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DEPARTMENT OF THE TREASURY i : !
WASHINGTON, D.C.
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ASSISTANT SECRETARY : R

ACTION

i

MEMORANDUM FOR\S'ECRETARY SUMMERS
DEPUTY SECRETARY EIZENSTAT

A ‘ /
THROUGH: Gary Gensler#ef %
: Under Secretary * -
(Domestic Figance)

FROM: Lee Sachs [/ _ ?
Assistant Sec tary i

SUBJECT: . Transmittal Letters for the President’s Working Group on Fmancml
Markets Report on OTC Derivatives.

|
¢
‘

ACTION-FORCING EVENT: R ' _ ' :

In the Conference Report for the Omnibus. Consolidated and Emergency Supplemental |

- Appropriations Act of 1999, Congress indicated that the Commodity Futures Trading
Commission should work with the President’s Working Group on Financial Markets (the
“Working Group”) in developing policy with respect to over-the-counter (“OTC”) derivative
instruments. As a result, the Working Group committed to prepare a report to Congress on,
issues affecting OTC derivatives. The attached report, entitled Over-the-Counter Derivatives
Markets and the Commodity Exchange Act, is the resuit of efforts by Working Group members
over the past six months. Summary information regarding the report is attached at Tab B. |

RECOMMENDATION:

That you sign the cover letters, located at Tab A, transmitting to the Speaker of the House and
the Prestdent of the Senate the Working Group’s report Over—ihe-counter Derivatives Markefs‘
and the Commodity Exchange Act. \ L\ \
___ Agree stagree ‘ ! s discuss
| | ‘—‘&fS |
Attachments: Tab A:  Transmittal letters to-House Speaker Hastert and President of
' : , the Senate Gore.

TabB:  Informational Memorandum re: the PWG ,

S : report, Over-the-Counter Derivatives Markets and the
' ' | Commodity Exchange Act. ‘
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Tab C:
Tab D:

. Talking Points on the PWG’s report.

Report: Over-the-Counter Derivatives Markets and the
Commodity Exchange Act
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November 9, 1999 - i

The Honorable J. Dennis Hastert : ‘ - o
Speaker of the House : : ' ;
United States House of Representatives
Washington, D.C. 20515 '

Dear Mr. Speaker: n
We are.pleased to transmit the report of the President’s Working Group on Financial Markets
entitled Over-the-Counter Derivatives Markets and the Commodity Exchange Act. :

One of the most dramatic changes in the world of finance during the past fifteen years has been
the extraordinary development of the markets for financial derivatives. Over-the-counter ; '
derivatives have transformed the world of finance, increasing the range of financial products
available to corporations and investors and fostering more precise ways of understanding,
quantifying, and managing risk. These important markets are large and growing rapidly. At the
end of 1998, the estimated notional value of OTC derivative contracts was $80 trillion, according
to the Bank for International Settlements. In addition, these global markets have been marked by
innovation in products and trading and settlement mechanisms. .

A cloud of legal uncertainty has hung over the OTC denvatxves markets in the United States in
recent years, which, if not addressed, could discourage innovation and growth of these 1mportant
markets and damage U.S. leadership in these arenas by driving transactions off-shore.
Recognizing the important role that derivatives play in our financial markets, and the dangers of
continued legal uncertainty, the Working Group has spent the past six months focusing on OTC
derivatives and examining the existing regulatory framework, recent innovations, and the
potential for future development. At the request of Congress and the Chairmen of the Senate and .
“House Agriculture Committees, we have prepared the attached report, which reflects the |
consensus we have reached on a set of unanimous recommendations. ‘ i

The Working Group is recommendmg changes to the Commodnty Exchange Act (“CEA”)
desngned to:

. promote innovation, competition, efficiency, liquidity, and transparency in OTC
derivatives markets, by providing legal certainty for OTC derivatives and.
removing impediments to innovation (spemﬁcally to the development of |

lectromc trading systems); f

. reduce systemic risk, by removing legal obstacles to the development of .
' appropriately regulated clearing systems; . ,
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) protect retail customers from unfair practices, by providing the CFTC authority to
address problems associated with foreign currency “bucket shops™; and |

® maintain U.S. leadership in these rapidly developmg markets through a .|
combination of the measures outlined above 5

We, the members of the Working Group, therefore respectfully urge the Congress to give serlous
consideration to our proposals to help achieve these goals.

The Federal Deposit Insurance Corporation, the Federal Reserve Bank of New York, the dfﬁce
of the Comptroller of the Currency, and the Office of Thrift Supervision reviewed and
commented on this report and support its conclusions and recommendations. We are grateﬁll for

their assistance.

We appreciate the opportunity to convey this report to you, and we look forward to contmumg to

work with the Congress on these lmportant issues.

: Sincerely,

W/ . @/ /w«\x/\/y
Lawrence H. Summers

Secretary
Department of the Treasury

o

Arthur Levitt
Chairman ,
Securities and Exchange Commission

Alan Greenspan
Chairman
Board of Governors of the Federal Reserve
System

Wlllxam J. R¥finer
Chairman ‘
Commodity Futures Tradmg Commnssnon

i
f
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November 9, 1999 . - ‘

The Honorable Al Gore )
President of the Senate - , ; ‘
United States Senate

Washington, D.C. 20510

Dear Mr. President:

We are pleased to transmit the report of the President’s Working Group on Financial Markets
entitled Over-the-Counter Derivatives Markets and the Commodity Exchange Act. co

One of the most dramatic changes in the world of finance during the past fifteen years has been
the extraordinary development of the markets for financial derivatives. Over-the-counter | -
derivatives have transformed the world of finance, increasing the range of financial products
‘available to corporatlons and investors and fostering more precise ways of understandmg, , .
quantifying, and managing risk. These important markets are large and growing rapidly. At the
end of 1998, the estimated notional value of OTC derivative contracts was $80 trillion, according
to the Bank for International Settlements. In addition, these global markets have been marked by
innovation in products and trading and settlement mechanisms.

A cloud of legal uncertainty has hung over the OTC derivatives markets in the United Stat:es in
recent years, which, if not addressed, could discourage innovation and growth of these important
markets and damage U.S. leadership in these arenas by driving transactions off-shore.
Recognizing the important role that derivatives play in our financial markets, and the dangers of
continued legal uncertainty, the Working Group has spent the past six months focusing on OTC
derivatives and examining the existing regulatory framework, recent innovations, and the
potential for future development. At the request of Congress and the Chairmen of the Senate and
House Agriculture Committees, we have prepared the attached report, which reflects the |
consensus we have reached on a set of unanimous recommendations.

The W‘orkmg Group is recommendmg changes to the Commodity Exchange Act (“CEA”)
designed to: i

s promote innovation, competition, efficiency;, liquidity, and transparency in;, OTC
derivatives markets, by providing legal certainty for OTC derivatives and
removing impediments to innovation (specifically to the development of

electronic trading systems),

o reduce syste'mic risk, by removing legal obstacles to the development of
appropriately regulated clearing systems; :
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‘ !
° protect retail customers from unfair practices, by providing the CFTC authority to

address problems associated thh forexgn currency “bucket shops”; and

. maintain U.S. leadershlp in these rapldly developmg markets through a
combination of the measures outlined above ' o

!
1
'

We, the members of the Workmg Group, therefore respectﬁxlly urge the Congress to give serious .
consxderat:on to our proposals to help achieve these goals. : '

The Federal Deposit Insurance Corporation, the Federal Reserve Bank of New York, the Office
of the Comptroller of the Currency, and the Office of Thrift Supervision reviewed and
commented on this report and support its conclusions and recommendations. We are gratefil for
their assistance. 4 : : -

We appreciate the opportumty to convey this report to you and we look forward to contmumg to
work with the Congress on these important issues. :

Sincerely,

WU H_ Q/ SAIASD ) @%
Lawrence H. Summers . Alan Gr enspan ;
Secretary » Chairman
Departmient of the Treasury Board of Govemnors of the Federal Reserve
System !
Arthur Levitt William J. R 'ner
- Chairman Chairman

Securities and Exchange Commission Commodlty Futures Trading Comm:ssnon
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WASHINGTQN, 0.C.

e TP
YT

ASSISTANT SECRETARY ‘ ' ' ‘ ' iNFORMATIbN

MEMORANDUM FOR SECRETARY SUMMERS _ ' L
DEPUTY SECRETARY EIZENSTAT . ‘

THROUGH: . Gary Gensler &le/es

' Under Secretary :

- (Domestic an:,7nce) A o .

FROM: Lee Sachs&;{"g - . o
.+ Assistant SeCretary - : )

' (Financial Markets)

SUBJECT: Report of the President’s Working Group on Financial Markets on OTC

Derivatives Markets and the Commodity Exchange Act :
This memorandum summarizes the President’s Working Group report on OTC Derivatives, '
focusing on our recommendations and the goals we are hoping to achieve through those |
recommendations. ’
Overview of Recommendations '
The Steermg Committee of the Working Group has concluded unammously that the current legal
and regulatory structures govemning the markets for over-the- counter (*OTC”) demvatlves must
be clanfxed and updated in order to: ?

- promiote innovation, competmon efficiency, liquidity, and transparency in OTC derivatives
markets by providing legal certainty for OTC derivatives and removing impediments to
innovation (spec1ﬁca11y to'the developmcnt of electronic trading systems); !

:

» reduce systemic risk - by removing legal obstacles to the development of appropnately

regulated clearmg systems;

. protect retail customers from unfair practices - by prov1d1ng the CFTC authority to address
problems associated with foreign currency “bucket shops”; and

~ » maintain US Ieadershxp in these rapldly developmg markets through a combination of the
measures outlined above. - ‘ f
The Working Group report focuses, therefore, 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 report sets forth a number of unanimous recommendanons
which include: A




1. Creatmg an exclusion from the CEA for swaps agreements that are bilateral
agreements between eligible parties on a’ principal-to-principal basis. (The exclusmn ,
does not extend to agreements involving non-financial commodities with finite supphes).‘

By clarlfylno that these agreements are not governed by the CEA, this recommendanon will
provide greater legal certainty to derivatives transactions and remove current doubts about :
their enforceability, thereby reducing systexmc risk and making the U.S. a more attractive
derivatives market. ‘
The Working Group members agree that there is no compelling evidence of problems
involving bilateral swap agreements that would warrant regulation under the CEA. The CEA .
“was designed to address issues of fraud, manipulation, and price discovery. The Worklng
Group believes that this exclusion is warranted because the participants in such transacnons
are generally capable of making informed investment decisions and do not require the - '
additional protections the CEA was originally designed to provide. Additionally, there i 1s
little evidence to suggest that the markets for financial OTC derivatives are readily P
susceptible to mampulatlon With regard to price discovery, the markets included in this
exclusion do not serve a price discovery function. In addition, the activities of most
derivatives dealers are already subject to direct or indirect federal oversight. - f
’ ‘ . [
2. Creating an exclusion from the CEA for electronic trading systems that limit :
participation to sophisticated parties trading for their own accounts. (Again, the 1
exclusion does not apply to systems used to trade contracts that involve non-fi nanc:al
cominodities with a finite supply.) ' |
This recommendation is designed to promote innovation, competition, efficiency, liquidity,
and transparency in OTC derivatives markets. To encourage the development of electronic
trading systems, the Working Group recommends an exclusion from regulation under th:e
CEA when such systems meet threshold requirements that limit their access to qualified:
participants. This limitation is designed to preserve regulatory protection for retail customers
without unnecessarily impeding innovation where such regulation is not warranted. While
agreeing that the exclusion is appropriate at this time, the Working Group will continue to
monitor the development of such systems to determine if limited regulation aimed at
enhancing market transparency and price discovery should become necessary.

3. Removing legal obstacles to the development of clearmg systems for OTC ;
' derivatives, while requiring that such systems be subject to appropriate reoulatlon

This recommendation is de51gned to reduce systemic risk by encouraging appropnately
regulated clearing for OTC derivatives. Well-designed clearinghouses have the potennal
to reduce systemic risk by reducing the likelihood that the failure of a single market
participant can have a disproportionate effect on the overall market and by facilitating
offsetting and netting of contract obligations. They thereby can contribute to the stability
of our financial system. The Working Group believes, however, that regulation of |
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clearing systems is appropriate and necessary because of the concentration of risk at these
entities.

4, Clarifying the Treasury Amendment to enable the CFTC to address the problems
associated with foreign currency “bucket shops” while excluding all other . '
transactions in Treasury Amendment products from the CEA, unless they are
‘conducted on an organized futures exchange.

This recommendation helps to create legal certainty and protects retail customers froﬁl
unfair practices. The Working Group members agree that the Treasury Amendment;
requires clarification to confirm its original intent. Our recommended changes enhance
legal certainty by preserving CFTC authority over Treasury Amendment transactions on
“organized exchanges”, but clearly excluding all other markets for Treasury Amendn:lent
instruments from the CEA - thereby preventing duplicative regulation in the case of |
government securities. At the same time, it codifies the CFTC’s ability to regulate |
foreign currency “bucket shops”, thereby solidifying the CFTC’s ablllty to prosecute such
entities when they attempt to defraud retail customers.

5. & 6. Modifying the CFTC’s “exclusive jurisdictidn” clause to provide greater legal !
certainty to hybrid instruments and to prevent limitations on the authority of the
SEC and the bank regulatory instruments with regard to certain hybrid '
instruments. = . !

The final two recommendations are technical in nature and designed to enhance legal
certainty by clarifying the regulatory regime applicable to certain hybrid instruments.
They also resolve potential jurisdictional disputes between the CFTC and other regulators -
with respect to such instruments. The CFTC agrees to work with the other agencies'to
determine whether other modifications of exclusive jurisdiction are also appropriate!

y -

In addition to its specific recommendations regarding OTC derivatives, the Working Group also
cites other areas 1mportant to ach1evmg its goals. Spemﬂcaﬂy, the Working Group: ‘

t
i

’ Recommends that Congress clarify the CFTC’s authorxty to provide appropriate

regulatory relief for exchange-traded derivatives when the CFTC deems such
relief to be consistent with the public interest,

. Agrees that the current prohibition on single stock futures can be repealed if the

issues about the mtegrxty of underlying securities markets and regulatory arb1trage
are resolved;

|
. Reiterates recommendations made in the Working Group’s report on hedge funds
regarding improvements in the close-out netting regime for derivatives and other
financial instruments under the Bankmptcy Code and bank insolvency law; and

i
t
i
a



'+ Finally, with regard to derivatives dealers, the report notes that private
counterparty discipline is the primary mechanism for achieving the public policy
objectives of limiting potential losses from counterparty defaults and reducing
systemic risk. Nevertheless, the Working Group reiterates the recommendation
from its report on hedge funds that Congress grant enhanced risk assessment
authority to the SEC and CFTC for unregulated affiliates of broker-dealers and
futures commission merchants (“FCMs”). The Working Group does not,
however, recommend legislative action with respect to derivatives dealers .
unaffiliated with banks, broker-dealers, or FCMs at this time.

Taken together, this comprehensive set of recommendations regarding the complex and
important OTC derivatives markets represents important steps that the President’s Working
Group urges the Congress to take in order to promote innovation, competition, efficiency and
transparency in our financial markets, reduce systemic risk, protect retail customers, and
maintain US leadership in the vital OTC derivatives markets.
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- Talking Points on the PWG Study on OTC Derivétives :

One of the most dramatic changes in the world of finance during the past fifteen years has
been the extraordinary development of the markets for financial derivatives. OTC
derivatives have transformed the world of finance, increasing the range of financial
products-available to corporations and investors and fostermg more precise ways of

\ understandmg, quantxfymg, and managing risk.

OTC derivatives now play a vital role in our markets and economy by increasing the
liquidity and efficiency of financial markets, facilitating commerce, supporting a more
efficient allocation of capital across the economy, and indirectly supporting higher
investment and a growth in living standards in the US and around the world. More:
specifically, OTC derivatives help American businesses to hedge and manage risk more
effectively, and help reduce the cost of borrowing - including the cost of mortgages,
consumer loans and corporate debt - for American individuals and companies.

These important markets are large and grovl«*ing rapidly. At the end of 1998, the
estimated notional value of OTC derivatives contracts was $80 trillion. In addition, these
global markets have been marked by innovation in products and trading and settlement
mechanisms. :

A cloud of legal uncertainty has hung over the OTC derivatives market in the United
States in recent years, which - if not addressed - could discourage innovation and growth
of these important markets and damage U. S leadership in these arenas by driving such
transactions off-shore.

Recognizing the important role that derivatives play, the President’s Working Group on
Financial Markets - composed of the Secretary of the Treasury and the Chairmen of the
SEC, CFTC and the Fed - has spent the last six months focusing on OTC derivatives and
examining the existing regulatory framework, recent innovations, and the potential for
future development. We have reached consensus on a set of unanimous
recommendations.

~ The Working Group is recommendmg changes to the Commodity Exchange Act (“CEA”)

designed to:

. promote innovation, competition, efficiency, liquidity, and transparency in OTC
derivatives markets - by providing legal certainty for OTC derivatives and”
removing impediments to innovation (specifically to the development of

_ electronic trading systems) :

. reduce systemic risk - by removing legal obstacles to the development of
appropriately regulated cleanng systems;

» protect retail ciistomers from unfair practices - by closing legal loopholes; and

» maintain US leadership in these rapidly developing markets through a
combination of the measures outlined above.




Specific Recommendations:

Specifically, the PWG RepVort on OTC Dér@vatives recommends:

1.

Creating an exclusion from the CEA for swaps agreements that are bilateral
agreements between eligible parties on a principal-to-principal basis. (The
exclusion does not extend to agreements involving non-financial commodities with

finite supplies).

By clarifying that these agreements are not governed by the CEA, this recommendation
will provide greater legal certainty to derivatives transactions and remove current doubts
about their enforceability, thereby reducing systemic risk and making the U.S. a more
aitractive derivatives market.

The Working Group members agree that there is no compelling evidence of problems
involving bilateral swap agreements that would warrant regulation under the CEA. The

~ CEA was designed to address issues of fraud, manipulation, and price discovery. The
- Working Group believes that this exclusion is warranted because the participants in such

transactions are generally capable of making informed investment decisions and do not
require the additional protections the CEA was originally designed to provide.

.Additionally, there is little evidence to suggest that the markets for financial OTC

derivatives are readily susceptible to manipulation. With regard to price discovery, the
markets included in this exclusion do not serve a price discovery function. In addition,
the activities of most derivatives dealers are already subject to direct or indirect federal

© oversight.

Creating an exclusion from the CEA for electronic trading systems that limit
participation to sophisticated parties trading for their own accounts. (Again, the
exclusion does not apply to systems used to trade contracts that involve non-'
financial commodities with a finite supply.) '

This recommendation is designed to promote innovation, competition, efficiency,
liquidity, and transparency in OTC derivatives markets. To encourage the development
of electronic trading systems, the Working Group recommends an exclusion from
regulation under the CEA when such systems meet threshold requirements that limit their
access to qualified participants. This limitation is designed to preserve regulatory
protection for retail customers without unnecessarily impeding innovation where such
regulation is not warranted. While agreeing that the exclusion is appropriate at this time,
the Working Group will continue to monitor the development of such systenis to
determine if limited regulation aimed at enhancing market transparency and price
discovery should become necessary.

Removing legal obstacles to the development of clearing systems for OTC
derivatives, while requiring that such systems be subject to appropriate regulation.




5.&6.

This recommendation is designed to reduce systemic risk by encouraging appropriately
regulated clearing for OTC derivatives: Well-designed clearinghouses have the potential
to reduce systemic risk by reducing the- likelihood that the failure of a single market
participant can have a disproportionate effect on the overall market and by facilitating
offsetting and netting of contract obligations. They thereby can conttibute to the stability -
of our financial system. The Working Group believes, however, that regulation of
clearing systems 1s appropnate and necessary because of the concentration of risk at these
entities. -

Clarifying the Treasury Amendment to enable the CFTC to address the problems
associated with foreign currency “bucket shops” while excluding all other

- transactions in Treasury Amendment products from the CEA unless they are

‘canducted on an organized futures exchange.

This recommendation helps to create legal certainty and protects retail customers from
urifair practices. The Working Group members agree that the Treasury Amendment
requires clarification to confirm its original intent. Our recommended changes enhance
legal certainty by preserving CFTC authority over Treasury Amendment transactions on -
“organized exchanges”, but clearly excluding all other markets for Treasury Amendment
instruments from the CEA - thereby preventing duplicative regulation in the case of
government securities. At the same time, it codifies the CFTC’s ability to regulate
foreign currency “bucket shops”, thereby solidifying the CFTC’s ability to prosecute such
entities when they attempt to defraud retail customers. :

Clarifying the exempt status of hybrid instruments that reference securities
and modifying the CFTC’s “exclusive jurisdiction” clause to prevent
limitations on the authority of the SEC and the bank regulatory agencies
with regard to hybrid instruments. ‘

The final two recommendations are technical in nature and designed to enhance legal
certainty by clarifying that hybrid instruments that reference securities can be exempted
from the CEA. They also resolve potential jurisdictional disputes between the CFTC and
other regulators with respect to such instruments by limiting the exclusive jurisdiction
clause of the CEA. The CFTC agrees to work with the other agencies to determme
whether other modifications of exclusive _]uﬂSdlCthﬂ are also appropriate.

In addition to its specific recommendations regarding OTC derivatives, the Working
Group also cites other areas important to achieving its goals. Specifically, the Working

" “Group:

. Recommends that Congress clarify the CFTC’s authority to provide appropriate

regulatory relief for exchange-traded derivatives when the CFTC deems such
relief to be con31stent with the public interest;




. Agrees that the current prohibition on single stock futures can be repealed if the
issues about the integrity of underlying securities markets and regulatory arbitrage
are resolved; and ,

. Reiterates recommendations made in the Working Group’s réport on hedge funds
- regarding: ' - - .

. improvements in the close-out netting regime for derivatives and other
financial instruments under the Bankruptcy Code and bank insolvency
law; and ' :

. Enhanced reporting authority for unregulated affiliates of broker-dealers.

Taken together, this comprehensive set of recommendations regarding the complex and
important OTC derivatives markets represents important steps that the President’s
Working Group urges the Congress to take in order to promote innovation, competition,
efficiency and transparency in our financial markets, reduce systemic risk, protect retail
customers, and maintain US leadership in the vital OTC derivatives markets.
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| Over-the-Counter Derivatives Markets
and the Commeodity Exchange Act

Report of
The Pres:dent’s Working Group on Financial Markets

I.  TIntroduction

| . Last year, Congresu indicated that the President’s Working Group on Financial Markets
(the “Working Group”)' should work to develop policy with respect to over-the-counter (“OTC”) -
derivative instruments,” and the Chairmen of the Senate and House Agriculture Committees

requested that the Working Group conduct a study of OTC denvatlves markets and provxde

leglslatxve recommendations to Congress “This Workmg Group report focuses on changes to -
the Commodity Exchange Act (the “CEA”) that are necessary to promote innovation,
competition, efficiency, and transparency in OTC derivatives markets, to reduce systemic risk,
and to allow the United States to maintain leadership in these répidly developing markets.

The Working Group has concluded that under many circumstances, the trading of
financial derivatives by eligible swap participants* should be excluded ﬁ'om the CEA. To do
otherwise would perpetuate legal uncertainty or impose unnecessary regulatory burdens and
constraints upon the development of these markets in the United States. The Workihg Group has
also concluded that it is important to remove legal impediments to the developmént uf electronic

E trading systems, which have the potential to increase market quuidity and transparency, and

_ appropmttely regulated clearmg systems whlch can reduce systetmc nsk by allowmg for the

! The Working Group is composed of the Secretary of the Treasury, the Chairman of the Board of
Govcrnors of the Federal Reserve System (the “Federal Reserve™), the Chairman of the Securities and Exchange
Commission (the “SEC”), and the Chairman of the Commodity Futures Trading Commission (the “CFTC").

2 HR.Rep. No. 825, 105th Cong,, 2d Sess. 991-92 (19§8).
3 Letter from the Honorable Richard G, Lugar, Chairman, Senate Committe¢ on Agriculture,
Nutrition, and Forestry, and the Honorable Robert Smith, Chairman, House Committee on Agriculture, to the
Honorable Robert Rubin, Secretary of the Treasury (Sept. 30, 1998).

‘4 Under the CFTC’s current exemption for swap agreeruents, 15 C.F.R. pt. 35, “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 governments, and certain wealthy
individuals, :




mutualization of risks among market pammpants and by facrhtatmg offset and nettmg of

contractmd obhgatrons

Specifically, with respect to OTC denvanves the Working Group is unammously

recommending;

_ legal certainty to hybnd instruments; and

An exclusion from the CEA for bilateral transactions between sophisticated

counterparties (other than transactions that involve non-financial commodities

-with finite supplies);

An exclusion from the CEA for electronic trading systems for derivatives,

provided that the systems limit participation to sophisticated counterparties

_trading for their own accounts and are not used to trade contracts that involve

non-financial commodities with finite supplies;

The elimination of impediments in current law to the clearing of OTC derivatives,
together with a requirement that any clearing system for OQTC derivatives be
regulated by the CFTC, another federal regulator, ora fore1gn financial regulator
that satisfies appropnate standards; ,

A clarification of the Treasury Amendment that clears the way for the CFTC to
address the_problems associated with foreign currency “bucket shops” and
excludes all other transactions in Treasury Amendment products from the CEA,
unless they are conducted on an organized exchange;

A modification of the exclusive jurisdiction clause of the CEA to provide greater
A statutory clarification of the inapplicability of the Shad-Johnson Accord to

hybrid instruments that reference securities. .

The Working Group understands that the development of OTC derivatives markets also

raises questions about the regulatory structures applicable to exchange-traded derivatives and

implicates statutes other than the CEA. \Accordingly, certain additional issues, including the

" level and scope of reguletion applieable to exchange-traded derivatives and the conditions under

which the trading of single-stock futures contracts might be permitted, are also discussed in this

report. In deference to the CFTC’s views about the need for further Congressional direction with

regard to its exemptwe authority, the Working Group as a whole believes that the enactment of




its recommendations with respect to OTC derivatives should be accompanied by explicit
authority for the CFTC to provide appropriate regulatory relief for exchange—ttraded‘ﬁngncial
futures if deemed by the CFTC to be consistent with the public interest.®

‘Althoﬁgh this report recommends the enactment of legislation to clearly exclude most
OTC ﬁhancial derivatives transactions from the CEA, this does not mean that transactions may
not, in soime instances, be subject to a different regulatory regime or that a need for regulation of
currently, unregulated activities may not arise in the future. Spéciﬁcally, although the Working
Group recommends excluding certain electronic trading systemﬁ for OTC derivatives from the

CEA, the enactment of a limited regulatory regime aimed at enhancing market transparency and

__efficiency may become necessary under certain circumstances if, as such systems developand ==

grow, prices of transactions executed through the systems come to be used widely as the basis
for pricing other transactions (_i,_._gé, the systems come to serve a price discovery function). If S0,
depending on the speciﬁé market, existing regulation, and the problems that regulation wohld be
meant to address, the CFTC’s expertlse in exchange-traded derivatives could make itan

appropriate choice to serve as regulator. The Workmg Group members will continue to morutor

‘and consider the desirability of regulatory or legxslatlve action to address issues that may arise in

the future. v '
The Working Group looks forward to working with Congress to develop legislation to

implement the recommendations contained in this report.

s Such authority should not, however, permit the CFIC to provide exemptive or other regulatory -

relief from the requirements of the Shad-Johnson Accord. See infra note 16 and accompanying text and infra part
VIILA.
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IL.  Over-the-Counter Derivative Instruments

The market for OTC derivatives has expanded steadily and rapidly over the past two

~ decades. At year-end 1998, the total estimated notional amount of outstanding OTC denvative

 contracts was $80 trillion, reflecting an increase of 11 percent from June 1998, according to data

from the Bank for International Settlements (“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 1998.° Accordihg to BIS, the vast majority of OTC derivatives are interest rate

and foreign exchange contracts (72 percent and 26 percent, respectively); equity-related contracts -

make up only 2 percent of the market, while tangible commodities account for a fraction of a
Actmty in O'I’C denvatxves markets has been pnmanly concentrated in three types of
instruments: -swap agreements, options, and hybrid instruments.® The typical swap agreement is
a contract between two parties providing for the exchange of cash flows based on differences or
changes in the value or level of one or more interest rates, currencies, commodities, securities, or
other asset categories. These cash flows are calculated with reference to a principal base (known
as the “notional amount™) of the underlying asset category. Because the notional amount of a
swap agreement is only a contractual term used to calculate the amount of payments urider the
swap agreefnent, it generally is not exchanged between the parties to the agreement.
Aceordingly, the notional amount is not a measure of the value or the riskiness of 'a swap
agreement. .

An optxon 1s an mstrument that provades the holder wnth the nght but not the obhgatlon,

to buy (call optxon) or sell (put optlon) a specnﬂed amount or value ofa partxcular underlymg

interest at a specified price on, and in some cases before, its specified expiration date. Typically,

&

Bank for International Settlements, Quarterly Review: International Banking and Financial
Market Developments (Aug. 1999).

’ Bank for International Set‘dements, Press Release, The Global OTC Demranves Market at End- -
December 1998 (June 2, 1999).

8 The terminology used to describe derivative mstmmems is not precise. Certain complex
derivative mstrumems (for example, “swaptions”) combine the characteristics of both typical swaps and options, and
the term “swap” is often used to refer collectively to typical swaps, options, and instruments that cembmc
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 sccurities exchanges and issued in standardized tranches and therefore are often not traded over-the-
counter., Unless the context otherwise indicates, the terms used in this report are meant to be construed broadly.




OTC options provide for cash settlement, rather than delivery of the underlying aéset, or a choice
between the two methods of settlement. : |
Hybrid instrumehts are depository instruments (i.e., demand deposits, time deposits, or

transaction accounts) or securities (Le., debt or equity securities) that have one or more
componeits with payment features econoniically similar to swaps, forwards, options, or futures -
contracts. . ,

" Tf'aditionally, the excHange-traded and OTC derivatives markets have differed in several
respects. Exchange-traded instruments — principally futures and options — are standardized as

to their material terms and conditions, whereas the terms and conditions of OTC instruments

_may be negotiable between the parties to the contract and reflect individualized credit decisions. _ =~ -

The customization of these transactions to individual customer needs as to maturity, payment
intervals, or other terms has alldwed customers to adjust individual risk positfons with greater
precision. Exchange-traded instruments, however, may offer market participants the ad?antages
of liquidity, price transparency, and minimal credit risk. Whereas transactions in the OTC
markets are conducied almost entirély between institutions on a principal-to-principal basis,
exchange-traded markets are also accessible to retail customers conducting transactions through
futures commission merchants (“FCMs”). Co '

As OTC markets develop, however, the extent to which market participants engage in
large numbers of transactions with similar terms increases, because certain instruments serve the

risk-management needs of a large number of market participants. Thus, the opportunity to

negotiate the terms and conditions of an instrument may exist, but in practice this opportgnity B

may not be used to a great extent for certain types of instruments, such as certain “plain vanilla”
interest rate swaps.” Moreover, although the widespread use of innovations such as electronic
trading and clearing have the potential to increase efficiency and reduce systemic risk, they could

also blur some of the distinctions between exchange-traded and OTC instruments.

? Nevertheless, counterparties typically have negotiated a “master agreement” that sets forth terms

and conditions, including netting and collateral provisions, applicable to all transactions between them.




IO Legal Certainty (Enforceability of Contracts) and the Development of the CEA

Legal certainty is a crucial consideration when parties to OTC derivative contracts decide
with whom and where to conduct their business. - Parties must b'e certain_that the contrabts 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 will help-
to reduce systemic risk in the U.S. financial markets and enhance the competitiveness of the U.S.
ﬁnanbial sector.

For OTC derivative contracts, uncertainty arises from concerns under current law as to

~ whether some of these contracts could be construed to be subject to the CEA and whether certain

types of r.nechanismsAfor executing and clearing OTC derivatives might be construed to alter the
legal status of otherwise exempted or excluded instruments. These concerns force financial
institutions to evaluate legal risks when developing new instruments and new risk-management
initiatives and have the potential to reduce the ﬂexibility and competitiveness of U.S. financial
markets. In light of the size of OTC derivatives markets and their importance to the U.S.
economy, to other markets, and to U.S. financial institutions, these concerns must be addressed.
The CEA subjects contracts for the sale of a commodity for future delivery and options
on such contracts to the exclusive jurisdiction of the CFTC." The CFTC also has jurisdiction H
over commodity option. contracts, a]though the CEA does not unambiguously characterize the
CFTC’s jurisdiction over such instruments as exclusi\;e "' Tn addition, transactions in, orin
- connection with, commodity ﬁJtures contracts and commodlty optlons contracts must be .
.cor-lal—c;e_l.:i 1; ;cord;b_é; \;ith the CEA mé—;e;;l;fxons promulgated by the CFTC In general
this mearis that, except as prov1ded by certa.m administrative exemptions currently granted by the
CFTC, transactions must be conducted on, or subject to the rules of, a contract market designated
by the CFTC.'? The CEA defines “commodity” to .include specific agricultural commodities and

10 7 U.S.C. § 2(i). The CEA also provides that the term “future delivery” does not include any sale
of any cash commodity for deferred shlpment or delivery. 7 U.S.C.§ 1a(11).

n 7US.C.§§2, 6¢. But see S. Rep. 93-1131, 93d Cong. 2d Sess., reprmted in 1974 U.S.C.C.A.N.
5843, 587C; International Trading Ltd. v. Bell, 556 S.W.2d 420 (Ark. 1977), cert. demed, 436 U.S. 956 (1978).

2 7U.5.C. § 6(a), 6c.



“all other goods and articles, ... and all services, rights, and interests in whxch contracts for future
delivery are presently or in the future dealt in. »13
In 1974, Congress amended the CEA to state that “[n]othmg in thls Act shall be deemed
to govern or in any way be applicable to transactxons in foreign currency, securities warrants,
securities rights, resales of installment loan contracts, repurchase options, government securities,
or mortgages and mortgage purchase commitments, unless such transactions involve the sale

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 expanded the definition of “commodity” from a list of

specific tangible products to the broad definition contained in current law. As discussed inmore

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 derivative instruments also arose from the amendments to the CEA enacted in
1974, wkich gavé the CFTC exclusive jurisdiction over all futures, whether the underlying
instrument was a physical commodity or a financial commodity.'> The same amendments
provided, however, that the jurisdiction of the SEC was not otherwise superseded or limited. .
These provisions have created conflicts regarding each agéncy’s jurisdiction over novel ﬁnanqial
instruments that have elements of securities and fistures or commodity options contracts.

Inan attempf to clarify the scope of the CEA and to permit the trading of certain stock
index futures, thé SEC and the CFTC agreed to specify which financial instruments fell \ﬁthin
each agency’s jurisdiction. This agreement, known as the Shad-]ohnson Accord ‘was codxf ed
N by Cgﬁg;ess in 1582 and 1983; Eh;;hg};;é;ngrﬂentsytc; tfxe CEA and the federal secuntxes laws
The Shad-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

’3' 7U.S.C. § 1a(3).
" 7U.S.C. § 2(ii).
1 7 US.C. § 2.

1 Futures Trading Act of 1982, Pub. L. No. 97-444, 96 Stat. 2204 (1983) Act of Oct. 13, 1982, Pub.

L. No. 97-303, 96 Stat. 1409 .
v “Exempt securities” include government securities and certain other securities that are exempt

from many of the federal securities laws pursuant to Section 3 of the Securities Act of 1933 or Section 3(a)(12) of



securities index that does not satisfy the statute’s criteria as to the composition of the index. The

Shad-Johnson Accord also gives the SEC authority over options on (i) securities (mcludmg

| exempt securities), (ii) certificates of deposit, (iii) foreign currencies traded on a national

securities exchange, and (iv) groups or indices of securities; and gives the CFTC authority over
futures contracts and options on futures contracts on (|) exempt securities (other than mumcnpal

secuntxes) (i) cemf' cates of deposit, and (iii) md1ces of securities that satisfy the statute’s

' criteria.

- To address concerns about the legal status and enforceability of OTC derivative
contracts, 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 classof
transactions that meets certain criteria.'® The FTPA did not specifically address whether or not
any particular type of transaction, such as a swap agreement, is a futures contract or an option.
The Conference Report language,.in fact, made clear that the CFTC could grant an exemption
without finding that the transaction is a futures contract subject to the CEA’.9 To grant an
exemption, the CFTC ‘must determine that the exemption is in the public interest, that the -
exempted transactions will be entered into only by “appropriate persons,” and that the exemption
will not hiave a material adverse effect on the ability of the CFTC or a designated contract market
to fulfill iits duties under the CEA.%° Fux;ther, the FTPA expressly precluded the. CFTC from

exempting transactions from the Shad-Johnson Accord, including the prohibitibn of futures

contracts on an individual non-exempt security. This limitation, coupled with Congress’s

~-the Securities Exchange Act of 1934:- 15 U.S.C. §§ 77c; 78c(2)(12). Note, however, that transactions in government -~~~ ~

securities that are excluded from the CEA by the Treasury Amendment are subject to the provisions of the securities
laws enacted in the Government Securities Act, as amended. Government Securities Act of 1986, Pub. L. No. 99-
571, 100 Stat. 3208 (codified as amended in scattered sections of 15 U.S.C. and 31 U.S.C.). Although municipal
securities dre exempt securities under the securities laws, under the Shad-Johnson Accord they are treated like
corporate clcbt and equity securities, foreign sovereign debt securities, and other securities that are not classified as
exempt securities under the securities laws. Thus, municipal securities and other securities that are not defined as

‘exempt securities are collectively referred to as “non-exempt securities™ in this report.

18 Futures Trading Practices Act of 1992, Pub. L. No. 102-546, 106 Stat. 3590.

19 H.R. Rep. No. 102-978, 102d Cong, 2d Sess. 83 (1992).

% 7 U.S.C. § 6(c). Under the FTPA, “appropriate persons” include banks, insurance companies,
investment companies, commodity pools, broker-dealers, FCMs, and governmental entities. A corporationor .
partnership may be an appropriate person if it has a net worth exceeding $1,000,000 or assets exceeding $5,000,000.
The CFTC may determine that the inclusion of other persons is appropriate based on financial or other quahﬁcatlons
or on the application of appropriate regulatory protectmns
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decision to 'autﬁorize an exemption (rather than an exclusion) for swap agreerhents and hybrid
instruments, is the origin of concern about the legal status of certain derivatives that reference
securities. | . |

Since 1992, the CFTC has used its exemptive authority in connection with each of the
three classes of instruments that were specifically discussed in the legislative history of the
FTPA: (1) swap agreements';21 (2) hybrid instruments_;22 and (3) certain OTC enérgy contracts,
including Brent oil contracts, which had been found by one court to be futures contracts.? In
exéfcising its authority, the CFTC also reaffirmed the continued applicability of its Policy

Statement Concerning Swap Transactions (the “Swap Policy Statement”) and Statutory

Interpretztion Concerning Certain Hybrid Instruments (the “Hybrid Interpretaﬁon”), statements

of regulatory and enforcement pohcy with respect to swap agreements and hybrid mstruments

that had been issued by the CFTC prior to the enactment of the FTPA24 ‘

a 17 CF.R pt. 35 (the “Swap Exemption™). Part 35 of the CFTC Regulations exempts swap
agreements from most provisions of the CEA, provided that: (a) the swap agreement is entered into solely between
eligible swap participants; (b) the swap agreement is not part of a fungible class of agreements that are standardized
as to their material economic terms; (c) creditworthiness is a material consideration in entering into the swap
agreement; and (d) the swap agreement is not traded on a multilateral transaction execution facility.

Z . 17CFR.pt 34 (the “Hybrid Instrument Rule”).

B Exemption for Certain Contracts Involving Energy Products, 58 Fed. Reg. 21,286 (Apr 20 1993).

Cf. Transnor (Bermuda) Ltd. v. BP N, Am. Petroleum, 738 F. Supp. 1472 (SD.N.Y. 1990)

2‘ Policy Statement Concerning Swap Transactions, 54 Fed. Reg. 30,694 (Iuly 21, 1989); Statutory

Interpretation Concerning Certain Hybrid Instruments, 55 Fed. Reg. 13,582 (Apr. 11, 1990).
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IV.  Continuing Legal Uncertainties With Respect to Swap Agreements
A Background ,

As a result of limitations in the FTPA and the continuing evolution of the OTC rharkets',
concerns regardihg legal uncertainty persist. While the range of OTC derivatives activity
currently conducted in the United States generally does not fall within the category of
transactions intended to be regulated (or prohibited) as futures or options contracts under the
CEA, the Working Group nonetheless recognizes that any reasonable uncertainty can have
undesirable effects and should be rerﬁedied. Moreover, uncertainty involving OTC derivatives

has hampered private sector efforts to utilize electronic trading systems to enhance market

_ efficiency and transparency and clearing facilities to reduce systemic risk in the OTC markets. =~~~

Accordingly, the Working Group has concluded that a series of amendments to the CEA is

necessary'.

l..' Current Treatment of Swaps under the CEA

In 1989 the CFTC issued the Swap Policy Statement, which reflected the agency’s view
that “most swap transactions, although possessing elements of futures or options contracts, are
.not appropnately regulated as such under the [CEA] and regulatlons 25 Because the Swap
Policy Statement was issued prior to the enactment of the FTPA, the CFTC at the time lacked
authority to exempt futures contracts from the provisions of the CEA that require all ‘suclh_
contracts to be traded on contract markets approved by the CFTC in order to be legal.

Accordmgly, some market part101pants have indicated that they v1ewed the Swap Policy
Statemerit as an mdlcatlon that swap agree;e;s;_éSQ;_red by the Swap —P-ol:cy Staten'-x'én't.a;é not-' o
futures contracts. :
In enacting the FTPA in 1992, Congress indicated that the CFTC should use its ahthon'ty

to exémpt swap agreements from the CEA “to the extent that such agreements rﬁay be regarded

B 54 Fed. Reg. at 30,694. The Swap Policy Statement created a non-exclusive safe harbor that the
CFTC indicated 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 upon
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 nori-exclusive safe harbor, swap
transactioris must be connected to the “parties’ line of business™ (which may include provxdmg financial
intermediation services) and cannot be marketed to the public.
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as subject to the provisions of [the CEAJ”"® Thus, while Congress clearly indicated that swap
agreements shouid not be regulated under the CEA; it did not establish whether swaps are
commodity futures or options that would be subject to the CEA in the absence of an exémption
In 1993, the CFTC adopted the: Swap Exemption,?’ whlch covers any swap agreement meeting
the following criteria: ' _
. 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 governments, and individuals
" with more than $10 million in total assets. ~ ~ |
e - The swap agreement may not be part of a ﬁmgxble class of agreements that are
standardized as to their matenal economic terms.
. The creditworthiness of the parties to the swap agreement must be a matenal
consideration in entering into and determining the terms of the swap agreement.
) The swap agreement maybnot be entered into and traded on or through a
multilateral transaction execution fac;ﬂity (an “MTEF”). The CFIC explained
that an MTEF “is a physical or electronic facility in which 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
»28 : :

facility.

Although the Swap Exemptmn affords practxcal relief for a broad range of transactions,
;:oncems‘: 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, dptions, or none of the above) is unclear,

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

¥ TUSC.§6.

: z Exemption for Certain Swap Agreements, 58 Fed. Reg. 5587 (Jan. 22, 1993) (codified at 17
CFR pt 39). : : .

% Id. at 5591.
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otherwise exempted swap agreements, although this retained authority would be available only
- in instances where a statutory basis for its exercise exists. A
Moreover, two actions by the CFTC in 1998 led some market participants to express
concerns that the CFTC might modify the Swap Exemption and attempt to impose new
re@lations on the swap market. First, in a comment letter addressing the SEC’s “broker-dealer
. lite” proposal,” the CFTC stated that the SEC’s proposal would create the poteniial for conflict
with the CEA to the extent that certain OTC derivative instruments fall within the ambit of the
. CEA and are subject to the exclﬁsive statutory authority of the CFTC.* Participanfs in the
~market for swap agreements that reference non-exempt securities, such as equity swaps, credit
_ swaps, and emerging market deb swaps, were particularly concerned by the CFTC’s comment
letter because statements suggesting that some swap agreements might be viewed as futures
contracts were construed to imply questions about the appliqabi]ity of the Shad-Johnson Accord,
V\x_ihich prohibits futures on non-exempt securities (except futures on securitiés indices on
designated contract markets that are cash settled and meet certain other conditions).>"
Subseque ntl‘y,‘ the CFTC issued a concept release requesting comment on whether regulation of
OTC derivatives markets is appropriate and, if so, what form such regulation should take
- Some maiket participants construed the concept release as raising uncertainty about the
applicability of the Swap Exemption to certain aspects of the developing OTC markets because it .

stated that certain OTC derivative products were becoming increasingly standardized, and

' - ® . . .OTC Derivatives D&!ers 63 Fed. Reg. 59,362 (Nov. 3, 1998) As adopted by the SEC; this rule
pmvxdes OTC derivatives dealers affiliated with registered broker-dealers with an alternative regulatory regime in
order to facilitate pamﬂpauon by such dealers in the OTC derivatives markets. Under the rule, an OTC dealer is
permitted to engage in OTC derivatives transactions that qualify as securities, as well as transactions in non-security
OTC derivittives, subject to capital requirements that would be more favorable to such transactions than the
traditional broker-dealer regulatory regime.

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

3‘ The CFTC cannot grant exemptions from the restrictions of the Shad-Johnson Accord. Swap
agreements involving non-exempt securities are routinely entered into, however, in reliance on the CFTC’s
_comment ii1 the Swap Policy Statement that most swap transactions are not appropriately regulated as commeodity
futures or options. Moreover, in adopting the Swap Exesmption, the- CFTC stated that market participants could
continue to rely on the Swap Policy Statement. 58 Fed. Reg. at 5588. In referring to the Swap Policy Statement, the
"CFTC cited FTPA legislative history stating that Congress dxd not intend to call into question the legal status of
existing securities-linked swaps. .

3 - Over-the-Counter Derivatives, 63 Fed. Reg. 26,114 (May 12, 1998).

\
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system for interest rate swaps , has been deyelcped

because it requested comments on the possibility of developing a regulatory framework under
the CEA for electronic trading and clearing of OTC derivatives. _ |

~ Legislation enacted at the request of Treasury, the Federal Reserve Bdard and the SEC in
1998 hm:ted the CFTC’s rulemaking authority with respect to swaps and hybrld instruments
until March 30, 1999, and froze the pre-existing legal status of swap agreements and hybnd

instruments entered into in reliance on the Swap. Exemption, the Hybrid Instrument Rule, the

Swap. ?olicy Statement, or the Hybrid Interpretation.” The legislation reduced legal uncertainty

but did not provide a permanent clarification of the legal status of these instruments.

2. V Electromc Tradmg Systems

'I’xachnologlcal innovation m the financial markets in recent years has been 51gn1ﬁcant
and it is likely that the pace of change will continue to accelerate in the future. Computer
technology has the potential to increase the efficiency, transparency, and liquidity of the

financial markets by increasing the speed of transactions and lowermg transaction costs. At the

" same time, new ways of doing business present new questions about the appl;cabllxty of existing

laws. _ o ,

Both exchange-traded derivatiyes markets and the OTC marketé have begun to make use
of new technologies. For example, the Chicago Board of Trade and the Chicago Mercantile ‘
Exchange have introduced electronic trading systems that operate in conjunction‘ vyith the
exchangés" traditional ﬂoof—trading activities. In the OTC markets, electronic trading systems

for forelgn currency denvatwes have operated for several years, and more recently, an electromc

The development of computem:’ed trading systems for OTC derivatives, however, has

been affected by uncertainty about the applicability of the CEA. Swap agreements are not

currently covered by the Swap Exemption if they are entered into and traded on or through an
MTEF The applicability of the CFTC’s deﬁnmon of MTEF to pamcular types of systems that

may be developed is far from clear, however.

3 Agriculture, Rural Development, Food and Drug Administration, and Related Agencies
Appropriations Act, 1999, § 760, as enacted in Omnibus Consolidated and Emergency Supplemental Appmpnauons
Act, 1999, Pub. L. No. 105-277, 112 Stat. 2681, 2681-35 (1998).
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Traditionally, part1c1pants in the swap market have communicated bld and offer
information and entered into swap agreements via telephone and facsmlle Computer
technology, however, can allow market participants to communicate with multiple pames at the
same time via computer terminals, and to execute transactions automatically. The CFTC has ‘
indicated that although electronic communication systems are not MTEFs, systems used to enter
_ orders to execute transactions may be.’* Market participants, however, have argued that the
means used to execute a swap agreement (computer systems rather than telephonic systems) -
should not alter the regulatofy status of the agreement. Market participants have also argued that
an electronic system in which the credit policies of each participant are programmed into the

system is not an M:I'EI_’ bec;ayse an offg_r made by one participa_mt wou'l_d‘gnly b‘ek open to ‘pet‘hglf,
’participants with credit that was deemed acceptable by the offeror. Onthe other hand,
representatives of organized futures exchanges have argued that electronic systems that allow for

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

3. Clearing Systerﬁs ' ,

Clearing systems can mitigate the loss that an individual party to a transaction suffers if
its counterparty fails to settle an obligation. In a clearing system, obligations of the
counterparties may be replaced by obligations of a central counterparty or b); obligations of other
p‘articipants‘in the system. Often clearing systems also entail a system for sharing losses among
surviving participants or for shiﬁfng losses to a third party. Thus, clearing systems can serve a
valuable function in reducmg systemic risk by preventing the failure of a single market
part1c1pa nt from havmg a dxsproporttonété effect on the overall market. Cféaun—n—g- sys.tAt_zr;is;L;,o A
facilitate the offset and netting of obligations arising under contracts that are cleared through the
system. Because they may serve to concentrate diffuse credit risks ina single entity, however,
clearing systemé should be subject to regulatory oversight in order to help ensure that propér risk
management procedures are estabhshed and implemented and that the cleanng system is
properly structured. ‘

By its terms, the.Swap Exémption “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 a

w 58 Fed. Reg. at 5591.
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transaction to which each is a counterparty is effectively eliminated and repléced by a system of
mutualized risk of loss that binds members generally whether or not they al;e counterparties to
the original transaction.”** The CFTC has indicated, however, that a person seeking to establish
a clearing system for swaps might apply for a further exemption from the C‘BA.36
The CFTC’s concept release, in which it sought comment on proposed regulatory

approaches to clearing systems,?” as well as questions raised by the CFTC in the context of
filings by entities proposing to clear certain products involving government securities,*® have
been construed by some market participants as implicit assertions of CFTC regulatory ‘

jurisdiction over OTC derivatives clearing. The Working Group notes that the CEA does not

explicitly provide for direct oversight of clearing systems by the CFTC. Rather, CFTC

regulation of clearing has developed in connection with the CFTC’s oversight of futures
exchanges associated with clearing systems. Because the CEA does not specifically provide a
framework for the oversight of a clearing system for OTC derivatives, the introduction of
clearing systems for OTC financial derivatives raises complex juﬁsdictional issues that should be
resolved. Accordingly, ‘the' Working Group has concluded that Congressional action is necessary
to establish appropriate policy guidance for the establishment é.hd oversight of clearing systems
for OTC derivatives (other than derivatives, such as OTC options on securities, that are
themselves securities, for which a clearing regulatory structure already exists under Section 17A
of the Securities Exchange Act of 1934)% | _

B. Recommendatmns

1 Enhancmg Legél‘ Ceﬁ'élrl'ty' for Swgg
The members of the Working Group agree that there is no compelling evidence of

problems involving bilateral swap agreements that would warrant regulation under the CEA;

v 3s Id.
% Id, at 5591 n.30.
4 63 Fed. Reg. at 26, 12.
3 See Securitics Exchange Ac’t Release No 39, 623 63 Fed. Reg. 7022 (Feb. 11, 1998) Securities

Exchange Act Release No. 40,623, 63 Fed. Reg. 59, 831 (Nov 5, 1998).

¥ 7 15US8.C. § 78¢-1.
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_these afﬁhates

aecordingly, many types of swap agreements should be excluded from the CEA. The
sophisticated counterparties that use OTC derivatives simply do not require the same protections
under the CEA as those required by retail investors. In addition, most of the dealers in the swaps

market are either affiliated with broker-dealers or FCMs that are regulated by the SEC or the

. CFT C o are financial institutions that are subject to supervision by bank regulatory agencies.

Accordingly, the activities of most derivatives dealers are already subject to direct or indirect
federal oversight. To ensure that the unregulated affiliates of broker-dealers and FCMs are

subject to appropriate regulatory scrutiny, however, the Working Group reiterates the

‘recommendation made in its report on hedge funds concerning enhanced risk assessments of

Most OTC denvatwes are not suscepnbie to mampulatlon The vast maJonty of the
contracts are settled in cash, based on a rate or price determined by a separate highly liquid
market with a very large or virtually unlimited deliverable supply. Thus, for example, it is
highly unlikely that interest rate swaps could be used to manipulate interest rates. Furthermore,
prices established in OTC derivatives transactions do not serve a significant price discovery
ﬁinction.

Due to the characteristics of markets for non-financial commodities with finite supplies, |

however, the Working Group is unanimously recommending that the exclusion not be extended

to agreements involving such commodities. For example, in the case of agricultural

commodities, production is seasonal and volatile, and the underlying commodity is perishable,

factors that make the markets for these products susceptible to supply and pncmg dlstortlons and

“to mampulatxon There have also been several well- known efforts to mantpulate the prices of

certain metals by attempting to corner the cash or futures markets. Moreover, the cash market
for many non-financial commodities is dependent on the futures market for price discovery. The

CFTC should, however, retain its current authority to grant exeniptions for derivatives involving

40

President’s Working Group on Financial Markets, Hedge Funds, Leverage, and the Lessons of
Long-Term Capital Management 3840 (Apr. 1999). Aswas 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 with

supervisory responsibility.
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non-financial commodities, as it did in 1993 for energy products, where exemptions are in the
public interest and otherwise consistent with the CEA.*' .

Accordingly, the Working Group unanimously makes the following recommendations:

. Bilateral swap agreerﬁents (including those that reference non-exempt securities)
entered into by efigible swap participants, on a principal-to—prihcipal basis, should
be excluded from the CEA, provided that the transactions are not conducted on an
MTEF (defined in a manner generally consistent with the CFTC’s discussion of
the term in its adoption of the Swap Exemption); Certain types of electronic
trading syStems described below should,hdwever, also be excluded from fﬁe
CEA

. Because the material economic terms of many swap agreements are similar, the

o s 3 o s i s % i 112 2k 2 e+ e 22 o

requirement in the current Swap Exempfion that swap agreements not be
standardized as to their material economic terms should be eliminated. Moreover,
as discussed below, the Working Group is recommending that clearing of swap
agreements be permitted, subject to appropriate regulatory oversight of the -
clearing function. Accordingly, insofar as transactions are subject to regulated
clearing, the exclusion should not prohibit fungibility of contracts or require that
creditworthiness be a material consideration. .

. The exclusion should not extend to any swap agreement that involves a non-

financial commodity with a finite supply.*

(defined in a manner similar to the definition in the current Swap Exemption).
Thus, the exclusion should only be available for regulated financial institutions,
business enterpfiseé that meet certain tests relating to total assets or net worth,
certain pension funds, state and local governments; and individuals with

 significant assets. Consideration should be given to further restricting the extent

' to which individuals qualify for the exclusion by not making it available to natural

41

In'addition, nothing in this report should be construed to affect the scope of exemptions that are
currently in effect. ‘ : -

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

17
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persons who own and invest on a discretionary basis less than $25 million in \
, mvestments | o
. The CEA should be amended to clarify that a party to a transaction may not avoid
performance of its obhgatlons under, or recover losses incurred on, a transaction
based solely on the failure of that party (or its counterparty) to comply with the |
terms of an exclusion or exemption under the CEA.
c . 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 shops)

that mlght.b.‘?,QOQSW‘?dW.PFQ_h!b}t or inappropriately regulate such transactions.

2. Electronic Trading Systems-

The Working Group members agree that the introduction of electronic trading systems
for OTC derivatives has the potential to ommote efficiency and transuafency, and, by enhancing
liquidity and enabling firms that participate in the systems to impose more reliable internal

controls on their traders, to reduce risks. Furthermore, there is not at this time a demonstrable
need for regulation of systems with the characteristics described below. The method by which a
transaction is executed has no obvious bearing on the need for regulation in markets, such as the
"markets for financial derivatives, that are not used for price discovery. Moreouer, electronic

trading systems for OTC derivatives have only just begun to emerge on a widespread basis, and

such systems should be ailowed to grow, unburdened by anew antlcxpatory statutory structure

that could prove entirely inappropriate to their eventual evolution.

The Workmg Group has concluded however, that a broad exclusion from the CEA
should be available only for systems in which eligible swap partmpants trade for their own
account. This limitation would provide added assurance of the sophistication of parties eligible
to transact on the system (all of whom must, of course, also i)e eligible swap participants),
because systems subject to this limitation would tend to be used only by dealers or regular
participants in the market. The absence of agency transactions would also inhibit potential
merket abuses such as front-running that might otherwise arise.
| Accordingly, the Working Group unanimously recommends that Congress amend the

CEA to clarify that enteriing into or trading excluded swap agreements (i.e., agreements between

18




eligible swap participants that do not involve non-financial commodities with finite supplies)

through electronic trading systems with certain chma&eﬁstics does not affect the status of the

agreements traded through the system and doés not provide a basis for regulation of thész,'stem.43

. Excluded electronic trading systems should include systéfns 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 commuhicating about
or negotiating a bilateral agreement should be‘permitted.

. ‘In addition, excluded electronic trading systems should include any form of
electronic trading system (including one in which bids and offers are 'ogien to all

_ participants), provided that paniéipantS.i_n the system must act solely for their own

account. |

. Exchanges that have been designated as contract markets by the'CFT’C should be
permitted to establish these types of excluded trading systems for qualified swaps. .-

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 appropriate. Limited regulation almed at enhancing market transparency and price

\

) dxscovery may become necessary under certain mrcumstances as electromc trading systems for

OTC derivatives develop and grow, if problems of the sort that are appropriately addressed by
regulation emerge. If so, depending on the specific market, existing regulation, and the problems
- that regulation wqtgl_(_i_ be meant to address, the CFTC’s expemse m exchange-traded derivatives .
could make it an appropnate choice to serve as regulator. At this time, however, it is better to
encourage the development of these systems by providing greater legal certainty than to attempt
to anticipate an appropnate regulatory scheme for market mnovanons that are still in the initial

stages oE’development and implementation. .

3. Clearing Systems

Clearing of OTC derivatives has the potential to reduce counterparty risks associated with -

such tregﬁsactions through risk management techniques that may include mutualizing risks,

“ The CFTC would, however, retain authonty to exempt any system that does not gualify for the

statutory exclusion.
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facilitating offset, and netting. Clearing, however, tequ to concentrate risks and certain
responsibilities for risk management in a central counterparty or clearinghouse. Consequently,
the effectiveness of the clearinghouse’s operations and nisk manaéement systefns is critical for
the stability of the markets that it serves. For this reason, the Working Group unanimously
recommends that Congress enact legislation to provide a clear basis for the r;egulatidn of clearing
systems that may develop for OTC derivatives. \
- In this context, a clearing syétem would be defined as a system in which the obligations
of counterparties to a transaction may be replaced by obligations of a cent}'al counterparty or by |
obligations of other participants in the system, including participants that were not the original

counterpames to the transaction. Legislative action would have the beneﬁcxal_effects of

encouraging the development of such systems by clarifying their legal status, subjecting them to’
appropriate supervision, and ensuring that U.S. firms and markets are not at a competitive
disadvantage relative to their foreign counterparties. ’

The Working Group believes that a comprehensive regulatory framework should contain

provisions:

e to authorize clearing organizations that ¢Iear futures, commodity options, and
options on futures also to clear OTC derivatives (other than OTC derivatives that
are securities, such as securities options), subject to the oversight of the CFTC;

e . to authorize securities clearing agencies (which are subj ect to the oversight of the
SEC) also to clear OTC derivatives (other than mstruments mvolvmg a non-
ﬁnancla! commodxty mth a ﬁmte supply); _ -
e to authorize the CFTC to develop rules for the estabhshment and regu]atlon of
clearing systems for 0TC derivatives involving a non-financial commodity with a
finite supply (to the extent that they are exempted by the CFTC in a manner that
allows clearing);
. to require all other clearing systems for OTC denvatwes to organize as a bank,

bank subsidiary or affiliate, or Edge Act corporation that would be subject to the
supervisory jurisdiction of the Federal Reserve or the Office of the Comptroller of

the Currency;

20




J 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; ‘ “

o to establish explicitly that clearing systems afe not, and do not by themselves
imply the presence of, MTEFs, and that an electronic trading sysfem that is

. excluded from the CEA does not become subject to the CEA because transactions
entered into through the trading system are also cleared; and '

. to allow clearing through foreign clearing systems that are supervised by a foreign

 financial regulator that the appropriate U.S. regulator has determined satisfies

_appropriate standards. . o

4. Exchange-Traded Derivatives Markets

The Working Group’s recommendations with respect to electro\nic trading and clearing
for OTC derivatives and the recommended clarification of the Treasury Amendment discussed
below are intended to remove legal obstacles to innovations that have the potential to increase
efficiency, transparency, liquidity, and competition and to reduce sys;,temic risk. Some market
participants have argued, however, that U.S. futures ex'cha‘nges areata compétitive disadvantage
to OTC déérivatives rriarkets as the result of CEA regulation, and that the intfoduction of
electronic trading and clearing for derivatives outside of the CEA has the potential to exacerbate
the perceived imbalance.

The Working Group acknowledges that the enactment of its proposal foraswap
exclusiori that does not bar agreements that are fungible and standardized — a necessary
corollary of permitting efficient electronic execution and clearing — would blur some of the
distinctions between futures and'swaﬁs. Therefore, the recommended exclusion would create
differences in the level of regulation between OTC derivatives that are electronically traded and

R _cieared and products offered by futures exchanges that may have some similar characteristics.

. The difference would be mitigated to some extent if the Working Group’s recommendations are
adopted, because futures exchanges could establish electronic trading systems and clearing
systems under the same conditions as their competitors. Floor-traded futures contracts with
some economic characteristics similar to the derivatives for which electronic trading systems

migﬁt develop would, however, face different levels or different forms of regulation.
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Where regulation exrsts it should serve valid public policy goals. The justifications
generally cited for regulation of the futures markets include the goals of protecting retall
customers from unfair practices, protectmg the price discovery function, and guardmg agamst

‘mampulatxon. ‘With similar policy goals in mind, the Working Group has recommended limiting
‘the proposed exclusion for swap agreements to eligible swap participants trading for their own
account, and, as discussed below, is also recommending that the CFTC be provided with clear

~ authority to regulate transactions in foreign currency between retail customers and entities other
than banks, broker-dealers, and their affiliates.** It has also recommended limiting proposed
exclusions to markets that are not readily susceptible to manipulation and that do not currently

_ serve a significant pnce discovery functlon

To the extent that particular exchange-traded futures markets are acce551ble to retaxl
customers, serve a price discovery function, or may be susceptible to mampulatlon, some
regulation of these markets may be warranted. To the extent that these factors are less relevant
to certain futures markets, regulatory adjustments may be necessary. Accordingly, existing
regulatory structures (particularly those applicable to markets for financial ﬁlmresj,should be"
reviewed to détermine whether they are appropr_iately tailored to serve valid regulatory goals. "
Exchange tradirlg should not be subject to regulations that do not have a public policy .

justification. Although specific recommendations about the regulatory structure applicable to
exchange-traded futures are beyond the scope of this report, the CFTC is currently examining the
CEA to determine the extent to which modifications of the status quo are necessary.

Although the CEA nges the CFTC broad authonty to grant exemptlve reliefif it-

.determmvs itisin the publlc mterest the CFTC notes that the Conference Report for the FTPA
specifically stated that “[t]he goal of providing the Commission with broad exemptive authority
is not to prompt a wide-scale deregulation of markets falling within the ambit of the [CEA]™*
Accordingly, the CFTC believes that further Congrossional direction is necessdry. In deference
to.the CFTC’s views, the Working Group as a whole believes that the enactment of its

recommendations with respect to OTC derivatives should be accompanied by explicit authority

“ Transactions in government securities that are excluded from the CEA by the Treasury
Amendment are already subject to regulation under the Government Securities Act.

“ HR. Rep. 102-978, 102d Cong,, 2d Sess. 81 (1992).
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for the CFTC to provide appropriate regulatory relief foréxchange-traded ﬁnancié.l futures if
deemed by the CFTC to be consistent with the public interest.*

® Such authority should not, however, permit the CFTC to provide ¢xemptive or other regulatory

relief from the requirements of the Shad-Johnson Accord. See supra note 16 and accompanying text and infra part
CVILA ‘ '
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V.  The Treasury Amendment
"~ A.  Background

Treasury proposed the Treasury Amendment in 1974 because of a concern that the very
broad definition of the term “commodity” in the Commodity Futures Trading Commission Act
would subject the OTC markets for gove_rnment securities and foreign currency to regulation
under the CEA. In the absence of the Treasury Amendment (or another applicable exemption or
exclusion), any futures contract mvolvmg foreign currency or government secuntles would be
illegal unless traded on a- contract market approved by the CFTC

There are several rattonales for this exclusion from the CEA. These markets serve

important macroeconomic functions that are best served by minimal regulation. The main

participants in the foreign currency markets are largely sophisticated institutions, such as
commercial and investment 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 intemationél business comrnunity well.
Similarly, the government secun'tieé market is one of the most efficient markets in the world and
- has served the Treasury and the ta_xpayers well. Moreover, since 1986, chernnrent. securities
have been regulated under the Government Securities Act, and government securities
transactions are subject to the anti-fraud and anti-manipulation provisions of the federal
securities laws, |

Unfortunately, the language of the Treasury Amendment, while helpful, has continued to

provoke debate and litigation concernmg the breadth of the exclusion it prov:rdes ﬁ‘om the CEA
i Pnor to 1§§7 there was a disagreement as to whether foretén currency options were
“transactions in” foreign currency that were excluded from the CEA. In 1997, the Supreme
Court cl anﬁed that the phrase “transactlons in” as used in the Treasury Amendment includes
options,*’

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

Treasury Amendment, which provides that the CEA exclusion for transactions in government
securities, foretgn currency, and the other listed mstruments ts available “unless such

transactions involve the sale thereof for future dehvery conducted on a board of trade.” The

“  Dunnv.CFIC, 519 US. 465 (1997).
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CEA broadly defines “board of traiie;” to mean “Emy exchange or association of persons who are
engaged in the business of buying or selling any commodity.”*® Treasury has argued that an |
overly expansive application of this definition would nullify the Treasury Amendment. Because
a court will generally not interpret a statutory provision in a manner tnat renders it meaningless,
‘Treasury has argued.that the term, as used in the Treasury Amendment, should be viewed solely
as a means of preserving the CFTC s authority to regulate transactions that occur on organized
futures exchanges. |

The CFTC, how;ever, has expressed concerns that the Treasury Amendment may be
construed to limit its authority to take enforcement action against bucket shops that enter into
 fraudulent foreign currency transactions with members of the general public. Inseveral ‘
enforcement actions it has taken the position that the Treasury Amendment should be mterpreted
in light of its legnslatwe history, which focused on the need to shelter institutional OTC markets
. from regulation under the CEA. Thus, the CFTC has held that an “association of persons”
entering into transactions with the general public is a board of trade.*

The case law on the subject is inconclnsive. lThe 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 New York
has interpréted “bonrd of trade” to mean“o’rganized futures e);change” in a case involving
transactions between a wealthy individual and an investment bank, but another judge on the .
same court has adopted a more expansive mterpretatxon of the term board of trade in a case

mvolvmg a retaﬂ bucket shop

From a pollcy perspectwe these couﬂxctmg mterpretatlons of the Treasury Amendment

" create a “Catch-22" situation. On the one hand, because the text of the Treasury Amendment
makes no specific reference to the institutional market, there is a risk that a broad interpretation

of “board of trade” in a case involving a bucket shon could later be applied to invalidate

@ 7USC.§la
© See, e.g., In re: Global Link Miami Corp., CFTC Docket No. 98-1 (May 24, 1999).
50 CFTC v. Frankwell Bullion Ltd., 99 F.3d 299 (9th Cir. 1996). -

3 Compare Kwiatkawski v. Bear Stearns Co., 1997 U.S. Dist. LEXTS 13,078 (Aug. 28, 1997) with
Rosner v. Korbean International Investment Corp., 1998 U.S. Dist. LEXIS 7353 (May 18, 1998).

25



http:oftrade.49

legitimate transactions in the institutional OTC market. On the other hand, construing the 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 action in
cases involving retail fraud. ‘ ‘

- Uncertainty has also been exoressed with respect to screen-based electronic trading
"systems and clearing systems for Treasury Amendment instruments. Market participants have
expressed the concern that the development of such entities may be hampered by the possxbtlrty

that they would be considered “boards of trade.”

- B.  Recommendations
. The Workmg Group members unammously recommend that the Treasury Amendment be
clarified by replacing the term “board of trade” in the Treasury A:mendment with the term
| “organized exchange.” The definition of the new term would preserve the CFTC’s authority to
regulate transactlons in Treasury Amendment- instruments** to the extent that such transactions
occur on an exchange that is open to retail or agency transactions and that serves a self-
regulatory function with respect to its members or participants (or enters into arrangements with
another entity to serve such a function on its behalf). Except as discussed below with respect to
certain retail foreign currency transactions, however, the provision would exclude the rest of the |
markets for Treasury Amendment instruments from the CEA. Accordingly, the scope of |
electronic trading permitted outside of the‘CEA would be broader for Treasury Amendment
mstmments than for other ﬁnancxal mstruments As would be the case for excluded swaps,
regulated clearmg of Treasury Amendment produets would be allowed wrthout affectmg the
exclusion from the CEA. _
To address the problems associated with foreign currency bucket shops, however, the
Working Group also unanimously recommends that the CEA be amended to provrde that

transactions in foreign currency futures and options are sub]ect to the CEA if they are entered

3 Treasury Amendment instruments that are securities or options on foreign currency that trade on a

securities exchange would continue to be subject to the jurisdiction of the SEC.
3 Thus, for example, an electronic trading system for Treasury Amendment products that allows the
execution of transactions through agents would be excluded from the CEA as long as it did not also serve (or
arrange for another entity to serve) a self-regulatory function. It should be noted, however, that transactions in
government securities occurring outside of the CEA are subject to the Government Securities Act.
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| 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 such a regulated or supervised entity.**

54 As discussed supra at note 40 and accomﬁanying text, the Working Group is recommending

enhanced oversight of the currently unregulated affiliates of broker-dealers.
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- VL Hybﬁd'Instfﬁments

A, Background ' ‘ .

The CFTC’s Hybrid Instrument Rule exempts securities and bank deposits that have
some of the characteristics of commodity futures or options from all of tﬁe provisions of the
CEA except the Shad-Johnson Aécbrd.?s Under the exemption, the valile ot" that portion of a
hybrid instrument that derives its value from aspects of the instrument that are not related to the
value-of cmﬁmodities must be equal to or greater than the value (as determined by a calculation
methodology specified in the exemption) of the aspects that are commodity-related. In addition,
the hybrid instrument must be subject Vto 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. In adopting the Hybrid Instrument Rule, the CFTC did not assert
that it retained anti-fraud or anti-manipulation jurisdiction over instruments that are within the
scope of the exemption.. . | '

Market participants have generally been satisfied that the exemption provides a sufficient
measure of legal certainty to the markets for the covered instruments. As in the case of swaps,
however, there is legal unéertainty associated with hybrid instruments that reference non-exempt
securities. If a court determined that such instruments were subject to the Shad-Johnson
Accord’s prohibition on single-stock futures, the Hybrid Instrument Rule would not apply to
them, because the CFTC lacks authority to provide an exemption from the provisions of the
‘Shad-Johnson Accord.> |

Last year, the CFTC’s concept release sought comment on whether the Hybrid
 Instrument Rule should be amended to e;(;—an_d the CFTC:gan;d;;tlo; over ;i;ﬁ;ted o
instruments. Since hybrid instruments are sec;untles or bank products, this raised questions about
whether a broader assertion of authority by the CFTC would lead to jurisdictional disputes and
increased legal uncertainty. If a hybrid instrument were legaﬁy determined to be a futures
contract or a commodity option, the exclusive jurisdiction clause could imply that only the CFTC

could regulate the instrument, even if it is a security or a bank product. Conversely, if an

5 17 CF.R.pt 34.

5 The Hybrid Instrument Rule has also been criticized by some because of its complexity.
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" instrument is not a futures contract or a commodity optioﬁ, an assertion of jurisdiction by the

CFTC couild lack a legal foundation.

B.  Recommendations ' ,

Hybrid instruments are either securities or bank products, and are regulated as such.
Nevértheless, there is not general agreement that all hybrid instruments should be entirely
excluded from the CEA. Morebver; the Working Group does not believe that codification of the
Hybrid Instrument Rule is’necessary to enhance legal certainty. To enhance legal certainty for

“hybrid instruments that reference non-exempt securities, however, the Working Group

: .,upanimous}y recommends enactment of a provision to clarify that the Shad-Johnson Accord shall _

not be coustrued to apply to hybrid instruments that have been exempted from the CEA. In
addition, as discussed below, a modification of the CEA’s exclusive jurisdiction clause is
‘necessary to ensure that questions do not arise as to the authority of the SEC and bank regulatory
agencies with respect to hybrid instruments. | - ‘
The CFTC believes that it may be possible to develop.a new rulve that provides greater
| legal certainty and addresses ceﬁain of the perceived weaknesses in the cﬁrrent rule but does not
exclude all hybrid instruments from the CEA. In recognition of the interests of the SEC and the
bank regulatory agencies in this area, however, the CFTC will not propose ahy new rule relating
to hybrid instruments without the concurrence of the other members of the Working Group. The
~other Wo; king Group members will work with the CFTC on developmg the rule and will give

senous conmderanon to any proposals that it may make.

29




V. Exclusive Jurisdiction

A. Background ‘

The _C‘EA confers on the CFTC “exclusive jurisdiction;’ ever commodity futures and
options thereon, which means that these instruments 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). This prevision of the CEA has _
generated legal uncertainty concerning the appropriate regulator and scheme of regulation for
complex derivative instruments that possess attributes of securities and futures contracts. For

example, in Chicago Mercantile Exchan.ge v. SEC” the Seventh Circuit Court of Appeals held

_that “index participations,” a type of instrument based on the value of a basket of securities, were

both securities and futures contracts, but that the CFIC’s exclusive jurisdiction over futures

contracts precluded SEC action with respect to such instruments.*®

B. Recommendations

The Working Group members agree that the exclusive jﬁn’sdiction clause of the CEA
should be modified. 'I_‘reasury, the Federal Reserve, and the SEC belie'vevthat the exclusive
jurisdiction clause should apply only to transactions in futures contracts or options on futures
contracts effected on de51gnated contract markets, and that the clause should be clanﬁed by
providing that the CFTC’s Junsdxctxon over such transactions is not exclusive in instances where
the CEA or some other federal statute specxﬁcally grants another agency authority. At this time,
the CFT C beheves that it has not had sufﬁcxent oppon:umty to evaluate all of the possnble

ramxﬁcattons of this proposal The CFTC would however support an amendment to the CEA to
provide that insofar as hybrid instruments may be subj ect to the CEA, the exclusive jurisdiction

clause shall not be construed to limit the authority of the SEC and the bank regulatory agencies

7 883 F.2d 537 (7th Cir. 1989), cert. denied sub nom. Investment Co. Inst v, SEC, 496 U.S. 936
(1990). . .
8 In two recent enforcement cases, the SEC has been challenged by defendants on jurisdictional
grounds, arid asked to brief the court on why the exclusive jurisdiction clause does not preclude the SEC from
bringing an enforcement action in a case involving instruments that would purportedly be subject to the CEA in the
absence of the Treasury Amendment. See SEC v. Bankers Alliance Corp., Civ. No. 95-0428 (PLF) (D.D.C.}; SEC
v. Unigue Financial Concepts, Inc., No. 99-4033 (11th Cir.).
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with respect to such instruments. Accordingly, the Working Group unanimously recommends
that Congress adopt this clarification of the exclusive jurisdiction clause. In addition, the CFTC
agrees that it will continue to work with the other Working Group agencies to develop its views

on the merits of a broader modification of the exclusive jurisdiction clause.
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VIII. Other Issués
' A. Single-Stock Futures ’ ,

The Working Group members agree that the current prohibition on single-stock futures
can be repealed if issues about the integrity of the underlying securities ﬁarket and regulatory
~ arbitrage are resolved. Because a single-stock future is a contract to puréhaée’ or sell a security -
and functions as a very close substitute for the underlying security, it may be appropriate to
regulate these instruments as securities. On the other hand, because it is likely that such
instruments would trade on organized futures exchanges, it may also be necessary to tailor
legislation and regulation so as to take account of institutional differences between the futures
~ markets and the securities markets. - o o

From the perspective of the securities laws the issues raxsed by tradmg of smgle-stock
futures include levels of margin, insider trading, sales practices, real-time trade reporting, and
activities of floor brokers, as well as the exclusive jurisdiction of fhe CFTC over futures contract
markets. From the pérspective of the commodity futures laws, the issues raised by these
instruments include clearing, segregation, large trader reporting, and direct surveillance.”

‘Ttie SEC is the agency with expertise conéeming regulation of securities and stock
exchanges; the CFTC is the agency with expertise concerning the regulation of futures markets.
Thus, the Working Group unanimously 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 conditions.

The Workmg Group also notes that the ﬁxtures exchanges abxlxty to oﬁ‘er a greater
vanety of equlty-related products has been advanced by a recent_c:;urt dec1sxon that mtefprets the
SEC’s authority to review proposed §ecunt1es index futures contracts under the Shad-Johnson
Accord® and by the lack of SEC objection to a recent single-sector futures contract on the
Internet Stock Price Index.®! |

5 Treasury notes that questions as to the apptopnate tax treatment of such instruments would also

have to be addressed.

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

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

Steven Manaster, Director, Division of Economic Analysis, CFTC (Mar. 12, 1999).
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B. . Regulatory and Tax Arbitrage ;

A criticism of OTC derivatives is that they can be used as a means to circumvent
regulation. -For example, institutional investors may be prohibited from investing in certain types
of financial instruments but may be able to assume a nearly identical economic position by |
entering into a derivatives transaction. The Working Group is aware that the derivatives industry
has been quite creative in tailoring particular products to achieve certain regulatory results that
. were not originally intended. As difficult as the task may be, the Working Gfoup nonetheless

| believes that in most instances such “regulatory arbitrage” issues should be addressed by
}amending the underlying statutes and regulations that most closely pertain to the regulatory goal
tobe Aaich.ia_eved, and should not be used as a basis for the imposition of an unwarranted regulatory
regime on derivatives. For example, judgments about the-authority of pension funds or state and
local governments to enter into certain derivatives transactions should be made through the laws
 that directly govern such entities.

Deérivatives can also be used to achieve certain tax results that differ from those resulting
from investments in the underlying commodity or instrument. For example, derivatives have
been used in ways that arguably change the character, source, or timing of income. Treasury is
particularly concerned about these issues and has been addressing them throughbhanges in

_regulation and by proposing legislative changes. For example, the assumption of a derivatives
position that eliminates substantially all of the economic risk of an investment asset held by the
taxpayer is now viewed as a constructive sale and is thus a taxable event. Again, as in the area of

regulation, the creativity of the derivatives industry in this area has given rise to many issues of -

concemn to Treasury and the Internal Revenue Service. Tax creativity in the structuring of -
transactions, however, is not new, and the Working Group believes that these issues need to be

addressed under the Internal Revenue Code and regulations.

C. Netting |

The Working Group reiterates its strong support for the improvements in the close-out
netting regime for derivatives and other financial instruments under the Bankruptcy Code and
bank insolvency law recommended in its April 1999 report, Hedge funds, Leverage, and the
Lessons of Long-Term Capital Management. As discussed in that report, there are

improvements currently under consideration by Congress that would, if adopted, reduce systemic

L
l
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risk. Specifically, these proposals would improve the netting regime under the Bankruptcy Code
by-expanding and clarifying definitions of the‘ﬁnéncial contracts eligible for netting and by

- explicitly allowing eligible counterparties to net across different types of contracts, sucﬁ as
swaps, security contracts, repurchase agrgefnents, and forward contracts. They would also
clarify bankruptcy procedures for an entity organized in a foreign juriédiction that has its
‘principal business in the United States and would help to ensure that in a U.S. ancillary
proceeding there would not be an issuavncetof a judicial stay preventing an eligiﬁle counterparty
from exercising contractual termination, netting, and liquidation rights recognized under U.S.
law. Finally, the netting pfovisions would clarify the netting regime for certain financial
~_contracts in the case of a bank failure. The Working Group believes that these proposals should

be enacted intq law.

D. Derivatives Dealers

- Derivatives dealers are entities whose business consists primarily of entering into
derivative contracts with end users and other dealers. Derivatives dealers may also use OTC
derivative instruments to hedge their own financial risks, including risks incurred to obtain
desirable financing terms, and to speculate on market movementsy.y Most OTC derivatives dealers
in the U.S. are banks or affiliates of banks, or affiliates of broker-dealers or FCMs. Banks and
their affiliates are subject to consolidated supervision by banking regulators, but the aﬁliatm of
broker-dealers and FCMs are generally unregulated, although the SEC and the bFTC have
limited authority to obtain information about the activities of such affiliates, and the SEC has

instituted a special regulatory scheme for derivatives dealers that conduct a limited securities V
business. A small number of U.S. derivatives dealers are affiliated with entitiés that are not
subject to banking or securities regulation, such as insurance companies, finance companiés, and
energy coimpanies. ‘ .

With respect to OTC derivatives dealers, private cou;lterparty discipliné curreritly is the
primary mechanism relied upon for achieving the public policy objective of reducing systemic
risk. Government regﬁlation should serve to supplement, rather than substitute for, private

market discipline. In general, private counterparty credit risk management has been employed
| effectively by both regulated and unregulated dealers of OTC derivatives, and the tools required
by federal regulators already exist. In its report on Hedge Funds, Leverage, and the Lessons of

34




Long-Term Capital Management, however, the Working Group concluded that limitations on the

access of the SEC, the CFTC, and Treasury to information about the activities of the unregulated
 affiliates of broker-dealers and FCMs constituted a gap in the system of financial markét
oversight that should be filled by providing the relevant agenciés with enhanced authority to
obtain additional risk assessment information. Because of the importance of these affiliates in
the OTC derivatives market, the Working Group reiterates this recomrmendation. 2 ‘

" By contrast, the actiirities of derivatives dealers that are not affiliated with banks, broker-
dealers, or FCMs constitute a small share of the overall market, although the extent 6f their
pérticipation in certain markets, such as the market for energy derivatives, is quite significant®

__ In’light of their small market share and the apparenfveﬁ‘ectiveness of private counterparty
discipline in constraining the risk-taking of such derivatives dealers, the Working Group is not A
recommeﬁding legislative action with respect to such derivatives dealers at this time, but believes |

that continued monitoring of their activity is appropriate.

& But see supra note 40.

@ Unaffiliated OTC derivatives dealers are active primarily in the markets for derivaﬁv&s On non-
financial commodities, which account for only a fraction of a percent of derivatives activity. See supra note 7 and
accompanying text, Moreover, in 1998, the top 25 derivatives dealers worldwide were banks, secunues firms, or

affiliates thereof. Swaps Monitor, vol. 12, no. 19 (Aug. 2, 1999).
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

ASSISTANT SECRETARY | . rq\;, - 1339

ACTION

MEMORANDUM FOR SECRETARY SUMMERS
DEPUTY SECRETARY EIZENSTAT

THROUGH: Gary Gensler
. Under Secretary
(Domestic Finance)

FROM: . LeeSachs
Assistant Sec
(Financial Mark

SUBJECT: - Transmittal Letters for the President’s Working Group on Financial
‘ Markets Report on OTC Derivatives.

ACTION-FORCING EVENT:

In the Conference Report for the Omnibus Consolidated and Emergency Supplemental

" Appropriations Act of 1999, Congress indicated that the Commodity Futures Trading
Commission should work with the President’s Working Group on Financial Markets (the
“Working Group”) in developing policy with respect to over-the-counter (“OTC”) derivative
instruments. As a result, the Working Group committed to prepare a report to Congress on
issues affecting OTC derivatives. The attached report, entitled Over-the-Counter Derivatives
Markets and the Commodity Exchange Act, is the result of efforts by Working Group members
over the past six months. Summary information regarding the report is attached at Tab B.

RECOMMENDATION:
That yoh sign the cover letters, located at Tab A, transmitting to the Speaker of the House and

the President of the Senate the Working Group’s report Over-the-counter Derzvafzves Markets .
and the Commod:ty Exchange Act.

~ Agree Disagree ' Let’s discuss
Attachments: Tab A:  Transmittal letters to House Speaker Hastert and President of
the Senate Gore.

Tab B; Informational Memorandum re: the PWG
report, Over-the-Counter Derivatives Markets and the
Commodity Exchange Act.




Tab C: = Talking Points on the PWG’s report.
TabD:  Report: Over-the-Counter Derivatives Markets and the
. Commodity Exchange Act .
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February 8, 2000
MEMORANDUM FOR SECRETARY SUMMERS

THROUGH: Linda Robertson
" Assistant Secretary
(Legislative Affairs and Public Liaison)

FROM: Marne Levine
' ‘ Deputy Assistant Secretary
(Banking and Finance)

SUBJECT: .Senate Agriculture Committee Hearing on the President’s Working Group"
’ on regulation of OTC derivatives and reauthorization of the CEA

" DATE AND TIME: Thursday, February 10 at 9:00 AM,

LOCATION: 216 Senate Hart Office Building

BACKGROUND: You are scheduled to testify before the Senate Agriculture Committee
regarding the President’s Working Group report on the regulation of over-the-counter derivatives
market and on the reauthorization of the Commodity Exchange Act. This will be the first of
several hearings that the Senate Agriculture Committee will hold in the context of CFTC
reauthorization and to lay the groundwork for this year’s anticipated legislation to reauthorize the
Commodity Exchange Act :

You will be the only witness in the ﬂrst panel A/S Lee Sachs will j Jom you at the table, but he
will not testify. He is present to answer questlons that you defer to him.

. Panel I will include other principal members of the Working Gfoup: FED Chairman Alan
Greenspan, CFTC Chairman William Rainer, and SEC Representative Annette Nazareth.

The third panel will consist of representatives from the private sector including the International
Swaps and Derivatives Association (ISDA), the Ad Hoc Coalition of Commercial & and
Investment Banks, the Chicago Board of Trade (CBOT), the Chicago Mercantile Exchange .
(CME), and the New York Mercantile Exchange (NYME)

~ As you know this issue has been rather contentious especxally since former CFTC Chair
Brooksley Bomn posted her concept release paper on the CFTC website. Former Secretary
Rubin, Chairman Greenspan and Chairman Levitt jointly opposed Chairperson Born’s concept
release paper for several reasons. First, her paper implicitly assumed that the CFTC had
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jurisdiction over the derivatives market through the CEA. Furthermore, it was feared that if the
CFTC had jurisdiction over derivatives, certain types of equity derivatives might be deemed
illegal as futures contracts. The other agencies and many involved in the swaps business have
‘asserted that this concept release could create new uncertainty about the legal status of swaps,
perhaps driving some business overseas. The CFTC argued that the concept release is an
appropriate exercise of its authority under the law. You testified as Deputy Secretary before
Lugar’s Committee on the concept release. Shortly after that, Lugar and Ewing requested the
Presiderits Working Group do a report on OTC derivatives. Since then, the President’s Working
Group has finished its report and released it to Congress. This year, given that the four
principals of the Working Group were able to come to a consensus on a set of recommendations
for OTC derivatives market, we are hopeful that the environment will not be as contentious.

Last week, Chairman Lugar’s staff put together an all-day session for Committee staff to hear
from the various interest groups. A/S Lee Sachs gave a presentation on the Working Group
report cutlining the Working Group’s recommendations and objectives. Staff heard from the
Chicago exchanges and from the securities dealers. The sessions were brief, but long enough for
us to realize that the Committee staff do not have a deep understanding of these issues. While
individual Committee Members may understand narrow issues within these markets that are
important to their individual constituencies, few have a broader understanding of the role that
OTC derivatives play in our economy. Furthermore, few understand the broader financial
markets and, for commerce in general, the impact that the CEA has on the OTC derivative
markets. We recommended that you testify to help to put the technical issues surrounding legal
certainty of OTC derivatives in some context by explaining the importance of OTC derivatives to
the American economy and to advance rationale for the need to pass legislation this year. Those
reasons should include, among others: 1) the need to mitigate. systemic risk; 2) the need to
protect retail customers/consumers; 3) the need to work to keep our markets efficient,
transparent, and liquid; and 4) the need to keep the US OTC derivatives markets competitive and
innovative and to prevent their migration off-shore.

The politics surrounding this legislation are fairly straightforward, although the ground keeps
shifting. The commercial and investment banks are working hard to achieve legal certainty for
OTC derivatives. The Ag Committee Members agree that there should be legal certainty for this
market, but not necessarily at the expense of the futures market. If Congress excludes OTC
derivatives from the CEA, the Chicago Board of Trade and Mercantile Exchange argue that |
. Congress needs to find a way to level the playing field for futures, and that they should not be

* subject to the regulatory treatment that they are subjected to today. The CFTC and SEC are in

the process of working.on a response to Chairman Lugar and Senator Harkin [and separately . -

' from Chairman Bliley and Ewing] who requested recommendations concerning the Shad
Johnson accord and regulatory relief recommendations for the futures exchanges. Staff has
assured us that Shad Johnson is outside the scope of this hearing and that Lugar will make that
clear prior to you giving your testimony. Nevertheless, single stock futures are a controversial
issue. The Working Group agreed in its report that the current prohibition could be repealed if
underlying issues are resolved. The SEC and CFTC are working on this issue and are scheduled
to report back to Congress by the end of February. In addition, people disagree as to whether the
OTC derivatives market itself-or dealers in OTC derivatives should be regulated. (The PWG
report recommended no further regulation.) . :
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There are also potential jurisdictional/turf battles that could evolve, but these are mainly in the
House. If the Senate Ag Committee excludes OTC derivatives from the CEA, OTC derivatives

“will no longer be under their jurisdiction. In the Senate, Chairman Gramm is working closely
with Chairman Lugar on these issues. In the House, the Banking and Commerce Committees are
working to pass free-standing banking or securities legislation that would address our
recommendanons outside of the CFTC reauthonzatxon effort.”

To prepare you for the hearing, we wanted to give you some background on the various
industries’ positions. Following this section, we provide you with some information on Senate
Ag Conimittee Members positions and questions they are likely to ask.

INDUS‘TRY POSITION: S

. International Swaps and Denvatlves Assoclatmn & Ad Hoc Coalition of Commercxal and
Investment Banks
o Support the recommendations of the President’s Workmg Group on Financial Markets

@ Waitts Congress to enact legislation to provide legal certainty for swaps, hybnd instruments,
Treasury amendment products and other over—the—counter products;,

= Wants to clarify that transactions in the Treasury Amendment products that are not
conducted on an “organized exchange are excluded from regulatlon under the Commodity
Exchange Act;

* Waats to include a definition of “organized exchange” to provide greater legal certainty for
' emerging electronic. transaction execution facilities and clearing facilities. (Treasury
Amendment)

Chicago Board of Trade, Chicago Mercantile Exchange, New York Mercantile Exchange
» Agrees that OTC markets suffer from legal uncertainty that should be resolved by changing
the Commodity Exchange Act, however, they believe the Working Group's report falls
far short of serious regulatory reform and is not fair and even-handed for OTC and
exchange markets; ‘ '

* . Believes that the report does almost nothing to address the regulatory disparities and blurred
product distinctions that handcuff U.S. exchanges in today's competitive global market. Want
regulatory parity for OTC derivatives and U.S. futures exchanges;

* Opposes the Working Groups recommendation for the SEC and CFTC to work together with
Congress to determine whether the trading of single-stock futures should be permitted.
Believe the Working Groups’ recommendation was a “step backward” -- the Exchanges
wait to be able to trade single stock futures and they were hopmg that the report would come
out in support of their position.
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~ Worries that the CFTC may try to interpret current authority to be consistent with the
Working Groups recommendations. :

POLLING

Republicans

,Rlcharcl Lugar IN (Chazrmcm)

Chairman Lugar will attend the hearing.

'As one of the Senate’s leading authorities on CEA/CFTC reauthorization, Chairman Lugar
beliéves that the appropriate regulation of OTC derivatives is a policy issue of considerable
importance, and he believes that the reauthorization of the CFTC is the appropriate venue for
such a debate. :

The following are questions that Chairman Lugar’s staff has given to him for tomorrow’s
" hearing:

When conducting the PWG study, did you come across any problems with, the OTC
derivatives market such as fraud, manipulation or events Ieading potentially to systemic risk?

In your review, was the near collapse of the LTCM hedge fund a result of the mstruments it
was trading or was it lack of proper credit?

Has Trea,sury worked on legls]atlve language that would reflect the fmdmgs of the PWG
report?

Senator Dorgan mtroduced legislation that would subject OTC derivatives to the nation's .
securities laws that require derivative dealers to register with the SEC. This seems to run
" counter to what the PWG proposed. What is your position on the Dorgan bill?

Why should we authorize clearing outside the parameters of CEA, given the fact that it is the
Senate Ag and CFTC’s intention to lessen the regulation for those entities with the CEA.
Shouldn't the ability to have transactions cleared rémain an incentive for entmes to come
under the statute?

What is ﬁfour estimate of the size of the OTC market versus the on exchange market? Do
these markets exist in direct competition with one another or do they complement each other?

How important 'is clearing to the OTC community? ' Most users are large institutions that
don't need clearing and might see this as an added expense. If OTC derivatives were to be
cleared outside CEA, would there be a demand for these services?

Jesse Helms, NC

Senator Helms will not be attending.



Thad C»bchran, MS
There is a 50 percent chance that Senator Cochran will attend the hearing.
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He is supportive of the President’s Working Group report but also believes that regulation
relief should be given to the exchanges. However, he believes this needs to be done in such a
way as to insure the safety and soundness of our markets. His staff is not very informed.

Mitch McConnell, KY

If Sen. McConnell comes to the hearing, he will probably not ask any questxons

His basic position is that investment/commercial banks should work out their differences
with the exchanges. He supports the recommendations of the PWG and believes that the
more legal certainty for the OTC derivatives market, the better. His goal is to make the
markets safe and clear and if that means shifting jurisdiction then he supports that. He
supports regulation relief for exchanges as long as it protects investor safety. He still thinks
that the Ag Committees should play a strong role in the oversight of CFTC and SEC if
changes are made.

Paul Coverdell, GA

Senator Coverdell’s staff does not expect him to attend.

Pat Roberts, KS

Senator Roberts will not be able to attend the hearing.

Although he has not spent a great deal of time on these issues yet, his staff indicates that he is
generally . supportive of removing regulatory burdens on exchanges and OTC derivative
markets. He has not heard from many interest groups, and will most likely follow Chairman
Lugar’s lead. -

Peter Fitzgerald, IL

 Senator Fitzgerald will attend the hearing.

Fitzgerald represents Illinois and therefore will very much position himself on behalf of the
Chicago Exchanges. As a Freshman Member, he is likely to be very active on these issues.
Staff has been clear that while they support legal certainty for OTC derivatives, the
legislation will go no where until CFTC and SEC fund regulatory relief for exchanges and
level the playing field. He will not support OTC derivatives unless it works out for the
exchanges.

Chuck Grassley, 1A

Senator Grassley will be attending the hearing.

Staff will provide questions at 6 p.m., Feb. 9"

Larry Craig, ID

Senator Craig’s staff does not expect him to attend.
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He will follow Lugar’s lead on legisiation.

Rick Santorum, PA

Awaiting reply from staff.

Democi-ats

" Tom Harkin, JA (Ranking Minority Member)

Senator Harkin will attend the hearing.

Harkin has to look out for the agricultural markets. He supported the mora:toi‘ium on CFIC

- in *98 but he was still supportive of Born and worked to reduce the moratorium from one

year to six-months. He wants to make sure that any regulatory framework protects investors-

~ and mitigates systematic risk.

Three years ago Senator Harkin co-sponsored legislation that was mtroduced by Chamnan :
Lugar that provided an exclusion for OTC derivatives. ~

Senator Harkin may ask a question hke, “If OTC derivatives serve the same function as
regulated products traded on exchanges, is it good policy to regulate some products and not
others?” Or, “Why do we propose regulating some transactions and not institutions?” (He
might have been confusing some terms. He was more focused on the first question.)

He supports regulatory relief for the exchanges but he raised this question — if exchange
traded derivatives offer something OTC derivatives do not offer, should we then be of the
view that they don’ t necessarily need to be deregulated?

As technology changes these industries, would our proposed regulatory framework change?
(This applies mostly to the slow moving exchanges.) He may ask you for your observations
of the impact of technology on these markets and whether technology can all ay concerns that
have been bearmg on regulatlon

Harkin’s 'staffer seemed to be. most interested in how we resolved the jurisdictionial issues on
the treasury amendment. I told him this would be addressed in our testimony but still we
should be sure that you are prepared to expand on the few remarks in the testimony.

Senator Harkin believes that just as’it is possible to overstate the case for greater regulation
based on recent events in the markets, it is equally as possible to overstate the case against
even taking up and considering critical issues regarding the regulation of over-the-counter
derivatives. These transactions generally involve private parties who are capable of looking
after themselves,” however Senator Harkin believes there is no denying that derivatives
transactions that turn sour have the potential for huge public consequences. Risks which
include the impact on federally insured financial institutions, disruption of financial markets
and ramifications in the broader economy.
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= Senator Harkin is not very engaged on these issues yet. He is unlikely to be very critical of
- the PWG tomorrow. Most of his discomfort will be around not proposing any regulation of
oTC denvatlves :

Patrick Leahy, VT
= Awaiting staff response.

Kent Conrad, ND
=  Awaiting staff response.

Thomas Daschle, SD
= Senator Daschle will not attend the hearing.

* He supports the PWG but wants also to make the exchanges happy.

Max Baucus, MT
» Senator Baucus will not be at the hearing.

® He is supportive of the PWG report, however his positions on specific i issues are undefined at
this point. :

Bob Kerrey, NE
s Senator Kerrey will not attend the hearing,

*  He will most likely follow Chairman Lugar’s lead.

Tim Jolinson, SD
=  Senator Johnson cannot attend the hearing but his staff is plamng to have him very engaged
on this issue. ‘

» Overall, Johnson supports the PWG report but he has been hearing from farmers and will, at

- the appropriate time, direct a couple of questions to Chairman Lugar. Specifically, why is
Congress concerned with the reauthorization of the CEA and CFTC and debating whether
OTC derivatives are futures investments when farm prices are at an all time low? Why do
we rially care about these issnes?

Blanche Lincoln, AR - : :
®. Senator Lincoln will attend the hearing but will most likely not have any questions for the
Secretary.

* Her main focus will be on the effects that reguiation relief for exchanges will have on
farmers




