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LEGISLATIVE PROPOSALS
REGARDING DERIVATIVES

Wednesday, February 14, 2018

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
SECURITIES, AND INVESTMENT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:19 p.m., in room
2128, Rayburn House Office Building, Hon. Bill Huizenga [chair-
man of the subcommittee] presiding.

Present: Representatives Huizenga, Hultgren, Wagner, Poliquin,
Hill, Mooney, Davidson, Budd, Hollingsworth, Maloney, Sherman,
Lynch, Scott, Himes, Foster, Sinema, Vargas, Gottheimer, and
Gonzalez.

Also present: Representatives Lucas and Luetkemeyer.

Chairman HUIZENGA. The committee will come to order. And
without objection the Chair is authorized to declare a recess to the
committee at any time.

This hearing is entitled, “Legislative Proposals Regarding De-
rivatives.”

I now recognize myself for 4 minutes to give an opening state-
ment.

Derivatives are financial instruments or contracts with prices or
terms of payments derived directly from the value or performance
of another asset or commodity. They are primarily used to manage
risk. While derivatives have long been used to manage risks re-
lated to the pricing of goods such as produce and livestock, they
have become increasingly more complex over time.

Nowadays corporations including industrial and financial firms
use derivatives to hedge their exposure to risks such as the
changes in prices of commodities or fluctuations in currencies, in-
terest rates, or underlying equity securities.

As of June 2017, the notional amount of outstanding over-the-
counter (OTC) derivatives contracts were $542 trillion with a gross
market value of $13 trillion.

The Securities and Exchange Commission (SEC) and the Com-
modities Futures Trading Commission, CFTC are the regulators
charged with supervising the trading of derivatives. The regulation
of the derivatives market changed drastically in response to the
2008 financial crisis.

Title VII of the Dodd-Frank Act restructured the derivatives
market to more closely resemble the market for listed securities
and listed futures tradings. The reforms included mandatory clear-
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ing for certain swaps and increased data disclosures meant to pro-

mote greater market liquidity and transparency. However, despite

these well-intentioned reforms Title VII of the Dodd-Frank Act has

iesulted in a fragmented regulatory scheme of the derivatives mar-
et.

Perhaps the largest criticism of Title VII is, one outlined in the
recent Treasury report on Capital Markets, the lack of clarity pro-
vided to the SEC and the CFTC on how they should propose and
issue their rules. Title VII bifurcated the regulatory jurisdiction
over swaps. The CFTC oversees interest rate swaps, indexed credit
default swaps, foreign exchange swaps, certain types of equity
swaps, and other commodity swaps.

The SEC oversees the security-based swap market. While the
CFTC has finalized their swaps rule, the SEC has yet to finalize
their regulations for registration and regulation of security-based
swaps, dealers trade reporting, mandatory central clearing of
standardized security-based swaps, and trade execution require-
ments.

This incomplete and disjointed regulatory structure has resulted
in discrepancies between the SEC and the CFTC’s interpretations
of Title VII, making it difficult for market participants to comply
with these inconsistent regulations.

One of the proposals before us today would require that the
CFTC and SEC harmonize their over-the-counter swaps rules to
provide necessary clarity to the market.

It is encouraging to hear SEC Chairman Clayton say that the
SEC and the CFTC are already moving in this direction. In a re-
cent speech he said, quote, “we are seeking to harmonize our ulti-
mate securities-based swap rules with the CFTC where appro-
priate, to increase effectiveness as well as reduce complexity and
cost. This requires deliberate and constructive, and current engage-
ment with our CFTC brethren which I am pleased to report is well
underway,” close quote.

The other proposals before us today fix many of the market irreg-
ularities that exist in today’s derivatives markets. I would like to
thank my friend and chairman of our Financial Institutions Sub-
committee, Representative Luetkemeyer for introducing a bill that
would require the appropriate Federal banking agencies to recog-
nize initial margin in the firm’s leverage ratio calculation.

The other proposals include drafts to help provide relief for de-
rivatives end-users, clarify the relief from mandatory clearing
availability to centralized Treasury units of non-financial affiliates,
and exempt swap transactions between affiliated entities from the
swaps rules, clarify the definition of financial entity, excluding
hedging swaps from the swap dealer de minimis threshold, provide
clarity regarding the de minimis exception, annual thresholds for
swap dealers and security-based swap dealers, clarify the definition
of financial end-user as it applies to parent and holding companies,
and exclude non-U.S. regulated funds from the definition of, quote,
“a United States person.”

As we address these current legislative proposals, it is important
to note that derivates are a vital part of the healthy functioning
of our global economy. Companies of all sizes in Michigan and
across the United States use derivatives to better manage the risks
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that they face every day. Derivatives help to ensure that prices are
stable and that customers are not subject to immense market fluc-
tuations.

We must work to ensure that the derivatives market is appro-
priately regulated and is working efficiently to benefit Main Street
investors.

And with that I will yield to the gentlelady from New York for
her 5 minutes for an opening statement.

Mrs. MALONEY. I thank the Chairman for holding this important
hearing and welcome all of our guests today, particularly my
former colleague and friend Ken Bentsen, always a pleasure to see
you.

This hearing will examine 11 different derivatives bills. While I
have never believed that Dodd-Frank was perfect, I think it is im-
portant to remember why Dodd-Frank created a regulatory regime
for derivatives in the first place.

Derivatives played a central role in the financial crisis. They
turned losses on sub-prime mortgages in the U.S. into a global fi-
nancial crisis, allowed financial institutions to take on excessive
risks, and created dangerous connections between financial institu-
tions that spread and amplified risk across the entire financial sys-
tem.

It was derivatives that brought down AIG, a 90-year-old company
that was one of the largest financial institutions in the world. Tax-
payers were forced to spend $180 billion to bail out and restructure
AIG which failed because of risky, unregulated gambling on credit
default swaps.

This is why Fed Chairman Ben Bernanke testified and I quote,
“making derivatives safer is very important, part of solving Too Big
to Fail and preventing another financial crisis.”

Dodd-Frank created a comprehensive regulatory regime for de-
rivatives so that they would never bring down the financial system
again.

Under Title VII of Dodd-Frank, over-the-counter derivatives are
now regulated by the CFTC and the SEC. Standardized derivatives
have to go through central clearinghouses, trade on transparent ex-
changes, and be reported to regulators.

Financial institutions have to hold appropriate capital against
their derivatives, and have to post collateral on their derivatives
every single day. This is all contributive to a derivatives market
that is vastly safer than it was before the crisis. But Congress did
recognize that lots of companies use derivatives to hedge their day-
to-day risks and not to take speculative bets. That is why Dodd-
Frank specifically exempted these companies which are known as
end-users of derivatives from many of the new regulations in the
bill.

When sufficient evidence was presented to this committee that
end-users were being inadvertently swept up in the regulatory re-
gime intended for big banks and hedge funds, this committee acted
on a bipartisan basis to tweak the law to protect end-users. That
bill ultimately was signed into law. I remember it well because it
was attached to the Terrorism Risk Insurance Act, a bill that was
very important for New York City, the area I represent.



4

Congress also acted on a bipartisan basis to clarify when certain
derivates trades between affiliates of the same company could be
exempt from some of the Dodd-Frank rules. And Congress made
these changes because we wanted to ensure that derivatives re-
mained available for the end-user companies that rely on deriva-
tives to hedge their day-to-day risks. But these were technical fixes
that were identified immediately after Dodd-Frank passed and
were intended to help legitimate commercial end-users.

Any additional changes to Dodd-Frank’s derivatives rules needs
to satisfy, in my opinion, a high burden of proof for me to support
rolling back rules on the derivatives market just because they are
inconvenient for some institutions. There needs to be a real, con-
crete problem that is both significant and unintended in order for
me to support further changes to Dodd-Frank’s derivatives rules.

I look forward to hearing and learning today from the testimony
of the board here today and from my colleagues.

I yield my remaining time to my esteemed colleague from the
great State of California, Mr. Sherman.

Mr. SHERMAN. Thank you.

Dodd-Frank was written in this room. It did not come down to
us from Mount Sinai. I am open to changes and at the same time
we need a secure financial system.

As the Chairman points out the purpose of derivatives is to allow
an investor or other end-user to shift risk. Most of the time we
shift risk, we call that an insurance contract. We need to make
sure that whenever derivatives are issued, wherever someone is as-
suming risk that they can handle that risk and that there is no
possibility of a bail-out, or even worse yet a telephone call from
Wall Street saying we had better bail out the issuer of that deriva-
tive or the entire economy goes down.

AIG was in the insurance business and all of their subsidiaries
seemed to have weathered the crisis except for the only one that
was not regulated as an insurance company. That entity assumed
risk, didn’t have adequate reserves, and I yield back.

Chairman HUIZENGA. The gentlelady’s time has expired.

And at this point the Chair now recognizes the gentleman from
Illinois Mr. Hultgren, the Vice Chairman of the subcommittee.

Mr. HULTGREN. Thanks, Chairman Huizenga. Thanks for holding
this important hearing. It is not often that we get the opportunity
for an in-depth discussion of derivatives issues despite our com-
mittee maintaining some jurisdiction over derivatives.

It is important for us to identify opportunities to provide relief
from Dodd-Frank and Basel regulatory framework, if it means low-
ering cost for companies simply interested in managing their mar-
ket risks.

As a former member of the House Agriculture Committee under
Chairman Lucas, we used to have more regular opportunities to
deal with these issues, but I do know how important it is for com-
panies in my district and especially in Chicago to be able to effec-
tively manage their market risk.

We shouldn’t have regulator impediments that discourage legiti-
mate hedging strategies. We want our markets to function in a way
that allow for opportunities to lower overall costs.
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I am very encouraged by a number of legislative proposals under
consideration today, I am a co-sponsor of Chairman Luetkemeyer’s
bill calling for a narrow but practical change in the supplementary
leverage ratio.

I have also received positive feedback from my constituents on a
number of draft bills under consideration, such as relief from the
credit valuation adjustment, amending the definition of financial
entity, and relief from mandatory clearing for centralized Treasury
units that I hope to learn more about today.

Thanks, Chairman. And I yield back.

Chairman HUIZENGA. The gentleman yields back.

I would like to address also the participation in the sub-
committee hearing today and without objection any member from
the Financial Services Committee is permitted to participate in to-
day’s subcommittee hearing.

Misters Luetkemeyer and Lucas are members of the Financial
Services Committee and we appreciate their interest in this impor-
tant topic.

Today we welcome the testimony of Kenneth Bentsen, Jr., Presi-
dent and CEO of the Securities Industry and Financial Markets
Association, also known as SIFMA; Thomas Deas, who is Chairman
of the National Association of Corporate Treasurers on behalf of
the Coalition for Derivatives End-Users; Mr. Andy Green, Man-
aging Director of Economic Policy for the Center for American
Progress; and Scott O’Malia, Chief Executive Officer, International
Swaps and Derivatives Association, ISDA.

We appreciate your time and attention to this. Each of you will
be recognized for 5 minutes to give an oral presentation of your tes-
timony. Without objection, each of your written testimonies will be
made part of the permanent record as well.

So with that, Mr. Bentsen, you are recognized for 5 minutes.

STATEMENT OF HON. KENNETH BENTSEN, JR.

Mr. BENTSEN. Thank you, Chairman Huizenga and Ranking
Member Maloney and members of the committee. I appreciate the
opportunity to testify on Title VII of Dodd-Frank.

As was pointed out, Title VII created a new regulatory regime for
derivatives or swaps. SIFMA believes the key pillars of this regime,
transparency requirements, central clearing, and capital and mar-
gin 11"equirements are beneficial to the market and should remain
in place.

But we are concerned that some of the regulations go beyond
what is necessary to achieve Title VII’'s core objectives and may
even conflict with other regulations. It is important for policy-
makers to evaluate these issues including Congress.

I would like to offer SIFMA’s view on four pieces of legislation
being considered by the committee.

First, inter-affiliate transactions are for centralized risk manage-
ment between affiliated counterparties within a firm as they serve
their clients. Inter-affiliate transactions don’t raise system risk con-
cerns because they don’t create new exposure outside the corporate
group or increase interconnectedness between third parties.

We are concerned that U.S. banking regulators have incorrectly
and uniquely imposed initial margin requirements in such trans-
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actions, whereas the CFTC and other jurisdictions have not. Some
SIFMA members report that they are locking up more margin for
risk reducing inter-affiliate transactions than they are collecting
from third parties. These requirements discourage prudent risk
management strategies and make it more challenging to provide
hedging solutions for end-user customers.

This also locks up capital that firms could allocate to invest in
the broader economy. We believe that a logical solution would be
to exempt inter-affiliate swaps from initial margin, mandatory
clearing, and mandatory trading requirements so long as they are
part of a centralized risk management program and remain subject
to variation margin and trade reporting requirements.

SIFMA currently supports legislative measures to fix the treat-
ment of inter-affiliate swaps. We believe that any such measure
should apply consistently across all U.S. regulators.

Second, Title VII's distinction between swaps and security-based
swaps did not accurately reflect market practice and the jurisdic-
tional split between the CFTC and the SEC has posed challenges.

Despite efforts by the agencies to coordinate and harmonize the
requirements, important differences remain. Some areas where
more work is needed include reducing conflicts with other legal re-
gimes. For example, the SEC has adopted certification and legal
opinion requirements relating to the SEC’s access to a non-U.S.
dealer’s books and records which create conflicts with foreign laws
that the CFTC has sought to avoid.

Second, following consistent international standards for margin
and reporting requirements which helps promote a level playing
field and efficient coordination among regulators. And third, recog-
nizing instances where satisfying another regulator’s requirements
would achieve a comparable outcome while avoiding overlapping
regulations.

The SEC and CFTC should look for more opportunities to lever-
age each other’s rules for dual registrants.

We support recent efforts to consider additional harmonization,
such as indicated in the recent speeches by Chairmen Clayton and
Giancarlo, and look forward to contributing to this dialog.

We also encourage coordination between market regulators and
banking regulators especially on capital and margin.

Third, completely risk-insensitive leverage capital measures such
as the supplemental leverage ratio are becoming binding capital re-
straints for many banking organizations. As a result, the amount
of required capital is increasingly unrelated to the level of risk
taken. This could lead to insufficient or excess capital levels de-
pending on the prevailing economic conditions.

One particular problematic area is the SLR’s (supplementary le-
verage ratio) treatment of centrally cleared derivatives. When a
firm clears derivatives for a client, the firm guarantees the client’s
obligations to the clearinghouse, collects initial margin from the cli-
ent to securities obligation, and segregates that margin. Although
this initial margin largely offsets exposure to the client and the
clearing firm, the clearing firm cannot use the margin to fund its
business. The SLR does not recognize an offset for the initial mar-
gin.
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Because the SLR requires clearing firms to hold capital against
client exposures far in excess of the risk, it discourages client clear-
ing. This incentive runs counter to Dodd-Frank’s mandate to pro-
mote clearing.

SIFMA supports H.R. 4659 as it would deduct client provided ini-
tial margin on cleared derivatives from the leverage exposure for
the clearing firm and it requires amendments to the capital rules
to reflect this change. This is one of several changes policymakers
should consider with respect to the SLR.

Last, Title VII exempts a person from being deemed a swap deal-
er if the person engages in only a de minimis quantity of swaps
connected to its dealing activity.

When the CFTC and the SEC initially adopted rules imple-
menting these provisions, they did not have data to sufficiently in-
form the process. They therefore set their de minimis thresholds
conservatively with automatic reductions over a period of time ab-
sent a rulemaking.

We have concerns that decreasing the de minimis threshold
would reduce the number of market participants willing to deal in
swaps within commercial end-users. Such an outcome would reduce
liquidity and concentrate swaps with larger institutions.

We believe that the changes to the de minimis threshold must
be supported by robust data and we support the CFTC’s recent
order providing for additional time to make informed decisions on
this issue.

Thank you for the opportunity to present our views. And I look
forward to your questions.

[The prepared statement of Mr. Bentsen can be found on page 36
of the appendix.]

Chairman HUIZENGA. We can tell Mr. Bentsen is an expert wit-
ness. He is turning back time and the Chairman can’t even jam it
all in, in the time allotted, so way to go.

With that, Mr. Deas, you are recognized for 5 minutes.

STATEMENT OF THOMAS DEAS

Mr. DEAS. Good afternoon, Chairman Huizenga, Ranking Mem-
ber Maloney, and members of the subcommittee, I am Tom Deas,
Chairman of the National Association of Corporate Treasurers,
which is a member of the Coalition for Derivatives End-Users. Our
coalition represents hundreds of end-user companies across the
country that employ derivatives to manage day-to-day business
risks.

I would like to thank you all for doing so much to protect Main
Street companies from undue burdens of financial regulations. We
support the transparency that the Dodd-Frank Act attempts to
achieve in the derivatives market. We also believe it is sound policy
and consistent with the law to exempt end-users from provisions
intended to reduce the inherent riskiness of swap dealers’ activi-
ties, but which can increase end-users’ cost and make our risk
management activities prohibitively expensive.

As you consider potential changes to Dodd-Frank and its imple-
menting regulations, I want to assure you that end-users com-
prising less than 10 percent of the derivatives market are offsetting
business risk, and not creating new financial ones.
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We support legislative changes to address, first, bill No. 2 on the
agenda related to capital charges. A bipartisan consensus has clari-
fied that commercial end-users are exempted from having to post
cash to margin their derivatives positions. However, U.S. pruden-
tial banking regulators are requiring swap counter-parties they
regulate to hold extra capital against end-users on margin trades.

This effectively negates the exemption with an equivalent eco-
nomic cost that end-users must bear. This credit valuation adjust-
ment not only adds costs that can make hedging business risk too
expensive but places American companies at a competitive dis-
advantage compared to their European and other foreign rivals
whose regulators have exempted their end-users from this burden
in recognition that their derivatives are reducing overall economic
risk.

Next, bill No. 3 on the agenda, the financial entity definition.
The coalition believes that end-users employing derivatives to re-
duce their business risk should not be unduly burdened with regu-
lations intended for those running open books of positions such as
swap dealers.

The unifying characteristic for the end-user exemption should be
the exact matching of a derivative with an underlying business ex-
posure, not whether the end-user is engaged in certain activities
which might be considered financial in nature.

Take a real estate company which owns and manages factory
buildings and supporting infrastructure and leases them to manu-
facturers. If this company is organized as a real estate fund it is
characterized as financial. And under the current rules, it cannot
hedge its business exposures in the derivatives market without
being subject to the full range of regulations applied to financial
counterparties.

We support proposals that would follow European, Canadian,
and other foreign regulators that have set thresholds for financial
activity below which companies would be treated as commercial
end-users.

Now finally, relating to bills No. 4 and 5 on the agenda, on inter-
affiliate exemption and centralized Treasury units, end-user treas-
urers have long widely used the accepted risk reduction techniques
of netting exposures within our corporate group so we can reduce
derivatives outstanding with banks.

We use centralized Treasury units (CTUs) as the hub for netting
out opposite-way inter-affiliate derivative transactions to achieve
this reduction in outstanding hedges. These CTUs allow us to cen-
tralize control and compliance supervision across often far-flung
corporate groups. However, the commercial end-user exemption
needs legislative clarification to ensure it applies to CTUs and the
inter-affiliate derivatives centralized through them so they are not
subject to mandatory clearing and the requirement to post margin
for these internal notional derivative positions.

In conclusion, end-users employ the OTC derivatives market for
the efficient transmittal of risk from where they incur it to where
they can match and offset it with a swap dealer. Undue regulatory
costs along the way, including those placed on our financial inter-
mediaries are ultimately borne by the end-user.
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In our world of finite limits and financial constraints, these unin-
tended economic burdens on end-users represent a direct dollar for
dollar subtraction from funds that we would otherwise use to ex-
pand our plants, to build inventory, to support higher sales, to con-
duct research and development, and ultimately to sustain and we
hope grow jobs.

I noted in my written testimony, specifics of these concerns along
with suggested remedies and will do my best to answer questions
you may have.

Thank you again for your attention to end-user companies.

[The prepared statement of Mr. Deas can be found on page 43
of the appendix.]

Chairman HUIZENGA. Thank you for your testimony.

With that, Mr. Green, you are recognized for 5 minutes.

STATEMENT OF ANDY GREEN

Mr. GREEN. Thank you, Chairman Huizenga, and Ranking Mem-
ber Maloney, for the opportunity to testify in this important topic.

The derivatives market is a vital avenue for financial and non-
financial companies to prudently hedge the risks they face. Today’s
roughly $550 trillion swaps market may not directly impact the
day-to-day lives of the average American, but a severe disruption
in the market can have knock-on effects impacting the real econ-
omy.

The unregulated swaps market was at the heart of the 2007,
2008 financial crisis, which cost 8.7 million Americans their jobs,
10 million families their homes, and helped eliminate 49 percent of
the average middle-class family’s wealth compared to 2001 levels.

Thanks in part to the unregulated swaps market, financial dis-
tress in one company quickly reverberated throughout the financial
system. AIG is the only most commonly discussed example, but
every other major Wall Street dealer bank faced major threats from
margin calls and the risk of knock-on losses arising from swaps.

Nor was the 2008 financial crisis the first time swaps markets
created major challenges. Long-Term Capital management, Enron,
Amaranth, Gibson Greeting Cards, Proctor and Gamble, Orange
County, all got themselves in trouble in one way or another from
the OTC swaps market, negatively impacting investors, market
participants, financial stability, and taxpayers.

In the wake of their devastation brought by the financial crisis,
Title VII of Dodd-Frank sought to bring stability, transparency,
and competition to the swaps market. Nearly 8 years since Dodd-
Frank was signed into law, with the exception of the SEC, the
swaps regime is operational and working. And it is benefiting the
real economy.

In just one study, the Bank of England found in the U.S. total
execution costs for day-to-days were reduced by about $7 million to
$13 million a day for SEF-mandated swaps.

With reform showing positive results in the large investment and
operations and compliance systems already made by firms, any leg-
islative proposal should have to overcome a heavy burden in favor
of maintaining what is working.

Financial regulatory changes also need to be considered as a
whole. For example, FSOC’s designation process which helps to re-
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duce the risks that non-bank financial firms create knock-on effects
across markets.

The Office of Financial Research monitors and investigates the
risks across the financial system. And other regulatory protections
such as bank capital, liquidity, and the Volcker Rule which prop-
erly distribute risk and focus firms’ activities on the real economy
appear under threat. To the extent that these tools are dialed back,
it places even more strain on any weaknesses that may emerge in
the derivatives markets.

Unfortunately, the bills presented today all appear to press in
the wrong direction. A persistent theme in them is to extend the
scope of commercial end-user treatment to entities and activities
that are financial in nature. This violates the basic bargain, that
strong regulatory protections cover the market which is dominated
by financial firms, and that special treatment can be accorded the
relatively small number of commercial entities.

To draw an analogy to public health, a small number of people
can avoid being immunized and still remain protected by the
broader use of a vaccine, but if that group becomes too large, every-
one is put at risk, especially those people who actually cannot be
immunized.

To the extent that any of the bills today embody specific concerns
by market participants, far more needs to be done to study specifi-
cally identified challenges.

To facilitate accurate analyses and broad-based consensus on
these questions, far more market and institutional data, including
at the subsidiary level, must be made available to, and usable by
the public.

Last, policymakers should avoid falling victim to the argument
that reducing regulation will enhance competition and benefit end-
users or the real economy. Financial markets have a tendency to-
ward rent-seeking behavior which comes at the expense of the real
economy.

Regulatory standards are required to ensure transparency and
competition which benefit those that utilize those markets, small
and medium-size enterprises, family farmers, manufacturers. En-
ergy and commodity companies are far better served by a simple,
robustly regulated market where prices are transparent and com-
petition is meaningful.

I have addressed the special proposals today in my written com-
ments and in the interest of time will stop here. I look forward to
taking your questions. Thank you.

[The prepared statement of Mr. Green can be found on page 50
of the appendix.]

Chairman HUIZENGA. Thank you.

And with that Mr. O’Malia you are recognized for 5 minutes,

STATEMENT OF SCOTT O’'MALIA

Mr. O’MALIA. Chairman Huizenga, Ranking Member Maloney,
and members of the committee on behalf of the International
Swaps and Derivatives Association and its 900 member firms, I
would like to thank the committee for holding this timely hearing
to discuss potential adjustments to the regulatory regime of the de-
rivatives market.
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I am pleased to offer my written testimony where I have ad-
dressed in great detail my observations regarding the progress that
has been made to implement Dodd-Frank, the important initiatives
taken by ISDA and its membership to develop mutualized solutions
to optimize implementation of the rules, and then more specific rec-
ommendations on the legislation before this subcommittee.

The implementation of Dodd-Frank and the related margin in
capital rules have made the financial market more transparent,
more resilient and have reduced systemic risk.

Over the past 7 years, ISDA and our members have made signifi-
cant progress in implementing the regulatory agenda. Today trade
data on derivatives is now required to be reported to SDRs and
fully accessible to regulators. Nearly 88 percent of interest rate de-
rivatives and 80 percent of CDS Index notional trade in 2017 is
centrally cleared. More than half of all interest rate derivatives in
the U.S. were traded on an electronic platform in 2017.

Globally significant banks have added $1.77 trillion in Tier 1
capital to their balance sheets since 2009 and further increases are
contemplated.

Nearly $1 trillion of collateral has been posted by counterparties
with the 20 largest market participants to back the risk of the non-
cleared swaps and we are only halfway through that process.

It is important to stress that we are in no way advocating for a
roll-back of this progress. However, with any regulatory reform of
this size and this scope we are bound to find areas where antici-
pated outcomes and the actual results don’t align, creating
redundancies, higher costs or areas for improvement. And we be-
lieve these improvements could be made to the current regulatory
regime by focusing on three broad areas.

First, harmonizing regulatory requirements; second, reducing
operational complexity and cost; and third, providing regulatory re-
lief to market participants, small market participants and end-
users.

Let me begin by discussing the need for greater regulatory align-
ment.

As we all know, both the CFTC and the SEC have oversight over
parts of the swap market. Ideally we would have an effective iden-
tical requirement for the market segments the two agencies over-
see. However, such an outcome has proven to be difficult to achieve
in practice. As a result, ISDA recommends that the CFTC and the
SEC develop a more holistic solution, a safe harbor approach to ad-
dress these issues.

Under such an approach, market participants in compliance with
the CFTC rule sets for swaps including business conduct, capital
and margin would be granted a safe harbor from the same rules
sets issued by the SEC and vice versa. To be clear, in either case
the derivative activity would be thoroughly regulated.

Most importantly, the safe harbor approach does not contemplate
the relinquishment of the agencies’ respective authorities or juris-
diction. Both commissions would retain anti-fraud and anti-manip-
ulation enforcement authority and the respective Congressional
committees would retain their legislative and regulatory oversight.

One final word on this matter, while it has taken significant
work between the U.S. and Europe to find a solution to recognize
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one another’s clearing and trading rules, it would be quite remark-
able if we were able to achieve a determination with a foreign gov-
ernment but not within our own.

Turning now to a second area where greater global regulatory
harmonization is needed and that is the treatment of inter-affiliate
transactions under the margin rule.

My former colleague, Chairman Gary Gensler, explicitly recog-
nized the benefits of such transactions when providing an exception
from the clearing requirements. This position enjoyed bipartisan
support on the commission. His successor, Tim Massad, further me-
morialized the CFTC position by providing an exemption from the
initial margin requirements which are consistent with policies in
the EU and Japan.

Now the rules promulgated by the U.S. prudential regulators
however do not provide such an exemption and disadvantage cer-
tain firms doing business in the U.S. and abroad. The legislation
being discussed today would remedy this disparity.

Moving on to my second theme is reducing operational com-
plexity and cost. I can think of no better example than the treat-
ment of margin under the supplemental leverage ratio require-
ments. In its current form the leverage ratio acts to dis-incentivize
central clearing adding to cost of banks to provide this service. This
perverse impact has been highlighted by numerous policymakers
over the past several years.

This is not a partisan issue. CFTC chairmen under two separate
administrations have raised these concerns. It runs counter to the
objectives of the G20 as implemented by Congress in Dodd-Frank
and to encourage centralized clearing.

Now the final broad area which I will discuss is providing relief
to small market participants and end-users.

ISDA believes that Congress can have an immediate impact on
this. We applaud the committee’s focus to address the un-level
playing field created the Credit Value Adjustment providing a tech-
nical fix to the exemption of centralized Treasury units and ending
the uncertainty over the CFTC’s swap dealer de minimis threshold.

As noted earlier, ISDA and its members support a safe and effi-
cient market and we have worked hard to implement the regu-
latory reforms to increase transparency and mitigate systemic risk.

ISDA looks forward to working with Congress, the U.S., and
international regulators to develop solutions to further strengthen,
simplify, and harmonize the regulatory framework.

Thank you very much.

[The prepared statement of Mr. O’Malia can be found on page 78
of the appendix.]

Chairman HUIZENGA. Thank you.

At this time I would like to recognize myself for 5 minutes.

Real quickly and this wasn’t in the oral testimony but in written
testimony. We saw Mr. Green compare the different rules from dif-
ferent agencies as different types of transportation modes having
different types of safety rules. It seems to me that it might be the
same highway but we now have the State police setting truck
speeds and safety rules, and while the county sheriff is setting ve-
hicle speeds, private vehicles speeds on those same highways and
roadways.
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Mr. Bentsen and Mr. Deas, and maybe Mr. Deas first, how are
these end-users generally different from other participants in the
OTC derivatives markets and did the derivatives activity by end-
users contribute to this financial crisis that we had seen pre-
viously?

Mr. DeAs. Thank you, Mr. Chairman. The fundamental dif-
ference between end-users and the other participants in the market
is that to qualify as an end-user you must be matching a derivative
exactly as to timing, amount, currency, whatever the characteris-
tics may be with an underlying business exposure.

So the exposure of the day-to-day business risk and the deriva-
tive are matched and they offset each other exactly. Whereas swap
dealers are maintaining an open book, at times that book doesn’t
balance and positions going one way may exceed those going an-
other way, and so, that they incur through that imbalance a risk,
and it is proper we think that there be appropriate capital and
other charges related to those risks.

End-users comprise less than 10 percent of the derivatives mar-
ket and did not contribute to systemic risk.

Mr. BENTSEN. I guess I would just add, this is a little bit of a
dilemma inherent in the U.S. regulatory framework that this com-
mittee and its predecessor committees have dealt with over the
years where you have products that are providing the same func-
tion but are differentiated by legal definition, and you run into a
situation of functional regulation which is the U.S. framework that
we have in place.

In our mind it doesn’t make a lot of sense for regulators to have
differing regulation for the same product just because of the legal
definition. It actually seems, in our mind, to run counter to what
has been at the top of the house at the U.S. in multiple administra-
tions, in the agreements that are worked out amongst the G20 and
the Pittsburgh Principals of having harmonization across jurisdic-
tions, particularly in what is a global marketplace.

So I think those different enforcement schemes are not nec-
essarily the best approach.

Chairman HUIZENGA. So ultimately you believe the inconsist-
encies have affected compliance and—

Mr. BENTSEN. It creates fragmentation—

Chairman HUIZENGA. Fragmentation—

Mr. BENTSEN. Yes, it creates fragmentation in what is a global
market and it affects everything from execution, price, and avail-
ability.

Chairman HUIZENGA. And not in a beneficial way I think is—

Mr. BENTSEN. No, we have seen that some of our buy-side mem-
bers have done surveys where they have seen cost and execution
go up, the number of entities who are willing to provide clearing
services go down. And then even in the cross-border realm where
we have seen fragmentation in markets which reduces liquidity,
which we don’t think is a good thing.

Chairman HUIZENGA. Ultimately do you believe the CFTC should
be granted the authority to issue the fees on derivatives? That is
something that has been proposed in the budget by the White
House, and I am curious how it would affect market participants
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and liquidity in the marketplace, maybe have you address that, Mr.
O’Malia? Mr. O’Malia, if you want to go first?

Mr. O'MALIA. Thank you. This proposal has come up time and
time again in different forms and in different administrations. And
each time it has been rejected because it adds to the cost of risk
]I;lacilagement. We don’t support the fees that are proposed in the

udget.

Chairman HUIZENGA. Neither does Mr. Giancarlo.

I don’t know if Mr. Bentsen—

Mr. BENTSEN. I think Scott makes a fair point. I think what is
in—and Chairman Giancarlo did come out against this the other
day. And there’s the question of how you would let—in some cases
you could have a fee that exceeds the spread on the product, and
so, you have to take that into consideration as well.

Chairman HUIZENGA. With that I will yield back my time and
recognize the gentlelady who has freshly returned from the floor as
we are debating some Financial Services bills down there.

The gentlelady from New York is recognized for 5 minutes.

Mrs. MALONEY. Thank you. Thank you. Thank you. I thank the
gentleman for recognizing me.

First of all I would like to ask Mr. Green. As I mentioned in my
opening statement I think that there should be a very high burden
of proof for any bill that makes additional changes to Dodd-Frank’s
derivatives rules.

There needs to be a real concrete problem that is both significant
and unintended before I am willing to support legislative change
for derivatives rules.

In your view, Mr. Green, do any of these bills meet this high
standard of proof or any or the problems that the bills are address-
ing significant enough to warrant legislative action?

Mr. GREEN. Thank you. No, they do not on both questions.

Mrs. MALONEY. Mr. Green, as you know, Dodd-Frank excluded
legitimate commercial end-users from many of the derivatives rules
that were intended for banks and hedge funds. One of these bills
would extend the end-user exemption to commodity pools and even
to private funds. Are these legitimate commercial end-users or are
they more like financial institutions? And do you think it is appro-
priate to treat these entities like end-users?

Mr. GREEN. Thank you. Absolutely not. Despite the name “com-
modity pool,” this is not some place that drained the water in their
backyard pool and has filled it now with corn and wheat. These are
basically mutual funds or private funds that are offered to inves-
tors or other market participants for the purpose of investing and
I use that term with a little bit of quotes because the commodities
markets and the comodities derivatives markets are different from
normal SEC investment markets.

They are for the purpose of investment they are financial activi-
ties, they are not owning commodities or engage in those types of
activities. It is really quite inappropriate to extend end-user treat-
ment to them. And I would even argue that the real estate funds
we have seen from the financial crisis, and in other cases, that real
estate can be a major source of speculative bubbles and that pru-
dent risk management of a financial nature is essential when you
are engaged in these types of financial activities.
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Mrs. MALONEY. Mr. Green, one of these bills would reduce the
capital requirement for banks that are trading derivatives with
end-users. How would giving relief to banks on their derivatives
trade help end-users?

Mr. GREEN. I don’t believe that it would, and I believe the evi-
dence of what we have seen with respect to capital and the ap-
proaches to capital overall suggest that it does not historically.

It is important to remember that it is frequently understood that
capital is something that people talk about as being held by a com-
pany. It is a form of funding. It is there so that firms can with-
stand losses and be flexible with response to changing market con-
ditions.

In this particular bill you are referencing, it is very essential that
fair value risks are of credit, as they change, are appropriately in-
cluded within capital. And we are ready, we are looking at banks
overall, very, very much at the bare minimum in terms of a socially
responsible level in equity capital buffer, any steps taken to reduce
that would be very unwise.

Mrs. MALONEY. Do you think banks would pass on this relief to
end-users in the form of lower trading costs?

Mr. GREEN. No. I don’t believe the evidence is that would be the
case. I believe the trading costs are lowered when you have com-
petition, and real transparency in the market and that is why
those types of parts the reforms are essential and need to be ad-
vanced further.

Mrs. MALONEY. Or would this simply make trading derivatives
more profitable for banks?

Mr. GREEN. It would certainly be more profitable. It would cer-
tainly make it more profitable, but really what it does is it creates
more of a risk that is being borne by the taxpayer and the resolu-
tion regime that would have to step in if the equity was not there
to absorb the risks of losses.

It is important to remember that capital and even margin only
cover a small portion of the estimated risks that are created by
these exposures. When models fail and other problems emerge, we
need a sufficient buffer to be able to withstand what happens in
the markets. And those benefits would not go on to the end-users.

Mrs. MALONEY. Thank you very much. My time has expired.
Thank you.

Chairman HUIZENGA. The gentlelady yields back.

With that, the Chair recognizes the Vice Chairman, Mr.
Hultgren, for 5 minutes.

Mr. HULTGREN. Thanks, Chairman. Thank you all, so much for
being here. I want to address my first question to Mr. O’Malia if
that is all right. It is a multi-part question.

Is it practical for the credit valuation adjustment (CVA) to apply
to derivatives transactions with end-users that are designed for
hedging purposes? And do you believe U.S. bank regulators were
attempting to address an issue or was this simply an oversight?
And why would the EU’s implementation of the Basel framework
excl}?lde hedging transactions with end-users from the CVA calcula-
tion?

Mr. O’'MALIA. Thank you very much. The capital rules are really
developed as global rules and through the Basel committee, they
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are trying to establish a consistent regulatory framework. That is
very important because as was noted earlier, these are global mar-
kets and so you are dealing with global banks with end-users that
can trade in different areas and access liquidity. And it is very im-
portant that we align those rules in a very comprehensive and con-
sistent fashion.

As you quite rightly pointed out, the European Commission did
not impose a CVA charge, chose not to do that. Right now, we are
trying to assess what the new Basel requirements would do to im-
pact U.S. traders. And it is very important we do the economic
analysis. I don’t think the data will hide the fact that this is more
expensive for end-users if you have these in place. And then you
have to reconcile the international standards and balance and what
that does for you as competitiveness.

Mr. HULTGREN. I wonder if you could maybe detail even a little
bit more some of the unintended consequences of the current CVA
treatment. For example, does the current CVA treatment
disincentivize hedging by institutions, instituting a punitive capital
framework on banks for engaging in hedging transactions with
end-users, and are U.S. banks and end-users at a disadvantage to
their European competitors?

Mr. O'MALIA. I believe they are. And there are several of these
capital rules whether it is the leverage ratio that adds cost while
you are including initial market (IM) for cleared risk, that doesn’t
take that into consideration. There are a number of different cap-
ital rules that are just going to increase the cost to end-users in
these positions making it more expensive to either access capital
and/or access clearing which is clearly a mandate and a goal of
Dodd-Frank.

Mr. HULTGREN. Yes. Thanks, Mr. O’Malia.

Mr. Deas, if I could address to you, your testimony underscores
what I think is a widely recognized concern when a company falls
under Dodd-Frank’s definition of financial entity, it is automati-
cally precluded from qualifying for or otherwise electing any of the
exceptions or exemptions for uncleared derivatives. Do you know
the justification for why the law was written this way if any?

Mr. DEAS. Congressman, no. We feel that the relevant distinction
should be an end-user should be using derivatives to hedge under-
lying business risk rather than maintaining an open book as a
swap dealer would do. If that entity as in my example a real estate
fund that owns factories and leases those to manufacturing compa-
nies, we would think that that should be exempt from these extra
requirements, and failure to exempt such entities would ultimately
result in costs being passed on to manufacturers.

Mr. HULTGREN. Yes. Do you believe the draft bill under consider-
ation today named Derivative 03 would address this issue and
bring parity for these companies deemed as financial entities that
use derivatives for hedging?

Mr. DEAS. Our coalition does support the bill scheduled as agen-
da item 3 and that it would not only do that, but it would bring
the U.S. in line with Europe, Canada, Singapore, Australia, and
other of our foreign competitors.

Mr. HULTGREN. Thanks.
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Mr. Bentsen, my last minute here, CFTC Commissioner
Quintenz recently spoke at the conference in D.C. hosted by the
Mercatus Center and the Institute for Financial Markets where he
focused on the need for updating the de minimis exemption for
swap dealers and security-based swap dealers, noting and I quote,
“the threshold’s reduction to $3 billion would create a ‘black hole,
sucking in community banks and end-users who pose zero systemic
risk. At the center of that ‘black hole’ lies an enormous set of
costs.”

Do you believe that legislation proposing to exclude all hedging
from the swap dealer de minimis threshold would provide relief to
those dealers concerned with exceeding the threshold?

Mr. BENTSEN. That is a good question. First of all, to your first
point and what the Commissioner was talking about is a concern
that if you—and as I said in my testimony, we really need more
data to see who is subject to the de minimis threshold.

All the larger banks are obviously well beyond the threshold and
whatever you are going to set it at. But there are a lot smaller
dealers who are not subject to it, and our concern is that many of
those smaller dealers, while they pose no systemic risk, might not
be willing to stay in the business if they are going to be subject to
that compliance to serve their clients so this is traded away to oth-
ers.

You will create more concentration in the market and you will
take more players out of the market. We think that the commission
needs to be very cautious in their approach here. They now are get-
ting more data since these rules have come into place. Let us look
at the data and see what it says.

Mr. HULTGREN. Thanks.

My time has expired. I yield back. Thanks, chairman.

Chairman HUIZENGA. The gentleman’s time has expired.

The gentleman from California is recognized for 5 minutes.

Mr. SHERMAN. Mr. Bentsen, welcome back. As market partici-
pants work to comply with U.S. derivative rules, do you have any
suggestions for how U.S. regulators like the SEC, the CFTC can
achieve their regulatory objectives in situations where there are
conflicts with international data privacy, blocking, secrecy laws,
and other jurisdictions?

Mr. BENTSEN. It is a very good question. It is something that, ob-
viously, national regulators have not only their legal mandate that
the Congress provides, puts forth for them but when you are deal-
ing with global markets you have to deal with other national laws
and cross border.

In the case of the data reporting, the ability to look at books and
records is a problem that both the SEC and CFTC are confronting.
The CFTC, I think, is trying to be more accommodative where they
conflict with the national law, privacy laws that are in place. The
SEC, I think, is still struggling with that and we think that they
need to do more work in that area.

And it is something that I think the U.S. needs to be very cog-
nizant of because this can cut both ways. We have been through
this process of trying to get equivalency regimes put in place for
trading and clearing, where we have had foreign regulators who
want to have access to books and record and the like in the U.S.
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And we have had to work through the process. I think any time
we are negotiating and trying to accomplish our goals in negoti-
ating with a foreign entity, we need to consider the two-way street
approach. And I think this is only going to get more complicated
as we go through the Brexit regime.

Mr. SHERMAN. One reference from outside this room is the ex-
change of information provisions that we have in our tax treaties
where we also have regulators, in this case tax authorities, looking
at the same regulation.

Mr. Deas, you are here for the end-users. A certain amount of
capital is posted at various times with the exchanges. Question is
whether this is adequate enough for you to assure me that none
of these end-users that you represent are ever going to come to
Congress and say, they didn’t post enough capital so they are now
liable to us, we sue them, they are bankrupt, you will have to bail
us out. Is there enough capital being posted so that none of your
members will ever say such and such a derivative issuer went
under and Uncle Sam has got to write a check?

Mr. DEAS. Congressman, thank you for that question. Just to ad-
dress an answer Mr. Green just gave, I can’t tell you that the vac-
cination regime we have guarantees that nobody will get sick.
What I can tell you is that end-users comprise less than 10 percent
of the derivatives market by notional amount outstanding and dur-
ing the financial crisis, represented a far lower percentage than
that of defaulting parties.

Mr. SHERMAN. But we may be in a circumstance where we need,
if we just required higher capital, we might be OK, but because we
didn’t, Uncle Sam has to write a check.

Mr. DEAS. Sir—

Mr. SHERMAN. Before the entire economy falls apart.

Mr. DEAS. End-users seek to do their derivative transactions in
the majority with Fed-member banks or other regulated financial
institutions of that type and in our case, the Federal Reserve does
stress tests and conducts other examinations.

Mr. SHERMAN. The higher standards that there are imposed on
those you are buying derivatives from, the less likely it is that they
Evill default, the less likely that either you or I will be holding the

ag.

Mr. DEAS. We believe that there is an adequate capital cushion
to guard against these kinds of outlier events.

Mr. SHERMAN. OK.

Let me just ask Mr. Green, this is insurance, I have got a com-
prehensive auto insurance. If my car is stolen, I give the pink slip
which is what we call the title to the insurance company and they
write me a check for 20 grand.

If instead we structured that as a credit de-car swap and we
would say under certain circumstances I give them the pink slip
and they give me $20,000 worth of U.S. treasuries, that would just
be the trade of one piece of paper for another piece of paper. I
guess it would not be regulated as insurance.

Why and I realize this is national or international so you might
need?a national regulator but why don’t we regulate this like insur-
ance’

Chairman HUIZENGA. Quickly answer.
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Mr. SHERMAN. Very quick answer.

Mr. GREEN. You make some very important conceptual points.
We have not historically done that, but there are some very strong
arguments why particularly certain parts of the market ought to be
treated like that, particularly credit markets and certain parts of
Dodd-Frank do start to push in that direction such as prohibiting
a firm from betting against a securitization product that they issue.
I think there is a lot of conceptual backing to the argument you are
making and ought to be supported further.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, the gentlelady from Missouri is recognized for 5 min-
utes.

Mrs. WAGNER. Thank you, Chairman Huizenga.

And thanks to all of our witnesses for being here today; many of
you are repeat customers.

The 2017 Treasury report on capital markets contains rec-
ommendations for the CFTC and the SEC to undertake a joint ef-
fort to review their respective rulemakings in order to eliminate
redundancies.

Mr. Bentsen, in your testimony, you also note and I quote, “the
regulatory distinctions between swaps and security-based swaps as
defined under Title VII did not accurately reflect market practice
and the resulting jurisdictional split between the CFTC and SEC
has posed challenges for market participation.”

Mr. Bentsen, can you please briefly explain how the different
regulatory timelines and approaches under both the SEC and
CFTC have created these inconsistencies and redundancies?

Mr. BENTSEN. I think what we are finding is, a lot of it is in my
testimony but the treatment of rules in terms of how you define a
U.S. person and, a lot of the rules the SEC has not finished yet
so they are still in the promulgation period.

Mrs. WAGNER. Yes.

Mr. BENTSEN. But it moved and not clearly been moving in the
same direction. We think where we are now is an opportunity with
the Treasury recommendations, with the two new leaders of the
two commissions to try and create either harmonization or as one
of the other witnesses testified, a safe harbor approach or a sub-
stituted compliance approach between the two regimes.

Mrs. WAGNER. Thank you.

Mr. O’Malia, you also talked about duplicative requirements in
your testimony and for a need to level that playing field. For some
market participants who must adhere to both sets of rules, how do
these different approaches for many of the similar activities and
products create compliance concerns and additional costs?

Mr. O’'MALIA. The operational challenges of implementing dual
sets of regulation and we have examples on a global level, in par-
ticular the data rules, each jurisdiction requires a different data re-
porting regime. I think we have to look at this in a very practical
approach and then also look at it in what results do you want to
achieve.

Now, the CFTC and the SEC have largely well-aligned swap
dealer definitions and rules. They are being implemented on a dif-
ferent timeframe, so the results you are going to get if you deal
with the safe harbor approach, basically saying to the extent you
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have complied fully with the CFTC rules for swap dealer registra-
tion and meet all those, you are compliant with the SEC or vice
versa if you chose to start with the SEC.

Now, the two agencies could work together to figure this thing
out.

Mrs. WAGNER. How about a holistic approach, what about that?

Mr. O'MALIA. We would like a safe harbor approach. You comply
with one or the other. And there are examples of this that we
achieved at the CFTC back in 2013 with FERC (Federal Energy
Regulatory Commission). We were not the FERC tariff rate-setter,
but yet we had jurisdiction over some of those commodity markets.
We deferred to the FERC to make those decisions.

These are workable solutions. We also worked with other SROs
to defer some of that regulatory oversight. It is imminently possible
and available to us. It is letting the chairman sort this out given
the strong direction from the committee and others to get those re-
sults and then I think you will have an operational solution.

Mrs. WAGNER. 1 appreciate your elaborating especially on the
regulatory safe harbor testimony that you have given.

Mr. Bentsen, since the U.S. and EU have been able to determine
regulatory equivalence in terms of clearing and trade execution
rules, does it make sense for the SEC and CFTC to do the same
within the U.S. regulatory framework?

Mr. BENTSEN. Yes, I think so. Yes, absolutely, I think that we
have functional regulation in the U.S. that sometimes is defined by
legal definition but we are talking about similar products. I think
that we should certainly domestically try and have similar coordi-
nation that we are trying to do cross border.

Mrs. WAGNER. Many requirements in the Title VII of Dodd-
Frank tasked the SEC and CFTC with virtually identical
rulemakings. One would think that requirements for swaps and se-
curity-based swaps would be very similar if not identical. Has this
been the case, Mr. Bentsen?

Mr. BENTSEN. I think as we have gone through the rulemaking
process, we have seen that there have been differences in interpre-
tation of Title VII between the two regulators. I don’t want to say
that it is necessarily one regulator versus another. And to be fair,
they have come at it from their legacy focus.

The CFTC was much a futures regulator; the SEC obviously a se-
curities regulator. But as we have had some experience now, 7, 8
years of experience, this is really something where we should be
able to converge or just, as Scott said, employ a safe harbor ap-
proach.

Mrs. WAGNER. I appreciate that. My time has expired. I have
some other questions, Mr. Chairman, I will submit for the record.
I thank the witnesses and I yield back.

Chairman HUIZENGA. The gentlelady’s time has expired.

The gentleman from Massachusetts, Mr. Lynch, is recognized for
5 minutes.

Mr. LYNCH. Thank you, Mr. Chairman.

I want to thank the witnesses for your help on this matter. First
of all, this grouping the bills, the 11 bills that are presented, they
are not actually bills, they don’t have bill numbers. But I guess
they call them proposals, taken in the aggregate would wipe out
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much of the taxpayer protections that were put in place by Dodd-
Frank after the crisis back in 2008.

In particular, one of the bills before us today H.R. blank number
6, I guess at least that is in the memo, creates a large exemption
for swaps between quote, “affiliated entities.” They would be ex-
empt from CFTC and SEC regulations. We have addressed before,
during Dodd-Frank, and subsequent to that.

We have previously considered this matter with input from both
Treasury and the FDIC (Federal Deposit Insurance Corporation).
And we have some pertinent communications specifically from Vice
Chairman Tom Hoenig of the FDIC. And I think it is instructive
that he says inter-affiliate margin ensures that there is sufficient
capital and liquidity to the financial firm in the market should any
unit of a consolidated bank company find itself in a position where
it cannot serve end-users or where its failure becomes a threat to
the broader economy and the taxpayer.

Chairman Hoenig then pointed out that affiliates are
incentivized to transfer their risks through uncleared swaps to U.S.
banks who have valuable subsidies including importantly the im-
plicit presumption that they will be bailed out by the U.S. tax-
payer.

If the banks don’t collect margin from their affiliates on these
trades, the bank effectively takes on the affiliate’s risks which are
subsidized by the taxpayer. Mr. Hoenig also wrote that requiring
JPMorgan’s affiliate operating in London to post margin to
JPMorgan’s U.S. bank, that would have helped keep the $2 billion
London Whale losses outside of the federally insured bank. I think
it is a great example in what we are talking about here today.

The bill would also eliminate the CFTC’s initial margin require-
ment for swaps with foreign affiliates that are not subject to com-
parable regulatory regime, exposing us to considerable risk.

Mr. Green, are we seeing here a case of a purported exception
actually swallowing the rule? If an affiliate is described too broad-
ly, couldn’t companies simply funnel their derivative trades
through a so-called affiliate to evade U.S. requirements?

Mr. GREEN. Yes, I agree with that. I think this is an area that
is extremely dangerous. It is extremely broad, some estimates are
at the inter-affiliate swaps are half the swaps that are out there.
The large financial firms have thousands of affiliates, the most im-
portant affiliates are a smaller number of that.

But given the interactions between resolution and also cross bor-
der where a lot of the conversation about inconsistency in CTFC
versus SEC regulation that was just noted a couple of minutes ago,
are actually about the extent to which foreign affiliates that are
foreign affiliates of U.S. firms where the risk will come back to the
U.S. are subject to the basic protections that we set in place for the
U.S. taxpayer.

If you start to undermine those, you have major, major chal-
lenges. Now, as Commissioner (’Malia has noted, Chairman
Gensler and others have noted, there are distinct differences that
require these swaps to be tailored slightly and we can discuss and
debate particularities but the bill that is presented today is a broad
base exemption that is not acceptable.
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Mr. LYNCH. Right. What does this bill do to the requirements for
posting margin with foreign affiliates that are not subject to over-
seas regulatory regimes, that are comparable to our own? You
touched on that a little bit but I am just concerned that aren’t we
just creating a loophole to allow foreign-funnelled trades to have an
advantage over U.S. banks that don’t operate through a foreign af-
filiate?

Mr. GREEN. Absolutely. This is, any time where you are getting
into a description like you mentioned, I think that is a very real
risk. This is the Export U.S. Financial Service Jobs Abroad Act.
This is import foreign risk into the U.S. because the U.S. taxpayer,
for a variety of reasons, has been the one that has had to step up
and make sure that U.S. financial institutions are there when need
be.

And a far more appropriate approach is to ensure a broad, con-
sistent using substitute compliance comparability regime so that
there are good regulatory approaches around the world and where
there are not, we need to make sure that the U.S. regulatory re-
gime is the floor and then no one can evade it with a large exemp-
tion like the one that is being proposed in the bill today.

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

Chairman HUIZENGA. The gentleman’s time has expired.

The gentleman from Maine is recognized for 5 minutes.

Mr. PoLIQUIN. Thank you, Mr. Chairman. I appreciate it very
much.

And thank you, gentlemen, for all being here today.

One of the roles of Government as I see it is to make sure that
we create laws and rules are made such that our families are
helped in such they live better lives with more opportunities and
more freedom. That is why I have been a very big proponent and
continue to about reducing or limiting the regulatory environment
that is redundant and unnecessary and harmful.

Second of all, I have been a big supporter of our tax reform pack-
age which is being quite successful as far as stimulating economic
growth and job creation here in this country and my State of
Maine.

The State of Maine, gentlemen, has world-class fisheries and ag-
riculture and also wood products. We have tremendous resources,
natural resources with our sustainable forests and what have you.
I am really concerned about some of the folks on the other side of
the aisle today saying something to this and I will paraphrase, I
hope I get it right that they are concerned about any adjustments
to Dodd-Frank when it comes to derivatives because they believe
that doing so will represent or cause potentially systemic risk to
our economy.

Now, what would be helpful to me, Mr. Deas, if I am pro-
nouncing it correctly.

Mr. DEAS. Deas, sir.

Mr. PoLIQUIN. Deas, thank you sir, could you use a specific ex-
ample of an end-user, say, a potato farmer in Aroosta county, how
such an end-user might us such a derivative, such a financial in-
strument to help that farm conduct his business to lower its risk
so it can grow, be more successful and also offer more price sta-
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bility to the consumer. And explain to us clearly, sir, how that does
not represent a systemic risk to the U.S. economy.

Mr. DEAS. Yes, sir. I am privileged to have served 18 years in
the treasury and corporate finance function at Scott Paper Com-
pany which as you know—

Mr. PoLIQUIN. When I was a kid growing up in Central Maine,
Scott Paper was a great employer right across the river in Wins-
low, Maine and we appreciated those jobs. My best buddy across
the street, his dad was a machinist at Scott Paper, thank you for
that job.

Mr. DEAS. Thank you, sir. And it was my privilege to finance the
construction of those operations. And I can tell you for example at
the Winslow mill where there are, quite a bit of energy is con-
sumed in the transformation of wood pulp into paper, those energy
exposures to the extent they are variable represent a risk to the
business and to the extent that Scott Paper Company’s treasury
were able to hedge those energy purchases forward in the over-the-
counter derivatives market matching up exactly the exposure of
when we are buying the energy against the derivative, it helped
stabilize the business, maintain level cost base and ultimately sup-
port those jobs in Winslow.

Mr. PoLIQUIN. That in your opinion, sir, represented no potential
systemic risk to the U.S. economy?

Mr. DEAS. We think it is risk-reducing and the Europeans have
taken the same view and exempted their end-user companies from
many of these regulations we are advocating be adopted in the U.S.

Mr. PoLIQUIN. Mr. Bentsen, do you have a further experience
that could shed light on this issue where the end-user is rep-
resenting no risk to the U.S. economy?

Mr. BENTSEN. I think Mr. Deas has laid it out well. The end-user
is effectively buying the product to mitigate their risk or to hedge
their risk activity. They are really in a different function than in
a financial risk.

Mr. PoLIQUIN. Explain to us if a paper company like Scott might
not have the ability to hedge its risk, how that might be more risky
to the economy and to the families that depend on those jobs.

Mr. BENTSEN. And, again, Mr. Deas is probably better to speak
to this fact, to talk about having to mitigate your risk to fluctua-
tions and the cost of fuel or feedstock for your plants or fluctua-
tions for a global company, fluctuation in currency prices.

Mr. PoLIQUIN. How might there be some confusion, gentlemen,
either one of you, between this issue that we are talking about in
the use of derivatives in other parts of the economy that could have
and did in some parts cause problems in 2008.

Mr. BENTSEN. I think, first of all, we have to step back and look
at where we are today compared to where we were in 2007-2008.
We have a very robust new architectural regime that has been put
in place for the derivatives markets in the U.S. and across the
globe. And much of what we are talking about today is how do we,
in what is truly a global marketplace, how do we make sure that
the plumbing is the same across the organization. We don’t create
fragmentation or diminish liquidity in different market sectors so
companies like Scott Paper or a global company can function glob-
ally as well.
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Here we are talking about do we have the calibration right after
7 years of imposing a dramatic series of rules, many of which the
industry supports. But the time is now to see what works, what
does not work and are we accomplishing the policy goals.

Mr. PoLIQUIN. Thank you, gentlemen, very much. Appreciate
your time.

Thank you, Mr. Chairman.

Chairman HUIZENGA. The gentleman’s time has expired.

The Chair at this time recognizes the gentleman from Georgia,
Mr. Scott, for 5 minutes.

Mr. ScorT. Thank you very much, Mr. Chairman. This is a very
interesting and very important hearing dealing with a very impor-
tant matter. But first, I want to thank Mr. Luetkemeyer for, again,
partnering with me on some common sense legislation. And I want
to devote that to our legislation that Mr. Luetkemeyer working
with H.R. 4659 of which I am the Democratic lead on.

It forces banking regulators to recognize the exposure-reducing
nature of client margin for cleared derivatives. Now, first of all, I
have recognized the importance of client margins and I believe that
client margin should be excluded from what we refer to as supple-
mental leverage ratio calculations, but more importantly, if we
were to include client margin in supplemental leverage ratio cal-
culation, it would put our clearinghouses at a very distinct dis-
advantage.

And a major thing we wanted to do in Dodd-Frank was bring
transparency to this over-the-counter market that previously oper-
ated in the shadows of our financial system. But we made a deci-
sion as a Nation to expand the use of central clearing.

That is why I struggle to understand why anyone could not be
supportive of putting together regulations that incentivize more
companies to clear derivatives. That is what our bill, Mr.
Luetkemeyer and I, our bill 4659 does. It makes clearing more at-
tractive to our country’s biggest institutions.

Mr. Bentsen, you and Mr. O’Malia, I would like for you to com-
ment and explain, am I going wrong? Am I right? And does not our
bill help in this matter?

Mr. BENTSEN. Mr. Scott, I think you are right on point. This is
counterintuitive and goes against what really was official policy of
trying to drive more product that could be driven to central clear-
ing and now you are being penalized for doing this. It is one of the
problems in the construct of the SLR and we think needs to be ap-
proached. We think you all are right on target.

Mr. ScotrT. Now, let me ask you this and Mr. O’Malia you com-
ment, too, because this could get into record questions I always try
to be able to not just look down the road but look down the road
and around corners to see what might be coming. And I think as
we get further in this bill, a question might be raised that what
we are trying to do with 4659, somebody could say what Mr. Scott
and Mr. Luetkemeyer are doing could make our financial system
riskier.

Do you, anybody agree with that we want to make sure that
what we are doing is making our system stronger. I don’t want
anybody arguing later on as we get to moving this bill that there



25

is any risk involved. Would you all comment on that? Anybody, Mr.
O’Malia?

Mr. O’'MALIA. Sir, ISDA supports the legislation and the lead—

Mr. ScorT. Pardon me. Repeat that again.

Mr. O’MALIA. ISDA supports the legislation.

Mr. Scort. Thank you, sir.

Mr. O’'MALIA. We are pleased to support it because we think it
is prudent and recognizes that clearing has put IM aside and that
is a very important risk-reducing measure. And to add an SLR
component on it or not to recognize the fact that you have got risk-
reducing IM associated with it just makes it more costly.

Mr. Scort. Thank you very much.

Mr. Chairman, I think I would be derelict in my duty if I not
mention that I am the ranking democrat on the derivatives com-
mittee in agriculture and when my staff alerted me that we would
be having an 11-bill legislative hearing on derivatives, I absolutely
thought right then that they would give our little subcommittee in
agriculture that I am head of where Dodd-Frank exclusively gave
our subcommittee on commodities markets interchange and on de-
rivatives a little bit of a warning and say can you work with us on
that.

And I see my former chairman Mr. Lucas there and I know he
would be proud of me for getting respect for our agriculture com-
mittee on this, and perhaps you might pass that along to the chair-
man. We hope that it wasn’t a disrespect but we work hard there,
Austin Scott and I and we would have loved to have a little part
in this.

Thank you, sir.

Chairman HUIZENGA. The gentleman’s time has expired but it is
my understanding that there has been communication between our
committee and the agricultural committee and Dodd-Frank as you
pointed out did put CFTC in charge of certain aspects but it also
c}r;eated bifurcated authority under which the SEC is also a part of
that.

That is the reason—

Mr. ScotT. I don’t argue any exclusivity. I just as the ranking
member, I certainly was not informed and thought I would bring
that out. I look forward to going forward, however.

Chairman HUIZENGA. Fair enough.

All right. With that, the Chair recognizes the gentleman from
Ohio, Mr. Davidson, for 5 minutes.

Mr. DAVIDSON. Thank you, chairman.

I really thank our witnesses and as Mr. Scott alluded about the
intersection with agriculture, that will highlight one of the many
reasons the topic of derivatives is so important to Ohio’s 8th dis-
trict, agriculture being very critical to our district but manufac-
turing companies like AK Steel, retail companies like Speedway in
Enon, Ohio who are purchasing fuel and so many others, in the in-
surance markets, derivatives are a massive part of global trade.

They are a massive part of risk management. And before coming
to Congress, I spent the past 15 years starting and growing manu-
facturing companies. I know firsthand the effect Basel III has had
and those international standards on the regulatory overreach that
has been happening across our whole economy, particularly with
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the need for small companies to access capital that they need to
grow.

But in 2014, European regulators exempted risk-weighted assets
held by European banks from the Basel imposed capital variation
adjustment requirement also known as CVA. This exemption has
provided a business advantage to European banks, European cus-
tomers, and European end-users at the expense of American busi-
nesses, banks, and end-users.

Mr. Deas, you addressed this exact concern in your opening testi-
mony and I wonder in regards to the U.S. markets, what con-
sequences you have seen as a result of the European exemption.

Mr. DEAS. Congressman, thank you for that question. I am also
privileged to represent U.S. treasurers at the international group
of treasury associations and our colleagues in Europe calculated
that that difference was about 5 basis points on an average swap.
If you take—I don’t have my calculator with all the zeros in it—
but if you take the $500 trillion number that the Chairman men-
tioned of derivatives and take 10 percent as the estimate for end-
users and then take 5 basis points of that, that is real money.

And we would propose to be exempted from that and keep us in
line with our European competitors.

Mr. DAVIDSON. That is terrific. I think anyone would have a hard
time calling that crumbs but I have been surprised by the use of
the term lately. Do you believe this exemption only has hurt U.S.
financial institutions or does it go through the rest of the economy
and affect end-users?

Mr. DEAS. Absolutely, I can tell you that we prefer to trade in
general. I am speaking now on behalf of corporate treasurers with
member banks regulated by the prudential banking regulators as
our swap counterparties and I can tell you that they have to cover
their cost and to the extent they have to hold aside capital for
transactions with us, they absolutely price that in. And we ulti-
mately bear the cost as end-users and that is passed on to our cus-
tomers.

Mr. DAVIDSON. Thank you for that.

Mr. Bentsen, in their capital markets report last year, the Treas-
ury Department expressed U.S. derivatives market participants
were at a disadvantage when compared to their international coun-
terparts. Does the EU CVA exemption play a role in fostering this
competitive disadvantage and have other nations taken any action
in response to this?

Mr. BENTSEN. I think it was $25 billion maybe but I think the
EU CVA decision was a diversion from what Basel was trying to
get to having a uniform approach but it also underscored problems
in the Basel approach to CVA and more inherently. And it was a
problem for the U.S. I know it was a problem for the—the Cana-
dians had raised concerns about it as well and other jurisdictions
also.

Basel as I understand it is now I think starting to take a look
at going back and looking at CVA. It is not helpful to have diver-
sions within jurisdictions on global marketplaces, number one, but
even before that is the calculation, the right calculation. We hope
that this can be resolved and we can get back to a uniform stand-
ard globally.
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Mr. DAVIDSON. In the interim, do you feel that the CVA require-
ments for U.S. over-the-counter derivatives could be exempted so
that the U.S. would be in that level playing field?

Mr. BENTSEN. Yes. That is an issue I know that Mr. Deas’ group
has weighed in more than ours. It is an issue that needs to be re-
solved for sure one way or the other.

Mr. DAVIDSON. Mr. Deas, do you feel like Congress providing
that exemption would level the playing field?

Mr. DEAS. Yes, sir. That would be important and so we fully sup-
port, the coalition does, bill No. 2 on the agenda that would achieve
that for us.

Mr. DAVIDSON. Would the net effect of such an exemption be felt
in sectors such as agriculture and really across the U.S. economy?

Mr. DEAS. Absolutely. I was privileged to serve as treasurer of
FMC Corporation which is a leading supplier of agricultural chemi-
cals and I can tell you that to the extent that that company is
hedging its risks with bank counterparties in the derivatives mar-
ket, it bears the cost of the CVA charge they have to incur.

Mr. DAVIDSON. Thank you.

My time has expired. Mr. Chairman, I yield.

Chairman HUIZENGA. Not seeing anybody on the other side of the
aisle, gentleman from North Carolina, Mr. Budd, is recognized for
5 minutes.

Mr. BubpD. Thank you, Mr. Chairman.

Again, thank you to our witnesses for your being here today.

We have some exciting proposals that would impact the deriva-
tives market and we have actual legislation like Mr. Luetkemeyer’s
bill here 4659 which if enacted would rightfully ensure that the
SLR recognizes the exposure of reducing nature if initial client
margin in cleared derivative transactions.

My questions have to do with proposal No. 1 which would direct
the SEC and CFTC to harmonize rules overseeing the over-the-
counter swaps. The different regulatory timelines and approaches
under SEC and CFTC create inconsistencies and sometimes
redundancies which we can fix with this proposal.

My first question is, and this is an open question, for some mar-
ket participants who have to adhere to both sets of rules, how do
these different approaches for many similar activities and products
create compliance concerns and additional costs?

Again, for any of you.

We can start with you, Mr. Bentsen, if you like.

Mr. BENTSEN. Again, as I pointed out, we are still getting the
SEC rules so they are lagging a little behind so firms have been
focusing more on their compliance with the CFTC rules. But as
we're seeing where the SEC has been headed, it is raising the con-
cerns that you would have conflicting compliance regimes that you
would have to apply for different products.

We do know as I pointed out how you define U.S. person and,
again, both agencies maybe have some things that are good, some
things that are not so good. The idea of while we are still in this
process of creating, mandating harmonization, driving harmoni-
zation would be a good thing.

Mr. BuDD. Mr. Deas or anyone else?
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Mr. O'MALIA. If T may, the significant implication of just filing
and complying with the swap data or the swap dealer rules them-
selves is massive. It is thousands of pages, a lot of compliance back
and forth working with the staff and the agencies to develop the
right compliance regimes.

In fact, I don’t think the CFTC has officially and finalized the
swap dealer checklist yet for anybody to be in an official—they are
on their temporary registration. It is a massive challenge today and
to double that with different rules with the SEC, different rules
from the CFTC, different guidance you may receive from the staff
will just make that operation that much more difficult.

I think a safe harbor when you complied eventually with the
SEC or the CFTC rules, either one, then you have met that man-
date. Then, you think about some of the capital requirements and
other requirements that will pass on as a result of that. From a
practical standpoint, it is an operational challenge of enormous con-
sequence.

Mr. BubpD. Thank you. Mr. Green?

Mr. GREEN. Just a couple of thoughts. One is, these are very dif-
ferent markets. Credit default swaps look to bonds, foreign ex-
change look to currencies, commodities, very different from interest
rates, et cetera, and total return swaps are in the equities market.
There are legitimate differences that can and should emerge based
on these different markets. Everybody wants as much similarity as
possible. I do think we are seeing that. But one of, the U.S. person
definition, frankly, the SEC has taken a weaker approach, in part
due to massive lobbying to try to dial back jurisdiction toward
being only the U.S., whereas the CFTC took an approach as man-
dated in Dodd-Frank that said if the risk is going to come back to
the U.S., we are going to capture that. So I think there are ten-
sions and things going on that we need to think about.

Mr. Bubpp. Thank you, Mr. Green. I want to go ahead and jump
to the second question while we have some time. Besides this pro-
posal which I support, are there any other approaches to this body
we should consider, such as a regulatory safe harbor?

Mr. BENTSEN. Yes, a safe harbor would be a good idea. And 1
think the other thing to keep in mind is where we are today versus
where we were a year ago, or certainly 8 years ago, a lot has al-
ready been done. I would caution mandating starting all over
again. Let us start with the framework that we are in, and let us
figure out how we can make it work, and a safe harbor is a good
example of that.

Mr. O’MALIA. I think to Mr. Green’s point, if you do believe that
the SEC should have different rules, a safe harbor works nicely.
Because then it respects the SEC’s differences to whatever extent
there are, and then you can say, if you have complied with one, you
have complied with the other. A safe harbor also protects this com-
mittee’s jurisdiction. And when you think about, as Mr. Green
pointed out, the difficulty around products, the difficulty around ju-
risdictions, there is no way to neatly divide this up, and to protect
everybody’s current jurisdiction, as Mr. Scott pointed out, it is im-
portant that agriculture have its oversight. This is the easiest way
in our opinion to make sure that everybody still controls their piece
of the pie.
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Mr. BupD. Thank you for that, and I want to go ahead and yield
back since I am out of time.

Chairman HUIZENGA. The gentleman’s time has expired. And
with that, we welcome our guest, the gentleman from Oklahoma,
Mr. Lucas for 5 minutes.

Mr. Lucas. Thank you, Mr. Chairman, and I appreciate the op-
portunity to join this subcommittee today. Not necessarily being a
member of the subcommittee, but a member of the full committee,
and as was noted by my colleague off the Ag committee and fellow
member here, Mr. Scott, an old Ag committee chairman, and rank-
ing member at the time Dodd-Frank was put together, I am very
sensitive about this issue, and in fact it is a topic that matters to
my farmers, my ranchers, all my end-users in the district who use
these derivative products to hedge their positions in the market.

And I would note, as has been discussed by a variety of mem-
bers, I am also particularly pleased to note the two proposals under
consideration today, and very happy to be one of the original co-
sponsors of Mr. Luetkemeyer’s bill 4659 to support the initial, off-
setting the initial margin for SLR calculations, and the second of
this proposal regarding margin requirements for inter-affiliated
transactions which mirrors my amendments to the CFTC reauthor-
ization bill that was passed out of the full House last year.

But first, turning to Mr. O’Malia and the SLR issue, this issue
is not immediately obvious to people that don’t interact a lot with
derivatives markets. But could you briefly explain the rules that
ensure that posted customer margin cannot be used to fund a
bank’s own operation? Let us get to the core of the issue here.

Mr. O'MALIA. Yes, that is an important point, because that just
shows that the IM or the initial margin is reserved and protected,
not on the bank’s balance sheet. It is with a clearinghouse, for ex-
ample, or it could be possibly with a U.S. Federal Reserve account
where they have put the cash as well. These are in very safe and
secure spots and are truly reserved for risk reduction, they are also
the property of the customer.

Mr. Lucas. One more time, let us make it very clear. So there
is no real threat that money can be misappropriated by a bank
when it is placed in one of these accounts.

Mr. O'MALIA. Correct. In the secured third-party accounts, there
is—

Mr. Lucas. Because that is one of the concerns of my colleagues
is that this money that is in secured third-party accounts might be
manipulated by the banking institution. But that is not going to
happen. Let us assume this bill were to be passed into law and
CFTC Chairman Giancarlo has estimated that enacting this simple
change would reduce leverage exposure by a mere 0.22 percent na-
tionwide. That is about a quarter of a percentage point nationwide.
Do you have any sense as to how much clearing activity would be
increased by such a bill?

Mr. O’MALIA. We do not, sir, offhand.

Mr. Lucas. But it is a fair statement to say there would indeed
be an increase.

Mr. O’'MALIA. It certainly reduces the cost of not paying two in-
surance protection items. One, IM, which is significant, and then
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the other is any charge you have had to pay for dealing with a
bank that it will charge you an SLR.

Mr. Lucas. With, as Mr. Giancarlo noted, an increase of 22 hun-
dredths of a percentage point nationwide in exposure. That is a
pretty cost-effective balance out, I would think.

Mr. Bentsen, turning to the inter-affiliate margin requirements,
could you give us some reasons why affiliates might want to enter
into these transactions? We are a body where you need to reinforce
the important points.

Mr. BENTSEN. Banks will enter into inter-affiliate transactions
when they have got an outbound transaction and then they will do
swaps to better manage and mitigate their risks as an organiza-
tion. And so they are not taking on more risk, they have already
collected margin where they need to. It is really in effect collecting
margin again. And that ends up trapping, and to your point that
you were just making with respect to central clearing and the SLR,
that ends up trapping assets which are not actually available to
the bank in that instance as well. In fact, the prudential regu-
lators, who are different from the CFTC, different from Japan and
Europe and other Basel entities, the prudential regulators do not
count this margin in the bank’s resolution plans. It is not viewed
as available for single point of entry in the resolution plans.

In effect, it is not really adding value from a safety and sound-
ness or a systemic aspect, but it is trapping capital that could be
allocated elsewhere.

Mr. Lucas. Which is a cost to the economy as a whole when you
put that weight out there.

Mr. Chairman, in a final observation, I would simply note to my
colleagues, a handful of us only anymore it seems like were here
for the Dodd-Frank process and all the things we went through in
that bill. I would note to my colleagues that the document that
dealt with derivatives that came out of the Ag committee was done
in a very bipartisan way, 8, 9 years ago. And the work that was
done in this committee was done in a relatively bipartisan way. It
is when we got to conference that the bill that came out of there
was not a bipartisan document. I always note to my friend, when
the primary authors of legislation retire shortly after it is signed
into law, that is an indication. Yield back, Mr. Chairman.

Chairman HUIZENGA. That is an interesting observation. With
that, we would like to welcome our other guest, Chairman of Fi-
nancial Institutions, Mr. Luetkemeyer for 5 minutes.

Mr. LUETKEMEYER. Thank you, Chairman Huizenga, I appreciate
the opportunity to be in your committee this afternoon and listen
to some of the testimony and the questions. As I have been listen-
ing here, they have been discussing H.R. 4659, and have thor-
oughly discussed it in my mind, a lot of the ins and outs, and I
don’t know that I have got a whole lot of questions left here. But
let me just thank Congressman Scott for his hard work on the bill,
I know Congressman Lucas who just asked some questions did a
very good job of framing some of the concerns that we had, that
we tried to address with supplemental ratio, leverage ratios here.

Let me just ask a couple of quick questions here with regards to,
I am a firm believer that banks need to hold adequate capital to
protect themselves and their customers and the financial system.
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That is one thing that both Republicans and Democrats agreed
upon coming out of the financial crisis as Chairman Lucas just in-
dicated. With respect to supplemental leverage ratio, do you believe
the current treatment of client margin is appropriate?

Mr. O’Malia?

Mr. O'MALIA. We do.

Mr. LUETKEMEYER. Very good. Do you want to elaborate more
than just yes?

Mr. O'MALIA. Yes. This has gone back years and years that so
many things around client protection of margin and, goes back all
the way to the early futures markets, and we built those solutions
on those, and those have been robust, they have not changed, they
are protective. They are resilient, we have found with different
FCM failures that there is a way to protect the client margin here.
And it is very important as we think about what we are going to
do with raising the standards around CCPs (central counterparty
clearinghouses) going forward, because the resolution and recovery
tools around CCPs we think can be increased, you have better pro-
tection around protecting IM and customer margin that has been
given to a CCP. We want to make sure that the waterfall events
do protect that customer money going forward. It is the foundation
of this very safe system.

Mr. LUETKEMEYER. Perfect. With respect to the impact of H.R.
4659, the CFTC has calculated that an offset for initial client mar-
gin will result in a less than 1 percent decrease in overall capital
reserves. Do you agree with the financial—do you agree that the
financial system could withstand a capital reduction to less than a
penny on a dollar in exchange for both significantly reduced costs
on agricultural producers and encouraging more clearing in the de-
rivatives market?

Mr. O’'MALIA. We do, we do believe that it could withstand that
and the system will be safe.

Mr. LUETKEMEYER. Anybody else?

Mr. GREEN. The supplementary leverage ratio is based on the
idea that we want a risk-neutral way of evaluating the capital, the
equity that is in the system. And the more you start adjusting
things based on the, how people view the riskiness or the usability,
et cetera, of a particular asset, the less value it is overall of being
risk-blind. And it is important I think to remember that this is, the
supplementary leverage ratio is calculating, tending to calculate a
broader overall exposure. The margin, or even the capital against
the swap is only a portion of the overall risk that could come back
to the firm. The firm stands in with a full guarantee to the
counterparty. And so the SLR attempts to calculate that. And as
folks like Sheila Bair and other respected regulators, Tom Hoenig
at the FDIC have noted that it is the simplicity of the leverage
ratio that gives us its value. We ought to try to retain that as much
as possible.

Mr. LUETKEMEYER. Mr. Bentsen, are you going to come in on
that?

Mr. BENTSEN. Sure. First of all, again, it contravenes official pol-
icy going back to the Obama Administration to drive more of the
swap business to central clearing. And not just Chairman
Giancarlo but Chairman Massad had come out and said that this
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should be changed. The second thing is, the SLR which is gold-plat-
ed in the U.S., we have had a leverage ratio In the U.S. since the
Great Depression. We took it from 3 percent to 5 percent and 6 per-
cent. And it has become the binding constraint on top of what is
an extremely robust capital regime that has been put in place since
the financial crisis, which can exceed to high double digits for
many firms. The idea of making this one change that is counter-
intuitive to what the policy is to drive, really, the benefits or the
cost in this instance far outweigh the benefits as to what policy has
been.

Mr. LUETKEMEYER. You have a comment you are going to make,
sir?

Mr. DEAS. Sir, just speaking as a corporate treasurer, I can tell
you that if ultimately the initial margin and capital through CBA
and other requirements are intended to offset risk, and yet if initial
margin is not calculated in the determination of risk for capital
purposes, it seems to be out of sync with the economic realities,
and ultimately, that will get us off-track.

Mr. LUETKEMEYER. Appreciate your comments, I see I am out of
time. I yield back. Thank you, Mr. Chairman, for your diligence
today.

Chairman HUIZENGA. No problem, gentleman’s time has expired.
With that, Mr. Hollingsworth from Indiana is recognized for 5 min-
utes.

Mr. HOLLINGSWORTH. If nobody has told you yet, Happy Valen-
tine’s Day. I actually live in the very southern part of my district
in Indiana, and I live just literally two or three miles from the
Kentucky border. And sometimes, I run into businesses based in
Indiana that say, I have a location in Kentucky and a location in
Indiana. And I am literally required to do something in Indiana
and I am barred from doing that same thing in Kentucky. And they
are trying to work across those two jurisdictions. Now, that is a
really small problem for a lot of small businesses, but it could be
a really big problem, and I think it was addressed in the Treasury
report, for large multinationals trying to comply with U.S. rules,
but might find themselves in a situation where non-U.S. jurisdic-
tions bar them from certain activities.

So this is coming to Mr. Bentsen and Mr. O’Malia. I wanted to
really address this. I think both of you alluded to this in your testi-
mony earlier, but I want to draw your attention to pages 133 and
135 of the Treasury report, quote, “market participants have raised
concerns with aspects of the SEC’s cross border rules and have
highlighted those that conflict with privacy, blocking and secrecy
laws in non-U.S. jurisdictions.”

A company is here, trying to comply with rules here but maybe
see cross currents of rules elsewhere preventing them from full
compliance here. And I think this has a long history of us trying
to work these things out; task force getting together, signing
MOUs, forbearance, et cetera.

I guess I really wanted to get at what do you think that those
trying to comply with U.S. derivatives rules, what suggestions of
how U.S. regulators including the SEC and the CFTC should work
to help ensure there is harmony between these two or ensure there
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are opportunities for cross national companies to be able to operate
in both jurisdictions, meet the rules of both jurisdictions?

Are there any suggestions you have for the SEC or CFTC on how
we could best work through that process as quickly as possible to
ensure that these companies that want to do the right thing can
quickly do the right thing for both the jurisdictions they operate in?

Mr. BENTSEN. I guess I will start. I think this is an issue that
it is hard to believe why this can’t be worked out. And I think if
you read the other parts of the Treasury report particularly the
first Treasury report, it makes a very important point that is indic-
ative of the U.S. financial markets because we have a very open
market system here where we have both U.S. and non-U.S. domi-
ciled firms that invest in our markets and provide capital credit
and liquidity to our markets to the betterment of the country as
a whole.

And one of things it points out is that non-U.S. domiciled finan-
cial institutions provide a tremendous amount of credit and capital
to the U.S. markets including to areas like Indiana in the agricul-
tﬂral space and elsewhere. That is important and we should value
that.

The problem is where we have rules that conflict and we have
this inbound also from other jurisdictions sometimes in the U.S.,
rules that conflict with a domestic rule that could preclude an enti-
ty from actually providing the services in the U.S. and that would
create a cost to the system here.

To us it seems in the case where a European-based swap dealer
cannot comply with the rule as defined by the SEC and, therefore,
can’t be a registered swap dealer does not seem to—there has got
to be a way to work through that.

Mr. HOLLINGSWORTH. It doesn’t benefit us, right?

Mr. BENTSEN. It doesn’t benefit us.

Mr. HOLLINGSWORTH. For those that might say, we want to keep
foreign firms out, that is not true of the financial services industry,
it is not true generally. Everybody participates.

Mr. BENTSEN. It would be a disadvantage to the U.S.

Mr. HOLLINGSWORTH. That’s exactly right. Well said.

Mr. O’'MALIA. There a number of examples and I know each of
the chairmen of the respective agencies have worked very hard to
build the international bridges I would have to say that the rela-
tionship among this Administration and internationally has been
quite strong. Time has passed since some of the earlier rules, the
exporting of U.S. regulation has dissipated a little bit and the con-
versation has probably moved on.

But there are always going to be these little issues where there
is a misunderstanding or you just simply can’t deliver the rules.
There are plenty of data rules globally that privacy functions pre-
vent entities from reporting. Asia in particular has a number of
these things.

To Ken’s point, you certainly don’t want to put the U.S. at a dis-
advantage in terms of attracting capital or business.

Mr. HOLLINGSWORTH. Yes. I am a big believer that frankly the
more participants we have, more varied participants that we have,
the better and stronger, more resilient the ecosystem is overall.
That resiliency is a more emergent quality than a dictated quality.
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We need to welcome foreign firms operating here. Rising tide lifts
all boats but we have to figure out a way to get through some of
these gaps and make sure that across jurisdictions they can comply
with both sides at the same time to better empower them which
ultimately empower Americans better and that is what I am really
excited about.

And with that, Mr. Chairman, I yield back.

Chairman HUIZENGA. The gentleman yields back.

I would like to thank our witnesses for their testimony today. I
think this was very illuminating and helpful as we are having this.
Without objection, I would like to submit the following statements
for the record. First, the statement from Richard Baker, President
and CEO of Managed Funds Association and without objection and
a letter of support from FIA, Commodity Markets Council, CME
Group and the Intercontinental Exchange and without objection.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

Once again, I appreciate your time and expertise in this very
complicated space and we look forward to continuing this conversa-
tion. With that, this hearing is adjourned.

[Whereupon, at 4:03 p.m., the subcommittee was adjourned.]
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Chairman Huizenga, Ranking Member Maloney and members of the Subcommittee, my
name is Ken Bentsen and 1 am President and CEO of the Secutities Industry and Financial
Markets Association (SIFMA)." SIFMA welcomes this opportunity to testify regarding this
Subcommittee’s review of the post-crisis regulatory regime for derivatdives and consideration of

targeted legislative improvements.

As you know, Title V11 of the Dodd-Frank Act created, and U.S. regulators have now mosdy
implemented, a new regulatory regime for derivative products commonly referred to as swaps.
SIFMA belicves that many of the key pillars of this regime — enhanced transparency requirements,
central clearing for standardized swaps, and capital and margin requirements designed to address

the risks of non-cleared swaps — should remain in place.

We are concerned, however, that some of the regulations adopted as patt of these reforms go
beyond what is necessary to achieve core risk mitigation and transparency objectives and may even
be in conflict with ot redundant to other regulations on the books. These new regulations impose
undue costs on beneficial risk management activities by financial institutions and their end-user
customers, including manufacturers and the agricultural industry. They also foster unnecessary
regulatory complexity and uncertainty. Targeted fixes to these regulations can help promote U.S.
competitiveness, job creation and economie growth, withour undermining the increased safery and
stability brought about by the reforms.

SIFMA and its members are pleased to sce that policymakers across the globe are now evaluating
these issues as they take stock of recent detivatives reforms. Specifically, we are supportive of
recent efforts by the President and the Department of the Treasury to review the full scope of
financial regulations covering capital markets participants, products, and activities and make
recommendations for changes” — many of which SIFMA agrees with. The Commodity Futures
Trading Commission (CFTC), for its part, bas undertaken a similar initiative, known as “Project
K188, with the goal of reducing unnecessary regulatory burdens on the markets and participants
the CFTC oversees to make them simpler, less burdensome and less of a drag on the American
cconomy. SIFMA provided many detailed recommendations in response to this initiative, and we
look forward to working with CFTC Chairman Giancarlo and the rest of the CFTC moving
forward on this initiative. And as the Securites and Exchange Commission (SEC) nears

L SIFMA is the voice of the U.S. securities industry. We represent the broker-dealers, banks and asset managers whose
nearly 1 million employees provide access to the capital markets, raising over $2.5 trillion for businesses and
municipalities in the U.S., serving clients with over $18.5 trillion in assets and managing more than §67 willion in
assets for individual and institutional clients including mutual funds and retitement plans, SIFMA, with offices in New
York and Washington, D.C., is the US. regional member of the Global Financial Markets Association (GFMA). For
more information, visit http://www.sifma.ore,

2 See: hips:/ /wwiw freasury,oov/ press-center S pr oo/ Documents /A-Financial-System-Capital-Markets-FINAL-

il ~pdfl

3 82 FR 23765 (May 24, 2017) (Project KISS), available at:
hup:/Swww.cfte.gov/ide/ gronps public (irfederalresister /documents /file /201 7-10622a.pdf.

2
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completion of its Title VII regime, SIFMA is hopeful that the agency will be informed by the
recommendations and output stemming from these review efforts, and will seek to engage in a

bencficial dialogue as they work to finalize their rules.

SIFMA believes that Congress also has an important role to play in evaluating how to improve
derivatives regulation. Indeed, there are areas of reform that would require statutory modification
as the regulators lack the proper authority. In the remainder of my testimony, I will focus on a few
specific ateas where the Subcommittee’s important work in this area, including the legislative
proposals under consideration today, can make significant contributions by making our regulations

more risk-sensitive, less complex, and clearer.
Treatment of Transactions Between Affiliates

A key goal of the Dodd-Frank Act was to reduce the risk of financial contagion by reducing
interconnectedness in the swaps markets. One of the ptimary ways that multinational companies,
both financial institutions and commetcial companies, can help accomplish this goal is through
centralized, group-wide risk management strategies. By using swaps between commonly owned
and managed affiliates to efficiendy allocate and net risks within the corporate group, these

strategies reduce interconnectedness by reducing the need to trade with third pardes.

Rather than encouraging these beneficial, risk-reducing transactions, certain regulations impose
significant, additional costs on firms executing them. In particular, U.S. bank regulators require the
firms they regulate to collect an additional amount of collateral (called “initial margin”) from their
affiliates above and beyond the current credit exposure posed by those affiliates, which is already
covered by mark-to-market or “variation” margin. The covered banks must then segregate this
initial margin instead of using it to fund their lending activities or as a liquidity cushion they can

use for other aspects of their business

Some of the SIFMA members subject to these inter-affiliate initial margin requirements report that
they are locking up as much, and sometimes more, collateral for these risk-reducing inter-affiliate
transactions than they are collecting from third parties. Such risk-insensitive margin requirements
discourage prudent risk management strategies and make it more challenging for the affected firms
to provide cost-effective hedging solutions for end-user customers. They also reduce the resources

these firms otherwise could loan out or invest in the broader economy.

Additionally, because only the U.S. bank regulators have imposed initial margin requirements on
inter-affiliate swaps — not the CFTC or foreign regulators — the requirements create an un-level
playing field and unnecessary regulatory complexity. The requirements also undermine decisions
by the CFTC to extend relief to inter-affiliate swaps from the Dodd-Frank Act’s mandatory
clearing and mandatory trading requirements. The CFTC extended this relief because it recognized
the risk management benefits of inter-affiliate swaps, although it adopted certain conditions to the
relief that have proved problematic in some cross-border contexts.
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We believe that an appropriate and targeted solution to these issues would be to exempt inter-
affiliate swaps from initial margin, mandatory clearing, and mandatory trading requirements, so
long as they are part of a centralized risk management program and remain subject to variation
margin and trade reporting requirements. This approach would bring the banking regulators’
margin rules in line with the CFTC’s and help streamline existing CFTC exemptions. The banking
regulators would retain a full suite of traditional bank regulatory tools to address any unique

considerations raised when a federally-insured bank enters into inter-affiliate swaps.

SIFMA accordingly supports legislative measures to fix the current application of Title VII
requitements to inter-affiliate transactions. We believe that any such measure should apply across
the CFTC, SEC and U.S. banking regulators, who should be required to amend existing rules, as
necessaty, to be consistent with the new legislative framework and prevented from adopting any

future rule, regulation or interpretation that is inconsistent with that framework.

Agency Review and Harmonization of Rules Relating to the Regulation of Over-the-
Counter Swaps Markets

The tegulatory distinction between “swaps” and “security-based swaps™ as defined by Title VII did
not accurately reflect market practice, and the resulting jurisdictional split between the CFTC and
SEC has posed challenges for market participants. Despite some efforts by the agencies to
coordinate and harmonize their Tide VII requirements, important differences in these

requirements remain.

SIFMA has long encouraged the CFIC and SEC to identify additional opportunities to simplify,
harmonize and streamline their respective Titde V1T requirements, where appropriate. We are
especially focused on areas where both agencies have an opportunity to build on lessons learned
from experience with the CFTC’s Title VII rules during the five years since they took effect at the
end of 2012. These include:

®  Reducing conflicts with other legal regimes, especially where different U.S.
regulators’ rules overlap, or U.S. rules apply extraterritorially. For example, the
SEC has adopted ambiguous certification and legal opinion requirements relating to
the SEC’s access to a non-U.S. dealer’s books and records, which create conflicts
with foreign laws that the CI'TC has sought to avoid. These conflicts would put
U.S. investors at a disadvantage when they seek to access foreign markets because
they would prevent non-U.S. dealers from trading with U.S. investors, lest those
dealers become subject to conflicting requirements. The SEC should follow the
CFTC’s approach to avoiding or mitgating these conflicts.

» Following consistent international standards in areas such as margin and reporting
requirements, which help promote a level playing field and efficient coordination
among regulators. 1n contrast, the SEC’s proposed margin rules include

4
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idiosyncratic approaches to calculaton and segregation of initial margin, which if
adopted would make it difficult for SEC registrants to trade with other firms
effectively. Also, the SEC’s reporting rules rake different approaches than rules
adopted by the CFTC and foreign regulators to what dara is required, who must
report it, and when it must be reported, which will inhibit use of existing reporting
systems and prevent regulators from effectively aggregating each other’s dara. To
the extent characteristics of the SEC’s markets or regulatory mandates justify
differences in these areas, those differences should be more narrowly tailored.

* Recognizing instances where satisfying another domestic or foreign regulator’s
requirements would achieve a comparable regulatory outcome while avoiding the
complexity and uncertainty associated with overlapping regulations. In particular,
the SEC and CFTC should look for more opportunities to leverage each other’s
rules, especially for dual registrants.

We are supportive of recent efforts of the agencies to coordinate and consider where
harmonizaton is appropriate, as indicated in recent speeches by the Chairmen, and look forward to
contributing to this important dialogue. We hope that these efforts consider the principles that 1
have summarized above. We also would encourage additional coordination between the markets
regulators and the U.S. banking regulators, especially in relation to capital and margin

requirements.
Regulatory Capital Requirements

Regulatory capital requirements should be based on the principle that taking greater risk requires
greater capital. Completely risk-insensitive leverage capital measures, such as the supplemental
leverage ratio (SLR), are becoming the binding capital measures for many banking organizations,
and the standardized risk-based capital tequirements do not permit sufficient use of more risk-
sensitive methodologies. As a result, the amount of required capiral is increasingly untelated to the
level of risk taken. This defeats the principle of correlation between risk and capital and could lead
to insufficient or excess capital levels, depending on prevailing economic conditions. These trends
are exacerbated by excessively conservative and unrealistic assumptions built into the requirements,
which creates a one-way ratchet toward higher amounts of capital and liquidity without adequate
consideration of the effects on lending, market liquidity and the ability of end-users to hedge their

risks.

One particularly problematic area is the SLR’s treatment of centrally cleared derivatives. When a
firm acts as an intermediary between a derivatives clearinghouse and a client, the firm guarantees
the client’s obligations to the cleatinghouse, collects initial margin from the client to secure the
client’s obligations, and segregates that margin from its own assets (often by posting the margin to
the clearinghouse). Although this initial margin largely offsets the clearing firm’s exposure to the
client and the clearing firm cannot use the margin to fund its business, the SLR requires the clearing

firm to treat the full client exposure as a source of leverage without recognizing an offset for the

5
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initial margin.

Because the SLR’s approach to client clearing requires clearing firms to hold capital against these
exposures far in excess of the risks they face, it discourage client clearing activity. This incentive
runs directly counter to the Dodd-Frank Act’s mandates ro promote central clearing. SIFMA
accordingly supports H.R. 4659, as it would deduct any client-provided initial margin on centrally
cleared derivatives from the amount of leverage exposure for the firm clearing the swap, and

requires the banking regulators to amend their leverage-based capital rules to reflect this change.

There arc also several other areas where leverage-based capital rules requite firms to hold capital far
in excess of their risks and discourage beneficial activity. For example, several post-crisis rules now
require banks to hold significant amounts of high-quality, liquid assets as a cushion against future
liquidity serains. But the leverage ratio treats these assets as though they were just as risky as any
other asset held by a bank. To address this issue, we also recommend excluding from total leverage
exposure all cash and cash equivalents, such as cash on deposit with central banks, U.S. Treasuries
and government agency secusities, and foreign sovereign debt that qualifies for a 0% risk weight

under the risk-based capital rules.

Establishment of De Minimis Exception Annual Thresholds for Swap Dealers and Security-
Based Swap Dealers

The Dodd-Frank Act exempts a person from being deemed a swap dealer or security-based swap
dealer if the person engages in only a de minimis quantity of swaps or security-based swaps
connected to its dealing activity. When the CFTC and SEC initially adopted rules implementing
these provisions, they did not yet have much darta they could use to quantity participation in the
swap and security-based swap markets. They therefore set their de minimis thresholds relatively
consetvatively, with automatic reductions after a period of time absent a rulemaking to change the
threshold or its methodology. For example, the CIFTC’s threshold is currenty set at $8 billion, with

an automatic reduction to $3 billion to occur absent CIFTC action.

Over time, a potential decrease in the de minimis threshold has been a source of significant
uncertainty for smaller firms, especially regional banks and dealers that facilitate access of smaller
commercial end users to swaps. SIFMA has previously raised concerns® that decreasing the de
minimis threshold would lead to a reduction in the number of swap market participants willing to
engage in swap dealing activity with commercial end users for fear of going above the threshold and
trigeering the swap dealer registration requirement. Such an outcome would lead to reduced

liquidity and a greater concentration of swaps transactions with larger financial institutions. In fact,

“ See comments from SIFMA and the International Swaps and Derivatives Association, Inc. in response to CFTC
staff’s “Swap Dealer De Minimis Exception Preliminary Report” (submitted Jan. 19, 2016), available at:
httpsy//www.sifima.org/resources/submissions/sifma-and-isda-submit-comments-to-the-cftc-on-the-swap-dealer-de-
minimis-exception-preliminary-report/.
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2 2016 CFTC staff report on this issue stated that lowering the swap dealer registration threshold to
$3 billion would provide “insignificant additional regulatory coverage” for dealing activity in interest
rate swaps and index credit default swaps as compared to the §8 billion level.” The Department of
the Treasury recenty recommend that the CFTC should maintain the swap dealer de minimis
registration threshold at $8 billion, and establish that any future changes be subject to formal

rulemaking and a public comment process.®

We believe that any determination to modify the de minimis threshold must be supported by reliable,
complete and robust data to avoid uncertainty and disruption in the swap markets. We support the
CI'TC’s recent order” providing for additional time to consider data and make informed decisions
moving forward regarding the appropriate level for the de minimis threshold.

In addition to setting their de minimis thresholds at an appropriate level, it is also critical for the
CITC and SEC to tailor what types of transactions count toward those thresholds. In particular,
we are concerned about the extent to which the agencies currently require firms to count non-13.S.
transactions, even transactions entered into by affiliates subject to comparable foreign regulation.
We believe it is imperative that the agencies appropriately tailor the scope of transactions that lead

to swap dealer or security-based swap dealer registration in the cross-border context.®

Fokok
Thank you for giving me this opportunity to explain our views related to several important

measures to be considered by the Subcommirtee.

® Swap Dealer De Minimis Exception Final Staff Report (Aug. 15,2016} at 21, available at:
hup://www cfic.goviide/groups/public/@swaps/documents/file/dfreport_sddeminisO81516.pdf.

© Department of the Treasury Report, “A Financial System that Creates Economic Opportunities: Capital Markets™
(Oct. 2017y at 139, available at: https://www treasury.gov/press-center/press-releases/Documents/A-Finangial-
System-Capital-Markets-FINAL-FINAL.pdf.

782 FR 50309 {Oct. 31, 2017} (Order Establishing a New De Minimis Threshold Phase-in Termination Date),

® See comments from SIFMA in response to the CFTC’s Project KISS initiative regarding swap dealer registration
requirements (submitted Sep. 29, 2017), available at: https://www.sifma.org/tesources/submissions/response-to-
cfte-project-kiss-initiative-in-regards-to-swap-dealer-registration/. “Title VII should not apply extraterritorially to
ULS. firms’ foreign branches or affiliates where existing regulation already protects against significant risk flowing
back to the United States. As such, [swap dealer (“SD )] registration should not apply to a U.S. firm's non-U.S.
affiliate on the basis of trading with non-U.S. counterparties if the U.S. firm’s non-U.S. affiliate is regulated in a
G20 jurisdiction or otherwise subject to Basel-compliant capital standards, regardless of whether the affiliate is
guaranteed by its U.S. parent. Further, non-U.S. swap counterparties should not be requived 1o register as SDs as a
result of doing business with a U.S. firm’s foreign branch or affiliate (guaranteed or not), and rather allow for
existing prudential regulation to address any risks faced by U.S. firms trading abroad. By appropriately excluding
such transactions from registration calculations, the Commission would promote U.S. competitiveness abroad and
Sacilitate continued access of U.S. firms to foreign liquidity providers, trading platforms and centralized
counterparties ("CCPs”).”
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Chairman Huizenga, Ranking Member Maloney and distinguished Members of the Subcommittee,
it is an honor to appear before you today at this important hearing on ways to improve the U.S.
regulatory regime for over-the-counter (“OTC”) derivatives.

By way of background, I am the current chairman of the National Association of Corporate
Treasurers (“NACT™), an organization of treasury professionals from several hundred of the
largest public and private companies in the country. 1 also represent the NACT on the steering
committee of the Coalition for Derivatives End-Users (the “Coalition™), which is comprised of
over 300 end-user companies and trade associations. The Coalition’s member companies employ
OTC derivatives to manage commercial and operational risks in their day-to-day business
activities, principally through the dedicated efforts of their corporate treasurers. 1 am testifying
today on behalf of the Coalition.

The end-user community is appreciative of this Subcommittee’s historical and continued support
in providing end-users with relief from some of the costliest regulations promulgated under
financial reforms, including, specifically, Title VII of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank™)*. In spite of your efforts and those of agencies that have
worked with the Coalition on sensible regulations, Main Street businesses remain burdened by a
number of Dodd-Frank rules. For example, U.S. prudential regulators,? acting in accordance with
their Dodd-Frank mandates, have continued to issue rules that have resulted in increased costs for
end-users’ risk mitigation activities. The cumulative effects of these burdens and costs have
threatened the ability of American businesses to affordably protect against risks associated with
their day-to-day commercial operations.

While the Commodity Futures Trading Commission (“CFTC”), the Securities and Exchange
Commission, and the prudential regulators have implemented important reforms to better protect
commercial end-users and the OTC derivatives markets generally, the implementation of many of
these new, well-intended measures have adversely impacted American business investment,

! See Pub. L. 111-203, 124 Stat. 1376 (2010).

9

Depending on the context, the term “U.S. prudential regulators” generally refers to the Office of the Comptroller
of the Currency, the Federal Deposit Insurance Corporation, the Board of Governors of the Federal Reserve
System, the Farm Credit Administration or the Federal Housing Finance Agency.
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acquisitions, research and development and job creation. Hence, the Coalition is very pleased that
this Subcommittee today is examining legislation to provide relief to end-users. And I would like
to express the Coalition’s support for a number of these bills.

As 1 will explain later in my testimony, the Coalition expressly supports the following four
legislative proposals: (i) the proposal creating an end-user exemption from the credit valuation
adjustment (“CVA™); (ii) the proposal ensuring end-user faimess in the Dodd-Frank “financial
entity” definition; (iii) the proposal exempting internal risk management practices between
affiliates from myriad Dodd-Frank swap requirements; and (iv) the proposal fixing the statutory
centralized treasury unit (“CTU™) relief.

First, however, allow me to provide context on how end-users use OTC derivatives and what role
end-users play in OTC derivatives markets, and how targeted regulatory relief can help end-users
continue to drive the economy and create good jobs here in the United States.

I END-USERS AND TODAY’S OTC DERIVATIVES MARKETS

End-users are fundamentally different from most other participants in the OTC derivatives markets
in that they only employ derivatives to reduce risks arising from their business operations. I think
a simple example will help explain this point. Consider a U.S.-based agricultural chemicals
manufacturer that sells products in Brazil. One of the company’s customers in Brazil needs to
purchase crop-protection chemicals at planting time, but can only pay six months in the future, at
harvest time. During this six-month period, the Brazilian farmer faces both commodity price risk
and currency risk. The U.S. chemicals manufacturer arranges a trade with the Brazilian farmer,
whereby the farmer agrees to pay in bushels of soybeans at harvest time, six months forward, and
the U.S. manufacturer agrees to provide the chemicals that the farmer needs to apply at planting
time. Through that trade, the farmer has transferred the commodity price risk to the U.S. chemicals
manufacturer, which can enter into a customized OTC commodity derivative, which locks in the
U.S. dollar price six months in the future, thereby hedging its risk in the derivatives market.

By reducing the overall volatility of its business results, the OTC derivative executed by the U.S.
chemicals manufacturer contributes to the stability and predictability of its business. Additionally,
it supports U.S. exports, manufacturing, research and development, and ultimately employment of
U.S. workers. However, that U.S. chemicals manufacturer cannot sustain this beneficial
transaction without being able to offset the manufacturer’s risks by trading with a bank
counterparty, which provides liquidity. And the U.S. chemicals manufacturer also cannot provide
that service in Brazil if the transaction pricing for its offsetting trade with the bank is too high.

OTC derivatives activity reduces business risk for thousands of end-user companies like the one
in my Brazil example. From an end-user company’s point of view, the OTC derivatives market
should allow the efficient transmittal of risk from where it is incurred to where it can be matched
and offset. Undue regulatory costs along the way, including those placed on its financial
intermediaries, are ultimately borne by the end-user. This hedging activity does not create
meaningful system risk and did not roil markets during the 2008 financial crisis. For perspective,
end-users comprise less than 10 percent of the notional amount of the OTC derivatives market.
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Now that I have provided some context regarding why end users employ OTC derivatives, | would
like to turn to addressing how we believe certain OTC derivatives legislative proposals under
consideration by the Subcommittee would likely address two underlying policy concerns affecting
end-users.  First, the Coalition expressly supports two proposals since they would likely help
maintain the competitiveness of U.S. businesses when they do business overseas. Second, the
Coalition expressly supports two other proposals since they would likely reduce the costs and
burdens of existing Dodd-Frank regulations, which have had unintended, adverse consequences
on end-users.

1. MAINTAINING THE COMPETITIVENESS OF U.S. BUSINESSES WHEN THEY DO BUSINESS
OVERSEAS

Recognizing that the OTC derivatives markets are truly global, end-users should have a consistent,
predictable and level regulatory playing field in which they do not suffer any relative disadvantages
when compared to their foreign competition. Foreign regulators of many of our trading partners
have granted exemptions to end-users that are not available under U.S. law, placing American end-
users at an economic disadvantage compared to their foreign competitors. Moreover, financial
end-users that use derivatives the same way as non-financial end-users(i.e., to manage business
risks) should enjoy the same exemptions from clearing and margin requirements. The Coalition
believes that the following two legislative proposals under consideration by the Subcommittee
would directly address these policy issues:

e Proposal creating an end-user exemption from the CVA charge; and
s Proposal ensuring end-user fairness in the Dodd-Frank “financial entity” definition.

Proposal Creating an End-User Exemption from the Credit Valuation Adjustment

European policymakers have implemented capital charges on OTC derivatives positions
significantly more favorable to their end-users than U.S. prudential regulators. The European
approach recognizes that end-users” hedging activities are in fact reducing risks, and accordingly,
exempts end-user derivatives transactions from the CVA capital charge.’ In contrast, the CVA
capital charge rules promulgated in the United States require U.S. banking institutions to calculate
and hold capital to mitigate counterparty credit risk on all uncleared OTC derivatives transactions.*
Since commercial end-users that transact OTC derivatives with U.S. banking institutions are not
required to clear their transactions, all of those transactions are subject to the CVA charge. U.S.
banking institutions pass along the costs associated with the CVA charge to their end-user
counterparties in the form of higher transaction pricing. As a result, end-users pay more for their
swaps executed with U.S. banking institutions.

¥ EU Capital Requirements Regulation, Article 382(4).

* The CVA capital charge requires a banking organization to retain additional capital to protect against potential
mark-to-market losses in situations where their OTC derivatives counterparties’ creditworthiness deteriorates.
U.S. prudential regulators were given the statutory authority to promulgate CVA capital charge rules under the
Basel 111 regulatory framework. Although the CVA is not discussed in Dodd-Frank, the underlying statutory
authority of 12 U.S.C §§ 5371(b)2) and 5365(b)(1) provides prudential regulators with the authority to
promulgate risk-based standards, like the CVA under 12 C.F.R. §§ 217.132(e) and 324.132(e) (2016).

(o)
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The lack of a CV A exemption in the United States significantly reduces the benefits of the statutory
exemptions from clearing and margin requirements, which were granted by Congress under Dodd-
Frank. Anexemption would put U.S. businesses on equal footing with their non-U.S. counterparts.
For those reasons, the Coalition supports a legislative proposal that explicitly requires U.S.
prudential regulators to establish an exemption from the CVA capital charge for U.S. banking
institutions’ OTC derivative hedging transactions with commercial end-users.

Proposal Ensuring End-User Fairness in the Dodd-Frank “Financial Entity” Definition

The Coalition believes that all end-users employing derivatives to manage business risk should be
treated equally. Under Dodd-Frank, Congress established status-based exceptions and exemptions
from several requirements, including mandatory clearing, mandatory trading, and the requirements
under the CFTC’s and U.S. prudential regulators’ final uncleared margin rules. That is, eligibility
for an exemption or exception from a particular Dodd-Frank requirement turned primarily on an
entity’s status as a financial entity. Falling under Dodd-Frank’s definition of “financial entity”
means that an entity is automatically precluded from qualifying for or otherwise electing any of
exceptions or exemptions. Essentially, Dodd-Frank treats entity status—financial versus non-
financial-—as a proxy for the potential riskiness an entity poses to the U.S. financial system
irrespective of the types of activities in which the entity engages (i.e., speculative versus hedging
activities). As a result, less risky end-users are captured within the broad “financial entity”
definition (such as special-purpose vehicles and other similar structures) and must clear their OTC
derivatives at clearinghouses, trade their OTC derivatives on regulated exchanges and exchange
margin on their uncleared OTC derivatives transactions, notwithstanding the fact that those
transactions were entered to hedge or mitigate legitimate commercial risks.

Consider a real estate company, which owns and manages factory buildings and
supporting infrastructure, and leases them to manufacturers. To the extent the company is
organized as a real estate fund, it is characterized under current rules as financial and cannot
hedge its business exposures in the derivatives markets without being subject to the full range
of regulations applied to financial counterparties. The unifying characteristic for the end-user
exemption should be maintaining a book that matches a derivative with an underlying business
exposure, not whether the end-user is engaged in certain activities which might be financial in
nature.

Foreign policy makers and regulators in Europe, Canada and other jurisdictions have taken a
different view.> These jurisdictions have determined that eligibility to claim exemptions
and exceptions from OTC derivatives rules should be based on an entity’s activity-levels within
their markets. In most cases, these jurisdictions focus on the types and size of an entity’s
activities in determining the entity’s riskiness to their financial markets and, in turn, the entity’s
cligibility to elect exemptions and exceptions from certain requirements. To that end, these
jurisdictions have established de minimis tests to determine an entity’s eligibility.

5 See European Market Infrastructure Regulation (EU) No. 648/2012 (Dec. 12,2012). See also Canadian Securities
Administrators, National Instrument 94-1010 (Jan. 19, 2017). See_ also Monetary Authority of Singapore,
Securities and Futures (Clearing of Derivatives Contracts) Regulations 2015, ch. 289.
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In order to level the playing field for American businesses, the Coalition fully supports legislative
proposals that would narrow Dodd-Frank’s broad definition of “financial entity” by including a de
minimis threshold. This approach would be consistent with the approaches taken by foreign
jurisdictions and would more appropriately measure an entity’s riskiness based on actual OTC
derivatives activity. This approach was also expressly supported by CFTC Chairman J.
Christopher Giancarlo® and supported in principle by the U.S. Department of the Treasury in its
Capital Markets Report.” Last year, Chairman Giancatlo testified before the House Agriculture
Committee that the definition “is perhaps [one of a couple of] areas where the rules have been
overly broad and overly restrictive.”® Treasury’s Capital Markets Report further expressed support
for a legislative amendment to the Commodity Exchange Act (“CEA”) clarifying the scope of the
“financial entity” definition and allowing non-prudentially regulated entities that are financial in
nature to become eligible for an exception to the clearing requirement that is appropriately
conditioned on, among other things, the size and nature of swaps activities.®

HI.  ReMOVING THE COSTS AND BURDENS OF WELL-INTENDED REGULATORY MEASURES
WITH UNINTENDED, ADVERSE CONSEQUENCES

After more than seven years of Dodd-Frank implementation, the comprehensive harmful impacts
that the full suite of Dodd-Frank regulations have had on end-users’ opportunities to manage,
effectively and cost-efficiently, their exposures to volatile market risks and access the capital
markets are well-known to corporate treasurers. The Coalition believes that two of the legislative
proposals currently under consideration by the Subcommittee will mitigate harmful impacts. In
particular, those two proposals would:

s Exempt internal risk management practices between affiliates from myriad Dodd-Frank
swap requirements; and
» Fix the statutory centralized treasury unit relief.

Proposal Exempting Internal Risk Management Practices Between Affiliates from
Myriad Dodd-Frank Swap Requirements

Currently, Dodd-Frank provisions added to the CEA and CFTC regulations that were promulgated
under those provisions indiscriminately apply many requirements to inter-affiliate derivatives
transactions as if those transactions were executed between unaffiliated, third-parties. While the
CFTC has issued final rules and staff no-action letters to provide relief from various Dodd-Frank
requirements in recognition of the fact that inter-affiliate derivatives transactions are not

& See Congressional Testimony Transcript, CFTC Chairman J. Christopher Giancarlo before the Committee on

Agriculture, House of Representatives, EXAMINING THE 2017 AGENDA FOR THE CFTC, 115th Congress, First
Session, Oct. 11, 2017, Serial No. 115~12, (“Giancarlo’s House Agriculture Testimony™), available at
hitps://agriculture house.gov/uploadedfiles/115-12 - 27184 pdf.

-

See U.S. Dept. of the Treasury Report, A FINANCIAL SYSTEM THAT CREATES ECONOMIC OPPORTUNITIES —
CAPITAL  MARKETS, pp. 141-142, available at https//www.treasury.gov/press-center/press-releases/
Documents/A-Financial-System-Capital-Markets-FINAL-FINAL.pdf (“Treasury’s Capital Markets Report™).

$ See Giancarlo’s House Agriculture Testimony at p.40.

° 1d.at 142,
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speculative and do not raise the systemic risk concerns that Dodd-Frank is intended to address, the
CFTC’s rules and staff no-action letters have created uncertainty and impose complex conditions
on end-users” internal risk management practices.

Rather than having each affiliate separately execute swaps, it is a common for derivatives end-
users to engage in the risk-reducing best practice of operating a single market-facing entity within
a corporate group in order to centralize hedging expertise. The end-user company employing this
practice gains the benefit of reducing the exposure it needs to hedge with a financial counterparty
by netting out opposite-way trades within its corporate group. This model allows for risks to be
managed across a corporate group, with the appropriate specialized expertise and operations, in
the appropriate entity, jurisdiction, or time zone subject to overall direct corporate control and
compliance supervision.

The Coalition believes that the legislative proposal under consideration today would more
permanently clarify that these internal, risk-reducing transactions are not subject to regulatory
burdens that were designed to be applied only to certain market-facing swaps. The proposal would
ensure that commercial end-users can net inter-affiliate derivatives and thereby enter into fewer
external swap transactions with third-party financial counterparties, allowing them to use these
inter-affiliate transactions to manage their commercial risks without unnecessary and costly
burdens being imposed on such transactions. Moreover, initial margin requirements for inter-
affiliate trades of end-users’ counterparties, and the related collateral segregation requirements for
such entities, impose additional cost burdens that directly increase transaction prices for
commercial end-users. Ensuring that inter-affiliate transactions for both end-users and their
counterparties are exempt from economically inefficient regulation would help to reduce costs and
would not contribute to the systemic risk that Dodd-Frank was intended to address.

Proposal Fixing the Statutory Centralized Treasury Unit Relief

CTUs are centralized corporate departments of Coalition companies that aggregate and manage
the enterprise-wide treasury needs of a derivatives end-user. Rather than each subsidiary engaging
in its own derivatives hedging transactions, CTUs serve as a singular unit to oversee the financial
needs of the organization, creating costs savings and making for a more efficient and financially
sound enterprise. In 2014, CFTC staff first provided relief to CTUs from the CFTC’s mandatory
clearing requirements through the issuance of a no-action letter.'* A year later, Congress sought
to provide identical relief to CTUs by enacting a statutory exemption for CTUs."" Congress’
statutory exemption, however, included slightly different language, which created certain
interpretive gaps. These gaps now threaten the cost-saving efficiencies and risk management
practices that end-users have established through their corporate structures.

The Coalition supports the legislative proposal under consideration by the Subcommittee that
would harmonize the language in Congress’ statutory exemption with CFTC staff’s relief in order
to remove uncertainty for both end-users and market regulators. In our view, this proposal would

10 See CFTC No-Action letter 14-144 (Nov. 26, 2014), available at htip://www.cfic.gov/ide/groups/public/
@Iriettergeneral/documents/letter/14-144.pdf.

1 7U.S.C. § 2(hX7XD).
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address the clear, unintended consequences resulting from Congress® well-intended statutory
exemption.

Iv. CONCLUSION

The Coalition appreciates the Subcommittee’s interest in considering measures to improve the U.S.
OTC derivatives regulatory framework and stands ready to help move these important bills
forward. The Coalition believes that legislative efforts to address the specific concerns with Dodd-
Frank that I highlighted today will reduce burdens and costs placed on American Main Street
businesses and will improve America’s global competitiveness.

1 will do my best to address any questions that you may have.
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L Introduction

I Background on Derivatives and Past Market Failures

III.  Title VII Reforms Enhance Market Stability and Competitiveness
IV.  Evaluating the Subcommittee’s Legislative Proposals

V. Sensible Steps to Enhance Financial Stability and Promote Competition

Thank you, Chairman Huizenga and Ranking Member Maloney, for the opportunity to testify on
this irmportant topic. I am the Managing Director for Economic Policy at the Center for American
Progress, where I help oversee the work of our Economic Policy team. Today, I will discuss the
important reforms made to the derivatives market by Title VII of the Dodd-Frank Wall Street
Reform and Consumer Protection Act, outline views on some of the derivatives-related
legislative proposals before the Subcommittee today, and suggest fruitful areas for the

Subcommittee to consider going forward.
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Background on Derivatives and Past Market Failures

The derivatives market is a vital avenue for financial and nonfinancial companies to prudently
hedge the risks they face—including foreign exchange, interest rate, and credit risks. One portion
of the derivatives market, namely futures and options contracts in which a buyer and seller agree
to transact (or the buyer has the option to transact) at a certain price on a future date, have long
been regulated and traded on public exchanges. However, a large segment of the derivatives
market, consisting primarily of swaps—contracts in which counterparties agree to swap different
cashflows that may reference specific indexes or interest rates—were unregulated prior to the
financial crisis. These derivatives, referred to as over-the-counter (OTC) derivatives were truly

left in the shadows of our financial system.

Today, the OTC derivatives market stands at roughly $550 trillion, in terms of the notional
amount of outstanding contracts.! This massive market may not directly impact the day to day
life of the average American, but a severe disruption in the market can have knock on effects
impacting the real economy. As former Chairman of the Commodity Futures Trading
Commission (CFTC), Gary Gensler, stated so aptly, “So many people...in the United States who
never had any connection to derivatives or exotic financial contracts had their lives hurt by the
risks taken by financial actors.”® We must get the regulation and oversight of these markets right.
Prior to financial crisis, we did not. And the economy, workers, and families suffered the ills of
that mistake. When derivatives markets are functioning well, however, consumers experience the
benefits of better prices, as financial and nonfinancial companies across the economy are able to

better manage the risks they face.

The unregulated OTC derivatives market was at the heart of the 2007-2008 financial crisis,

which cost 8.7 million Americans their jobs, 10 million families their homes, and eliminated 49

! Bank for International Settlements, “Statistical release OTC derivatives statistics at end- June 2017” {2017}
https://www.bis.org/publ/otc_hy1711.pdf

2 Chairman Gary Gensler, “OTC Derivatives Reform,” testimony before the Chatham House, London, March 18,
2010, available at http://www.cftc.gov/PressRoom/SpeechesTestimony/opagensler-35
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percent of the average middle-class family’s wealth compared with 2001 levels.’ OTC
derivatives tied counterparties across the financial sector together in complex webs of risk,
largely out of sight of regulators. Christopher Cox, the chairman of the Securities and Exchange
Commission (SEC) during the financial crisis, referred to the market as a “regulatory
blackhole.”* Then-president of the Federal Reserve Bank of New York Tim Geithner expressed
similar concerns in 2006 regarding the market, including challenges in the firms’ infrastructure
and operational management of these contracts.® This market was a clear source of systemic risk.
The buildup of financial sector interconnectedness meant that material financial distress at one or

a handful of financial companies could quickly reverberate throughout the financial system.

For example, American International Group Inc. (AIG) had a substantial portfolio of credit
default swaps (CDS) it had written against collateralized debt obligations stuffed with subprime
mortgages.® The CDS were insurance products at their core and AIG was essentially insuring
others against the risk that the subprime mortgage market would bottom out. When the subprime
mortgage market did indeed crash, AIG had to payout the CDS contracts.” Because these
derivatives were not regulated like a traditional insurance product or in any other responsible
way, AIG didn’t have adequate capital or reserves to cover the losses—bringing the global
insurance company to the brink of failure. AIG’s failure would have caused significant losses for

the company’s derivatives counterparties, as the default swaps were being used by AIG’s

3 Annalyn Kurtz, “U.S. soon to recover all jobs lost in crisis,” CNN Money, June 4, 2014, available at
http://money.cnn.com/2014/06/04/news/economy/iobs-report-recovery/; Carmel Martin, Andy Green and
Brendan Duke, eds., “Raising Wages and Rebuilding Wealth: A Roadmap for Middle-Class Economic Security”
{Washington: Center for American Progress, 2016}, available at
https://www.americanprogress.org/issues/economy/reports/2016/09/08/143585/raising-wages-and-rebuilding-
wealth/; National Center for Policy Analysis, “The 2008 Housing Crisis Displaced More Americans than the 1930s
Dust Bowl,” May 11, 2015, available at http://www.ncpa.org/sub/dod/index.php?Article 1D=25643.

# Chairman Christopher Cox, “Speech by SEC Chairman: Opening Remarks at SEC Roundtable on Modernizing the
Securities and £xchange Commission’s Disclosure System,” October 8, 2008, available at
https://www.sec.gov/news/speech/2008/spch100808cc.him.

® Timothy F. Geithner, President of the Federal Reserve Bank of New York, “implications of Growth in Credit
Derivatives for Financial Stability,” Remarks at the New York University Stern School of Business Third Credit Risk
Conference, New York City, May 16, 2006, available at
https://www.newyorkfed.org/newsevents/speeches/2006/gei060516.

% Alistair Barr, “AlG execs say super senior CDO portfolio in run off,” MarketWatch, May 9, 2008, available at
http://www.marketwatch.com/story/aig-execs-say-super-senior-cdo-portfolio-in-run-off.

7 Robert McDonald and Anna Paulson, “AlG in Hindsight” {Chicago: Federal Reserve Bank of Chicago, 2014),
available at hitps://www.chicagofed.org/~/media/publications/working-papers/2014/wp2014-07-pdf pdf;
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counterparties to hedge against a subprime market downturn.® The Federal Reserve bailed out
AlIG’s in part because its failure would cause failure or distress at other financial institutions

across the financial sector.’

AIG was by no means the only example of the dangerous webs of risk created by unregulated
derivatives during the crisis. Lehman Brothers’ disorderly failure, which was felt across the
global financial system in September of 2008, was exacerbated due to the company’s extensive
OTC derivatives portfolio. The company had around 930,000 OTC derivatives contracts at the
time of its failure.'® Moreover, the systemic importance of Bear Stearns, Merrill Lynch, and
countless other financial institutions that were bailed out during the crisis was increased by their

OTC derivatives portfolios.!

The significant risks posed by unregulated derivatives markets were not necessarily new in 2007-
2008. In 1998, the highly leveraged hedge fund, Long Term Capital Management (LTCM),
leveraged roughly $4 billion of net assets into $125 billion in gross assets. Beyond LTCM’s
leveraged balance sheet, it also used OTC derivatives to increase its total leverage exposure to $1
trillion.!? When the hedge fund’s bets went sour, the Federal Reserve Bank of New York stepped
in to help facilitate a private bailout of the firm because many large Wall Street banks were
LTCM’s counterparties.!? Speculative derivatives losses also led to the downfall of another

sizeable hedge fund, Amaranth Advisors. Amaranth lost $6 billion on unregulated energy

8 Serena Ng and Carrick Mollenkamp, “Goldman Fueled AIG Gambles,” The Wall Street Journal, December 12,
20089, avaitable at http://www.wsj.com/articles/SB10001424052748704201404574590453176996032.

9 Federal Reserve Bank of New York, “Actions Related to AIG” available at
https://www.newvorkfed.org/aboutthefed/aig.

% Michael Greenberger, “The Role of Derivatives in the Financial Crisis,” Testimony before the Financial Crisis and
inquiry Commission, June 30, 2010, available at https://fcic-static.law.stanford.edu/edn_media/fcic-
testimony/2010-0630-Greenberger.pdf.

1 Board of Governors of the Federal Reserve System, “Bear Stearns, JPMorgan Chase, And Maiden Lane LLC,”
available at https://www.federalreserve.gov/regreform/reform-bearstearns.htm (last accessed February 2018);
Gretchen Morgenson, “How the Thundering Herd Faltered and Fell,” The New York Times, November 8, 2008,
available at hitpy//www.nytimes.com/2008/11/09/business/09magic.html.

2 Michael Fleming and Weiling Liu, “Near Failure of Long-Term Capital Management,” Federal Reserve Bank of
Richmond, November 22, 2013, available at https://www federajreservehistory. org/essays/itcm near failure.
3 Roger Lowenstein, “Long-Term Capital Management: It's a short-term memory,” The New York Times,
September 7, 2008, available at hitp://www.nytimes.com/2008/09/07/business/worldbusiness/07iht-

071tcm. 15941880 html.
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derivatives when its bets in the natural gas market went south.'* Additionally, unregulated
energy derivatives were at the center of Enron’s collapse. The company looked more like a
financial institution than a utility company by the time of its demise.” Enron used OTC
derivatives to hide debt, to hide losses, and to speculate.'® When its smoke and mirrors risk-
shifting and highly-leveraged speculation came crashing down, the $63 billion energy giant filed
for bankruptcy—at that time the largest bankruptcy filing in U.S. history.!” Unfortunately

following these episodes, which revealed the dangers of unregulated derivative markets, no

material improvements were made to the regulatory regime—paving the way for the central role

played by the OTC derivatives market in 2007-2008.

In addition to increasing the interconnectedness of the financial sector, OTC derivatives enabled
financial companies to conceal their leverage prior to the 2007-2008 crisis. These unregulated
markets did not have adequate capital or margin requirements for derivatives held by banks, or
any capital/margin requirements for non-bank dealers, which would have restricted the leverage
employed by institutions using these financial instruments. On-balance-sheet leverage, funding
assets through various forms of borrowing, was restricted—albeit inadequately—at the firm-
level by capital requirements. Similarly, regulated derivatives markets, through exchange trading
and clearing, required counterparties to put up capital at the transaction-level known as margin,
to protect against counterparty default. Not having adequate capital or margin requirements in
place in the OTC derivatives markets enabled firms to take on excessive leverage, without

adequate buffers to protect against price movements against their positions.

14 United States Senate Permanent Subcommittee on investigations, “Excessive Speculation in the Natural Gas
Market,” Staff Report, June 2007, available at hitps://www.hsgac.senate.gov/download/report -psi-staff-report-
excessive-speculation-in-the-natural-gas-market-6/25/07; Jenny Anderson, “Betting the House and Losing Big,” The
New York Times, September 23, 2006, available at

http://www.nytimes com/2006/09/23/business/23hedge htm?mtrref=www google com,

15 Michael Schroeder, “Enron's Dealing in Derivatives Helps Shift Spotlight to a Gap in Oversight,” The Wall Street
Journal, January 28, 2002, available at https://www.wsj.com/articles/SB1012168575563404120; Frank Partnoy,
“Testimony of Frank Partnoy before the Unites States Senate Committee on Governmental Affairs,” January 24,
2002, avaitable at https://www hsgac.senate.gov/download/?id=e61872aa-e5b1-4f41-a184-d4ebab8faads,

18 Ibid.

7 The Associate Press, “Enron Will Emerge From Bankruptcy Protection,” The New York Times, July 186, 2004,
available at http://www nytimes.com/2004/07/16/business/enron-will-emerge-from-bankruptey-protection html,
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In addition to the systemic risk arising from the unrestricted leverage and interconnectedness of
the OTC market, certain OTC derivatives products were used speculatively and magnified risk,
instead of hedging it. The bipartisan report of the Senate Permanent Subcommittee on
Investigations, among others, chronicled how credit default swaps enabled the creation of
synthetic (otherwise non-existent) exposures to subprime mortgages, which in turn dramatically
expanded the financial sector’s exposure to those assets.'® These products did not serve to
manage or hedge against risks, but simply enabled speculative activities and increased the

buildup of excessive risk in the financial system.

Following the 2007-2008 financial crisis, policymakers understood the need to bring the OTC
derivatives market out of the shadows to regulate and oversee the complex maze of

interconnections that had built up over time.
Title VII Reforms Enhance Market Stability and Competitiveness

In the wake of the devastation wrought by the financial crisis, Congress and the Obama
administration took action to reform the financial regulatory regime in the U.S. and passed the
Dodd-Frank Wall Street Reform and Consumer Protection Act. Title VII of Dodd-Frank
addressed the significant flaws in the unregulated OTC derivatives market that proved so costly
during the crisis. The bill mandated a series of regulatory improvements to the swaps markets,
including: (1) registration requirements for swap dealers and major swap participants; (it)
requirements that standardized OTC derivatives be centrally cleared through clearinghouses; (ii)
requirements that trading of standardized OTC derivatives take place on exchange-like
platforms; (iii) new capital requirements for swap dealers and major swap participants and
margin requirements for uncleared swaps; (iv) data reporting and recordkeeping requirements;
(v) governance requirements and protections against conflicts of interest for the users of these
products; and {vi) position limits to limit speculative activities; among others. The bill directed

the CFTC for most swaps and the SEC for security-based swaps to promulgate implementing

*# HSGAC Subcommittee on Investigations, “Senate Investigations Subcommittee Releases Levin-Coburn Report On
the Financial Crisis,” Press release April 13, 2011, available at

https://www hsgac.senate.gov/subcommitiees/investigations/media/senate-investigations-subcommittee-
releases-levin-coburn-report-on-the-financial-crisis.
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rules and also strengthened enforcement tools at both agencies. It also clarified, mandated, and
strengthened robust cross-border coverage, owing to the fact that risks in swaps can easily flow

back to the United States.

The goal of these reforms was to bring stability, transparency, and competition to this
previously-unregulated segment of the derivatives market. In several respects, these policy ideas
were not novel—variations of many of them had worked for decades (or longer) in the regulated
segment of the market. The registration, reporting, and recordkeeping requirements all were
meant to provide regulators and market participants with greater insight into the day-today
functioning and structure of the OTC derivatives market. The central clearing mandate was
included to address the dizzyingly complex, and systemically risky, interconnections created by
the web of OTC derivatives transactions across the financial sector—ensuring that a dedicated
third party assumed, managed, and reduced the resulting counterparty risks. The goal of
exchange-like trading mechanisms was to improve the liquidity, pre-trade transparency, and
costs for end-users, as the old off-exchange trading processes were cumbersome and opaque.
Capital and margin requirements were a must to improve the resiliency of these markets to face
the systemic risks they create. Governance requirements better protected end-users from abuses.
And position limits help further these goals by restricting the negative impact that excessive

speculative activities can have on real economy users of physical commaodities.

Nearly eight years have passed since Dodd-Frank passed Congress and was signed into law by
President Obama. Beyond sounding well-meaning in theory, have these changes in practice
addressed the pre-crisis ills of this market? We can answer that question with a resounding yes:
significant progress has been made. Central clearing of OTC transactions has increased
significantly since the crisis. In 2007, roughly 15% of derivatives overseen by the CFTC were
centrally cleared.’® Today, the dollar volume of cleared swaps is north of 80%.%° Research in the

CDS market shows that the increase in the use of central clearing has reduced counterparty credit

*® Chairman Timothy G. Massad, Testimony before the U.S. Senate Comittee on Agriculture, Nutrition & Forestry,
May 14, 2014, available at http://www.cftc.gov/PressRoom/SpeechesTestimony/opamassad-22.

% U.S Commaodity Futures Trading Commission, “Swaps Reports Archive,” available at
http:/fwww.cfte.gov/MarketReports/SwapsReports/Archive/index htm, December 29-January26 dollar volume of
IRS and CDS (cleared/total}.
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t.2! Moreover, the use of exchange-like entities

risk, and has improved liquidity in the markef
known as swaps execution facilities (SEFs) has improved pre-trade transparency for end-users
and increased competition in the market. End-users can compare prices in real-time and analyze
competing bid/offers from multiple dealers. The Bank of England analyzed the impact of SEFs
on the OTC derivatives market and found that in the U.S., “total execution costs for end-users

are reduced by about $7-$13 million a day” for SEF mandated swaps.?

While the CFTC and the prudential regulators have largely completed implementing their parts
of the Title VII regime, the SEC has, unfortunately, little to show for its efforts to implement its
securities-based swaps mandate. By deferring the effectiveness of its rules until all of them are

completed, the SEC has remained frozen on even its most foundational steps.23

Evaluating the Subcommittee’s Legislative Proposals

As outlined above, failures of the unregulated derivatives markets had enormous negative
impacts on financial stability, which in 2008 contributed enormously to a financial crisis that
devastated U.S. economic growth and ordinary household economic performance. Moreover, the
sensible reforms put in place following the crisis have, by all available evidence, begun to
succeed as intended to reduce the risks to the U.S. economy and taxpayers from failures in the
derivatives markets, as well as lower costs for the users of those financial markets by increasing
transparency and enhancing competition. Firms have already made investments in updating
their business operations and compliance systems. As such, any legislative proposal should have

to overcome a heavy burden in favor of maintaining what is working.

# Yee Cheng Loon and Zhaodong Zhong, “Does Dodd-Frank Affect OTC Transaction Costs and Liquidity? Evidence
from Real-Time CDS Trade Reports,” Journal of Financial Economics (JFE}, Forthcoming (2015), available at
hitp://bitly/2E9n5t4.

2 Evangelos Benos, Richard Payne and Michalis Vasios, “Centralized trading, transparency and interest rate swap
market liquidity: evidence from the implementation of the Dodd-Frank Act” Working Paper 580 {Bank of England,
2015), available at https://www bankofengland.co.uk/-/media/boe/files/working-paper/2016/centralized-trading-
transparency-and-interest-rate-swap-market-

4.5 Securities and Exchange Commission, “Implementing the Dodd-Frank Wall Street Reform and Consumer
Protection Act,” available at https://www.sec.gov/spotlight/dodd-frank.shtmi# (last accessed February 2018).
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In addition, financial regulatory reform proposals need to be considered on the whole.
Derivatives reforms designed to enhance stability across the derivatives markets are importantly
complemented by the designation process put in place under the Financial Stability Oversight
Council (FSOC), which looks at the risks present in nonbank financial firms that could, if not
properly regulated, create knock-on effects even across otherwise well-regulated systems.
Similarly, the Office of Financial Research (OFR) was deployed to look across the financial
system to identify the build-up of unexpected and problematic risks. Today, however, FSOC
appears to be in the process of undoing much of its designation process, while OFR in 2017
suffered a 25 percent budget cut from 2016 and remains under funding and other pressures. It is
unclear what the Federal Reserve Board, under its new leadership, and other regulators will do
on other important reforms, such as higher capital, stronger liquidity, and the Volcker Rule’s
requirements that banking organizations focus on serving clients and the real economy. But the
overall direction as outlined by the Treasury Department’s series of reports points towards highly
troubling levels of deregulation. Those are wrong on their own, but they also matter to how the
derivatives markets function, as those markets magnify and transmit risks across financial
institutions and markets. To the extent that institution-based oversight is being dialed back, it
places even more strain on any weaknesses that may emerge in the derivatives markets.
Policymakers must keep as a top priority ensuring that derivatives markets have sufficient

firewalls to stop a future financial conflagration from spreading.

The series of bills presented for consideration in today’s hearing all appear to press in the wrong
direction. The degree of severity depends upon the bill. But all of them slice, dice, or otherwise
poke holes — sometimes large holes — in the firewalls placed in the derivatives markets by post-

2008 reforms.

A persistent theme in the bills is to extend the scope of commercial end-user treatment to entities
and activities that are financial in nature. As discussed in greater detail below, this violates the

basic bargain that strong regulatory protections are put in place across the market, which is

2 Gregg Gelzinis, “The Trump Administration Is Quietly Slashing Financial Stability Funding,” (Washington: Center
for American Progress, 2017), availabie at
https://www.americanprogress.org/issues/economy/news/2017/12/07/443709/trump-administration-quietly-
slashing-financial-stability-funding/.
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dominated by financial firms, and that special treatment can be accorded the relatively small
number of commercial entities.”® To draw an analogy to public health, a small number of people
can avoid being immunized and still remain protected by the broader use of a vaccine, but if that
group becomes too large, everyone is put at risk — especially those people who actually cannot be

immunized.

To the extent that any of the bills embody specific concerns by market participants, far more
needs to be done to study these specifically identified challenges. To facilitate ensure accurate
analyses and broad-based consensus on these questions, far more market and institutional data
must be made available to, and usable by, the public. Right now, even regulators struggle to
digest the mountains of inconsistent and messy data coming in from swap data repositories. Data
challenges exemplify the importance of new institutional resources like OFR, which has been
helping the chronically underfunded CFTC to improve swaps data and more broadly had been
working internationally to establish new data standards like the Legal Entity Identifier (LEI) as
well as swaps-specific identifiers like a unique product identifier and a unique transaction
identifier. These efforts are key to identifying and potentially stopping both major market
disruptions and abuses. For example, the inability of market participants and regulators to
understand exactly which firms were responsible for which trades created a significant risk that
exacerbated the 2008 financial crisis. *® Further, the failure to have LEIs in our trading system
makes it extremely difficult for regulators to identify and police potential abuses.?” These efforts

are essential for proper modern financial system oversight.

It is worth noting that the special treatment accorded to commercial end-users, such as using uncleared swaps
or not posting margin, fargely involves extensions of credit by the swap dealer to the end-user. Given the impacts
that high levels of corporate indebtedness can have on investors and financial stability, whether these extensions
of credit are properly collateralized from a risk perspective, recognized from credit rating and debt covenants
perspective, and collectively examined from a systemic risk perspective are themselves guestions worth examining
more closely, especially in a rising interest rate environment.

% Tyler Gellasch, Executive Director, Healthy Markets Association before the House Committee on Financial
Services, Subcommittee on Capital Markets, Securities, and Investment, “Implementation and Cybersecurity
Protocols of the Consolidated Audit Trail”, Nov. 30, 2017, available at
https://financialservices.house.gov/uploadedfiles/hhrg-115-bal6-wstate-tgellasch-20171130.pdf.

7 foid.
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Similarly, markets need more information about the swaps exposures and activities, especially at
the subsidiary level, of the largest institutional participants in the markets. The SEC has been
engaged in a “Disclosure Effectiveness Review” and has also invited comment on updating its
guide setting standards on financial institution disclosure. Enhancing disclosure will both better
protect investors in financial institutions and others active in the derivatives markets, but also
improve the ability for policymakers, academics, and the public to evaluate the successes and

areas for improvement in the derivatives markets.

Lastly, policymakers should avoid falling victim to the argument that reducing regulation will
enhance competition and benefit ultimate end-users and the real economy. Financial markets
have a strong frequent tendency towards rent-secking behavior which comes at the expense of
the real economy. Regulatory standards are required to ensure transparency and competition that
will benefit those in the real economy that would utilize those markets, irrespective of financial
stability purposes. Small and mid-sized businesses, family farmers, and others in the real
economy are far better served by a simple, robustly regulated market where prices are

transparent and competition is meaningful.

Below are specific comments on the proposals.

IR 4659, To require the appropriate Federal banking agencies to recognize the exposure-

reducing nature of client margin for cleared derivatives.

This bill directs the federal prudential banking regulators to revise leverage capital requirements
by deducting initial margin provided by a client against a centrally-cleared derivative from the
denominator of the leverage ratio. If enacted, H.R. 4659 would chip away at the Supplementary
Leverage Ratio (SLR), an important post-crisis capital requirement that applies to the largest

banks in the U.S.2

% Board of Governors of the Federal Reserve System, “Agencies adopt supplementary leverage ratio final rule,”
Press release, September 3, 2014, available at
https://www federalreserve gov/newsevents/pressreleases/bereg20140903b . htm.
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The SLR is meant to serve as a risk-blind complement to risk-weighted capital requirements,
protecting against the possibility that risk-sensitive requirements, including actions that in theory
are risk-mitigating, are improperly calibrated.”® For example, mortgage-backed securities
received low risk-weights in advance of the last crisis—one of the many reasons banks were
highly undercapitalized to handle the risks they took. The two types of capital requirements work
in tandem to ensure the largest banks have appropriate capital buffers to remain resilient and
serve the real economy throughout the economic cycle. Deducting the initial margin held against
centrally cleared derivatives from the SLR denominator would undermine the essential

simplicity of the leverage ratio.

Moreover, as FDIC Vice Chairman Tom Hoenig has pointed out, when dealer banks provide a
full guarantee to the clearinghouse for cleared swaps, they have a potentially unlimited loss
exposure. As such, deducting collected margin, which is only the very first line of defense from
those losses, makes no logical sense because capital is precisely designed to provide a cushion
against unexpected losses. For the same reason, collateral, such as against loans, does not reduce
the SLR calculation denominator in other contexts.3 It is also unclear as to how Trump-
appointed regulators may further change additional rules in this deregulatory environment.
Proponents of H.R. 4659 point to the regulations against rehypothecation for segregated client
margin as an important protection, but those rules may change. Using rules that may change to

justify statutory changes is not wise.

Moreover, this proposed change would have the net effect of lowering the amount of equity
capital with which the largest banks in the U.S. fund themselves. With bank capital requirements
for the largest banks already below the socially optimal levels, no actions should be taken to

deplete their loss absorbing equity buffers.>! Unfortunately, this proposal is only one prong of the

» Gregg Gelzinis, “3 Flawes Banking Industry Arguments Against a Key Postcrisis Capital Requirement,”
(Washington: Center for American Progress, 2017}, available at
https://www.americanprogress.org/issues/economy/news/2017/10/27/441413/3-flawed-banking-industry-
arguments-against-a-key-postcrisis-capital-reguirement/.

30 EDIC Vice Chairman Thomas Hoenig, Letter to Chairman Conway and Ranking Member Peterson on margin and
leverage, November 30, 2015, available at https://www fdic.gov/about/learn/board/hoenig/hoeniglettert1-
30.15.pdf.

3 Gregg Gelzinis, Andy Green, and Marc Jarsulic, “Resisting Financial Deregulation,” (Washington: Center for
American Progress, 2017}, available at
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efforts underway to undermine the SLR, which would be a significant mistake for those who care
about ensuring the financial system can effectively serve the real economy and promote

economic growth throughout the macroeconomic cycle.

H.R. . To direct the Securities and Exchange Commission and Commodity Futures Trading
Commission to review and harmonize rules relating to the regulation of over-the-counter swaps.

(DERIV_001)

This bill would require the CFTC and SEC to review all of its rules and where any
“Inconsistencies” are found to immediately institute a joint rulemaking to harmonize the
differences. Unfortunately, this bill masquerades as good government but is in reality a recipe for
deregulation and regulatory gridlock. Moreover, it fundamentally ignores the genuine differences
between the markets that the SEC and CFTC regulate, as well as the different authorities and
traditions that the agencies and others bring to the regulation of the product markets underlying
the derivatives. While similar regulatory approaches often make sense, there are also many
instances where good public policy demands that rules be different because the markets are

different.

Swaps as derivatives perform different based on the underlying nature of the product market
being referenced. Interest rates, currencies, commodities, bonds (credit), and equities each
behave — and are regulated — very differently from each other. Differences even exist between
index markets and single-name markets. Yet, rules that have been tailored for relevant markets

would have to be untailored?

To draw an analogy, this would be like saying that cars, trains, buses, and airplanes all need to
have the same travel safety rules. Some similarities exist, meaningful differences do too, in part

because they have different physical characteristics, travel at different speeds, etc.

https://www.americanprogress.org/issues/economy/reports/2017/12/04/44361 1 fresisting-financial-
deregulation/.
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A far better approach is to continue to encourage the staffs of the two agencies to coordinate and
communicate so that they can properly tailor their regulations to work best for the markets they

regulate.

HR. To amend the Dodd-Frank Wall Street Reform and Consumer Protection Act to

establish an exemption from the credit valuation adjustment calculation for uncleared
derivatives transactions with end-users so that United States companies are not disadvantaged,

and for other purposes. (DERIV _002)

This bill would eliminate capital buffers mandated to protect financial institutions from the risk
of loss from default by end-users. The argument being asserted is that Europe does not require it,
so the U.S. should not, ostensibly on the grounds of international competitiveness. These
arguments, however, are flawed, and capital should not be lowered simply because an end-user is

in play.

Would anyone on this committee suggest that when a bank makes a loan to an ordinary “end-
user” business, that it should not retain an appropriate capital buffer to protect itself against the
risk of default by the borrower? When a dealer engages in a swap with a counterparty and does
not require the collection of margin, the dealer has essentially combined a swap and a loan for
the amount of the uncollected margin. Capital is the bare minimum risk protection for the
financial system needed in that circamstance, and the CV A (via fair value) tailors that to the
actual market risk created by the swap — which itself is valued on a fair value basis and can move

significantly from day to day.

As an aside, it should be remembered that capital does not replace margin. During the financial
crisis, dealers made increasingly widespread margin calls against counterparties as the swaps
were moving against the counterparties on a daily basis. This created significant financial
distress on the counterparties, ultimately leading to the widespread necessity for bailouts and
extraordinary financial intervention by the central bank and the taxpayers. Capital would have
better enabled dealers to withstand defaults and losses, but it would not have fully addressed the

margin calls across the system.
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Nor is international competitiveness really at issue here. European banks have long been
undercapitalized, in part because European countries have a much greater tradition of bailing out
both their banks and their end-user industrial companies. To the contrary, strong capital has long
been a source of competitive strength, and of course taxpayer protections, for U.S. banks. As
credit rating agencies increasingly recognize this, it will be increasingly difficult for European
banks to sustain their derivatives competitiveness — which very much depends on credit
worthiness of the dealer — in the face of U.S. capital strength. In any case, U.S. taxpayers will not
be asked to rescue European counterparties and should not be asked to rescue U.S. banks for
defaulted swaps exposures by European businesses. To that end, American regulators should not

be pressed to follow European approaches that do not work here in the United States.

Furthermore, this proposal would also reduce competition in the market overall. As swaps
depend on creditworthiness, to the extent that firms can improperly rely on their position in the
Federal safety net to extend under-capitalized swaps to counterparties, other competitors will be

challenged to compete.

H.R.____, To amend the Securities Exchange Act of 1934 and the Commodity Exchange Act to
remove unfairness in the scope of end-user relief for end users hedging bona fide business risks,

and for other purposes. (DERIV_(03)

This bill would first extend “end-user” exemptions from swaps clearing provisions of Title VII to
a new range of financial firms, including unregistered commodity pools (the CFTC equivalent of
a private fund) and to private funds invested in physical assets, which would appear to include
real estate, or engaged in owning commercial businesses, such as private equity funds. As a
matter of principle, this would breach the wall separating commercial end-users that can enjoy a
clearing exemption, from financial firms that should partake in the standard regulatory practices
mandated for the derivatives market. The principle behind extending this relaxed regulatory
treatment to commercial end-users is that these non-financial, “real economy” companies were
both a small part of the market and not otherwise engaged in financial activities such that

extending financial regulation to them was seen as inappropriate.
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Putting aside the fact that even the commercial end-user exemption itself rests on shaky
conceptual and risk-mitigation grounds,? this bill would extend those end-user exemptions to an
as-yet-unclear, but potentially very large, array of financial actors (real estate funds, private
equity funds, and private commodity pools). When more of the market is not subject to clearing,

more of the risk is concentrated in the large dealer banks.

Moreover, the funds being considered in this bill are otherwise precisely in the business of
providing services and making investments in the financial markets. Indeed, real estate (and not
just mortgages) has long been a significant source of bubbles and busts in the financial system,
including as recently as 2008.33 From both a risk and “sympathy” perspective, there is no

justification for this potentially large extension of the clearing exemption.

Second, the bill would create a new “de minimis” amount of non-hedging swaps activities — §1
billion notional average daily volume — for certain financial entities. This appears to be
principally focused on financial units of non-financial firms. As such, it would appear to permit
non-financial companies through their central treasury units (CTUSs) or other financial special
purpose vehicle affiliates to enjoy the end-user exemption not just to hedge the risk of its
commercial affiliates but also to operate as a hedge fund speculating in the markets. Moreover, a
$1 billion notional average daily volume is enormous for every market other than interest rates.
As such, it would operate a large-scale deregulation of nearly every swaps markets other than
interest rates. Such an approach would undermine the financial stability of the derivatives
markets, be a significant investor protection problem, and be highly anti-competitive for other

companies operating in those real economy markets.

32 A commercial end-user subject o a clearing requirement would still be serviced by a dealer bank, which would
simply act as its agent for clearing and extend a line of credit to the end-user for the purposes of satisfying margin
requirements. The end-user would be better protected from the failure of the dealer than in the current
environment.

32 Marc Jarsulic, Anatomy of a Financial Crisis: A Real Estate Bubble, Runaway Credit Markets, and Regulatory
Failure, (Palgrave Macmillan US, 2010).
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As noted elsewhere in this testimony, Title VIl regulation was designed to extend the stability-
enhancing benefits of regulation, such as clearing, margin, and pre- and post-trade transparency,
as widely as possible and in particular to all financial participants in the swaps markets. Genuine
non-financial businesses seeking to hedge their commercial risks have long been accorded
special treatment, both on the grounds that they were not engaged in financial businesses and on
the grounds that their footprint in the swaps market was small. Remember, by not requiring
clearing or margin, the U.S. taxpayer is essentially encouraging the largest bank dealers to

extend an uncollateralized loan to end-users in addition to the ordinary risks of the swap.

But this bill’s so-called “de minimis™ approach to speculative swaps of financial units of certain
firms would violate both justifications for “end-user™ treatment. The amount of swaps that would
now enjoy “end-user” treatment could be quite large. And because it is not based on the principle
of actually supporting the real economy, it fails on the public policy principle that Dodd-Frank
has used to justify the increased threat fo financial stability and U.S. economic growth that

comes from the special regulatory treatment.

The proposed approach also undermines investor protection, worker protections, and
competitiveness. By facilitating a greater amount of speculation in the treasury units of large
corporations, investors and workers face a greater risk that the firm will collapse from its swaps
activities. The history of prominent companies that saw large losses from swaps speculation in
the 1990s shows that investors, especially retail investors and longer-term pension and mutual
fund investors, are not well-equipped to judge the risks from swaps in large commercial
companies. And with the dominance of today’s passive index funds, they may not have much
choice. Workers too make their “investment” of working at companies based on the reliability
and future prospects of its operating business, and not its financial speculation units. The U.S.
has long sought to ensure that financial speculation remains in speculative investment vehicles.

When it has let those separations collapse, the results have been highly problematic.
Lastly, increased financial speculation by larger swaps parties poses competitiveness challenges

to smaller firms. Swaps markets are highly dependent upon good credit ratings, which generally

accrue to larger firms. A larger firm in a market may be able to use its size to engage in swaps
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trading to juice its returns, which its smaller competitors may not be able to do. Magnifying this
trend will simply serve to solidify the dominance of larger firms in markets, and amplify the
growing problem of monopoly across the U.S. economy. For those concerned with smaller

energy and commodity companies, including farmers, this bill should be particularly worrying.

HAR. , To amend the Securities Exchange Act of 1934 and the Commodity Exchange Act to
clarify the relief from mandatory clearing available to centralized treasury units of nonfinancial

affiliates, and for other purposes. (DERIV_004)

This bill is claimed to be a technical amendment to a revision to Dodd-Frank passed in 2015 that
permitted central treasury units (CTUs) of non-financial end-users to be fully treated as end-
users themselves and so qualify for an exemption from mandatory clearing under Title VI
However, it undermines the simple and straightforward approach that both Congress and the
CFTC have taken to the treatment of CTUs by permitting a much broader web of swaps within
the end-user. In particular, it eliminates the firewall between the end-user’s commercial activities

and the end-user’s financial entity activities.

It should be remembered, that Dodd-Frank left in place the fact that some commercial end-users
have affiliates engaged in financial activities, often in the form of specialized lending and related
hedging with derivatives, to support the sales of their products or otherwise manage the risks of
inputs to their products. The CTU exemption attempted to ensure that the end-user exemption
remained on the true commercial end-user side, and not mingle the financial activities of the
firm, which should not enjoy end-user treatment. Opening up co-mingling between commercial
and financial entity activities, even if not directly trading with the CTU, undermines the

simplicity and enforceability of a limited CTU provision and should not be adopted.**

3% it has been asserted that some end-users are unable to utilize the 2015 CTU changes to Dodd-Frank owing to a
quirk in their operations. These companies maintain affifiates located in foreign jurisdictions, such as in China, that
are firewalled from the other operations of the firm, including CTU, because the foreign jurisdiction does not
permit the free convertibility of its currency. In this firewall, at least as it exists today, all capital must be paid into
the firewalled country and cannot be removed without foreign regulatory approval. Because of this firewall, the
firm will also establish a special purpose vehicle (SPV) to make loans to support the firm’s commercial business in
China. Because the China-based commercial affiliate may enter into a swap with the China-based SPV, a financial
entity, the entire organization could be seen to lose the CTU exemiption.
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HR. , To amend the Securities Exchange Act of 1934 and the Commodity Exchange Act to
exempt swap transactions between affiliated entities from the swaps rules issued by the
Securities and Exchange Commission and Commodity Futures Trading Commission.

(DERIV _005(2})

This bill is an extraordinarily broad and dangerous bill that would appear to exclude from swaps
regulation all interaffiliate swaps. The bill itself reveals just how unwise that is, as it attempts to
write back in certain aspects of swaps regulation such as risk management, reporting, and
variation margin. Yet by eliminating the swaps regulatory authority and jurisdiction for oversight
— and hence the CFTC and SEC’s ability to monitor these swaps ~ the bill still amounts to a near
complete deregulation of this critical segment of swaps. Importantly, the bill would appear to

exempt uncleared interaffiliate swaps from capital requirements as well.

Appropriate oversight of interaffiliate swaps is important for a number of reasons, including
ensuring market confidence in the funding stability of important financial subsidiaries, ensuring
sufficient risk buffers between them, and protecting the U.S. affiliates from weak practices
overseas. While some degree of tailoring may be appropriate for these types of swaps, a
complete exemption from treatment as a swap is unacceptable. As discussed below, making
publicly available more data about subsidiaries’ swaps exposures would be helpful to a

thoughtful dialogue.

HR. , To amend the Securities Exchange Act of 1934 and the Commodity Exchange Act to

align margin and clearing requirements by clarifying the definition of “financial entity”, and for

other purposes. (DERIV_006)

Without evaluating the scope or veracity of the circumstance just described, nor the regulatory or
commercial wisdom of the swap between the two China-based entities, to the extent this circumstance truly is the
central challenge being met by this bill, it is far narrower than how the bill is drafted. Should policymakers wish to
address the specific chalienge noted above, a recommended approach would be to request a CFTC study and
public report on the existence and necessity of addressing the problem and what options offer targeted solutions.
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This bill claims to align the margin and clearing definitions, but it has no apparent purpose or
clearly defined beneficiary and would insert enormous uncertainty and potentially vast loopholes
into the law. One reading of the bill offers a rather absurd possibility whereby swaps dealers
would be able to take advantage of the “end-user” clearing exemption because the
“notwithstanding” clause does not clearly cure the exclusion of swaps dealers from the definition
of financial end-user. Assuming that is not the sponsor’s intent, is the bill really designed simply
to exempt sovereign entities and multilateral lending institutions from clearing? If so, then the
bill should clearly and simply state those entities. But even then care needs to be taken that state-

owned enterprises not be covered.

More troubling is the possibility that the bill opens up a gap between the two definitions for the
purposes of reducing the clearing requirement for some segment of financial entities or firms
otherwise engaged in financial activities otherwise captured by the financial entity definition.
Possibilities could include payments system companies, including potentially credit card
processors and virtual currency platforms. Until further clarity is provided around the purpose

and scope of the bill, given its dangerous drafting, it should not be advanced.

HR. ., To amend the Securities Exchange Act of 1934 and the Commodity Exchange Act to
encourage risk mitigation by excluding all hedging swaps from the swap dealer de minimis

threshold, and for other purposes. (DERIV_007)

This bill is an extraordinary exercise in irresponsible policymaking. It would exclude from the de
minimis swaps calculation used to trigger swap dealer registration any swaps that the entity
trades to hedge commercial risk, including risks arising out of the entity’s or its affiliates’ swaps

dealing activities.

First, it has such a broad sweep as potentially to eliminate swaps regulation for even some of the
very largest dealers. We know, for example, that dealers already net their books such that gross
exposures of upwards of $90 trillion in swaps for some of the largest bank dealers can be netted
down to the range of $90 billion, simply by looking at offsetting trades. It seems not hard to
imagine swap dealers claiming that this $90 billion could be further reduced — perhaps by up to
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the same multiple as the gross to net exposure reduction — by claiming that many of its swaps
trades were actually hedging its other swaps trades. For this reason, dealer registration rules
permit only a very narrow amount of hedging to count as truly risk eliminating, and hence not
part of the dealer registration threshold calculation. It specifically does not include such wide
ranging concepts like “portfolio hedging,” which has been credited with allowing problems such
as the London Whale to arise.™

But at a deeper, conceptual level, the bill ignores the most basic risks that swap dealers face and
why dealer (and major swap participant) regulation is in place to prevent widespread failures
rippling across the financial markets. At its most fundamental, those with large swap positions,
like dealers, face two risks that could lead to their collapse: 1) that the swaps they wrote will
require them to pay out, in liquid assets, large sums of money, and 2) that others default on
payments under swaps contracts owed o them. Under the first prong, firms manage those risks
through keeping a supply of liquid assets on hand (liquidity) and also write “hedging” swaps to
hopefully ensure that in a circumstance when they have to pay out another firm will also have to
pay them. But a hedge is seldom a perfect match even just for the market exposure of the swap
being created. Model failures or even simply the gap between standardized and customized swap
exposures mean that what may be viewed as a “hedge” for the purposes of somewhat reducing
risk on a trading desk may be very different from what represents a more fully reliable hedge,
such as that which is required under CFTC’s bona fide hedging rules let alone hedge accounting

principles.

Moreover, the aforementioned situation is still focused on the performance of the swap itself in
the market, not the credit risk of the counterparty that may not be able to make payment. To that
point, because of the credit risk that the second firm might default, even while the dealer owes

payment to another party, a hedge does not eliminate risk but in fact can increase it. In severe

35 Arwin G. Zeissler, Daisuke tkeda, and Andrew Metrick, “SPMorgan Chase London Whale A: Risky Business,” Yale
Program on Financial Stability Case Study, December 1, 2014, available at

http://som.yale edu/sites/default/files/files/2014-2A-V1%20/PMorganChaselondon%20WhaleA-
RiskyBusiness.pdf; Commodity Futures Trading Commission, Further Definition of “Swap Dealer,” “Security-Based
Swap Dealer,” "Major Swap Farticipant,” “Major Security-Based Swap Participant” and “Eligible Contract
Participant”, 17 CFR Part 240, 77 FR 30595.
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circumstances, a failure of a hedge can leave a firm confronting both ways that a firm can be
forced into bankruptcy: a) because the firm may be unable to pay its bills as they come due
(illiquidity) and b) because the value of the firm’s liabilities exceed its assets (because the swaps
payments owed them, which are assets, lose value from the default) (insolvency). Precisely
because large swaps exposures can give rise to quick and sharp risk of bankruptcy for a firm,
swap dealer regulation minimizes the extent to which why the firm has entered into its swaps
positions matters for the calculation. This bill dramatically expands what is currently in place —
which itself has conceptual weaknesses — and creates a dangerous loophole that could potentially

swallow enormous amounts of, if not all, of swaps regulation.

And indeed, the history of past financial crises is replete with instances where precisely these
types of problems have emerged. In the 2008 financial crisis, swap dealer firms found that their
hedges were only as reliable as the creditworthiness of their counterparties. For example, AIG
was bailed out in no small part to ensure it could make large payments to its swap dealer
counterparties, including the most prominent U.S. and foreign financial institutions, so that they
could make payments to other firms if and when called upon. In the collapse and bailout of
Long-Term Capital Management (LTCM) in 1998, LTCM found that its positions, which were
supposedly hedged, were actually not hedged but were instead large, leveraged bets on declining
volatility. When volatility emerged unexpectedly in the market — does this sound familiar? — its
positions collapsed. The Federal Reserve Bank of New York led a private market bailout of
LTCM to ensure that its positions could be wound down in an orderly way. Had that not
happened, other large financial institutions that had positions in the fund, counterparty exposures
to fund through swaps trades, and also were making the same directional bets as the fund were at

risk of both of the risks described above.

In short, a hedge can quickly become a wedge. Swap dealer regulation helps ensure a) that a firm
engaged in swaps activities has sufficient capital, liquidity, risk management, and other tools in
place to weather the ups and downs that markets bring and b) that any risk of one firm’s failure is
minimized to others in the market by maximizing the amount of swaps cleared through central
counterparties, among other regulatory protections to ensure markets are resilient for the

manufacturers, airlines, farmers, and others that need the derivatives markets to function reliably.
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HE To provide clarity regarding the de minimis exception annual thresholds for swap

dealers and security-based swap dealers, and for other purposes. (DERIV_008(2))

This bill would stop the CFTC from setting in motion the already-in-regulation provision that
would lower the amount of de minimis swaps activity (that can be engaged in without triggering
swaps entity registration) from the current $8 billion aggregate, 12-month gross notional amount,
down to $3 billion. For the SEC’s markets, it would freeze the de minimis at $400 million

annually in security-based swaps.

Swap dealer registration is vitally important for market integrity: registration and regulation are
there to protect the end-users and other participants in the markets. Clearing, margin, governance
rules, and other regulations that depend upon dealer registration, as well as the direct oversight
and accountability that comes with registration, provide vital protections for the farmers,
ranchers, manufacturers, airlines, and others that depend on these markets. Just because a market
is small does not mean that it is not very important for these companies and Main Street users.
And where a market is small, smaller dealers can have a larger impact on the market’s
participants. Without registration and regulation, these smaller markets can be unstable, with

end-users unprotected from the risks both of default and abuses by major players.

And as the evidence increasingly shows, swaps regulation enhances competition and brings
down costs for end-users. A policy that exempts from registration a small number of politically

favored firms does a disservice to everyone else.

Strikingly, by treating CFTC and SEC markets differently, the bill reveals its own fundamental
conceptual flaw: swaps markets are extraordinarily different based on the underlying asset being
traded. The interest rate swaps market is enormous, while the market for many commodity swaps
is quite small. Currency, equity, and credit default swaps depend on the particular currency,
equity, or bond (or index) being referenced. The CFTC itself recognized these differences when

it tailored its block trade rules according to different markets. Consider what $8 billion
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represents in terms of a large or block trade size for each asset class, selecting a few
representative examples from the markets and applying the CFTC’s block trade thresholds:
e About 7 large interest rate swaps of a 3 to 6 month maturity;
s About 67 large investment-grade credit default index swaps of a four to six year maturity;
« About 427 large foreign exchange swaps for USD/EUR swaps; or
e About 2,666 large commodity swaps ($60 million for WTI Crude Oil)).*

Ultimately, the current approach at the CFTC of an untailored de minimis threshold for dealer
registration is problematic. For example, only two firms have had to register as swap dealers in
the energy markets. This is not to say that registration should vary based on every single
underlying. But some additional tailoring, similar to the approach to block trades, makes sense.
Where only a small minority of dealing activity is captured by swap dealer regulation, this
encourages a race to the bottom among dealers in an asset class, disadvantaging those that have

implemented risk management and governance controls as required by Dodd-Frank.

HR. , To clarify the definition of “financial end user” as it applies to parent and holding

companies. (DERIV _009)

The bill is somewhat opaque as to its true purposes. This bill could be designed to address the
situation whereby the margin calculation across multiple affiliates sweeps in the parent company
for certain margin posting requirements owing to its material swaps exposure. As a first order
matter, it is far from clear that reducing the margin posting requirements of parties with large
swaps exposure 18 a wise matter from a policy perspective. But even if so, a far narrower and
constrained drafting approach, one that retains regulatory flexibility to address evolving risks and
market practices, is a far more responstble approach, because this bill as drafted would appear to
once again lock in extensions to the end-user exemption that are questionable wisdom narrowly

and, in the aggregate, increasingly problematic.

3 See 17 CFR Appendix F to Part 43, “Initial Appropriate Minimum Block Sizes by Asset Class for Block Trades and
Large Notional Off-Facility Swaps.”
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Take a company that owns both commercial affiliates and financial affiliates. A conceptually
rigorous approach to treating commercial end-users differently would only permit the parent to
hedge the commercial risk of non-financial entities. This would require any financial affiliates to
fully hedge their risk. Locking in a provision that permits the parent company to hedge the risks
of the financial affiliate through the end-user exemption of the holding company violates the
principles around the end-user exemption already discussed above. Continuing to expand these
“end-user” exemptions undermines the financial stability benefits of derivatives regulation and
puts at risk the reliability of the derivatives markets for entities that are genuine commercial end-

users,

Owing to the breadth of its drafting, the bill may open up other risks. Proponents of the bill
should more clearly explicate the concemns they are seeking to address, which will enable a more

fulsome public policy debate and practical solutions, if appropriate, to emerge.

HR. . To exclude non-U.S. regulated funds from the definition of “United States person”
and ensure consistent application of title VII of the Dodd-Frank Wall Street Reform and
Consumer Protection Act to cross-border security-based swap and swap transactions, and for

other purposes. (DERIV _010(2))

This bill would rewrite the definition of “U.S. person™ across every single rule, regulation, or
guidance in the Federal securities laws and derivatives laws to exclude investment funds and
commodity pools that are organized outside the United States, publicly offered to non-United
States persons, and not publicly offered to United States persons. First, the circularity inherent in
the bill itself could cause significant problems for the oversight of fund-of-fund and feeder fund
structures. But, taking its attempted carve out on its face, the bill excludes an enormous swath of
entities that would still be physically located and managed here in the United States and owned
by United States citizens, U.S. pension funds, U.S. insurance companies, and other American

investors.

This enormously overbroad and dangerous bill would create a U.S. based haven for fraudsters,

market abuse, and risk, potentially outside the reach of any law. As such, it would gut anti-fraud
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and many key regulatory protections that U.S. citizens, institutional investors, and others depend

upon.

Nor is this “domestic Cayman Islands™ approach cured by the fact that it would only be available
to sophisticated U.S. entities or members of the foreign public. A large part of the failures and
large losses during the financial crisis — ones that led to bailouts — occurred not in the retail
markets but in the presumed sophisticated parts of the U.S. market. Even public listing, whether
in the U.S. or outside, did not protect products from failure. That goes to show basic regulatory

protections are critical for markets regardless of the size and sophistication of the parties.

Remember, strong cross-border regulation is essential for swapsbecause the risk can — because it
historically has — come back to them United States. That can occur whether or not U.S. market
participants in the relevant product or market are retail or institutional. Where foreign
jurisdictions can stand up substantively comparable regimes, then U.S. regulators are in a
position to recognize the compliance with those regimes. But opening up massive gaps in
regulatory coverage through exclusions such as the one in this bill is a mistake of the largest
proportion — one that would come back to haunt American and global financial stability and

economic growth.

This bill would also undermine U.S. leadership in financial markets and regulation globally by

creating a domestic regulatory haven right here in the U.S.

Sensible Steps to Enhance Financial Stability and Promote Competition

The United States financial markets are the most robust in the world because of the foundation
provided by transparency, strong regulation, open competition, and the rule of law, including
reliable, accountable and fair enforcement. The bills presented for consideration today chip —
indeed, hack — away at that foundation, putting at risk America’s position as the go-to market for
financial services. Instead of this approach, which would raise costs for end-users, grow

monopoly, and imperil protections for U.S. taxpayers, the Committee should consider policies
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that would enhance financial stability and promote competition in and through the derivatives

markets.

First, the SEC should immediately finish and turn on its Title VI rules. In the interim, it should

turn on portions that are completed, in particular market transparency provisions.

Second, the SEC and CFTC should work to dramatically expand, standardize, and make more
publicly available the data that is and should be collected in the swaps markets. LEI should be a
required part of every rule. Uniform product, transaction, and other identifiers should be
implemented. Data should be required to be clean and far more available to public and

researchers.

Third, as discussed above, the SEC should boost transparency across the derivatives markets by
updating its financial institution disclosure guides to include significantly enhanced disclosures
on derivatives activities, including and especially at the subsidiary level. As we have
commented, the SEC should also enhance derivatives disclosures for non-financial firms,
including at the subsidiary level, especially to help investors evaluate the risks and management

of interaffiliate swaps.’’

Fourth, the SEC and CFTC should both study high levels of market concentration in their
respective swaps markets and develop policies designed to enhance competition.*® This could
include policies such as a) increasing requirements for pre-trade transparency (such as the
number of quotes by SEFs); b) new rules and stronger enforcement related to conflict of
interests, cartel-like practices uncovered in LIBOR, foreign exchange, and other markets, and the
Volcker Rule; and even ¢) expanding the application of 10 percent market concentration caps
under section 622 of the Dodd-Frank Act (itself, an expansion of the 10 percent cap on the
deposit markets of the Riegle-Neal Act).

37 Andy Green and Gregg Gelzinis, Center for American Progress, “Letter to Brent Fields, Securities and Exchange
Commission,” July 7, 2017, available at https://www.sec.gov/comments/s7-02-17/s70217-1840087-154953.pdf

38 On concentration, see Bank of International Settlements, Statistical refease OTC derivatives statistics at end-
December 2016, May 2017, 9, available at hitps://www.bis.org/publ/otc hy1705.pdf; Office of the Comptroiler of
the Currency, Quarterly Report on Bank Trading and Derivatives Activities, Third Quarter 2017, graph 4, available at
https://www.occ.gov/topics/capital-markets/financial-markets/derivatives/dq317.pdf.
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Fifth, the Committee should oppose the dismantling of oversight mechanisms governing
systemically non-bank financial companies. As noted above, FSOC and OFR’s abilities to
monitor the markets and subject new emerging risks and institutions to oversight is being
undone. If and when this results in a failure, the derivatives markets and those that rely on them

will feel the damage.

Sixth, the Committee should work its colleagues on the Appropriations Committees to ensure the
full funding of both the CFTC and SEC, especially with respect to their market monitoring and
inspection functions. The former CFTC chairman wryly noted that “the amount of taxpayer
dollars that were spent just to prevent the collapse of AIG as a result of its excessive swap risk
was over 700 times the size of the CFTC’s current budget.” Little has changed for the better on
that front since 2015. Instead, the budgets for financial regulators and market oversight
organizations, like FSOC and OFR, remain under pressure of cuts and constraints, including
items such as the SEC’s supplementary fund designed to support its long-term technology
investment needs. Given the need to dramatically upgrade technological oversight across all the

markets, this is the wrong direction.

Lastly, the Committee should explore the real risks that are emerging in the markets, and
encourage regulators to do the same. The extraordinary — and somewhat inexplicable — volatility
in the equity markets last week suggests that more needs to be done to first understand and then
appropriately regulate increasing automation, growing use of volatility strategies, and the
interactions between them. Given that these products are often directly (via exchange-traded
notes) or indirectly (via exchange-traded funds’ authorized participant structures) tied to large
financial institutions, the Committee would be wise to ensure that the growing complexity and
risk inherent in volatility trading does not put at risk the central nodes of the financial system or

critical financial markets.

3 CFTC Chairman Timothy G, Massad, Testimony before the U.S. Senate Committee on Agriculture, Nutrition &
Forestry, Washington, DC, May 14, 2015, available at

http://www.cftc.gov/PressRoom/SpeechesTestimony/opamassad-22.

28



78

Safe,
Efficient
Markets

Written Testimony of Scott O’Malia
Chief Executive Officer
International Swaps and Derivatives Association
Before the
U.S. House of Representatives Committee on Financial Services
Subcommittee on Capital Markets, Securities, and Investment
February 14, 2018

Chairman Huizenga, Ranking Member Maloney and Members of the Subcommittee, thank you
for the opportunity to testify today.

On behalf of the International Swaps and Derivatives Association (ISDA)! and its 900 member
firms across the globe, 1 would like to thank the subcommittee for holding this timely hearing to
discuss potential adjustments to the regulatory regime for the swaps and derivatives markets.
We believe it is critically important that this subcommittee look carefully at the result of the
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank) and make the
necessary corrections, whether it is to simplify unintended rule complexity, reduce costs, or
eliminate duplication. Your leadership in examining potential ways to make regulation more
effective and less costly is greatly appreciated by the business community.

In my testimony today, | will cover three areas. First, I'll provide an update on the progress made
by regulators and the industry to implement derivatives market reforms. Next, I’ll describe the
important initiatives taken by ISDA and its members to develop mutualized solutions to facilitate
implementation of the rules. Finally, I'll propose specific legislative recommendations where this
subcommittee should focus its efforts. These important and necessary legislative reforms will
improve the efficiency of the market, without compromising the safety and soundness of the
existing regulatory framework.

Regulatory Progress Report

First, it is important to recognize that the U.S. financial system is currently stronger, better
capitalized and more resilient than ever, largely due to the reforms introduced by Dodd-Frank,

! Since 1985, ISDA has worked to make the global derivatives markets safer and more efficient. Today, ISDA has
more than 875 member institutions from 68 countries. These members comprise a broad range of derivatives market
participants, including corporations, investment managers, government and supranational entities, insurance
companies, energy and commodities firms, and international and regional banks. In addition to market participants,
members also include key components of the derivatives market infrastructure, such as exchanges, clearing houses
and repositories, as well as law firms, accounting firms and other service providers. Information about ISDA and its
activities is available on the Association's web site: www.isda.org.
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the Basel capital rules, and the extensive efforts of market participants and regulators to
implement the requirements.

For more than seven years, ISDA and its members have worked closely with the U.S. financial
regulators to implement Title VII of Dodd-Frank and the related margin and capital standards.
As a result, the swaps and derivatives markets have seen substantial improvements in market
transparency and prudential safeguards and an overall reduction in systemic risks. It is important
to stress that we are in no way advocating for a roll-back of this progress.

e Market transparency: trade data on swaps and derivatives is now required to be reported
to swap data repositories and is fully accessible to regulators;

* Central counterparty clearing: 87.6% of interest rate derivatives notional traded in 2017
was cleared. 79.7% of credit default swap index traded notional was cleared over the
same period;?

o Trading: more than half of all interest rate derivatives, or 55% of traded notional, was
transacted on an electronic platform in 2017;3

¢ Capital adequacy: since 2009, globally systemically important banks (G-SIBs) have
added approximately $1.77 trillion of Tier 1 capital to their balance sheets.? The Basel
Committee has recently proposed the addition of further measures, which will result in an
estimated $93.1 billion in additional capital;® and

« Collateral requirements: new initial margin (IM) and variation margin (VM) rules for
non-cleared trades are reshaping the market, covering thousands of financial entities.
According to an ISDA survey, approximately $977 billion of IM and VM was received
by the 20 largest market participants for their non-cleared derivatives trades as of March
2017. It is important to keep in mind that we are only halfway through the phase-in of IM
requirements, with many more buy-side participants entering into scope in 2019 and
2020.%

Industry Derived Solutions

As CEO of ISDA, I am pleased to report that ISDA and its members have worked hard to
implement these regulations, and to provide new and innovative solutions to cut costs and
increase operational efficiency in doing so. I would like to highlight a couple of examples.

I believe the ISDA Standard Initial Margin Model (SIMM) represents one of the most
transformational changes ever made to industry operations. In response to new requirements to
post collateral against non-cleared derivatives trades, ISDA and its members have developed a
single, transparent and universally applied margin methodology that the entire market can use to

% See ISDA Swapslnfo Full Year 2017 and Fourth Quarter 2017 Review (Feb. 2018), available at
hitps://www.isda.org/a/ThhEE/Swapsinfo-Fuil-Year-and-Q4-2017-Review.pdf.

3 See ISDA Swapsinfo Full Year 2017 and Fourth Quarter 2017 Review (Feb. 2018), available at
https://www.isda.org/a/ThhEE/Swapslnfo-Full-Year-and-04-2017-Review.pdf.

* S&P Global Market Intelligence

3 See Basel Committee on Banking Supervision, Basel Il Monitoring Report: Results of the Cumulative
Quantitative Impact Study (Dec. 2017), available at https://www.bis.org/bebs/publ/d426 pdf.

¢ See ISDA Margin Survey 2017 (Sept. 2017), available at hitps://www.isda.org/a/VeiDE/margin-survey-final | pdf
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calculate its IM requirements. This new solution has been shared with regulators around the
globe, and marks a departure from the previous opaque, bilateral margin models, making margin
calculations more predictable and reducing the potential for disputes. Probably most important is
that this model is more cost-effective than the standard look up tables developed by the Basel
Committee and I0SCO.

ISDA has also coordinated industry implementation of new VM requirements, and has provided
standard documentation to support universal adoption. In addition, we are in the process of
developing a new automated solution to support the adoption of IM requirements across the
industry to provide a more cost effective and efficient solution.

ISDA also leads industry work on various legal and regulatory matters related to bank recovery
and resolution, including with respect to Title II of Dodd-Frank and the EU Bank Recovery and
Resolution Directive (BRRD). A key part of that work has been to publish a series of protocols
that allow firms to simultaneously amend their documentation with multiple other adhering
parties on a global basis. By using the ISDA Universal Resolution Stay Protocol and the
Resolution Stay Jurisdictional Modular Protocol, market participants are able to amend covered
master agreements, including ISDA Master Agreements, to contractually recognize stays under
resolution regimes in key jurisdictions that are consistent with globally agreed principles.

This recognition addresses one of the key impediments to an effective cross-border resolution
identified after the recent financial crisis. As a result of this contractual solution, well over 90%
of outstanding derivatives by notional amount would be subject to temporary stays, better
enabling financial regulators to perform an orderly resolution.

1 should note that proposals introduced in the European Commission could compromise the
global application of the Universal Resolution Stay Protocol. We are working with the U.S.
Treasury, the FSB and the Bank of England to find alternatives to ensure that EU banks remain
within the globally agreed resolution framework.”

I’d also like to highlight the work ISDA is doing to help the industry transition from the London
Interbank Offered Rate (LIBOR) and other interbank offered rates, or IBORs, to transaction-
based risk-free rates.

Today, the value of derivatives, bonds, loans, mortgages, and securitized products that reference
an interbank rate in U.S. dollar, pound sterling, euro, Swiss franc or Japanese yen is over $370

7 See ISDA Press Release, Major Banks Agree to Sign ISDA Resolution Stay Protocol (Oct. 11, 2014), available at
https://www.isda.org/2014/10/1 I/major-banks-agree-to-sign-isda-resolution-stay-protocol/; ISDA Press Release,
Major Banks Sign Relaunched ISDA Resolution Stay Protocol (Nov. 12, 2015), available at
https://www isda org/2015/11/12/major-banks-sign-relaunched-isda-resolution-stay-protocol/; ISDA Press Release,
ISDA Launches Resolution Stay Jurisdictional Modular Protocol (May 5, 2016), available at
https://www.isda.org/2016/05/05/isda-launches-resolution-stay-jurisdictional-modular-protocol/; ISDA Press
Release, Proposed Moratoria Under the BRRD and the Impact on the Universal Stay Protocol (Sept. 28, 2017),
available at https://www.isda,org/2017/09/28/proposed-moratoria-under-the-brrd-and-the-impact-on-the-universal-
stay-protocol/.
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trillion (gross notional).® However, a lack of actual transactions in the unsecured bank funding
markets on which IBORs are based has raised concerns about the long-term viability of these
rates and the systemic implications of their potential discontinuation. As a result of these
concerns, regulators and market participants have been working to identify transaction-based
risk-frec rates as alternatives to LIBOR and other key IBORs.

Now the industry must prepare to transition from the IBORs, which are referenced in so many
financial instruments, to inherently different risk-free rates within a relatively short period of
time. Significantly, the identified alternative rates, which include the secured overnight financing
rate (SOFR) for U.S. dollar, are overnight rates, while LIBOR and other interbank rates are
quoted in various tenors, including 3, 6, and 12 month. Additionally, during the transition from
the interbank rates to the alternative risk-free rates, we may see a basis between the two rates,
which the market will have to address. ISDA has stepped in to help with market education and
solutions to these issues.

Since 2016, ISDA has also been working with the FSB to develop contractual fallbacks that
would apply if LIBOR or other key IBORSs cease to exist. All of this work is vitally important to
address risks associated with the market’s current dependence on IBORs.”

These are just a few examples of the most significant industry solutions ISDA has developed in
support of the regulatory reform effort. ISDA’s work has provided greater legal and regulatory
certainty to the various national rules, which are similar, but not identical. We have provided cost
savings through the development of standardized, universal documentation and operational
standards, and we are working to develop solutions for IBOR benchmark reform and yet-to-be
implemented rules such as Basel HI

Regulatory Reform Recommendations

With any regulatory reform effort the size and scope of Dodd-Frank, we are bound to find areas
where the anticipated outcomes and the actual results don’t align, create redundancies or exceed
the expected cost or scope. We believe it is vital that appropriate adjustments are made to correct
the errors and provide the statutory revisions where necessary. The implementation of these

8 LIBOR is the predominant interest rate benchmark for USD, GBP, CHF and JPY derivatives contracts. EURIBOR
is the most widely used interest rate benchmark for EUR contracts. The Market Participants Group on

Reforming Interest Rate Benchmarks Final Report showed in 2014 that swaps and ETDs represent approximately
80% of LIBOR-linked contracts by outstanding notional value, and thus derivatives formed much of the early focus
for global transition and reform initiatives. Going forward, this focus will broaden to include other products, such as
securities, loans, ETDs and mortgages. See IBOR Global Bcnchmark Survey 2018 Transition Roadmap (Feb. 2018),
available at https://www.isda.org/

the As@ocnatlon of Financial Markets in Europe (APM} ), International Capxtal Market Assocxatlon (ICMA) and the
Securities Industry and Financial Markets Association (SIFMA) and its asset management group (SIFMA AMG)
have today launched a roadmap that highlights key challenges involved in transitioning financial market contracts
and practices from interbank offered rates, or ‘IBORS’, to alternative risk-free rates (RFRs) (Feb. 1, 2018), available
at https:/www.isda.org/2018/02/01 /isda-afme-icma-sifima-and-sifma-amg-launch-benchmark-transition-roadmap/
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regulatory reforms has also revealed areas that could be improved, either through regulatory
action or targeted legislation, without increasing systemic risk in U.S. financial markets. I
commend the members of this subcommittee for taking the steps to make the necessary
adjustments and corrections to ensure the rules are appropriately applied.

We believe that improvements can be made to the current regulatory regime by focusing on three
broad themes:

1. Harmonizing Regulatory Requirements and Leveling the Playing Field for Market
Participants
II.  Reducing Operational Complexity and Cost
III.  Providing Relief for Smaller Market Participants and End-Users

Many of the proposals under consideration today are consistent with these broad themes.

1. Harmonizing Regulatory Requirements and Leveling the Playing Field for Market
Participants

One of the unique features—and great benefits—of the swaps and derivatives markets is their
global nature. A global liquidity pool allows commercial end-users—which are the Main Street
job creators, manufacturers and producers in the United States—to affordably protect against and
hedge specific risks associated with their commercial operations.

As a result of the global reach of this business, the swaps and derivatives markets are particularly
sensitive to regulatory requirements that are duplicative or contradictory or that may
disadvantage one jurisdiction relative to another. This duplication may occur in both domestic
and international situations, For these reasons, it is vital that both the domestic swaps regulatory
frameworks among U.S. regulators, as well as the global regulatory frameworks as between the
United States and foreign jurisdictions, are appropriately harmonized, that effective systems of
regulatory recognition (i.e., “‘safe harbor”, “substituted compliance” or “equivalence™) are
established, and that application in cross-border contexts is flexible enough to allow for resolving
conflict of laws.

Let me focus on two areas where ISDA members believe harmonization and effective
recognition in derivatives regulations are necessary. The first area addresses concerns
surrounding the application of divergent and duplicative requirements, and the second area
identifies concerns that market participants face when managing global risks.

CFTC SEC Rulesets

Ideally, the U.S. Commodity Futures Trading Commission (CFTC) and the U.S. Securities and
Exchange Commission (SEC) would have effectively identical requirements for swaps and
security-based swaps, which would allow firms to migrate between the two markets—hedging
risks and providing liquidity in a cost-effective, yet well-regulated, manner. However, seven
years after enactment of Dodd Frank, such an outcome has proven to be difficult to achieve in
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practice. As a result, ISDA instead recommends that the CFTC and SEC develop a holistic
solution, such as a “safe harbor” approach.

Under such an approach, market participants that are in compliance with the CFTC's rulesets for
swaps, including business conduct, capital and margin would be granted a safe harbor for the
same rulesets issued by the SEC for security-based swaps, and vice-versa. If an entity were to
comply with the CFTC's rules for registration as a swap dealer for their swaps activities, they
would be eligible for a safe harbor from registration with the SEC for their security-based swaps
activities, so long as they were fully compliant with the comparable CFTC rules.

To be clear, in either case, the derivatives activity would still be properly and thoroughly
regulated; however, there would be an opportunity for a more effective and efficient oversight.
This would eliminate the necessity to build out duplicative compliance systems for comparable
(but not identical) rules, reduce market fragmentation and improve liquidity, while still ensuring
that regulators have the transparency and tools necessary to oversee the markets.

Importantly, the safe harbor approach does not contemplate the relinquishment of the agencies’
respective jurisdiction. Both the CFTC and the SEC would retain general anti-fraud and anti-
manipulation enforcement authority and the respective Congressional Committees would also
retain their legislative and oversight authority. '

Given the absence of a safe harbor regime, the impact of inconsistent rules is not insignificant,
and will continue to grow. For example, the SEC’s security-based swap dealer rules contain
registration and compliance requirements that have no comparable requirement in the CFTC’s
swap dealer ruleset. Some of these add-on requirements create conflicts with laws of other
countries. The disparity between the SEC’s and CFTC’s swap dealer rules may create artificial
and arbitrary barriers to entry for non-resident dealers, limiting choice for U.S. businesses and,
potentially, decreasing market liquidity.

It is important to note that the call for comparable rulesets between the CFTC’s and SEC’s
implementation of Dodd-Frank is not a new concept; it is one that is hardwired in Dodd-Frank
and was discussed during its passage. Section 712(a) of Dodd-Frank directs several areas where
the CETC and SEC must “consult and coordinate to the extent possible ... for the purposes of
assuring regulatory consistency and comparability, to the extent possible.”

The concept of allowing products to trade interchangeably under the respective CFTC and SEC
regimes is also not without precedent. In a floor colloquy following passage of Dodd-Frank, then
Senate Agriculture Committee Chairwoman Lincoln provided clarity regarding Dodd-Frank’s
flexibility for new and novel derivatives products, noting that:

10 Notably, the CFTC provided similar safe harbor protections in the past. In April 2013, the Commission exempted
from its oversight certain energy derivatives that are regulated by FERC. See Final Order in Response to a Petition
From Certain Independent System Operators and Regional Transmission Organizations to Exempt Specified
Transactions Authorized by a Tariff or Protocol Approved by the Federal Energy Regulatory Commission or the
Public Utility Commission of Texas From Certain Provisions of the Commodity Exchange Act Pursuant to the
Authority Provided in the Act, 78 Fed. Reg. 19880 (Apr. 2, 2013).

6
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“We strongly urge the agencies to work together under these new provisions to
alleviate the ills that they themselves have identified. The agencies should make
liberal use of their exemptive authorities to avoid spending taxpayer resources on
legal fights over whether these novel devivative products are securities or futures,
and to permit these important new products to trade in either or both a CFTC- or
SEC-regulated environment. "

Lastly, there have been calls for alignment from the current Administration. The U.S.
Department of Treasury’s October 2017 Capital Markets Report'? called for the convergence of
the SEC’s and CFTC’s Title VII rulesets, including a “framework of interagency substituted
compliance or mutual recognition,” and a call for Congress to “consider further action to achieve
maximum harmonization in the regulation of swaps and security-based swaps.”

One final word on this matter: while it has taken a significant amount of discussion, the U.S. and
EU have found solutions to rely on one another’s rules in terms of clearing and trade execution.
It would be quite remarkable if we were to achieve such a determination with a foreign
government, but not within our own.

Inter-affiliate Initial Margin

The second area requiring alignment of rules relates to market participants’ internal management
of commercial and financial risks. Specifically, ISDA supports global and domestic
harmonization of the treatment of inter-affiliate transactions under non-cleared margin
regulations and a universal exemption from IM requirements.

As their name implies, inter-affiliate swaps are internal risk transfers between two legally
separate subsidiaries. They are commonly used by financial institutions in connection with their
role as market intermediaries and by end-users to hedge capital and manage balance sheet risk.

For example, global institutions often offer swaps and derivatives to clients out of a legal entity
in the local jurisdiction in which the client resides. This arrangement occurs ¢ither to comply
with the local regulatory authority’s requirements or to meet the needs of the client. Rather than
house risk in multiple legal entities in multiple jurisdictions, these global institutions may enter
into the external-facing derivative with the client, and then enter into a mirroring internal
transaction to transfer the risk associated with the external transaction to a centralized foreign
entity. These internal transactions allow global institutions to net down their firm-wide
exposures and centrally manage their derivatives exposure.

It is important to recognize that these transactions do not create additional counterparty
exposures outside of the corporate group and they do not increase interconnectedness between
third parties. Rather, they are a vital risk management tool and industry best practice that help to
promote safety and soundness by allowing firms to manage their risk in a centralized way that

! Senator Blanche Lincoln, Congressional Record Volume 156, Number 103, Page $5923 (July 15, 2010),
available at https://www.gpo.gov/fdsys/pke/CREC-2010-07-15/htmVCREC-2010-07-15-pt1-PgS$5902 htm

12 U.S. Department of the Treasury, A Financial System That Creates Economic Opportunities, Capital Markets
{October 2017).
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ultimately limits overall credit exposure to third parties. Even my former colleague, Chairman
Gary Gensler, explicitly recognized these benefits, noting “the risk-mitigating characteristics of
inter-affiliate swaps and the sound risk management practices of corporate groups that rely on
inter-affiliate swaps” when providing these swaps with an exemption from clearing
requirements.

Chairman Gensler’s successor, Tim Massad, further memorialized the CFTC’s views regarding
the importance of these transactions in its final margin rule,'> which also provides an exemption
— consistent with jurisdictions such as the EU'* and Japan!® — for such swaps from IM
requirements.'® The rule promulgated by the U.S. prudential regulators,'” however, does not
provide such an exemption. As a result, prudentially regulated banks have had to hold in reserve
significant and often excessive amounts of capital — estimated at approximately $29 billion —
against internal transactions.’® This disparate treatment disadvantages certain firms doing
business in the United States both domestically and abroad. The legislation being discussed
today would remedy this disparity.

II.  Reducing Operational Complexity and Cost

The second broad area in which ISDA members believe improvements can be made entails
requirements that unnecessarily — and significantly -- add to the cost and complexity of using
derivatives. I can think of no better example of where that problem is most apparent than the
treatment of margin under the supplemental leverage ratio (SLR) requirements.

13 “Some have suggested that, even if inter-affiliate swaps do not increase exposure to third parties, we should
require initial margin for all inter-affiliate swaps to enhance that internal risk management. But that would be a very
costly and not very effective way for us as a regulator to enhance such risk management. .. if the concern is the
adequacy of central risk management, then we should focus on that subject more generally. We should not attempt
to address it by imposing on all inter-affiliate trades an initial margin requirement that is designed to address default
risk on trading relationships between unaffiliated parties.” Statement of CFTC Chairman Timothy Massad, Final
Rule on Margin for Uncleared Swaps (Dec. 16, 2015), available at

httno//www.cfte gov/PressRoom/SpeechesTestimony/massadstatement 121615d

' See Article 11(5)-(11) EMIR.

'* See Cabinet Office Ordinance on Financial Instrument Businesses, etc. (Cabinet Office Ordinance No. 52 of
August 6, 2007), as amended, Article 123, paragraphs 10-11.

!¢ Under the CFTC rule, firms are required to post variation margin to cover market fluctuations, but do not post
initial margin, which is generally used to cover counterparty “replacement” (i.e., credit) risk.

17 See Final Rule, Margin and Capital Requirements for Covered Swap Entities, 80 Fed. Reg. 74839 (Nov. 30,
2015), available at https://www.gpo.gov/fdsys/pkg/FR-2015-11-30/pdf/2015-28671.pdf. The following U.S.
prudentjal regulators adopted this joint rulemaking: Office of the Comptroller of the Currency, Treasury (“OCC”);
Board of Governors of the Federal Reserve System (“Board”); Federal Deposit Insurance Corporation (“FDIC™);
Farm Credit Administration (“FCA™); and the Federal Housing Finance Agency (“FHFA™).

'% A recent survey conducted by ISDA of the so called “Group of 14” or “G14” - the world’s 14 largest derivatives
dealers - found that 11 of the firms are posting inter-affiliate initial margin under the prudential regulators’ margin
rules at a combined total of over $29 billion.
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Treatment of Margin under the SLR

The central clearing of derivatives transactions is a key objective of the G-20 derivatives reforms
and a centra! tenet of Dodd-Frank. The leverage ratio is a non-risk based measure meant to
complement risk-based bank capital requirements and is designed to act as a backstop.

In its current form, however, the leverage ratio acts to disincentivize clearing. That is because it
doesn’t take client margin into account when determining the exposures banks face as a result of
their client clearing businesses. This perverse impact has been highlighted by numerous policy
makers over the past several years. This is not a partisan issue; CFTC Chairmen under two
separate administrations have raised these concerns. '

Properly segregated client cash collateral is not a source of leverage and risk exposure. However,
the rule requires firms to include these amounts in their calculations. This approach is
unreasonable as cash collateral mitigates risk. Strict rules exist to protect this collateral and
ensure it cannot be used to fund the bank’s own operations. Instead, it can only be used to further
the customer’s activities or resolve a customer default. As such, it acts to reduce the exposure
related to a bank’s clearing business by covering any losses that may be left by a defaulting
client.

The failure of the leverage ratio to recognize the risk-mitigating effect of segregated client cash
collateral could mean the amount of capital needed to support client clearing services increases
considerably. The end result is that the economics of client clearing would make it extremely
difficult for banks to continue to provide this service and may cause them to pull out of the
market, harming liquidity and limiting opportunities for end-users. This perverse outcome runs
counter to the objective set by the G-20, as implemented by Congress in Dodd-Frank, to
encourage central clearing.

ISDA appreciates the steps this subcommittee has taken to recognize the risk-reducing effect of
segregated client collateral in the centrally cleared derivatives market. Moreover, even end-users
that are not required to clear derivatives will see the impact of the SLR in the form of rising costs
for hedging as their bank counterparties will face the substantial increase in their clearing costs.

1? See CFTC Chairman J. Christopher Giancarlo, Changing Swaps Trading Liquidity, Market Fragmentation and
Regulatory Comity in Post-Reform Global Swaps Markets (May 10, 2017), available at
http./fwww.cftc.gov/PressRoom/SpeechesTestimony/opagiancarlo-22 (“Applying the SLR to clearing customer
margin reflects a flawed understanding of central counterparty (CCP) clearing. Swaps clearing was adopted in the
2009 Pittsburgh Accords and Dodd-Frank Act to move customer margin off the balance sheets of bank FCMs and
into CCPs. Yet applying a capital charge against that customer margin continues to treat FCMs as having retained
the exposure.”); see also CFTC Chairman Timothy Massad, Remarks of Chairman Timothy Massad before the
2016 P.R.1I.M.E. Finance Annual Conference {Jan. 25, 2016), available at
http://www.cfte.gov/PressRoom/SpeechesTestimony/opamassad-38 (“I am concerned, however, about how SLR
impacts clearing . . .The issue here is how a clearing member’s potential future exposure arising from cleared
derivatives should be measured. The SLR does so through a schedule-based approach that many feel is flawed.
Among other things, it doesn’t take collateral held by the clearinghouse into account. The concern is that the way the
SLR measures potential future exposure could have a significant, detrimental effect on clearing, and in turn, on
clearinghouse resiliency™)
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III.  Providing Relief for Smaller Market Participants and End-Users

The final area I will discuss is providing relief for smaller market participants and end-users.
Here, ISDA believes Congress can have an immediate impact. We applaud the subcommittee’s
focus on the uneven playing field created by the credit valuation adjustment (CVA), a technical
fix to the exemption for centralized treasury units (CTUs), and ending the debate over the Jevel
of the CFTC’s swap dealer de minimis threshold.

CVA

Part of the Basel III regulatory framework, the CV A assesses a capital charge on banking
organizations to address the counterparty credit risk on their uncleared derivatives transactions.
Included in the CVA calculation in the United States—but not in Europe—are non-cleared
derivatives transactions with end-users. The CVA requires banks to retain additional capital to
protect against potential mark-to-market losses in situations where their derivatives
counterparty’s creditworthiness deteriorates. When banks that are subject to the CVA execute
non-cleared swaps with end-users, the end-users are likely to see increased transaction costs
since the banking organizations generally pass through the costs of the CVA capital charge in the
form of higher pricing on their uncleared swap transactions.

A revised CVA framework was published by the Basel Committee in December 2017, but the
impact will not be clear until the revisions have been thoroughly tested. ISDA remains a
supporter of global consistency in the application of regulatory reforms. However, given the
deficiencies in the current CVA framework, it has been a source of significant divergence across
jurisdictions. The CVA capital charge increases costs on U.S. end-users that are using derivatives
to hedge their risks. The value of end-user hedging practices has been recognized by Congress in
enacting exemptions from clearing and margin requirements for qualifying derivatives
transactions.

Applying a CVA capital charge to these end-user hedging transactions that are otherwise exempt
from clearing and margin requirements undermines the goals of encouraging prudent risk
management. By contrast, the Europeans recognize that end-users’ activities are risk reducing,
and thus exempt derivatives transactions from the CVA capital charge. The absence of a similar
exemption in the United States creates disadvantages for U.S. commercial businesses, making
risk management more affordable in Europe and allowing such savings to be reinvested in EU
growth and passed on to EU customers.

Centralized Treasury Units (CTUs)

In 2015, Congress amended Section 2(h)(7)(D) of the Commodity Exchange Act to provide an
exemption from mandatory clearing for non-financial end-users that utilize a CTU to hedge or
mitigate commercial risk of the company’s non-financial affiliates. This statutory exemption was
intended to codify certain CFTC staff no-action relief in order provide greater certainty to end-
users seeking to elect the CTU exemption from the CFTC’s mandatory clearing requirements.
The language that Congress enacted in amended CEA Section 2(h)(7)(D), however, is slightly
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different than the language in the CFTC staff no-action relief.”® This slight difference made it
unclear whether a CTU would be disqualified from electing the exemption as a result of one of
the CTU’s affiliates executing swaps with a financial-entity affiliate that is also part of the same
corporate group but is not claiming an exemption. Essentially, these entities are being penalized
simply as a result of their corporate structure and their risk management practices.

We believe that a technical difference between the language in the statute and the language in
existing CFTC no-action relief should not create such a result. An amendment to the statutory
text to fix this technical difference would align the language with CFTC no-action relief and
allow end-users to benefit from this exemption as Congress intended.

Swap Dealer De Minimis Threshold

The de minimis threshold is an arbitrary threshold set by the CFTC without any appropriate or
rigorous data collection or analysis. It was a heavily debated topic at the CFTC, and, at the time,
I offered an amendment to require the Commission collect data before it made any changes to the
de minimis threshold. The CETC would agree to collect data, but, would not concede to require a
vote before taking action. Thankfully, future Commissions took a more sensible approach and
delayed the decision until all the facts were gathered. It is crucial to assess the full impact of
other regulations and take into account the overall ramifications of new rules that will be coming
into effect related to non-cleared margin and various Basel I related rules. We support retention
of the $8 billion threshold but understand that both the CFTC and this subcommittee are
assessing the appropriateness of this level.

In this regard, any modification to the threshold should be based on good data analysis as even a
slight adjustment in the de minimis threshold could result in additional and significant
compliance costs for institutions.

As noted earlier, ISDA and its member firms support regulatory reform that mitigates systemic
risk by reducing counterparty credit risk and increasing regulatory transparency. Some of the
current regulatory framework for the swaps markets could, however, be simplified to harmonize
requirements, reduce cost and complexity and provide relief to smaller market participants and
end-users. ISDA looks forward to working with Congress and United States and international
regulators to develop solutions to further these goals.

20 CFTC No-Action Letter 14-144, available at
http://www.cfte.gov/ide/groups/public/@lrlettergeneral/documents/letter/ 14-144.pdf

11




89

Cboe

Global Markets

Statement for the Record from Choe Global Markets, Inc.
U.S. House of Representatives
Committee on Financial Services
Subcommittee on Capital Markets, Securities, and Investment
“Legislative Proposals Concerning Derivatives”

February 14,2018

Choe Global Markets, Inc. (“Cboe”), on behalf of Cboe Options, C2 Options, BZX Options, and EDGX
Options, appreciates Chairman Huizenga, Ranking Member Maloney and Members of the
Subcommittee holding a hearing on legislative proposals concerning derivatives and is grateful for the
opportunity to raise important issues impacting the listed options market. Cboe is a leaderin
centrally-cleared, exchange-listed options, and we applaud the Subcommittee’s efforts to consider
legislative proposals that will strengthen the derivatives markets and our financial system. In
particular, we support the legislative language of H.R. 4659, which would address the significant
defects of the current regulatory regime governing the capital treatment of initial margin for centrally
cleared derivatives by exempting initial margin from the supplemental leverage ratio (“SLR”)
denominator. In doing so, H.R. 4659 would further the post-crisis goal of promoting centralized

clearing.

Cboe also would like to take this opportunity to bring to the Subcommittee’s attention another issue
with current bank capital rules that inhibits central clearing—the capital treatment for listed options.
in its October 2017 Report on Capital Markets (“Treasury Report”), the Department of the Treasury
identified the SLR as a risk-insensitive capital rule that is discouraging central clearing and increasing
costs to customers. The Treasury Report noted two particular problems with the SLR. The first—the
treatment of initial margin—is addressed by H.R. 4659. The second—the current approach for

calculating the exposure for cleared options—should also be addressed by the Subcommittee.
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As the Treasury Report explained, current regulations require banks to calculate charges for cleared
options using the Current Exposure Method (“CEM”). Unfortunately, CEM is risk-insensitive and
“requires options contracts to be sized on their notional face value rather than allowing for a risk

adjustment to notional to reflect the actual exposure associated with these derivatives.”

CEM’s failure to account for the actual risk of listed options positions forces firms using CEM to grossly
overstate actual economic exposure to listed options. As a result, bank holding companies (“BHCs”)
with affiliate clearing firms are required to hold capital that is disproportionate to the actual risks
posed by an affiliate clearing firm’s listed options business. Thus, CEM constrains the ability of
options market-makers to accumulate positions (even off-setting positions}), which hinders their
ability to provide liquidity. We believe that because options market-makers are responsible for nearly
all liguidity in the options industry, the knock-on effects of reduced liquidity are increased costs to
investors, an increased possibility of market dislocation during volatile environments, and an illogical

bias against centrally-cleared products that limit systemic risk.

Given the demonstrably negative impact that CEM has on the options marketplace, it is unsurprising
that the Treasury Report recommended moving to a “risk-adjusted approach for valuing options for
purposes of the capital rules to better reflect the exposure, such as potentially weighting options by
their delta.” Accordingly, we urge the Subcommittee to consider targeted legistation that allows
BHCs to risk-adjust their listed options exposures, thereby alleviating the harmful effects described
above, while promoting central clearing and aligning the exposure calculation with the economic

reality of cleared options transactions.

Tkhkh

Cboe appreciates the Subcommittee’s efforts to develop legislative solutions that benefit investors,

and we welcome further discussions on these important issues.

! Treasury Report on Capital Markets, at page 136.
2 Treasury Report on Capital Markets, at page 138.

» Chicago, 1L 60605 » chos.com
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United States House of Representatives
Committee on Financial Services
Subcommittee on Capital Markets, Securities and Investments
Legislative Proposals Regarding Derivatives
Statement of Walter L. Lukken
President and Chief Executive Officer

FIA

Introduction

Chairman Huizenga, Ranking Member Maloney and members of the Subcommittee, thank
you for reviewing the regulatory treatment of derivatives and for allowing me to offer FIA’s
strong support for bipartisan legislation, H.R. 4659.

I am the President and Chief Executive Officer of FIA. FIA is the leading global trade
organization for the futures, options and centrally cleared derivatives markets, with offices in
London, Singapore and Washington, D.C. FIA’s membership includes clearing firms,
exchanges, clearinghouses, trading firms and commodities specialists from more than 48
countries as well as technology vendors, lawyers and other professionals serving the
industry. FIA’s mission is to support open, transparent and competitive markets, protect and
enhance the integrity of the financial system and to promote high standards of professional
conduct. As the principal members of derivatives clearinghouses worldwide, FIA's clearing
firm members help reduce systemic risk in global financial markets.

I appreciate having the opportunity to discuss capital and margin matters impacting the
derivatives industry and to express our strong support of H.R. 4659, legislation that would
provide an offset for initial client margin in the supplementary leverage ratio. H.R. 4659 was
introduced by Chairman Blaine Luetkemeyer, and Representatives Frank Lucas, David Scott,
Tom O’Halleren and Filemon Vela are original co-sponsors of this bipartisan legislation.
Enacting H.R. 4659 will provide needed relief to agricultural and other end-users who are
facing rising costs and fewer choices in the cleared derivatives markets and will ensure that
U.S. clearing banks can compete on a level playing field relative to their foreign competitors
who are receiving an offset from their regulators.

The offset for initial client margin Chairman Luetkemeyer included in H.R. 4659 has enjoyed
bipartisan support in the House Committee on Agriculture for years. FIA has appreciated the
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advocacy of former Chairman Frank Lucas, Chairman Michael Conaway and Ranking
Member Collin Peterson. Additionally, bipartisan chairmen of the Commodity Futures
Trading Commission, Democratic Chairman Timothy Massad and Republican Chairman
Christopher Giancarlo, have both indicated their support for this reform to the
supplementary leverage ratio.

Nature and Importance of Central Clearing

Central clearing ensures that parties to a transaction are protected from the failure of a buyer
or seller to perform its obligations, thus minimizing the risk of a counterparty default. The
central clearinghouse is able to take on this role because it is backed by the collective funds
of its clearing members, which also guarantee the performance of their clients to make good
on their transactions. To protect against default by a client, clearinghouses require that all
transactions are secured with a pool of appropriate margin. This pool of margin is often
called “initial margin,” because it is first collected at the outset of the transaction to form a
buffer against intraday losses, and is distinguished from “variation margin,” which is a
payment made at least daily based on short-term price movements.

Clearing members, acting as agents for their clients, collect initial margin and segregate it
away from their own funds as required by the Commodity Exchange Act. They have long
performed this function for futures clients, who have historically been required to clear their
transactions. More recently, the Dodd-Frank Act in the U.S. and the European Market
Infrastructure Regulation (EMIR) in Europe extended the clearing requirement beyond
futures and options to certain over-the-counter swaps. As such, more products are being
cleared and the role of the clearing member has expanded. Despite this expansion, over the
ten-year period between December 2007 and December 2017, the number of active clearing
firms in the U.S. has decreased from 84 to 55.

While there are several factors contributing to the consolidation of clearing members, today
T want to focus on how Basel Il capital requirements for prudentially regulated clearing
members are decreasing clearing options for end-user clients who use futures and cleared
swaps to manage their business risks. These capital requirements have made it difficult for
many bank-affiliated clearing members to offer clearing services to their clients—a result
that is at odds with recent efforts by the Group of 20 nations (G-20) to increase the use of
clearing as a counterparty risk mitigation tool.

At issue is the supplementary leverage ratio under Basel ITI, a measurement tool used by
global banking regulators to determine the amount of leverage that should be backed by
capital. Unfortunately, the supplementary leverage ratio fails to properly recognize that
client margin posted to a bank-affiliated clearing member belongs to the client, is provided
by the client to offset the clearing member’s exposure to the client’s default, and actually
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reduces the clearing member’s economic exposure. As stated by CFTC Chairman Giancarlo
“Applying the SLR to clearing customer margin reflects a flawed understanding of central
counterparty (CCP) clearing”. As a result, the supplementary leverage ratio significantly
overstates the clearing member’s actual economic exposure, which artificially inflates capital
requirements, and in turn, disincentivizes banking organizations from providing clearing
services to clients.

Background - Supplementary Leverage Ratio

One of the central reforms to bank capital requirements following the financial crisis was the
decision by the Basel Committee on Bank Supervision (Basel Committee) to implement a
new type of leverage ratio on a global basis. In January 2014, the Basel Committee finalized
its leverage ratio standard, which it later revised in December 2017. The Federal Reserve
Board, the Federal Deposit Insurance Corporation (FDIC), and the Office of the Comptroller
of the Currency (OCC) have implemented the Basel supplementary leverage ratio in the
United States (the SLR) and added an “enhanced” supplementary leverage ratio for global
systemically important banking organizations, or eSLR. The SLR is similar to the
international Basel supplementary leverage ratio standard, but the eSLR imposes a
quantitatively higher capital requirement than the international standard, which exacerbates
the leverage ratio’s distortive effects and makes it all the more important to get the standard
right in the United States. The Basel supplementary leverage ratio, SLR, and eSLR all took
effect as binding requirements at the beginning of this year.

The Basel supplementary leverage ratio was intended to be “a simple, transparent, non-risk
based leverage ratio to act as a credible supplementary measure to the risk-based capital
requirements.”? FIA supports the goals of stronger capital requirements and recognizes that
leverage ratios can be an important backstop to keep systemic leverage in check. But we also
believe that leverage ratios should accurately reflect the actual economic exposures of a
banking organization, which the Basel supplementary leverage ratio fails to do in the case of
a centrally-cleared derivative transaction.

Unlike traditional leverage ratios, which require a bank to maintain a minimum amount of
capital relative to its on-balance sheet assets, the Basel supplementary leverage ratio also
requires capitalization for off-balance sheet exposures, including those arising from a bank-

T www.cfte.gov/PressRoom/SpeechesTestimony/opagiancarlo-22 - Remarks of Acting Chairman
J. Christopher Giancarlo, May 10, 2017

2 Basel Committee on Banking Supervision - Basel /il leverage ratio framework and
disclosure requirements, January 2014.
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affiliated clearing member's guarantee of client obligations to clearinghouses in futures,
options, and other derivative transactions.

Importantly, in a centrally-cleared derivative transaction, the clearing member collects
margin from its client to ensure that its economic exposure arising out of this guarantee to
the clearinghouse is reduced, if not eliminated entirely. This structure is critical to making
the markets work, because it allows the clearing member to offer the client access to the
cleared derivatives markets’ risk management tools. That is, an end user that utilizes the
futures market to hedge its business risks is required to clear such a transaction through a
clearinghouse, and in order to do so it must post margin through a clearing member for the
purpose of offsetting the clearing member’s economic exposure to the client.

Unlike making a loan or taking a deposit, guaranteeing a client’s trades exposes the bank to
losses only if a client defaults and to the extent that the margin collected from the client is
insufficient to cover the client’s obligations. Indeed, to make sure that initial margin is
always available to absorb losses arising from the client’s transaction, Commodity Futures
Trading Commission (CFTC) rules require that it be posted in the form of either cash or
extremely safe and liquid securities such as U.S. Treasuries. Moreover, Congress, through the
Commodity Exchange Act, has required the clearing member to treat the margin as
belonging to the client and to be segregated from the clearing member’s own funds. In other
words, these are client funds provided specifically by the client to offset the clearing
member’s exposure arising from its obligation to pay the clearinghouse on behalf of the
client. Such client margin should therefore be considered as an offset in determining the
bank’s exposure. That is, the very nature of initial margin posted by a derivatives client is
solely exposure-reducing with respect to the clearing member’s cleared derivatives exposure.

Given these longstanding regulatory requirements and the exposure-reducing function of
margin, it stands to reason that the Basel supplementary leverage ratio should recognize
segregated client margin as reducing a bank’s actual economic exposure to a clearinghouse
for purpose of measuring exposure under the leverage ratio. But the Basel leverage ratio does
not recognize this plainly exposure-reducing effect of margin. As a result, we believe the
exposure measure under the leverage ratio is artificially inflated relative to a bank’s actual
economic exposure in a client-cleared derivatives transaction. This real and significant
overstatement of actual economic exposure results in unwarranted capital costs for banks and
their clearing member affiliates. Having examined the profiles of a group of firms, the FIA
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estimates that aggregate leverage exposure of firms would be 80 percent higher without an
offset for margin from the leverage ratio®.

Negative Consequences

The Basel supplementary leverage ratio is undermining recent financial regulatory reforms
by discouraging banks from participating in the clearing business, thereby reducing access to
clearing and limiting hedging opportunities for end users. Despite an overall migration to
clearing in recent years, five major banks have announced their departure from the swaps
clearing business since 2014, due in substantial part, we believe, to disproportionately high
capital requirements that have made derivatives clearing uneconomical .

Left unchanged, the failure of the Basel supplementary leverage ratio to recognize the
exposure-reducing effect of segregated margin will continue to substantially and
unnecessarily inflate the amount of required capital that will need to be allocated to the
clearing businesses within banking organizations.  Because derivatives clearing 1is
traditionally a very low risk, low return business, banks are less likely to take on new clients
for derivatives clearing and instead are allocating their capital to higher risk, higher
returning activities. As stated by Governor Powell: “such a ratio can have perverse incentives
if it is the binding capital requirement because it treats relatively safe activities, such as
central clearing, as equivalent to the most risky activities.”™ The US implementation of the
Basel supplementary leverage ratio is creating precisely this perverse incentive.

Increases in required capital also greatly increase costs for end users, including pension funds
and businesses across a wide variety of industries that rely on derivatives for risk

® hitps://fia.org/sites/default/files/2016-07-

06 FIA Comment letter Basel Committee Leverage Ratio.pdf, FIA Response to Basel
Leverage Ratio Consultation Regarding the Proposed Calculation of Centrally Cleared
Derivatives Exposures Without Offset for Initial Margin and its Impact on the Client-Clearing
Business Model, July 6, 2016

4 Deutsche Bank: https://www.ft.com/content/2392bc42-ee47-11e6-930f-
061b01e23655; Nomura: https://www.ft.com/content/e1883676-896-11e4-be00-
00144feab7de; RBS: http://uk.reuters.com/article/uk-rbs-primeservices-divestiture-
idUKKBNODYOPU20140519; State Street: https://www.bloomberg.com/news/articles/2014-12-
04/state-street-exiting-swaps-clearing-businesscitingnew-rules; BNY Mellon:
http://www.pionline.com/article/20131210/ONLINE/131219993/bny-melloncloses-us-
derivatives-clearing-business.

® hitps://www.federalreserve gov/newsevents/speech/powell20170623a.htm - Speech by
Governor Jerome H. Powell on Central Clearing and Liquidity, June 23, 2017
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management purposes, including agricultural businesses and manufacturers.® As a resul,
market participants may be less likely to use cleared derivatives for hedging and other risk
management purposes or, as a result of mandatory clearing obligations for some derivatives,
some market participants may not be in a position to hedge their underlying risks. As stated
by Chairman Giancarlo, “we witness diminishing market access for smaller market
participants, who will have a much tougher time laying off risk during stressed market
conditions.”

In addition, the liquidity and portability of cleared derivatives markets could be significantly
impaired, which would substantially increase systemic risk. The lack of an offset within the
Basel supplementary leverage ratio would severely limit the ability of banks to purchase
portfolios of cleared derivatives from other distressed clearing members—including
distressed banks. This will leave clearinghouses and clients of any failing clearing member
with an added strain during an already stressful situation. Moreover, as the levels of margin
required by clearinghouses increase in times of stress, Basel supplementary leverage ratio
capital costs will correspondingly increase, aggravating the constraint on portfolio purchases.
Such a constraint on providing liquidity to stressed markets would accelerate downward
price pressure at exactly the wrong moment, thereby increasing risk to the system,

The Basel supplementary leverage ratio is also likely to continue to result in market exit by
derivatives clearing members that no longer find the business economically viable in terms
of producing a sufficiently high return on equity. The resulting industry consolidation
would increase systemic risk by concentrating derivatives clearing activities in fewer clearing
member banks and potentially reduce end user access to the risk mitigation benefits of
central clearing. As stated by CFTC Chairman Massad: “if some clearing members choose to
limit customers, or get out of the clearing business altogether, that may make it harder to
deal with the next time a clearing member defaults”s.

8 See, e.g., SIFMA AMG Submits Comments to the Basel Committee on Banking

Supervision on Higher Prices and Reduced Access to Clearing Experienced by Asset Managers
{June 30, 2016), available https://www.sifma.org/resources/submissions/sifma-amg-submits-
comments-to-the-basel-committee-on-banking-supervision-on-revisions-to-the-basel-iii-
leverage-ratio-framework/ {sixty percent of asset managers surveyed reporting an increase in
clearing fees for interest rate swaps).

7 www.cftc.gov/PressRoom/SpeechesTestimony/opagiancarlo-22 - Remarks of Acting Chairman
1. Christopher Giancarlo, May 10, 2017

& http://www.cftc.gov/PressRoom/SpeechesTestimony/opamassad-38 - Remarks of Chairman
Timothy Massad before the 2016 P.R.I.M.E. Finance Annual Conference, January 25, 2016
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Finally, I note that FIA represents bank and non-bank clearing members and I can assure you
that this situation is not one that will benefit non-bank clearing firms. In fact, many non-
bank clearing members — those clearing members not subject to Basel TII capital
requirements — have weighed in to explain their inability to assume the clearing volume
currently done through banks due to their own balance sheet constraints. Moreover, these
non-bank clearing members are concerned about the broader market impacts that may arise
as a result of fewer access points to the cleared derivatives markets. This harms farmers
seeking to manage commodity price fluctuations, commercial companies wishing to lock in
prices as they distribute their goods, and pension funds using derivatives to enhance workers’
retirement benefits. The negative impacts to the real economy are significant.

The consequences 1 have just outlined are fundamentally inconsistent with market
regulators’ global policies designed to enmhance the appropriate use of centrally cleared
derivatives. In various speeches, CFTC Chairman Giancarlo and former CFTC Chairman
Massad have consistently expressed concern about the Basel supplementary leverage ratio’s
treatment of initial margin for client cleared derivatives and the resulting declining
population of clearing members as well as systemic concerns related to the portability of
client positions and margin funds.

U.S. Economic Competitors Offering Offset

Our nation’s economic competitors have taken steps to provide their countries’ end-users,
clearing members, and derivatives markets by implementing an offset for initial client
margin within their domestic leverage ratios. Financial regulators in the United Kingdom
have announced they will do so, and legislation has been introduced in the European Union
to provide banks with an offset, as well.®

Should the U.S. fail to similarly provide an offset within the supplementary leverage ratio
and enhanced supplementary leverage ratio, U.S. banking organizations and their clients will
be placed at a significant disadvantage to their overseas competitors. Our regulations should
be designed not to inhibit economic activity and risk-mitigating hedging being conducted in
the United States, so long as U.S. banks have adequate capital.

Insignificant Impact on Overall Capital Levels

s In December 2017, the Basel Committee said it will take two years to study the impact

of the leverage ratio on client clearing, and together with other international standard-setting
bodies, launched a survey of market participants to evaluate those effects.
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FIA supports strong capital requirements that ensure banks and the financial system are
adequately protected. The offset provide by H.R. 4659 would have a negligible impact on
banks’ overall capital levels, reducing them by approximately less than 1 per cent’. This
minimal impact on overall capital levels does not justify the harmful consequences on the
cleared derivatives markets caused by the SLR’s failure to recognize the exposure-reducing
effect of initial margin.

And to be clear, my testimony has nothing to do with trades undertaken by banks on their
own account. Our concerns solely relate to risk-mitigating trades that banks clear as agents
on behalf of their clients.

Conclusion

FIA strongly supports the efforts of Chairman Luetkemeyer and his colleagues to provide an
offset for initial client margin in the supplementary leverage ratio. The SLR’s failure to
recognize the exposure reducing nature of initial client margin harms end-users who utilize
the cleared derivatives markets to hedge. Failure to provide such an offset will saddle end-
users with higher clearing costs and fewer choices of those offering clearing services. FIA
has determined that enacting an offset would have an inconsequential impact on overall
capital levels. Furthermore, our economic competitors have already offered or plan to offer
an offset for client margin in the very near future, placing U.S. market participants at a
disadvantage relative to their foreign competitors at a time when we should be encouraging
as much economic activity in the U.S. as possible.

1 http://www.cftc.gov/PressRoom/SpeechesTestimony/giancarlostatement062017 - Statement
of Acting Chairman J. Christopher Giancarlo before the Market Risk Advisory Committee
Meeting, June 20, 2017
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& CME Group

February 12, 2018

The Honorable Blaine Luetkemeyer
2230 Rayburn House Office Building
United States House of Representatives
Washington, DC 20515

Dear Chairman Luetkemeyer,

We write today in strong support of the legislation you have authored, H.R. 4659, which will
provide much-needed relief to agricultural end-users, the energy industry and other participants in
the cleared derivatives markets. We also commend H.R. 4659°s original co-sponsors, Reps. Frank
Lucas, Tom O’Halleran, Filemon Vela and David Scott, for their work on behalf of a robust,
affordable cleared-derivatives market in the United States.

This legislation is necessary because, despite calls for reform by Republican and Democrat
members of both the House Agriculture and Financial Services Committees, the current and
previous Chairmen of the Commodity Futures Trading Commission, the United States Treasury
Department’s Report on Capital Markets, and market participants, U.S. implementation of the
leverage ratio rule continues to suffer from a flawed and damaging approach to cleared derivatives.

As currently constructed, the leverage ratio does not allow an offset for exposure-reducing margin
provided by clients for their cleared derivatives. The inability to recognize an offset for client
initial margin increases the cost of client clearing and limits the amount of client clearing that
banks will conduct. This in turn will lead to a smaller and less diverse sct of clearing participants,
thereby reducing access to clearing, limiting hedging opportunities for end-users, and reducing the
ability to transfer clients in stressed market conditions. This regulatory approach harms farmers
and manufacturers seeking to manage commodity price fluctuations, commercial firms wishing to
lock in prices as they distribute their goods, and pension funds using derivatives to enhance
workers’ retirerment benefits. In addition, the reduced ability to transfer clients is likely to increase
the volatility in already stressed market conditions, thus increasing systemic risk.

This result is an unintended consequence of the post-crisis financial reforms and undermines the
incentives and benefits of central clearing for derivatives. Furthermore, the U.S. approach to the
leverage ratio rule puts U.S. firms at a disadvantage to their European counterparts. The European
Union has proposed legislation that would provide offsets for client initial margin on centrally
cleared derivatives in their implementation of the leverage ratio rule. H.R. 4659 would ensure that
our country’s firms are not placed at a competitive disadvantage with their foreign counterparts
due to a flawed leverage ratio calculation.
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Thank you once again for your leadership on this important issue. We appreciate the work you
and your bipartisan coalition of co-sponsors are doing to encourage robust and affordable cleared
derivatives markets while maintaining capital levels to ensure financial stability in our economy.

Yours respectfully,
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Walt L. Lukken
President & Chief Executive Officer
FIA
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Gregg Doud
President
Commodity Markets Council (CMC)

Sunil Cutinho
President
CME Clearing
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Scott Hill
Chief Financial Officer
Intercontinental Exchange (ICE)
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About FIA:

FIA is the leading global trade organization for the futures, options and centrally cleared
derivatives markets, with offices in London, Singapore and Washington, D.C. FIA’s membership
includes clearing firms, exchanges, clearinghouses, trading firms and commodities specialists
from more than 48 countries as well as technology vendors, lawyers and other professionals
serving the industry. FIA s mission is to:

= support open, transparent and competitive markets,
» protect and enhance the integrity of the financial system, and
= promote high standards of professional conduct.

About CMC:

The Commodity Markets Council (“CMC?) is a trade association that brings together exchanges
and their industry counterparts. Its members include commercial end-users that utilize the futures
and swaps markets for agriculture, energy, metal, and soft commodities. Its industry member firms
also include regular users and members of swap execution facilities (each, a “SEF”) as well as
designated contract markets (cach, a “DCM”). Along with these market participants, CMC
members also include regulated derivatives exchanges and price reporting agencies. The
businesses of all CMC members depend upon the efficient and competitive functioning of the risk
management products traded on DCMs, SEFs, and over-the-counter (“OTC”) markets.

About CME Group:

CME Group is the parent of four U.S.-based designated contract markets (“DCMs”): Chicago
Mercantile Exchange Inc. (“CME?), the Board of Trade of the City of Chicago, Inc. (“CBOT?),
New York Mercantile Exchange, Inc. (*NYMEX"), and the Commodity Exchange, Inc.
(“COMEX") (collectively, the “CME Group Exchanges” or “Exchanges”). These Exchanges offer
a wide range of products available across all major asset classes, including: futures and options
based on interest rates, equity indexes, foreign exchange, energy, metals and agricultural
commodities. The CME Group Exchanges serve the hedging, risk management and trading needs
of our global customer base by facilitating transactions through the CME Globex® electronic
trading platform, our open outcry trading facility in Chicago, as well as through privately
negotiated transactions. CME Group also inciudes the clearinghouse division of CME (“CME
Clearing™), a derivatives clearing organization (“DCO”) which provides clearing and settlement
services for exchange-traded and over-the-counter derivatives transactions, as well as a swap data
repository (“SDR™).

About ICE:

Intercontinental Exchange (NYSE: ICE) is a Fortune 500 and Fortune Future 50 company formed
in the year 2000 to modernize markets. ICE serves customers by operating the exchanges, clearing
houses and information services they rely upon to invest, trade and manage risk across global

3
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financial and commodity markets. A leader in market data, ICE Data Services serves the
information and connectivity needs across virtually all asset classes. As the parent company of the
New York Stock Exchange, the company raises more capital than any other exchange in the world,
driving economic growth and transforming markets.



103

h INVESTMENT
' A l COMPANY
¥ %.a® R INSTITUTE
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202/326-5800 www.icl.org

February 15, 2018

STATEMENT FOR THE RECORD OF THE INVESTMENT COMPANY INSTITUTE
ON DISCUSSION DRAFT LEGISLATION:

TO EXCLUDE NON-US REGULATED FUNDS FROM THE DEFINITION OF
“UNITED STATES PERSON” AND ENSURE CONSISTENT APPLICATION OF TITLE
V11 OF THE DODD-FRANK WALL STREET REFORM AND CONSUMER
PROTECTION ACT TO CROSS-BORDER SECURITY-BASED SWAP AND SWAP
TRANSACTIONS, AND FOR OTHER PURPOSES

Hearing on “Legislative Proposals Regarding Derivatives”
Subcommittee on Capital Markets, Securities, and Investment
Committee on Financial Services Committee
US House of Representatives
February 14, 2018

Members of the Investment Company Institute' include both US mutual funds and similar
regulated funds offered to investors in jurisdictions worldwide (“non-US regulated funds”). ICY
supports the discussion draft which would exclude non-US regulated funds from the definition of
“United States person™ and ensure consistent application of title VII of the Dodd-Frank Wall
Street Reform and Consumer Protection Act (“Dodd-Frank Act”) to cross-border security-based
swap and swap transactions. The discussion draft would ensure that non-US regulated funds,
such as UCITS,” are not subject to conflicting derivatives rules of two jurisdictions —~ the fund’s
home jurisdiction and the United States, solely because they have a US subadviser. As discussed
below, these foreign funds have little connection to the United States, and applying US
derivatives rules to them only because the funds hire US managers would place American
businesses at a significant disadvantage to their non-US counterparts.

mutual funds, exchange-traded funds (ETFs), closed-end funds, and unit investment trusts (UITs) in the United
States, and similar funds offered to investors in jurisdictions worldwide. ICT seeks to encourage adherence to high
ethical standards, promote public understanding, and otherwise advance the interests of funds, their shareholders,
directors, and advisers. ICI’s members manage total asscts of US$21.7 trillion in the United States, serving more
than 100 million US shareholders, and US$7.1 trillion in assets in other jurisdictions, ICI carries out its international
work through 1CI Global, with offices in London, Hong Kong, and Washington, DC.

2 Non-US regulated funds are offered and sold in countries around the world, and include, for example,
“undertakings for collective investment in transferable securities,” or UCITS. These funds generally are the non-US
equivalent of US mutual funds — publicly offered funds sold to retail investors (as compared to privately offered
hedge funds). UCITS are subject to detailed requirernents including those related to disclosure and custody, as well
as investment restrictions and limitations. They are required to have a European primary manager that remains fully
responsible for management of the fund, although the primary manager may appoint a subadviser, including a US
subadviser (e.g., to manage the US equities portion of the portfolio).
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Background
SEC Rulemakings

The SEC, in a series of rulemakings, has addressed when Title V1] of the Dodd-Frank Act would
apply to cross-border derivatives activities. The SEC defines a “US person” to include, among
others, a “[a] partnership, corporation, trust, investment vehicle, or other legal person organized,
incorporated, or established under the laws of the United States or having its principal place of
business in the United States . . . The definition further provides that, “[flor purposes of this
section, principal place of business means the location from which the officers, partners, or
managers of the legal person primarily direct, control, and coordinate the activities of the legal
person. With respect to an externally managed investment vehicle, this location is the office from
which the manager of the vehicle primarily directs, controls, and coordinates the investment
activities of the vehicle. . . ™

The SEC’s definition of “US person” fails to exclude non-US regulated funds that are authorized
to be publicly offered to non-US persons, but are not publicly offered to US persons. Without an
explicit exclusion, non-US regulated funds that have a US subadviser must make a facts and
circumstances determination as to whether or not they have “a principal place of business in the
United States.” These funds could be deemed to be a “US person,” even though these funds do
not intend to be active in the US markets, the risks of their related transactions reside outside the
United States, and investors have no reasonable expectation that US laws would apply to them.”

CFTC Guidance and Rulemakings

Title VII of the Dodd-Frank Act added section 2(i) to the Commodity Exchange Act excluding
all swap activities outside the United States from its scope, unless those activities have a “direct
and significant connection with activities in, or effect on, commerce of the United States.” The
CFTC issued interpretive guidance in 2013 to implement the new section and clarify the CFTC’s
cross-border policy applicable to swap transactions. That guidance defined “US person,”
identifying persons that the CFTC deemed to meet the jurisdictional nexus to the United States
under section 2(i), and were therefore subject to the CFTC’s regulations. To ensure that non-US
regulated funds with a US manager that have only a nominal nexus to the United States are not

* 17 C.ER.240.3a71-3.

* The SEC explained that “[t]his definition directs market participants to consider where the activities of an

externally managed investment vehicle generally are directed, controlled, and coordinated, even if this conduct is
performed by one or more legally separate persons.” dpplication of “Security-Based Swap Dealer” and “‘Major
Security-Based Swap Participant” Definitions to Cross-Border Security-Based Swap Activities, 79 Fed. Reg.
47277,47310-11 (Aug. 12, 2014). The SEC suggests this usually will be the location of the primary manager of
the investment vehicle. With respect to a UCITS, for example, this generally would be the location of the
European manager.

"

This would be true whether a non-US regulated fund publicly offers its shares to non-US investors, or only is
authorized to do so. Generally, non-US retail funds are regulated to make their shares eligible for sale to the retail
public, even if a particular fund may elect to limit its offering to institutional investors. Such funds, like US
registered investment companies, typically are subject to substantive regulation in areas such as disclosure, form
of organization, custody, minimum capital, valuation, investment restrictions (e.g., leverage, types of investments
or “eligible assets,” concentration limits and/or diversification standards). See, e.g., supra note 2. Such non-US
funds similarly do not raise any US jurisdictional interest, and should not be considered US persons.

2
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subject to the CFTC’s regulations, the guidance specifically excluded from the “US person”
definition non-US regulated funds that are publicly offered to non-US persons but not offered to
US persons, such as UCITS. The definition of US person in recent CFTC rulemakings,
however, like SEC rulemakings, does not contain a similar exclusion.®

Nominal Nexus to the United States

The Committee’s discussion draft would recognize that non-US regulated funds that are
authorized to be publicly offered to non-US persons and are not publicly offered to US persons
do not have a “direct and significant connection” with the United States or otherwise raise a US
Jjurisdictional interest that would merit imposing US derivatives rules. Although non-US
regulated funds may contract with a US manager to manage their assets (e.g., a UCITS that
employs a US subadviser to manage the US equities portion of its portfolio), non-US regulated
funds have only a nominal nexus to the United States. These funds are marketed and sold
publicly to retail investors outside the United States, they do not intend to be active in the US
markets, and investors have no reasonable expectation that US laws would apply to them.
Furthermore, the financial risks of the transactions of non-US regulated funds remain with the
non-US fund and don’t migrate to the United States with the use of the services of a US adviser.
Each fund is a separate pool of securities with its own assets, liabilities and shareholders, and the
non-US regulated fund’s US adviser or promoter does not guarantee the fund’s transactions.

Promoting a Level Playing Field

Without an explicit exclusion, non-US regulated funds that have a US subadviser could
potentially be subject to the conflicting rules of two separate jurisdictions — those of the fund’s
home jurisdiction as well as SEC or CFTC regulations, a costly and burdensome prospect. To
avoid this result, non-US regulated funds may terminate a US asset manager and/or avoid hiring
a US asset manager. Non-US dealers may seek to avoid engaging in transactions with non-US
regulated funds that could be US persons so that these foreign dealers won’t become subject to
US requirements. Thus, being deemed a US person could significantly disadvantage US asset
managers to non-US regulated funds vis-a-vis their non-US counterparts, resulting in harm to US
business and potentially driving asset management business overseas.

A Uniform Standard is Critical

The SEC and CFTC approaches to the regulation of cross-border activities differ. The
discussion draft provides an ideal opportunity to achieve consistency in the approach to “US
person” by the two agencies. This is important because if non-US regulated funds are subject to
inconsistent definitions of “US person,” the result will be confusion, operational challenges, and
potentially different regulatory treatment of entities transacting in otherwise similar instruments
and often from the same trading desk. Global firms face significant costs and burdens if the
SEC’s and CFTC’s regulatory approaches produce different outcomes regarding whether an
entity or transaction would be subject to the Dodd-Frank Act. Attempting to analyze derivatives

® See, e.g., Cross-Border Application of the Registration Thresholds and External Business Conduct Standards
Applicable to Swap Dealers and Major Swap Participants, 81 Fed. Reg. 71946 (Oct. 18, 2016); Uncleared Swaps
Sfor Swap Dealers and Major Swap Participants— Cross-Border Application of the Margin Requirements, 81 Fed.
Reg. 34818, 34824 at n.62 (May 31, 2016).
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transactions differently for swaps and security-based swaps that are traded typically by the same
trading desk or desks of asset managers is unworkable.

Conclusion

For these reasons, we support the discussion draft’s exclusion of non-US regulated funds from
the definition of “US person,” and the bill’s requirement that the SEC and CFTC harmonize their
definitions.
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February 15, 2018

Rep. Bill Huizinga

Chairman, Subcommittee on Capital Markets, Securities and Investment
2129 Rayburn House Office Building

Washington, D.C. 20515

Re:  Support for a Legislative Proposal Discussed at the February 14, 2018 Hearing of the
Subcommittee on Capital Markets, Securities, and Investment entitled “Legislative
Proposals Regarding Derivatives.”

Dear Chairman Huizinga:

On behalf of Mastercard International Incorporated (“Mastercard”), thank you for the
opportunity to submit this statement for the record for the hearing titled, “Legislative Proposals
Regarding Derivatives” and the chance to support one of the legislative proposals discussed at the
February 14, 2018 Subcommittee on Capital Markets, Securities and Investment hearing.
Specifically, and as discussed further below, Mastercard would like to express its support for HR.
777777777 , To align the margin and clearing requirements by clarifying the definition of “financial
entity” (the “Margin and Clearing Alignment Proposal”).

We believe the Margin and Clearing Alignment Proposal is important to address an
unintentional misalignment within the Dodd-Frank Wall Street Reform and Consumer Protection
Act (“Dodd-Frank™) and the regulations promulgated thereunder with respect to the “clearing
mandate” for certain swaps and the margin requirements for certain uncleared swaps. Commercial
enterprises use swaps for hedging and risk management purposes. Both clearing and margin
increase the cost to commercial enterprises of this important risk management tool and decrease
the amount of capital otherwise available to invest in job creating activities.

Dodd-Frank includes an “end-user exception” from mandatory clearing under which a
person that is not a “financial entity” and is using a swap to hedge or mitigate commercial risk
need not clear a swap that would otherwise be required to be cleared. Dodd-Frank also included
instructions to the CFTC and U.S. banking regulators to adopt margin requirements for all non-
cleared swaps. Those instructions did not specify to whom margin requirements should apply, and
did not include any “end-user exception.” However, the regulators adopted an exception from
mandatory margin that is similar — but not identical — to the end-user exception. Under this
exception, a person that is not a “financial end-user” is excluded from margin requirements.
“Financial entity” is, in some respects, defined more broadly than is “financial end-user,” as it
includes any “person predominantly engaged in activities that are financial in nature, as defined in
section 4(k)” of the Bank Holding Company Act (the “BHCA™)' — a broad range of entities
including entities that are not banks, insurance companies or securities firms and that do not engage
in derivatives trading for profit - while “financial end-user” does not include this reference to
section 4(k) of the BHCA. This misalignment between the two exceptions creates a category of
comumercial entities that are “financial entities” but are not “financial end-users” and that therefore

17 US.CL § 2AB)THCHIN VI
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are exempt from the uncleared swaps margin requirements but do not qualify for the end-user
exception to the clearing mandate. We believe the category of “financial end users” more precisely
captures those financial entities whose swaps activities were intended to be subject to the clearing
mandate, To this end, and to remedy the misalignment between the two exceptions, we support
the Margin and Clearing Alignment Proposal.

Thank you for your consideration. We look forward to working with you to advance this
important proposal.

Sincerely

74 e
Alfred Kibe ¢ /€
Corporate Treasurer
Mastercard International Incorporated
2000 Purchase Street
Purchase NY, 10577

ce: Rep. Carolyn Maloney, Ranking Member, Subcommittee on Capital Markets,
Secwrities and Investment
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WRITTEN STATEMENT OF MANAGED FUNDS ASSOCIATION

To Review Legislative Proposals Regarding Derivatives
February 14,2018

Chairman Huizenga, Ranking Member Maloney, | am Richard Baker, President &
Chief Executive Officer of the Managed Funds Association (*“MFA™). I am pleased to
provide this statement on behalf of MFA to present our members’ views on one of the
legislative proposals regarding derivatives that are the focus of today’s important hearing.
MFA represents the majority of the world’s largest hedge funds and is the primary
advocate for sound business practices for hedge funds, funds of funds, managed futures
funds, and service providers. MFA’s members manage a substantial portion of the
approximately $3 trillion invested in hedge funds around the world. Our members serve
pensions, university endowments, and other institutions.

MFA’s members are among the most sophisticated investors and play an
important role in our financial system. They are active participants in the commodity and
securities markets, including over-the-counter (“OTC”) derivatives markets. They
provide liquidity and price discovery to capital markets, capital to companies seeking to
grow or improve their businesses, and important investment options to investors seeking
to increase portfolio returnis with less risk, such as pension funds trying to meet their
future obligations to plan beneficiaries. MFA members engage in a variety of investment
strategies across many different asset classes. As investors, MFA members help dampen
market volatility by providing liquidity and pricing efficiency across many markets.
Hedge fund managers are fiduciaries that invest funds on behalf of institutional and high-
net worth investors. Our members’ skills help their customers plan for retirement, honor
pension obligations, and fund scholarships, among other important goals.

As part of their asset management strategies, MFA members are active
participants in the derivatives markets, and have consistently supported reforms to the
OTC derivatives markets in Title VII (“Title VII”) of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (“Dodd-Frank Act™) that mitigate systemic risk,
increase transparency, and promote an open, competitive, and level playing field. The
implementation of central clearing was a central goal of the 2009 G-20 commitments and
the U.S. has been at the forefront of the move to central clearing. Clearing provides
many benefits to the derivatives markets, including improved market liquidity and market
integrity. We also have been a consistent supporter of the European Market
Infrastructure Regulation, or EMIR, to ensure that European markets have similar
benefits of central clearing of derivatives. As active participants in the U.S. markets for
OTC derivatives, we would like to work with the G-20 countries, Congress, the
Committee, the U.S. Prudential Regulators, the Basel Committee on Banking Supervision
(“Basel Committee”), and all other interested parties to further the optimal
implementation of derivatives clearing and bank capital and margin rules, which will
reduce systemic risk, ensure affordable and impartial access to our financial markets, and
strengthen our Nation’s economy.

-2

600 14™ Street, NW, Suite 900 Washington, DC 20005 Phone: 202.730.2600 Fax: 202.730.2601 www,manag edfunds.org
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As a result, MFA strongly supports H.R. 4659, bipartisan legislation to require the
appropriate Federal banking agencies to recognize the exposure-reducing nature of client
margin for cleared derivatives. We commend the bipartisan cosponsors of this measure,
including Representative Luetkemeyer, Representative Lucas, and Representative David
Scott for this thoughtful approach. We believe that the Federal Deposit Insurance
Corporation, the Board of Governors of the Federal Reserve System (“Federal
Reserve™), and the Comptroller of the Currency (collectively, “U.S. Prudential
Regulators™) should modify their treatment of initial margin for centrally cleared
derivatives for purposes of the U.S. Supplementary Leverage Ratio (“SLR™), including
the enhanced SLR (“eSLR™) for U.S. global systemically important banks (“G-SIBs™), to
ensure that central clearing remains accessible and affordable for customers.

ENSURING THE ACCESSIBILITY AND AFFORDABILITY OF CUSTOMER CLEARING

Customers are a vital part of the derivatives markets and have been critical to the
success of central clearing in the U.S. While some clearing of swaps between dealers
existed prior to enactment of the Dodd-Frank Act, artificial barriers to entry prevented
customers as clients of dealers from similarly participating in the cleared swaps market.
Title V1I’s mandates requiring central clearing eliminated many of those artificial barriers
and resulted in substantial dealer and customer clearing of derivatives.

MFA opposes the current formulation of the SLR because it undermines
derivatives clearing and therefore is at cross purposes with Title VIL. The SLR does not
consider initial margin (“1M”) that our members post with their respective clearing firms
as a risk mitigant. Accordingly, the capital rules force the clearing firm to hold capital
against such margin as if it were a conventional lability. The eSLR’s additional capital
buffer imposed on U.S. G-SIBs exacerbates this adverse effect by raising further the cost
of clearing with resulting unintended adverse consequences that undermine systemic risk
reduction. MFA echoes the call in the Banking Treasury Report and the Capital Markets
Treasury Report for recommended adjustments to the SLR to address such unfavorable
impacts caused by high leverage ratio capital charges.’

+ See U.S. Department of the Treasuty Report to President Donald J. Trump in response to Executive
Order 13772 on Core Principles for Regulating the United States Financial System, “A Financial
System That Creates Economic Opportunities, Banks and Credit Unions”, June 2017 (“Banking
Treasury Report”™), at pp. 54 and 126, asarlable at https:/ /svww.ireasury.gov/press-center/press:
releases/Documents/ A% 20 nancial®208ystem.pdf. See alro U.S. Department of the Treasury
Report to President Donald J. Trump in response to Executive Order 13772 on Core Principles for
Regulating the United States Financial System, “A Financial System That Creates Economic
Opportunities, Capital Markets”, October 2017 (“Capital Markets Treasury Report”), at pp. 138
and 215, available at - hittps:/ /o treasury.gov/press-center/ press-releases /Documents /A-
Financial-System-Capital-Markets-FINAL-FINAL pdf.

.
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Prudential requirements that inflate the economic risk of derivatives, particularly
the SLR, impose artificial barriers for asset managers’ clients to access cleared
derivatives and work at cross-purposes with mandates to clear. Recognizing these
effects, Federal Reserve Board Member Jerome H. Powell recently stated that “{g]lobal
authorities . . . have a responsibility to ensure that bank capital standards and other
policies do not unnccessarily discourage central clearing.”?

At present, swaps customers exclusively access central counterparties (“CCPs™)
indirectly through clearing members, rather than becoming direct members of CCPs, for a
variety of reasons, both financial and operational. MFA anticipates that the demand for
clearing services will increase as regulators in different jurisdictions fully implement
their respective mandatory clearing initiatives.> As a result, it is critical that customer
clearing services remain available at an affordable price to ensure that customers have
fair and equal access to CCPs.

MFA’s request for recalibration of the SLR is premised on the fact that CCPs’
risk management methodologies are predicated on the collection of IM and variation
margin from clearing members and customers to collateralize potential exposure. In
addition, direct clearing members guarantee payment of their customers’ obligations to
the CCP. Because the IM is the customer’s money,* rules adopted by the CFTC require
clearing members to segregate customer funds from the clearing member’s own assets.

While the leverage ratio framework captures a clearing member’s guarantee to the
CCP as an off-balance sheet exposure, leverage ratio rules fail to provide an offset that
recognizes the exposure-reducing effect of customer IM for cleared derivatives. In the
U.S., segregation rules severely restrict the ability of IM to be held in anything other than
extremely low-risk and extremely liquid assets, assuring that it is always available to

2 Remarks by then Federal Reserve Governor Jerome H. Powell at the Federal Reserve Bank of
Chicago Symposium on Central Clearing, Central Clearing and Liguidity, at p. 3 (June 23, 2017), available
at hups://www federalveserve.gov/newsevents/specch/ files/powell20170623a.pdf. . Mr. Powell
made these comments before he became Chairman of the FFederal Reserve.

3 For example, mandatory central clearing of certain OTC derivatves began in the EU in mid-2016.
In addition, central clearing has alteady begun in Australia and Mexico, and is expected to begin soon
in other countrdes, including Canada, Hong Kong, Singapote, and Switzerland. Notably, in light of
thesc global developments, the Commodity Futures Trading Commission (“CFTC”) has finalized
rules that will expand the central clearing requirement in the U.S. to harmonize with these foreign
jurisdictions. See CEFTC final rule on “Clearing Requirement Determination under Section 2(h) of the
CEA for Interest Rate Swaps™, avarlable at:

hitp:/ /www.cfte gov/ide/groups /public/@lrfederalregister/ documents / file/2016-23983a.pdf.

*Under CIFTC rules, a clearing member must separately account for, and segregate as belonging to
the customer, all money, securities and property it receives from a customer as margin. See 17 CFR.
§§ 1.20-1.30; 17 C.F.R. §§ 22.2.22.7.
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absorb losses ahead of the bank.® Moreover, the substantial majority of segregated
customer IM is posted to the CCP, and therefore, is entirely outside the control of the
clearing member.

The current failure of the SLR to recognize the purpose and exposure-reducing
nature of customer IM is a threat to the use of cleared derivatives by customers. Because
of the lack of offset for customer IM, clearing members will incur large leverage ratio
exposures, which will likely raise prices for customer clearing significantly. This
substantial cost increase may cause customers to reduce their hedging activities to levels
that are inadequate to manage their risk, which could result in price increases and
volatility for food, gasoline, and other consumer goods.

MFA notes that, on November 23, 2016, the European Commission proposed
changes to the EU capital requirement regulation and directive that would, among other
things, allow clearing firms to reduce the leverage ratio exposure measure by the IM
received from clients for cleared derivatives.” MFA applauds this European Commission
proposal.

Therefore, to ensure the continued affordability and robustness of customer
clearing in the U.S., MFA respectfully requests that the Committee encourage the U.S.
Prudential Regulators to consider the EC’s proposal and industry-wide concerns in their
rulemaking processes, and provide an offset for clearing members to the extent that
customer IM is posted to the CCP, or is segregated under the U.S. regulatory regime.
MFA emphasizes that our recalibration request is consistent with the recommendation of
the Treasury Department in the Banking and Capital Markets Treasury Reports® and with
remarks by Federal Reserve Governor Powell at its Global Finance Forum in
Washington, D.C. on April 20, 2017, who called for recalibration of the SLR in the U.S.
due to its damaging impact on client clearing.

5 In the United States, segregated margin cannot be reinvested except for investments in low-risk and

highly liquid assets, such as U.S. government sccurities, managed “with the objectives of preserving
rincipal and maintaining liquidity”. See 17 C.I'R. § 1.25(b).

P p g uq 3 3 {

¢ Applicable U.S. margin and CCP regulations result in a significant majority of margin being passed
onto the CCP. Although margin rules vary across jurisdictions outside of the U.S., non-U.S. margin
frameworks for centrally cleared derivatives generally result in a substantial portion of margin held at
the CCP rather than the clearing member.

7 Available at: hitps:/ /ec.curopa.cu/transparency /regdoc/rep/1/2016/ TN/ COM-2016-850-F1-EN-

of central clearing services by institutions to clients. Therefore, the initial margins on centrally cleared
derivative transactions received by institations in cash from their clients and that they pass on to
central counterparties (CCP), should be excluded from the leverage ratio exposure measure”.

8 See supra note 1, Banking Treasury Report at p. 126 {(recommending “significant adjustments” to the
supplementary leverage ratio and a deduction from the leverage exposure denominator for IM for
centrally cleared derivatives). Se alio supra note 1, Capital Markets Treasury Report at p. 215
(reiterating the Banking Treasury Report recommendation).
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H.R. 4659 addresses these concerns, amending the relevant banking statutes by
directing the U.S. Prudential Regulators to ensure that any leverage-based bank capital
rule, guideline, standard, or requirement deducts the amount of client initial margin for
centrally cleared derivatives from the amount of leverage exposure arising from a
banking organization’s guarantee of a client’s derivative obligation to the CCP. This
provision will further the policy goals of supporting derivatives clearing and reducing
systemic risk. At the same time, we believe that the bill’s requirements will not in any
way raise risks to banks or add to systemic risk. Finally, this legislation would be
consistent with the European Commission’s similar recommendations, thereby ensuring a
level playing field between U.S. and EU clearing requirements.

CONCLUSION

MFA appreciates the Committee’s review of the legislative proposals for
derivatives. MFA’s is strongly supportive of H.R. 4659. As discussed, we respectfully
ask Congress to encourage the U.S. Prudential Regulators to modify the U.S.
Supplementary Leverage Ratio to ensure that central clearing remains accessible and
affordable for customers by providing a deduction in the SLR for customer initial margin.
We believe that, by promoting, rather than discouraging, central clearing in the OTC
derivatives markets, this modification will advance the G-20’s and Congress’s goal of
reducing systemic risk in the derivatives markets.

MFA is committed to working with Members and staff of Congress, the
Committee, regulators, and all interested parties to reduce systemic risk, ensure

affordable and impartial access to our financial markets, and strengthen our Nation’s
economy.

—f—
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February 14, 2018

Rep. Bill Huizenga

Chairman, Subcommittee on Capital Markets, Securities and Investment
2129 Rayburn House Office Building

Washington, D.C. 20515

Re:  Support for Certain Legislative Proposals Discussed at the February 14, 2018
Hearing of the Subcommittee on Capital Markets, Securities, and Investment
entitled “Legislative Proposals Regarding Derivatives.”

Dear Chairman Huizenga:

On behalf of Western Union, thank you for the opportunity to submit this statement for
the record for the hearing titled, “Legislative Proposals Regarding Derivatives” and the chance {o
support certain legislative proposals discussed at the February 14, 2018 Subcommittee on Capital
Markets, Securities and Investment hearing. Specifically, and as discussed further below,
Western Union would like to express its support for the following proposals:

. HR. , To amend the Securities Exchange Act of 1934 and the Commodity

Exchange Act to encourage risk mitigation by excluding all hedging swaps from
the swap dealer de minimis threshold, and for other purposes (the “Swap Dealer
Proposal™); and

. HR. , To clarify the definition of “financial end user” as it applies to parent
and holding companies (the “Financial End-User Proposal”).

Swap Dealer Proposal

Western Union supports the Swap Dealer Proposal.

Western Union believes that, if adopted, the Swap Dealer Proposal would provide additional
legal certainty with respect to the de minimis exception from the swap dealer definition by setting forth
in the statute that swaps entered into to hedge risks incurred as a result of swap dealing activity are not
swap dealing activity.

Financial End-User Proposal

Western Union supports the Financial End-User Proposal.

Many corporate organizations are structured such that one or more parent holding companies
wholly own {directly or indirectly) all of the organization’s subsidiaries. In some cases, these subsidiaries
conduct certain financial activities while the parent company and intermediate holding companies do
not. The first ten prongs of the financial end user definition in CFTC Rule 23.151 {the “Financial End-
User Definition”) identify specific types of entities that are financial end users, such as banks, broker-
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dealers, investment advisers and insurance companies. Parent and holding companies do not
specifically fall within any of these categories, and the fact that such parent and holding companies may
own entities that are themselves financial end users would not appear to cause the parent or holding
company to be treated as a financial end-user. We believe this is the correct interpretation of the rules,
but we believe there is some ambiguity about how to apply the rule to parent and holding companies
and that the Financial End-User Proposal would eliminate that ambiguity. Western Union believes that
clarifying that the Financial End-User Definition does not apply to parent and holding companies that do
not themselves fall into any of the categories of the definition would increase certainty for many market
participants, which otherwise may unnecessarily be required to comply with onerous margin
requirements for their uncleared swaps entered into with swap dealers.

Thank you for your consideration. We look forward to working with you to advance these
important Proposals.

Tim Daly
Senior Vice President, Global Public Policy

Western Union

cc: Rep. Carolyn Maloney, Ranking Member, Subcommittee on Capital Markets, Securities and
Investment
12510 . Belford Ave, * Engl d, CO8011Z ion.com
ACTIVE 229231800



