reserve System

Edward DeMarco, Acting Director, Federal Housing Finance Agency

Gary Gensler, Chairman, Commodity Futures Trading Commission

Debbie Matz, Chairman, National Credit Union Administration

Mary Schapiro, Chairman, Securities and Exchange Commission

John Walsh, Acting Comptrolier of the Currency

William Haraf, Commissioner, California Department of Financial Institutions

John Huff, Director, Missouri Department of Insurance, Financial Institutions, and
Professional Registration

David Massey, Deputy Securities Administrator, North Carolina Department of the Secretary
of State, Securities Division
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January 24, 2011

Ms. Elizabeth M. Murphy, Secretary

U.S. Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-1090

RE:  Security-Based Swap Data Repository Registration, Duties, and Core Principles
RIN 3235-AK79, File No. §7-53-10

Dear Ms. Murphy:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Securities and Exchange Commission (“SEC” or the
“Commission™) on its proposed new rules under the Securities Exchange Act of 1934
(“Exchange Act”) governing the security-based swap data repository (“SDR”™)
registration process, duties, and core principles (the “Proposed Rule” or “Proposed
Regulation”).! Imposing requirements on security-based swap data repositories would
promote safety and soundness for all U.S. markets by bringing increased transparency
and oversight to over-the-counter (“OTC™) security-based swap (“SBS”) markets, an
important component of the reforms sought by the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank Act™)

Summary of Response

DTCC supports the Commission’s efforts to establish a comprehensive new framework
for the regulation of SBSs, including the implementation of registration, duties, and core
principles for SDRs. Key points from DTCC’s response are highlighted below.

All SBSs, whether cleared or uncleared, must, by statute, be reported to swap data
repositories.’ The primary purposes of this mandate are to provide regulators with
complete transparency into the previously unregulated SBS markets and to assure public
dissemination of SBS information as required by statute or as determined by regulators

! See Security-Based Swap Data Repository Registration, Duties, and Core Principles, 75 Fed. Reg. 77,306
(December 10, 2010).

2 public Law 111203, 124 Stat. 1376 (2010).

? See Exchange Act Section 13(m)(1)(G) (“Each security-based swap (whether cleared or uncleared) shall
be reported to a registered security-based swap data repository.”).

Subsidiaries:

The Deposttory Trust Company

National Securitias Clearing Corporation
Fixed facome Clearing Corporation
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to be otherwise necessary for efficient and fair functioning of markets (subject to
confidentiality considerations set forth in the Dodd-Frank Act and applicable
regulations). These requirements make SDRs unique among the various parts of the
market infrastructure for SBSs contemplated by the Dodd-Frank Act, in that all
counterparties to all SBS transactions will have the details of each of their transactions
reported to an SDR.

The mandatory reporting regime creates an opportunity for the SDR to improperly
commercialize the information it receives. It is important that regulators ensure that the
public utility function of SDRs, which operate as aggregators and collectors of swap and
SBS data to support regulatory oversight and supervisory functions, as well as regulator-
mandated public reporting, is separated from potential commercial uses of the data. The
principle of user control over the data for non-regulatory purposes must also be
scrupulously maintained, and care should be taken to assure that SDRs maintain an arms-
length and non-discriminatory relationship with other parts of the market infrastructure
(i.e., clearing, confirmation, and execution facilities) and that these other parts of the
infrastructure maintain similar relationships with SDRs. It is important, however, that
SDRs themselves be allowed to enter into partnerships or coordinated programs in order
to better provide aggregate views of data to regulators, to better assure that global
regulatory requirements are met, or to promote other public purposes.

Related specific points deserving of more detailed consideration include:

e In order to assure that non-regulatory uses of mandatorily reported data remain in
the hands of the counterparties, SDRs should be, broadly speaking, “user-
governed.” This should include a board of directors that is broadly representative
of market participants and that incorporates voting safeguards designed to
prevent non-regulatory uses of data of a particular class of market participants
that are objectionable to that class. In addition, no communication of data (other
than to, or as required by, applicable regulators) that could have the result of
disclosing the actual positions or specific business or trading activity of a
counterparty should be permitted without the consent of that counterparty.

* SDRs should not engage in the commercialization of data reported to them and
should demonstrate strict impartiality in making data available to, or receiving
data from, other providers, including affiliates of SDRs. This is best achieved by
following objective, public standards and by assuring that dealings with affiliates
(other than cooperating regulated repositories) and competitors of affiliates be
subject to oversight by members of the SDR’s board of directors who are not
engaged in the governance or oversight of either the affiliates or their
competitors. These same objective standards should be used for other providers,
such as clearing, confirmation, and execution providers, in their dealings with
SDRs.
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SDR fee structures should reflect an at-cost operating budget. Further, since even
smaller, non-reporting counterparties will legitimately want to interact with
SDRs, if only to verify what has been reported, SDRs should have the flexibility
to facilitate such access by not charging, or charging only nominal amounts, for
such interaction.

Additional points discussed by DTCC include the following:

.

DTCC relies upon the direction provided by the OTC Derivatives Regulators’
Forum (“ODRF”), whose membership includes the SEC and the Commodity
Futures Trading Commission (“CFTC”). DTCC’s Trade Information Warehouse
(the “Warehouse” or “TTW”} has followed the ODRF’s guidance, recognizing
that broad agreement among global regulators is difficult to achieve. DTCC is
committed to complying with the policies adopted by the regulators and working
with the Commission in this regard. DTCC urges the SEC, in its regulation of
SDRs, to aim for regulatory comity both as it has already been agreed to by the
ODRF and as it may be further agreed to by such other international bodies as the
Committee on Payment and Settlement Systems (“CPSS”) and the International
Organization of Securities Commission (“IOSCO”).

DTCC supports the Commission in requiring robust operational capabilities of an
SDR, and specifically recommends that SDR infrastructure should operate on a
24/6 basis, given the global nature of where these products are traded. SDRs
should also process transactions in real-time and maintain multiple levels of
operational redundancy. Given the importance of SDRs to the regulatory and
systemic risk oversight of the financial markets and the important role they will
play in providing market transparency, a lack of robust resiliency and redundancy
in operations should disqualify an entity from registering as an SDR. Also
paramount to service provision is a strong ability to maintain information
security. Assessment of these core capabilities should form part of any
registration process, including a temporary registration process.

DTCC recommends that appropriate transitional arrangements be made to avoid
market disruption by the implementation of the Proposed Rule. The TIW is a
centralized global repository for trade reporting and post-trade processing of
OTC credit derivatives contracts, operated by DTCC’s wholly-owned subsidiary,
The Warehouse Trust Company LLC. The TIW is an integral part of the credit
default swap (“CDS”) market. Restrictions to its operation could introduce
significant operational risks to market participants. DTCC recommends that the
final rules be subject to a phase-in period to allow an adequate period for existing
service providers like the TIW to make necessary changes to their service
offerings. In the alternative, DTCC requests the Commission provide specific
transitional arrangements for existing infrastructures.
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o To avoid creating conflicts between standards, as well as unnecessary costs, the
Commission and the CFTC should harmonize the regimes that oversee SDRs.
DTCC believes that harmonization is a more important priority than the exact
nature of the consistent standard, as SDRs can adjust to meet a single standard
but not multiple, inconsistent standards. The CFTC, in its proposed rule related
to swap data recordkeeping and reporting requirements,” has specifically taken
the position that life cycle event processing and legal recordkeeping services are
“ancillary” services and not part of core SDR functions.” DTCC agrees with the
CFTC that these services, which are valuable to market participants and provide a
vital function, do not necessarily need to be considered as part of the core role to
be performed by an SDR.

DTCC also makes a number of detailed observations addressing specific points and the
questions posed in the Proposed Rule. These comments are preceded by a brief
overview of DTCC and the Warehouse.

Overview of DTCC

DTCC, through its subsidiaries, provides clearing, settlement and information services
for virtually all U.S. transactions in equities, corporate and municipal bonds, U.S.
government securities and mortgage-backed securities transactions, money market
instruments and OTC derivatives. DTCC is also a leading processor of mutual funds and
annuity transactions, linking funds and insurance carriers with their distribution
networks. DTCC does not currently operate a clearing agency for derivatives. However,
DTCC owns a 50% equity interest in New York Portfolio Clearing, LLC (“NYPC”)%,
which has applied to the CFTC for an order granting registration as a Derivatives
Clearing Organization (“DCO”).

DTCC has three wholly-owned subsidiaries which are registered clearing agencies under
the Exchange Act, subject to regulation by the Commission. These three clearing agency
subsidiaries are The Depository Trust Company (“DTC”), National Securities Clearing
Corporation (“NSCC”) and Fixed Income Clearing Corporation (“FICC”). DTCC is
owned by its users and operates as a not-for-profit utility with a fee structure based on
cost recovery. '

“See Swap Data Recordkeeping and Reporting Requirements, 75 Fed. Reg. 76,574 (December 8, 2010).

* See id. at 76, 592 fn. 67. (“The Commission does not believe that Dodd-Frank precludes an SDR from
accepting and maintaining swap data from both counterparties to a swap. For example, an SDR or its
affiliate performing the ancillary service of maintaining the single binding legal record of a swap, such as
the “‘gold’” record maintained by the Depository Trust & Clearing Corporation (““DTCC”’) for credit
swaps, would not be barred from receiving dual reporting in that connection.”).

© NYSE Euronext owns the other 50% equity interest. Neither DTCC nor NYSE owns a majority of the
equity interests in NYPC. NYPC will have its own management team which will control the day to day
operations of the company.
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DTC currently provides custody and asset servicing for 3.6 million securities issues from
the United States and 121 other countries and territories, valued at almost $34 trillion.
Through its subsidiaries, DTCC processes huge volumes of transactions — more than 30
billion a year — on an at-cost basis. For example, in 2009, DTC settled more than $1.48
quadrillion in securities transactions. NSCC provides clearing, risk management, (for
some securities) central counterparty services and a guarantee of completion for certain
transactions. FICC provides clearing, risk management and central counterparty services
(through its Government Securities Division) in the fixed income, mortgage backed and
government securities markets.

Overview of the Trade Information Warehouse

In November 2006, at the initiative of swap market participants, DTCC launched the
Warehouse to operate and maintain the centralized global electronic database for
virtually all position data on CDS contracts outstanding in the marketplace. As the life
cycle for CDS contracts may extend five years or more, in 2007, DTCC “back-loaded”
records in the Warehouse to incorporate information on over 2.2 million outstanding
CDS contracts effected prior to the November 2006 implementation date. Today, data
for over 95 percent of all OTC credit derivatives are captured in this automated
environment. The Warehouse database currently represents about 98 percent of all credit
derivative transactions in the global marketplace; constituting approximately 2.3 million
contracts with a notional value of $29 trillion ($25.3 trillion electronically confirmed
“gold” records and $3.7 trillion paper-confirmed “copper” records).”

In addition to repository services, such as those activities contemplated by the Proposed
Rule (e.g., the acceptance and public and regulatory dissemination of data reported by
reporting counterparties), the Warehouse provides both legal recordkeeping and central
life cycle event processing for all swaps registered therein. By agreement with its
17,000+ users worldwide, the Warehouse maintains the most current CDS contract
details for both cleared and bilaterally-executed CDS transactions in its “gold” records,
which are the official and legal records of those transactions. The repository also stores
key information on other CDS transactions, those involving market participants’ single-
sided, non-legally binding or “copper” records, helping regulators and market
participants gain a clearer and more complete snapshot of the market’s overall risk
exposure to OTC credit derivatives instruments.

DTCC’s Warehouse was the first and remains the only centralized global provider of life
cycle event processing for OTC credit derivatives contract positions throughout their
multi-year terms. As various events occur regarding CDS contracts, such as calculating
payments and bilateral netting, settling payments, credit events, early termination and
company renames and reorganizations, DTCC’s Warehouse is equipped to automate the
processing associated with those events and related actions. The performance of these

" Data provided as of December 31, 2010. For more information about the Trade Information Warehouse,
please see http://www.dtce.com/products/derivserv/suite/ps_index.php.
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functions by the Warehouse distinguishes it from any SDR that merely accepts and stores
swap data information.

General Discussion of the Proposed Rule

Proposed Rules 13n-1 to 13n-11 under the Exchange Act govern the SDR registration
process, duties, and core principles, including duties related to data maintenance and
access by relevant authorities and those seeking to use the SDR’s repository services.
The Proposed Rule would require SBS transaction information to be: (1) provided to
SDRs in accordance with uniform data standards; (2) verified and maintained by SDRs,
which serve as secure, centralized recordkeeping facilities that are accessible by relevant
authorities; and (3) publicly disseminated in a timely fashion by SDRs.?

DTCC requests that the Commission provide clear guidance as to the scope of the
entities covered within the definition of SDR in the Dodd-Frank Act. The statutory
duties required of an SDR are extensive and can form a business in their own right. The
requirements of an SDR should not be imposed upon service providers looking to
provide targeted solutions to specific processes, as opposed to providers looking more
broadly to fulfill the role of an SDR. All third party service providers have to perform a
level of recordkeeping and often retain data previously submitted by customers to offer
services efficiently. This should not transform them into an SDR unless there is a
corresponding policy reason for doing so. In fact, there is a strong policy reason to
exclude them, the goal of countering the risk of fragmentation in data collection and
dissemination on a global basis.

The CFTC, in its proposed rule related to swap data recordkeeping and reporting
requirements,” has specifically taken the position that life cycle event processing and
legal recordkeeping services are “ancillary” services and not part of core SDR
functions.!® DTCC agrees with the CFTC that these services, which are valuable to
market participants and provide a vital function, should not necessarily be considered
part of the core role to be performed by an SDR.

The Commission’s proposed required practices are generally consistent with those of the
Warehouse. The Warehouse currently receives event-based records and, based upon
those records, maintains positions and publishes CDS market data. It also currently
makes data available to regulators upon request. To date, the Warehouse has received
SBS data on a service-based basis, rather than due to a regulatory mandate, offering its

¥ See Security-Based Swap Data Repository Registration, Duties, and Core Principles, 75 Fed. Reg. at
77,307.

® See Swap Data Recordkeeping and Reporting Requirements, 75 Fed. Reg. at 76,574.

10 See id. at 76, 592 fn. 67. (“The Commission does not believe that Dodd-Frank precludes an SDR from
accepting and maintaining swap data from both counterparties to a swap. For example, an SDR or its
affiliate performing the ancillary service of maintaining the single binding legal record of a swap, such as
the “‘gold’” record maintained by the Depository Trust & Clearing Corporation (‘“‘DTCC”’) for credit
swaps, would not be barred from receiving dual reporting in that connection.”).
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customers legal record-keeping, position updates, and life cycle event services (such as
messaging and updating for successor and credit events, payment amount determination,
and net settlement calculations and processing). The Warehouse continues to benefit
customers by providing a single operational process and single platform for
reconciliation for customers, rather than providing merely separate series of bilateral
event, settlement, trade, and portfolio processes and reconciliations. The Warehouse
does not currently perform real-time price dissemination activities, nor does it obtain
certain trade attributes requested by the Commission in Proposed Rule SBSR.!" These
processes would need to be adjusted to support these functions. . The existing TIW
regulatory reporting process provides direct access for relevant regulators to information
in the furtherance of their regulatory responsibilities, including a number of standard
reports recommended by the ODRF. These processes, which have been extensively
relied upon by regulators, would also need to be modified in light of the Proposed Rule.

The Warehouse keeps records of SBS transactions in electronic format. These records
are updated to reflect life cycle events and preserve a complete audit trail. Certain
repositories, including DTCC’s OTC equity derivatives repository, take only a periodic
upload of open position data in electronic form, and would be required to undergo
extensive changes to comply with the Proposed Rule.

The Proposed Rule should require the retention of electronic records of transactions,
including life cycle events. These should be maintained for the life of the contract in
order to provide an audit trail to positions and for a reasonable retention period
thereafter. An SDR’s records should be in an electronically readable format (where
available) that allows for application and analysis. SBS transaction data retained as
electronic images of paper documents is cumbersome and will frustrate regulatory
oversight efforts.

The SDR’s documents should be relied upon by regulators to complement the records
retained by SBS counterparties and should not be seen as a replacement for SBS
counterparty record retention requirements. Further, certain aggregate data should be
maintained beyond the maturity of contracts to provide public availability of time series
data. With respect to an industry standard format for SBS information and records,
definitions and standards published by the International Swaps and Derivative
Association (“ISDA”) are widely accepted by the industry and relied upon by market
participants.

Further, the Proposed Rule may have the consequence of unintentionally disclosing
participant identity, by overly detailed public dissemination, due to the low volume of
activity in certain instruments. The possibility of inadvertent disclosure should be
considered in conjunction with the execution model, for example information transferred
in a request-for-quote process could be linked to actual executions published by the
SDR.

! See Regulation SBSR—Reporting and Dissemination of Security-Based Swap Information, 75 Fed. Reg
75,208 (December 2, 2010).
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There appear to be relatively narrow differences between the Commission and the
CFTC’s approaches to the regulation of SDRs. However, because SDRs will operate in
both the swaps and SBS markets, particularly in equities and credit asset classes, SDRs
are likely to register with both the Commission and the CFTC. For that reason, it is
vitally important that there not be any conflict in regulatory regimes between the two
agencies. DTCC believes that harmonization is a more important priority than the exact
nature of the consistent standard, as SDRs can adjust to meet a single standard but not
multiple, inconsistent standards.

In determining whether an entity decides to operate an SDR, it must consider its
corporate strategy and positioning. Generally, entities best positioned to operate an SDR
are financial market utilities that can provide a broad utility service to the market, data
companies who seek to enhance commercial data services, or commercial market
infrastructure providers seeking to capture flow and increase barriers to entry for their
competitors.

Likely investors in or providers of capital for new SDRs must be aware of the
uncertainty of market share or volume of SBS transaction processing for a new SDR in
contrast with the certain significant investment necessary to establish the robust and
detailed technological systems required for the operation of a successful SDR.

Finally, DTCC believes that there is a significant advantage to the market if SDRs are
required to provide basic services on an at-cost or utility model basis, as it avoids the
potential abuse or conflict of interest related to a relatively small number of service
providers in the SDR industry.

'Registration of SDRs

Proposed New Form SDR

The Commission is proposing Rule 13n-1, which establishes the procedures by which an
SDR may apply to the Commission for registration.'? The Proposed Rule requires that
the application for registration be filed electronically in a tagged data format on proposed
new Form SDR." The information provided on Form SDR would enable the
Commission to determine whether to grant or deny an application for registration. Form
SDR would require an SDR to indicate the purpose for which it is submitting the form
(i.e., application for registration, amendment to an application, or amendment to an
effective registration) and provide information in seven categories: (1) general
information, (2) business organization, (3) financial information, (4) operational
capability, (5) access to services and data, (6) other policies and procedures, and (7) legal
opinion.

12 See Security-Based Swap Data Repository Registration, Duties, and Core Principles, 75 Fed. Reg. at
77,366.

13 See id.
" See id. at 77,310.
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If the applicant is a non-resident SDR, then the signer of Form SDR would also be
required to certify that the SDR can, as a matter of law, provide the Commission with
prompt access to the SDR’s books and records and that the SDR can, as a matter of law,
submit to onsite inspection and examination by the Commission."®

With respect to operational capabilities, it is essential that proposed Form SDR request
information related to the SDR’s operating schedule, real-time processing, existence of
multiple redundant infrastructures for continuity, strong information security controls,
and robust reporting operations (including direct electronic access by the Commission).
Because an SDR provides important utility services to regulators and market
participants, such resiliency and redundancy should be evaluated in light of the
significant policies and procedures for establishing such redundancy, including several
backup locations in different geographic regions that DTCC and other market utilities
have already developed, implemented, and tested. DTCC has developed and enhanced
such efforts for its entire operations in the aftermath of the September 11, 2001 attacks to
ensure continuous operations during times of crisis.

DTCC would not support reduced registration requirements for non-resident SDRs at this
time. The current European repositories offer periodic position-based data and do not
currently meet the requirements of the Proposed Rule related to the reporting and
dissemination of SBS information. The regulatory regimes outside the U.S. with respect
to OTC derivatives trade repositories are in an early phase of development and not yet
supported by international standards, with only draft considerations issued by CPSS-
I0SCO to date.

The proposed Regulation SBSR contemplates that an SDR would be required to register
with the Commission as a securities information processor (“SIP”) and submit an
application for registration as an SIP on Form SIP. As the Commission notes, the
reporting and recordkeeping burden of Form SDR and Form SIP are not insignificant.'®
Because of the duplicative nature of the information required by Form SDR and Form
SIP, DTCC requests that the Commission combine Form SDR and Form SIP such that an
SDR would register as an SDR and an SIP using only one form. In the alternative,
DTCC suggests that one form (either Form SDR or Form SIP) be permitted for an
application for registration as both an SDR and an SIP.

¥ See id. at 77,366.

' See id. at 77,348 (“[Tlhe Commission estimates that it would take an SDR approximately 400 hours to
complete the initial Form SDR with the information required and in compliance with these proposals.”)
See also id at 77,348 fnn. 208 (“The Commission calculated in 2008 that Form SIP takes 400 hours to
complete. 73 FR 34060 (June 16, 2008) (outlining the most recent Commission calculations regarding the
PRA burdens for Form SIP).”).
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Temporary Registration

Proposed Rule 13n—1(d) would provide a method for SDRs to register temporarily with
the Commission, to enable both the SDR and the Commission to comply with the Dodd-
Frank Act upon its effective date (i.e., the later of 360 days after the date of its enactment
or 60 days after publication of the final rule implementing Exchange Act Section 13(n))
despite any unexpected issues with the use of Form SDR."” The temporary registration
would expire on the earlier of: (1) the date that the Commission grants or denies
registration of the SDR; or (2) the date that the Commission rescinds the temporary
registration of the SDR.'* The Commissions emphasize that SDRs registered on a
temporary registration basis must demonstrate that they have the capacity and resources
to compll%f with their regulatory obligations on an ongoing basis as their business
evolves.

DTCC is concerned that the SEC’s proposed implementation schedule for reporting to
SDRs is heavily compressed and, when coupled with the temporary registration regime,
may lead to compromised solutions, including operational and security compromises.
Potential SDRs are incented to enter the market early to capture market share, as initial
trade reporting obligates further reporting on that trade, and the long tenors of the trades
will make switching SDRs onerous for reporting parties. However, potential SDRs are
unlikely to be able to offer fully robust or efficient solutions for early registration, given
that the final rules will be available relatively shortly before the effective date.

DTCC recommends that appropriate due diligence is conducted with respect to the
temporary registration process and that those diligence findings are either used to support
transition of existing infrastructure or used for new entrants who can demonstrate that
their infrastructure supports key operational capabilities, including 24/6 operation, real-
time processing, multiple redundancy, and robust information security controls.

DTCC respectfully urges the Commission to ensure that the registration process does not
interrupt current operation of existing trade repositories who intend to register as SDRs.
This can be achieved as a phase-in for existing SDRs where services will need to be
amended to conform with the final rules given the compressed time period between the
publication of the final rules and the effective date of the Dodd-Frank Act. It is
important that the Commission ensure both the continuation of counterparty reporting
and the ability of the trade repository to receive and maintain current trade information
on an ongoing basis. The continuation of these activities is imperative for effective
oversight of systemic risk and the availability of relevant trade information to the
Commission, as well as the continuance of the operational services to market
participants. Transitional arrangements, including temporary registration, may be
required to ensure these activities continue without interruption.

Y7 See id. at 77,314.
18 See id. at 77,366,
' See id at 77,314
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Duties and Core Principles of SDRs

Section 763(i) of the Dodd-Frank Act requires an SDR to comply with the requirements
and core principles described in Exchange Act Section 13(n), as well as any requirement
that the Commission prescribes by rule or regulation, in order to be registered and
maintain registration as an SDR with the Commission.?

The Warehouse, as a centralized global repository, serves as an important source of
regulatory information for the Commission and other appropriate regulators. However,
DTCC believes that the value of the information provided by an SDR will be limited if
data reporting becomes too fragmented. If the Commission receives pieces of
information from many sources, and not one full picture from any source, the
Commission’s ability to monitor systemic risk in the marketplace in a timely and global
manner will be severely limited.

DTCC expects that normal market forces will result in the provision of aggregate data to
the Commission. However, to the extent that such aggregation does not occur as SDRs
develop, the Commission should consider designating one SDR as the consolidator of
market information (for example, by asset class) responsible for providing the
Commission with direct electronic access.”! The role of an aggregating SDR is
significant in that it ensures regulators efficient, streamlined access to consolidated data,
reducing the strain on limited agency resources. International financial regulators have
identified this approach as a valuable one, noting that:

“Authorities should ensure that [SDRs] are established that provide
aggregate global coverage of the global derivatives market and that
the - data _collected can be aggregated so as to provide a
comprehensive view of the market. The establishment of uniform
data standards and functional requirements for data exchange will
be a necessary condition for authorities to have a timely and
consistent global view for assessing and analysing the OTC
derivatives markets. One beneficial solution would be to establish
a single global data source to aggregate the information from
[SDRs] [emphasis added].™™

With regard to regulatory access, DTCC’s understanding of the Commission’s access
provisions are not in accordance with the guidance issued by the ODRF. DTCC believes
that regulators want direct electronic access to data in SDRs where that data is needed to
fulfill regulatory responsibilities. DTCC supports regulators’ access to regular reports
from SDRs that are scheduled temporally or triggered by certain events, including certain

2 See id at 77,317.

2! See Exchange Act Section 13(n)(5) (“An SDR shall...provide direct electronic access to the Commission
(or any designee of the Commission, including another registered entity).”).

% Financial Stability Board, Implementing OTC Derivatives Market Reforms. October 25, 2010.
Available at: http://www financialstabilityboard.org/publications/r_101025.pdf.
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concentration levels, rather than by request, with notice to another regulatory authority or
requiring indemnification. Finally, the regulatory model should be location agnostic,
without preferential access for the prudential regulator, except to perform its prudential
duties.

The indemnification provisions should not apply in situations where regulators are
carrying out regulatory responsibilities, acting in a manner consistent with international
agreements and maintaining the confidentiality of data. However, recognizing that the
indemnity provision is mandated by the Dodd-Frank Act, DTCC believes that the
Commission should provide model indemnity language to be used by all SDRs in
arrangements with regulators. Ensuring consistent application of this legislative mandate
will minimize any disruption to the global repository framework. Further, DTCC
believes that any indemnity should be limited in scope to minimize the potential
reduction in value of registered SDRs to the regulatory community.

An important issue that U.S. and global regulators will need to address, particularly as
the implementation of the Dodd-Frank Act results in the growth of SDRs globally, is
how to best handle data collected by an SDR where the trade would not be reportable
under the statute to U.S. regulators by virtue of where it took place or the counterparties
involved. In this regard, DTCC points to the guidance in a letter from the ODRF
membership® related to global regulator access to TIW data.®® The ODRF letter
contemplates that the SEC receives data from the TIW that goes beyond the scope of
information proposed by the Dodd-Frank Act or the Proposed Rule, such as data related
to overseas transactions entered into by non-U.S. persons on U.S. underlyings. Today,
the TIW routinely provides this transaction data to U.S. regulators (and conversely,
routinely provides data related to transactions in the U.S. by U.S. persons on European
underlyings to European regulators), as contemplated by the ODRF letter. As the
Commission knows, it is important to preserve this spirit of cooperation and coordination
between regulators around the world. Without such cooperation, the SEC’s ability to
routinely receive details of purely European transactions written on U.S. underlyings
would be frustrated.

DTCC is concerned that the current asymmetry in the Proposed Rule, when compared to
existing international standards, will lead to fragmentation along regional lines and
prohibit global services and global data provision, which will weaken the introduction of
trade repositories as a financial markets reform measure. Further, because of the onerous
standards imposed on SDRs compared to the regulatory framework of other competitive
jurisdictions, the U.S. will be less attractive than other locations for the purpose of
storing full global data where SDRs are actively looking to service the global regulatory
community.

 Authorities Currently Involved in the OTC Derivatives Regulators® Forum. Available at:
hitp://www.otcdrf.org/about/members htm.

 See letter from OTC Derivatives Regulators’ Forum to the Warchouse Trust Company, dated June 18,
2010. Available at: http://www.dtcc.com/downloads/legal/imp_notices/2010/derivserv/tiw044.zip.
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DTCC strongly supports the use of third party service providers to report SBS data on
behalf of reporting parties (e.g., counterparties, security-based swap execution facilities).
However, such reporting should be required to be clearly authorized by the reporting
parties. The reporting parties need to control the data flow to SDRs to ensure
completeness and accuracy of the data. Different firms will wish to have different
workflows to support third party service providers’ reporting, just as they do in the
procedures used to undertake confirmation services. It is important that firms with the
reporting obligation maintain control over reported positions throughout the life of the
contract, even when third party service providers act on behalf of the reporting party.
Otherwise, it is difficult for any party to take responsibility for the accuracy of the
resultant position at the SDR.

The use of third party service providers will also strengthen the ability of the SDR to
fulfill its statutory obligation to confirm the data with both parties.” In many cases, the
third party service provider will report trade information on behalf of both counterparties
to a trade. Allowing such an arrangement will reduce the regulatory burden of the
counterparties, and ensure prompt compliance with reporting obligations. DTCC
believes that, in many instances, firms will wish to submit every trade to the SDR or
have a third party service provider manage their submissions to the SDR. Given the
complexities related to establishing a new regulatory framework in a global market
(particularly with jurisdictions expected to adopt new reporting rules related to SDRs as
part of their G-20 commitments), there is considerable complexity to replicate in a firm’s
technology systems the rules that will determine the reporting party or the reporting
requirements based on the product type.

In addition to the recognized value inherent in relying upon third party service providers
to carry out certain functions on behalf of reporting parties, DTCC urges the
Commission to ensure that third party service providers do not “bundle” services to
include the SDR function. To ensure accurate, timely information for regulatory
oversight and to mitigate potential conflicts of interest, an SDR must be free from
conflict with the operation and pricing of other market services (e.g., clearing and trade
execution). Allowing bundling of obligations undertaken by third party service
providers with an SDR will detract from the SDR’s utility function and jeopardize the
value of SDRs to regulators and the market.

With respect to whether the Commission should require SDRs to establish automated
systems for monitoring, screening, and analyzing SBS data or provide the data for the
Commission to perform these functions, DTCC believes monitoring, screening, and
analysis should be performed centrally by an SDR, as it would promote efficiency in the
system. The data maintained by the SDR should then be made available to potentially
impacted regulators. Concentration data would be especially disposed to this approach
as it requires aggregate market wide data.

% See Exchange Act Section 13(n)(S)(B) (“A security-based swap data repository shall . . . confirm with
both counterparties to the security-based swap the accuracy of the data that was submitted.”).
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Implementation of Core Principles

Each SDR is required, under Exchange Act Section 13(n)(7), to comply with core
principles relating to: (1) market access to services and data, (2) governance
arrangements, and (3) conflicts of interest.”

First Core Principle: Market Access to Services and Data

The first core principle is intended to protect investors and to maintain a fair, orderly,
and efficient SBS market. Proposed Rule 13n-4(c)(1) is designed to ensure that any
dues or fees are, on a case-by-case basis, fair, reasonable, do not unreasonably
discriminate and are applied consistently across all similarly situated users of the SDR’s
services. The Proposed Rule would also require each SDR to permit market participants
to access specific services offered by the SDR separately, such as ancillary matching and
confirmation services. Further, each SDR must permit fair, open, and not unreasonably
discriminatory access to its services offered and the data it maintains.

DTCC’s perspective is that access to data is a key issue relating to SDRs. DTCC
supports open access to data by other service providers, based on the consent of the
parties for that provider to receive the data. DTCC believes this is an important principle
for allowing development of automation and efficient operational processing in the
market, while preserving the parties’ control over confidential information. The
Warehouse currently provides access to many vendors, including trade confirmation and
trade messaging providers, central counterparties, portfolio reconciliation service
providers, portfolio compression services, custodians and outsource providers. A
corollary of this sort of independence is that third party service providers should be
barred from bundling their services with those of any SDR. Open access and neutral
dealing with other providers should be a two-way street.

With respect to fees, the TIW’s current model operates on an at-cost basis, charges the
dealers for services, and operates at no cost to the buy-side and end-users. This model
has been successful in an industry-led voluntary regime as market participants have been
able to benefit from cost savings from operational efficiencies, while also encouraging
broad-based usage. It is also important to ensure that all counterparties to trades reported
to an SDR should, as a matter of principle, have access to all data relating to trades to
which they are a counterparty. This access should be made available to smaller, lower
volume market participants, as necessary, through the reduction or waiver of certain fees.

In addition, the fees for certain services should reflect the specific costs of the related
service. For example, if a reporting party uses a third party service provider for trade
submission, which fulfils the SDR’s requirement to confirm the trade with both parties,
this report would potentially be charged at a lower cost than a direct report to the SDR,
requiring the SDR itself to confirm with the other party.

* See Security-Based Swap Data Repository Registration, Duties, and Core Principles, 75 Fed. Reg. at
77,320.
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The TIW offers certain services at no extra cost, currently charging a position-based fee.
In some cases, third party costs incurred by TIW are charged directly to the consuming
customer rather than spread evenly across all users, where these costs only apply to
certain types of trade. In many cases, the marginal cost of operating the additional
services are very low. DTCC supports this approach because it incentivizes the adoption
of automation and electronic processing, such as the central settlement service and
triggering for restructuring credit events, bringing reduced risk to the market. Customer
reception to these services is very positive. However, it is important to recognize that
current usage of TIW is on a voluntary basis. Therefore, an appropriate option would be
to permit customers with two (or more) services options: one that fulfils the minimum
regulatory reporting process, and a suite of other services to compliment the mandatory
reporting function.

Second Core Principle: Governance Arrangements

Proposed Rule 13n-4(c)(2) would require each SDR to establish governance
arrangements that are well defined and include a clear organizational structure with
effective internal controls, including fair representation of market participants. The
Proposed Rule would further require each SDR to establish, maintain, and enforce
written policies and procedures reasonably designed to ensure that the SDR’s senior
management and each member of the board or committee that has the authority to act on
behalf of the board possess requisite skills and expertise to fulfill their responsibilities in
the management and governance of the SDR, to have a clear understanding of their
responsibilities, and to exercise sound judgment about the SDR’s affairs. Finally, the
Commission could, but has not proposed, minimum requirements pertaining to board
composition or impose ownership restrictions.

DTCC believes that the use of ownership and voting limitations would be an imprecise
tool with which to achieve the policy goals of the Commission regarding conflicts of
interest. These policy goals can best be met by structural governance requirements. In
the specific case of an SDR, governance by market participants is appropriate, given that
most potential conflicts of interest are dealt with directly in the Proposed Rule and will
be overseen directly by the regulator.

The SDR is not defining the reporting party, timeliness or content for public
dissemination, and similarly the SDR is not defining the reporting party, content or
process for regulatory access. Therefore, the SDR does not have significant influence
over the inclusion or omission of information in the reporting process, nor does it control
the output of the process. This position is significantly different from other market
infrastructures, where these infrastructures may have the ability to influence participation
in a service (e.g. execution, clearing membership, portfolio compression), or
completeness of product offering (where it is proposed that all trades in an asset class are
accepted).
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DTCC suggests that the Commission focus on ensuring the SDR open access provisions
described above are in place. To support these requirements, the SDR needs governance
that has independence from its affiliates and which is representative of users who are the
beneficiaries of choice in service providers. The TIW has a separate board, consisting of
fee-paying users, which acts independently from the DTCC parent company board,
though the Warehouse must ensure its actions do not damage the financial strength or
reputation of its parent. DTCC, as the parent company, does not direct the strategy of the
TIW nor promote its interests within the TIW.

Furthermore, in order to assure that non-regulatory uses of mandatorily reported data
remain in the hands of the counterparties, SDRs should be broadly speaking “user-
governed”. This should include a board of directors that is broadly representative of
market participants and that incorporates voting safeguards designed to prevent non-
regulatory uses of data of a particular class of market participants that are objectionable
to that class. In addition, no communication of data (other than to or as required by
applicable regulators) that could have the result of disclosing the actual positions or
specific business or trading activity of a counterparty should be permitted without the
consent of that counterparty.

Independent perspectives can provide value to a board of directors, but those who do not
directly participate in markets may not have sufficient, timely, and comprehensive
expertise on those issues critical to the extraordinarily complex financial operations of
SDRs. These entities. require industry expertise at the board level and it is critical for the
safety and soundness of SDRs that the composition of their boards sufficiently
incorporates the range of necessary expertise as well as independent judgment.

Third Core Principle: Rules and Procedures for Minimizing and Resolving Conflicts of
Interest

Each SDR is statutorily required to establish and enforce written policies and procedures
reasonably designed to minimize and resolve conflicts of interest in the SDR’s decision-
making process.”” Based on information provided by industry representatives regarding
how SDRs will likely operate, the Commission preliminarily believes that a smali
number of dealers could control SDRs, which may require SDR owners to balance
competing interests.”® Owners of an SDR could derive greater revenues from their non-
repository activities in the SBS market than they would from sharing in the profits of the
SDR in which they hold a financial interest.?’ In addition, there may be a tension
between3 Oan SDR’s statutory obligations and its own commercial interests or those of its
owners,

7 See id at 77,369.
= See id. at 77,324.
® See id.

0 See id.
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The Commission notes that a few entities that presently provide or anticipate providing
repository services have identified conflicts of interest that could arise at an SDR.*! First,
owners of an SDR could have commercial incentives to exert undue influence to control
the level of access to the services offered and data maintained by the SDR and to
implement policies and procedures that would further their self-interests to the detriment
of others by impeding competition.*> Second, an SDR could favor certain market
participants over others with respect to the SDR’s services and pricing for such
services.> Third, an SDR could require that services be purchased on a “bundled”
basis.** Finallgf, an SDR could misuse or misappropriate data reported to the SDR for
financial gain.”

The TIW recognizes that market access by service providers to an SDR could be a
potential source for conflicts of interest, but strongly supports the principle of open
access, having established many vendor connections. The Warehouse operates at-cost,
rebates any excess revenues, and charges only dealers for its services. The reporting
rules for SDRs are highly prescriptive, and the primary consumers of this data are
regulators, leaving limited room for conflicts involving regulatory or public data access.
Access for other service providers is a key requirement for efficiency and strongly
supported by a user-governed organization.

Data Collection and Maintenance

The Commission is proposing Rule 13n—5 under the Exchange Act to specify the data
collection and maintenance requirements applicable to SDRs.

DTCC believes that there should be a common definition for the products within each
asset class that is used by all SDRs to ensure that reporting counterparties know where to
report trade information. The requirement for an SDR to support all trades in an asset
class is also important to reduce the complexity for reporting parties. Given the need for
reporting parties to report life cycle events and potentially report valuation data to the
SDR that originally received the trade, these processes can be burdensome. In addition,
the requirement to support all trades in an asset class discourages an SDR from only
servicing high volume products within an asset class to maximize profit, and leaving
more complex {(and less frequently traded) transactions to be reported by reporting
parties directly to the Commission.

3 See id.
32 See id
¥ See id. at 77,325.
* See id.

¥ See id
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Definitions

DTCC does not feel that the definition of “asset class” needs further definition for SBS.
DTCC does think the distinction between loan-based and credit asset classes is
unnecessary, and notes products like CDS on loans, while loan-based, are currently
reported alongside other CDS products to the TIW.

Requirements

Transaction Data

The Proposed Rule would require every SDR to establish, maintain, and enforce written
policies and procedures reasonably designed for the reporting of transaction data to the
SDR, and would require the SDR to accept all transaction data that is reported to the
SDR in accordance with such policies and procedures under proposed Rule 13n—

5(b)( 1)(i).3 ® Further, proposed Rule 13n-5(b)(1)(ii) would require an SDR, if it accepts
any SBS in a given asset class, to accept all SBSs in that asset class that are reported to it
in accordance with its policies and procedures required by paragraph (b)(1) of the
Proposed Rule.”” Finally, proposed Rule 13n-5(b)(1)(iii) would require every SDR to
establish, maintain, and enforce written policies and procedures reasonably designed to
ensure that the transaction data that has been submitted to the SDR is accurate.”® This is
in accordance with Exchange Act Section 13(n)(5)(B), which requires an SDR to
“confirm with both counterparties to the security-based swap the accuracy of the data
that was submitted.”

As noted above, DTCC believes that the Commission should require an SDR to accept
all SBSs of a given asset class. In general, equity and credit derivatives will be easy to
classify, although it is possible that certain transactions could be mixed and more
difficult to classify. DTCC considers classification difficulties are more likely to occur
between a swap and an SBS, rather than between SBS asset classes. For example, trades
may be constructed based on the correlation between commodities and equities. The
Commission can further mitigate this potential problem by combining the loan-based
asset class with credit derivatives, and allowing an SBS to be reported to either the
equity or credit SDR if there is any uncertainty of a product’s asset class. In practice,
SDRs will need to evolve to accept new products and variations in product structures, so
this requirement should not impose a significant burden on an SDR in receiving such an
SBS.

% See id. at 77,369.
3 See id.
8 See id.
* See id at 77,327.
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SDRs should not have additional duties with respect to verifying the accuracy of
submission, as there is limited data available to the SDR. The SDR may carry out
certain routine functions to identify trades which may indicate erroneous data (e.g. based
on size), but in general, the primary responsibility for accuracy of reported information
should remain with the reporting party.

From a systemic risk oversight perspective, it is imperative that all SBSs are recorded by
registered SDRs and that the trade information is accurately and promptly made
available for regulators.

Position Data

The Commission’s proposed Rule 13n-5(b)(2) would require every SDR to establish,
maintain, and enforce written policies and procedures reasonably designed to calculate
positions for all persons with open SBSs for which the SDR maintains records.*® Position
data is required to be Frovided by an SDR to certain entities pursuant to Exchange Act
Section 13()(5)(G).*"! In order for the positions te be calculated accurately, the SDR
will need to promptly incorporate recently reported transaction data and collected
unreported data.*?

DTCC believes that position data is most valuable when aggregated among all SDRs to
accurately reflect a counterparty’s true position in a timely manner. Allowing each SDR
to calculate positions will result in inaccurate, fragmented reporting to regulators. To
this end, DTCC would suggest that one SDR should be given the responsibility to
aggregate and maintain the consolidated position data for regulatory purposes.

The Warehouse currently maintains policies and procedures, including technical
specifications where automated routines are used, to support position calculation
processes. It is DTCC’s opinion that where market values are required, they should be
provided by firms. Firms invest considerable resources in valuing trades, including
personnel, data feeds and capital to assess valuation levels. It would be difficult for an
SDR to replicate these activities for all trades, including model selection, trade
parameterization to the model, market data sourcing and transformation to model input,
and valuation testing. An SDR could contract with a market valuation service to provide
some values and this would provide some independent valuation, but this will not readily
extend to illiquid or structured products.

Mark-to-market values would be of some use to regulators without collateral
information, as regulators may be able to better understand some of the market risk
exposures and marking disputes with access to this information. Mark-to-market values
would also readily fulfill portfolio reconciliation functions. However, the values would
not be useful in assessing counterparty risk exposures without collateral information.

® See id. at 77,369.
! See id at 77,326.
2 See id at 77,329.
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Many collateral agreements are structured at the portfolio level, so the reporting regime
should reflect this, rather than attempt to arbitrarily attribute collateral holdings to
individual trades.

Maintain Accurate Data

Proposed Rule 13n-5(b)(3) would require every SDR to establish, maintain, and enforce
written policies and procedures reasonably designed to ensure that the transaction data
and positions that it maintains are accurate. Maintaining accurate records is a core
function of an SDR.* The Commission believes it is important that an SDR has policies
and procedures to ensure reasonably the accuracy of the transaction data and positions
that it maintains.* These policies and procedures could include portfolio reconciliation.”®
In the current TIW model, the onus is on the customers to ensure the accuracy of the
data, and this ensures their records are synchronized with the life cycle event processing
and asset servicing offered by the TIW. This model formed the basis of the value
proposition of the TIW, namely that the multiple bilateral reconciliations performed
between the parties to a trade throughout the life of a trade (and often on an ad hoc basis
or only following a dispute), could be replaced by one single reconciliation framework
with a shared central record, increasing both operating efficiency as well as reducing
operational risks. The Commission’s suggestion for portfolio reconciliation seems well
aligned with this, and this would give the direct benefit of improved bilateral portfolio
reconciliation processes between the parties.

Controls to Prevent Invalidation

Proposed Rule 13n-5(b)(5) would require every SDR to establish, maintain, and enforce
written policies and procedures reasonably designed to prevent any provision in a valid
SBS t;réom being invalidated or modified through the procedures or operations of the
SDR.

DTCC supports the approach that records are not invalidated by the actions of the SDR.
Changes to records must be agreed upon between the bilateral parties via the
confirmation service platform or via a centralized life cycle event processer. The SDR
should be able to offer life cycle event processing and asset servicing activities and these
may lead to an update or modification to the records in the SDR. This role is currently
supported by the customer contracts of the TIW and is akin to a legal agreement as a
third party service provider to the reporting party. DTCC believes that an SDR should
be able to act as a provider of additional services to reporting parties and thus, should be
able to update a record with the consent of both parties.

“ See id. at 77,369.
“ See id. at 77,329.
* See id. at 77,330.
* See id. at 77,369.
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Dispute Resolution Procedures

Proposed Rule 13n-5(b)(6) would require every SDR to establish procedures and
provide facilities reasonably designed to effectively resolve disputes over the accuracy of
the transaction data and positions maintained by the SDR.*” The Commission believes
this is necessary because the data maintained by the SDR will be used by regulators to
make assessments about counterparties, such as whether the counterparty is a major SBS
participamt.48 Further, the counterparties also will use this data, and in some cases the
data maintained by the SDR may be considered by the counterparties to be the legal
record of the SBS.*’

DTCC recognizes the importance of accurate data at the SDR and believes that an SDR
should be in a position to identify disputes or unconfirmed data as part of its process to
confirm the data with both parties. However, only the parties to a transaction can resolve
any dispute as to the terms of the trade. In many situations, trade reporting will take
place through a third party service provider, which act directly as an affirmation,
confirmation or verification platform and already utilizes dispute resolution workflows.

For that reason, resolution by the third party service provider will result in updated
records being reported to the SDR. DTCC does not support a Proposed Rule that would
require that the SDR building processes to replicate these services. It is not the primary
role of an SDR to be a matching service, as other service providers act in this capacity,
which services should not be bundled with SDR services. Instead, an SDR can make the
quality of the data or disputed trades visible to a firm’s prudential regulator and this
would act as an incentive to timely resolution.

Automated Systems

Requirements for SDRs’ Automated System

The Proposed Rule provides standards for SDRs with regard to their automated systems’
capacity, resiliency, and security, based upon the Commission’s current Automation
Review Policy (“ARP”) program. Proposed Rule 13n—6 would require an SDR to
establish, maintain, and enforce written policies and procedures reasonably designed to
ensure that its systems provide adequate levels of capacity, resiliency, and security; and
submit to the Commission annual reviews of its automated systems, systems outage
notices, and prior notices of planned system changes.

DTCC believes that the operating hours of an SDR should be 24/6, that processing .
should be real-time, and that business continuity provisions should include multiple
redundant systems. Due to its key position in the financial services industry, DTCC has
always placed a high priority on maintaining business resiliency. DTCC has in place

9 See id.
8 See id at 77,329.

* See id.
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multiple fully staffed data and operations centers in diverse regions of the country, each
capable of handling DTCC’s entire business. This infrastructure, when combined with a
highly resilient network, allows DTCC to recover from a regional incident and be back in
operation within two hours. DTCC performs both data center and operational failover
tests every year. Datacenter recovery tests are performed at least six times a year in
various configurations, and there are more than two dozen operational failover tests each
year, ranging from a single department failover, to an operational recovery involving
more than 400 staff. These capabilities are fundamental to any registration as an SDR.

Reports to be Provided to the Commission

The Commission is proposing Rule 13n—8 under the Exchange Act to specify certain
reports that the SDR would have to provide to the Commission.”® Proposed Rule 13n-8
would require an SDR to “promptly report to the Commission, in a form and manner
acceptable to the Commission, such information as the Commission determines to be
necessary or appropriate for the Commission to perform the duties of the Commission
under the [Exchange] Act.”®!

DTCC currently makes information available directly to regulators, having created a web
portal for access to scheduled reports, and providing extracts from the TIW’s database
based on parameters set by regulators. These reports are available in electronic formats.
Through this system, DTCC expects to be able to offer acceptable access to the
Commission.

Privacy of SBS Transaction Information

In order to fulfill the requirements of the Dodd-Frank Act, the Commission is proposing
to require each SDR to establish, maintain, and enforce written policies and procedures
reasonably designed to protect the privacy of any and all SBS transaction information
that the SDR receives from an SBS dealer, counterparty, or any registered entity.”> Each
SDR must establish and maintain safeguards, policies, and procedures reasonably
designed to prevent the misappropriation or misuse, directly or indirectly, of: (1) any
confidential information received by the SDR, including, but not limited to, trade data,
position data, and any nonpublic personal information about a market participant or any
of its customers; (2) material, nonpublic information; and/or (3) intellectual property,
such as trading strategies or portfolio positions, by the SDR or any person associated
with the SDR for their personal benefit or the benefit of others. Such safeguards,
policies, and procedures shall address, without limitation, (a) limiting access to such
confidential information, material, nonpublic information, and intellectual property, (b)
standards pertaining to the trading by persons associated with the SDR for their personal
benefit or the benefit of others, and (c) adequate oversight to ensure compliance of this

® See id at77,338.
51 See id.
%2 See id. at 77,339,
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provision.53 Under the Warehouse’s Operating Procedures, users are responsible for
adhering to the security procedures promulgated by the Warehouse.

DTCC fully supports the Commission’s efforts to protect the privacy of any and all SBS
transaction information received by an SDR. Currently, the Warehouse has published
Operating Procedures requiring it to treat as confidential (both during and after the
termination of a User’s access to the System) all confidential information, including
transaction data, specified in records received by the Warchouse, any data, reports,
summaries or payment amounts which may be produced as a result of processing such
transaction data, and the identity of any entity a User uses to settle obligations. DTCC
may not transfer or disclose this information to any non-affiliated third party or use
information except as expressly contemplated under the Warehouse’s Operating
Procedures, or as reasonably deemed necessary to provide the services or system, or in
response to, for example, subpoenas or regulatory requests.5 +

Disclosure to Market Participants

Proposed Rule 13n—10 would provide that before accepting any SBS data from a market
participant or upon a market participant’s request, each SDR shall furnish to the market
participant a disclosure document that contains the following written information: (1) the
SDR’s criteria for providing others with access to services offered and data maintained
by the SDR; (2) the SDR’s criteria for those seeking to connect to or link with the SDR;
(3) a description of the SDR’s policies and procedures regarding its safeguarding of data
and operational reliability to protect the confidentiality and security of such data; (4) a
description of the SDR’s policies and procedures reasonably designed to protect the
privacy of any and all SBS transaction information that the SDR receives from an SBS
dealer, counterparty, or any registered entity; (5) a description of the SDR’s policies and
procedures regarding its noncommercial and/or commercial use of the SBS transaction
information that it receives from a market participant, any registered entity, or any other
person; (6) a description of the SDR’s dispute resolution procedures involving market
participants; (7) a description of all the SDR’s services, including any ancillary services;
(8) the SDR’s updated schedule of any dues, unbundled prices, rates, or other fees for all
of its services (including any ancillary services); any discounts or rebates offered, and the
criteria to benefit from such discounts or rebates; and (9) a description of the SDR’s
governance alrrangements.55

DTCC recognizes the importance of providing market participants with disclosure
documents outlining the SDR’s policies regarding member participant criteria and the
safeguarding and privacy of data submitted to the SDR. The Warchouse ensures that its

%3 See id.

% See Warehouse Trust Company Operating Procedures, available at:
http://www.dtce.com/customer/membership/derivserv/derivserv.php.

* See Security-Based Swap Data Repository Registration, Duties, and Core Principles, 75 Fed. Reg. at
77,340.
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users are provided these relevant documents, and makes available copies of its policies to
its users on its website.

Chief Compliance Officer of Each SDR

The Commission is proposing Rule 13n—11, which would incorporate the duties of an
SDR’s chief compliance officer (“CCO”) that are enumerated in Exchange Act Section

13(n)(6) and impose additional reqv.lirements.56

Enumerated Duties of Chief Compliance Officer

Each SDR must identify on Form SDR a person who has been designated by the board to
serve as the CCO of the SDR.”” The CCO would be responsible for, among other things,
keeping the board or the SDR’s chief executive officer apprised of significant
compliance issues and advising the board or chief executive officer of needed changes in
the SDR’s policies and procedures.”® The Commission specifies that he or she must be
competent and knowledgeable regarding the federal securities laws and must be
empowered with full responsibility and authority to develop and enforce appropriate
policies and procedures for the SDR.> To meet his or her statutory obligations, a CCO
should also have a position of sufficient seniority and authority within the SDR to
compel others to adhere to the SDR’s policies and procedures.*

DTCC agrees with the Commission that a robust internal compliance function plays an
important role in facilitating an SDR’s monitoring of, and compliance with, the
requirements of the Exchange Act (and rules thereunder) applicable to SDRs. Requiring
a CCO is an appropriate way to further this goal.

DTCC currently has an established compliance infrastructure for its businesses,
including the Warehouse, which includes processes for establishing and implementing
required compliance policies and procedures and overseeing adherence to those
procedures and a mechanism for reporting, tracking, remediating and closing compliance
issues whether self-identified or identified through internal or external examinations.
DTCC expects to build on this existing operation in establishing the compliance function
for an SDR. In light of this experience, DTCC would like to make certain suggestions as
to the proposed rules in this arca and the implementation of the chief compliance officer
requirement. While DTCC fully supports the principles underlying the proposed role
and functions of a chief compliance officer, it believes that some of the enumerated
responsibilities of that role require clarification in order to avoid an overly broad reading
of those duties.

% See id at 77,341.
57 See id.
%8 See id
* See id
& See id
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As provided in the Proposed Rule, each CCO shall: (1) report directly to the board or to
the chief executive officer of the SDR; (2) review the compliance of the SDR with
respect to the requirements and core principles described in Exchange Act Section 13(n);
(3) in consultation with the board or the SDR’s chief executive officer, resolve any
conflicts of interest that may arise; (4) be responsible for administering each policy and
procedure that is required to be established pursuant to Exchange Act Section 13; (5)
ensure compliance with the rules and regulations under the Exchange Act relating to
SBSs, including each rule prescribed by the Commission under Exchange Act Section
13; (6) establish procedures for the remediation of noncompliance issues identified by
the CCO through any (a) compliance office review, (b) look-back, (c) internal or external
audit finding, (d) self-reported ertor, or (¢) validated complaint; and (7) establish and
follow appropriate procedures for the handling, management response, remediation,
retesting, and closing of noncompliance issues.®!

As noted above, DTCC believes that some of the descriptions of the CCO’s
responsibilities may be too broad and could be read to encompass responsibilities beyond
those traditionally understood to be part of a compliance function (i.e., those issues that
can as a matter of competence, and typically would be, handled by a compliance
department). In DTCC’s view, the CCO should be responsible for establishing relevant
compliance procedures, and monitoring compliance with those procedures and other
applicable legal requirements. The CCO should also participate in other aspects of the
SDR’s activities that implicate compliance or regulatory issues. However, the CCO
cannot be, and should not be, required to be responsible for the overall operation of the
SDR’s business. Accordingly, DTCC believes that such requirements as “administering
each policy and procedure that is required to be established under” Exchange Act Section
13(n) should be understood in this light.

Similarly, the Commission should recognize that oversight of certain aspects of SDR
activities are principally (and, as a practical matter, need to be) within the purview of risk
management and operations personnel. Although there may be a regulatory component
to whether an SDR is meeting its operational readiness, service level or data security
responsibilities for example, oversight of those aspects of the SDR business should
remain with the relevant business areas, subject of course to oversight by senior
management and ultimately the board of directors. While a CCO may have an important
role to play in overall oversight and remediation of any problems, the Commission’s
rules should not be interpreted to impose on CCOs responsibility outside of their
traditional core competencies.

With respect to the requirement to resolve conflicts of interest, DTCC believes that the
Commission should clarify what types of conflict of interest should be within the CCO’s
purview. Some issues, such as permissibility of dealings with related parties or entities,
are properly within the CCO’s functions. Other issues, such as restrictions on ownership
and access, may be fundamental for the board of directors and senior management to
address. Furthermore, to the extent that the Proposed Rule requires consultation with the

& See id
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board or senior management, some materiality threshold would be appropriate, as not
every potential conflict of interest that might be addressed by a CCO (or his or her
subordinates) would need such consultation. The determination of materiality is
something currently within the CCO’s purview to determine based on factors such as
nature and scope of the issue and potential exposure.

In addition, in DTCC’s view, the Commission should also clarify that the CCO’s specific
responsibilities related to conflicts are limited to compliance with the provisions of
Exchange Act Section 13(n) and the final rules thereunder as they relate to the SBS
operations of an SDR. The Commission should not mandate compliance responsibilities
with respect to other regulatory requirements to which an SDR may be subject; those
responsibilities should be specified by the regulator imposing the other requirements.

Points Raised in the Proposed Rule

In response to the Commission’s specific questions in the release, DTCC believes, as a
general matter, that the Commission does not need to be overly prescriptive as to the
specific compliance responsibilities of the CCO and that SDRs should have some
flexibility to implement the required compliance procedures in ways consistent with their
structure and business. The SBS markets are continuing to evolve, and will likely
change significantly as a result of the introduction of SDRs and other requirements under
the Dodd-Frank Act. In light of this ongoing development, DTCC believes SDRs are
best suited to determine the most effective way to implement the general requirements of
Exchange Act Section 13(n) and Rule 13n-11.

With respect to the question about potential incremental costs, DTCC believes that it is
difficult to assess at this time. As noted above, DTCC has an established compliance
infrastructure, but it is likely that the new requirements of Rule 13n-11 will entail
additional costs, potentially including additional personnel and systems. DTCC also
believes that compliance responsibilities in an SDR will evolve (and likely increase) as
the scope of transactions reported to that SDR increase, which may also result in
additional incremental costs.

In terms of the proposed requirement in Rule 13n-11 for the CCO of an SDR to prepare
an annual report as to compliance, DTCC would suggest several clarifications and
modifications. First, DTCC believes that any such report should be limited to
compliance with the requirements of the Exchange Act and the policies and procedures
of the SDR that relate to its activities as such with respect to SBSs (as opposed to
policies and procedures that may address other regulatory requirements).

In addition, DTCC does not believe it is appropriate to require the report to include a
discussion of recommendations for material changes to the policies and procedures of the
SDR as a result of the annual review (as well as the rationale for such recommendations
and whether the policies or procedures will be modified as a result of such
recommendations). DTCC believes that the inclusion of a description of any material
changes to the SDR’s policies and procedures, and any material compliance matters



193

Ms. Elizabeth Murphy, Secretary
RIN 3235-AK79

January 24, 2011

Page 27 of 27

identified both since the date of the preceding compliance report, provide comprehensive
information. In DTCC’s view, requiring the CCO to detail every recommendation
(whether or not accepted) may chill open communication between the CCO and other
SDR management (including the board of directors) regarding improvements to the
compliance policies and procedures. Such an approach could have the undesirable effect
of making it less likely for CCOs to propose improvements to compliance policies and
procedures.

As noted above, DTCC also believes that it is not appropriate to place the principal
responsibility on a CCO to review such business matters as service levels, cost, pricing
and operational reliability for purposes of preventing anticompetitive behavior. DTCC
believes that other personnel teams, particularly in the risk management, operational or
business areas, are best positioned to perform these functions. Of course, a CCO should
be involved in remedying any noncompliance issues discovered during such review.

DTCC firmly believes the annual report should be kept confidential by the Commission.
Given the level of disclosure expected to be required, DTCC believes that the report will
tikely contain confidential and proprietary business information. Such information
should not be made available to the public or market participants generally.

DTCC fully supports Commission efforts to require the highest standards of regulatory
compliance at SDRs, and believes requiring each SDR to have a CCO is an effective way
to ensure compliance.

Conclusion
We appreciate the opportunity to comment on the Commission’s Proposed Rule and

provide the information set forth above. Should you wish to discuss these comments
further, please contact me at 212-855-3240 or Jthompson@dtcc.com.

Regards,

MQWM

Larry E. Thompson
General Counsel
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Mr. Lewis Alexander
Counselor to the Secretary
U.S. Treasury Department
Office of Financial Research
Washington, D.C. 20581

RE:  Statement of Policy on Legal Entity Identification for Financial Contracts

Dear Mr. Alexander:

The Depository Trust & Clearing Corporation (“DTCC”) is pleased to submit comments
to the Office of Financial Research (“OFR™) in connection with its Statement on Legal
Entity Identification for Financial Contracts and Request for Comment (“Statement”).!
DTCC supports the OFR’s efforts to develop a universal standard for identifying parties
to financial contracts by creating a unique Legal Entity Identifier (an “LEI”) for each
institution, and to adopt a standard that is established and implemented by private
industry and other relevant stakeholders through an “LEI Utility” created for this
purpose. DTCC, as a centrally positioned financial market utility that is user-owned and
operated on an at-cost basis, looks forward to participating significantly in these
initiatives as they evolve.

Overview of DTCC

DTCC, through its subsidiaries, provides clearing, settlement and information services
for virtually all U.S. domestic equities, corporate and municipal bond, U.S. government
securities and mortgage-backed securities transactions, money market instruments and
over-the-counter (OTC) derivatives. DTCC, through its subsidiaries, is also a leading
processor of mutual fund and annuity transactions, linking funds and insurance carriers
with their distribution networks. DTCC has three wholly-owned subsidiaries which are
registered clearing agencies under the Securities Exchange Act of 1934, as amended:
The Depository Trust Company (“DTC”), National Securities Clearing Corporation
(“NSCC™), and the Fixed Income Clearing Corporation (“FICC”), all of which are
subject to regulation by the Securities and Exchange Commission (the “SEC”). DTC, as

! See Statement of Policy with Request for Comment, 75 Fed. Reg. 74,146 (November 30, 2010).

Subsidiaties:

The Depository Tust Company

National Securities Clearing Corporation
Fixed Income Clearing Corporation
DTCC DeriySERVILE

OTCC Solutions LLC
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a New York limited purpose trust company and State member bank of the Federal
Reserve System, is also subject to regulation by the New York State Banking
Department and the Federal Reserve System.

DTC currently provides custody and asset servicing for 3.6 million securities issues from
the United States and 121 other countries and territories, valued at almost $34 trillion. In
2010, DTC settled nearly $1.66 quadrillion in securities transactions. NSCC provides
clearing, risk management, central counterparty services and a guarantee of completion
for certain transactions. FICC provides clearing, risk management and central
counterparty services (through its Government Securities Division) in the fixed income,
mortgage backed and government securities markets. Thus, DTCC, through its
subsidiaries, processes more than 30 billion transactions a year on an at-cost basis.
Among DTCC’s core competencies are ensuring that markets operate securely,
efficiently, and with confidence. DTCC’s Networked Community links virtually all
trading parties through one network for data exchange; a network that is highly resilient,
self-healing and can be managed from multiple locations. DTCC’s Business Continuity
Program provides full redundancy of operating and data centers thousands a mile apart,
with data capture asynchronously down under 30 seconds.

Outside the U.S. DTCC operates The European Central Counterparty Limited
(EuroCCP), a U.K.-based CCP that is a recognized clearing house regulated by the
Financial Services Authority (FSA). EuroCCP currently provides pan-European clearing
services for equity transactions in 19 markets and in 9 currencies.

DTCC also operates a global trade repository for over-the-counter credit default swaps
(CDS), through its wholly owned subsidiary Warehouse Trust Company LLC.
Warehouse Trust holds data on more than 98% of CDS trades worldwide. In addition,
DTCC operates the global reporting repository for the OTC equity derivatives market
through its European-based DTCC Derivatives Repository Ltd. subsidiary, a UK-FSA
regulated service company.

DTCC’s subsidiaries have maintained their own identification and numbering systems
for legal entities since their inception several decades ago. But more recently (and
particularly relevant to the OFR Statement), in July 2010, DTCC purchased a UK-based
company called Avox Limited (“Avox™) that specializes in this area. Avox is a provider
of entity identification services to the global financial community, counting among its
customers many of the largest, global financial institutions, and having an entity database
of over 800,000 records.

DTCC’s multifaceted role in the global financial markets provides it with a unique
perspective and position to support the initiatives proposed in the Statement.
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Universal Standardization of a Legal Entity Identifier is Imperative

DTCC agrees with the Statement that “precise and accurate identification of legal entities
engaged in financial transactions is important to private markets and government
regulation.”

For each financial institution, “precise and accurate identification” of the entities with
whom it interacts (as transaction counterparties or otherwise) involves a variety of tasks
— determining the identity of a particular entity, verifying detailed information about it,
understanding its relationship to other related entities (e.g., that may be part of the same
corporate group), periodically re-verifying all of this information, and, at the simplest
level, establishing a means — some type of identification code — of denoting that entity
both within the financial institution’s own systems and with other systems (trading
markets, payment, clearing or settlement systems) in which the financial institution may
transact with this other entity. This many-faceted process of “precise and accurate
identification” is inordinately expensive — a recent study conducted by the Aite Group
found that financial services firms spend over $250 million annually on this entire
process of cleansing and maintaining entity information.?

Further complicating this process is the reality that virtually all financial institutions
today perform these processes on their own, and each market infrastructure maintains its
own LEI identification system. This results in the use of individualized, proprietary
alpha-numeric coding systems to identify financial market participants and
counterparties by virtually all financial institutions — there is no standardized, common
system among these institutions.

While there would be many benefits from the creation of a standardized, common system
to identify legal entities, the lack of such a uniform LEI system across geographies and
markets certainly means that determining the aggregate exposure of any single entity
would be, at minimum, extremely difficult, requiring linking together data using multiple
proprietary identification codes, a time-consuming and complex process that, at best,
would be severely error-prone. In truth, DTCC believes that this likely would be
virtually impossible.

DTCC strongly agrees that there would be regulatory reporting benefits in the use of a
single global industry LEI as the Statement proposes. In the view of DTCC, the universal
standardized LEI is the most effective way — it may be the only practical way — to ensure
data consistency across the industry and reduce the cost of systemic risk monitoring for
regulators. LEI standardization will allow regulators to conduct analyses across markets,
products, and regions, identifying trends and emerging risks.

2 See id. at 74,147,

3 Aite Group, LLC. Shortcuts to Customer and Counterparty Data Management: Vendors and Capabilities
for Legal Entity Data, December, 2006. Available at
http://www aitegroup.com/Reports/ReportDetail aspx?recorditemID=304.
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DTCC believes that the criteria set forth in the Statement are not only appropriate, but
achievable in the near-term. Over the last six months, DTCC has been actively engaged
with other financial industry participants and regulators in the U.S. and abroad to
develop a series of proposals that we have enhanced in response to the feedback from
these discussions. DTCC has also reached out to several potential collaborators that
could play an important role in developing a global solution, and DTCC’s Board has
approved the commitment of resources toward the development of such a proposed
solution.

DTCC has a Unique Blend of Capabilities that can be Leveraged Toward Creating
an LEI Utility Solution

1. DTCC has Core Competencies to Create and Maintain a Database of Legal Entity
Identifiers on Behalf of Financial Firms

Although DTCC’s other subsidiaries have decades of experience in this area, DTCC’s
Avox subsidiary has nearly ten years of experience in collecting and validating legal
entity information from over 200 jurisdictions, and currently maintains a database of
800,000 legal entity records. The complexities of establishing and maintaining a
database of this size are considerable, and the vast amount of knowledge and experience
that DTCC can leverage to support the LEI Utility is unique in the industry. Some
examples of the expertise that DTCC can bring to bear include:

a. Supporting various methodologies to populate the database:

i. Allowing systemically important financial institutions and other
entities with transaction and position reporting requirements to submit
a bulk list of entities (e.g., all of their counterparties) for validation
and LEI assignment (the more common case, used by financial market
professionals); or

il. Accepting and validating a submission directly from an entity that is
seeking an LEI for itself. (This latter method is important for
collection of information that is either not in the public domain or not
available from a reliable electronic source.)

b. Tapping into a comprehensive database of rules, policies, procedures and
definitions for validating legal entity reference data. This business
intelligence represents a significant investment over many years and enables
analysts who are validating legal entity records to consistently apply --on a
jurisdiction-by-jurisdiction basis -- the authoritative sources, the non-
authoritative sources, address standards, legal form variations, exception
management processes and other resources to ensure the highest level of
accuracy and thoroughness possible.
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c. Leveraging the public database of hundreds of thousands of legal entity data
records that Avox already makes publicly available at no charge over the
Internet.

d. Incorporating the “challenge functions™ currently used by Avox that help
keep legal entity records accurate and up to date. These include accepting
information from the entity itself as a “self certification,” and allowing other
firms or users of the public database to challenge specific field values within
a record that Avox will then research and, if necessary, correct. Through
information and news provided by a global community of financial
institutions, Avox is able to obtain information about changes to legal entities
that may have been reported to authoritative sources but may not have yet
been reflected in their public databases or not yet reported. Avox staff brings
this to the attention of those sources and confirms the change before updating
the Avox record. Very often, it is the case that if one firm’s view of a legal
entity data record conflicts with the consensus view, that firm’s information is
the most recent and therefore most up to date/correct view. The only way to
capture these types of exceptions is by proactively soliciting the feedback of
all users of the data. Every exception is thoroughly researched before any
change is applied to the database.

e. Incorporating corporate action feeds to identify when a corporate action (e.g.,
a merger) changes information about an entity. DTCC itself is one of several
principal sources of corporate action information to the markets (e.g., issuing
approximately 8.6 million announcements of such information globally in
2010); and

f. Extensive experience with the annual re-verification needed to ensure that this
information remains up to date.

2. DTCC has the Appropriate Governance Structure and Operating Infrastructure

As a participant-owned utility, operated on an at-cost basis, DTCC’s mandate is to
standardize and reduce the costs and risks associated with its products and services for
the benefit of its user-owners. These include the systemically important financial
institutions which will be directly affected by the proposal. DTCC’s participation in
developing and maintaining a global LEI Utility is consistent with this mandate.

For the heightened protection of data required to support the LEI Utility, DTCC can
establish a governance structure that can provide the opportunity for those bearing much
or all of the ultimate cost of the LEI Utility (the systemically important firms) to have
input into how it is operated. Senior executives with broad experience and domain
experts in enterprise data management and reference data would be included in
governance. DTCC’s own governance offers an example of how this can be done, with
DTCC’s Board comprised of both industry experts and non-industry members
representing the interests of the public and the broader markets.
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In addition, DTCC can leverage the security and redundancy of its operating systems and
infrastructure that settled nearly $1.66 quadrillion worth of transactions in 2010 to ensure
that the LEI Utility meets service levels, security requirements, redundancy and disaster
recovery requirements.

3. DTCC can Provide a Complete Solution that is Global in Nature

While DTCC would leverage its core competencies to collect, validate and make
available the legal entity record in the Utility, DTCC is not itself a Registration Authority
of an international standard identifier. Over the past several months, DTCC has had
many conversations with Registration Authorities, and those conversations have
progressed furthest with the Society for Worldwide Interbank Financial
Telecommunication (“SWIFT”). SWIFT, a trusted European-based utility, is a member-
owned cooperative used by more than 9,000 banking organizations, securities
institutions, and corporate customers, and regulators in 209 countries. As a global
Registration Authority, SWIFT has assigned Business Identification Codes (“BICs™*, an
International Organization for Standardization (ISO) standard, to companies for more
than 30 years while developing and refining a robust registration and maintenance
process that is a cornerstone of SWIFT’s operations. During the industry consultation
conducted over the past several months, SWIFT has medified the proposed BIC LEI
Solution (separate and apart from the current BIC used for addressing messages on the
SWIFT network and identifying counterparties within those messages) to meet industry
and OFR requirements. The combination of DTCC and SWIFT would create a truly
global solution responsive to the needs of global firms and regulators alike.

DTCC’s Solution Meets OFR Criteria in the Statement

The capabilities of DTCC, combined with the capabilities of a Registration Authority
like SWIFT, directly responds to the requirements articulated by the OFR. DTCC notes
the following with respect to the criteria for the LEI Utility as set forth in the Statement:

(1) Be based on a standard developed and maintained via an international “voluntary
consensus standards body,” . . . such as the International Organization for
Standardization.

DTCC agrees that the LEI itself should be selected by the industry and must be
recognized globally, especially by the government or regulatory agencies charged with
the responsibility of monitoring systemic risk, as well as those financial institutions
deemed to be systemically important and those which will have significant transaction
and position reporting obligations.

4 BIC is an established International Standard (ISO 9362) used by financial entities around the world as a
network address and as an LEL
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While DTCC’s capabilities to gather and validate legal entity records can be used with
any numbering solution selected — DTCC itself has one of the industry’s several
commercial legal entity identifiers (the “AVID”) — DTCC strongly endorses the need for
a global ISO standard identifier to achieve the highest degree of global consensus. While
we are open to working with any Registration Authority and numbering methodology
selected by the industry and regulatory community, we are encouraged that SWIFT will
modify its BIC to create an LEJ for use in the LEI Utility. The BIC is an ISO standard
(ISO 9362) that is widely used in more than 200 countries as a network address and
entity identifier. Using an ISO standard will reduce costs, eliminate inefficiencies, and
increase automation.

(2) Be unique for each legally distinct entity, where each legal entity is assigned only one
LEI'which cannot be reassigned.

The current database maintained by Avox assigns and maintains the Avox identifier, or
AVID, as noted in this requirement. Should the BIC LEI be selected as the LEI Utility
standard, each BIC LEI would be unique, used in perpetuity and never reassigned to
another entity. In the event that an entity ceases to operate, a field in the database will
reflect this status but the BIC LEI assigned to that entity will never be reassigned to
another entity.

(3) Persist over the life of an entity regardless of corporate actions or other business or
structural changes.

The current database maintained by Avox assigns and maintains the AVID as the
Statement requires. Should the BIC LEI be selected as the LEI Utility standard, the BIC
LEI would have no built-in intelligence linking the composition of the BIC number itself
to some feature of the entity (e.g., its country/state of incorporation). Therefore
corporate actions and other events that do not change the identity of the entity will not
change the BIC LEIL

(4) Include minimal information about the entity in the identifier itself

We agree that the LEI Utility Record must be composed of two elements — minimum
identifying information about the entity and the actual identifier (in our proposal, the
BIC LEI). We agree that the actual BIC LEI should not contain information about the
legal entity itself. Further, we propose that the LEI Utility database core record should
initially contain only minimal information necessary to identify an entity uniquely, and
that the information should be able to be validated using publicly available sources. We
believe these fields include Registered Name, Operational Address and Jurisdiction of
Registration (plus, of course, the identification code under the scheme that is selected);
however, DTCC has the ability to support whatever the information regulators and the
industry ultimately decide to be the core fields. Other fields such as Record Creation
Date, Last Update or Review Date, Expiry Date, and Status are control fields that should
be included and are currently made available by Avox. Over time, and with the
agreement of the industry and regulators, additional information can be added to the
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public record. In addition, the LE] Utility could collect additional information as
required, such as Immediate Parent and Ultimate Parent, and provide that information to
regulators and others the regulators specify, but not make it available in the public LEI
database.

(5) Accommodate growth in the number of legal entities that need to be identified in the
Jull range of reporiing systems and to potential industry and regulatory innovations.

DTCC estimates that the LEI Utility would need to create and maintain approximately
2.5 million LEIs over the next two to three years. Because Avox already has 800,000
legal entity data records which it manages for over 30 global financial institutions today,
the expansion of the database to 2.5 million records and beyond within this timeframe
can be achieved readily. (Most numbering solutions, including the BIC, can readily
scale to have tens of millions of unique numbers.)

(6) Be available for all eligible markets participants, including but not limited to all
financial intermediaries, all companies that issue stock or debt listed on exchange, all
companies that trade stock or debi, infrastructure providers, all entities subject to
financial regulation, and firms affiliated with such entities.

The Avox database currently contains information on over 200,000 issuers. Issuers,
guarantors, fund managers, counterparties, obligors and others can be (as they are
already) added to the database either through the bulk submissions by large firms or by
self-registration as described above. Those agencies that currently assign numbers to
issues and issuers in large quantities, such as CUSIP and other National Numbering
Agencies, can submit their entity information into the LEI Utility in bulk for number
assignment and inclusion into the public database, just as large banks and broker/dealers
can submit their lists of entities of interest.

(7) Not be contractually restricted in use.

Currently, the core legal entity information contained in the Avox database is publicly
available free of charge and has limited usage restrictions placed on it. The LEI Utility
would have neither any usage restrictions placed on the use or distribution of the content
nor would there be any user/license/distribution fees. We propose to allow the LEI
Utility database to have search and download capabilities. We anticipate the utility will
be operated on a not-for-profit basis and that the costs would need to be recovered via a
cost recovery model developed in consultation with the OFR, regulators and the industry.
No fees would be placed on the consumers of the public database including vendors who
may redistribute the content with or without their own value-added services.

(8) Where possible, be compatible with existing systems, work across various platforms,
and not conflict with other numbering or identification schemes.

DTCC’s creation and maintenance of the LEI Utility database would be based on current
Avox capabilities which utilize standard technologies. The ability for the LEI Utility to
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accept a bulk submission of counterparties from a single client indexed by its own
internal identifiers enables it to append the selected LEI to each of the client’s records,
creating the mapping the client needs to report to regulators with minimal (if any)
internal development or ad hoc mapping required. Any systems development by the
client would be limited to translation in reporting interfaces rather than in a significant
number of internal applications. This procedure greatly lowers the costs and increases the
speed of compliance by the industry.

(9) Be readily accessible using secure and open standards.

DTCC and SWIFT are industry-owned cooperatives whose interest, through strong
corporate governance, is to operate for the good of the financial markets at large and not
to maximize profit. DTCC has proven capabilities to communicate with financial
institutions, and to process transactions and payments using a secure, redundant
infrastructure. DTCC will leverage its infrastructure for the LEI Utility, and work with
the financial community and other interested parties to develop input and output
specifications (which could be based on the current Avox specifications). At the same
time, DTCC will make publicly available the LEI Utility database through a standard
website with standard search and downloading functions.

(10) Be reliable and secure against corruption and misuse.

DTCC urges that information security should be a paramount feature of the LEI Utility
and the supporting system. DTCC itself has considerable experience in this respect. For
example, DTCC treats all of its data processing sites, networks, control centers and
business sites as a unified complex that is always accessible and, where feasible, actively
operates across multiple sites and environments. In support of DTCC’s businesses,
DTCC has multiple data center locations, including in-region and out-of-region sites
with state-of-the-art data replication technologies. All of DTCC’s US-regulated
subsidiaries (DTC, NSCC and FICC) meet the standards set forth in the “Interagency
Paper on Sound Practices to Strengthen the Resiliency of the U.S, Financial System” (the
“Interagency Paper™) that was published by the Federal Reserve, the Office of the
Comptroller of the Currency and the SEC in 2003. DTCC departments involve staff,
including Internal Audit, to verify the transaction data integrity and recovery of DTCC’s
broad suite of data applications. DTCC participates in industry-wide business continuity
tests, which involve the major financial institutions, as well as its own business
continuity and recovery exercises, conducted six times each year. DTCC has an
outstanding reputation for having strong governance standards, the highest levels of
integrity, a superior reliability record, and proven techniques that are time-tested to guard
against corruption and misuse of its services and facilities. DTCC would leverage these
capabilities as part of its solution.
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(11) Be capable of becoming the single international standard for unigue identification
of legal entities in the financial sector.

DTCC agrees that the LEI standard should be global, used by systemically important
financial institutions in every jurisdiction in the world to report transactions and
positions. In addition, as many of the systemically important financial institutions are
global firms operating in all leading market centers and across all asset classes, having
different solutions geographically or by asset class could place an undue burden on them
and would, at the least, significantly impair and delay systemic risk monitoring across
borders.

The governance structure of the selected organization(s) must provide the opportunity for
the financial institutions bearing much or all of the ultimate cost of the LEI Utility (the
systemically important firms) to have input into how it is operated.

DTCC and SWIFT are headquartered in the U.S. and Europe, respectively, and have
close working relationships with the financial institutions, many of whom participate
directly in the governance of the two utilities, and the regulators in both regions. The
support of these governing financial institutions and regulators will aid greatly in
achieving global consensus on the single international standard.

Avox originated in the United Kingdom and still has its core operations center there.
Avox has major clients in countries including Japan, Singapore, South Africa, Australia,
Germany, Canada, the United Kingdom and the United States. These clients will assist
with the proliferation of the LEL

Conclusion

The need for a universal LEI is clear. The inability of regulators to be able to quickly,
confidently and consistently identify parties to transactions across all the markets hinders
their ability to evaluate systemic risk and take appropriate corrective steps. Going
forward, regulators will be charged with gathering data originating from markets and
processing systems that are geographically dispersed, and assessing the risks to specific
firms and to the financial markets more generally.

DTCC has the capabilities, the governance, the operating scale and the desire to become
an integral part of creating and maintaining a global LEI Utility. For the past six months,
DTCC has been meeting with regulators, industry groups, subject matter experts, and
financial firms to help shape its approach for a global solution that will be acceptable to
regulators and financial firms. Behind the highlights outlined in this response are more
in-depth plans on how the LEI Utility could be established, operated, funded, and
governed. We have begun to share many of these in-depth ideas with industry
participants and are committed to a process of further development based on industry
feedback. We look forward to participating in all future discussions about this initiative.
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We appreciate the opportunity to comment on the Statement and provide the information
set forth above. Should you wish to discuss these comments further, please contact me at
(212) 855-2727 or whodash@dtce.com.

Regards,

William Hodash
Managing Director
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Via Agency Website & Courier

February 7, 2011

David A. Stawick, Secretary

Commodity Futures Trading Commission
1155 21st Street, N.W.

Washington, D.C. 20581

Re:  Swap Data Recordkeeping and Reporting Requirements (RIN 3038-AD19)

Dear Mr. Stawick:

The Depository Trust & Clearing Corporation (“DTCC”) appreciates the opportunity to
provide comments to the Commodity Futures Trading Commission (“CFTC” or
“Commission™) on its proposed regulation regarding swap data recordkeeping and
reporting (“Proposed Regulation” or “Proposed Rule”) under the Commodity Exchange
Act (“CEA”)." DTCC’s comments are provided with the goal of assisting the
Commission in assessing how best to bring increased transparency and oversight to over-
the-counter (“OTC™) derivatives markets.

SUMMARY OF RESPONSE

DTCC supports the Commission’s efforts to establish a comprehensive framework for
the regulation of swaps, including the reporting of all swaps to a swap data repository
(“SDR”). DTCC also commends the Commission’s staff for addressing a very technical
and complicated subject in a thorough and thoughtful manner and appreciates the
invitation to comment.

One of the primary purposes of SDRs and the statutory requirement that all swaps be
reported to SDRs is to assure that the Commission has complete and timely transparency
into the U.S. swap markets, as well as the global swap trading activity of U.S. persons.
As evidenced by past performance, DTCC fully supports this goal and is committed to
assuring that the Commission achieves this transparency through SDRs that maintain
complete and accurate data on all swaps throughout their respective transaction lives.
DTCC currently offers such transparency to the Commission for credit default swaps.

! See Swap Data Recordkeeping and Reporting Requirements, 75 Fed. Reg. 76,574 (December 8, 2010).

Subsidiaries:

The Deposttory Trast Company

National Securities Clearing Corporation
Fixed Income Clearing Corporation
DICC DariyfSERV LLC

DTCC Soltions LEC
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As the global repository for credit default swaps (containing over 95% of all such swaps
worldwide, capturing over 98% of all current global trading activity and centrally
processing life cycle events for the bulk of these transactions), DTCC has worked closely
with U.S. and non-U.S. authorities, at their request, to provide credit default swap
information. DTCC has (i) responded to over 100 requests globally from 23 different
regulators and other authorities, and (ii) established an on-line regulator portal, currently
“live” with 19 regulators and other authorities globally, permitting queries of data to
which the regulator is entitled pursuant to the guidelines developed by the global OTC
Derivatives Regulators Forum (“ODRF”) on which the Commission sits. (DTCC is also
developing additional electronic interfaces with other U.S. and non-U.S. authorities.)
The DTCC credit default swap repository data includes both detailed transaction level
data for all swaps in the repository and the resulting position data. Regulators and other
authorities using the data have viewed it as complete and accurate for purposes of market
surveillance and risk oversight functions. DTCC offers the Commission a standing
invitation to take advantage of current services and to further discuss additional
electronic interfaces.

There is a significant concern that the Proposed Regulations have the potential to
inadvertently frustrate the public purpose of regulatory reporting under the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act™)?
Specifically, DTCC is concerned that in going beyond specifying what data needs to be
reported by when and setting forth standards for data maintenance — but also specifying
how such data should be reported and by whom — the Commission risks a number of
unintended, adverse results, including:

= receiving an incomplete set of data on swaps over their transaction lives, such
incompleteness could adversely affect the Commission’s market surveillance
function, among others;

= receiving lesser quality (i.e., less reliable) data when higher quality (i.e., more
reliable) data is readily available; and

= imposing unnecessary costs and burdens on reporting entities, as well as their non-
reporting counterparties, such as fiduciary money managers and end users, with
whom SDRs are obligated to confirm the accuracy of reported data.?

This potential for unintended, adverse results is exhibited in several aspects of the
Proposed Regulations, discussed in further detail below. As a general matter, however, it
is important to note that, as an industry governed utility with both buy- and sell-side
firms represented on its governing bodies, DTCC is aware that market participants