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DEPARTMENT OF THE TREASURY
WASHINGTON

UNDER SECRETARY

May 9, 1996 |

morandum for ubin
i
From: John D. Hawke, Jr.
- Subject: airm reenspan men SA

I thought you would be interested in seeing the views on SAIF
being attributed to Chairman Greenspan. They are quite

inconsistent with what he. has testified to, as indicated on the
attached set of excerpts.

cc: Sylvia ‘Maﬂxewé ‘
Ben Nye
Michael Barr
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Dear Sam: ‘ - ; i

While we m su:calm ln )umpim the mlwrlrxco !
languuge 4£€ of the confexreacs zeport co tha Omoilas |
Appropriarions Act (A.R. J015), yen kmow chac thare is ;
considerntion beicg given co cmbdn.ing the repeal of & .

ortion of the federal gss tex with tha BIF/BAYE/FICO tax om
snks and hank ‘customers. sueh of the Argemaul sads fox «
pursuing such a course is tha: chere is 0 immedlate crisis
ucmg tha S & L imnm fund. ;

J want yeu to lmw that after we suat our Aw:ﬁ i6
lettar on RXP/SAIF/FICO to zhe Speakter, X spaks &0 Fedaral
Ruserve Boaxd Chairman Alan GCrecnspan about tha SAYF fund.
Chairman Grasnapan told me -that tha SAIF fund iz 2ot in as
}ad 2 shape &3 origivally thought; and that ha agreed chat

o there wag an vhfsimmess involved in che BIF/SAIF solutien. R- ‘

1
i

ae”

ilgo agrses thae thic proposal is unfaiy to banks.

xmedymmuwmtmreﬂmmaMumn —
the crisis wied ZAYP is & potencial problem, not umuedisca.
Chairman Qresnspsn also aqrees chat tha most desirable couzse
would be to resolve 111 the issues m ona nxece of
Legulnucm.

T am sexding’ lnol'.hnr lattar around o cxpnm our .
oppositicn to adding thiz bank tax to the gas Cax rapoul to
giva Congress tine to do this :mh:. Plsase JOin ms in
sigaing it.
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ceyrely ym_:.:.'t .

B Jay Dickey
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" Quotes from Chairman Greenspan on the SAIF Issue

: , : : :
"It is one of the few things that the Congress can really solve, and you’re not
solving it. And I think that’s why you’re getting sort of a level of frustration amongst
the four [regulators]. . Tlhe original SAIF solution approved by the House and .

Senate should be resubmmed for a vote as quickly as possible.” (March 19 Tesnmony
before the House Bankmg Commirtee.) (Emphasis added.)

* * »
. 1
i

"] continue to share the concerns [about SAIF] outlined by my collea‘gues, a?nd 1

believe that Congress should address these issues in the near term.” (March 4, ] 996 |
- Letter to Representative LaFalce p.].) (Emphasis added )

. % * . »

"Given the large financial gains to SAIF institutions if they move deposits to BIF
the currént deposit insurance system will impose a large deadweight loss on the financial
system." (March 4, 1 996 Letter 10 Representative LaFaIce p2) .'

P

* ) * *

"1 agree with my colleagues at the Treasury Department, the FDIC, and the OTS

that legislation that accomplishes these goals is needed promptly." (March 4, 1996 Letter
to Representatzve LaFalce p.3. ) (Ernphas:s added.)

* * * :
"There are several variations of the bill structure and inming implementation, that
would effectively resolve the current difficulties affecting our deposit insurance system.,
‘The bill before you is one of them." (September 21, 1995 Testimony before the House
Banking Committee s Subcommittee on Financial Institutions p.4.)

*® * L

"]t is critical to undeérline that even if there were no evolving problem with SAIF, f_ll_e
existing deposit insurance system, with its reliancé on two funds, is inherently unstable.
(August 2. 1995 Testimony before the before the House Banking Committee's Subcommittee
on Financial Institutions p 2.) (Emphasxs added. ) ' )

* ) *® * ;

"[H]aving two deposit inéurance funds creates a mechanism that is prone to instability
now, and probably in the future. Today, the problem is at the SAIF; it may, at some



date in the future, be at the BIF." (August 2, 1995 Testimony before the before the House
Banking Committee’s Subcommittee on Financial Institutions p.3.) ’

* * L%

. . [Playments of FICO bond interest funded by SAIF could be put in jeopardy in the
very near future. If action is not taken shortly, a future congressional appropriation for
interest on FICQO bonds might be required, or further increases in SAIF premiums . . .,
or possibly even the imposition of higher premiums on both SAIF and BIF deposnts

" (August 2, 1995 Testimony before the before the House Banking Committee s
Subcommrtree on Financial Institutions p.5.) (Emphasis added.)

* » *

"Invariably, when you get a fixed formula such as PAYGO or various dlfferent
types of ¢évaluations of how to score a particular program, there’s always going to be
_one, two or three percent of them which fall out and are very clearly aberrations and
for which the Congress had no intention of creating a result or a CBO, for example,
would score them.

-

This is one of them. It makes no sense to look at a structure of either a
free-standing bill or under reconciliation and to argue that this increases the budget.
deficit. It makes no sense if in fact that’s the way the score is made at CBO as indeed it
is in a frée- standing bill because they have a list of one, two, three, four, five, six — then
the scoring is wrong. |

And there is an opening here because it's — I gather it’s a majority of the House
and 60 votes of the Senate which enables one to override this. I I ever saw a case
where that is appropriate, this is it. » : -;

Years ago, our grave concern is that everything which would come before theg
budget Committees or the floors of the House and the Senate would very easily get an
override. Fortunately, it’s turned out not to be case and therefore PAYGO has been
successful. But let’s recognize that the original purpose of the act was to in fact leave
some leeway for the unusual case."” (March 19 Testzmany before the House Banking
Committee.)
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DEPARTMENT OF THE TREASURY
- 'WASHINGTON, D.C.

May 15, 1996 , .

ASSISTANT SECRETARY ' . |

MEMORANDUM FOR SECRETARY RUBIN(

THROUGH: John D. Hawke
o Under Secretary for-Domestic Finance

FROM: Richard S. Carnell %’
’ Assistant Secretary
Financial Institutions

SUBJECT: The Effect of SAIF Deposit Migra{tion on BIF

i

Failure to resolve the problems of the Savings Association Insurance Fund |

(SAIF) would have direct financial consequences for banks and the Bank Insurance | -
Fund (BIF). A‘large, long-term premium differential would give thrifts and banks |
strong incentives to shrink their SAIF-insured deposits. Companies owning thrifts ¢an
establish BIF-insured bank affiliates -- or use existing ones -- to encourage depositors
to move their funds from SAIF-insured to BIF-insured institutions. (Roughly 100 |
SAIF-member institutions, with about $150 billion in SAIF-assessable deposits, already
have such affihates or apphcatlons pending to establish them.) {

" Because insurance fund reserves do not migrate along with deposits, deposit o
migration will dilute BIF -- i.e., reduce its ratio of reserves to insured deposits. Each
$100 of insured dep051ts mlgratmg to BIF will require $I 25 in BIF reserves. !

Under the proposed SAIF legislation, BIF-insured institutions would pay just
over $600 million annually toward FICO payments, based on the current size of BIF S
and SAIF's deposit base. Without a SAIF solution, deposit migration from SAIF to
BIF could, in the short term, impose greater annual costs on BIF members. Even if
only $50 billion of SAIF-insured deposits migrated to BIF, BIF would face a dilutidn
cost of $625 million. And $50 billion represents just 7 percent of SAIF's current [
deposit base. Annual deposit migration could easily exceed that amount over the next
few years if the bipartisan solution fails to become law. b



As of year-end 1995, BIF held $1.30 per $100 of insured deposits: A $50
billion increase in BIF-insured deposits would reduce this amount to $1.27, other |
factors equal. If $84 billion in deposits migrated from SAIF to BIF (an 11 percent
reduction in SAIF's deposit base), BIF's reserves would decline to $1.25 per $100 of
insured deposits. Thus dilution would entirely consume a reserve cushion that (in the
near term) shields banks from future premium increases. . Such increases could resﬁlt
- from continued deposit migration, greater reliance by banks on insured deposns as a

funding source, or an'increase in expected deposn insurance losses. ;
|

i
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DEPARTMENT OF THE TREASURY :
WASHINGTON, D.C. » |
!

August 11, 2000

ASSISTANT SECRETARY

INFORMATION

MEMORANDUM FOR SECRETARY SUMMERS | : |
DEPUTY SECRETARY EIZENSTAT
UNDER SECRETARY GENSLER o

FROM: Gregory A. Baerf%;? '
Assistant Secretary for Financial Institutions

SUBJECT: FDIC “Options” Paper on Deposit Insurance Reform

On August 9, the Federal Deposit Insurance Corporation (FDIC) released an
“opticns” paper on reforming the deposit insurance system. The FDIC believes that,
because the banking and thrift industries have never been healthier, now is the time to
address the flaws in the current system. Existing restrictions on the FDIC’s authority to
set premiums have resulted in over 90 percent of banks and thrifts currently paying no .
premiums at all. These institutions can rapidly expand their insured deposits without
paying anything to the FDIC. On the other hand, should adverse economic conditions '
cause bank failures to increase and the insurance fund to fall below 1.25 percentof =~
insured deposits, existing rules would impose a high premium rate (generally a minimum
of 23 cents per $100 of domestic dcposﬁs) Thxs could curtail lending at a time when
loans are most needed. _

The paper does not make recommendations, except to merge the bank and thrift

" insurance funds. It discusses alternative approaches for how the FDIC should set ‘

premiums to reflect risks posed by individual banks and thrifts, and for how deposit |

insurance financing in the aggregate should be structured. It also raises the question of
whether the current insurance coverage limit of $100,000 should be increased. The FDIC

is soliciting comments on the “options” paper throughout the fall and has stated that it

hopes to offer recommendatlons for reform around year-end. '

Pricing Risks: The'paper discusses the merits of using various supervisory and |
market indicators to set risk-based premiums. (The current risk-based premium matrix |
considers only capital ratios — generally considered a lagging indicator of problems — and
the institution’s supemsory rating.) Most approaches that would significantly i 1mprove
the risk sensitivity of premiums would require new leglslanon ‘

Deposit Insurance Financing Structure: The paper describes two general
approaches for reforming the overall financing structure. One would be a user fee \
approach, under which banks would pay for the deposit insurance benefit provided by the
Government without expectation of a return on, or return of, any funds contributed.
Premiiums could be relatively stable ~ set to match expected losses and revenues over a,

- long period — or they could be adjusted more frequently in order to meet a target fund




I
|
reserve ratio. The other approach a mutual approach — to dep051t insurance financing !
would allow for rebates if the insurance fund exceeded a certain threshold. It might also?

allow for explicit bank ownership claims on insurance fund resources, similar to the
“current credit union insurance structure.

Contrary to the American Banker headlines, the paper had relatlvely little to say -
about systemic risk and “too-big-to-fail” treatment. It suggested as one possibility that -
deposit insurance funding should be completely separated from systemic risk funding
issues (i.e., the possible need to provide some protection to uninsured liabilities in a large
institution fallure) Yet it did not explicitly discuss the role of the U.S. Treasury in |
providing “full faith and credit” support for deposit insurance. Some reform proponents’
have argued that the industry or the deposit insurer should explicitly compensate the -

Treasury in return for providing catastrophic coverage to the deposit insurance fund.

. Coverage Limit: While professing neutrahty, the discussion in our view seems |
somewhat sympathetlc to arguments for increasing the coverage limit. FDIC argues. that
the trade-off between increasing moral hazard and raising the insurance coverage limit . .
should not be considered in isolation -- better pricing of deposit insurance may make the
level of coverage an issue of secondary importance. The paper raises doubts that hiking
the limit above $100,000 would significantly raise aggregate insured deposits and thus !
increase moral hazard. It asks whether $100,000 is sufficient for certain elderly !
depositors with serious medical care needs. It shows how coverage relative to per capita
income has dramatically declined over time. And it notes the increasing difficulties that
small banks have in competing for funds. It suggests that in the absence of an increase in
coverage, small banks will be likely to rely more on Federal Home Loan Bank advances,
which — because of their secured status — also raise the FDIC’s nsk exposure. i




- ADMINISTRATION HISTORY APPENDIX -
CHAPTER THREE: IMPROVING FINANCIAL SERVICES, AND MARKETS AND THE
FEDERAL GOVERNMENT’S FINANCIAL MANAGEMENT
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220
. December- 3, 1998 _ : ‘ ;

INFORMATION

MEMORANDUM FOR SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS i

THROUGH: - John D. Hawke, Jr. ' !
Under Secretary (Dampestic Finance) o
Gary Gensler , |
Assistant Secretary(Fimanefal Markets) . ’
FROM: Edward S. Knight g {

|
General Counsel ﬁ

Roger L. Anderson {?. '
Deputy Assistant Secfefary (Federal Finance)

SUBJECT: | Legal Certainty Issues Associated with Over-the-Counter Derivatives

|
We are attaching a “white paper” that provides background on legal certainty issues associated
with over-the-counter (OTC) derivatives. The paper also includes current Treasury staff
recommendations for addressing these issues, which are consistent with (but in some cases, 'more
detailed than) the public positions that Treasury has taken in the past. ;
Although the topics discussed in the paper will not be on the agenda for the December 7 mgeting
of the President’s Working Group on Financial Markets, it is likely that they will be addressed in
the testimony of Roger Anderson and representatives of other Working Group agencies before
the Senate Agriculture Committee on December 16. In addition, these issues will mevntably play a

promirient role in the OTC derivatives study that the Working Group is preparing.

Let us know if you would hke to have a meeting to discuss the issues raised in the paper.

l
1
!
(
i
!
{
|
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Introduction , ‘ !

The Commodity Exchange Act (the “CEA”) vests the Commodity Futures Trading Commnssnon
(the “CFTC”) with “exclusive jurisdiction” over commodity futures and options, and outlaws all
commodity futures and options transactions that are not conducted in accordance with the CEA
and the regulations promulgated by the CFTC. As a result, certainty about the legal status of
transactions that may fall within the scope of the CEA -- such as over-the-counter (“OTC”)
derivatives -- is extremely important since a transaction that is premiséd on an understanding|of
the law that is subsequently rejected by the courts could be unenforceable. Legal uncertainty of . .
this nature presents systemic risk issues, because parties to classes of transactions that were found
to be unenforceable could repudiate their obligations. Legal uncertainty may also inhibit the|
development of risk-reducing systems, such as clearinghouses, because the regulatory reglme to
which such systems may be subject is uncertain. e

_ |

The proposals discussed below are aimed at reducing legal uncertainty in the OTC derivatives
markets. They reflect a judgment that the CEA is, in most cases, unsuited to the regulation of
these markets. However, proposals to enhance legal certainty by excluding certain derivative
transactions or market participants from the CEA are not at odds with proposals to enhance;
oversight by other agencies of the derivatives activities of banks, broker/dealers, and their ,f
affiliates. Rather, the overall goal of these proposals is to insure that regulation is clear in scope
and appropriate to the characteristics of the markets. i

i

I

I. Swap Exemptlon and Hybnd Instrument Rule : : J

Current Law. In 1989, the CFTC issued a Policy Statement Concerning Swap Transactlons (the
“Policy Statement”), which reflected the agency’s view at that time that “most swap transaqtlons,
although possessing elements of futures or options contracts, are not appropriately regulated as
such urider the [CEA] and regulations.” At that time, the CFTC lacked the authority to exempt
futures contracts from the exchange-trading requirement of the CEA, so market partnmpants
understood the Policy Statement as a determination by the CFTC that “most” swaps are not
within the scope of the CEA (i.e., they are not commodity futures or options).}

: ‘ |

In 1992, Congress amended the CEA to give the CFTC authority to exempt transactions from all
provisions of the CEA except a provision that codified an agreement between the CFTC and the
Securities and Exchange Commission (the “SEC”) about the respective jurisdiction of those

!
i
[
|
[

! The CFTC did have exemptive authority for commodity options at that tlme but
the Pohcy Statement did not purport to exercise this authonty with respect to options.




|

| |
agencies (known as the “Shad-Johnson Accord”).> Congress also indicated that the CFTC should
use its authority to exempt swaps from the CEA “to the extent that such agreements may be !
regarded as subject to the provisions of [the CEA].” 7 U.S.C. § 6. In other words, Congress
indicated that swaps should not be regulated under the CEA, but did not clearly establish that

- swaps are oommodlty futures or options that would be sub_]ect to the CEA in the absence of an
exemptmn

2

In 1993, the CFTC adopted the Swap Exemption, which exempts certain swap agreements from-
all provisions of the CEA except the Shad-Johnson Accord and the CEA’s anti-fraud provisions.
17 C.F.R.pt. 35.* The limitations on the scope of the Swap Exemption are implicitly at odds with
the apparent rationale for the Policy Statement, since swaps could not be subject to the CEA’s
anti-fraud provisions unless they actually are commodity ﬁ)tures or options. |

A swap agreement must meet the following criteria to fall within the scope of the Swap |
Exemptaon o
' . : -
(1) The swap agreement must be entered into between eligible swap participants.
“Eligible swap participants™ are defined to include various regulated financial institutions;.
business enterprises that meet certain tests relating to total assets or net worth, certain
pension funds, state and Ioca! governments, and mdlvxduals with more than $10 million in

total assets. . N

(2) The swap agreemerit may not be part of a fungible class of agreements that are
standardtzed as to their material economic terms. : j

(3) The creditworthiness of the parties to the swap agreement must be a material
consideration in entering into and determining the terms of the swap agreement.

(
'
i

. o
The consequences of the Shad-Johnson Accord are discussed further in Section I -
below. - : |

3 Congress also enacted a similar provision authorizing the exemption of “classes of
hybrid instruments that are predominantly securities or depository instruments.” Id. \

4 The CFTC also adopted its Hybrid Instrument Rule, which exempts securmes and
bank deposits that have some of the characteristics of commodity futures or options from all of
the provisions of the CEA except the Shad-Johnson Accord. 17 C.FR. pt. 34. To qualify for the
exemption, a hybrid instrument must derive more than 50% of its value (as determined by a
calculation methodology specified in the exemption) from aspects of the instrument that are not
related to the value of commodities, must be subject to securities or banking laws and sold'to
persons eligible to purchase the instrument under such laws, and must satisfy certain criteria
regarding marketing, payment terms, and settlement

!
i
|
(
¢
!
|
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3 |

(4) The swap agreement may not be entered into and traded on or through a multnlatera]

transaction execution facility. ;

Reason for Change. The Swap Exemption has been only partially successful in alleviating ltf.gal
uncertainty in the swaps market. Earlier this year, the CFTC published a “Concept Release” that
requested comment on whether the Swap Exemption should be amended to provide that market
participants must comply with more rigorous requirements to be eligible for the exemption.
Because it has never been conclusively determined that swap agreements are in fact commodlty
futures or options, it is not clear that the CFTC can impose any restrictions on the market |
(inc]uding those found in the current Swap Exemption). - I

In effect, the Concept Release attempts to turn the purpose of the law that authorized exempnon
of the swaps market on its head, by suggesting that the CFTC can use its exemptive authonty to
craft a regulatory scheme. In the absence of further Congressional action, this effort lacks ..
legitimacy, and the agency’s authority would likely be challenged by market participants in court.
Such litigation could result in an incoherent regulatory framework, in which certain types of .
swaps are held to be futures or options that must comply with CFTC regulations in order to.be
enforceable, while other- types of swaps are held to be entirely excluded from the CFTC’s-. !
jurisdiction. Many have expressed the view that the markets in question are too large and |-
important to be subject to this sort of legal uncertainty.’ : - 3
In addition, the Swap Exemption itself has several ambiguities that should be resolved. Firsi,x
swap agreements have become increasingly standardized over time, as a natural result of the
maturing of these markets. There is concern that the CFTC or a court may determine that certain
types of swaps do not meet the requirement that swaps must not be part of a fungible class of
agreements that are standardized as to their matenial economic terms. If the swaps are also found
‘'to be commodity futures or options, it follows that they are illegal and unenforceable (unless some
other exemption from the CEA, such as the trade option exemption, is available). ‘

Second, the term “multilateral transaction execution facility” is not defined in the Swap |

Exemption. However, the CFTC has explained that the term refers to a physical or electronic
facility that links market participants simultaneously with the capability of entering into binding
contracts among themselves. As a result, there is a concern that the CFTC or a court may |
determine that the use of screen-based trading systems that match swap counterparties, or |

I
|
' i
i
i

s The Concept Release also sought comment on whether the Hybrid Instrumejnt Rule
should be amended, thereby raising similar questions as to the CFTC’s authority. The Hybrid
Instrurnent Rule is premised on the view that instruments qualifying for the exemption are subject
to regulation by the SEC or bank regulatory agencies. Because the CEA gives the CFTC |
“exclusive jurisdiction” over futures and options an assertion by the CFTC of regulatory |
authority over hybrid instruments would raise questions about the authority of other agencies to

regulate these mstruments |

1
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clearinghouses that net counterparties obligations, would make swaps subject to the CEA because

they increase the snmllanty between swaps and comparable exchange-traded futures or optlons
Proposal. Treasury staff proposes that Congress amend the CEA to exclude qualified swap !
agreemerits from the CEA.® An exclusion from the CEA is preferable to the current exemptlon
because it would eliminate uncertainty about the effect of CFTC regulatory action on these
markets. The proposed exclusion would conclusively establish that swaps that quahfy for the‘
exclusion are not covered by the CEA.”

' The exclusion would retain some of the requirements of the current Swap Exemption.
Transactions would qualify only if conducted between appropriate persons. The requxrement that
creditworthiness of counterparties be a material consideration would also be retained, to insure
that swaps qualifying for the exclusion are not fungible instruments that compete directly with
exchange-traded instruments.® However, the limitation on standardized terms would be i :

eliminated, since it creates uncertainty as to the scope of the exclusion while adding little to the

limitation on fungibility that is implicit in the requirement for consideration of credit risk.

Finally, the limitations on transactions conducted through multilateral transaction execution . !

facilities would be replaced by a requirement that transactions not occur through an “organized

futures exchange.” An organized futures exchange would be defined in the statute to include ;
recognized futures and options exchanges, securities exchanges and securities associations, and
anything functionally equivalent to a recognized exchange. The definition of functional X

equivalency would focus on the main attributes of current futures and securities exchanges, i

including the potential for participation by the general public, the ability to make trades for the

account of customers, and the availability of all bids and offers to all persons doing business )
~ through the facnhty The definition would exclude clearinghouses and electronic screen-based}
trading systems.’

K
}
i
'

i

6
CEA last year.

7

i
This proposal is consistent with the position taken by Treasury in debate about the
|

Treasury staff also proposes codifying the Hybrid Instrument Rule as an exclusion
of covered instruments from the CEA. Although the Hybrid Instrument Rule does not raise as
many legal certainty issues as the Swap Exemption, an exclusion would resolve questions about
the CFTC’s authority to qualify an exemption by imposing greater restrictions, and would clanfy

that other laws (such as securmes or banking laws) may apply to such instruments. ‘

s We note that keeping the creditworthiness requirement would impose limits on;

how any psotentlal swaps clearinghouses are structured. 5

s The regulation of screen-based trading systems and cleannghouses is discussed i xm

Sections IV and V below.
{
f
;
i
]
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II.  Swaps and Futures on Non-Exempt Securities ‘ !

Current Law and Reason for Change. The Shad-Johnson Accord prohibits futures on securities
other than (1) securities that are exempt from the securities laws or (2) broadly-based secunty
indices. Moreover, the CFTC cannot provide exemptlons from this restriction, since the agency’s
exemptive authority does not extend to the provisions of the Shad-Johnson Accord.. Thus, to the
extent that a swap involving a security that is not exempt from the securities laws (a “non- exempt
security”), such as an equity swap, a credit swap, or an emerging market swap, is deemed to]be a
commodity futures contract, it ‘would be illegal, and the Swap Exemption would not (and could
not) protect it. |
i
Swap markets in these instruments have developed however, due to the CFTC’s statementsiin the
Policy Statement that “most” swaps are not appropriately regulated as commodity futures or,
options. The CFTC’s Concept Release greatly unsettled these markets, because statements |
implying that swaps might be viewed as futures were tantamount to saying that swaps in non-
exempt securities might be illegal. Legislation enacted as part of this year’s Omnibus ;
Appropriations Act temporarily alleviated this problem to some extent by freezing until March 30,
1999, thie pre-existing legal status of swaps entered into in reliance on the Policy Statement (but

wnthout actually clarifying what that legal status is). : . :

Proposal. Treasury staff proposes including swaps on non-exempt securities within the scope of
the exclusion-from the CEA discussed above.'® This change in the law would clarify that these
swaps are entitled to the same legal status as other swaps if they fall within the terms of the |
exclusion. Because swaps on non-exempt securities can be used as substitutes for direct
investments in securities, however, they would be subject to the anti-fraud jurisdiction of the SEC
(and possibly other provisions of the securities laws). Thus, these markets would benefit from
greater legal certainty, but would be subject to regulation. }
Treasury staff also believes that consideration should be given to repealing the provision of the
Shad-Johnson Accord that bans exchange-traded futures on non-exempt securities, and giving the
SEC authority to regulate such instruments, m order to address the “level playing field” comf:ems
of futures exchanges. j '

i
H
4
k]
1

III. Treasury Amendment: Foreign Currency and Government Securities

Denvatlves ]
|

Current Law. The Treasury Amendment excludes certain derivatives transactions in forelgn
currency, government securities, and certain other non-physical commodities from the CEA:
Although some uncertainty about the scope of the Treasury Amendment was resolved by last

10 Again, this is consistent with positions taken by Treasury in the past.
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year’s Supreme Court decision in CFTC v. Dunn, legal uncertainty continues to revolve around
the Treasury Amendment’s use of the term “board of trade.” - |

“Board of trade” is defined in the CEA to mean “any exchange or association, whether :
incorporated or umncorporated of persons who are engaged in the business of buying or selling
any comenodity or receiving the same for sale on consignment.” 7 U.S.C. § la. The term hasitwo
important functions in the CEA: First, it is used in the provisions of the CEA and CFTC
regulations that require any commodity futures or options transaction to be conducted ona |
“board of trade which has been designated by the Commission as a ‘contract market’.” ThUS*
futures and options trading in a particular commodity may occur only on a board of trade that has
effectively been licensed by the CFTC for that purpose. Second, the term “board of trade” isjused
to limit the scope of the Treasury Amendment: transactions involving Treasury Amendment _
products (such as foreign currency and government securities) are excluded from the CEA unless :
conducted on a board of trade. : :

1
:

. ’ |

Reason Jor Change. The Treasury Amendment is a statutory exclusion that provides one of the . .
legal legs on which the OTC market rests. The “board of trade” clause of the Treasury i
Amendment limits the exclusion. A clear understanding of “board of trade” in the Treasury |
Amendment is therefore critical for determining which transactions are not subject to CFTC ;
jurisdiction. As defined in the CEA, the term “board of trade” is potentially quite broad.. This

 breadth arguably makes sense for certain provisions of the CEA, such as the provisions that !
effectively bring all futures and options trading under CFTC jurisdiction. However, as some | |
courts have recognized, this breadth makes no sense at all in the context of the Treasury
Amendment. In such a context, in order for the exclusion to have any meaning, any exceptlons to
it must be narrow and clear.

In light of recent actions, the CFTC appears to have a broad view of the meaning of “board of
trade.” Courts that have interpreted the term “board of trade” in the context of the Treasury |
Amendment have generally agreed that Congress could not have intended a literal application of -
the CEA’s definition of that term for the purposes of the Treasury Amendment, since sucha
reading severely limits, if not obliterates, the scope of the Treasury Amendment. However, tl:\e
courts are divided over just what the term does mean in that context. One court (the Ninth
Circuit) hias said that “board of trade” in the Treasury Amendment means “organized futures ,
exchange,” while another (a district court in the Second Circuit) has said that term means |
anything other than the interbank market. Such legal ambiguity chills market innovation and !
invites further litigation. For example, “board of trade” concerns have been expressed about ‘
entities trying to develop communication systems to facilitate trading of foreign currency !
forwards, and a government securities clearinghouse that is seeking to clear repurchase agreement
" transactions. ! |

N b
The debate about the meaning of “board of trade” may be influenced by mon-tio—be
published SEC rules that will exempt, but not exclude, government securities automated trading
systems from a revised regulatory definition of “exchange.” If such systems are “exchanges” !
. |

1
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Proposal. Last year, Treasury formally proposed that the term “board of trade” in the Treasury
Amendment be replaced by the term, “organized futures exchange.” See Letter from Secretary
Rubin to Chairman Lugar (Feb. 3, 1997) (Tab A). The term would be defined in the manner |
discussed above in connection with swaps, in order to harmonize the Treasury Amendment
exclusion with the swaps exclusion.

i

IV. Trading Systems

Current Law and Reason for Change. Broker-dealers that sponsor or operate automated %
systems for receiving or displaying and matching or crossing orders for securities transactions
(called “broker-dealer trading systems™) are required to register such systems with the SEC, t;o ‘
keep records of participants, transactions and orders, and to file reports with the SEC. The SEC
is expected to approve rules on December 2 expanding its regulation of some of these systems.-
Trading systems for government securities brokers and dealers are not subject to these .- - '
regulations, but are subject to oversight by Treasury or the federal bank regulatory agencies. ; :

. | ‘ | |
The development of similar trading systems for OTC derivatives has been inhibited by uncertainty

- about the applicability of the CEA, since a trading system may be deemed to be a “multilateral

transaction execution facility” or a “board of trade.” Systems that have been developed -- such.as
government securities derivatives systems operated by inter-dealer government securities bmkers
or systems for foreign exchange trading that are based in London but are available to U.S.
customei's — must evaluate legal risks in making decisions about what products they will trade or
how they structure their business. :

This issue is further complicated by the views of the traditional futures'exchanges, which would
consider the development of extensive trading systems for OTC derivatives to be a competmve
threat. For several years, these exchanges have lobbied for a relaxatnon of the CEA that would
allow them to develop “professional markets” (also known as pro markets”) — lightly regulated
futures exchanges that are open only to sophisticated investors - in order to compete more !

1

eﬁ'ectwely with OTC markets. , . ‘ o
: » i
Proposal. As discussed above, Treasury staff recommends that the terms “multilateral ti'ansziction
execution facility” in the Swap Exemptxon and “board of trade” in the Treasury Amendment be
replaced by a new defined term, “organized futures exchange.” In the draﬂmg of this deﬁmtlon,
particular attention would be given to clarifying the status of trading systems.' ‘

|
|
|
(albeit exempted ones) for purposes of the securities laws, the CFTC may argue that they are also
“boards of trade” when they trade derivatives.

[

1 This proposal is similar to positions that Treasury has taken in the past.


http:systems.12

8

|
Trading systems for OTC derivatives would not be organized futures exchanges if they met i
certain “safe harbor” criteria, such as limiting their trading to non-physical commodities (i.e., .
commodities other than agricultural or'mineral products) and limiting system access to
sophisticated parties trading as principals. As a result, trading systems meeting these standards
would not be subject to direct regulation, since the participants in the markets would not need
government assistance to protect their interests. As described below, however, clearinghouses
associated with trading facilities would be regulated to address systemic risk concerns. In order
to provide “pro market” relief to futures exchanges, the proposal would clarify that futures
exchanges could establish affiliates that would qualify for the safe harbor. This is sngmﬁcantly less
“relief” than the exchanges have sought, but we believe that it should be appealing to them as an
approachi to “leveling the playing field.” . _ o f

The proposal would not make any changes to current law with respect to securities trading ;

systems. The proposal would clarify, lowever, that trading systems for government securities

derivatives would be treated like systems for other OTC denvatnves on non-physical commodmes
4

|
V.  Clearinghouses ; E

| / | 3
Current Law. !

Futures. Although the CEA does not explicitly give the CFTC authority over commodity futl‘mres
or option cleannghouses it is generally settled that the CFTC has the authority-to-regulate I
clearing when it is performed by or for a CFTC-designated contract market, even when the '
cleanng is performed by a separately incorporated clearing corporation. CFTC regulations pl?ce
various requirements on clearing organizations, including requirements for recordkeeping,
segregation and investment of customer funds, and submission of rules for CFTC approval. The
CFTC also has worked closely with the SEC on cross-margining of futures and securities i

positions on CFTC- and SEC- regulated exchanges. ‘ \

The CFTC’s authority over the clearing of instruments that are not traded on a CFTC- designated
contract market is questionable, however, despite the agency’s assertions of jurisdiction. In ltS
May 1998 Concept Release, the CFTC stated its belief that the clearing of swaps is not pemntted
under the Swap Exemption. Presumably the agency would have similar views on clearing
facilities for all other instruments that are exempted from the CEA, such as foreign currency. In
an October 8, 1998, comment letter on the CFTC’s Concept Release, the Foreign Exchange }
Committee, a group of major domestic and foreign commercial and investment banks and forelgn
exchange brokers, argued that the CFTC does not have statutory authority to regulate clearing
entities that are not connected to a CFTC-regulated exchange or contract market, and that the
agency’s position created legal uncertainty that caused some of their members to consider movmg
their business offshore. f
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"In response to CFTC actions, on June 15, 1998, the London Clearing House (LCH) filed a
petition for exemptive relief with the CFTC that would permit qualified U.S. entities to use a |
clearing facility being developed by LCH for interest rate swaps and forward rate agreements.; In
addition, CLS Services, a U.K. holding company that is developing a foreign exchange clearmg

facility called the Exchange Clearing House Limited (ECHO), has approached Treasury for a
clarification of the application of the CEA to ECHO.

Securities. Unlike the CFTC, the SEC has explicit authority to register and regulate clearing |
agencies for the clearance and settlement of securities (other than exempt securities) and to |
facilitate the establishment of linked or coordinated facilities for the clearance and settlement of
transactions in securities, securities options, futures, options on futures, and commodnty optaons
In exercising this authority, the SEC is required to coordinate with the CFTC and consult with the

Federal Reserve. ‘

Reason for Change. The legal uncertainty surrounding the CFTC’s authority for the cfeanng and
settlement of financial instruments that are nof traded on a CFTC-designated contract market has
slowed the development of clearing entities for OTC instruments such as swaps and foreign i
exchange contracts. This uncertainty has unnecessarily retarded the development of systems that
can reduce settlement risk and ultimately systemic risk and contribute to the eﬁ'zcaent operataon of
financial markets. ' o
Proposal. Treasury staff recommends seeking legislation that would provide the CFTC w;th
explicit statutory authority to regulate the clearing and settlement only of instruments that are
traded on CFTC-designated contract markets. Such a proposal also should provide the CF’I‘C
with a statutory directive (modeled after the SEC’s requirement) to coordinate with the SECland
the Federal Reserve to facilitate the establishment of linked or coordinated facilities for clearance
and settlement. ' |
Treasury staff recommends leaving unchanged the SEC’s authority to oversee securities |
clearinghouses. '
Finally, for clearinghouses that may develop for interest rate, currency or other types of swaps,
foreign exchange, and other financial instruments not explicitly overseen by the SEC or CFTC, we
recommend pursuing legislation that would give jurisdiction to the Federal Reserve, as a regulator
of such clearinghouses if they do not also clear securities or futures contracts. This should !
remove the legal uncertainty surrounding the development of swaps and foreign exchange cleanng
organizitions and provide an avenue for reducing systemic risk. Moreover, the allocation of
regulatory authority among the CFTC, the SEC and the Federal Reserve would be cons:stent with

the respective jurisdiction of those agencxes over products and market participants. .
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V1. Limits on CFTC Anti-Fraud Authority |
Current IL.aw. The CFTC has broad anti-fraud authority that is designed to provide the agenéy
with considerable leeway in addressing unauthorized practices by entities regulated by the CFTC
(such as futures commission merchants, introducing brokers, and commodity trading advisors)
and those who are not regulated by the agency but who offer or sell products that are subject | to
the CFTC’s jurisdiction, The CFTC currently does not have anti-fraud jurisdiction over
transacticns covered by the Treasury Amendment, however, unless such transactions are
commodity futures or options and are conducted on a “board of trade.”  As discussed above, xthe
meaning of the term “board of trade” is the subject of considerable uncertainty. Moreover, E
although the CFTC has asserted that it has anti-fraud authority over swaps, this assertion of
authority is legally supportable only if the products in questions actually are commodity futures or
options. Since the legal status of these instruments is not clear, the scope of the CFTC’s anti-
fraud jurisdiction is not clear either. '
Reasons for Change. Despite questions about the scope of its authority, the CFTC has actively
pursued ¢nforcement actions against foreign exchange “bucket shops” (i.e., unregulated entitifes
 that deal with the general public) in which the CFTC contends that the entities are “boards of.
trade” that are trading illegal futures or options contracts. These enforcement actions have
resulted (and will continue to result) in litigation about the meaning of the term “board of trade”
that has spillover effects on OTC markets for foreign currency and government securities. The
situation creates an undesirable “Catch-22,” in which decisions that uphold the authority of the
CFTC to pursue fraud may undermine the enforceability of legmmate derivatives transactxons in
foreign currency and government securities. : :

The CFTC has not, to date, initiated enforcement actions in the swap market that have tested!the
agency’s assertion of jurisdiction. If such enforcement actions are initiated in the future, however,
they are likely to result in litigation that may ultimately be damaging to the markets in question.

. |

Proposal. Last year, Treasury proposed legislation that would give the CFTC specific authoﬁty
to prosecute fraud by unregulated entities that sell foreign exchange products to retail customers
(i.e., “bucket shops™). See Tab A. This proposal would allow the CFTC to pursue these actgens
without having to litigate questions concerning the agency’s authority. However, the legislation
would exclude transactions in other Treasury amendment products (including government
securitieis) from CFTC jurisdiction unless they are conducted on an organized futures exchange
since there has been no showing of a need for greater regulation. Many of the products in }
question are securities (and therefore subject to SEC jurisdiction), and most market participants
are either regulated by the SEC or the banking agencies or are sophisticated institutions that ?re

capable of seeking redress for wrongs done to them, I

1

As discussed above, Treasury staff also recommends excluding swaps and hybrid instruments
from the CEA. As a result, transactions covered by the exclusion would not be subject to CETC
anti-fraud jurisdiction. In the case of swaps, this result is appropriate because market participants
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must be “appropriate persons” in order to participate in the market. Persons covered by the |
definition of “appropriate persons” — such as banks, broker/dealers, large corporations, and high-
net worth individuals — do not need government regulation to protect themselves from fraud, :and
can avail themselves of common law remedies if they have been defrauded. In the case of hybrid

instruments, products excluded from the CEA are subject to oversight by the SEC or federal bank -
!

regulators.

|

'VIL. Exclusive Jurisdiction of the CFTC !
Current Law and Reason for Change. The CEA gives the CFTC “exclusive jurisdiction” oVer
commodity futures and options, which means that a transaction that is regulated by the CFTC
cannot tie regulated by any other federal or state agency. This provision of the CEA has made
“turf” disputes between the CFTC and other regulators particularly difficult, since a successﬁxl

- assertion of jurisdiction by the CFTC over a market would divest other regulators of authonty

- over that market. Thus, an assertion of jurisdiction over hybrid instruments would be seen as a
challenge to the authority of the SEC and the bank regulatory agencies to instruments that are '

* securities or bank deposits. Similarly, the SEC’s recently adopted rules for specialized regulation
of OTC derivatives dealers associated with broker/dealers (known as “broker/dealer lite”) was
challenged by the CFTC asan assault on that agency’s supposed exclusive jurisdiction owﬁ:rI

derivatives. - ‘ ,
o . {

Proposal. Treasury staff recommends réplacing the exclusive jurisdiction clause with a pro,\'/ision
that would allow the CEA to preempt state law, but not the authority of other federal regulators.

|

|

|
i
i
!




THE SECRETARY OF THE TREASURY
WASHINGTON

February 3, 1997 &

The Honorable Richard G. Lugar
Chairman '
Committee on Agriculture,

~ Nutrition and Forestry

United States Senate
Washington, D.C. 20515

!
I
l
Dear Chairman Lugar i
The staffs of the Commodity Futures Trading Commission and the Treasury Department ha»?'e met:
over the past thirteen months to discuss the policy underlying the provision of the Commodity
Exchange Act (CEA) commonly referred 10 as the “Treasury Amendment.” Both agencies agree.’
on the need to clanify the scope of the CFTC s authority to protect retail customers against fraud
bv entities that are not currently subject to any federal regulation or supervision Unfonunqgely,
Treasury and the CFTC have been unable to reach agreement on the proper approach for
achieving this goal and continue to disagree on several key issues  Durning that time, we have also
worked to protect the interests of the Department in litigation, including the Dunn case before the
Supreme Court  This letter will not restate the legal arguments put forward in that context, which
are sull vahd today : Co
]

The CFTC recently transmutted 1o vou a proposal for changes to the Treasury Amendment ; A
Treasury objects to the proposal that the CFTC has offered. Enclosed for your cons:derauon isa
Trcasur\ proposal to amend the Treasurv Amendment in a way that addresses the retail fraud ‘
1ssue 1n a clear and direct manner without creating new ambiguities or unnecessarily increasing the
regulatory burden of entities already subject to federal regulation 5\

One of the key points of difference between Treasury and the CFTC relates to the treatmentof
the over-the-counter institutional market for foreign exchange and the other instruments
enumerated 1n the Treasury Amendment Treasury believes this market should be entirely exempt
from the CEA, as it is under the current Treasury Amendment The public is well served by deep
and hquid foreign exchange markets which provide access to foreign exchange instruments for a
wide range of U.S businesses that need 1o participate in global commerce. Although the CETC
acknowledges that it agrees with Treasury that the “interbank market [should] remain exempt
from regulation under the CEA." the draft legislation proposed by the CFTC does not provide an
unambiguous exemption for all segments of the over-the-counter institutional markets If ,
enacted, the CFTC's legislation would likely result in additional litigation concerning the scope of

i
i

1
i
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|
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exempted activities. Continued uncertainty would have a harmful effect on these imponanti
markets and may cause an increasing share of such markets to move overseas. Treasury
understands that the staffs of the bank regulatory agencies share its concern about the potentially
harmful impact of continued uncertainty in the institutional markets. ,

;
Treasury is also concerned that the CFTC’s proposal imposes an unwarranted overlay of CFTC
jurisdiction on federally regulated entities, such as banks, that may sell Treasury Amendment
instruments to small businesses or members of the general public. There is no evidence that
existing regulatory structures fail to ensure that there is adequate federal oversight of such '
transactions. Moreover, we believe that it is unwise to impose additional layers of regulation
upon ertities that are already under the jurisdiction of one or more federal regulators. !
Thank you for your consideration of Treasury's proposal. We continue to discuss these issties
with the CFTC and anticipate discussing our proposal with the federal banking agencies an'd; the

Securities and Exchange Commission We look forward to working with you and your staff
. . |

'Sincerely, |

Robert E. Rubin



Treasury Legislative Proposal to Amend the
Treasury Amendment

Background i

Under the CEA, the CFTC generally is glven jurisdiction over contracts for the sale of =~ !

- commodities for future delivery (commonly referred to as futures contracts) and options on|
commodities. Before 1974, the term “commodity” in the CEA included only tangible agncultural
. commodities. In 1974, when the CFTC was created, the definition of the term “commodity” was
significantly expanded The new definition was open-ended, encompassing “all services,: nghts
and interests in which contracts for future delivery are-presently or in the future dealt in.” The
concepts of “futures contracts™ and “options” remained undefined. The Treasury Departmém
proposed language exempting off-exchange derivative transactions in foreign currency, |
government securities, and certain other financial instruments from the newly expanded CEA
This exemption was adopted virtually unchanzed by Congress and is known as the Treasury
Amendmem

In proposing the amendment. Treasun's primary concern was to protect the foreign currency -
market in the United States from potentially harmful regulation. In a letter to the Chairman/of the
Scnate Committee on Agriculture and Forestry, Treasury noted that the foreign currency market
“has proved-highly efficient in serving the needs of international business in hedging the risks that
stem from foreign exchange rate movements ™ S Rep No. 1131, 93rd Cong., 2d Sess. 50 |
(1974) Since that market consisted pnmanly of banks and dealers, Treasury believed that it
would tie inappropriate for any additional regulation of this complex function to be carried out by
the CFTC Treasury argued that granting the CFTC junisdiction over the foreign currency- r{narket
- would confuse an already highly regulated business sector and that new regulatory lumtauons and
restrictions could have an adverse impact on the usefulness and efficiency of foreign exchange
markets for traders and investors For similar reasons, Treasury argued that the CEA should
exempt derivative transactions involving government securities and a variety of other ﬁnanczal
mstmmﬂms unless conducted on ora.amzed exchanges - f

Since thie enactment of the Treasun Amendment. the size and importance of the markets for both
foreign currency and government secunues have increased dramatically. As a result, the goal of
the Treasury Amendment, to preserve the efficiency of these markets by avoiding unnecessary
regulation and uncertainty, is even more compelling today. Indeed, when it enacted the
Government Secunties Act of 1986, Congress recognized that unnecessary or inflexible regulalion
could trcrease the government's borrowing costs, and it acknowledged the need to preserve both
the efficiency and the integnity of that marhet S Rep. No 1416, 99th Cong,, 1st Sess. 10 |
(1985) B

Given this dramatic growth in the size of the financial markets since 1974, the open-ended nature
of CEA coverage makes it even more crucial that the scope of the exemption from the CEA be
- absolutely clear However, since the Treasury Amendment's enactment, the scope of CEA
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coverage has continued to be a troublesome source of legal uncertainty for the financial maﬁkets,

. Determining how to draw the line between instruments that are subject to the CEA and those that
are not, in a manner that provides logical consnstency and predictability for new mstrumems has
been difficult under current law. i

i

In the niid-1980's, a greater focus on these issues resulted from various interpretive and rule-

making activities of the CFTC. In the CFTC’s view, the concepts of “futures contracts™ and

“options,” particularly when applied to transactions involving non-agricultural commodities,; were

potentially very far-reaching. For example, under the CFTC’s Hybrid Instruments Rule, .17 |

C.F.R pt. 34, the CFTC has asserted jurisdiction over certain securities and bank deposits whose

value is linked to thé price of commodities, unless such instruments meet certain criteria for~

exemption set forth in the Rule. Instruments such as bonds linked to the price of foreign currency
and certain types of deposits of foreign currency in U.S. bank accounts may potemxally be viewed

by the CFTC as commodity futures or: opuons subject to CEA regulation. . T

: i

Recemiy, the CFTC has brought a number of enforcement actions asserting junisdiction ovei

foreign currency denvative transactions that have created significant interpretative issues'abbut

. the scope of the Treasury Amendment The CFTC’s goal in bnngmg these enforcement actlons --
the protection of unsophisticated investors from the unsavory or fraudulent practices of bucket

‘shops or other unregulated entities -- is an imponant one, as Treasury has long acknowledged.'
Unfortunately, the ambiguity created by these enforcement actions has significantly diminished the
efficacy of the Treasury Amendment in providing a bright-line exclusion from the CEA for the
markets in the enumerated financial instruments Treasury does not believe that it: would be’ 'good
public policy 10 solve a discrete enforcement problem in a way that generates legal uncenamty
throughout enormously important financial markets i

* !

The CEA’s language strongly tends to favor exchange trading. a mode of conducting transactions
that developed in connection with agncultural commodities  Various financal futures and o:ptions
have developed in that environment so successfully that the volume of financial futures and |

opuions on the various commodities exchanges. measured in terms of notional value of 1
transactions, far exceeds that of agncultural commodities However, there is a fundamental

question whether that mode of conducting transactions is appropriate for all transactions .
involving financial instruments that, in the view of the CFTC, may constitute futures contraéts or
opuons The financial markets have provided their own answer to this question: the notional

amount of foreign exchange futures contracts traded over-the-counter is several orders of :

magmtude greater than that traded on exchanges ' l

; , :
|

The CETC has some flexibility to address this fundamcmal question through the general §
exemplive authonty granted to it by Congressin 1992 However, Treasury does not beheve that

‘. ’ . J
' Letter from Charles O Sethness. Assistant Secretary (Domestic Finance), United States
Department of the Treasury. to Susan M Phillips, Chalrman Commodity Futures Trading -

?
‘Commussion (May §, 1986) i
|
H
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reliance on this exemptive authority will provide the needed level of certainty for the foreigIn
_ currency and government securities markets. One concern is that reliance on the exemptwe

- authority could be interpreted as an implicit conclusion that the exempted transactions in questxon
are futures or options subject to CFTC jurisdiction. Thus, reliance on exemptive authontyl
requires market participants to operate, as a matter of caution, as if the transactions at issue are
futures or options and structure their transactions to qualify for the regulatory exemption. | Ifthe
CFTC later decides to change the parameters of the exemption, market participants would be
forced to restructure their transactions accordingly or fall back on the position that the |
transactions are not, in fact, futures or options subject to the CEA, with all the accompanying
legal uncertamty : A 1

In drafting the attached proposal, Treasurv was guided by the principle that the apprdpriaté legal .
standard should provide adequate protection of retail participants while achieving maximum legal
certainty for the derivative markets in foreign currency and government securities, as well és the:

. other énumerated financial instruments  Our proposal is structured to provide a broad exemptlon ‘
from the CEA for these transactions without resorting to terms that are undefined, open-ended or
both Instead. we have attempted to draw the relevant lines by reference to objective factors that

- can be determined by all interested parues. including market participants. Although we have not
expanded the list of covered instruments. we believe consideration must be given to whether the * -
list should be updated and expanded to reflect some of the expansion in the vanety of ﬁnanmal
instruments since 1974, and the sizmilicance of cerain products to investors. Recognizing that
the resolution of certain tssues raised by Treasunv's proposal may require us to modify our}
approach, we would welcome the opportunity to continue to work with the Committee, as
necessary, to expand the list of covered instruments, and to resolve other matters raised by jour
and others’ proposals '

i -xempti r. Gov 5 10ns.

Treasury’s proposal is structured to provide a complete exclusion for transactions in, or in any
way nvolving, government sccunitics unless those transactions are conducted on an orgamzed
exchange Certain other sccurines transactions currently sheltered by the Treasury Amendment
are similarly excluded Treasuny shares the CFTC's concern that the law should not prowde a
loophole for unregulated entities 10 defraud retail investors. With respect to these transacuons
however, the federal securities laws serve that purpose. Indeed, the government secunties market
itself 1s now subject to a regulatory regime that did not exist at the time the Treasury Amendmem
was adopted The proposal retains similar treatment for resales of installment loan contracts
mortgages, and mortgage purchase commitmenis

The CFTC's proposal, by contrast. would subject entire classes of transactions involving -
government securities (and other Treasury Amendment instruments) to an additional regulatory
scheme that may or may not be consistent with existing law. In particular, the CFTC's drafi

‘ : |
i
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makes reference to the “when issued” govcmment securties market, in which investors ent;r into
contracts for the purchase of government securities to be issued at a later date. This market is of
vital imiportance to the liquidity of the government securities market and helps to reduce th;: cost
of government borrowing. Treasury believes this market is currently appropriately regulated and
that CFTC regulation, or the threat of such regulation, of this market could be detrimental to
government finance. Although CFTC staff has stated its belief that the “when issued” market is a
“cash” market that is not, and should not be, the subject of CFTC regulation, the draft legtslanon
prepan*d by the CFTC does not clearly exempt this market from CFTC regulation.

2. i i n i
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Treasury's proposal would permit the CFTC to regulate transactions involving foreign ‘curr;ency
that aré conducted on an organized exchange 1t would also confer antifraud authority over
foreign currency transactions conducxed between any unregulatéd person and a retail customer.
The term “‘unregulated person’ is defined as a person who is not currently regulated by’ one of the -
federal bank regulators or is not a broker-dealer or investment company regulated by the ‘ : '
Securities and Exchange Commission A “retail customer” is defined in terms of net worth and
" income, 10 include any natural person other than a natural person with a net worth above f '
$1.,000,000 or with an annual income of more than $200,000 (or $300,000 when combined with
one's spouse) This definition is drawn from the SEC’s definition in Regulation D, 17 CF.R. §

230 501, which delineates a class of sophisticated investors for whom the full protections of

federal secunties regulation are deemed unnecessary Drawing the line in this fashion ciearly
permits the CFTC to take regulatory or enforcement actions in the area where needed® while
preserving the legal certainty onginally intended by the Treasury Amendment.

B | w ; ities an il o §
Treasury perceives no need for CFTC regulation of transactions involving regulated entitie:s‘ such -
as banks and broker-dealers. that mav sell foreign currency instruments to small businesses: or
individuals that do not meet centain net worth or income thresholds. Such customers may have

§
3

. : !

* By contrast, the CFTC s draft legislation refers to the CEA's existing definition of
“appropnate persons " That definitionincludes, among other persons, banks, insurance
companies, investment companies. governmental entities, broker-dealers, and corporations’ with a
net worth exceeding $1,000,000 or total assets exceeding $5,000,000. It is unclear, however
whether the definition would also extend to other persons (such as high-net worth mdwnduals)
that are partially exempt from the CEA under current CFTC regulations, but that are not exphcnly
histed in the statutory deﬁmuon

\
|
7 The recent CFTC enforcement actions have involved foreign currency transacnoh

between unregulated entities and retail customers ;

+
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’ |
legitimate risk-management needs for specnahzed instruments that are not available on’ exchanges
such as futures contracts on particular foreign currencies. The extent of such transactions 1s|
extremely limited at present, probably due in part to the uncertain legal environment surrounding
such transactions. Granting the CFTC regulatory authority over such transactions could méan
that they do not occur, since the CEA is based on the presumption that most non-exchange |
derivative transactions should be illegal, unless demonstrated otherwise. We believe, hOwever
that regulation of this nature is unwarranted where the entities involved are already subject to
extensive schemes of federal regulation Such entities should not be constrained from meeting the
needs of their customers. »

i

C The Institutional Markets : |
Fmall) Treasury believes that it is neither necessary nor appropnate to expand the scope of the
CFTC'’s jurisdiction to regulate any segment of the institutional markets. Thus, we believe. t!hat
transactions engaged in by persons other than retail customers -- mcludmg, but not limited to;
banks. broker-dealers, corporations. and individuals whose net worth or income takes them l
outside of the definition of retail customer -- should not be subject to regulation under the CEA .
Insututional participants. whether currently regulated or not, have the sophistication and the .
financial means to protect themselves and to handle their disputes without the assistance ofthe
CFTC As noted. the limited number of enforcement actions the CFTC has brought over the
vears have been in the context of bucker shops dealmg with-unsophisticated retail customers,

('reating a more restrictive or legallv uncertain fceulator\ environment could detnmentally aﬁ‘ect

_the instuitutional market. causing the foreign currency market to migrate overseas to a more -
favorable environment  Msgration of the foreign currency futures and options market could:have
a spillover effect on that market. resulung in restncted access to these markets for many !
parucipants The United States foreien currency market is too large and too important to be
subjected to unnecessary r:szulanon or the vagaries of case law created in the context of retaﬂ
cnforccmcm actlons .

We note that the CFTC's draft legislation provides that transactions in “defined financial !
mstruments” entered into by “appropriaie persons” are entirely exempt from the CEA if the |
- conduct of the persons is "subject to provisions of civil federal law prohibiting fraud and price
manipulation other than the [CEA] ™ It appears that this provision is designed to exempt ?
transdctions-between banks, broker-dealers. and other regulated entities from the prov:s:ons of the
CEA. a goal shared by Treasury The law would be greatly clarified, however, if the categories of
exempted entities were listed. as they are in Treasury's proposal, rather than leaving the question
of coverage open to interpretation by the CFTC and/or the courts. Moreover, the CFTC' s i
proposal does not clearly establish whether all, or only some, of the “appropriate persons” m a
given transaction must be subject to other federal laws before the exemption from the CEA wou!d
be available Thus, the proposal docs not provide a clear exemption for other so;:h:sucated
stiutional market participants. such as corporations and high-net worth individuals, that are not
directiv subject to federal regulanon
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|

|

3. iti “ ized Exch !

Under the existing Treasury Amendment, the CFTC retains jurisdiction to regulate certain ‘

_ transactions in Treasury Amendment instruments that occur on a “board of trade.” The use of
this term, however, has given rise to many of the interpretive difficulties that exist under current

law. Treasury’s proposal allows continued CFTC jurisdiction over transactions occurring on an

“organized exchange” and supplies a detailed definition of this new term. The definition clarifies

that entities engaged in the business of buying or selling Treasury Amendment instruments, such

as banks, broker-dealers, futures commission merchants, and government securities dealers/and

brokers, will not be deemed to be organized exchanges; rather, the definition includes entities that -

serve as a marketplace for arms’ length transactions. ‘

|
!
|
!




- Treasury Amendment Legislation

|
|
Section 2(a)(1)(A) of the Commodity Exchange Act (7 U.S.C. 2(ii)) is amended--

|

i

SEC. 101. TREASURY AMENDMENT CLARIFICATION.

(a) by striking clause (ii) and inserting the following:

“(i1) Except as provided for in subsection (iii), this chapter shall not zipply
to and the Commission shall have no jurisdiction over transactions in or in any way
involving foreign currency, unless the transaction is a contract of sale for future

delivery or an option and is conducted on an organized exchange " !
-
(b) by adding at the end the following new subsections: !
(
“(in) Sections 4b and 4o of the Commodity Exchange Act (7 U.S.C! l 6b &
60) and any antifraud regulation promulgated by the Commission pursuant to ac(b)
of the Act (7 U S C 6c(b)) shall be applicable to transactions in or in any way
involving foreign currency if the transaction is a contract of sale for future delivery
or an opnon and is conductcd bemeen any unregulated person and a retail |
customer.’

“(iv) This chapter shall not apply to and the Commission shall have %10
junisdiction over transactions in Or in any way involving security warrants, security
rights, resales of installment loan contracts, repurchase options, government

. secunties, or mortgages and mongau: purchase commitments, unless the
transaction--

(1) is a contract of sale for future delivery, or an option on either a
future or a commodity that is not a security, and ;

(I1) 1s conducted on an organized exchange. |
i

- -

“(v) The following definitions shall apply for purposes of this sectio

(1) REGHT AT D PERSON

(a) The term “regulated person” means a p_er‘son
that 1s regulated or supervised by an appropriate federal
banking agency as the term is defined in section 903 of
International Lending Supervision Act (12 US C. 3902) a
government securities broker, a government securmes
dealer, or a registered broker or dealer as defined in section

3(a) of the Securities Exchange Act of 1934 (15 US.C
| ~ |
|



78c(a)); or an investment company registered under section
8 of the Investment Company Act of 1940 (15 U.S.C! 80a-

8), or

|
- (b) an affiliate of a person described in subclause
(a), but only to the extent that the affiliate conducts a
transaction (other than a transaction conducted on an
organized exchange) covered by section 2(a)(1)(A)(ii) or
section 2(a)(1)(A)(iv) through such a person. i

(II) UNREGULATEDPERSON ~ * |

a regulated person. . o

(I11) RETAll. CUSTOMER

“than--

The term “unregulated person means any person othcr than
i

|
|
o
The term “retail customer” means any natural person other
i
E
(a) a natural person whose net worth, or, in the case
of a natural person who is married, joint net worth with that
person’s spouse, exceeds 31,000,000, or l ,
- !
(b)a natural person who had an income in exé:ess of
$200.000 in each of the two most recent years, or in the
case of a natural person who is married, joint income, with
that person’s spouse in excess of $300,000 in each of those
vears i ‘
|
. I
Frovided, that the term “retail customer” shall not inf;lude
anv ‘person to the extent that such person is represented by
a regulated person in a transaction (other than a transaction

‘conducted on an organized exchange) described in sc%ction

2tax L A)() or section 2(a)(1){A)(v).

!

(IV') ORuGANIZLD EXCHANGE N

term’

(a) Except as otherwise provided in this subclause, the
orpanized exchange”™ means-- |

(1) a board of trade designated by the Comn%nission
as a contract market or a physical or electronic market
place or similar facility affiliated with a board of trade S0
designated as a contract market, or



2)a phys:cal or electronic market place or su'mlar

facility through which unaffiliated persons, for their own :
accounts or for the accounts of customers, enter lntoand
execute arms’ length binding transactions by acqeptix{g bids
and offers made by one person that are open to all persons
who conduct business through such market place or sumlar
fac:hty ¥

(b) Notwithstanding subclause (III)(a),‘ the term
“organized exchange” does not include-- |
¥ .
(1) parties engaged in privately negotiated bilateral
transactions, even if such parties use electronic means to
communicate of execute transactions, or
\ I
(2) government securities dealers or brokers, as
defined in section 3(a) of the Securities Exchange Act of
1934 (15 U.S.C. 78c(a)) : |

(V) OPTION
. | !
The term “option” means a transaction described in Section

dc(by of this Act ™

|

Src 102 SAVINGS CLAUS! i
Nothing 1n section 101 of this Act shall be interpreted as altering the Futures
Trading Act of 1982 (Pub L. No 97-444) ;

|
{
|
I
|

|
i
|
In general, the amendment would cxempt transactions in or in any way involving foreign |
currency from the Commodity Exchange Act (CEA), that would otherwise be subject to the
CEA. unless the transactions were conducted on an organized exchange. The amendment would
permut over-the-counter foreign exchange transactions between unregulated persons and retazl
customers. but such transactions would be subject to CFTC anti-fraud authority under secuons «
4b and 40 of the CEA The amendment adds the term “in any way involving” to clarify that
options and cash settled transactions are within the scope of the Treasury Amendment l
.exempuion, as are transactions invohving the values, yields, or rates on the listed mstrumems

\

|
|
|
|



Additionally, transactions in or, in any way, involving security warrants, security rights, resales of
installraent loan contracts, repurchase options, government securities, or mortgages and .
‘mortgage purchase commitments are exempted from the CEA unless the transaction is a fu;ture
or an option on a future or a commodity that is not a security and is conducted on an organized
exchange. o

. I
The amendment would add new definitions of “regulated person”, unregulated person” “retail
customer”, “organized exchange” and “option” to the CEA. A “regulated person” is a perlson
who is currently regulated by the Office of the Comptroller of the Currency, the Board of i
Govemors of the Federal Reserve System, the Office of Thrift Supervision and the Federal
Deposit Insurance Corporation. The definition is intended to include banks, savings assoc:anons
foreign banks, holding companies. operating subsidianies, affiliates, service corporations, Edge
Act corporations, and Agreement Corporations operating under section 25 of the Federal |
Reserve Act. Additionally, the term includes particular entities registered with the Securities and
Exchange Commission such as government securities brokers and dealers. Finally, the term
includes affiliates of such persons, but only to the extent that the affiliate conducts a covered
transaction through such persons The term unregulated person” means any person other|than a
. regulated person.

L 1Y

H

The term “retail customer™ has been defined to mean any natural person other than (a) a natural
person whose net worth exceeds $1,000,000, or (b) a natural person whose annual income
exceeded $200,000 (or whose joint income with that person’s spouse exceeded $300,000) in
each of the last two years The term does not include, however, a person who is represented by
a regulated person . . i

The term “organized exchange™ has been defined to mean both (1) a board of trade des;gnated by
the CFTC as a contract market and affilhated exchange-like facilities, and (2) a physical or |
electronic market place or similar facility by means of which unaffiliated persons engage inarms’
length binding transactions by accepung bids or offers made by one person that are open to all
persons who conduct business on the facility The definition is intended to clarify that entities
that are engaged in the business of buving or selling Treasury Amendment instruments, such as
banks: broker-dealers. futures commission merchants, and government securities dealers and
brokers, are not “organized exchanges” i
The term “option™ is defined 1o include any transaction involving any commodity regulated under
the CEA which is of the character of. or 1s commonly known to the trade as, an “option”,
“prvilege”, “indemmity”, “bid”, “offer”. “put”, “call”, “advance guaranty”, or “decline gua

anty”.

PP, . SO —

The amendment includes a savings clause to clarify that the amendment may not be interpreted as
altering the Futures Trading Act of 1982 Pub. L No. 97-444, the so-called “Shad-JohnSOn
Accord © Among other things, this Act imposed restrictions on the CFTC jurisdiction over
options on securities and options on foreign currency traded on a national securities exchange,
which are now regulated by the Securnities and Exchange Commission. :



The Commodity Exchange Act (the “CEA”) vests the Commodity Futures Trading Commiss?on
(the “CFTC”) with “exclusive jurisdiction” over commodity futures and options, and outlaws all
commodity futures and options transactions that are not conducted in accordance with the CEA
and the regulations promulgated by the CFTC. As a result, certainty about the legal status of
transactions that may fall within the scope of the CEA -- such as over-the-counter (“OTC”) |
derivatives -- is extremely important since a transaction that is premised on an understandingiof
the law that is subsequently rejected by the courts could be | eable. Legal uncertainty of
this nature presents systemic risk issues, because parties to ¢ -ofitransactions that were found
to be unenforceable could repudiate their obligations. Legal uncertainty may also inhibit the | |
development of risk-reducing systems, such as clearinghouses, because the regulatory regime to
which such systems may be subject is uncertain. , » |

‘1
I
1

The proposals discussed below are aimed at reducmg legal uncertamty in the OTC denvatwes
markets. They reflect a judgment that the CEA is, in most cases, unsuited to the regulation of
these m.arketsmﬁcﬁmmmmﬂbﬁmm&rmnﬁmwm
tradedHnstruments. However, proposals to enhance legal certainty by excluding certain derivative
transactions or market partzczpants from the CEA are not at odds with proposals to enhance |
oversight by other agencies of the derivatives activities of banks, broker/dealers, and their L
affiliates. Rather, the overall goal of these proposals is to insure that regulation is clear in scope

and appropriate to the characteristics of the markets. : . |
' |

1L Swap Exemption and Hybrid Instrument Rule ’ }
Current Law. In 1989, the CFTC issued a Policy Statement Concerning Swap Tr’ansactions:} (the
“Policy Statement™), which reflected the agency’s view at that time that “most swap transactions,
although possessing elements of futures or options contracts, are not appropriately regulated as
such under the [CEA] and regulatlons 7 At that time, the CFTC lacked the authority to exempt
the CEA, so market
participants understood the Policy Statement as a determination by the CFTC that “most” sxyaps
are not within the scope of the CEA (ie., they are not commodity futures or options).— ! -

|

: P
In 1992, Congress amended the CEA to give the CFTC authority to exempt transactions from all
provisions of the CEA except a provision that codified an agreement between the CFTC and the
Securities and Exchange Commission (the “SEC”) about the respective jurisdiction of those

‘1
7

|
I

! The CFTC did have exemptwe authority for commod:ty options at that time,’ but
the Policy Statement did not purport to exercise this authority with respect to options.

|
%
|
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agencies (known as the “Shad-Johnson Accord”).2 Congress also indicated that the CFTC sh%)uld
use its authority to exempt swaps from the CEA “to the extent that such agreements may be |
regarded as subject to the provisions of [the CEA].” 7 U.S.C. § 6. In other words, Congresg
indicated that swaps should not be regulated under the CEA, but did not clearly establish that;
swaps are commodlty futures or options that would be subject to the CEA in the absence of a an

exemption.? , (

, |
In 1993, the CFTC adopted the Swap Exemption, which exempts certain swap agreements from
all provisions of the CEA except the Shad-Johnson Accord and the CEA’s anti-fraud provisions.
17 CF.R. pt. 35.* The limitations on the scope of the Swap Exemption are implicitly at odds]with
the apparent rationale for the Policy Statement, since swaps could not be subject to the CEA’s
anti-fraud provisions unless they actually are commodity futures or options. |

A swap agreement must meet the. followmg criteria to fall wnthm the scope of the Swap P
Exemption: : |
i
(1) The swap agreement must be entered into between eligible swap participants, '
“Eligible swap participants” are defined to include various regulated financial institutions, .
_ business enterprises that meet certain tests relating to total assets or net worth, certain
pension funds, state and local govemments and individuals with more than $10 million in

total assets.

© (2) The swap agreement may not be part of a fungible class of agreements that are .
standardized as to their material economic terms. }
|

(3) The creditworthiness of the parties to the swap agreement must be a material
consideration in entering into and determining the terms of the swap agreement.

i
i
F
A

! The consequences of the Shad-Johnson Accord are discussed further in Section II-
below. |
: (
|
3 Congress also enacted a similar provision authonzmg the exemption of “classes of

1

hybrid instruments that are predominantly securities or depository instruments.” Id. s
Y p Y p ry !

! The CF’I'C also adopted its Hybnd Instrument Rule, which exempts secuntxesf and
bank deposnts that have some of the characteristics of commodity futures or options from all;of
the provi isions of the CEA except-the Shad-Johnson Accord. 17 C.E.R. pt. 34. To qualify for the
rument must derive more than 50% of its value {as determine;

‘ “from aspects of the instrument that are not
related 1o the value of commodities, must be subject to securities or banking laws and sold to
persons eligible to purchase the instrument under such laws, and must satisfy certain criteria
regarding marketing, payment terms, and settlement.

}
|
|
!
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(4) The swap agreement may not be entered into and traded on or through a multilateral
transaction gxecutton fac:hty

Reason for Change. The Swap Exemptxon has been only pamally successful in alleviating legal
uncertainty in the swaps market. Earlier this year, the CFTC published a “Concept Release” that
requested comment on whether the Swap Exemption should be amended to provide that market
participants must comply with more rigorous requirements to be eligible for the exemption.
Because it has never been conclusively determined that swap agreements are in fact. commodity
futures of options, it is not clear that the CFTC can impose any restrictions on the market
 (including those found in the current Swap Exemptlon) iﬁhref"‘f{‘—nnposcs-vms
rcstrrctwuswzthautdcm'

regulatory framework in whlch certain types of swaps are held to be futures or optlons that must .;’a
comply with CFTC regulations in order to be enforceable, while other types of swaps are held to
be entirely excluded from the CFTC’s jurisdiction. Many have expressed the view that the . =
markets in questlon are too large and important to be subject to this sort of 1egal uncertamty-zm}

rcgummmgcntymmnwmpm—anﬁmty

In addition, the Swap Exemption itself has several ambiguities that should be resolved. First, |
swap agreements have become increasingly standardized over time, as a natural result of the ,
maturing of these markets. There is concern that the CFTC or a court may determine that certain
types of swaps do not meet the requirement that exempt-swaps must not be part of a fungible
class of agreements that are standardized as to their material economic terms. If the swaps are

also found to be commodity futures or options, it follows that they are illegal and unenforceable
_ (unless sdme other exemption from the CEA, such as the trade option exemption, is available)

Second, the term “multilateral transaction execution facility” is not defined in the Swap i
Exemption. However, the CFTC has explained that the term refers to a physical or electronic

5 The Concept Release also sought comment on whether the Hybrid Instrument Rule
should be amended thereby raising similar questions as to the CFTC’s authon

he vxew that ins

regulate thesé inste
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|

i

i

|

|

|
facility that links market participants simultaneously with the capability of entering into bindirgg
contracts among tl lves. As a result, there is a concern that the CFTC or a court may |
determine that fhe uge of screen-based trading systems that match swa counterpartues or
clearinghouses that net counterparties obligations, arewotrid maks
because they increase the similarity between swaps and comparable exchange-traded futures or

options. |

Proposal. Treasury staff proposes that Congress amend the CEA to exclude qualified swap
agreements from the CEA ¢ An exclusion from the CEA is preferable to the current exemption,
because it would eliminate uncertainty about the effect of CFTC regulatory action on these* |
markets. The proposed echusnon would conclusively estabhsh that swaps that quahﬁ/ for'the
exclusmn

The exclusion would retain some of the requirements of the current Swap Exemption. =~ . -
Transactions would qualify only if conducted between appropriate persons. The requnrement that
creditworthiness of counterparties be a material consideration would also be retained, to insure
that swaps qualifying for the exclusxon are not fungible instruments that compete directly wnth

exchange-traded instruments.? {Some-policy-inputisweeded-here—Retaiming the
ardmmhmtwﬂﬁmmdﬂswh—:mmmmmmthﬁm
m%mmm%tﬁmmmﬂrmmgtﬁcﬁwdmmtﬁnmh
clearinzirousessi-However, the limitation on standardized terms would be eliminated, since:it
creates uncertainty as to the scope of the exclusion while adding little to the limitation on l
fungibility that is implicit in the requirement for consideration of credit risk.- ‘
|
|
: i
This proposal is consistent with the position taken by Treasury in debate about the
. |

$

CEA last year.

7 Treasury staff also proposes codifying the Hybrid Instrument Rule as an exclixsion
of covered instruments from the CEA. Although the Hybrid Instrument Rule does not raisejas

many 1ega1 certamty issues as the Swap Exempnon, an exclusmn would resolve qu

8 We note that keeping the credntworthmess requirement would impose hrmts on

how any potential swaps clearinghouses are structured. » o

|
i
!
|
i
|



5

Finally, the limitations on transactions conducted through multilateral transaction execution

facilities would be replaced by a requirement that transactions not occur through an “organized
futures exchange.” An organized futures exchange would be defined in the statute to include;
recognized futures and options exchanges, securities exchanges and securities associations, ax‘nd
anything functionally equivalent to a recognized exchange. The definition of functional V
equivalenicy would focus on the main attributes of current futures and securities exchanges, ;
including the potential for participation by the general public, the ability to make trades for the
account of customers, and the availability of all bids and offers to all persons doing business [
through the facility. The deﬁmtlon wou[d exclude cleannghouses and electronic screen-based
trading systems.

eﬁeﬁ&mwwﬁmwmmmmmmm

l
!
i
J
!

II.  Swaps and Futures on Non-Exempt Securities j i
Current Law and Reason for Change. The Shad-Johnson Accord prohibits futures-on secur‘ities
other than (1) securities that are exempt from the securities laws or (2) broadly-based secunty
indices. Moreover, the CFTC cannot provide exemptions from this restriction, since the agency s
exemptivz authority does not extend to the provisions of the Shad-Johnson Accord. Thus, to'the
extent that a swap involving a security that is not exempt from the securities laws (a “non-exempt
security”), such as an equity swap, a credit swap, or an emerging market swap, is deemed to tie a
commodity futures contract, it would be illegal, and the Swap Exemption would not (and could
not) protect it. A : §
!

Swap max’rkets in these instruments have developed, however, due to the CFTC’s statements in the
Policy Statement that “most” swaps are not appropriately regulated as commodity futures or |
options. The CFTC’s Concept Release greatly unsettled these markets, because statements
implying that swaps might be viewed as futures were tantamount to saymg that swaps in non- |
exempt securities might be illegal. Legislation enacted as part of this year’s Omnibus ;
Appropriations Act temporarily alleviated this problem to some extent by freezing until March 30,
1999, the pre-existing legal status of swaps entered into in reliance on the Policy Statement (but
without actually clarifying what that legal status is). ‘
|

. {
Proposal. Treasury staff proposes including swaps on non-exempt securities within the scope*of
the exclusion from the CEA discussed above ! This change in the law would clarify that these
swaps are entitled to the same legal status as other swaps if they fall within the terms of the
exclusion. Because swaps on non-exempt securities can be used as substitutes for direct

;
i

i
i
|
|
|

*
N

The regulation of screen-based trading systems and clearinghouses is dlscussed in
Sections IV and V below.

9

1 Again, this is consistent with positions taken by Treasury in the past.
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investments in securities, however, they would be subject to the anti-fraud jurisdiction of the SEC
(and possibly other provisions of the securities laws). Thus, these markets would benefit ﬁom
greater legal certamty but would be subject to regulation.

Treasury staff also proposes repealing the provrsxon of the Shad Johnson Accord that bans !
exchange-tr; 0 late such
instrumeén co

i
B

III. Treasury Amendment: Foreign Currency and Government Securities
Derivatives |

Current Law. The Treasury Amendment excludes certain derivatives transactions in foreign

~ currency, government securities, and certain other non-physical commodities from the CEA.| . -

Although some uncertainty about the scope of the Treasury Amendment was resolved by last
year’s Supreme Court decision in CETC v. Dunn, legal uncertainty continues to revolve around .

the Treasury Amendment s use of the term “board of trade.” : : i

“Board of trade” is defined in the CEA to mean “any exchange or association, whether ;
incorporated or unincorporated, of persons who are engaged in the business of buying or selling
any commodity or receiving the same for sale on consignment.” 7.U.S.C. § 1a. The term ha:s;two
important functions in the CEA: First, it is used in the provisions of the CEA and CFTC |
regulations that require any commodity futures or options transaction to be conducted on a |
“board of trade which has been designated by the Commission as a ‘contract market’.” Thus,
futures and options trading in a particular commodity may occur only on a board of trade that has
effectively been licensed by the CFTC for that purpose. Second, the term “board of trade” i<i.|s used
to limit the scope of the Treasury Amendment: transactions involving Treasury Amendment,
products (such as foreign currency and government securities) are excluded from the CEA unless
conducted on a board of trade.

D

|
Reasonfor Change. The Treasury Amendment is a statutory exclusion that provides one of the
legal legs on which the OTC market rests. The “board of trade” clause of the Treasury ‘
Amendment limits the exclusion. A clear understanding of “board of trade” in the Treasury ;
Amendment is therefore critical for determining which transactions are not subject to CFTC!
jurisdiction. As defined in the CEA, the term “board of trade” is potentially quite broad. ’I‘h:s
breadth arguably makes sense for certain provisions of the CEA, such as the provisi
eﬁ‘ectwely bnng all futures and options trading under CFTC jurisdiction. However, asisome
: : .this breadth makes no sense at all in the context of the Treasury
Amendment In such a context, in order for the exclusion to have any meaning, any exceptrons to
it must be narrow and clear. ! i

In light of recent actions, the CFTC appears to have a broad view of the meaning of “board of‘
trade.” Courts that have interpreted the term “board of trade” in the context of the Treasury

i
i
[
!
y
i
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Amendrnent have generally agreed that Congress could not have intended a literal apphcatxon of
the CEA’s definition of that term for the purposes of the Treasury Amendment, since such al
reading severely limits, if not obliterates, the scope of the Treasury Amendment. However, the
courts are divided over just what the term does mean in that context. One court (the Ninth |
Circuit) has said that “board of trade” in the Treasury Amendment means “organized ﬁ.ttures‘
exchange,” while another (a district court in the Second Circuit) has said that term m t

anythmgr other tha.n the interbank market. Such legal ambiguity chills market

: to harmomze the Treasury

IV. Trading Systems

Current Law and Reason for Change. Broker-dealers that sponsor or operate automated
systems for receiving or displaying and matching or crossing orders for securities transactions

(called “broker-dealer trading systems™) are required to register such systems with the SEC, to
keep records of participants, transactions and orders, a reports with the SEC. Ear%rcr

thisyear—tThe SEC proposedis expected to a : 2 expanding its regu!at:on
1
of some of these systems. Trading systems for government secuntxes brokers and dealers are not

subject to &nmqmrcmm@w but are subject to oversight by Treasury or the

federal bank regulatory agencies.

i
i

The development of similar trading systems for OTC derivatives has been inhibited by uncertainty
about the applicability of the CEA. since a trading system may be deemed to be a “multilateral
transaction execution facility” or a “board of trade.” Systems that have been developed - such as
government securities derivatives systems operated by inter-dealer government securities bro}cers
or systems for foreign exchange trading that are based in London but are available to U.S. |

|

1

4,.

n The debate about the meaning of “board of trade” may be influenced by soon-to-be
published SEC rules that will exempt, but not exclude, government securities automated trading
systems from a revised regulatory definition of “exchange.” If such systems are “exchanges”
(albeit exempted ones) for purposes of the securities laws, the CFTC may argue that they are.also
“boards of trade” when they trade derivatives. A : i

|
1
W
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|

customers — must evaluate legal risks in making decisions about what products they will trade or
how they structure their business.

This i is further complicated by the views of the traditional futures exchanges, v
viewconsider the development of extensive trading systems for OTC derivatives asto:
competitive threat. For several years, these exchanges have lobbied for a relaxatxon of the CEA
that would allow them to develop “professional markets” (also known as ‘ pro markets™) — llghtly
regulated futures exchanges that are open only to sophisticated investors — in order to. compete

more effectively with OTC markets. I

1

|

{

|

|
would

l

Proposal. S ‘

As discussed above, Treasury staﬁ' recommends that the terms “multilateral transaction execution
facility” in the Swap Exemption and “board of trade” in the Treasury Amendment be replaced by
a new defined term, “organized futures exchange.” In the drafting of this deﬁmtlon partlcu]ar

ﬁttentlon would be given to clarifying the status of tradmg systems.—

Trading systems for OTC derivatives would not be organized futures exchanges if they met
certain “s ,afe harbor criteria, such as limiting their trading to non-physical commodities i

noditi han agricultural or mineral products)and limiting system access to |
sophlstlcated partles trading as principals. As a result, trading systems meeting these standards
would nct be subject to direct regulation, since the participants in the markets would not need
government assistance to protect their interests. As described below, however, clearinghouses
associated with trading facilities would be regulated to address systemic risk concerns. In order
to provide “pro market” relief to futures exchanges, the proposal would clarify that futures
exchanges could establish affiliates that would qualify for the safe harbo ]

S hg_sough; but we believe'that it :

seling’the playing field.”

|
R
The proposal would not make any changes to current law with respect to securities trading ]
systems. The proposal would clarify, however, that trading systems for government securities
derivatives would be treated like systems for other OTC derivatives on non-physical commodities.

\
V.  Clearinghouses |
Current Law. }
|

Futures. Although the CEA does not exphcltly give the CFTC authority over commodxty futures
or option clearinghouses, it is generally settled that the CFTC has the authority to regulate |

This proposal is similar to positions that Treasury has taken in the past. |

12
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~ clearing when it is performed by or for a CFTC-desiggat’ed contract market, even when the 1

clearing is performed by a separately incorporated clearing corporation. CFTC regulations place
various requirements on clearing organizations, including requirements for recordkeeping, |
segregation and investment of customer funds, and submission of rules for CFTC approval. The
CFTC also has worked closely with the SEC on cross-margining of futures and securities

posmons on CFTC- and SEC-regulated exchanges : : |
Howcvcr%:fhe CFTC’s authority over the clearing of instruments that are rof traded on a CFTC-
designated contract market is questionable; owever, despite the agency’s assertions of , |
jurisdiction. In its May 1998 Concept Release, the CFTC stated its belief that the clearing of |
swaps is not permitted under the Swap Exemption. Presumably the agency would have similar
views on clearing facilities for all other instruments that are exempted from the CEA, such as!
foreign currency. In an October 8, 1998; comment letter on the CFTC’s Concept Release, the
Foreign Exchange Committee, a group of major domestic and foreign commercial and mvestment :
banks and foreign exchange brokers, argued that the CFTC does not have statutory authority to
regulate clearing entities that are not connected to a CFTC-regulated exchange or contract

market, and that the agency’s position created legal uncertainty that caused some of their

" members to consider moving their business offshore.

4

i

In response to CFTC actions, on June 15, 1998, the London Clearing House (LCH) filed a !
petition for exemptive relief with the CFTC that would permit qualified U.S. entities to use a 4
clearing facility being developed by LCH for interest rate swaps and forward rate agreements. In
addition, CLS Services, a UK. holding company that is developing a foreign exchange cleann‘g
facility called the Exchange Clearing House Limited (ECHOQ), has approached Treasury for a 1
clarification of the application of the CEA to ECHO.

\

|
Securities. Unlike the CFTC, the SEC has explicit authority to reglster and regulate clearing | l
agencies for the clearance and settlement of securities (other than exempt securities) and to |
facilitate the establishment of linked or coordinated facilities for the clearance and settlement of
- transactions in securities, securities options, futures, options on futures, and commodity opttoﬁs
In exercising this authority, the SEC is required to coordinate with the CFTC and consult w1th the
Federal Reserve. o
Reasons for Change. The legal uncertainty surrounding the CFTC’s authority for the clearing -
and settlement of financial instruments that are nof traded on a CFTC-designated contract market
has slowed the development of clearing entities for OTC instruments such as swaps and foreigln
exchange contracts. This uncertainty has unnecessarily retarded the development of systems that
can reduce settlement risk and ultimately systemic risk and contnbute to-the efficient operatlon of

financial markets. :

," |
Proposal. Treasury staff recommends seeking legislation that would provxde the CFTC with | |
explicit statutory authority to regulate the clearing and settlement only of instruments that are|

traded on CFTC-designated contract markets. Such a proposal also should provide the CFTC

i

|
i
1
|
|
|
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with a statutory directive (modeled after the SEC’s requirement) to coordinate with the SEC land
the Federal Reserve to facilitate the establishment of hnked or coordmated facilities for the |
clearance and settlement. ! |
Treasury staff recommends leaving unchanged the SEC’s authority to oversee SeCuI'ltleS ‘
clearinghouses.

i

|
Finally, for eleannghouses that may develop for interest rate, currency and other swaps forex‘gn )
.exchange' and other ﬁnancxal instruments not exphcrtly overseen by the SEC or CFTC, we |

remove the legal uncertamty surroundmg the development of swaps and foreign exchange c)earmg
organizations and provide an avenue for reducing systemic risk. Moreover, the allocation. of

regulatory authority among the CFTC, the SEC and the Federal Reserve would be consistent with
~ the respective jurisdiction of those agencies over products and market participants.

'VI.  Limits on CFTC Anti-Fraud Authority

Current Law. The CFTC has broad anti-fraud authority that is designed to provide the agency
with considerable leeway in addressing unauthorized practices by entities regulated by the CFTC
(such as futures commission merchants, introducing brokers, and commodity trading advisors)
‘and those: who are not regulated by the agency but who offer or sell products that are subject to
the CFTC’s jurisdiction. The CFTC currently does not have anti-fraud jurisdiction over I
transactions covered by the Treasury Amendment, however, unless such transactions are :
commodity futures or options and are conducted on a “board of trade.” As discussed above,|the
meaning of the term “board of trade” is the subject of considerable uncertainty. Moreover, [
although the CFTC has asserted that it has anti-fraud authority over swaps, this assertion of s
authority is legally supportable only if the products in questions actually are commodity futures or
options. Since the legal status of these instruments is not clear, the scope of the CFTC’s arm-

fraud jurisdiction is not clear either. : ;

|

Reasons for Change. Desplte questions about the scope of its authority, the CFTC has actlvely
pursued enforcement actions against foreign exchange “bucket shops” (i.e., unregulated entmes
that deal with the general public) in which the CFTC contends that the entities are “boards of
trade” that are trading illegal futures or options contracts. These enforcement actions have |
resulted (and will continue to result) in litigation about the meaning of the term “board of trad
that has spillover effects on OTC markets for foreign currency and government securities. The
situation creates an undesirable “Catch-22,” in which decisions that uphold the authority of the
CFTC to pursue fraud may undermine the enforceability of legitimate derivatives transactions m
foreign currency and government securities.

i
i

|
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The CFTC has not, to date, initiated enforcement actions in the swap market that have tested the
agency’s assertion of jurisdiction. If such enforcement actions are initiated in the future, hcvifever,
they are likely to result in litigation that may ultimately be damaging to the markets in questit;)n.
Proposal. Last year, Treasury proposed legislation that would give the CFTC specific authonty
to prosecute fraud by unregulated entities that sell foreign exchange products to retail customers
(i.e., “bucket shops™) : : This proposal would allow the CFTC to pursue these actions
without having to litigate questions concerning the agency’s authority. However, the egxslatson
would exclude transactions in other Treasury amendment products (including government |
secunties) fr m CFTC jurisdiction unless they are conducted on an organized futures exchange
i viany of the productst
quesnon are-etther secuntles (and therefore subject to SEC junsdxcnon)—fanmdnctrﬁmtmm

done to them ' : », I
|
As discussed above, Treasury staff also recommends excluding swaps and hybrid instruments
from the CEA. As a result, transactions covered by the exclusion would not be subject to CFTC
anti-fraud jurisdiction. In the case of swaps, this result is appropriate because market participants
must be “appropriate persons” in order to participate in the market. Persons covered by the !
definition of “appropriate persons” — such as banks, broker/dealers, large corporations, and high-
net worth individuals —~ do not need government regulation to protect themselves from fraud, and.
can avail themselves of common law remedies if they have been defrauded. In the case of hybrid
instruments, products excluded from the CEA are subject to oversight by the SEC or federal bank
regulatorts.

i
i
|
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THROUGH: Gary Gensler |
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FROM: a " !

Assistant Secretary - i

" (Financial Markets) i
SUBJECT: Report of the President’s Workmg Group on Financial Markets on OTC

Derivatives Markets and the Commodity Exchange Act i

A principals’ meeting of the President’s Working Group on Financial Markets (“PWG”) has been
scheduled for Tuesday, October 19. The purpose of this meeting is to discuss and obtain final
approval of the report on OTC derivatives and the Commodity Exchange Act (“CEA”"). A few
controversial issues remain regarding the report, at least one of which may require resolutxon at
the principals’ meeting. We are in ongomg discussions with the other agencies to try to reach
-consensus on the open issues. ' :
Attached for your information is the most recent version of the report. This version is no»\!i in the
interagency clearance process, and we hope to have clearance on Monday, October 18. We plan -
-to make the report public on Monday, October 25. Senator Lugar, chairman of the Senate .
Agriculture Committee, tentatively plans to hold a hearing on the report on October 27.
However, given the ongoing state of discussions regarding the remaining issues, it is possible
that this timetable will have to be revised. » ;

- This memorandum provides a brief summary of the report, focusing on the recommendations,
and explores in greater detail the issues that are likely to arise in Tuesday’s discussion.
A ‘ . |
!
Overview
S !
Overall, the Working Group concluded that the current legal and regulatory structure requires
updating in order to encourage innovation and competition, reduce systemic risk, and mamtam
US leadership in the market for derivatives. More specifically, the Working Group report. focuses
on changes to the Commodity Exchange Act (“CEA”) that are necessary to enhance the extent to
which OTC derivatives transactions may be conducted with legal certainty. The Workmg
Group’s recommendations include:

i

Changes in the Treasury amendment providing for (i) continued CFTC jurisdiction (,)ver



products sold on an “organized exchange” (currently, the statute references the more °
ambiguous term “board of trade™); (ii) explicit CFTC jurisdiction over “bucket shop” -
operations that cater to retail customers; and (iii) a clarification that all other forelgn i
currency transactions are excluded from CFTC jurisdiction.

Removing legal uncertainty by creating a statutory exclusion for bilateral swap
agreements from the Commodity Exchange Act (CEA), provided certain conditions are
met. '
Amending the CEA to clarify that entering into or trading swaps through electronic
trading systems does not provide a basis for regulation of the system prov1ded certain
conditions are met.
Permitting the use of clearing systems for OTC derivatives, though such clearing systems
would be subject to regulation. A “clearing system” would be defined as a system in !
*which the obligations of counterparties to a transaction are discharged and replaced by
obligations of a central counterparty or by other participants in the system. i
H
Modification of the CFTC’s “exclusive jurisdiction” clause so that the CEA isnot i
construed as limiting the authority of the SEC and the bank regulatory agencies with
respect to “hybrid instruments.” (In addition, the PWG will continue to consider the
merits of a broader modification of the exclusive jurisdiction clause.)

I3
i
1
i

Summary of Report

i

The repiort begins by providing a background on over-the-counter derivative instruments and
the issue of legal certainty. In particular, the report notes the growth of the OTC market in
recent years, and the problems that have been posed by the lack of legal certainty. Legal .
certainty issues have already begun to inhibit financial institutions from developing and j
offering new instruments and new initiatives to manage risk and have the potential to damage
the competitiveness of US financial markets.

) : ,
After providing such background, the report explores issues regarding swap agreements,
focusing on the need for legal certainty in a variety of arenas, including electronic trading
systems. The Working Group recommends increasing legal certainty by excluding from the
CEA swap agreements that meet certain criteria - specifically, they. must be bilateral
agreements by eligible parties on a principal -to-principal basis. The exclusion would explicitly
cover swaps that reference securities; legal uncertainty for some of these swaps was increased
last year by the CFTC’s “Concept Release” on over-the-counter derivatives. The Working'
Group believes this change is warranted because the participants in such transactions are
generally capable of making informed investment decisions and do not require additional
protections. In addition, the activities of most derivatives dealers are already subject to direct

or indirect federal oversight. |
' |



f

The report then addresses legal certainty for swaps in the area of electronic trading systems;
noting that excessive regulation could hinder technological innovation in the OTC derivatives
market. The Working Group recommends that the CEA be amended to clarify that excluded
swap agreements entered into through electronic trading systems that meet certain !
qualifications maintain their exclusion, and do not provide a basis for regulation of the system.

- Qualifications include that such a system must be one in which eligible participants act solely
for their own account. Our relatively deregulatory approach to electronic trading systems is'
based on the Working Group’s desire to encourage innovation, efficiency and competitiveness
in electronic trading systems involving sophisticated parties. We do, however, note that some
regulation may become necessary as electronic trading systems develop and grow. For
example, limited regulation aimed at enhancing market transparency and price discovery might
become necessary if problems of the sort that are appropriately addressed by regulation emerge,
but that further regulation does not appear to be warranted at this time. Our recommendations
involving electronic trading systems are the area of greatest debate among the Working Group
members. (See “Potential Areas of Controversy” below.) oo
The final recommendation regarding swaps relates to clearing systems. Clearing systems héve
the potential of reducing systemic risk. The Working Group recommends that Congress enact
legislation to provide a clear basis for the regulation of clearing systems that may develop for
OTC derivatives, and provides details regarding recommended features of such a ;
comprehensive regulatory framework. Legislative action would have the beneficial effects of
encouraging the development of such systems by clarifying their legal status, subjecting them
to appropriate supervision, and ensuring that US firms, mmatrves and markets are not at a
competitive disadvantage.

The report next explores suggested modifications to the Treasury Amendment. Certain
specific language within the Amendment has contributed to the legal uncertainty surrounding
OTC derivatives. The Working Group recommends changes in the Treasury amendment
providing for (i) continued CFTC jurisdiction over products sold on an “organized exchange”
" (currently, the statute references the more ambiguous term “board of trade”); (ii) explicit CFTC
jurisdiction over “bucket shop” operations that cater to retail customers; and (iii) a clarification
that all other foreign currency transactions are excluded from CFTC jurisdiction. !

. |
Hybrid instruments are the next topic addressed by the Working Group report. After exploring
the issues surrounding hybrid instruments, the Working Group decides not to recommend a
codification of an exemption or exclusion for hybrids. The Working Group does recommend
legislation to address legal uncertainty with respect to certain hybrid instruments that reference
securities, as well as a limitation of the CEA’s “exclusive jurisdiction” clause to address ;
potential jurisdictional disputes between the CFTC and other regulators with respect to certain
hybrid instruments. The CFTC believes that it may be possible to create a rule providing
greater legal certainty, but in recognition of the interests of the SEC and the bank regulatory
agencies in this area, agrees not to propose any new rule relating to hybrid instruments without
the concurrence of the other members of the Working Group. The other Working Group
members agree to work with the CFTC in the development of such a rule.



U

i
|

The final area explored in detail in the report is the provision of the CEA providing the CFTC

with “exclusive jurisdiction” over commodity futures. This provision has proven problematic

in juriscictional disputes between the CFTC and other regulatory agencies. The Working ,

Group members all agree that the clause should be modified, and unanimously recommend!

certain limited changes relating to hybrid instruments. With regard to broader limitations on

the exclusive jurisdiction clause, Treasury, the Federal Reserve and the SEC have agreed on

specified limitations, but the CFTC has indicated that it requires further study of the

implications. However, the CFTC agrees to work with the other agencies to develop its v1ews

on a broader modification. .

The final section of the report touches on a number of additional issues which the Working'

Group believes are important to resolve. These issues include single stock futures, regulatory

and tax arbitrage, netting, and derivatives dealers:

- With regard to single stock futures, we state that “the current prohibition on single stock futureS‘
can be repealed if issues about the integrity of the underlying securities market and regulatory
arbitrage are resolved.” The Working Group agrees that the SEC and the CFTC should work
together and with Congress to resolve whether single stock futures trading should be permmed
and, if so, under what conditions.

- For regulatory and tax arbitrage issues, the Working Group concludes that such issues should
be addressed by amending underlying statutes and regulations rather than by attempting to use
the CEA to resolve such issues. In particular, the report notes Treasury’s efforts to address
disparities in tax treatments between investments in derivatives versus their underlying 1

- instruments. '

- On the issue of netting, the Workmg Group reiterates its support for the improvements
recommended in its April 1999 hedge fund report.

- Finally, with regard to-derivatives dealers, the Working Group notes that private counterparty
discipline is the primary mechanism for achieving the public policy objectives of hmmng
potential losses from counterparty defaults and reducing systemic risk. The report again
recornmends that Congress grant enhanced risk assessment authority to the SEC for ‘
unregulated affiliates of broker-dealers.

1

i

- Potential Areas of Controversy !

t

Yesterday, the CFTC raised two major issues concerning the report that have proved difficult to
resolve. Either or both of these issues may become the focus of discussion at next Tuesday’s
principals’ meeting. :
First, the CFTC objects to excluding standardized swaps from the CEA if there is no :
opportunity for the parties to negotiate the terms. Second, the CFTC objects to language in the.
report specifically allowing regulated clearinghouses to clear swaps that are “fungible.”

Conceming the first CFTC issue, we are in the process of working with the SEC and the Fed to

determine if language that states that electronic trading systems must have a feature which

‘permits participants in the system to negotiate on a bilateral basis the specific terms of a swaps
i

i



transaction, whether or not it is used, would be acceptable to them. The argument for such ia
provision is that it retains a distinction between OTC derivatives and futures. The argument
against this provision is that it may hinder the development of efficient trading systems for '
contracts that have become standardized due to the legal necessity to offer this negotiation '
* feature. From a public policy perspective, we do not necessarily see the benefit to '
recommending such a position. : |

i
With regard to the second issue, one possible reason for the CFTC’s concern with the word
“fungibility” is that they do not want to permit clearinghouses outside of their jurisdiction to
permit futures-style offset of contracts. In other words, they do not want a party to take a swaps
position with one counterparty and then take an exactly opposite swaps position with another
counterparty and thus be able to extinguish both positions and any potential liability. Allowmg
this may, from their point of view, make the swaps too similar to futures contracts. However,
there are benefits, including reduction of systemic risk; in allowing regulated clearinghouses to
provide for futures-style offset. We, the Fed, and the SEC believe that the substance of the
recommendation should remain intact. However, this is a substantial change from current .
practice. By forcing this issue, we may be putting Chairman Rainer in a very difficult position.

Another possibility is that the CFTC may be concerned with the use of the word “fungible” in
the report because they believe that the Chicago exchanges will be “up in arms” if they seeithat
particular word. But using other words that achieve the same result is unlikely to relieve the
.concerns of the Chicago exchanges. Ambiguity may not be appropriate, because it would not
be a good idea for the report to be ambiguous on a key point and then have it come out in
Congressional hearings a few days after the report is released that the agencies have a
fundamentally different interpretation of what their report means.
We are continuing to discuss this issue with the CFTC. If it cannot be resolved, there may need
to be a footnote in the report that indicates that Chairman Rainer is not in complete accord with
the other Working Group members concerning the desirability of clarifying that certain |

fungible swaps are not subject to the CEA.
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'Over-the-Counter Derivatives Markets
and the Commodity Exchange Act

Report of - ‘ : i
The President’s Working Group on Financial Markets

L Introduction ,

Last year, in the Conference Repqrt for the Omnibus Consolidated and Emergenbyg
Supplemental Appropriations Act of 1999, Congress indicated that the Commodity Futures
Trading Commission (the “CFTC") should work with the President’s Working Group on &
Financial Markets (the “Working Group”)' in developing policy with respect to over-thé-ccf)unter
(“OTC”) derivative instruments.’ As a result, the Working Group committed to prepare a g'eport
to Congress on issues affecting OTC derivatives. This Working Group report focuses on
» chahges to the Commbdity Exchange Act (the “CEA”) that are necessary to clarify and en};xance,
the exhent to which OTC derivatives transactions may be conducted with legal certainty uﬁder the
CEA and to remove obstacles to innovation in our financial markets. |

The Working Group has concluded that the current lcgal and regulatory structure must be
updated in order to encourage innovation, reduce systemic risk, and maintain U.S. Ieadersl':nip in
the markets for derivatives. Specifically, the Working Group. is recommending: |

. A statutory exclusion from the CEA for certain OTC derivatives and for cerﬁtain

electronic trading systems; - '

'

U Enactment of an appropriate system of regulation for clearing systems that clear

-OTC derivatives transactions;

. A statutory clarification of the Treasury Amendment consistent with its original
intent; and ,
. A modification of the exclusive jurisdiction clause of the CEA. !

|
- H

! - The Working Group is composed of the Secretary of the Treasury, the Chairman of the Board of
Governors of the Federal Reserve System (the “Federal Reserve™), the Chairman of the Securities and Exchange
Commission (the “SEC”), and the Chairman of the CFTC. |

» H.Rep. No. 825, 105th Cong., 2d Sess. 991-92 (1998). ’
|
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A comprehensive leglslanve approach is necessary to establish clear Congressxonal policy w1th
respect to market innovations such as electronic tradmg and clearing mechanisms for OTC
derivatives.

The Working Group is aware that the OTC derivatives markets implicate statutes aﬁd

| regulatory structures other than the CEA. Accordingly, certain additional issues, including;the'

conditions unider which the trading of single stock futures contracts might be permitted, are
discussed in the last section of the report. Moreover, although this report recommends the '
enactment of legislation to clearly exclude most OTC derivatives transactions fr_om the CE/i\, this
does not mean that transactions should not, in some instances, be subject tb a different regulatory

regime or that a need for regulation of currently unregulated activities may not arise in the future.

. Specifically, although the Working Group recommends excluding certain electronic tradingE

systems for OTC derivatives from the CEA, limited regulation aimed at enhancing market |

transparency and efficiency may become necessary as such systems develop and grow. The

‘Working Group members will continue to monitor and consider the desirability of regulatory or

legislative action to address issues that may arise in the future. ! ‘

The Working Group looks forward to working with Congress to develop legislation to
implement the recommendations contained in this report. . | k
II. Over-the-Counter Derivative Instruments ;

The market for OTC deérivatives has expanded steadily and rapidly over the past twd
decades. At year-end 1998, the total estimated notional amount of outstanding OTC derivative
éontract:s was $80 trillion, reflecting an increase of 11 percent from June 1998, according to‘;data

from the Bank for International Setﬂements (“BIS”). In contrast, exchange-traded futures and

‘options contracts amounted to just $13.5 trillion at the end of 1998, down almost 6 percent from
!

the end of June 19987 ' ‘ : ;
’I”he exchange-traded and OTC derivatives markets differ in several important respects

» Exchange-traded instruments — principally futures and options — are standardized as to the;ir

E Bank for International Settlements, Quarterly Review: Internationa] Banking and Fmanclal
Market Developments (Aug. 1999).
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material terms and conditions, whereas the terms and conditions of OTC instrumehts can lée
negotiated between the parties to the contract. The customization of these transactions to
individual customer needs as to maturity, payment intervals, or other terms allow the custdmer to
adjust individual risk Apositions with greater precision. Exchange-traded instruments, howé'ver,
may offér market participants the advantages of greater liquidity, price transparency, and lower
credit risk than OTC derivatives. Transactions in the OTC market are generally conducted on a
principal-to-principal basis, whereas most exchange transactions are initiated through futux%es
commission merchants (“FCMs”) acting‘ as agents for customers. Exchange-traded mmkefs are
 therefore more accessible to retail customers, whereas the OTC markets tend to be instituti%mal.
The OTC derivatives markets are dominated by interest rate and foreign currency products!
Aécording'to BIS, interest rate and foreign exchange contracts account for the vast majoritﬁl of
-these markets (72 percent and 26 percent, respectively); equity-related contracts make up oénly 2
percent of the market, while t;.mgible commodities account for a fraction of a percent.* |
Activity in the OTC derivatives market is prifnarily concentrated in three types of ,
instruments: swap agreemenis, options, and hybrid instruments.’ The typical swap agreement
invé!ve:; a contract between two j)arties to exchange a series of payments determined by, !
‘reference to the difference between the rate or price of an agreed-upon amount (known as the
“notional” amount) of some underlying asset prevailing on specified dates during the term é}f the
swap agreement and the fixed rate or price specified in the swap agreement. Because the |
notional amount of a swap agreement'is only a cohtractual term used to calculate payments under
the swap agreement, it generally is not exchanged between the parties to the agreement.

|
' i

4 Bank for International Settlements, Press Release, The Global OTC Derivatives Market at End—
Decembel - 1998 (June 2, 1999). !

The terminology used to describe derivative instruments is not always used with precision.
Certain complex derivative instruments (sometimes referred to as “swaptions”) combine the characteristics ofiboth
typical swaps and options, and the term “swap” is often used to refer collectively to typical swaps, options, and
‘instruments that combine characteristics of both. Similarly, the term “OTC derivative” is usually meant to refer to
all of these instruments and sometimes is meant to refer to hybrid instruments as well, although hybrid instruments
are frequently listed for trading on securities exchanges and 1ssued in standardized tranches and therefore may, not

" be traded over-the-counter.

-

'

i

!
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An option is an instriment that provides the holder with the right, but not the ob]ig?tion,
to buy (call option) or sell (put option) a specified amount or value of a ﬁarticular underlyipg
interest at a specified price on or before its specified expiration date. Typically, OTC opti(pns
provide for cash settlement, rather than delivery of the underlying asset, or a choice betweén the
two methods of settlement. ‘ | ‘

Hybrid instruments are depository instruments (i.e., demar‘ldAdeposits, time deposits; or
transaction accounts) or securities (i.e., debt or equity securities) that have one or more ,
components with paymeﬁt features economically similar to swaps, forwards, bptions, or fu?ure§

contracts.
Ny

HL  Legal Certainty (Enforceability of Contracts) . o ’
Legal certainty is a crucial consideration when parties to OTC derivative contracts decnde
with whom and where to conduct their business. Parties need to be certain that the contracts into
which they enter are permissible in the governing jurisdiction, that their counterparties have the
legal capacity to enter into the contracts, and that the provisions of the contracts are enforceable.
An environment of legal certainty for OTC derivatives and their execution and clearing wili help
to reduce systemic risk in the U.S. financial markets and enhance the competitiveness of thé U.s

. financial sector. ’ |

[

For OTC derivative contracts, uncertainty arises from concerns as to whether some of
these contracts could be construed to be subject to the CEA and whether certain types of .
mechanisms for executing and clearing OTC derivatives might be construed to alter the legal
status of otherwise exemptedror excluded instruments. These concerns have already begun ;to
inhibi{ financial institutions from developing and offering new instruments.and new initiatix{es to
manage risk and have the potential to reduce the flexibility and competitiveness of U.S. ﬁn@ncial
markets.- In light of the size of the market and its importance to the U.S. economy, to other
markets, and to U.S. financial insiitutions, these concerns should be addressed.

The CEA subjects contracts for the sale of a commodity for future delivery and optidns

on such contracts to the exclusive jurisdiction of the CFTC.® The CFTC also has jurisdictioﬁ

i

® . 7TUS.LC. §2(i). The CEA a]so provides that the term “future delivery” does not include any sale
of any cash commodity for deferred shipment or delivery. 7 U.S.C. § 1a(11).
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over commodity option contracts, although the CEA does not unambiguously charactérize ithe
CFTC’s jurisdiction over such instruments as exclusive.” In addition, transactions in, or inli,
connection with, commodity futures contracts and commodity 0ption§ éontracts mustbe |
conducted in accordance with the CEA and regulations promulgated by the CFTC. In genéral,
this means that, subject to certain édministrative exemptions ci;rrently granted by the CFTC;

transactions must be conducted on, or subject to the rules of, a contract market designated By the
. ) g . |

. CFTC.! The CEA defines “commodity” to include specific agriculture commodities and “éll

other goods and articles, ... and all services, rights, and interests in which contracts for futu?‘e
delivery are presently or in the future dealt in."® |

In 1974, Congress amended the CEA to state that “[n]othing in this Act shall be deemed
to govern or in any way be applicable to transactions in foreign currency, securities wanm%s,
securities rights, resales of installment loan contracts, repurchase options, government secuirities,
or mortgages and mortgage purchase commitments, unless such transactions involve the saie
thereof for future delivery conducted on a board of trade.”® This statutory exclusion, known as
the “Treasury Amendment,” was enacted at the request of the Department of the Treasury ‘
(“Treasury”) as part of the same act that eipanded the definition of “commodity” from a lisit of
specific tangible products to the broad definition contained in current law. As discussed in ;more
detail below, however, the exact scope of the exclusion has been the subject of litigation. §

Uncertainties concerning the jurisdictions of the CFTC and the SEC to regulate certain

. : ‘ :
~ securities-based derivatives instruments arose from the amendments to the CEA enacted in 1974

that gave the CFTC exclusive jurisdiction over all futures, whether the underlying insirumeiﬁ

was a physical commodity or a financial commodity."" The same amendments provided,
. . t
H

however, that the jurisdiction of the SEC was not otherwise superseded or limited. These |

i

’ 7U.S.C. §§2, 6¢. But see S. Rep. 93-1131, 93d Cong, 2d Sess.. reprinted in 1974 U.S.C.CA.N.

5843, 5870, In;emational Trading Ltd. v. Bell, 556 S,W.2d 420 (Ark. 1977), cert. Denied, 436 U.S. 956 (]973).
8 7U.S.C.§ 6(a), bc. .
? 7U.S.C. § 1a(3). ’ l
" 7 U.S.C. § 2(iD). ; |

"7 USC.§203).
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provisions have created conflicts regarding each agency’s jurisdiction over novel financial !
instruments that have eléments of securities and futures or commodity options contracts. «

In an attempt to clarify the scope of the CEA and to permit the trading of stock mdex
| futures the SEC and the CFTC agreed to specify which financial instruments fell within each
agency'’s jurisdiction. This agreement, known as the Shad-Johnson Accord, was codified by
Congress in 1982 through amendments to the CEA and the federal secqrities laws.”? The S:had-
Johnson Accord amended the CEA to explicitly prohibit futures contracts based on the value of,
or any interest in, an individual security (other than certain “exempt securities™)," or a secuirities
index that does not satisfy the statute’s criteria as to the composition of the index. The Sha;d- .
Johnson Accord also gives the SEC authority over options on (i) securities (including exempted -
securities), (ii) certificates of deposit, (iii) fdreign currencies traded on a national securities
exchange, and (iv) groups or indices of securities; and gives the CFTC authonty over futures
 contracts and options on futures contracts on (i) exempt securities (other than municipal
- securities), (i) certificates of deposit, and (iii) indices of securities that satisfy the statute’s |
" criteria. ’ ‘ A | |

To address concerns about the legal status and enforceabilgty of OTC derivative coniracts,
the Futures Trading Practices Act of 1992 (the “FTPA”) amended the CEA to provide the CFTC
with authority to grant exemptions from the CEA for any transaction or class of transaction$ that
meets certain criteria."* The FTPA did not specifically address!whether or not any paﬂiculaT type
of transaction, such as a swap agreement, is a futures contract or an option. The Conference

Report language, in fa(;t, made clear that the CFTC could grant an exemption without ﬁndin1g

i
1 Futures Trading Act of 1982, Pub. L. No. 97- 444 96 Stat. 2294 (1983); Act of Oct. 13, 1982
Pub. L. No. 97-303, 96 Stat. 1409, A

" - “Exempt securities” include government securities and certain other securities that are exempt

‘from many of the federal securities laws pursuant to Section 3(a)(2) of the Securities Act or Section 3(a)(12) of the
Securities Exchange Act. Although municipal securities are exempt securities under the securities laws, under the
Shad-Johrison Accord they are treated like corporate debt and equity securities, foreign sovereign debt securities,
and other securities that are not classified as exempt securities under the securities laws. Thus, municipal secu}rities
and other securities that are not defined as exempt securities are collectively referred to as “non-exempt securities”
in this report. ‘

§

" Futures Trading Practices Act of 1992, Pub. L. No. 102-546, 106 Stat. 3590.
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that the transaction is a futures contract subject to the CEA.” To grantan exemption, the CFTC

“must determine that the exemptlon is in the public interest, that the excmpted transactions wzll be

entered into only by “appropriate persons » and that the exemption will not have a matenal

adverse: effect on the ablhty of the CFTC or a designated contract market to fulﬁll its dutles
under the CEA.'® Further, the FTPA expressly precluded the CFTC from exempting transactions .
from thie Shad-Johnson Accord, includihg the‘prohibition of futures contracts on an individiual
non-exempt security. This limitation, coupled with Congress’s decision to authorize an |
exemption (rather than an exclusion) for swap agreéments, is the origin of concern about the

i

legal status of certain swap agreements that reference securities. ' |
Since 1992, the CFTC has used its exemptive authority in connection thh each of the
three classes of instruments that were specifically dxscussed in the legislative hxstory of the

FTPA: (1) swap agreements; (2) hybnd mstruments and (3) certain OTC energy contracts,

including Brent oil contracts, which had been found by one court to be futures contracts.'” ‘In

_exercising its authority, the CFTC also reaffirmed the continued applicability of its Policy i

Statement Concerning Swap Transactions (the “Policy Statemehg”) and Statutory Interpretation
Concerning Certain Hybrid Instruments, statements of regulatory and enforcement policy xi*ith
respect to swap agreements and hybrid instruments that had been issued by the CFTC pnor to the
enactmn=nt of the FTPA."

|

I
15 H.R. Rep. No. 102-978, 102d Cong, 2d Sess. 83 (1992). :
16 7U.S.C. § 6(c). Under the FTPA, “appropriate persons” include banks, insurance companies,
investment companies, commodity pools, broker-dealers, futures commission merchants, and governmental entities.
A corpoiation or partnership may be an appropriate person if it has a net worth exceeding $1,000,000 or asséts
exceeding $5,000,000. The CFTC may determine that the inclusion of other persons is appropnate based on:
financial or other quahﬁcatlons or on the application of appropriate regulatory protections. b

s
;

7 17 C.F.R. pt. 35; 17 C.F.R. pt. 34; Exemption for Certain Contracts Involving Energy Products

58 Fed. Reg. 21286 (Apr. 20, 1993). Cf. Transnor {Bermuda) Ltd. v. BP N. Am. Petrolenm, 738 F. Supp 1472

(1990). | _ !

" Polzcy Statement Concemmg Swap Transactions, 54 Fed. Reg. 30694 (July 21, 1989) Statutory
Interpretcmon Concemmg Certain Hybnd Instruments, 55 Fed. Reg. 13582 (Apr. 11, 1990).
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Iv. Swép Agreements: Continuing Legal Uncertainties and Working Group

Recommendaﬁons ’

As a result of limitations in the FTPA and the contmumg evolution of the OTC markcts
concerns regarding legal uncertainty persxst While the Workmg Group believes that the. range of
OTC derivatives activity currently conducted in the United States generally does not fall w1th1n
the category of transactions intended to be regulated (or prohibited) as futures or options :
c‘ohtrac:ts under the CEA, the Working Group nonetheless recognizes that any reasonable
uncertainty can have undesirable effects and should be remedied. Moreover, uncertainty |,
involving OTC derivatives has hémpered private sector efforts to utilize electronic tradingf
systems to enhance market efficiency and clearing initiatives to reduce systcrrﬁc risk in the OTC
markets. Accordingly, the Working Group believes that a .series of amendments to the CEA is
necessary in order to enhance legal certainty, mitigate risk, and maintain U.S. leadership in the

OTC derivatives markets.

A, Current Treatment of Swaps under the CEA :
In 1989, the CFTC issued the Policy Statement, which reflected the agency’s view that

“most swap transactions, although possessing elements of futures or options contracts, are not

H

appropriately regulated as such under the [CEA] and regulations.”"® Because the Policy

Statement was issued prior to the enactment of the FTPA, the CFTC at the time lacked authority
.. . I
to exenpt futures contracts from the provisions of the CEA that require all such contracts to be
traded on contract markets approved by the CFTC. Accordingly, some market participants have
!

{
i
|
'

b 54 Fed Reg. at 30694. The Policy Statement created a non-exclusive safe harbor that the CFTC
mdacatecl it would recognize. To qualify for this safe harbor, swap transactions must, among other things, be settled
in cash or foreign currency, have “transaction specifications” that are “individually tailored,” be “based upont
individualized credit determinations,” and not be subject to termination by an exchange-style offset mechanism nor
“supported by the credit of a clearing organization™ or “a mark-to-market margin and variation settlement system
designed to eliminate individualized credit risk.” Also, to qualify for the non-exclusive safe harbor, swap
transactions must be connected to the “parties’ line of business” (which may include providing financial
intermediation services) and cannot be marketed to the public. . . ¥



DRAFT - October 12,1999

. indicated that they viewed the Policy Statement as an indication that swap agreements covered '

i
In enacting the FTPA in 1992, Congress indicated that the CFTC should use its authiority

by the Policy Statement are not futures contracts.”

to exempt swap agreements from the CEA “to the extent that such agreements may be regarded

"2 Thus, while Congress clearly indicated that sWap

as subject to the provisions of [the CEA].

agreements should not be regulated under the CEA, it did not establish whether swaps are

commodity futures or optlons that would be subject to the CEA in the absence of an exempﬁon

In 1993, the CFTC adopted an exemption for swap agreements (the “Swap Exemptron“) ""

. swap agreement meeting the following criteria falls within the scope of the exemption: i _

*  Theswap agreemem must be entered into between eligible swap participants
“Ehgrble swap participants” are defined to include various regulated ﬁnancral
institutions, business enterpnses that meet certain tests relating to total assets or
net -worth, certain pension funds, state and local governments, and mdwrdugls
with more than $10 million in total assets. . -

. The swap agreement may not be part of a fungible class of agreements that éare

standardized as to their material economic terms. ' ;
i

. The credltworthmess of the'parties to the swap agreement must be a matenal
consideration in entering into and determmmg the terms of the swap agreement
. The swap agreement may not be entered into and traded on or through a |
multilateral transaction execution facility (an “MTEF”). 1
Although the Swap Exemption affords practieél relief for a broad range of transacfions,
concerns about its scope persist. Because Congress never conclusively determined whether
swaps would be subject to the CEA in the absence of the exemption, the exact status of these

instruments (i.e., whether they are forwards, futures, options, or none of the above) is unclear.

i

» The CFTC did have exemptive authority for commodity options at that time, although the Policy
Statement did not expressly exercise this authority with respect to opttons By its terms the Policy Statement is also
applicable to swap agreements that may be options. .

'
f

2 JUSC §6. :
. i .
2 Exemption for Certain Swap Agreements, 58 Fed. Reg. 5587 (Jan. 22, 1993) (codified at 17
C.F.R. pt. 35). !
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—

Under the Swap Exemption, the CFTC retains anti-fraud and anti-manipulation authority over

~ otherwise exempted swap agreements. It is arguable, however, that this retained authority would

—

be available only in instances where swap agreements actually are commodity futures or o;j)tions
or, in the case of anti-manipulation authority, where they are used to hmipulatc the cash or .
futures market for a commodity. ' : o t

Moreover, acnons by the CFTC in the past led some market participants to expressE
concers that the CFTC would modify the Swap Exemption and attempt to impose sxgmﬁqant
new regulations on the swap market. In a comment letter opposing the SEC’s “broker-deajer
lite” proposal,” the CFTC stated that the SEC’s proposal extended beyond the jurisdictionfof the
SEC to regulate securities and would create the potential for conﬂict with the requirements" of the
CEA.™ The letter states that many OTC derlvatlve mstruments fall within the ambit of the CEA
and are subject to the exclusive statutory authorlty of the CFTC. !

In addition, the CFTC issued a concept release requesting comment on whether |
regulation of the OTC derivatives market is appropriate and what form such regulation should
take.” The concept release gave rise to uncertainty as to the applicability of the Swép Exe}mption
to certain aspects of the developing OTC markets, because it asserted that products weré

i

becoming increasingly standardized and that the use of electronic systems for central execution

or élea’ring might remove transactions from the coverage of the Swap Exemption. The CFi'l‘C’é

concert release was particularly unsettling to participants in the market for swap agreemenits that
reference non-exempt securities — such as some equity swaps, credit swaps, and emérging'
market debt swaps — because statements implying that some swap agreements might be viewed

as futures contracts carried the additional implication that some swaps (those that might be

viewed as futures contracts) involving non—exempt securities might be illegal. This is the case

B OTC Derivatives Dealers, 63 Fed. Reg. 59362 (Nov. 3, 1998). As adopted by the SEC, thls rule
provides OTC derivative dealers affiliated with registered broker-dealers with an alternative regulatory regime in
order to facilitate participation by such dealers in the OTC derivatives markets. Under the rule, an OTC dealer is
permittéd to engage in OTC derivatives transactions that qualify as securities, as well as transactions in non-security
OTC derivatives, subject to capital requirements that would be more favorable to such transactions than the i
traditional broker-dealer regulatory regime.

N Letter from Jean A. Webb, Secretary, CFTC, to Jonathan G. Katz, Secretary, SEC (Feb. 26 1998).

o Over-the-Counter Denvauves 63 Fed. Reg. 26114 (May 12, 1998).

10
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because the Shad-Johnson Accord prohibits futures on non-exempt securities (except futurcfas on
securities indices on designated contract markets that are cash settled and meet cértain othejr
conditions), and the CFTC cannot grant exemptions from the restrictions of the Shad-Johnéon
Accord. ‘ _

Swap agreements involving non-exempt securities are routinely entered into, however, in
reliance on the CFTC’s étateinent in the Policy Statement that most swap transacti'ohs arg 13;01'.
appropriately regulated as commodity futures or options. As noted above, some market |
participants understood this statement to reflect an indication that swaps covered by the Policy
Statement are not commodity futures. Moreover, in adopting the Swap Exemption, thé CI%TC
stated that market participants could continue to rely on the Policy Statement.? i

Legislation enacted at the request of Treasury, the Federal Reserve, and the SEC m' 1998
limited the CFTC’s rulemaking authority until March 30, 1999 and froze the pre-existing 1egal
status of swap agreements entered into in reliance on the Policy Statement.” The legislatifbn
lessened the legal uncertainty resulting from the CFTC’s concept release, but did not prov;ide a

permanent clarification of the legal status of these instruments. - ' : i

B. Electronic Trading Systems - ~

Technological innovation in the financial markets in recent yeai's has been signiﬁcjant,
and it is likely that the pace of change will accelerate in the future. Computer technology has the 4
potential to increase the efficiency and liquidity of the financial markets by increasing the.f speed
of transactions and lowering transaction costs. At the same time, new ways of doing business
present new questions about the applicability of existing laws. ) : :

Both exchange-traded derivatives markets and the OTC markets have begun to make use
of new technologies. Both the Chicago Board of Trade and the Chicago Mercantile Exchi’:mgg

had introduced electronic trading systems (known as Project A and Globex, respectively) 5that

[

% 58 Fed. Reg. 5587, 5588 (Jan. 22, 1993). In referring to the Policy Statement, the CFTClcited
FTPA legislative history stating that Congress did not intend to call into question the ]egal status of existing
securities-linked swaps. |

Agncu]ture, Rural Development, Food and Drug Administration, and Related Agenc;cs
Appropriations Act, 1999, § 760, as enacted in Omnibus Consolidated and Emergency Supplemental Appropnauons
Act, 1999, Pub. L. No. 105-277, 112 Stat. 2681, 2681-35 (1998).

27

|
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| | i
operate in conjunction with the exchanges traditional floor-trading activities. Inthe OTC n\llarket ‘
for forei gn currency derivatives (which are excluded from the CEA by the Treasury |
. Amendment), electronic trading systems owned by Reuters Transaction Services Limited and
EBS Service Company Limited have successfully operated for several years. More recently,
electronic system for interest rate and currency swaps has been developed by DNI Holdings Inc.
The development of computerized trading systems for OTC derivatives, however, h?as
been affected by uncertainty about the applicability of the CEA. Swap agreements are not,
- currently covered by ihe Swap Exemption if they are entered into and traded on or through an
- MTEF. The CFTC has explained that an MTEF “is a physical or electronic facility in whi::h all
market makers and other participants have the ability to execute transactions and bind both
parties by accepting offers which are made by one member and open to all members of the
facility.”®® The applicability of this definition to particular systems that may be developedgls far
from clear, however. ' °
TAraditionalvly, participants in the swap market have communicated bid and offer P
information and entered into swap agreements via telephone and facsimile. Computer |
technology, however, can allow market participants to communicate with multiple parties ét the
same time via computer terminals, and to execute transactions automatically. The CFTC }flas
indicated tﬁat althqugh electronic communication systems would not be MTEFs, systems ﬁsed to
enter orders to execute transactions may be MTEFs.”” Market participants, however, havejargued
that the means used to execute a swap agreement (computer systems rather than telephonié |
systenfxé) should not alter the regulatoi'y status of the agreement. Market partiéipants have% also |
argued that an electronic system in which the credit policies of each participant are progra%nmed
into the system is not an MTEF, because an offer made by one participant would only be c;»pen to
other participants with credit that was deemed acceptable by the offeror. On the other hanfd,
representatives of organized ﬁxtureé exchanges have argued that electronic systems that altow for

. . .. i
automated execution operate as exchanges and should be regulated in a similar manner. ~ .

» 58 Fed. Reg. at 5591. ‘ - C

» C1d.

12
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C. Clearing Systems | |
Clearing systems can mitigafe the loss that an individual party to a transaction sufférs if
its counterparty fails to settle an obligation. In a clearing system, obligations of the x
counterparties are discharged and rep]aéed by obligations of a central counterparty or by i
obligations of other participants in the system. Often clearing systems also entail a systemi for
sharing losses among surviving pamcxpants or for shlﬁmg losses to a third party. Thus, cleanng
systems can serve a valuable function in reducing systemlc risk by preventing the failure of a
~ single market participant from havmg a disproportionate effect on the overall market. Because
they may serve to concentrate diffuse credit risks in a single entity, however, clearing systéms
should be subject to regulatory ovgersoight in order to help ensure that proper risk rnahagemti:nt '
prdcedures are established and implemented and that the clearing system is pi'operly structured.
By its terms, the Swap Exemption “does not extend to transactions that are subject ;;to a
clearing system where the credit risk of individual members of the system to each other in ga
transactién to which each is a counterparty is effectively eliminated and replaced by a systém of
mutualized risk of loss that binds members generally whether or not they are counterpaniés to
the original transaction.” The CFTC has indicated, however, that a person seeking to estabhsh
a clearing system for swaps mlght apply for a further exemptlon from the CEA to allow a system
to operate in an environment of legal certamty , :
Some market participants have been critical of the CFTC’s response to various clezjxring
initiatives in the past In its concept release, the CFTC sought comment on proposed regufatory
approaches to clearmg systems, thereby implicitly assertmg regulatory jurxsdlcnon over OTC
market cleanng thhout amculatmg a clear statutory basis for doing s0.> Moreover, quest;ons
raised by the CFTC in the context of filings by Delta Clearing Corp. and Govemxﬁent Securities
Clearing Corp. (“GSCC”) in connection with proposals to clear certain products iﬁvplving?

33 as well as the explicit limitations on clearing in the Policy Statement

government securities,

L 58 Fed. Reg. at 5591. :
3 1d. at 5591 n.30. ' 4 |
% 63 Fed. Reg. at 26122. |
». See Securities Exchange Act Release No. 39623, 63 Fed. Reg. 7022 (Feb. 11, 1998); Securities

_ Exchange Act Release No. 40623, 63 Fed. Reg. 59831 (Nov. 5, 1998).

13 |
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b
and Swap Exemption, have constrained the development of initiates to expand the use of cli:aring
~ facilities in the OTC markets. - o
The Working Group notes that the CEA does not provide for direct oversight of clearing
system'& by the CFTC. Rather, CFTC regulation of the clearing function arises as part of the
CF TC’s oversight of a clearing system’s associated futures exchange. As a result, the CEA
includes no provision or framework for the oversight of a clearing system for OTC derlvatlyes.
In addition, as evidenced by the questions raised in the context of GSCC and Delta, the I
introduction of clearin;g systems can give rise to complex jurisdictional issues that must be ,
resolved. Accordingly, the Working Group believes that Congressibnal action is necessa:yito‘

establish appropriate policy guidance for the establishment and oversight of clearing systen&s for .

OTC derivatives.

D.  Recommendations ‘ . o '
1. Reinforcing Legal Certainty for Swaps . |
All of the Working Group members agree that there has been no need demonstrated for
additional regulatioﬂ of bilateral swap agreements between institutional counterparties.
" Accordingly, the Working Group recommends ' |
. Bilateral swap agreements (mcludmg those that reference non-exempt secuntlcs)
entered into by eligible swap participants, on a principal-to-principal basis, should
be excluded from the CEA, provxded that the transactions are not conductedaon an
MTEF. Certain types of electronic trading systems describéd below would,é
however, also be excluded from the CEA. A : .

e [{Because the material economic terms of many swap agreements are similaﬁr, the
requiremeht that swap agreements not be standardized as to their material
economic terms would be [eliminated] [replaced with a requirement that the; ‘
material economic terms of the agreement be subject to potential negotiatioﬁ by
the parties to the transaction; provided, however, that the excluded status ofgthe
agreement would not be affected by the extent to which negotiation does orfdoes
not occur.] [The requirement that material economic terms of the agreement be
‘subject to potential negotiation would be satisfied by negotiation of the terms of a

|
14 l
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|

- master agreement to cover subsequent transactions entered into by the particias to

the master agreement.]] , - ;

. As discussed below, the Working Group is recommending that clearing of siwap

agreements be permitted, subject to appropriate regulatory oversight of the !
clearing function. Accordingly, insofar as transactions are subject to fegulaied
clearing, the exclusion would not [prohibit [fungibility] [offsetting of contractual
obligations through the cleariné system] or] require that creditworthiness beI a

material consideration.

~ The exclusion would not extend to any swap agreement to the extent that it isa

future or an option on an agricultural commodity.* .
The exclusion would only cover §waps between eligibl'e swaps participants
(defined in a manner similar to the definition in the current Swap Exemptiofx).
Thus, the exclusion would only be available for regulated financial institutiéns,
business enterprises that meet certain tests relating to total assets or net worth,
certain pension funds, state and local governments, and individuals‘with :
significant assets. Cdnsideration should be given to furthef restricting the extent
to which individuals qualify for the exclusion by not making it available to I?atural
persons who own and invest on a discretionary basis less than $10 million in
investments. | | |

The CEA should be amended to clarify that a party to a transaction may not zavoid
performance of its obligations under, or recover losses incurred on, a tran’sakl:tion
based solely on the failure of that party (or its counterparty) to comply with fthe

, {
terms of an exclusion or exemption under the CEA. . !

|

To the extent that OTC derivatives transactions between eligible swap participants
are excluded from the CEA, they should also be excluded from the coverage of
certain state laws (such as laws designed to regulate gambling or bucket shoi;s)

that niight be construed to prohibit or inappropriately regulate such transactibns.

]
}
i
H
o
'
i

The CFTC would retain its current exemptive authority for these derivatives.

15 . :
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N
Because swap agreements would only qualify for the statutory exclusion if entered into
between eligible swap participants on a principal-to-principal basis, concemé about protection of
retail in’vestqrs would not exist. In addition, most pf the dealers in fhe swaps market are eit:her
- affiliated with broker-dealers or futures commission merchan;s (“FCMs”) that are_regulatéc? by |
the SEC or the CFTC or are financial institutions that are subject to supervision by bank 1
regulatory agencies. Accordingly, the activities of most derivatives dealers are already subject to
direct or indirect federal oversight. To ensure that the unregulated afﬁliatés of bfoker-dealérs
- and FCMs are subject to appropriate regulatory scrutiny, however, the Working Group relterates
the recommendation made in its report on hedge funds concerning enhanced nsk assessments of
these affiliates.” I
" Due to the special characteristics of the markets for agricultural products, h'owevér,gthe
Working Group is recommending that the exclusion not be extended to agreements involvi:ng
agricultural commodities. Because agncu]tural production is seasonal and volatile, and the
. underlying commodity is perishable, the markets for these products are susceptible to supply and
pricing distortions, and may be more susceptible to manipulation. Moreover, the cash market for
agricultural commodities is dependent on the futures market fbr price discovery. The CFT;C
should, however, retain its current exemptive authority for ag’ricultural.derivativeé, and should
grant exemptions in instances where they are in the public interest ax;d otherwise consistenft with
the CEA. | |

i

2. Electronic Trading Systems : o
The Working Group members agree that legal uncertainty should not be permittlcd to

hinder technological innovation in the OTC derivatives market. The introduction of electronic
trading systems for OTC derivatives has the potential to promote efficiency and transparefx;y,
and, by enabling firms that participate in the systems to impose more reliable internal conp-ols on

their tiaders, to reduce risks. Accordingly, the Working Group recommends that Congress

i
{

3 President’s Working Group on Financial Markets, Hedge Funds, Leverage, and the Lessons of
Long-Term Capital Management 38-40 (Apr. 1999). As was the case in the report on hedge funds, Chairman
Greenspan of the Federal Reserve declines to endorse the recommendation for expanding risk assessment for the
unregulated affiliates of broker-dealers and FCMs, but, in this instance, defers to the judgment of those wnh
supervnsory responsibility. ;

'
I
i
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|
amend the CEA to clarify that entering into or trading excluded swap agreements (i.e., |

agreements between eligible swap participants) through electronic trading systems with certain
: |

R . 1
characteristics does not affect the status of the agreements traded through the system and does

not provide a basis for regulation of the system.
. Permitted electronic trading systems would include systems that are clearly not
covered by the definition of MTEF in the current Swap Exemption. For example,

electronic systems that assist eligible swap participants in communicating about

i

or negotiating a bilateral agreement would be permitted. - _ ; 4
. In addition, permmed electronic trading systems would include any form of

electronic trading system (including one in which bids and offers are open to all

participants) that meets the following tests:
. participants may act solely for their own account; and
. the system may not be used to enter into agreements under which a party

may be required to make physical delivery of a non-financial commpdlty

with a finite supply. b

i
. [[To qualify for an exclusion, an electronic trading system would be required to

provide a means by which the material economic terms of the agreements txf'aded

on the systems could be subject to potential negonatnon by the pames toa g

. transaction; provided, however, that the excluded status of an agreement and the
system would not be affected by the extent to which negotiation does or does not
occur.] [The requirement that material economic terms of agreements traded on
the system be éubject to potential negotiation would be satisfied by negotialtion of
the terms of a master agreement to cover subsequent transactions entered mto by
the pames to the master agreement.]] :

. Exchanges that have been designated as contract markets by the CFTC would be

permitted to establish these types of unregulated trading systems for quahﬁed

§

swaps. - ‘ .
The Working Group believes that there is not a demonstrable need for regulation of the
systems described above at this time. Many electromc trading systems for derivatives arei only

just beginning to emerge, and the markets should be allowed to grow, unburdened by an |

17
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anticipatory regulatory structure that could prove entirely inappropriate to the eventual evo_lution
of such markets. ' - | {

The Working Group believes, however, that a broad exclusion should be available only'
for systems in which participants trade for their own account, rather than as agents Asa result ‘
systems that develop to take advantage of the exclusion would be accessible only to partlmpants :
who are dealers or otherwise active in the market on a daily basis. This would provide added
assurance of the sophistication of parties eligible to transact on the system (all of whom must, of
course, also be eligible swép participants), and would also help to limit the signiﬁcaﬁce of’ ;
electromc trading systems vis-3-vis regulated exchanges and cash markets. The limitation would
also restram potential market abuses such as front-running that might otherwxse arise. ;

The Working Group also believes that a broad exclusion should not be available folr '
systems to trade agreements that require phys;cal delivery of a non-financial commodity w1th a
finite supply (such as agricultural products, precious metals, and energy products) because of -
concerns about the possibility of mampulanon in the markets for such commodities.® By l
contrast, markets for financial derivatives such as interest rate swaps are extremely deep and
liquid and therefore are not readily suscepnble to manipulation. ' 3

The Working Group notes that its recommendation to exclude certain trading systems
from the CEA should not be viewed as a determination that regulation of these systems may
never be apprdi:riate. Limited regulation aitned at enhancing market transparency and price
~ discovery may become necessary as electronic tradlng systems for OTC clerivativés develcf)p and
grow, if problems of the sort that are appropriately addressed by regulation emerge. At this time,
however, it is better to encourage the dei'elopment of these systems by providing greater legal -

cenamty than to attempt to anticipate an appropriate regulatory scheme for market mnovatlons

that are Stlll in the initial stages of development and 1mplementat10n i

!
-

i The CFTC would, however, retain authority to exempt any system that does not quahfy for the '

statutory exclusion.
I
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>U.S. futures exchangcé have commenteél that they believe that they are at a compet?itive
disadvantage to the OTC derivatives market as the result of CEA regulation, and that electjronic

trading systems have the potential to worsen the perceived imbalance. The Working Grou:p

“believes that its proposals help to bring parity to the regulatory requirements, since the futnres

exchanges, under the Working Group’s proposals, could set up unregulated electronic trad:ingv

§

systems under the same conditions as their competitors. :
In addition, the CFTC is curfently reviewing a petition from the futures exchangesgfor
regulatory relief for their floor-traded contracts. While we cannot prejudge the result of thfe _
CFTC’s determinations concerning the petition for regulatory relief; under current law the CFTC
has the authority to grant such relief if it determines it is in the nublic interest. The Working
Group as a whole supports the CFTC’s initiative in considering whether some of the regulatory
requirements on futures exchanges are no longer necessary and may put them at an unfaxr

i
R ’ i

3. Clearing Systemns - o !

The Working Group recommends that Congress enact legislation to provide a c]ear basis

for the regulation of clearmg systems that may develop for OTC derivatives. In this context a

_clearing system would be defined as a system in which the obligations of counterparties tc|> a

transaction are dischargéd and replaéed by obligations of a central counterparty or by obligations
of other participants in the system, including participants that were not the original counterparties

to the transaction. Legislative action would have the beneficial effects of encouraging the

_development of such systems by clarifying their legal status, subjecting them to appropriafte

supervision, and ensuring that U.S. firms, initiatives, and markets are not ata competitive

1
i

disadvantage relative to their foreign counterparties. The Workmg Group believes that a ;

comprehensive regulatory framework should contain the follomng features: :

o provisions authonzmg clearing organizations that clear futures, commoditjf
options, and ‘options on futures also to clear OTC derivatives (other than OTC
derivatives that are securities, such as securities options), subject to the over51ght

'

of the CFTC; i
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. provisions au‘thorizing'securitics clearing agencies (which are subject to thé
oversight of the SEC) also to clear OTC derivatives (other than instrumentsi\inder
which a party may be required to make physical deliver)‘/ of a non-financial

commodity with a finite supply); |

o provisions that would authorize the CFTC to develop rules for the establishment

and regulation of clearing systems for OTC derivatives involving agriculiurai '

%

products and OTC derivatives under which a party may be required to make |

i

physical delivery of a non-financial commodity with a finite supply;”’

e provisions to require all other clearing systems for OTC derivatives to organizeias
\
|

{
!

a bank or Edge Act corporation that would be subject to the supervié;éry
jurisdiction of the Federal Reserve or the Office of the Comptroller of the

Currency; i

. provisions to establish that a clearing system subject to regulation by one agency |
would not become subject to regulation by another agency as a result of clearing “.
OTC derivatives; 4 . !

. provisions to éxplicitly establish that élearing systems are not, and do not imply |
the presence of, MTEFs, énd that an electronic trading system that is excluded
from the CEA does not become subject to the CEA because transgétions entered

into through the trading system are also cleared;

. provisions to allow clearing through foreign clearing systems that are sa;}ervised
by a foreign financial regulator that a U.S. regulator has determined satisfies

appropriate standards.

V. The Treasury Amendment
A, Background

3 Note, however, that as discussed above, the CFTC would have authority to determine the

conditions under which QTC derivatives based on agricultural products would be-permitted, and authority to \
determine the conditions under which electronic trading would be permitted for OTC derivatives under which a
party may be required to inake physicai delivery of a non-financial commodity with a finite supply.
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Trcasury proposed the Treasury Amendment in 1974 because of a concern that theévery
broad definition of the term “‘cbmrvnodity” in the Commodity Futurés Trading Commissior; Act
would subject the OTC markets fof government securities and foreign curréncy to reglilati:on
under the CEA. In the absedce of 'the Treasurj" Amendment (or andther applicable ‘exempﬁan or
exclusion), any futures contract involving foreign currehcy or government securities woul%] be
illegal unless traded on a contract market approved by the CFTC. - ,' '

There are several rationales for this exclusion from the CEA. The main participanis in
the foreign currency markets are largely sophisticated institutions, such as commercial anc:i
investient banks, central banks, foreign exchange dealers, corporations, and pension and mutual

funds, that are well-informed and do not need protection. The market is highly efficient and has

served the needs of the mternanonal business commumty well. Similarly, the govemmem

“securities market is one of the most efficient markets in the world and has served the Treasury

and the taxpayers well. Moreover, since 1986, government securities have been regulatedi under
the Government Securities Act, and government securities transactions are subject to the z}mti-
fraud and anti-manipulation pr(wisions of the federal securities laws. These markets serve

important macroeconomic functions that are best served by minimal regulation. -

Unfortunately, the Ianguage of the Treasury Amendment, while helpful, hasicontiéued to
provoke debate and litigation concerning the breadth of the exclusion it provides from thg'CE,A.
Prior 1o 1997, there was a disagreement as to whether foreign currency options were '
“transactions in’ fore:gn currency that were excluded from the CEA. In 1997, the Suprerr‘le
Court élariﬁed that the phrase “transactions in” as used in the Treasury Amendment mcludes
options.*® | | | ' :

| ‘There has also been legal uncertainty associated with the so-called “unless clause” of the

Treasury Amendment, whxch provides that the CEA exclusion for transactions in govemmem

securities, foreign currency, and the other listed instruments is avallable ‘unless such transacuons

involve the sale thereof for future delivery conducted on a board of trade.” The CEA breadly

defines “board of trade” to mean “any exchange or association of persons who are engaged in the

» Dunn v. CFTC, 519 U.S. 465 (1997). ‘ L
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business of buying or selling any commeodity.” An overly expansive application of this !

definition could nullify the Treasury Amendment, because even parties to a bilateral contr:act

could be deemed an association of persons engaged in buying and selling. Because a court will
generally not interpret a statutory provision in a manner that renders it meaningless, Treasfury has
argued that the term, as used in the Treasury Amendment, should be viewed solely as a m:feans of

i

preserving the CFTC’s authority to regulate transactions that occur on organized futures

exchanges. ‘

The CFTC, however, has expressed concerns that the Treasury Amendment may bie -
construed to limit its authority to taice enforcement action against “bucket shops” that enter into
fraudulent foreign currency transactions with members of the general public. In several ‘
enforcement actions it has taken the position that the Treasury Amendment should be intexi'preted
in light of its legislative history, which focused on the need to shelter institutional OTC markets
from regulation under the CEA. Thus, the CFTC has argued that an “association of persorils” in
the institutional market. is not a board of trade, but an “association of persons” entering into
transactions with the general public is a board of trade.* %

The case law on the subject is inconclusive. The only Court of Appeals that has
addressed this question reached a decision that is generally consistent with Treasury’s
interpretation.*’ Similarly, one judge of the District Court for the Southern District of Neva York
has interpreted “board of trade” to mean “organized futures exchange” in a case involving%
transactions between a wealthy individual and an investment bank, but another judge on t};e same
court has adopted a more expansive interpretation of the term board of trade in a case invdlving a
retail bucket shop. ' | ' L

- - . - » l
From a policy perspective, these conflicting interpretations of the Treasury Amendment

S |
create a “Catch-22" situation. On the one hand, because the text of the Treasury Amendment

40

3 7US.C. la |
: a

See, e.g., In re: Global Link Miami Corp., CFTC Docket No. 98-1 (May 24, 1999). !

[

M CFTC v. Frankwell Bullion 'Ltd 99 F.3d 299 {(9th Cir. 1996). .

2 Compare Kwiatkowski v. Bear Stearns Co., 1997 U.S. Dist. LEXIS 13078 (Aug. 28, 1997) with
Rosner v, Korbean International Investment Corp., 1998 U.S, Dist. LEX]S 7353 (May 18, 1998). ,
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. T
makes no specific reference to the institutional market, there is a risk that a broad interpre&ation
of “board of trade” in a case involving a bucket shop could later be applied to invalidate ' ‘
legitimate transactions in the institutional OTC market. On the other hand, construing th% term
to preserve only the CFTC’s authority over organized futures exchanges that trade instruments
covered by the Treasury Amendment impairs the CFTC’s ability to take enforcement actii‘oh-ini
cases involving retail fraud | ;

Uncertainty has also been expressed with respect to screen-based electronic tradmg

systenis and clearing systems for Treasury Amendment instruments. Market partxcrpants have
expressed the concern that the development of such entities may be hampered by the poss.lb1hty‘
that they would be considered “boards of trade.” | | ‘
B. - Recommendations : ’

The Working Group members recommend that the Treasury Amendment be clarif;ed to
conﬂrm its ongmal intent by replacing the term “board of trade” with the term * orgamzed |
exchange To address the problem of forelgn currency “bucket shops,” the Working Group also
recommends that the CEA be amended to provide that transactions in foreign currency fut;ures .
and options are subject to the CEA if they are entered into between a retail customer and an
entity that is neither regulated or supervised by the SEC or a federal banking regulator nor
affiliated with an entity that is regulated or supervised. ) _ ;

 The clarification would preserve the CFTC’s authority to regulate transactions in
Treasrlry e.Amerrdment instruments that occur on futures exchanges and would provide it V\i;lith
additional authority over certain retail foreign currency transactions, but would clarify thar all
other transactions in Treasury Amendment products are excluded from the CEA. As wouid be
‘the case for excluded swaps, regulated clearing of Treasury Amendment products would bfe
allowed without affecting the exclusion from the CEA. ' f
V1.  Hybrid Instruments ‘ ;
A. Background .
The CFTC’s Hybrid Instrument Rule exempts securities and bank deposits that ha}ze

some of the characteristics of commodity futures or options‘from all of the provisions of the

i
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CEA except the Shad-Johnson Accord.® To qualify for the exemption, a hybrid instrumebt must

. derive more than fifty percent of its value (as determined by a calculation methodology sﬁeciﬁed

in the exemption) from aspects of the instrument that are not related to the value of commodities,
must be subject to securities or banking laws and sold to persons eligible to purchase the ‘i
instrurnent under such laws, and must sansfy certain criteria regarding marketing, payment
terms, and settlement. The purpose of the ﬁfty percent test is to hmlt the extent to which hybnd
instrurinents can be used as substitutes for exchange-tradcd futures and options. In adoptmg the
Hybrid Instrument Rule, the CFTC dld not assert that it retained anti- fraud or ann-mampulatlon
jurisdiction over instruments that are within the scope of the exemptlon
Market part:cxpants have generally been satisfied that the exemption provxdes a sufﬁcxent
measure of legal certainty to the markets for the covered instruments. Nevertheless the Hybnd
Instrument Rule has been crxpcnzed by some because of its complexity and because it may icause
the legal status of particular classes of instruments to change as commodity prices change. | Thus,
although an instrument that qualifies for the protection of the Hybrid Instrument Rule wherlx it is

issued would not fall outside of the exemption due to changes in commodity prices, an identical
i

instrument issued at a later date might not quahfy
Last year, the CFTC’s concept release sought comment on whether the Hybrid Instrument

|
Rule should be amended to expand the CFTC’s jurisdiction over exempted instruments. Since

hybrid instruments are, by definition, securities or bank products, this raised questions aboxixt
whetﬁelr a broader assertion of authority by the CFTC would lead to jurisdictional disputes 'iand
increased legal uncertainty. If a hybrid instrument were legally determined to be a futures ;
contract 61’ an option, the exclusive jurisdiction clause could imply that only the CFTC cduld
regulate the instrument, even if it is a security or a bank product. Conversely, if an instrument is

not a futures contract or an option, an assertion of jurisdiction by the CFTC could lack a legial‘

foundation. : : . ‘ !
B. Recommendations
i

» 17 C.FR. pt. 34,
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Hybrid instruments are, by deﬁnition, either securities or bank products, and are reéu]ated
© as such. 'Nevertheleiss, there is.not general agreement that all hybrid instruments shorrl'd bef
entirely excluded from the CEA. Moreover, the Working Group does not recommend '
codification of the e‘xisting Hybrid Instruments Rule, because this would perpetuate the |
weaknesses of the rule without providing significantly greater legal certainty. As drscussed
below, however, a modrﬁcatlon of the CEA’s exclusive jurisdiction clause is necessary to ensure
that questions do no{t arise as to the authority of the SEC and bank regulatory agencies wrth
respect to hybrid inrlstruments. To enhaoce legal certainty for hybrid instruments that refer%znce
non-exempt securities, the Working Group also recommends enactment of a provision to cflarify
‘that the Shad-Johnson Accord shall not be construed to apply to hybrid instruments that hg:ve
been exempted from the CEA. r _ :

The CFTC ﬁ)elieves that it may be possible to develop a new rule that provides greéiter
legal certamty but. does not exclude all hybrid instruments from the CEA. In recogmtron of the
interests of the SEC and the bank regulatory agencies in this area, however, the CFTC wﬂl not
propose any new rule relating to hybrid instruments without the concurrence of the other
members of the Working Group. The other Working Group members will work: with the CFTC

on developing the rule and will give serious consideration to any proposals that it may make.
|

VII. Exclusive Jurisdiction ;
A. Background ‘ b
The CEA gives the CFTC “exclusive jurisdi.ction” over commodity futures (and possibly

commodity options), which means that a transactron that is regulated by the CFTC cannot be
regulated by any other federal or state agency (except in certain limited circumstances where the
CEA explicitly contemplates shared authority between the CFTC and another agency). Thls
provision of the CEA has made jurisdictional drsputes between the CFTC and other regulators

particularly difficult, because a successfu] assertion of jurisdiction by the CFTC over a pamcular

instrument or market divests other regulators of any authority. As noted above, the CFTC’
comment letter on the SEC’s “broker-dealer lite” proposal contended that the proposal extended
beyond the junsdrctlon of the SEC to regulate securities and ran afoul of the exclusive statutory

authority of the CFTC In addition, the exclusive jurisdiction clause has had the umntended
l

|
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|
consequence of impeding the SEC’s enforcement program. In two recent cases, the SEC has
been challenged on Junsdlcnonal grounds, and asked to brief the court on why the exclusxve
jurisdiction clause dpes not preclude the SEC from bringing an enforcement action in a casg
involvi:ng instrume;nl;ts that would pufported]y be subject to the CEA in the absence of the x

Treasury Amendment.* : |

B. Recommendations | |
The Workiné Group members agree that the exclusive jurisdiction clause of the CEA

should be modified. | Treasury, the Federal Reserve, and the SEC bélieve that the exclﬁsive:.

: jurisdicl:ion clause should apply only to transactions on designated contract markets, and that the

clause should be clarlliﬁ.ed by 'providi'n\g that the CFTC’s jurisdiction over such ransactions 1s not
exclusive in instanceis where the CEA or some other federal statute specifically grants anoth%er
agencky authority. At! this time, the CFTC believes that it has not had sufficient opportunity tto
evaluate all of the po§sible ramifications of this proposal. The CFTC would, however, supp%ortv
an amendment to the‘CEA to provide that insofar as hybrid instruments may be subject to thlle

CEA, the exclusive jurisdiction clause shall not be construed to limit the authority of the SEC

. and the bank regulatory agencies with respect to such instruments. Accordingly, the Working |

i
Group unanimously rlecorm'nends that Congress adopt this clarxﬁcatzon of the exclusive 1

jurisdiction clause. In addition, the CF TC agrees that it will continue to work with the othcr
Working Group agenc\:les to develop its views on the merits of a broader modification of the |
excluslve, Jurlsdlcpnon clause. ;

|

" VIII. Other Issues | ' R

A. Single stdck futures ‘ : 1

- The Working éroup members agree that the current prohibition on single stock futur%s
can be repealed if issues about the integrity of the underlying securities market and regulatorﬁz '
arbitrage are resolved.| Because a single stock future is a contract to purchase or sell a security

i
ol

a4

See SEC v, Bankers Alllance Comp,, Civ, No. 95- 0428 (PLF) (D D.CJ; SEC v. Unique Fmancml
Concepts, ac,, No, 99-4033 (11th Cir.). |

|
1
|
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. : . ) !
and functions as a very close substitute for the underlying security, it may be appropriate to
regulate these instn‘lmems as securities. On the other hand, because it is likely that such

instruments would trade on orgamzed futures exchanges, it may also be necessary to tallor

legislation and regulanon soas to take account of msntutlonal dxfferences between the futures

t

markets and the sec‘untles markets. o ‘ §~
From the perspectwe of the securities laws, the issues raised by trading of single stock
futures mclude levels of margin, insider trading, sales practices, real-time trade reporting, e}nd
activities of floor brbkers as well as the exclusive jurisdiction of the CFTC over futures co%ntract
markets. From the pcrspecnve of the commodity futures laws, the issues raised by these 1
mstmm.ents include \clearmg, segregation, large trader reporting, and direct surveillance.* |

‘ - |
The SEC is tlhe agency with expertise concerning regulation of securities and stock
| 4

exchanges; the CFTC is the agency with expertise concerning the regulation of futures markets.

Thus, the Working C]rroup recommends that these agencies work together and with Congress to
‘ |

determine whether the trading of single stock futures should be permitted and if so, under what

conditicns. - ‘ g ‘ !

The Working Group also notes that the futures exchangés’ ability to offer a greater !
. |

variety of equity-related products has been advanced by a recent court decision that interprets the

SEC’s authority to review proposed securities index futures contracts under the Shad-Johnsén

i . :

Accord® and by the lr).ck of SEC objection to a recent single-sector futures contract on the |

Internet Stock Price Index."’

B. Regulatory and Tax Arbitrage ' i

A criticism of OTC derivatives is that they can be used as a means to circumvent

regulation. For example, certain institutional investors may be prohibited from investing in |

certain types of financial instruments but may be able to assume a nearly identical economic, .

i

|

Treasury notes that questions as to the appropriate tax treatment of such instruments will also have

45

to be addressed. :
R . i

“ Board of Trade of the City of Chicago v. SEC, 1999 U.S. App. LEXIS 18469 (7th Cir. 1999)‘.

%

“ See Letter from Robert L.D. Colby, Deputy Director, Division of Market Regulation, SEC to

Steven Maiaster, D;rectur Division of Economic Analysis, CFTC (Mar. 12, 1999). ,
!
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position by entermg into a derivatives transaction. The Working Group is aware that the

derivatives mdustry has been quite creative in tailoring parncu!ar products to achieve certam
regulatory results that were not originally intended. As difficult as the task may be, the Workmg
Group nonetheless believes that in most instances such issues should be addressed by amendmg
underl)mg statutes and regulations, not by attemptmg to use the CEA to solve these 1ssues‘
Derivatives can also be used to achieve certain tax results that differ from those resultmg

from investments in, the underlying commodity. For example, derivatives have béen used i m

~ ways that arguably change the character, source, or timing of income. Treasury is partlcularly

. concerned about these issues and has been addressing them through changes in regulation and by

proposing legislative‘l changes. For example, the assumption of a derivatives position that
eliminates subs’tantia:illy all of the economic risk of an investment asset held by the taxpayer;is
now viewed as a conTstructive sale and is thus a taxable event. Again, as in the area of reguliléltion,
the crearivity of the derivatives industry in this area has given rise to many issues of cenéerh to
Treasury and the Inte\mal Revenue Service. Tax creativity in the structunng of transactlons,
however, is not new, and the Working Group believes that these issues need to be addressed
under the Internal Revenue Code and regulations. The CEA should not be used to solve tax]l
issues. | ;
|
C. Nettlng
The Working Group reiterates its support for the improvements in the close-out nemng
regime for derivatives and other financial instruments under the Bankruptcy Code and bank |
insolvency law recommended in the April 1999 report, Hedge funds, Leverage, and the LessiJns

of Long-Term Capital Management. As discussed in that report, there are improvements |

currently under consideration by Congress that would reduce systemic risk and protect the i

markets. Specifically, these proposals would improve the netting regime under the Bankruptcy
-

_Code by expanding and clarifying definitions of the financial contracts eligible for netting and by

!

i
1

explicitly allowing eli \gibie counterparties to net across different types of contracts, such as
swaps, security contracts, repurchase agreements, and forward contracts. They would also clarify
bankruptcy proceduresI for an entity organized in a jurisdiction outside of the United States that

has its principal business in the U.S. and help to ensure that in an ancillary proceeding in the Us.
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there will not be an 1ssuance of a judicial stay preventing an eligible counterparty from
exercising contractual termmatxon netting, and liquidation rights for certain financial contracts
recognized under U.S. law. Finally, the netting provisions would clarify the netting regnme for
certain financial contracts in the case of a bank failure. The Working Group believes thesei

proposals should be enacted into law. !

D. Derivatives dealers , _ l
Derivatives dealers are entities whose business consists primarily of entering into

derivatives contracts with end users and other dealers. Derivatives dealers may also use OTE:C
derivative instruments to hedge their own financial risks, including risks incurred to obtain ‘
desiréble financing terms, and to speéulaté on market movements. Most OTC derivatives déalers
in the U.S. are banks or affiliates of banks or affiliates of broker-dealers or FCMs. Banks alnd
their affiliates are subject to consohdated supervision by banking regulators, but the afﬁhates of
broker-dealers and FCMs are generally unregulated, although the SEC and the CFTC have :
limited author:ty to obtain mfmmatlon about the activities of such affiliates, and the SEC has
instituted a special regulatory scheme for derivatives dealers that conduct a limited securmeslt
business. A small number of U.S. derivatives dealers are affiliated with entities that are not ‘1
subject to banking or securities regulation, such as insurance companies, finance companies,éand
energy companies. o |

With respect to OTC derivatives dealers, private counterparty discipline currently is tihe
primary rechanism relied ﬁpon for achieving the public policy objective of reducing systemic
risk. Government regulation should serve to supplement, rather than suBstitute for, private & |
market discipline. In general, private counterparty credit risk management has been employe{d
effectively by both reéulated and unregulated dealers of OTC derivatiires, and the tools requi}ed
by federal regulators already exist. In its report on W&M
Long-Term Capital Management, however, the Working Group concluded that limitations oni
SEC and CFTC access to information about the activities of the unregulated affiliates of broki;r—
i
|
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dealers and FCMs constituted a gap in the system of financial market oversight that should be
filled by providing the relevant agencies with enhanced authority to obtain risk assessmenti
information. Because of the importance of these affiliates in the OTC derivatives market, the

‘Working Group reiterates this recommendation.*®

By contrast, the activities of derivatives dealers that are not affiliated with banks, bljoker-
dealers, or FCMs coﬁstitute a small share of the overall market, although the extent of theiri
pamoib‘ation in certain markets, such as the market for energy derivatives, is quite signiﬁcaint ¢
In light of their small market share and the apparent effectiveness of private counterparty
discipline in constraining the nsk-takmg of such derivatives dealers, the Workmg Group is ‘not

recommending legislative action with respect to such derivatives dealers at thlS time, but beheves

that continued monitoring of their development is appropriate. :

A But see note 36 above.

H
{
1
H
+
9. Unaffiliated derivatives dealers are active primarily the markets for OTC derivatives on tangible
commodities, which account for only a fraction of a percent of derivatives activity. See note 4 above. Moreover, in

1998, the top 25 derivatives dealers worldwide were banks, securities firms, or afﬁhates thereof Swaps Monitor)
vol. 12, no. 19 {Aug. 2, 1999).
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