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IMPLEMENTING DODD-FRANK: A REVIEW OF
THE CFTC’S RULEMAKING PROCESS

WEDNESDAY, APRIL 13, 2011

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GENERAL FARM COMMODITIES AND
RISK MANAGEMENT,
COMMITTEE ON AGRICULTURE,
Washington, D.C.

The Subcommittee met, pursuant to call, at 10:00 a.m., in Room
1300, Longworth House Office Building, Hon. K. Michael Conaway
[Chairman of the Subcommittee] presiding.

Members present: Representatives Conaway, Neugebauer,
Schmidt, Crawford, Gibson, Hultgren, Schilling, Boswell, McIntyre,
Kissell, McGovern, David Scott of Georgia, and Courtney.

Staff present: Tamara Hinton, John Konya, Kevin Kramp, Josh
Mathis, Ryan McKee, Matt Schertz, Debbie Smith, Liz Friedlander,
Clark Ogilvie, and Jamie Mitchell.

OPENING STATEMENT OF HON. K. MICHAEL CONAWAY, A
REPRESENTATIVE IN CONGRESS FROM TEXAS

The CHAIRMAN. Let’s call the hearing to order. The hearing of the
Subcommittee on General Farm Commodities and Risk Manage-
ment entitled, Implementing Dodd-Frank: A Review of the CFTC’s
Rulemaking Process, will now come to order.

Mr. Berkovitz, thank you for being here this morning.

Today, we continue our series of hearings to review the CFTC’s
implementation of the derivatives provisions of the Dodd-Frank
Act.

The CFTC is currently engaged in what is easily said to be a
pretty colossal effort to write dozens and dozens of new regulations
for a market that is critically important to our economy. This effort
is unmatched in its scope and implication for a domestic and global
financial system. Yet, by all accounts, it seems the CFTC has
placed speed over deliberation. Rules have been proposed in a se-
quence that has created confusion and made it difficult for the pub-
lic to orchestrate their input. There has been a lack of consider-
ation regarding costs and benefits of the Commission’s proposed
regulations.

The CFTC has proposed rules that we believe exceed Congres-
sional intent and demonstrate a lack of regulatory focus among a
shortage of resources. It has made clear to me that the statutory
deadlines for Title VII simply do not give regulators enough time
to do this right. The old adage, there is never enough time to do
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it rié;ht, but there is always time to do it over seems to come to
mind.

It should be noted that the derivatives provisions contained with-
in Dodd-Frank will impact thousands of end-users across the coun-
try that engage in hedging responsibly and who had no role in the
financial crisis that Dodd-Frank seems to proffer to fix. Rushing to
regulate will have a harmful and punitive impact on non-financial
businesses if we don’t get this correct.

Moreover, the short timeframes have been exacerbated by the se-
quence of rule proposals and have had a negative impact on the
ability of stakeholders to actually understand the impact of the reg-
ulations on their businesses, and to know whether or not they
should comment or not.

The cost-benefit analysis performed at the CFTC appears to be
the bare minimum needed to comply with the CEA. To date, projec-
tions of costs have been vague and inaccurate; and in one instance,
when the CFTC has tried to quantify them, they were 4,000 times
lower than the estimates performed by the stakeholders them-
selves. Yet when I joined with Chairman Lucas to ask Chairman
Gensler to voluntarily adhere to the President’s Executive Order
that demanded a higher standard of regulatory review, I was told
that the requirements of CEA were specific enough to preclude the
CEA from adherence to the Executive Order.

In addition, we have heard concerns from many stakeholders
that several of the proposed rules exceed what is required by Dodd-
Frank or intended by Congress. For example, both the proposed
rules relating to ownership and governance of DCOs, DCMs, and
SEFs and on position limits directed the CFTC to issue rules only
after that review determined that they were appropriate. Yet the
CFTC has dedicated significant resources to proposing these rules
without such finding.

In another example, the CFTC’s proposed business conduct
standard rules, that rule, according to the Department of Labor
regulations, makes swap dealers fiduciaries to pension plans, de-
spite Congress’ specific omission of such a standard in Dodd-Frank.

Last, there are several areas in which the CFTC proposals are
inconsistent with those of other regulatory agencies. Rules gov-
erning swap execution facilities, real-time reporting and, just yes-
terday, larger requirements for swap entities have all shown incon-
sistencies that will only make it more difficult and confusing to
comply.

I look forward to exploring these topics in more detail with our
witnesses today.

[The prepared statement of Mr. Conaway follows:]

PREPARED STATEMENT OF HON. K. MICHAEL CONAWAY, A REPRESENTATIVE IN
CONGRESS FROM TEXAS

Today, we continue our series of hearings to review the CFTC’s implementation
of the derivatives provisions in Dodd-Frank.

The CFTC is currently engaged in a colossal effort to write dozens of new regula-
tions for a market that is critically important to the economy. This effort is un-
matched in its scope and implication for the domestic and global financial system.

Yet, by all accounts, it seems the CFTC has placed speed over deliberation. Rules
have been proposed in a sequence that has created confusion and made it difficult
for the public to provide input. There has been a lack of consideration regarding the
costs and benefits of the Commission’s proposed regulations. The CFTC has pro-
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posed rules that exceed Congressional intent and demonstrate a lack of regulatory
focus amid a shortage of resources. Further, there are inconsistencies among regu-
latory agency proposals, despite Congressional directives to coordinate.

It has been made clear to me that the statutory deadlines for Title VII simply
do not give regulators enough time to get this right. It should be noted that the de-
rivatives provisions contained within Dodd-Frank will impact thousands of end-
users across the country that engage in hedging responsibly and had no role in the
financial crisis. Rushing to regulate will have a harmful and punitive impact on
non-financial businesses that were not a part of the problem.

Moreover, these short timeframe have been exacerbated by the sequence of the
rule proposals that have had a negative impact on the ability for stakeholders to
comment or to understand the impact it will have on their businesses and cus-
tomers.

The cost-benefit analysis performed by the CFTC has been the bare minimum
simply to tout compliance with the CEA. To date, projections of costs have been
vague and inaccurate; in one instance when the CFTC has tried to quantify them,
they were 4,000 times lower than estimates performed by stakeholders. Yet, when
I joined with Chairman Lucas to ask Chairman Gensler to voluntarily adhere to the
President’s Executive Order that demanded a higher standard of regulatory review,
I was told that the requirements of the CEA were specific enough to preclude the
CFTC from adherence to the Executive Order.

In addition, we have heard many concerns from stakeholders that several of the
proposed rules exceed what is required by Dodd-Frank or intended by Congress. For
example, both the proposed rules relating to ownership and governance of DCO’s,
DCM’s and SEF’s, and on position limits, directed the CFTC to issue rules only after
review by the Commission determined that they were appropriate. Yet, the CFTC
has dedicated significant resources to proposing these rules without any such find-
ing. In another example, the CFTC has proposed business conduct standard rules
that would, according to Department of Labor regulations, make swap dealers fidu-
ciaries to pension plans, despite Congress’ specific omission of such a standard in
Dodd-Frank.

Last, there are several areas in which the CFTC’s proposals are inconsistent with
those of the other regulatory agencies. Rules governing Swap Execution Facilities,
real-time reporting, and—just yesterday—margin requirements for swap entities,
have all shown inconsistencies that will only make it more difficult and confusing
for businesses to comply.

I look forward to exploring these topics in more detail and to hearing from our
witnesses today.

The CHAIRMAN. I now turn to our Ranking Member for his state-
ment, if any.

OPENING STATEMENT OF HON. LEONARD L. BOSWELL, A
REPRESENTATIVE IN CONGRESS FROM IOWA

Mr. BosweLL. Thank you, Mr. Chairman; and I want to thank
you and our witnesses for coming today to review the CFTC’s rule-
making process for implementation of the Wall Street Reform and
Consumer Protection Act.

The law and regulation we are reviewing today, and in the fu-
ture, are critical to Americans in all of our districts. More than 38
million U.S. citizens, whether they are farmers, manufacturers, ac-
countants, or municipal workers, are employed with a business
that uses derivatives to hedge risk and protect against market vol-
atility.

The reason this legislation, it would appear, was crafted today is
to protect the pensions of hardworking Americans from vulner-
ability and ensure our market is protected against epic job loss like
the eight million they lost in 1 year due to the financial crisis on
Wall Street. It is not to penalize the end-users who, like con-
sumers, were victims in the financial crisis. Our efforts instead
should focus on preventing the markets from enriching a few play-
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ers and making sure that never again are American taxpayers left
with the bill.

To ensure greater transparency in the markets, we must provide
an open process; and I want to thank the Chairman and my col-
leagues for working together with the CFTC, SEC, and market par-
ticipants to provide a clear picture of our progress and shed light
on areas that need more work.

As you know, Members of Congress face important and difficult
decisions regarding our nation’s budget. However, we also have a
responsibility to assess our nation’s needs and priorities.

I am particularly interested in the state of the infrastructure and
technology in place for the implementation of the Wall Street Re-
form and Consumer Protection Act. Are the personnel and the tools
available to implement this Act?

I look forward to comments from the witnesses. I believe our
partnership is crucial for the future of market regulations. I am
committed to working with you to ensure this market is regulated
with efficiency and transparency without hindering its practical
uses. Your thoughts and comments are greatly appreciated.

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

The CHAIRMAN. Mr. Boswell, thank you.

Members are reminded or asked to submit their opening state-
ments for the record so that our witnesses may begin their testi-
mony to assure that there is ample time for questions.

So, with that, we welcome the first panel. I guess a single person
can testify as a panel, Mr. Berkovitz. But at any rate, nonetheless,
our first panel is Dan Berkovitz, General Counsel, Commodity Fu-
tures Trading Commission.

We look forward to hearing your comments. Thank you for being
here.

STATEMENT OF DAN M. BERKOVITZ, GENERAL COUNSEL,
COMMODITY FUTURES TRADING COMMISSION,
WASHINGTON, D.C.

Mr. BERKOVITZ. Good morning, Chairman Conaway, Ranking
Member Boswell, and Members of the Subcommittee. Thank you
for inviting me to today’s hearing.

My name is Dan Berkovitz, and I serve as the General Counsel
of the Commodity Futures Trading Commission. I am pleased to
testify before you today regarding the CFTC’s Dodd-Frank rule-
making process.

The CFTC is working deliberatively and efficiently to issue the
rules needed to implement the Dodd-Frank Act. This process is
guided by two basic principles: First, the CFTC seeks to ensure
that its rules implement the substantive requirements of the stat-
ute and follow the intent of Congress. Second, the CFTC is relying
extensively on consultation with other regulators, both domestic
and international, and public participation.

Rulemakings are conducted in compliance with the Administra-
tive Procedure Act and other applicable laws. The CFTC is com-
mitted to an open and transparent rulemaking process. The staff
has solicited written comments on rulemakings prior to the pro-
posal stage. The agency has received thousands of written com-
ments on proposed rules, issued several advance notice of public
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rulemakings, held public roundtables, met with hundreds of mar-
ket participants and members of the public, and established com-
ment mailboxes and files on the CFTC website.

The Commission has held 13 public meetings to issue proposed
rules. The CFTC has engaged in extensive consultation and co-
operation with other Federal financial regulators, both foreign and
domestic, to harmonize regulations.

Domestically, the CFTC has worked closely with the SEC, the
Federal Reserve, and other prudential regulators. The CFTC is con-
sulting and coordinating with international regulators to har-
monize the approach to swaps oversight globally. Discussions have
focused on clearing and trading requirements, clearinghouses gen-
erally, and swaps data reporting issues, among many other topics.

The CFTC has now issued proposals in most of the rulemaking
areas. As the Commission receives comments from the public, it is
looking at the entire mosaic of rules and how they interrelate. The
Commission will begin considering final rules only after the staff
can analyze, summarize, and consider comments; the Commis-
sioners are able to review the comments and provide guidance to
the staff; and the Commission consults with fellow regulators.

The CFTC has certain flexibility to tailor the timing of the imple-
mentation of the rules to the ability of entities subject to the new
Dodd-Frank regulations to develop the systems, processes, and ca-
pabilities necessary to comply with the new requirements.

The Commission has been seeking comments from market par-
ticipants and interested members of the public on the phase-in of
the regulatory requirements that will be established in the final
rules. Yesterday, the CFTC and the SEC announced a joint 2 day
staff roundtable discussion with market participants and interested
members of the public on how to phase in implementation of the
Dodd-Frank requirements. The staffs are seeking comments on:
whether to phase in implementation dates, based on a number of
factors related to the ability to transition into compliance with the
new requirements including: the type of swap, the type of market
participant, the speed with which entities can meet the new re-
quirements, and whether market infrastructures such as exchanges
or clearinghouses or swap execution facilities or participants might
be required to have policies and procedures in place ahead of com-
pliance with such policies and procedures by persons entering into
transactions on such facilities or with such participants.

In summary, the Commission has established a transparent rule-
making process to implement Dodd-Frank. The Commission en-
courages public comments on the rules and their implementation
and will continue to consult and coordinate with other Federal reg-
ulziltors and our international counterparts prior to issuing final
rules.

Thank you, and I would be happy to answer any questions.

[The prepared statement of Mr. Berkovitz follows:]

PREPARED STATEMENT OF DAN M. BERKOVITZ, GENERAL COUNSEL, COMMODITY
FUTURES TRADING COMMISSION, WASHINGTON, D.C.

Good morning, Chairman Conaway, Ranking Member Boswell, and Members of
the Subcommittee. I am Dan Berkovitz, and I am privileged to serve as the General
Counsel at the Commodity Futures Trading Commission (“CFTC” or “Commission”).
I thank you for inviting me to today’s hearing on the CFTC’s rulemaking process
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to implement the Dodd-Frank Wall Street Reform and Consumer Protection Act (the
“Dodd-Frank Act”).

The Dodd-Frank Act

On July 21, 2010, President Obama signed the Dodd-Frank Act. The Act amended
the Commodity Exchange Act (“CEA”) to establish a comprehensive new regulatory
framework for swaps and made similar amendments to securities laws for security-
based swaps. Title VII of the Dodd-Frank Act was enacted to reduce risk, increase
transparency and promote market integrity within the financial system. To accom-
plish these goals, the Act:

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

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

3. Creates robust record-keeping and real-time reporting regimes; and

4. Enhances the Commission’s rulemaking and enforcement authorities with re-
spect to, among others, all registered entities and intermediaries subject to the
Commission’s oversight.

The Dodd-Frank Act brings to the swaps markets the same basic regulatory goals
of transparency and risk reduction that have governed the regulation of the futures
and securities markets since the 1930s. The measures provided in the Act to lower
risk and improve transparency are intended to improve the ability of American busi-
nesses to use these markets and derivatives to reduce their risks and costs.

Rulemakings

The Dodd-Frank Act generally requires the CFTC to issue rules that are required
to implement the provisions of the Act within 360 days from the date of enactment.
Under Dodd-Frank, the effective date of any such rule shall be at least 60 days after
publication of the final rule implementing such provision.

The CFTC is working deliberatively and efficiently to issue these rules. The rule-
making process is guided by two basic principles. First, the CFTC is working to en-
sure that its rules implement the substantive requirements of the statute and follow
the intent of Congress. Second, the CFTC is relying extensively on consultation with
other regulators, both domestic and international, and the participation of market
participants and other interested members of the public. The Commission’s
rulemakings are conducted in compliance with the Administrative Procedure Act
and other applicable laws.

Rulemaking Teams

As the Congress was finalizing the Dodd-Frank Act, the CFTC formed 30 rule-
making teams to begin to implement the Act’s rulemaking requirements. Each team
consists of a team leader from one of the CFTC divisions, as well as staff from the
other CFTC divisions. Chairman Gensler held the first meeting with the 30 team
leads the day before the President signed the Act into law.

A number of months ago the CFTC created a 31st rulemaking team tasked with
developing conforming rules to update the CFTC’s existing regulations to take into
account the provisions of the Dodd-Frank Act. The CFTC has thus far proposed
rulemakings or interpretive orders in 28 of the 31 areas.

Public Participation

The CFTC is committed to a transparent and open rulemaking process. The Com-
mission has encouraged public participation throughout this process. The CFTC’s
rulemakings to implement the Dodd-Frank Act have included the following opportu-
nities for public participation:

Public participation during rulemakings. Immediately after the Dodd-Frank
Act was passed, the CFTC solicited comments from the public regarding the rules
required to be proposed under the Act. These pre-proposal initiatives included staff
roundtables, meetings with market participants, several advance notices of proposed
rulemakings, and the establishment of public comment mailboxes and files on the
CFTC website. As of this past Monday, we had received 2,907 submissions from the
public through these e-mail inboxes. The Commission also encourages the public to
submit comments once rules are proposed, and provides a number of ways for com-
ments to be submitted. As of Monday, we had received 8,991 comments in response
to notices of proposed rulemaking.

Transparency of all public comments and meetings. The CFTC posts all
written comments received and summaries of all meetings with the public on Dodd-
Frank Act rulemakings on the Commission’s website, at cftc.gov. These summaries
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of meetings identify the participants and the issues discussed. Any written mate-
rials provided to the agency for these meetings are posted on the CFTC website. As
of this past Monday, we have had 675 such meetings.

Open meetings. The Commission has utilized thirteen public meetings to issue
proposed rules under the Dodd-Frank Act. The meetings are broadcast live via
webcast and a call-in telephone number is available for the public to connect to a
live audio feed. Archived webcasts are available on our website as well.

Consultation and Coordination

The CFTC has engaged in extensive consultation and cooperation with other Fed-
eral financial regulators, both foreign and domestic, to seek input on the
rulemakings and to harmonize the regulations of the swaps markets to the fullest
extent practical.

Domestically, the CFTC has worked closely with the Securities and Exchange
Commission (“SEC”), the Federal Reserve, the Federal Deposit Insurance Corpora-
tion, the Office of the Controller of the Currency and other prudential regulators.
The consultation and collaboration with these agencies includes sharing many of the
staff memos, term sheets and draft documents. The CFTC also is working closely
with the Treasury Department and the new Office of Financial Research. As of last
Friday, CFTC staff has had 598 meetings with other U.S. regulators on implementa-
tion of the Act.

In addition to working with the agency’s domestic counterparts, the CFTC has
reached out to, and is consulting and coordinating with, international regulators to
harmonize the approach to swaps oversight globally. As with domestic regulators,
the CFTC is sharing memos, term sheets and draft documents with international
regulators as well. Discussions have focused on clearing and trading requirements,
clearinghouses generally and swaps data reporting issues, among many other topics.

Specifically, the CFTC has been consulting directly and sharing documentation
with the European Commission (“E.C.”), the European Central Bank, the United
Kingdom Financial Services Authority and the new European Securities and Mar-
kets Authority. Three weeks ago, Chairman Gensler traveled to Brussels to meet
with the European Parliament’s Economic and Monetary Affairs Committee and dis-
cussed the most important features of swaps oversight reform.

The CFTC also has shared documents with the Japanese Financial Services Au-
thority and consulted with Members of the European Parliament and regulators in
Canada, France, Germany and Switzerland. Through its consultation with these for-
eign regulators, the CFTC has sought to bring consistency to regulation of the
swaps markets.

In September of last year, the E.C. released its swaps proposal. Similar to the
Dodd-Frank Act, the E.C.’s proposal covers the entire derivatives marketplace—both
bilateral and cleared—and the entire product suite, including interest rate swaps,
currency swaps, commodity swaps, equity swaps and credit default swaps. The pro-
posal includes requirements for central clearing of swaps, robust oversight of central
counterparties and reporting of swaps. The E.C. also is considering revisions to its
existing Markets in Financial Instruments Directive (“MiFID”), which includes a
trade execution requirement, the creation of a report with aggregate data on the
markets similar to the CFTC’s Commitments of Traders reports and accountability
levels or position limits on various commodity markets.

The CFTC has now issued proposals in most of the rulemaking areas. As the
Commission receives comments from the public, it is looking at the entire mosaic
of rules and how they interrelate. The Commission will begin considering final rules
only after staff can analyze, summarize and consider comments, the Commissioners
are able to review the comments and provide guidance to staff, and the Commission
consults with fellow regulators on the rules. The Commission has stated that it
hopes to move forward in the spring, summer and fall with final rules.

Administrative Procedure Act

The Commission’s rulemakings to implement the Dodd-Frank Act are conducted
in accordance with the procedural requirements for informal rulemakings under the
Administrative Procedure Act (“APA”) and other applicable laws. The Commission
has provided opportunities for public comment in addition to those specified in the
APA, such as providing an opportunity for public comment prior to the issuance of
a notice of proposed rulemaking as discussed above.

For most of the proposed rulemakings, the Commission has solicited public com-
ments for a period of 60 days. On some occasions, the public comment period lasted
30 days. The Commission also has discretion to accept late comments. The CFTC
website informs persons interested in submitting comments:
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“The Commission invites comments on proposed rules. To be assured consider-
ation by the Commission, comments must be filed prior to the close of the offi-
cial comment period. Comments filed after the close of the official comment pe-
riod may be considered, at the Commission’s discretion. After the close of the
corﬁment period, persons may continue to submit comments through this
website.”

To date, the Commission has accepted and intends to consider all late-filed com-
ments.

The Subcommittee also has requested information regarding the standard for de-
termining when a rule must be re-proposed. The Commission’s actions in this re-
spect also are governed by the APA. In general, the APA requires that an agency
provide the public a meaningful opportunity to participate in an agency rulemaking.
The first step in the rulemaking process is the publication of a notice of proposed
rulemaking (“NPRM”) that includes the substantive terms of the proposed rule and
informs the public of the issues that are likely to be significant to the agency’s deci-
sion.

The APA does not require the final rule to be identical to the proposed rule. In-
deed, in issuing final rules, agencies are expected to consider and respond to com-
ments on the proposed rule. When reviewing a final rule to determine if there was
adequate notice and opportunity for comment, the courts will examine whether the
connection between the NPRM and the final rule is sufficient for the final rule to
be considered a “logical outgrowth” of the proposed rule. For example, courts con-
sider a final rule to be a logical outgrowth if the NPRM expressly asks for comments
on a particular issue or otherwise makes clear that the agency is considering a par-
ticular course of action.

Phased Implementation

The Commission has specifically requested comment from market participants
and interested members of the public on the phase-in of the regulatory requirements
that will be established in the final rules.

The CFTC has certain flexibility to set implementation or effective dates of rules
promulgated to implement the Act, consistent with the Act’s statutory deadlines and
requirements. This flexibility allows the Commission to tailor the timing of the im-
plementation of the rules to the ability of entities subject to the new Dodd-Frank
regulations to develop the systems, processes, and capabilities to comply with the
new requirements. Accordingly, the Commission is considering whether to phase im-
plementation dates based upon a number of factors related to the ability to transi-
tion into compliance with the new requirements, including asset class, type of mar-
ket participant, and whether the requirement would apply to market infrastructures
or to specific transactions. The order in which the rules are finalized by the Com-
mission therefore will not necessarily mean that the rules themselves will become
effective in that same order, or that the implementation requirements will follow
that same sequence.

For example, the Commission may require one asset class or one group of market
participants to comply with certain regulatory requirements before other asset class-
es or other groups of market participants. Similarly, the Commission may require
market infrastructure facilities to be in compliance with certain regulatory require-
ments prior to requiring market participants to use those facilities. Effective dates
and implementation schedules for certain rules may be conditioned upon other rules
being finalized, their effective dates and the associated implementation schedules.
For instance, the effective dates of some final rules may come only after the CFTC
and SEC jointly finalize certain definitions rules.

The Commission is examining issues related to the phasing in of regulatory re-
quirements with respect to the entire set of rules that are being proposed, the regu-
latory requirements that would thereby be established and the degree of flexibility
allowed by the applicable law. The Commission is seeking comments from market
participants and regulators, both in the U.S. and abroad, regarding the phasing of
implementation of these requirements.

The Subcommittee has also asked about the potential circumstance in which var-
ious provisions of the Dodd-Frank Act may become effective prior to the promulga-
tion of implementing regulations. The staff is evaluating these potential cir-
cumstances and developing for consideration alternatives within the Commission’s
authorities in order to ensure that transactions will not be disrupted solely as a re-
sult of such transition to the new regulatory regime.

Conclusion

The Commission has established a rulemaking process to implement the Dodd-
Frank Act in compliance with the Act’s requirements and Congressional intent. The
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rulemakings are being conducted in an open and transparent manner. The Commis-
sion seeks, encourages, and considers public comments. The Commission also will
continue to consult and coordinate with other Federal regulators and our inter-
national counterparts prior to issuing final rules.

Thank you, and I'd be happy to answer questions.

The CHAIRMAN. Mr. Berkovitz, thanks for coming.

I will remind our Members that you will be recognized for ques-
tioning in order of seniority for those who were here at the begin-
ning1 of the hearing. Others will be recognized in the order of ar-
rival.

We will start the 5 minute clock with me.

Mr. Berkovitz, again, thank you for being here today.

Up until about 3 weeks or so ago, it seemed to me that the Com-
mission was continuing to bluff that they could get all of this done
by July 15; and, since then, now it has been clear that that is not
going to happen, that you are not going to make the deadline. And
while we in Congress can’t encourage you to disobey the law, as my
gpening statement, you were given an impossible task to get that

one.

I have a couple of questions in that regard. One, is it time now
for the Commission to openly request additional time so that you
can get this done under the law? Or should we just—is it your rec-
ommendation that you continue to ignore the law’s July 15 date or
July 21 date, whichever one it is, with respect to making these
rules final?

And the second half of that is, without rules being in place by
that time frame, the law is in effect for those folks who participate
in all these markets. So what guidance can you give them who
have to obey the law without the regulations being in place, and
what risks do they run during that gap between the guidance that
you are intending to give them with respect to how the law should
be implemented versus the law being out there and their risk that
there are plaintiffs’ lawyers all over the country just salivating at
the opportunity to come after some of these folks because they are
not in compliance with the law and the regulations out there?

So could you give us quick comments on both of those?

Mr. BERKOVITZ. Thank you, Mr. Chairman.

As you mention, the law does establish a 1 year global time
frame for our rulemakings, and the Commission is working dili-
gently to meet that deadline. I think, as you recognize and the
Chairman has stated, that there are going to be some rules—a
number of rules that are going to be finalized after that deadline.

The Chairman has established an overall goal to issue a number
of the rules in final form this summer. So the goal is to have a
number of these rules finalized by the summer, and then obviously
there will be a number of them finalized after that.

The Chairman has not asked for any statutory change to accom-
plish that. I think we can accomplish that within the current statu-
tory authority and current statutory timetable. There is not going
to 1be a penalty if we don’t meet that July deadline for these final
rules.

Regarding the transition, I think the statute also provides the
agency with sufficient flexibility to address that transition period
between the time when certain provisions of the Act may be effec-
tive, and the time when certain other regulations may be effective.
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We believe the statute provides the agency with flexibility, both
Dodd-Frank and the existing underlying Commodity Exchange Act,
to address that interim period

The CHAIRMAN. So you are saying that protects the industry, by
and large, from the law being effective and the regulations not
being there, that somehow they are protected through—that there
is no risk of being out of compliance with the law itself during this
time frame, that a cause of action can be brought against them
that they are somehow protected by this cloak that you are refer-
ring to?

Mr. BErkOVITZ. Well, we believe we have sufficient authority to
address that situation. A number of market participants

The CHAIRMAN. I am not talking about the implementation
phase-in. I understand you have the authority to do that. But how
do you protect the industry? Do you then weigh in on their behalf
if a court case is brought against them?

Mr. BERkOVITZ. Well, we believe there is sufficient authority
within the Commodity Exchange Act, as it currently exists, to ad-
dress those concerns. We are looking at—we are examining a num-
ber of these specific instances, what happens before certain rules
come into effect, and developing alternatives for the Commission’s
consideration, how to address that very concern.

The CHAIRMAN. Most of us have been pretty dissatisfied with the
cost-benefit analysis that we have been allowed to see, pretty cava-
lier statements that the costs are small and the benefits are great
and so this rule goes forward.

I guess the other question is, there are other agencies in the past
who have been sued over their lack of proper cost-benefit analysis
work done. Is the Commission somehow protected under the CEA
for those kind of causes of action being brought by folks who dis-
agreed with your cost-benefit analysis work and that, if it was
flawed, then the underlying regulation itself shouldn’t have gone
into place because you didn’t really analyze what should have hap-
pened, or what was going to happen when you put it in place?

Mr. BERKOVITZ. The guiding principles here, the statutes that
guide us in the cost-benefit analysis are section 15(a) of the Com-
modity Exchange Act, and we believe that our proposed rules have
been in compliance and our cost-benefit analyses have been in com-
pliance with section 15(a).

In terms of the rulemakings themselves, the other statute that
would guide the agency in judicial review and where other agen-
cies—we have looked at the cases—get challenged is the Adminis-
trative Procedure Act and ensuring that the rulemakings are based
upon a reasoned and rational basis and the agencies are obligated
to respond to comments and ensure that the decisions are based
upon fact and reasoned analysis. And so the Commission is also
guided by the Administrative Procedure Act, and we intend to fol-
low that as well. And if we follow the APA and the Commodity Ex-
change Act, our rules should be found—upheld.

The CHAIRMAN. Okay. I will come back at you a little bit later
on when it is my turn again.

So, Mr. Boswell, for 5 minutes.

Mr. BosweLL. Well, thank you, Mr. Chairman.
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Kind of along that line, just to carry on a little bit, Chairman
Gensler testified repeatedly about the Commission’s requirement
for cost-benefit analysis in his rulemaking. This requirement had
been in place long before Dodd-Frank; and with regard to the Com-
mission’s efforts to meet this statutory cost-benefit requirement, is
the Commission staff doing anything different now with the Dodd-
Frank rules than it did in the rulemaking prior to Dodd-Frank, or
even different from when the Commission had their previous
Chairman?

Mr. BERKOVITZ. Congressman Boswell, we have adopted and we
put to the statute—section 15(a) of the Commodity Exchange Act
is really unaffected by Dodd-Frank. Dodd-Frank did not amend sec-
tion 15(a) which governs cost-benefit analysis. So the underlying
statutory requirement prior to Dodd-Frank is the same as after
Dodd—lfrank, and the agency has adopted the same cost-benefit ap-
proach.

In Dodd-Frank, however, we have received a lot of comments. As
I mentioned to Chairman Conaway’s questions, we have received a
number of comments on our cost-benefit analysis, and we are con-
sidering those comments in the context of the rulemaking, and the
agency is evaluating the comments and would respond appro-
priately in the final rule.

Additionally, the President, in January, issued an Executive
Order regarding cost-benefit analysis.

So, as the Chairman has testified, we are looking at the Execu-
tive Order and seeing what principles of that Executive Order can
be included within our cost-benefit analysis consistent with the
basic statutory requirements in section 15(a).

Mr. BoswiLL. Thank you.

Your testimony states that the Commission tends to accept and
I think, again along with some of the questions of the Chairman,
consider all late-filed comments. However, it would seem at some
point you have to stop. After all, how do you consider a comment
if it comes in the day before the Commission is scheduled to vote
on the final rule? And how late can comments be, and how can we
and the comment offerer be sure it will be considered before it is
submitted to the whole Commission for approval?

Mr. BERKOVITZ. The Commission does have discretion to consider
late comments. To date, the late comments that have been sub-
mitted have been accepted, and the staff intends to consider them.
At some point, when we are—as you have noted, just before a rule
is imminent, just before it goes final, it actually may be too late
to consider a comment as a matter of practicality. In that situation,
the Commission would be unable to exercise its discretion or would
exercise its discretion not to accept the comment. It can’t be an
open-ended, never-ending comment period. But provided that it
doesn’t delay the rulemaking, the general practice has been to ac-
cept the late-filed comment.

Mr. BosweLL. Thank you.

In your written testimony, you talk about increased scrutiny by
the courts of economic arguments about government agencies when
proposing new rules. Has the CFTC seen such increased scrutiny
by the courts and rules? Historically, have any challenges been
filed against the Commission regarding rules or orders?
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Mr. BERKOVITZ. We have not had many challenges against rules
or orders in the last few years. The amount of rulemaking under
Dodd-Frank is significantly greater than what the Commission has
experienced in previous years. So we are devoting significant re-
sources to our rulemakings. We have rulemaking teams established
for each of the rules, with a number of staff from the various divi-
sions, from the Office of General Counsel in order to ensure that
these rules follow all the requirements and are sound and will sur-
vive any review, any challenge that people may bring

Mr. BosweLL. Mr. Chairman, I will yield back. We are going to
have another round probably. I yield back.

The CHAIRMAN. The gentleman yields back.

Mrs. Schmidt, from Ohio, for 5 minutes.

Mrs. ScHMIDT. Thank you, and I apologize if some of these ques-
tions have been asked, since I was outside.

I am concerned about the timing of the rules and how they are
going to pan out in application. But, given the Dodd-Frank’s em-
phasis on consistency and comparability, do the CFTC and the SEC
intend to adopt consistent and comparable schedules, both for pro-
mulgation and implementation of the rules for swaps and security-
based swaps? In other words, is the timing going to be the same
or is the timing going to be different? Because I don’t know how
it is going to interact in the real world.

Mr. BERKOVITZ. We are coordinating with the SEC on that issue
as well as on the substance of the rules themselves. We are coordi-
nating both at the staff level and Chairman Gensler and Chairman
Schapiro meet regularly and talk about these issues. So we are at-
tekr)rllpting to coordinate our schedules to the greatest extent pos-
sible.

There are two different Commissions with various different—
slightly different rulemaking responsibility. So I don’t know exactly
how it is going to turn out, but we are attempting to do that.

Mrs. SCHMIDT. Well, if you can’t get the timing together, how is
it going to work?

Mr. BErkoOvITZ. Well, we are attempting to do it as closely as
possible together.

Mrs. ScHMIDT. Well, what happens if you don’t? That is my ques-
tion. What happens if you don’t? How is it going to work in the real
world if you have two different sets of rules out there?

Mr. BERKOVITZ. Well, it would depend on the particular require-
ments. Our requirements would go to swaps. Their requirements
would go to security-based swaps. To the greatest extent possible,
we would like those to be at the same time, and we are trying to
avoid any differences in those two types of instruments in terms of
the timing or the requirements themselves.

Mrs. SCHMIDT. Can you respond to concerns that the CFTC pro-
poses to regulate swap dealers and major swap participants in the
same fashion, even though one is the seller and one is the buyer?
Take for example, sales practice rules applied to major swap par-
ticipants when they are the buyer. I mean, aren’t they two different
groups?

Mr. BERKOVITZ. The statute directs the agency to promulgate cer-
tain standards, business conduct standards, certain clearing re-
quirements equally applicable to the swap dealers and to the major
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swap participants. To the extent that there are certain features
about certain transactions or certain requirements that may be dif-
ferent, we are considering that in the comment period on the var-
ious particular requirements.

Mrs. SCHMIDT. So what assurances are we going to have that
buyers and sellers are going to be treated differently instead of in
the same mold?

Mr. BErkOVITZ. Well, it would depend again on the particular re-
quirement what the particular standard is. We would have to con-
sider that in the context of a particular requirement that may or
may not be applicable to a buyer or to a seller as the case may be.

Generally, the statute treats them the same. So any differences
would come when we were looking at a particular requirement to
implement that statutory direction.

Mrs. ScHMIDT. But I think they are fundamentally different. It
is like when you are buying a house or you are selling a house,
there is a different set of rules out there for buyers and sellers with
a realtor. So why would we have the same mold for a buyer and
seller on these transactions?

Mr. BERKOVITZ. Well, the statute generally would impose a duty,
for example, on a counterparty. If you are in a transaction with a
counterparty, this is when the transaction should be reported, what
your duty of disclosure may or may not be to a counterparty, things
like that.

So if there is a particular instance when, as you have posed, that
it really can only be done by a seller or really can only be done by
a buyer, if it gets down to that level you would have to look at that,
at the individual transaction level, which is what we intend to do.

Mrs. ScHMIDT. Okay. And, finally, in the few seconds I have left,
what authority does the CFTC have to address issues of
extraterritoriality? Can the CFTC exempt from regulation an entity
that is subject to comparable regulation in their home country?

Mr. BERKOVITZ. We are looking at that issue also very closely.
The Dodd-Frank Act states—the extraterritorial provision in Dodd-
Frank states that it applies to an activity if there is a direct and
significant connection with activities in or effect on U.S. commerce.

So we are looking in evaluating at what type of activities that
reaches overseas. We are talking to U.S. banks and U.S. institu-
tions that have activities overseas. We are talking with foreign
banks that do activities in the U.S., and we are trying to determine
what type of activities and what that connection is and, therefore,
Whalt the requirements might be and which ones may or may not
apply.

Mrs. ScHMIDT. Okay. Thank you.

The CHAIRMAN. The gentlelady yields back.

Mr. David Scott, from Georgia, for 5 minutes.

Mr. DAVID ScotT of Georgia. Thank you, Mr. Chairman. I appre-
ciate your having the hearing.

Mr. Berkovitz, I have had quite a bit of discussion with a number
of industries and companies. I have been very intimately involved
in Dodd-Frank. I serve both on the Financial Services Committee
as well as here on the Agriculture Committee.

The one chief concern that all of them have is the volume, the
pace, and the phasing of the rules and regulations that the CFTC
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must create. And, very interestingly, none have complained about
wanting to defund or repeal the law. They have invested in under-
standing that this is an important law, that we have an important
issue here. But there are some major, major concerns and points
that I would like to ask you on a number of issues.

But, specifically, I want to ask you about the proposed rule on
ownership of swaps execution facilities. What sort of weight are
you giving to the Department of Justice’s comments about aggre-
gate ownership limits?

Mr. BERKOVITZ. Obviously, the Department of Justice is a very
significant commenter; and, given their significant expertise in
antitrust issues, issues of competitiveness, this is something—when
they send us a letter, as any Federal agency would send us a letter,
we give it great consideration. We have also received comments
commenting upon the Justice Department letter, so we are evalu-
ating the comments in response. But they have written us a very
thoughtful letter, and we are giving that letter very thoughtful con-
sideration.

Mr. DAVID ScOTT of Georgia. Do you not feel that, given the large
capital requirements for new entrants into the field, that placing
such a requirement could serve as a barrier to entry and would sti-
fle competition?

Mr. BERKOVITZ. That is one of the factors that the agency is con-
sidering in determining where to come out on this issue.

Mr. DavID ScoTT of Georgia. Mr. Berkovitz, what do you think?
What do you think? Do you personally think it would stifle the
competition?

Mr. BERKOVITZ. I personally haven’t examined that issue in that
great a detail. And my role would be—there are other folks in the
agency who would be probably better suited to actually evaluate
the merits on the competitiveness argument than myself. So I per-
sonally haven’t weighed in on that

Mr. DAVID ScOTT of Georgia. But don’t you think on the face of
it, just looking at it, that it could be a barrier to entry?

Mr. BERKOVITZ. I am aware that that is one of the arguments;
and we have arguments on the other side, too. So I personally
would not be able to address that. The Commission itself is actu-
ally going to be addressing that very issue.

Mr. DaviD ScoTT of Georgia. Let me ask you one other thing.
Can you say definitively that the CFTC has enough people and a
sophisticated enough information technology infrastructure to do
the work that you are tasked with under Dodd-Frank? I mean, we
are in this era of budget cutting. But this is a very, very com-
plicated field with an awful lot of different layers in the swaps and
the derivatives and foreign markets. Our companies are having to
compete with an array of rather fuzzy interpretations of what the
rule might or might not say. So the question that I would like to
get on the record from you is, do you feel that you need additional
resources?

Mr. BERKOVITZ. We are thankful that in the latest—if the cur-
rent—if the numbers that we are hearing now are enacted, that we

robably have sufficient resources, as I am talking about just over
5200 million for the rest of this fiscal year, if the reports are accu-
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rate and that is indeed the number. We would have enough re-
sources to get us through the rulemakings.

Mr. DAvID ScoOTT of Georgia. Right now, with the budget as is?

Mr. BERKOVITZ. Correct.

Mr. DAVID ScoOTT of Georgia. Let’s suppose—because we are mov-
ing through some very choppy waters as far as the budget is con-
cerned. Let me ask you this. What would happen to your ability to
properly regulate these markets if your budget was slashed?

Mr. BERKOVITZ. Well, the President has requested—the budget
request for Fiscal Year 2012 is $308 million. And that number is
what the agency would really need to be able to effectively imple-
ment the Act.

The $200 million again, if it is accurate, if the deal is as reported
and that is approved by the Congress and signed by the President,
would get us through the rulemaking stage.

Mr. DAVID ScOTT of Georgia. Before my time is up, so you are
saying it would in effect affect your ability to do the job if your
budget is slashed? Is that what you are saying?

Mr. BERKOVITZ. Yes, Congressman, that is correct.

The CHAIRMAN. Mr. Schilling, from Illinois, for 5 minutes.

Mr. SCHILLING. Thank you, Mr. Chairman.

Welcome. I appreciate you coming out today. I just have a couple
of questions.

Prior to the Dodd-Frank bill, I was told that the CFTC averaged
about 5% rulemakings a year; is that accurate?

Mr. BERKOVITZ. I don’t have the exact number, but it sounds
about right.

Mr. SCHILLING. Okay. And then, since this past October, I am
told that the CFTC has proposed 43 new regulations to implement
this law, and that is probably pretty accurate as well.

Mr. BERKOVITZ. That is correct.

Mr. SCHILLING. I think the one thing that I see—I am one of the
new 87 freshmen Members coming into Congress, and as I have
been out throughout the district, the big thing that we hear is the
over-regulation and overreaching of the Federal Government is ba-
sically keeping a lot of our investors and people throughout the
country sidelined; and that is one of our big concerns, of course.
But can you respond to the concerns that the CFTC proposes to
regulate swaps, the participants, the same, even though, one is a
seller and one is a buyer?

Mr. BErRkOVITZ. Well, generally, the statute provides for swap
dealers and major swap participants certain business conduct
standards, certain capital requirements, certain institutional re-
quirements that the institution has to meet, regardless of whether
a particular transaction is a buy or a sell. These are very large in-
stitutions, so—and, generally, they are going to be doing both types
of transactions. So our regulations are designed to capture the
transactions that these institutions do.

If there is a particular circumstance where a particular business
conduct standard or a requirement may or may not be applicable
to a seller or a buyer, we would look at that in the individual con-
text of a particular rulemaking. But, generally, the swap dealers
and major swap participants are very large institutions that do a
lot of both buying and selling.
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Mr. SCHILLING. Okay. Very good.

With that, I yield back.

The CHAIRMAN. The gentleman yields back.

The gentleman from Connecticut, Mr. Courtney, for 5 minutes.

Mr. COURTNEY. Thank you, Mr. Chairman; and thank you for
this hearing. Again, I have great respect for your stewardship on
this Committee, and I am glad we are holding this hearing.

I have to say I look at it a little bit differently than some of the
other questioners this morning.

Yesterday, Reuters reported that Goldman Sachs analyzed oil
prices and determined that the price per barrel was inflated by
speculation to the tune of $27 per barrel. In Connecticut right now,
we are paying $4 a gallon for gas. I mean, you can do the math
pretty quickly, but that means basically motorists should be paying
about $3 a gallon.

People who are getting their home heating oil are also over-
paying because of the fact that we have markets which I think are
highly dysfunctional. You know, businesses in my district who sell
home heating oil have basically refused to get into the business of
hedging right now. They will not sell lock-in contracts for next win-
ter because this market is so dysfunctional.

And, frankly, CFTC had the authority to implement position lim-
its back in January. And, if anything, from my perspective you are
being too cautious in terms of moving ahead with what Dodd-Frank
suggested.

And I would just say, following up Mr. Scott’s question, in terms
of your budget, Secretary Mabus testified at Armed Services that
every time a price per barrel goes up $10 the Navy’s annual fuel
costs go up $300 million.

So, again, if you just do the math in terms of what Goldman
Sachs reported yesterday, the taxpayer is paying double your budg-
et that the President proposed because of the fact that we don’t
have a functioning system of rules in energy trading.

I have just got to tell you, Mr. Berkovitz, the impact on the econ-
omy in terms of energy prices right now is just potentially cata-
strophic in terms of trying to get a recovery moving forward. I hope
that you are going to move forward on those position limits on en-
ergy trading as soon as possible. I mean, people are, in my opinion,
getting ripped off because of the fact that the markets are not func-
tioning in a way that is connected to supply and demand.

And I don’t know if you would like to comment on that.

Mr. BERKOVITZ. Thank you, Congressman. I will take that back
and will consider those comments.

I know that the Commission staff is devoting considerable time.
We are receiving a lot—one of the most commented on rules—pro-
posed rules we have out there is the position limits rule; and we
have had thousands, literally thousands, of comments. Some of
them are foreign comments, but, nonetheless, we have to go
through and look at all of these. So we are going through those
comments and evaluating that proposal very seriously.

Yesterday, I would also note that the agency—Chairman Gensler
and the agency announced a joint effort with the Federal Trade
Commission to look at some of these issues where the FTC has
oversight authority over oil and gasoline prices, the actual com-
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modity itself, market oversight there; and so we have announced
a cooperative effort with them.

Mr. COURTNEY. Well, again, I just think it is important to also
remember that there are end-users who now are shying away from
getting involved in hedging. I mean, Hershey’s announced the other
day that it was pulling back because, again, the commodities mar-
ket makes chocolate hedging almost impossible to really make an
intelligent decision.

Commissioner Chilton sent a letter to my office a couple of days
ago sort of walking through again the sequence that took place as
far as the energy position limits. I know he supports moving for-
ward; and I, again, think his advocacy hopefully will be heard by
the rest of the Commission. I really believe that, for the sake of the
economy, we have to get some stability in energy prices, because
it just ripples through from every home owner, motorist, small
business on up. And it is really bad out there.

Mr. BERKOVITZ. Thank you.

Mr. COURTNEY. I yield back.

The CHAIRMAN. Mr. Crawford, from Arkansas, 5 minutes.

Mr. CRAWFORD. Thank you, Mr. Chairman.

Mr. Berkovitz, it seems to me the most commonsense approach
to the rulemaking process would have been to start with defining
swap. Yet you proposed nearly all of your rules but have not de-
fined what a swap is, and I wonder why you have waited until the
very end to define a building block of the entire title.

Mr. BERKOVITZ. The swap definition in rulemaking is a joint
rulemaking with the Securities and Exchange Commission. We
hope—and we are working with the SEC staff very closely. We
hope to have that proposed rule out very soon, in the next few
weeks, actually, is our hope. I obviously can’t guarantee that, but
we do intend to get that out very soon.

Mr. CRAWFORD. Okay. I have some real concerns about what this
excessive rulemaking might do for end-users in my district, for ex-
ample, the farmers. That under extreme pressure the Federal
budget is tasked with taking some of the support away from farm-
ers, and so they are going to have to move into a free market ap-
proach to how they cash-flow their operations. My concern is that
the rules that we are seeing right now may hinder, may actually
make it less attractive for them to avail themselves of these free
market tools. Can you explain how this is going to affect the aver-
age—say, the average cotton farmer or the average soybean farmer
and how they implement a strategy for risk management under
these excessive rules?

Mr. BERKOVITZ. There are two possible risk management tools
that people would use—or the ones that we would regulate that
folks would use. That would be the futures market or the swaps
market.

Most of Dodd-Frank and the rules that we are doing go to the
swaps market. There are some of the rules that we do that affect
the futures side. But those rules shouldn’t fundamentally affect the
ability—on the futures side shouldn’t affect the fundamental ability
of the farmer to use our futures market for hedging.

On the swap side, Congress has provided a number of exemp-
tions for end-users, such as the exemption from clearing. So there
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wouldn’t be—if a farmer were using a swap rather than a future—
and, generally, the agriculture swap market is not—folks use the
futures market more than the swaps market. But if people didn’t
want to use swaps, didn’t want to use these risk management tools,
there would be the end-user exemption that a farmer, if they were
using these for hedging, would qualify under.

So we have met a lot with farm co-ops, organizations of end-
users, hearing those concerns. We have put out a proposed rule to
implement the end-user exception which we have gotten a lot of
comments on. And so we are meeting and we are—we hear the, as
I talked about in my statement, the intent of Congress that folks
that are using these markets for hedging and to mitigate their
commercial risks, that those typical end-users are the lower risk
activities and that there should be much—there should be less reg-
ulatory burden on those types of entities. And so we are meeting
and trying to achieve that Congressional intent.

Mr. CRAWFORD. All right. Thank you, sir.

I yield back.

The CHAIRMAN. Mr. Kissell, from North Carolina, for 5 minutes.

Mr. KisseELL. Thank you, Mr. Chairman. Thanks to the witness
for being here today. I apologize for being late.

But I want to follow up a little bit what my colleague, Mr.
Courtney, was asking you about when he mentioned that Hershey’s
was pulling away from the market. Why do you think that might
be? And what do you think it would take to calm those nerves so
that people like Hershey’s would have—get back in, have the con-
fidence, so forth, so on? What are your thoughts on such a move?

Mr. BERKOVITZ. I wouldn’t know why in particular a firm would
or would not be using the market less right now. I don’t know
whether that would be related to if there is an increase in the com-
modity price that would increase the margin cost of a futures con-
tract or something like that, or if it is a different type of business
decision.

But, typically, when prices—in an area of higher prices, there
might be higher costs for using these markets. But I don’t know
whether that is in fact the situation or not.

Mr. KisseLL. Okay. Mr. Gensler, when he testified, talked about,
and Members talked a lot about, using the cost-benefit analysis to
determine how certain things should be. But, that has been a re-
quirement even prior to Dodd-Frank. I am just wondering if you
see any different use of cost-benefit analysis and how they might
be used to come up with some of the rules and how this bill moves
forward.

Mr. BERKOVITZ. Yes. Our fundamental approach to cost-benefit
analysis is still governed by section 15(a) of the Commodity Ex-
change Act. That is the section that directs us to do cost-benefit
analysis. So it is not changed by Dodd-Frank. So, fundamentally,
the agency’s approach is the same under the statute as it had been
prior.

We have gotten a lot of comments in response to specific cost-
benefit analysis in specific rules in saying you didn’t consider this
cost adequately, you didn’t consider that cost adequately, you didn’t
provide enough detail. So we have gotten specific comments, and
we are addressing the comments on a rule-by-rule basis as they
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come in on these specific analyses within the overall statutory
framework.

In addition, the President’s Executive Order in January had a
number of principles in terms of how to conduct cost-benefit anal-
ysis. We are also looking at that to see where those principles are
consistent with our statutory direction, whether those can also be
incorporated. Because that has been somewhat of an overarching
comment that we have received. So the fundamental approach is
the same. The statute is the same as it has been. But in response
to these comments and concerns, the President’s Executive Order
we are seeing how we can adjust what we do.

Mr. KisseLL. Okay. Thank you, sir.

Mr. Chairman, I yield back.

The CHAIRMAN. The gentleman from New York, Mr. Gibson, for
5 minutes.

Mr. GiBSON. Thank you, Mr. Chairman.

Mr. Berkovitz, I appreciate your being here. I am learning from
your testimony here.

I represent a district in New York, and I am going to ask about
a couple of different areas, the first one with regard to financial
services and the other one with regard to our near and dear farm-
ers.

The first one is listening carefully and reading Mr. Gensler’s
speeches, one of the things that he has talked about is harmo-
nizing, going forward, our rules promulgation with Europe and
Asian markets so that we can synchronize our efforts. And I appre-
ciate those remarks very much. But are you concerned that if we
get out in front of Europe and Asia in terms of effectuating these
rules that we will lose jobs in financial services overseas?

Mr. BERKOVITZ. Congressman, as you mentioned, the agency and
the Chairman have been spending a considerable amount of time
on the harmonization and speaking with the Europeans. The poten-
tial job issue is one of a subset of the general notion that if the reg-
ulations are different that is going to affect—people may trade in
jurisdictions that have lesser regulations and that would have ef-
fects on jobs and have effect on potentially the safety and sound-
ness of our system. So that, overall, plays into the rationale for try-
ing to get harmonization. So——

Mr. GiBsoON. Well, indeed. And I want to affiliate myself with
that and just say that that is what concerns me about the timing
of all this, is that in the effort to work with the Chairman, work
with Mr. Gensler in terms of harmonizing efforts, that we ought to
take that into consideration, Mr. Chairman, when we look at the
timing of the promulgation of rules. Thank you.

The second point, there is a perception back home among my
farmers that how you make definitions and in particular—for ex-
ample, an organization’s co-bank, how they are defined will have
an impact on farm credit and ultimately impact our farmers, re-
stricting access to necessary credit. What would you say to me that
I can carry back to them about how you would be sensitive to that
so that our farmers will continue to have access to the credit they
need, moving forward?

Mr. BERKOVITZ. The issue of farm credit is being looked at in the
context of one of our rules where we have asked for public com-
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ment on the end-user exception, and so we are accepting public
comment on that very issue. So we have met with a number of
farm cooperatives, smaller institutions, in terms of how the agricul-
tural markets are structured and how farmers are able to hedge
and use the markets to hedge and the institutions that are avail-
able there. So we have had a number of meetings with institutions,
and that is a concern that has been brought to our attention, which
we are considering in the various context of the rules.

Mr. GiBSON. Okay. I appreciate those remarks.

Mr. Chairman, I will just sum up by saying that these are two
areas I am going to continue to monitor very closely. I think we can
agree that we are not really in a place of certainty, so that more
work needs to be done. I do want to express that I am concerned
about the timing of all these rules promulgation and want us to be
sensitive of that going forward.

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

The CHAIRMAN. The gentleman yields back.

I have a couple of other questions as well. Let’s do another round
if folks want. So we will start another 5 minutes on me.

The broad statement first in reference to some comments that
our colleague from Connecticut made, is it the role of the CFTC to
set prices for all these commodities?

Mr. BErRKOVITZ. We are not a price-setting agency. Our mission
is to ensure the markets are fair.

The CHAIRMAN. But he seemed to imply that somehow the CFTC
could set the price for cocoa or gasoline or whatever. So I just
wanted to make that clear.

Is there anything in 15(a), the CEA, that precludes you specifi-
cally from folding in the President’s Executive Order into your cost-
benefit analysis work? What gets excluded? Because you make kind
of a little reference to that.

Mr. BErkoOVITZ. Right. That is what we have been looking at to
the extent that we can incorporate elements from the President’s
Executive Order into our analysis.

The CHAIRMAN. Okay. Let me ask you a broader question. You
will soon have most all the rules proposed. Is there under the Ad-
ministrative Procedures Act or your rules that would allow, for lack
of a better phrase, an interim final set that would allow the indus-
try to look at the entire mosaic of rules that are there that they
are going to have to comply with? This way they have some period
of time that would allow them to make comments that would say
here is an unintended consequence that would then allow the agen-
cy the time to be able to respond to that before we get too far down
the road with this big brush?

What I have heard the Chairman say, is that we have the rules
out there and the industry can look at those, which implies that
the proposed rules will be the final rules. And if that is the case,
then all of this work that your testimony talks about—and the
Chairman’s done a great job of saying we are taking these com-
ments, we are folding them in. Is there a way that, once the rules
go final, that there will be a period where the agency can take ac-
count and the industry can show you where these things may have
gotten cross-threaded because we have done them in various
pieces? Is there something in the Administrative Procedures Act
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that you guys can avail yourselves of that would get them final but
yet not so final that you have to go through an Act of Congress,
so to speak, to address unintended consequences if those final rules
do something that we don’t want to be done?

Mr. BERKOVITZ. I do think that the Administrative Procedure Act
provides us flexibility for taking into account public comments as
the process goes forward, and I think that is what we have at-
tempted to do so far. We are nearing the completion, as I men-
tioned, of the proposed rule stage. We have three or four——

The CHAIRMAN. This speaks to us about beyond that. When you
do decide this is what it ought to look like and you have it done
across the entirety of what you are trying to do, then the industry
has a chance to know whether or not they were a swap dealer,
whether or not they are a major participant, all these things to fit
together. If we see a gap in the regulations, or regulations that
overlap and do too much before those get so ingrained into the sys-
tem and caused harm to it that you could address that quickly and
nimbly.

Mr. BERKOVITZ. I think so. I think the Act provides us that flexi-
bility so that, as rules begin to finalize, if there is something in a
final rule that affects—in one final rule that affects a rule that is
still in the proposal stage, that people still would have potentially,
depending on the exact sequence and the exact rule, the oppor-
tunity to comment and say, well, wait a minute. You just went
final here. This affects something that is yet—that is still in the
proposal stage.

The CHAIRMAN. I guess I was trying look for something like that
once it is all done, once everything is final. All the final rules are
done, the system would have a chance to look at all of that, you
as well.

And I am apparently not being very articulate in asking the
question, or you are being very artful in saying, no, there is no way
that the agency can provide for an opportunity to look at all of
these, once they are done. Is there a final rule—that may be an in-
appropriate term—but to look at the whole thing other than just
piecemeal it across. As you see the bullet box come in, in whatever
order that they decide that you are coming in, your view is that
that is adequate for the industry to be able to respond, to be able
to put in place systems that they are going to have put in place,
even in spite of the fact of knowing unintended consequences.

Mr. BErRkOVITZ. Well, I am not trying to avoid the question, but
we are attempting to do that. What you have described is what the
roundtables and the implementation roundtables are doing.

The CHAIRMAN. Those are going to happen, though, before any-
thing is final.

Mr. BERKOVITZ. And whether a similar process would happen
further down the road at the final stage, we could evaluate then.

The CHAIRMAN. Okay. I am not trying to be argumentative. I am
just trying to get the best answer.

I mean, everybody knows that there is going to be some regu-
latory things that have to happen. But they ought to make sense,
they ought to do the minimum damage, and they ought to cost—
allow the industry to comply with them in the most cost-effective
manner possible. And so I think that is the goal.
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Mr. BERKOVITZ. If you are asking in terms of the Administrative
Procedure Act is this something that procedurally would be permis-
sible, I think the answer is, yes, and the Commission would decide
at the time whether to do it.

The CHAIRMAN. Okay. Thank you.

Mr. Boswell for 5 minutes.

Mr. BosweLL. I yield.

The CHAIRMAN. Anyone else?

Mr. Berkovitz, thank you for coming today. We appreciate this
open exchange. I didn’t mean to imply that you were evading the
question. I just couldn’t get you to say what I wanted you to say.
But thank you for being here today. I appreciate that.

Hopefully, there will be enough difference between the proposed
rules and the final rules that the industry can look at all those
comments, the thousands of hours of work done and untold amount
of lawyer fees invested in putting comments to you, that those had
an impact, that had an effect on making these rules better as we
move forward. So we continue to look forward to working with you
on this whole process.

Mr. BERKOVITZ. Absolutely. Thank you.

The CHAIRMAN. We will now have our second panel, if you
Woulgn’t mind coming to the table, and we will start our second
round.

I want to welcome our second panel of witnesses. This actually
is a panel, since there is more than one of you.

First up will be Terry Duffy, the Executive Chairman of CME,
Inc., in Chicago, Illinois.

We will then hear from Mr. Hal Scott, Director of Committee on
Capital Markets Regulation, Nomura Professor and Director of the
Program on International Financial Systems at Harvard Law
School, Cambridge, Massachusetts.

We will then hear from Dr. James Overdahl, the Vice President
of éhe National Economic Research Associates here in Washington,
D.C.

Then, Ms. Karrie McMillan, General Counsel for the Investment
Company Institute here in Washington.

And then, Mr. Michael Greenberger, Professor, University of
Maryland School of Law, Baltimore, Maryland.

So, gentlemen, and lady, thank you for being here.

Mr. Duffy, if you wouldn’t mind starting us off, please.

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

Mr. Durry. Well, thank you. Thank you, Chairman Conaway,
Ranking Member Boswell, Members of the Committee. And I thank
you for the opportunity to testify on the implementation of the
Dodd-Frank Wall Street Reform and Consumer Protection Act.

I am Terry Duffy, Executive Chairman of CME Group, which in-
cludes our clearinghouse and our four exchanges: the CME, the
Chicago Board of Trade, New York Mercantile Exchange, and the
COMEX.

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

The 2008 financial crisis focused attention on over-leveraged,
under-regulated banks and financial firms. In contrast, regulated
futures markets and futures clearinghouses operated flawlessly be-
fore, during, and after the crisis.

Congress responded to the financial crisis by reining in the OTC
market to reduce systemic risk through central clearing and ex-
change trading of derivatives, to increase data transparency and
price discovery, and to prevent fraud and market manipulation. We
support these goals, but we are concerned that the CFTC has
launched an initiative to undo modern regulation of futures ex-
changes and clearinghouses.

We are not alone. Most careful observers and some Commis-
sioners have concluded that many of the proposed regulations roll
back principle-based regulation and unnecessarily expand the Com-
mission’s mandate. In so doing, the Commission acts outside of its
rulemaking authority under the Dodd-Frank Act and, in many
cases, undermines the intent behind Dodd-Frank.

When Dodd-Frank passed, Congress specifically maintained prin-
ciples-based regulation for the futures market. It extended that ap-
proach to the newly regulated swaps market. This would create
core principles for swap execution facilities as well as swap data re-
positories.

The intent of Dodd-Frank was not to fundamentally change the
regulation of futures markets; rather, the primary goal was to close
existing regulatory gaps. This would bring swaps which were large-
ly unregulated into a regulated framework similar to that which
was successful in futures markets. Instead, the CFTC has proposed
to drastically alter the futures regulatory framework and create a
parallel framework for swaps. The CFTC has proposed extraor-
dinary prescriptive rules. This would, in effect, repeal the prin-
gipleg-based regulatory approach that has existed for more than a

ecade.

In short, the CFTC is attempting to change its role. It is an over-
sight agency. Its purpose is to assure compliance with sound prin-
ciples. Now it appears as if they are trying to become a frontline
decision-maker, empowered to impose its business judgments on
every operational aspect of derivatives trading and clearing. This
role reversal is inconsistent with Dodd-Frank.

The listed futures markets performed flawlessly throughout the
financial crisis. Imposing needless regulatory burdens on these
markets will create unnecessary strain on the Commission’s staff
and budget. It will also impose unnecessary costs on the industry
and the end-users of derivatives. My written testimony includes
numerous examples of proposed rules that exceed the boundaries
of the Commission’s rulemaking authority under Dodd-Frank.

Further, in proposing rules, the Commission has consistently
failed to conduct a proper cost-benefit analysis, as required by Sec-
tion 15 of the Commodity Exchange Act. Congress should require
the CFTC to operate within the limitations of its authority under
Dodd-Frank. This means encouraging a full and fair cost-benefit
analysis on every proposal.
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Also, by extending Dodd-Frank’s effective date, it would permit
a realistic opportunity to comment on a full package and its cost
and benefits. Otherwise, we believe that the futures industry will
be burdened by overly prescriptive regulations that are inconsistent
with Dodd-Frank and sound industry practices. This will make it
more difficult to reach Dodd-Frank’s goal of increasing trans-
parency and limiting risk.

Before I close, I would like to touch on one question that was
asked by a Member about regulatory disparities amongst countries.
The word we were looking for would be called arbitrage. And arbi-
trage means when there is one price at one particular place and
one price at a different place. If we were to have regulations here
in the United States somewhat different than is taking place in Eu-
rope or in Asia, that would be considered an arbitrage. People
would go to the less-regulated marketplace because the costs are
much different.

This will drive jobs away from the United States of America and
drive capital and finance out of the United States of America. Mr.
Berkovitz did not answer that question directly, but I would like
to just, for the record, answer it. I do believe it will drive jobs out.
Arbitrage is exactly what it is; it is inefficiencies. And if we have
something and someone else doesn’t, they are going to go to that
platform.

I thank the Committee for its time and look forward to your
questions.

[The prepared statement of Mr. Duffy follows:]

PREPARED STATEMENT OF HON. TERRENCE A. DUFFY, EXECUTIVE CHAIRMAN, CME
Group, INC., CHICAGO, IL

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

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

The financial crisis focused well-warranted attention on the lack of regulation of
OTC financial markets. We learned a number of important lessons and Congress
crafted legislation that, we hope, reduces the likelihood of a repetition of that dis-
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aster. However, it is important to emphasize that regulated futures markets and fu-
tures clearing houses operated flawlessly. Futures markets performed all of their es-
sential functions without interruption and, despite failures of significant financial
firms, our clearing house experienced no default and no customers on the futures
side lost their collateral or were unable to immediately transfer positions and con-
tinue managing risk. Dodd-Frank was adopted to impose a new regulatory structure
on a previously opaque and unregulated market—the OTC swaps market. It was not
intended to re-regulate the robustly regulated futures markets.

For example, while Congress granted the Commission the authority to adopt rules
respecting core principles, it did not direct it to eliminate principles-based regula-
tion. DFA rather reinforced the principles-based regime for regulated futures ex-
changes and clearing houses by adding new core principle obligations and extending
this principles-based regime to swap execution facilities (“SEFs”) and swap data re-
positories as well. Yet the Commission has proposed specific requirements for mul-
tiple Core Principles—almost all Core Principles in the case of designated contract
markets (“DCMs”)—and effectively eviscerate the principle-based regime that has
fostered success in CFTC-regulated entities for the past decade.

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

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

tates.

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

In our view, many of the Commission’s proposals exceed the boundaries of its au-
thority under DFA, are inconsistent with DFA, not required by DFA, and/or impose
burdens on the industry that require an increase in CFTC staff and expenditures
that could never be justified if an adequate cost-benefit analysis had been per-
formed. I will discuss below the Commission’s failure to comply with the Congres-
sionally mandated cost-benefit process, the need to sequence Dodd-Frank rule-
making appropriately, and the potential negative impact on U.S. markets of regu-
latory proposals.

A. Lack of Consideration of Costs of Regulatory Proposals

The Commission’s rulemaking has been skewed by its failure to follow the plain
language of Section 15 of the Commodity Exchange Act (“CEA”), as amended by
DFA, which requires the Commission to consider the costs and benefits of its action
before it promulgates a regulation. In addition to weighing the traditional direct
costs and benefits, Section 15 directs the Commission to include in its evaluation
of the benefits of a proposed regulation the following intangibles: “protection of mar-
ket participants and the public,” “the efficiency, competitiveness, and financial in-
tegrity of futures markets,” “price discovery,” “considerations of sound risk manage-
ment practices,” and “other public interest considerations.” The Commission has
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conlstrued this grant of permission to consider intangibles as a license to ignore the
real costs.

The explicit cost-benefit analysis included in the more than thirty rulemakings to
date and the Commission’s testimony in a number of Congressional hearings indi-
cate that those responsible for drafting the rule proposals are operating under the
mistaken interpretation that Section 15(a) of the CEA excuses the Commission from
performing any analysis of the direct, financial costs and benefits of the proposed
regulation. Instead, the Commission contends that Congress permitted it to justify
its rule making based entirely on speculation about unquantifiable benefits to some
segment of the market. The drafters of the proposed rules have consistently ignored
the Commission’s obligation to fully analyze the costs imposed on third parties and
on the agency by its regulations.

Commissioner Sommers forcefully called this failure to the Commission’s atten-
tion at the CFTC’s February 24, 2011, Meeting on the Thirteenth Series of Proposed
Rulemakings under the Dodd-Frank Act.

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

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

B. Sequencing of Rulemakings Under Dodd-Frank

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

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

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

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

With respect to the phasing in of the mandatory clearing rules for swaps, some
have suggested that the clearing requirement first be applied to dealer-to-dealer
swaps and then later applied to dealer-to-customer swaps. CME Group strongly dis-
agrees with this approach insofar as it may limit clearing competition and customer
choice and because, more importantly, it will disadvantage customers who are pre-
paring for central counterparty clearing of swaps but are unable to complete their
preparations due to the uncertainty associated with the lack of final rules. Sell-side
and buy-side participants may elect to support or prefer different clearing solutions
depending on how they are owned and operated, the membership requirements asso-
ciated with each clearing house, and the risk management and default management
features associated with each clearing solution. Different clearing houses have al-
ready adopted differing approaches to these features, enhancing competition and the
proliferation of different business models. Sequencing dealer-to-dealer clearing prior
to dealer-to-customer clearing lacks any rational justification and simply limits the
availability of competing clearing models, potentially limiting competition, which
Congress expressly provided for in DFA.

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

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

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

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

C. Impact of Regulatory Proposals on U.S. Markets

Several Commissioners clearly recognize the potential unintended consequences
and the potential detrimental effects of a prescriptive, rather than principles-based,
regime upon the markets. Commissioner Dunn, for example, expressed concern that
if the CFTC’s “budget woes continue, [his] fear is that the CFTC may simply become
a restrictive regulator. In essence, [it] will need to say ‘No’ a lot more . . . No to
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anything [it does] not believe in good faith that [it has] the resources to manage”
and that “such a restrictive regime may be detrimental to innovation and competi-
tion.”! Commissioner O’Malia has likewise expressed concern regarding the effect
of proposed regulations on the markets. More specifically, the Commissioner has ex-
pressed concern that new regulation could make it “too costly to clear.” He noted
that there are several “changes to [the] existing rules that will contribute to in-
creased costs.” Such cost increases have the effect of “reducing the incentive of fu-
tures commission merchants to appropriately identify and manage customer risk. In
the spirit of the Executive Order, we must ask ourselves: Are we creating an envi-
ronment that makes it too costly to clear and puts risk management out of reach”?2

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

Conclusion

Attached to my testimony are just a few examples where the Commission has pro-
posed rules inconsistent with DFA or that impose unjustified costs and burdens on
both the industry and the Commission. As previously noted, CME Group has great
concern about the number of unnecessary and overly burdensome rule proposals
aimed at the regulated futures markets. The goal of Dodd-Frank was to bring trans-
parency, safety and soundness to the over-the-counter market, not re-regulate those
markets which have operated transparently and without default. However, given
the CFTC has determined to issue numerous rules above and beyond what is statu-
torily required by DFA, we ask this Congress to extend the rulemaking schedule
under DFA to allow time for industry professionals of various viewpoints to fully
express their views and concerns to the Commission and for the Commission to have
a realistic opportunity to assess and respond to those views and to realistically as-
sess the costs and burdens imposed by the new regulations. To this end, we urge
the Congress to ensure that the Commission performs a proper cost-benefit analysis,
taking into account real financial costs to market participants, before the proposal
or implementation of rules promulgated under DFA. The imposition of unnecessary

1 Commissioner Dunn stated: “Lastly, I would like to speak briefly about the budget crisis the
CFTC is facing. The CFTC is currently operating on a continuing resolution with funds insuffi-
cient to implement and enforce the Dodd-Frank Act. My fear at the beginning of this process
was that due to our lack of funds the CFTC would be forced to move from a principles based
regulatory regime to a more prescriptive regime. If our budget woes continue, my fear is that
the CFTC may simply become a restrictive regulator. In essence, we will need to say ‘No’” a lot
more. No to new products. No to new applications. No to anything we do not believe in good
faith that we have the resources to manage. Such a restrictive regime may be detrimental to
innovation and competition, but it would allow us to fulfill our duties under the law, with the
resources we have available.” Commissioner Michael V. Dunn, Opening Statement, Public Meet-
ing on Proposed Rules Under Dodd-Frank Act (January 13, 2011) hétp:/ /www. cftc gov [ Press-
Room [ SpeechesTestimony [ dunnstatement011311.html.

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

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

“For example, there are several changes to our existing rules that will contribute to increased
costs, including more stringent standards for those clearinghouses deemed to be systemically
51gn1ﬁcant The Commission staff has also recommended establishing a new margining regime
for the swaps market that is different from the futures market model because it requires indi-
vidual segregation of customer collateral. I am told this will increase costs to the customer and
create moral hazard by reducing the incentive of futures commission merchants to appropriately
identify and manage customer risk. In the spirit of the Executive Order, we must ask ourselves:
Are we creating an environment that makes it too costly to clear and puts risk management
out of reach?” Commissioner Scott D. O’'Malia, Derivatives Reform: Preparing for Change, Title
VII of the Dodd-Frank Act: 732 Pages and Counting, Keynote Address (January 25, 2011)
http:/ www.cfte.gov | PressRoom | SpeechesTestimony | opaomalia-3.html.
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costs and restrictions on market participants can only result in the stifling of
growth of the U.S. futures industry, send market participants to overseas ex-
changes, and in the end, result in harm to the U.S. economy and loss of American
jobs. We urge the Congress to ensure that implementation of DFA is consistent with
the Congressional directives in the Act and does not unnecessarily harm hedging
and risk transfer markets that U.S. companies depend upon to reduce business risks
and increase economic growth.

APPENDIX

Concerns Regarding Specific Rulemakings

We are concerned that many of the Commission’s proposed rulemakings go beyond
the specific mandates of DFA, and are not legitimately grounded in evidence and
economic theory. I will now address, in turn, several proposed rules issued by the
Commission that illustrate these problems.

1. Advance Notice of Proposed Rulemaking on Protection of Cleared Swaps Cus-
tomers Before and After Commodities Broker Bankrupicies 3

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

In its ANPR, the Commission suggests the possibility of applying a different cus-
tomer segregation model to collateral posted by swaps customers, proposing three
separate models, each of which requires some form of “individual segregation” for
customer cleared-swap accounts. Each of these models would severely limit the
availability of other customer funds to a DCO to cure a default by an FCM based
on the failure of a customer to meet its obligations to the DCO. The imposition of
any of these alternative models first, is outside of the Commission’s authority under
DFA and second, will result in massive and unnecessary costs to DCOs as well as
to customers—the very individuals such models are allegedly proposed to protect.

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

The imposition of a different customer segregation system could undermine the
intent behind DFA by imposing significantly higher costs on customers, clearing
members, and DCOs intending to clear swaps and injecting moral hazard into a Sys-
tem at the customer and FCM levels. A change from the baseline model would inter-
fere with marketplace and capital efficiency as DCOs may be required to increase
security deposits from clearing members. That is, depending on the exact method-
ology employed, DCOs may be forced to ask for more capital from clearing members.

375 Fed. Reg. 75162 (proposed Dec. 2, 2010) (to be codified at 17 CFR pt. 190).
4See, Reg. 1.20(a).
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Based on CME Group’s initial assessments, these increases in capital requirements
would be substantial. For example, CME Group’s guarantee fund would need to dou-
ble in size. Aside from these monetary costs, adoption of a segregation model would
create moral hazard concerns at the FCM level. That is, the use of the new proposed
models could create a disincentive for an FCM to offer the highest level of risk man-
agements to its customers if the oversight and management of individual customer
risk was shifted to the clearing house and continue to carry the amount of excess
capital they do today.

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

2. Proposed Rulemaking on Position Limits®

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

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

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

“Despite what some believe is a mandate for the Commission to set position lim-
its within a definite period of time, the Dodd-Frank legislation actually qualifies
CFTC’s position-limit authority. Section 737 of the Dodd-Frank Act amends the
Commodity Exchange Act so that Section 4A-A2A states, ‘The Commission
shall, by rule, establish limits on the amount of positions as appropriate.” The
Act then states, ‘In subparagraph B, for exempt commodities, the limit required
under subparagraph A shall be established within 180 days after the date of
enactment of this paragraph.” When subparagraphs A and B are read in con-
junction, the Act states that when position limits are required under subpara-
graph A, the Commission shall set the limits within 180 days under paragraph
B. Subparagraph A says the position-limit rule should be only prescribed when
appropriate.

“Therefore, the 180 day timetable is only triggered if position limits are appro-
priate. In regard to the word ‘appropriate,” the Commission has three distinct

576 Fed. Reg. 4752 (proposed Jan. 26, 2011) (to be codified at 17 CFR pts. 1, 150-51)

6 My December 15, 2010, testimony before the Subcommittee on General Farm Commodities
and Risk Management of the House Committee on Agriculture includes a more complete legal
analysis of the DFA requirements.
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problems. First, the Commission has never made an affirmative finding that po-
sition limits are appropriate to curtail excessive speculation. In fact, to date, the
only reports issued by the Commission or its staff failed to identify a connection
between market trends and excessive speculation. This is not to say that there
is no connection, but it does say the Commission does not have enough informa-
tion to draw an affirmative conclusion.

“The second and third issues relating to the appropriateness of position limits
are regulated to adequacy of information about OTC markets. On December 8,
2010, the Commission published a proposed rule on swap data record-keeping
and reporting requirements. This proposed rule is open to comment until Feb-
ruary 7, 2011, and the rule is not expected to be final and effective until sum-
mer at the earliest. Furthermore, the Commission has yet to issue a proposed
rulemaking about swap data repositories. Until a swap data repository is set
up and running, it is difficult to see how it would be appropriate for the Com-
mission to set position limits.”

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

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

Similarly troubling is the fact that the CFTC’s proposed rules in this and other
areas affecting market participants are not in harmony with international regu-
lators. International regulators, such as the E.U., are far from adopting such a pre-
scriptive approach with respect to position limits. Ultimately, this could create an
incentive for market participants to move their business to international exchanges
negatively impacting the global leadership of the U.S. financial market. Further-
more, exporting the price discovery process to overseas exchanges will likely result
in both a loss of jobs in the U.S. and less cost-efficient hedging for persons in busi-
ness in the U.S. As an example, consider the two major price discovery indexes in
crude oil: West Texas Intermediate, which trades on NYMEX, and Brent Oil, which
trades overseas. If the Commission places heavy restrictions in areas such as posi-
tion limits on traders in the U.S., traders in crude oil, and with them the price dis-
covery process, are likely to move to overseas markets.

3. Proposed Rulemaking on Mandatory Swaps Clearing Review Process "

Another example of a rule proposal that could produce consequences counter to
the fundamental purposes of DFA is the Commission’s proposed rule relating to the
process for review of swaps for mandatory clearing. The proposed regulation treats
an application by a DCO to list a particular swap for clearing as obliging that DCO
to perform due diligence and analysis for the Commission respecting a broad swath
of swaps, as to which the DCO has no information and no interest in clearing. In
effect, a DCO that wishes to list a new swap would be saddled with the obligation

775 Fed. Reg. 667277 (proposed Nov. 2, 2010) (to be codified at 17 CFR pts. 1, 150, 151).
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to collect and analyze massive amounts of information to enable the Commission to
determine whether the swap that is the subject of the application and any other
swap that is within the same “group, category, type, or class” should be subject to
the mandatory clearing requirement.

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

4. Conversion from Principles-Based to Rules-Based Regulation ®

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

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

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

Further, the principles-based regime of the CFMA has facilitated tremendous in-
novation and allowed U.S. exchanges to compete effectively on a global playing field.
Principles-based regulation of futures exchanges and clearing houses permitted U.S.
exchanges to regain their competitive position in the global market. Without unnec-
essary, costly and burdensome regulatory review, U.S. futures exchanges have been
able to keep pace with rapidly changing technology and market needs by intro-
ducing new products, new processes and new methods by certifying compliance with
the CEA. Indeed, U.S. futures exchanges have operated more efficiently, more eco-
nomically and with fewer complaints under this system than at any time in their

8See, 75 Fed. Reg. 80747 (proposed Dec. 22, 2010) (to be codified at 17 CFR pts. 1, 16, 38).
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history. The transition to an inflexible regime threatens to stifle growth and innova-
tion in U.S. exchanges and thereby drive market participants overseas. This, I noted
earlier, will certainly impact the relevant job markets in the United States.

(a) Proposed Rulemaking under Core Principle 9 for DCMs

A specific example of the Commission’s unnecessary and problematic departure
from the principles-based regime is its proposed rule under Core Principle 9 for
DCMs—Execution of Transactions, which states that a DCM “shall provide a com-
petitive, open and efficient market and mechanism for executing transactions that
protects the price discovery process of trading in the centralized market” but that
“the rules of a board of trade may authorize . . . (i) transfer trades or office trades;
(i1) an exchange of (I) futures in connection with a cash commodity transaction; (II)
futures for cash commodities; or (III) futures for swaps; or (iii) a futures commission
merchant, acting as principle or agent, to enter into or confirm the execution of a
contract for the purchase or sale of a commodity for future delivery if that contract
is repé){)ted, recorded, or cleared in accordance with the rules of the contract market
or [DCO).”

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

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

The imposition of the proposed 85% exchange trading requirement will have ex-
tremely negative effects on the industry. It would significantly deter the develop-
ment of new products by exchanges like CME. This is because new products gen-
erally initially gain trading momentum in off-exchange transactions. Indeed, it takes
years for new products to reach the 85% exchange trading requirement proposed by
the Commission. For example, one suite of very popular and very liquid foreign ex-
change products developed and offered by CME would not have met the 85% re-
quirement for 4 years after it was initially offered. The suite of products’ on-ex-
change trading continued to increase over 10 years, and it now trades only 2% off
exchange. Under the proposed rule, CME would have had to delist this suite of
products.®

Imposition of an 85% exchange trading requirement would also have adverse ef-
fects on market participants. If instruments that are most often traded off-exchange
are forced onto the centralized market, customers will lose cross-margin efficiencies
that they currently enjoy and will be forced to post additional cash or assets as mar-
gin. For example, customers who currently hold open positions on CME Clearport®
will be required to post a total of approximately $3.9 billion in margin (at the clear-
ing firm level, across all clearing firms).

(b) Proposed Comparable Fee Structures Under Core Principle 2 for DCMs

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

9 More specifically, the product traded 32% off-exchange when it was first offered in 2000, 31%
off exchange in 2001, 25 % in 2002, 20% in 2003, finally within the 85% requirement at 13%
off-exchange in 2004, 10% in 2005, 7% in 2006, 5% in 2007, 3% in 2008, and 2% in 2009 and
2010.
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vendors with impartial access to its market and services including . . . comparable
fee structures for members, market participants and independent software vendors
receiving equal access to, or services from, the [DCM].”

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

5. Provisions Common to Registered Entities 10

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

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

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

Section 745 of DFA merely states, in relevant part, that “a registered entity may
elect to list for trading or accept for clearing any new contract, or other instrument,
or may elect to approve or implement any new rule or rule amendment, by providing
to the Commission a written certification that the new contract or instrument or
clearing of the new contract or instrument, new rule, or rule amendment complies
with this Act (including regulations under this Act).” DFA does not direct the Com-
mission to require the submission of all documents supporting the certification nor
to require a review of the legal implications of the product or rule with regard to
laws other than DFA. Essentially, it requires exactly what was required prior to the
passage of DFA—a certification that the product, rule or rule amendment complies
with the CEA. Nonetheless, the Commission has taken it upon itself to impose these
additional and burdensome submission requirements upon registered entities.

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

1075 Fed. Reg. 67282 (proposed Nov. 2, 2010) (to be codified at 17 CFR pt. 40).
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First, the proposed rules require a registered entity to submit “all documentation”
relied upon to determine whether a new product, rule or rule amendment complies
with applicable Core Principles. This requirement is so vague as to create uncer-
tainty as to what is actually required to be filed. More importantly, this requirement
imposes an additional burden on both registered entities, which must compile and
produce all such documentation, and the Commission, which must review it. It is
clear that the benefits, if any, of this requirement are significantly outweighed by
the costs imposed both on the marketplace and the Commission.

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

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

6. Requirements for Derivatives Clearing Organizations, Designated Contract Mar-
kets, and Swap Execution Facilities Regarding Mitigation of Conflicts of Inter-
est12

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

The Commission proposed governance rules and ownership limitations that affect
all Regulated Entities, including those in which no swap dealer has a material debt
or equity investment and those that do not even trade or clear swaps. Moreover,
the governance rules proposed have nothing to do with conflicts of interest, as that
term is understood in the context of corporate governance. Instead, the Commission
has created a concept of “structural conflicts,” which has no recognized meaning out-
side of the Commission’s own declarations and is unrelated to “conflict of interest”
as used in the CEA. The Commission proposed rules to regulate the ownership of
voting interests in Regulated Entities by any member of those Regulated Entities,
including members whose interests are unrelated or even contrary to the interests

1175 Fed. Reg. at 67290.
12775 Fed. Reg. 63732 (proposed October 18, 2010) (to be codified at 17 CFR pts. 1, 37, 38,
39, 40).
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of the defined “enumerated entities.” In addition, the Commission is attempting to
impose membership condition requirements for a broad range of committees that are
unrelated to the decision making to which Section 726 was directed.

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

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

7. Prohibition on Market Manipulation 13

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

As to its proposed rule 180.1, the Commission relies on SEC precedent to provide
further clarity with respect to its interpretation and notes that it intends to imple-
ment the rule to reflect its “distinct regulatory mission.” However, the Commission
fails to explain how the rule and precedent will be adapted to reflect the differences
between futures and securities markets. See 75 Fed. Reg. at 67658-60. For example,
the Commission does not provide clarity as to if and to what extent it intends to
apply insider trading precedent to futures markets. Making this concept applicable
to futures markets would fundamentally change the nature of the market, not to
mention all but halting participation by hedgers, yet the Commission does not even
address this issue. Rule 180.1 is further unclear as to what standard of scienter the
Commission intends to adopt for liability under the rule. Rule 180.2 is comparably
vague, providing, for example, no guidance as to what sort of behavior is “intended
to interfere with the legitimate forces of supply and demand” and how the Commis-
sion intends to determine whether a price has been affected by illegitimate factors.

These proposed rules, like many others, have clearly been proposed in haste and
fail to provide market participants with sufficient notice of whether contemplated
trading practices run afoul of them. Indeed, we believe the proposed rules are so
unclear as to be subject to constitutional challenge. That is, due process precludes
the government from penalizing a private party for violating a rule without first
providing adequate notice that conduct is forbidden by the rule. In the area of mar-
ket manipulation especially, impermissible conduct must be clearly defined lest the
rules chill legitimate market participation and undermine the hedging and price dis-
covery functions of the market by threatening sanctions for what otherwise would
be considered completely legal activity. That is, if market participants do not know

1375 Fed. Reg. 67657—62 (proposed Nov. 3, 2010) (to be codified at 17 CFR pt. 180).
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the rules of the road in advance and lack confidence that the disciplinary regime
will operate fairly and rationally, market participation will be chilled because there
is a significant risk that legitimate trading practices will be arbitrarily construed,
post-hoc, as unlawful. These potential market participants will either use a different
method to manage risk or go to overseas exchanges, stifling the growth of U.S. fu-
tures markets and affecting related job markets.

8. Anti-Disruptive Practices Authority Contained in DFA 14

Rules regarding Disruptive Trade Practices (DFA Section 747) run the risk of
being similarly vague and resulting in chilling market participation. The CFTC has
recently issued a Proposed Interpretive Order which provides guidance regarding
the three statutory disruptive practices set for in DFA Section 747.15 CME Group
applauds the Commission’s decision to clarify the standards for liability under the
enumerated disruptive practices and supports the Commission’s decision to refrain
from setting forth any additional “disruptive practices” beyond those listed in the
statute. We believe, however, that in several respects, the proposed interpretations
still do not give market participants enough notice as to what practices are illegal
and also may interfere with their ability to trade effectively.

For example, the Commission interprets section 4c(a)(5)(A), Violating Bids and Of-
fers, “as prohibiting any person from buying a contract at a price that is higher than
the lowest available offer price and/or selling a contract at a price that is lower than
the highest available bid price” regardless of intent.l6 However, certain existing
platforms allow trading based on considerations other than price. Without an intent
requirement, these platforms do not “fit” under the regulations, and presumably will
be driven out of business. Similarly, market participants desiring to legitimately
trade on bases other than price will presumably be driven to overseas markets.

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

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

9. Effects on OTC Swap Contracts

DFA’s overhaul of the regulatory framework for swaps creates uncertainty about
the status and validity of existing and new swap contracts. Today, under provisions
enacted in 2000, swaps are excluded or exempt from the CEA under Sections 2(d),
2(g) and 2(h) of the CEA. These provisions allow parties to enter into swap trans-
actions without worrying about whether the swaps are illegal futures contracts
under CEA Section 4(a). DFA repeals those exclusions and exemptions effective July
16, 2011. At this time, it is unclear what if any action the CFTC plans to take or
legally could take to allow both swaps entered into on or before July 16, and those
swaps entered into after July 16 from being challenged as illegal futures contracts.
To address this concern, Congress and the CFTC should consider some combination
of deferral of the effective dates of the repeal of Sections 2(d), 2(g) and 2(h), exercise
of CFTC exemptive power under Section 4(c) or other appropriate action. Otherwise

1475 Fed. Reg. 67301 (proposed November 2, 2010) (to be codified at 17 CFR pt. 1).
1576 Fed. Reg. 14943 (proposed March 18, 2011).
1676 Fed. Reg. 14946 (proposed March 18, 2011).
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swap markets may be hit by a wave of legal uncertainty which the statutory exclu-
sions and exemptions were designed in 2000 to prevent. This uncertainty may,
again, chill participation in the swap market and impair the ability of market par-
ticipants, including hedgers, to manage their risks.

The CHAIRMAN. Thank you, Mr. Duffy.
Mr. Scott for 5 minutes.

STATEMENT OF HAL S. SCOTT, J.D., DIRECTOR, COMMITTEE
ON CAPITAL MARKETS REGULATION; NOMURA PROFESSOR
AND DIRECTOR, PROGRAM ON INTERNATIONAL FINANCIAL
SYSTEMS, HARVARD LAW SCHOOL, CAMBRIDGE, MA

Mr. ScorT. Thank you, Chairman Conaway, Ranking Member
Boswell, and Members of the Subcommittee, for permitting me to
testify before you today.

I am testifying in my own capacity and do not purport to rep-
resent the views of the Committee on Capital Markets Regulation.
My testimony is focused on the implementation of the Dodd-Frank
Act, with emphasis on the CFTC.

The 44 rules that the CFTC—it was 46, actually, given yester-
day—has promulgated so far and the rules that are yet to come
will work a total revolution on the regulation of the over-the-
counter derivatives market. I think we should understand the mas-
sive nature of the regulatory effort that we are engaged in here.

The CFTC has finished proposing most of its rules, and we are
just 3 months away from the July deadline, by which time many
of the most important rules must be finalized. Unfortunately, the
proposals have come out in a somewhat scattershot order. And, be-
fore we move forward toward finalizing and implementing the
rules, we need to have a more comprehensive and rational ap-
proach.

Once all of the rules have been proposed, CFTC should develop
a public published statement as to how all of its rules fit together
and in what order the final rules should be issued. The joint CFTC
and SEC roundtable on implementation, planned for May 2 and 3,
is a first step in that direction but only a first step.

After it has put all this together, it then should do a re-proposal
of the entire package of rules and permit another round of com-
ment on the substance of this package, which should include, as I
said, plans for implementation.

The Federal Reserve should play a key part in this rulemaking
process, as it plays a large role in regulating the risk of the major
participants in the derivatives clearinghouses as well as the clear-
inghouses themselves. A failure of a clearinghouse would be a
major systemic shock to the financial system. Indeed, for this rea-
son, in my view, the Fed should approve the substance and imple-
mentation of the plans of these Commissions.

I should also emphasize the importance of the SEC and CFTC
conducting proper cost-benefit analyses before finalizing these
rules. Although neither agency is subject to the Executive Order
President Obama issued in January, requiring review of the cost-
benefit analysis by the Office of Information and Regulatory Af-
fairs, OIRA, within the Office of Management and Budget, the
heads of both of these Commissions have said they will comply
with its principles. Neither has, however, in my view, come close.
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Without better cost-benefit analysis, these rules risk overturn in
the D.C. Circuit. The D.C. Circuit has overturned other regulatory
rules for lack of proper foundation. And it is not enough to consider
cost and benefits. They have to be analyzed, and conclusions have
to be made.

I also want to talk a little bit about the international situation.
As you know, other jurisdictions, and in particular the European
Union, are working on a very similar regulatory overhaul of their
over-the-counter derivatives regulation.

Now, although the E.U. proposal is similar to the U.S. system,
or system of proposals, with respect to its emphasis on central
clearing, there are many important differences. For example, the
European Union places less emphasis on exchange trading, on price
transparency, and creates a broader end-user exemption.

So, to some extent, these differences are a matter of the statutes,
Dodd-Frank versus what this proposed directive of the E.U. is. But
the CFTC does have the power to bring its regulation of clearing-
house risks closer to that of Europe. Both Europe and the U.S. will
recognize a foreign clearinghouse for participation by the firms that
it is regulating, but only if that clearinghouse is subject to similar
requirements of those in its home country. So the E.U. is going to
look at our rules and say, are they basically equivalent to the E.U.
rules? And we are going to look at their rules and say, are they
basically equivalent to our rules?

Now, if they diverge too much, we are going to have a stalemate
situation. Our firms aren’t going to be able to be in the E.U. be-
cause those rules are not equivalent, and their firms aren’t going
to be able to be here because they are not equivalent. This is a very
undesirable outcome. It would be, actually, better if we had a com-
plete arbitrage than to have a stalemate. So, the point being that,
in this whole consideration of the re-proposal, in my view, more has
to be done to coordinate our approach with the E.U.

Finally, I agree with Mr. Duffy that, overall, the approach of the
CFTC, now and shortly, has been micro-management. I think what
we need is more of a principles-based approach. And I actually con-
gratulate the SEC on sticking to that approach.

Thank you.

[The prepared statement of Mr. Scott follows:]

PREPARED STATEMENT OF HAL S. ScotT, J.D., DIRECTOR, COMMITTEE ON CAPITAL
MARKETS REGULATION; NOMURA PROFESSOR, AND DIRECTOR, PROGRAM ON
INTERNATIONAL FINANCIAL SYSTEMS, HARVARD LAW SCHOOL,! CAMBRIDGE, MA

Thank you, Chairman Conaway, Ranking Member Boswell, and Members of the
Subcommittee for permitting me to testify before you today on the implementation
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank
Act).2 T am testifying in my own capacity and do not purport to represent the views
of any organizations with which I am affiliated, although much of my testimony is
b?sed on the past reports and statements of the Committee on Capital Markets Reg-
ulation.

I will focus my remarks on the regulatory implementation of the portions of the
Dodd-Frank Act relating to derivatives, with emphasis on the role of the Commodity
Futures Trading Commission (CFTC). As you know, these rules will have a profound

1Biography with disclosures on compensated activities available at hitp://
www.law.harvard.edu | faculty | hscott.

2Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124
Stat. 1376 (hereinafter Dodd-Frank Act).
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long-term impact on our financial system. It is important to get them right the first
time, or else we risk making the U.S. financial system more risky and less competi-
tive internationally.

The Dodd-Frank Act requires many of its most important rules to be finalized by
late July 2011, just over 3 months away. The CFTC has the major role in writing
the rules governing derivatives and Chairman Gensler has stated that the CFTC
is almost finished issuing its proposals—albeit some important ones remain. On the
other hand, the CFTC has yet to issue a major final rule about derivatives and at
least some major rules will likely slip past the July finalization deadline. I do not
fault the CFTC for missing deadlines. In fact, in testimony I delivered in January
before the Committee on Financial Services, I said, “the most important objective
should be to get the rules right, not to act quickly.”3 I still believe this is the case.

The proposed rulemaking process has unfortunately been scattershot. It was dif-
ficult for the public or markets to understand how the issuance of 44 proposed rules
over 5 months would fit together. Before finalizing these rules the CFTC (as well
as the SEC) should re-propose all of these rules and describe how they fit together
to achieve their objectives, along with an analysis of their costs and benefits. It
should then permit another round of comment on the rules as a whole. It should
also make sure that the Federal Reserve concurs with its proposals and that they
are coordinated with those of the SEC and other major countries. The CFTC should
then, with the collaboration of the other agencies, sequence the implementation of
these rules in a way to minimize transition costs.

I. The CFTC Implementation Process

Of the 31 major rulemaking areas the CFTC identified, it has proposed rules in
28 areas. Appendix A shows the CFTC’s rulemaking progress to date. Before it be-
gins to finalize and implement these rules, however, it is important to consider
whether any lessons can be drawn from the process the CFTC used to propose the
rules over the last several months.

Unlike the SEC, the CFTC has not published a clear timetable outlining which
rules would be proposed when, and it is not obvious that much thought was given
to which proposed rules should come first. I call this the scattershot approach. This
has left the public in the dark about what was coming down the pipeline. The public
and markets could not understand how the rules fit together before filing comments.
Some of the CFTC’s earliest proposed rules turned on important terms that had yet
to be defined, such as “major swap participant.” It also issued optional proposals,
not required by Dodd-Frank, such as those on segregation of collateral, before it pro-
posed some of the major mandatory rules.4 It was also concerned with the govern-
ance of clearinghouses before addressing the relatively more important issue of risk
management.

Another general pro