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THE ROLE OF FINANCIAL DERIVATIVES
IN THE CURRENT FINANCIAL CRISIS

Tuesday, October 14, 2008

U.S. SENATE,
COMMITTEE ON AGRICULTURE,
NUTRITION, AND FORESTRY,
Washington, DC

The committee met, pursuant to notice, at 11:03 a.m., in room
106, Dirksen Senate Office Building, Hon. Tom Harkin, Chairman
of the committee, presiding.

Present or submitting a statement: Senators Harkin, Lincoln,
Lugar, and Crapo.

STATEMENT OF HON. TOM HARKIN, U.S. SENATOR FROM THE
STATE OF IOWA, CHAIRMAN, COMMITTEE ON AGRICULTURE,
NUTRITION AND FORESTRY

Chairman HARKIN. The Senate Committee on Agriculture, Nutri-
tion, and Forestry will come to order.

We are holding this hearing in the midst of the deepest and most
far-reaching financial crisis in nearly 80 years. Major U.S. financial
institutions which were thought to be rock-solid are now in bank-
ruptcy, have been sold for pennies on the dollar, or are on life-sup-
port from the U.S. taxpayers. Money and capital are not flowing.
Families and businesses cannot get the credit they need. Our al-
ready weak economy has sunk further into recession. U.S. economic
growth is flat to negative. Jobs are being lost, and unemployment
is climbing.

Though stock prices rose yesterday, at the end of last week, the
Dow Jones average had fallen 40 percent in the preceding year.
Stocks in the Wilshire 5000 stock index lost $8.4 trillion in value
in the same period last year. I might also mention that farm com-
modity prices are also falling dramatically.

We all understand the urgent and critical need to revive the fi-
nancial markets and return them to sound functioning. I empha-
size that again, to sound functioning. I am not interested in return-
ing the financial markets to the old heyday of CDSs and CMOs and
CDOs, credit default swaps, collateralized mortgage obligations and
collateralized debt obligations, and all the things that are swirling
around out there. I mean return it to sound functioning.

We in the Congress went along with a modified version of the ad-
ministration’s rescue plan because the stakes were so high. We
hope that some of those outlays, which may exceed $700 billion,
will come back to the Treasury, but there is no assurance of that.
How will it be paid for? By borrowing, by adding to the national
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debt. That means our children and grandchildren will be paying for
it. What is more, saving the financial sector makes it all that much
harder to pay for our nation’s other needs, to fund the genuine in-
vestments in the future, such as education, a better health care
system, medical research, renewable energy, roads, bridges, sewer
and water systems, the infrastructure of our capitalist system.

Well, if we are going to borrow against the future to save the fi-
nancial sector, then we had better make sure the money is well
spent. If Wall Street is an emergency room patient, we cannot just
give a blood transfusion without stanching the bleeding, without
attacking what really ails the patient. We have to get to the root
of how our nation’s financial system has fallen into this crisis and
fix the problems in order to restore and rebuild fundamental
soundness, confidence and integrity to those markets and our over-
all economy.

We have all heard much about the impact of non-performing real
estate loans. Real estate mortgages were packaged, then securities
backed by those mortgages were sold to investors. But far too many
of the securities sold to the investors were risky, certainly riskier
than the ratings indicated, because the underlying mortgages were
risky. I keep hearing the word “toxic” being used now.

Now, we are learning about another layer of risk that was added
on top of the risk from junk securities. We now know this financial
crisis and the collapse of key financial institutions owe a great deal
to the extensive commerce in credit default swaps and similar con-
tracts, like collateralized debt obligations, collateralized mortgage
obligations.

I wanted to do a little search here to find out, when did all these
things start? When did all these things really come into being?
Have they been around forever? No. Most of these began in the
1980’s.

Collateralized mortgage obligations, banks basically started in
1983 by Fannie Mae. They sort of went along at a low level for a
while and then in the late 1980’s and 1990’s, they boomed.

Collateralized debt obligations, invented by Drexel Burnham in
1987. They didn’t do much for a while. Then they mushroomed in
the 1990’s and exploded again in the 2000’s.

Credit default swaps weren’t around before the early 1990’s.
Then they sort of went along at a low level, and then again
ballooned in the 2000’s.

So these are not things that have been around in our financial
system forever. These are instruments dreamed up by geniuses.

Credit default swap contracts were written and sold to pay out
in case of a loss on a variety of securities and financial obligations,
including, as I said, those backed by unsound mortgages. In other
words, credit default swaps were i1ssued and used in ways that
made highly risky investments seem sound. Now, as the losses
mount on the securities and other obligations, those responsible
under the credit default swaps have to pay up in amounts that
greatly exceed anything the issuers and sellers of the swaps ex-
pected and anything the financial sector could withstand.

The total outstanding notional—and we will hear more about
that in the hearing—or face value of credit default swaps exploded
to a high of some $62 trillion worldwide last year according to the
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International Swaps and Derivatives Association. That roughly
equals the gross domestic product of the entire world for 2008. And
the total face value of all types of financial swaps was some $587
trillion worldwide at the end of last year.

I have a chart here that shows relatively what we are talking
about, $62.2 trillion in the notional value of credit default swaps.
U.S. household real estate value, $19.9 trillion. Again, people say,
well, notional doesn’t mean that much. I mean, everything would
have to collapse before you would ever reach that. Well, the same
would be true in U.S. household real estate values, too, but again,
it gives you a relative idea of what is going on there.

What has happened is that the market in swaps is vastly greater
than the value of any underlying assets. Now, one of the reasons
for that is because the investor can enter the swaps market with-
out owning a bond or any other interest at risk. It is a betting
game, folks. It is a betting game.

The huge multiplication of leveraging, with the help of credit de-
fault swaps, has now come home to roost with a terrible vengeance.
That is why Warren Buffett called derivatives, and I quote, “finan-
cial weapons of mass destruction.”

Credit default swap contracts function somewhat akin to insur-
ance, and we are going to talk about that with our first witness.
But they are purposely not written like insurance. Why? To avoid
the safeguards of insurance regulation.

Swaps contracts also function much like futures contracts be-
cause the payout depends on something happening later on in the
future, or not happening. But they are not regulated as futures
contracts because a statutory exclusion passed by the Congress,
signed by the President in the year 2000 excluded it from the au-
thority of the Commodity Futures Trading Commission, which
comes under the jurisdiction of this committee.

So these swaps need not be traded on an open, transparent ex-
change. As a result, it is literally impossible to know whether
swaps are being traded at fair value or whether institutions trad-
ing them are being over-leveraged or dangerously over-extended.

Now, we have been told in the past that traders and institutions
involved in financial derivatives are highly capitalized and, quote,
“sophisticated.” They can look after themselves. Well, the credit de-
fault swaps and derivatives have been put together, they say, by
mathematics and physics geniuses, but carried out without an un-
derstanding of human behavior and market behavior.

What they thought were tools to manage and limit risk have ac-
tually turned out to magnify and amplify risk. I want to repeat
that. What they thought were tools to manage and limit risk have
turned out to magnify and amplify risk.

Yes, these derivatives may be devised and traded by sophisti-
cated parties, but the problem is that their miscalculations and
blunders have put our national economy on the precipice. We can-
not simply condone anything and everything done in the financial
markets in pursuit of huge profits. What is good for Wall Street
banks and money managers is not necessarily what is good for our
sound economy and our society. We have seen that time and time
again.
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We also must question the soundness of our economy’s ever
greater dependence upon the financial sector. In 1948, 56 percent
of the profits of U.S. companies were in manufacturing while 8.3
percent were in the financial sector. But in 2007, only 19 percent
of profits were from manufacturing, 26 percent from the financial
sector, and you can see that on the chart over there, if you can hold
that up. You can just see where manufacturing keeps going down,
financial profits keep going up.

We have moved from sound, regulated capitalism to what has
come to be known as market fundamentalism—market fundamen-
talism, the idea that the market knows best and must be allowed
to freely make and correct its errors, forgetting about the manipu-
lators and forgetting about human greed.

Recent events have once again shown that the stakes are too
high for our entire economy to follow this sort of rigid ideology.
Regulations must be reasonable and allow financial markets to
function effectively and efficiently to move capital and credit where
they are needed in our economy. Yet we must have regulations that
will protect the rest of our economy from the excesses—from the
excesses in the financial markets, and to protect the rest of our
economy and Americans from the collateral damage when the fi-
nancial sector makes a blunder.

Again, I want to get back to the issues from credit default swap.
You know, I have been out in my State a lot the last couple of
weeks, going around, and as I have gone to meeting after meeting,
I offered this. I said, I have got 100 bucks in my pocket that I will
give to any person who can explain a credit default swap in lan-
guage that the average American can understand. You hear it
talked about, but no one really knows what it is—billions of dol-
lars, maybe even trillions, we don’t know.

So I had a chart drawn up to illustrate what a credit default
swap was, tried to reduce it down to maybe something that the av-
erage person might hopefully understand. Hold that up so people
can see it. So what you have got here is you have got mortgage
lenders that loan money for people buying homes. We have got
that. Now, in the past, these mortgage lenders tended to hang on
to those mortgages. They were your savings and loans. They were
your banks, other institutions like that basically held on to the
mortgages.

But then, as I said, beginning in the 1980’s, they decided that
they would start bundling these, collateralizing them, passing them
on. And so these mortgage lenders then, would bundle the mort-
gages, they would collateralize it and that is what is called the ref-
erence obligation, or a bond, or whatever it might be.

And then you have a protection buyer up there. Now, two things
are important here. They can actually buy that reference obligation
and hold it, or they go to Wall Street and what they do, Wall Street
has devised this scheme whereby they say, okay, if these people
down below don’t pay, we will pay you. We will pay you. Now, that
is like insurance to me. We will pay you if there is a default.

Well, you might say, what is wrong with that? You buy insurance
to pay off. Well, the problem is, it is not regulated. Therefore, we
don’t know whether the protection sellers have enough money to
pay off if that credit reference obligation goes under. If these people
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at the bottom don’t pay, does Wall Street have enough money to
pay the protection buyer? We don’t know that because they are not
regulated like insurance. We don’t mandate that they show us that
they have enough money to back it up.

Now, the other thing that can happen is this protection buyer
doesn’t have to own the reference obligation. They just bet that ei-
ther it will be OK or it will not be okay, and then Wall Street
comes in and sells them kind of an insurance policy made on that
bet. Now, this is something that people don’t understand. They
don’t even have to own it. They just bet on it. This is casino cap-
italism, that is what it is. It is casino capitalism.

So hopefully, that kind of brings it home. It is hard to under-
stand, and perhaps that is why it has gotten us in so much trouble.

Well, as I said, we have got to have regulations to protect our
economy from these excesses. It is like Franklin Roosevelt said
when he first came to office. He said, we always knew that greed
was bad morals. We now know it is bad economics. It was true
then and it is true today.

So in my mind, there is no question that we must adopt a strong-
er system of regulation and oversight for these swaps and deriva-
tives and everything else that is out there. It is hard for me to see
how we are going to put our financial sector and economy back on
a sound footing unless we impose regulatory oversight.

So I start off by asking two questions. One, shouldn’t we just out-
law all of these fancy financial products? Just say, you can’t do it.
They are too injurious to our system.

The second question I have is, if we can’t outlaw them, shouldn’t
these be traded on an exchange where it is open and transparent,
where you know how many are out there, what their real values
are, and where they have to make their books balance every day?
And shouldn’t we then make sure that if it is an insurance kind
of policy, that it is regulated by the insurance commissioners of our
States so we know that the sellers have enough money to back up
their obligations?

So I ask those two questions and I intend to pursue them with
our witnesses, and I thank them all for being here.

With that, I would yield to our distinguished former Chairman
of this committee, Senator Lugar.

STATEMENT OF HON. RICHARD G. LUGAR, U.S. SENATOR
FROM THE STATE OF INDIANA

Senator LUGAR. Well, thank you very much, Mr. Chairman, for
calling this timely hearing and likewise for your very expanded but
important opening statement.

I have a shorter one and the author is the acting Chairman of
the CFTC, Walt Lukken, who wrote about a part of this problem
in the Wall Street Journal last Friday. I want to quote relevant
passages from Chairman Lukken’s paper.

He said the current financial crisis is requiring policymakers to
rethink the existing approach to market regulation and oversight.
Many observers have singled out the over-the-counter derivatives,
including credit default swaps, as needing greater scrutiny and
transparency. If we are to avoid repeating the mistakes of the past,
we must strive to increase the transparency of these transactions
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and find ways to mitigate the systemic risk created by the firms
that offer and hold these off-exchange instruments.

While wholesale regulatory reform may require careful consider-
ation, there is one immediate and proven solution at hand: Cen-
tralize clearing. Clearinghouses have been around almost as long
as trading itself as a means of mitigating the risks associated with
exchange-traded financial products. Whether the security is options
or futures, centralized clearinghouses ensure that every buyer has
a guaranteed seller and every seller has a guaranteed buyer, thus
minimizing the risk that one counterparty’s default will cause a
systemic ripple through the markets. The clearinghouse is able to
take on this role because it is backed by the collective funds of the
clearing members.

This clearing guaranty goes to the root of the problems we are
confronting today, the constriction of credit due to fear of default.
Indeed, for futures contracts, the standardized on-exchange cousin
of OTC derivatives, clearing has worked extraordinarily well in
managing credit risk. The first independent U.S. futures clearing-
house was established in 1925 and this model helped launch oth-
ers. Today, the world’s largest derivatives clearing facility is lo-
cated in the United States, processing and guaranteeing more than
two billion trades per year.

For regulated futures exchanges, the clearing and settlement
mechanism serves to lessen the likelihood that large losses by a
trader will cause a contagion event. At least twice daily, futures
clearinghouses collect payment from traders with losing positions
and credit traders with profitable positions. This twice-daily mark
to market prevents the buildup of significant losses and effectively
wipes clean the credit risk inherent in the system. Importantly, no
U.S. futures clearinghouse has ever defaulted on its guaranty.

Just as significant, the clearing process provides transparency to
regulators. When transactions are cleared, government and ex-
change regulators receive trader and pricing information, which
helps them to police for manipulation and fraud and to uphold the
integrity of the market.

Now, can clearing work for OTC derivatives? The answer is yes.
In fact, it already is working. After Enron’s demise in 2001, the
OTC energy derivatives market locked up because many energy
companies lacked the requisite financial standing to back their off-
exchange trades. In response, U.S. futures exchanges sought and
received approval from the Commodity Futures Trading Commis-
sion, the CFTC, in 2002 to clear OTC energy products for the first
time. Today, a significant number of OTC energy derivatives are
cleared through regulated clearinghouses, which has reduced sys-
temic risk and allowed regulators a greater window into this mar-
ketplace.

In conjunction with the President’s Working Group on Financial
Markets, the CFTC will continue to seek ways to provide clearing
solutions for OTC derivatives. Last month, in a report to Congress,
CFTC recommended the further use of clearing for OTC derivatives
would statutorily fall outside CFTC jurisdiction but may opt to
come on a regulated clearinghouse. There are several private sector
clearing initiatives currently being considered by Federal regu-
lators. It is imperative that policymakers work cooperatively and
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expeditiously to conduct their due diligence and allow appropriate
programs to promptly begin operation.

While needed reform of the financial regulatory structure will
likely have to wait for the next administration and Congress, cen-
tralized clearing is one immediate step that can tangibly reduce
risk in the markets and benefit the United States economy.

I think that sums up at least a constructive position in terms of
the immediacy and as we look at the regulatory situation down the
trail. But this hearing is a good preparation for both and I thank
you, Mr. Chairman.

Chairman HARKIN. Thank you, Senator Lugar.

Senator Crapo.

STATEMENT OF HON. MIKE CRAPO, U.S. SENATOR FROM THE
STATE OF IDAHO

Senator CRAPO. Thank you very much, Mr. Chairman, and I
want to thank you personally for holding this hearing. I particu-
larly appreciate the title of it, “The Role of Financial Derivatives
in the Current Financial Crisis,” an incredibly important question.

Derivatives have come to play an extremely important role in our
economy and now we are—the term “derivative” is almost becom-
ing a household word as people are learning about it and facing the
ripple effects of what we have seen in our economy in the last few
months, just as much as credit default swap and the other types
of financial instruments that we are all unfortunately taking a
crash course on learning about.

As you know and all of us here know, we have been dealing with
what is the proper way to manage and regulate derivatives for a
number of years in this committee and we will continue to do so.

One of the main reasons that credit derivatives and the market—
and the over-the-counter markets have grown so rapidly is that
market participants have seen substantial benefit to customizing
contract terms to their individual risk management needs. As the
Chairman has so well pointed out, we have now learned painfully
that there is not only a risk between highly sophisticated buyers
and sellers and those who deal in these transactions at a very high-
ly sophisticated level, but there is a systemic risk if we do not un-
derstand and correctly manage it.

At the same time, recent events in the credit markets have high-
lighted the need for greater attention to risk management practices
and the counterparty risks in particular, and I appreciate Senator
Lugar’s comments about the recommendations of Walt Lukken.
There are a lot of very solid thinkers out there who understand the
market well and who are evaluating what is it that has caused the
problem we have today and what role do derivatives play in that.

That is why earlier this year, the President’s Working Group on
Financial Markets called for market participants to take collective
action to strengthen the infrastructure for clearing and setting
credit default swaps and other over-the-counter derivatives. Just
last Friday, the Federal Reserve Bank of New York hosted its sec-
ond meeting to discuss industry progress toward creation of a cen-
tral clearing system for credit default swaps, and I understand sev-
eral of our witnesses today were at that meeting and have been
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participating in that process, and I will be interested in knowing
what they feel about those discussions.

President Bush announced this morning that the U.S. Govern-
ment is going to take financial stakes in our nation’s top financial
institutions as a part of a new plan to restore confidence in the
U.S. banking system, and I am interested in how the topic we are
discussing today is impacted by that decision as well as the trou-
bled asset recovery plan that Congress and the Secretary of Treas-
ury worked on in the past few weeks.

There are all kinds of issues that we need to understand clearly
as we move forward, but as both the Chairman and as Senator
Lugar have indicated, there are really sort of two aspects of this.
There is the short-term approach, which in my mind is being han-
dled, at least at this point, in terms of the efforts to evaluate some
type of a central clearing system or whether we need to deal with
some other type of new regulatory approach.

But there is also the wholesale regulatory reform issue, not just
with regard to the CFTC but with regard to the entire system that
we have in this country in terms of the regulatory approach to our
financial markets. As I have calculated it, depending on what part
of the financial industry one might be participating in, there are
up to seven different Federal regulators and 50 different State reg-
ulators for different types of financial activity and there has been
a strong suggestion made by our Secretary of Treasury in the blue-
print that he put forward that we look at streamlining and making
more efficient and more focused that regulatory system so that we
accomplish those two objectives that our Chairman mentioned, the
one being the objective of making sure that whatever system we
have in this country, it allows capital to move freely and efficiently
and that we allow free markets to operate, but that at the same
time, we protect against anti-competitive manipulation of markets
or practices that increase systemic risk in a way that is unfair to
the economy and to the American taxpayer.

It is my hope that today, as we proceed in this hearing, that we
can not only understand what the role of derivatives is in our econ-
omy and what role it has played in the current economic cir-
cumstances that we face, but that we can also discuss some of the
ways that we can approach these general objectives in broad regu-
latory reform, namely, once again, making sure that we allow cap-
ital to move freely and efficiently in a market system, in a free
market system, but also making sure that we protect against inap-
propriate manipulation of markets, and beyond the manipulation
issue, the question of simply behavior that will increase the sys-
temic risk to our economy and to our people that should at least
be brought into a much greater focus and into a circumstance in
which we have the kind of transparency and control that we need
to make sure that our citizens are protected.

So again, thank you, Mr. Chairman, for holding this hearing.

Chairman HARKIN. Thank you very much, Senator Crapo.

Senator Lincoln.
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STATEMENT OF HON. BLANCHE L. LINCOLN, U.S. SENATOR
FROM THE STATE OF ARKANSAS

Senator LINCOLN. Thank you, Mr. Chairman, and a special
thanks to you, Chairman Harkin, for holding the hearing and
bringing this group of experts together to discuss certainly the
roles that derivatives have played and that they will play in our
economy, but certainly the role that they have played in the most
recent and probably worst financial crisis in our nation that we
have seen since the 1930’s.

While the signs on the stock market were more positive yester-
day, we are still confronted with an economy that is in severe trou-
ble. It has got a downward swing. We are seeing American fami-
lies—I don’t know about you gentlemen, but I have been home in
Arkansas and American families are paying more than ever at the
pump. It is going down, but they still realize that it is going to
probably go back up. Food prices have risen. Their wages have not
necessarily. Housing prices continue to fall precipitously. Job losses
are mounting every day.

We can talk all day about derivatives and the incredible mathe-
maticians that designed a lot of these, but until we really get down
to how it affects people in their daily lives and how this economy
is affecting people in their daily lives, we won’t actually be doing
our work.

You know, as a result of the economic crisis on Wall Street, we
know that our credit markets have tightened and we see failing
banks are being bought out and the stock market is down. It is
truly a time of uncertainty, economic uncertainty, and it creates
fear in people who are living paycheck to paycheck and who are
worried about what and who is going to take care of them in their
old age. How are they going to help pay for their aging parents’
prescription drugs and still be able to have somewhat of a nest egg
or savings to be able to send their kids to college or retire them-
selves?

And, you know, it is unbelievable because we have been beg-
ging—begging—to be a part of the global economy, and now the
global economy is here and we are a part of it and we are going
to have to figure out a way to behave in it and to behave with oth-
ers that are there, because the global economy is more complex and
intertwined than ever. All you have to do is look at today’s discus-
sion and the topic that we have got here today.

I probably look at it from a little bit of a different perspective
than some of my colleagues, but when I sent a kid off to school
today, we had to try on three pair of blue jeans because he had out-
grown them. We have outgrown a lot of the system that we have
in place today and we have got to do something quickly about mak-
ing sure that we are serious of how it is we provide the protection
for consumers, more importantly that we keep an open market and
that we continue to play in that global marketplace.

And it is not going to be easy coming up with these solutions,
and we are pleased that you are here today to share with us the
ideas that you may have on what we do. But outside of Wall Street,
we look at the regulatory bodies of the CFTC and the SEC and the
staff of this committee and others, few people knew about deriva-
tives or credit default swaps. I think the first were started in the
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mid-1990’s, perhaps. Other financial institutions have shaken the
foundations of some of our strongest and oldest financial institu-
tions.

And when we talk about clearinghouses, a central clearinghouse
is a good idea if we can implement it, if we can make it happen,
and if we can still maintain our spot in that global economy. The
Chicago Mercantile, I think CME has an ability to clear OTCs or
the over-the-counter, at least that is my understanding of it. Again,
I am not an expert on these issues. But that is not where people
are going to go if the other is an option. So we certainly have to
look at that.

It is clear, I guess, in hindsight that these troubled financial in-
stitutions and what we have seen did not fully comprehend the risk
that was involved, or maybe they did and maybe that was their
business. As Chairman Harkin mentioned, greed plays a big role
in a lot of what happens and it has been around since the begin-
ning of time. There are also the issues that we have to work
through in terms of what people are going to use as a commodity
and being able to look at the risk of somebody else and use that
as a commodity. I don’t know, it is a very difficult thing, I think.

Again, having just told my children that you can’t be gleeful
about somebody else’s misfortune, it is a marketplace that I think
gets very, very dangerous in terms of how it defines itself and the
position it puts us in as individuals.

But I think our purpose—my purpose, certainly, in being here
today, Mr. Chairman, is to better understand how it is that Con-
gress can help and what it is that we can do. We by no stretch of
the imagination, or I certainly don’t as a member of the U.S. Sen-
ate, profess to have any or all of the answers. We will be looking
to the professionals for help in figuring how it is that we do provide
the kind of transparency that is necessary but still maintain our
ability to work in a global marketplace and not get left behind, and
I hope that we will, and I know that with the dedication of this
committee and others, we will find those solutions.

Thank you, Mr. Chairman.

Chairman HARKIN. Thank you very much, Senator Lincoln.

I want to thank my colleagues for being here today. This is ex-
tremely important—I don’t need to say that the issue that con-
fronts us and that the Congress is really going to have to dig into
in the next few weeks, hopefully a few weeks, or a few months.

Again, just for the public and for the people who are here, why
is the Senate Agriculture Committee having this hearing? Because
this committee has jurisdiction over the Commodity Futures Trad-
ing Commission. Many of these instruments that we are talking
about have the features of commodities and many of them have the
features of futures contracts. As I said in my opening statement,
they were exempted in the early 1990’s and then excluded in 2000
from the CFTC’s jurisdiction, but again, we are trying to find out
what is the role of these derivatives and what is the appropriate
role for the Commodity Futures Trading Commission in regulating
these financial instruments. We all serve on other committees we
are on, too, and we are all going to have to address this in other
forums, other committees and perhaps on the floor of the Senate,
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so it may not be just limited to the Commodity Futures Trading
Commission as such.

I want to thank all of our witnesses for coming today. I have
read all of your testimonies. They are very good. I would say that
all of your testimonies will be made a part of the record in their
entirety and I would ask that you summarize them so that we can
get into a general discussion perhaps.

We have two panels. Our first panel will be led by Mr. Eric
Dinallo, who is the Superintendent for the State of New York In-
surance Department for the State of New York. Then we have Dr.
William Black, an Associate Professor of Economics and Law from
the University of Missouri in Kansas City, and Dr. Richard
Lindsey, President and CEO of the Callcott Group in New York.

So again, I welcome and thank you for being here. We will start
with Mr. Dinallo, and again, if you could summarize in, oh, I don’t
know, seven, eight minutes or something. We are not going to time
it completely, but summarize as best you can. We would appreciate
it.

STATEMENT OF ERIC R. DINALLO, SUPERINTENDENT, INSUR-

ANCE DEPARTMENT, STATE OF NEW YORK, NEW YORK, NEW

YORK

Mr. DINALLO. Thank you, Chairman. Thank you, Senators. Your
opening statement to me was a tour de force and you don’t really
need to add much on the substance of credit default swaps. It
sounds like you understand them real well, actually, from my mod-
est perspective. So I will give you a couple of personal thoughts and
then I will tell you what I think the history was, which I think
could be enormously helpful for you.

I think that there is one observation I would make, which is that
we seem as a society right now very concerned with the shorting
of equity and naked shorts on the equity side, but yet a far larger
by orders of magnitude exposure is on the credit side, on the bond
side, on credit worthiness, which is essentially what credit default
swaps are about and naked credit default swaps.

Naked credit default swaps I use to mean where you don’t have
that interest. You are not holding the bond. You are just doing the
bet that you described before. That is possibly as big as ten times
the original hedging enterprise that was developed. So people de-
veloped credit default swaps to do what you said, which was to
hedge or ensure their exposure. They held bonds in a company and
they were afraid the company might default so they swapped—that
is the swap—they swapped their exposure to that default with
somebody else. They bought insurance, essentially.

But that was far eclipsed by the naked credit default swap,
where you didn’t own the bonds, had no exposure to the reference
entity, as you put it. You just wanted to place a bet, a directional
bet, as Wall Street calls it, on the future. And that now has grown
in a number that is possibly as much as 80 or 90 percent of the
marketplace, that $62 trillion marketplace that you described that
is completely unregulated.

And what is interesting is that it wasn’t insider trading or late
trading or off-balance-sheet transactions that hurt us. It wasn’t
firm regulation or soft regulation or strong enforcement or lax en-
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forcement that apparently helped to blow up the global economy.
It is what we chose not to regulate. That is kind of an irony about
this, is Wall Street is, as you would expect, going to fill a vacuum.
So if you tell them everything over here is unregulated, they are
going to kind of reproduce their activity in the more inexpensive,
less capital intensive way in unregulated areas, and credit default
swaps and other derivatives brilliantly permit them to do that and
that is, I think to a large extent, what this is about.

So how did we get here? It didn’t used to always be this way. In
1907, there was the great crash and market failure that caused
J.P. Morgan to bring everyone in a room and led to central bank-
ing, et cetera, and very soon thereafter, there were laws that were
developed to address the very activity that contributed to that fail-
ure, and those were commonly called the bucketshop or the gaming
laws of the various States.

The activity that was going on there was not very much dif-
ferent, if even distinguishable, from credit default swaps. It was
uncovered, on margined or credit betting, essentially, on how mar-
kets were going to close, what the prices were going to be. It was
speculation, rank speculation, without holding the actual instru-
ments, with, quote, “no intent to buy or sell the referenced secu-
rity,” which is like a credit default swap. You don’t actually own
it, right? We just said that.

So the laws were there since 1909. They are very clear. I have
put them in the record. And they operated fairly well for a long
time and then someone decided we had kind of grown out of our
blue jeans, as you said. I don’t think we did grow out of our blue
jeans. I think a lot of this stuff is kind of either religious or spir-
itual or even Euclidian. There are certain first principles that peo-
ple discover along the way. They put them in place and then they
just kind of forget about them or they think—they kind of smart
themselves into thinking that the precepts have changed.

So by 2000, we engaged in the Commodities Futures Moderniza-
tion Act, which specifically did a few things. It made credit default
swap not a security, so it couldn’t be regulated as a security. As
you said, put it out of the reach of the CFTC. And it says this Act
shall supersede and preempt the application of any State or local
law that prohibits or regulates gaming or the regulation of
bucketshops. So it wasn’t anything. It became a private contract,
as ISDA will tell you, but it hadn’t always been that way. It had
either been considered generally either gaming, insurance if it was
a covered variety, securities, or some kind of a futures, and we de-
cided that it wasn’t going to be any of those because we had as a
global economy outgrown the pants.

I think to a large extent, that is what this is about, is for you
to sort of think about a revisitation of that. The Governor of New
York, Governor David Patterson, stepped up a couple of weeks ago
and said, we are willing to regulate the portion that is clearly in-
surance, where you have an insurable interest, where you own the
reference obligation, and then soon thereafter—I think the next
day, Chairman Cox said he would like to have jurisdiction over
CDSs, credit default swaps, and other kinds of derivatives. And
then people began to talk about a more holistic solution like you
are discussing, whether it is an exchange or clearing corp.
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We are kind of agnostic to some extent on all those. I would like
us to see as a country a holistic solution. I would just give you sort
of the earmarks of a good holistic solution, I think.

I think they are that it would be optimal to have a central
counterparty, so you have strong capital behind those bets, you
have a very capitalized, very robust central counterparty that has
a guaranty fund and the earmarks of sort of a solvency or capital
regime. That you have clear margining rules so you know exactly
how much people are putting up on each transaction. You have
rules of event determination, because you have got to all agree on
when someone did file for bankruptcy or insolvency or default so
there are no squabbles about what event triggered the payment on
the obligation. And last, sort of the same as rules of dispute resolu-
tion, so you can quickly resolve those arguments and so capital, as
you said before, can quickly and freely flow.

I think regulation would be excellent for this market. I think it
has seized up now completely because of a lack of regulation and
a complete lack of faith in it. And so I think you are going in ex-
actly the right direction. The State government is only sort of
showing the way by saying that which is obviously insurance, we
are ready to step up and revisit some of the decisions we made, too,
because we certainly in 2000 issued an opinion letter that said for
naked credit default swap where there was no proof of loss re-
quired, we were not going to call that insurance. We should have
been probably more aggressive and asked or pointed out that there
might have been some forms of insurable interest that we do need
to regulate.

So this is not political. I think collectively as a society, bipartisan
in 2000 that it was, we agreed, and it is amazing that only in 8
years, look what happened. And I think that is the shorter history.
I will put these documents, the bucketshop laws for New York, and
if each State has one. The CFMA, you obviously have, but I will
put it in the record for you so you have the clip there.

But I think that is from my perspective, given your already im-
pressive explanation of what credit default swaps are, what I would
contribute to this, and I can answer questions from the written tes-
timony or anything else at your pleasure. Thank you very much.

[The prepared statement of Mr. Dinallo can be found on page 73
in the appendix.]

Chairman HARKIN. Thank you very much, Mr. Dinallo. As much
as I have been into this and reading and trying to understand it,
I never thought about the comparison to bucketshops. Interesting.
An interesting comparison to the old bucketshops as a credit de-
fault swap. I think now I see it more clearly.

Dr. Black, again, welcome to the committee. We will go through
the witnesses and then we will open it for questions and discus-
sion. Dr. Black, again welcome, and please proceed.

STATEMENT OF WILLIAM K. BLACK, ASSOCIATE PROFESSOR
OF ECONOMICS AND LAW, UNIVERSITY OF MISSOURI, KAN-
SAS CITY, MISSOURI

Mr. BrAcKk. Mr. Chairman, thank you, and committee members.
Your broader question was about derivatives and, of course, there
are many more derivatives involved in this crisis and the one to
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start with, I think, is mortgage-backed securities, which are a fi-
nancial derivative, and that takes you inherently to looking at the
underlying, because, of course, it is a derivative from the under-
lying, and that is where you have a central area of problem. So
whenever you think of derivatives, also think of the underlying, be-
cause any problems in the underlying will be brought forward in
the derivative process.

So what went wrong in that area, first? Fundamentally, perverse
incentives, and perverse incentives on the compensation side. Sen-
ator Crapo properly said we would like capital to move freely and
efficiently, but those two goals are inconsistent in practice, right?
We had capital move freely through this process and it moved inef-
ficiently. Our markets are less efficient because of the way mort-
gage-backed securities moved in the case of subprime. I mean, we
have created, instead of efficiency, a worldwide crisis, right?

So yes, those two goals are important, but the efficiency is the
only real goal. Moving freely is just a way to get to the goal of effi-
ciency, and if it doesn’t produce efficiency but a disaster, then you
don’t want it to move freely because it is not moving in accordance
with appropriate market forces, right? And that is what we have
seen in the subprime and alt-A. I don’t think that is controversial
to people at all, and we have seen that this can produce an aston-
ishingly large crisis because of the connections.

We are seeing fraud incidents in subprime and alt-A of 40 per-
cent or more. The FBI has been warning since September 2004 of,
quote, “epidemic,” unquote, mortgage fraud. In 4 years, investment
bankers who purchased, pooled, and created the nonprime mort-
gage-backed securities made an average of one-half of one criminal
referral per firm, with a fraud incidence of 40 percent or more.

Chairman HARKIN. Say that again, Mr. Black.

Mr. BLACK. There were roughly 46 criminal referrals from rough-
ly 24 investment banking firms over 4 years, and they handled
roughly two million subprime and alt-A mortgages, with a fraud in-
cidence ranging around 40 percent. That is why we have a disaster.

Yes, greed, we have always had with us, so something else has
been added to greed and the something else is a derivative. It is
called a mortgage-backed security. It is a derivative that doesn’t
exist in the market now because it is a non-prime mortgage-backed
security and the markets have finally shut it down.

But I would add that the norm is that there was never such a
market. There is only about 8 years of the history of the world
where there was such a market and we are treating it as if it were
the norm. It isn’t. Non-prime mortgages were never appropriate
candidates for securitization under the theory of securitization.
They are not remotely homogeneous.

And when you have huge fraud incidence, you can’t have a
subprime market—I am sorry, a secondary market, because the
theory of the secondary market is, I don’t have to carefully under-
write the stuff that is underlying. It is supposed to have already
been vetted, right, and you can’t have a secondary market where
everybody has to check everything all the time.

Private market discipline was supposed to prevent this. It was
supposed to be the thing that would move money if it moved freely
capital to efficient purposes. It doesn’t work that way when the
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compensation system is perverse. When the rating agencies give
AAAs to stuff that was formerly known as toxic waste, then more
capital will move to toxic waste and you will have a toxic crisis,
and that is exactly what we have.

The Brits, in soccer, we would call this the greatest own goal in
the history of the world in terms of the deregulation, the de-super-
vision, and——

Chairman HARKIN. What do you call it?

%\f/Ir. BLACK. Own goal. It is a term when you score against your-
self.

Chairman HARKIN. Right.

Mr. BrAcK. You kick it into your own goal instead of the other
team’s goal.

Chairman HARKIN. I have got it.

Mr. BLACK. Soccer is our family passion. Sorry.

And to bring it back to incentive structures. There have been a
series of scandals in China, for example, of putting poisons in in-
fant formula. Why do people do that? They did that to make money
and to win in terms of competition.

What happens if you let them get away with that? What happens
if you let people gain a competitive advantage by cheating? Then
you create a system where cheaters prosper and that is what hap-
pened—we call this in economics a Gresham’s dynamic, where bad
ethics drives good ethics out of the marketplace if the incentive
structure becomes so perverse that cheaters prosper.

So think of yourself as a potential chief financial officer 3 years
ago. You know that this stuff has been called toxic waste. You
know that you are in the midst of what is going to be the largest
bubble in the history of the world, financial bubble, which is the
U.S. real estate bubble. You know how badly this is going to end.
But what happens if you don’t invest in subprime and alt-A and
your competitors do? During the bubble phase, there are very few
defaults on subprime because you simply refinance it. There are
much higher fees and somewhat higher interest rates. So the peo-
ple that do lots of subprime and alt-A report that they have the
highest earnings. Their bosses earn the biggest bonuses. Their
stock appreciates. Their options become more valuable, et cetera, et
cetera, et cetera.

If you as a CFO refuse to do that—the average CFO in America
lasts less than 3 years. Think of the incentive for short-time ap-
proach. If you don’t do it, not only do you not get your bonus be-
cause you don’t hit the high target figures, but your boss, the CEO,
doesn’t get his full bonus, and all of your peers don’t get their
bonus. And so you rightfully fear that you will lose your job, as
well.

Does everyone give in to this? Of course not. But enough people
do that we call—that is why we call it a Gresham’s dynamic. It is
well known in economics and it means that you need the law en-
forcement, you need regulation to change the incentive structure so
that cheaters don’t win, they don’t prosper.

The key thing with many of these financial derivatives was not
their risk, but the fact that they were over-the-counter, that they
had no readily verifiable asset value, because that is what you use
for accounting fraud, things that are hard to value, right? We did
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it in the savings and loan crisis. You get unique office buildings be-
cause then there is no clear comparable, so the value is provided
by an appraiser. Well, how difficult is it to get an appraiser to dra-
matically overstate asset values? We have just had a real-world ex-
periment, and they did it a million times with subprime and alt-
A.

So these derivatives, and let me just briefly go to the ones you
have been talking about more, the credit default swaps and the
collateralized debt obligations, which in many ways are even worse
on an individual basis than the CDS.

The CDS—credit default swaps were created primarily for not
very good purposes. Now, you have heard that one of the stated
purposes was to reduce risk, and there was some truth to that, but
as you can see, in fact, systemically, it increased risk. In Paul
Volcker’s telling phrase, they have failed the test of the market-
place, and that is the only test that counts, frankly, in this regard.

But the real purpose in the ones I deal with more is banks who
are massive players, and banks did credit default swaps primarily
so that they could increase their leverage by taking things off of
their balance sheet and reducing greatly their capital requirements
under what is called Basel II.

And the second major purpose and the largest one probably by
volume is to do shorting, and there were already instruments avail-
able to short. They were simply more transparent, and so they de-
liberately picked a mechanism that is not only not regulated, but
because it is not regulated, is incredibly opaque.

So the first thing I would suggest to you is we need information,
because one of the scariest things is nobody knows, and that has
enormously made it more difficult for the Fed and Treasury to re-
spond to the existing crisis.

The second thing is you can’t simply ask for data. Mr. Dinallo ap-
propriately said the market seized up because of a lack of trust, all
right. He gave an example previously. Well, think about that. At
law, the defining element of fraud that separates it from other
forms of theft is deceit. Fraud is all about creating trust in your
victim and then betraying that trust. There is no more effective
way, therefore, to destroy trust than to have significant accounting
fraud of the kind that we have pervasively.

And when people don’t trust—if you know that one in 100 of
these bottles is contaminated, how many of them are you going to
drink? Fraud doesn’t have to become endemic to cause markets to
seize up because of a lack of trust. When you know that there are
very large losses out there but you don’t know where, when bank-
ers no longer trust bankers because they don’t know which balance
sheet is contaminated, then entire markets seize up and we have
to change that by creating credible information and data, and that
is going to require regulation. A clearinghouse is a valuable step,
but it will not protect you against financial bubbles.

During the expansion phase, you would have done the daily
mark to market in your clearinghouse and everyone would have
said, no problem here, but there would be a trillion dollars of losses
building up. So it is a good but not sufficient response in terms of
for any future systemic crises.
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I think I have used an appropriate amount of time or more.
Thank you very much.

[The prepared statement of Mr. Black can be found on page 68
in the appendix.]

Chairman HARKIN. Well, Dr. Black, thank you very much. That
was provocative in a very good way, I think. It makes us think
about just what these instruments are.

Now we turn to Dr. Lindsey, President and CEO of the Callcott
Group. Dr. Lindsey, welcome.

STATEMENT OF RICHARD LINDSEY, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, CALLCOTT GROUP, LLC, NEW YORK,
NEW YORK

Mr. LINDSEY. Good morning, Chairman Harkin and members of
the committee.

In my written testimony, I attempt to correct several of the wide-
spread misconceptions associated with credit derivatives, for exam-
ple, concerns about the outstanding notional value. Briefly, the no-
tional value represents the amount of money that protection sellers
would owe protection buyers if every single underlying credit entity
defaulted and the value of their debt went to zero. Given the pri-
mary credits on which credit default swaps have been written, fo-
cusing on the notional value would mean that the companies Gen-
eral Motors, Ford, AT&T, Eastman Kodak, Time Warner, General
Electric, Telecom Italia, France Telecom, and the countries of
Brazil, Mexico, Turkey, France, Italy, and Japan all defaulted si-
multaneously and the value of their debt went to zero. That sce-
nario, in my view, is highly improbable.

But rather than devote time to each of the issues with mis-
conceptions this morning, I will instead touch on the four things
that should be done to reduce systemic risk associated with credit
derivatives.

No. 1, a centralized clearing organization should be created for
default swaps. This would place a clearing organization on each
side of a credit default swap, thereby reducing the counterparty
risk, which is really the primary risk we have been seeing in the
market today, with a centralized clearing party.

No. 2, appropriate capital requirements should be established.
Capital charges should not be solely based on the level of market
risk associated with the swap book but also of counterparties.
While multiple counterparties may diversify a risk to some extent,
the capital charges should increase with aggregate exposure to
those counterparties. In other words, even if the market risk can-
cels in a hedge transaction, the counterparty risk, at a minimum,
should double unless it is a true cancellation of the contract.

No. 3, we should increase the transparency associated with each
reporting company’s use of credit derivatives. The soon to be effec-
tive FASB amendments will go a long way to meeting this objec-
tive, in my view.

Finally, and in my view the most important, corporate senior
management and boards of directors must recognize their responsi-
bility to understand and control the risks that their firms are as-
suming through both business operations and financial market ac-
tivity. It is not sufficient to receive assurances that everything is
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well controlled. Each individual has a duty to probe, to challenge,
and to ensure that he or she has confidence in and understands the
answers. It is not the board’s responsibility to know and under-
stand every single trade, but each board member must understand
the firm’s business lines and the use and misuse of derivatives. If
a board is not truly confident in its understanding of derivatives
and the associated risk controls, then the firm should not be al-
lowed to use or trade derivatives.

Thank you for your time and attention. I will be happy to answer
any questions.

[The prepared statement of Mr. Lindsey can be found on page 87
in the appendix.]

Chairman HARKIN. Mr. Lindsey, thank you very much, and
again, I thank all of our panelists for being here.

It is hard to know where to begin sometimes in this, but I guess
one of the first questions I have has to do with opening the books.
It kind of gets to what you were saying, Dr. Black. We are being
asked—well, we have been asked and we have done it—we have
provided for the U.S. Treasury and the Secretary of the Treasury
to use up to $700 billion to buy paper from these companies that
are going to auction them off in a reverse type of an auction.

I raised the point with Secretary Paulson once, and I wouldn’t
paraphrase his answer here, he can do that on his own, but what
bothers me is that it is like a bank. We taxpayers are sort of like
the bank. We put all this money up to buy this paper. We don’t
know what it is worth. They say it might increase in value over
time, okay, but we don’t know. But at any bank, if someone who
is bankrupt, if a company that is bankrupt goes into a bank and
wants to get bailed out to survive, surely the bank is going to want
to look at the books. Am I wrong?

And so, therefore, it is not just the balance sheet that we need
to look at in these companies. That doesn’t tell you much. It tells
you what their indebtedness is, but it doesn’t tell you how they got
there. And I think you kind of touched on that, Dr. Black, maybe
Mr. Dinallo, I don’t know, but my question is, shouldn’t we want
to know how these companies—if we are buying their paper,
shouldn’t we want to know how they got there? What were their
proprietary formulas? What were their mathematics? What were
their probability tables? What did they use to value those? Not just
their balance sheets, but what were the models they used? To me,
that—is that good information that we should have? Should we in-
sist on that? If they want the taxpayers to buy their paper,
shouldn’t we insist to know the models that they have used to
value those assets. Am I clear or not?

Mr. BLACK. Yes, and I even wore a prop today. It is the tie. This
is a reproduction of a portion of Lewis and Clark’s journal from
their voyage of exploration, when we knew nothing about the land
out there in the West and we needed to find out and we sent people
out who kept incredibly good records and tried to be accurate, and
we need that desperately today because we do not know.

So two things you have to understand about either deregulating
or desupervising. One is de facto, you decriminalize it because the
only cops on the beat in white collar crime are the regulators.
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The second thing is you make the industry opaque and you cre-
ate an inherent trust problem if the numbers they generate come
not to be trusted, because no one can verify them.

So what do we need to do? Yes, we need reporting, but you need
more than reporting, and you are quite right that you need to know
how the models worked and how they changed over time. But you
also have to know about their accounting, right, because the num-
bers generated by the models may not drive their accounting pur-
poses. And what you have just seen with all of these major fail-
ures—there has been all this stuff about mark to market, but none
of them were marking to market and you can tell that because of
the losses they had to recognize in connection with the failures and
because when potential acquirers went in and did due diligence,
they ran away screaming.

Chairman HARKIN. So what you are saying is we need two
things, not only look at the books and the formulas and the propri-
etary models they use, but also how did they do the accounting
after they used those models.

Mr. BLACK. That is correct, and you have to look at the pur-
pose—I think you were asking about this, as well. Often the pur-
pose of the investment is critical and often it is misstated. There
will be a purported hedge. It will actually have been increasing the
speculating. That is very common.

Chairman HARKIN. Again, I want to get to this question of
shouldn’t we insist on knowing their proprietary models. You have
given me another thought on their accounting. I didn’t quite think
about that. Mr. Dinallo? Dr. Lindsey?

Mr. DINALLO. I think, Chairman, to a large extent that is what
you see in insurance regulation. You see sort of an overview of the
underwriting decisions and the reserving against the risk written
in the capital requirements. It is, in my mind, one of the earmarks
of what we have gone through, is that people didn’t own the risk
that they wrote. We engaged in the ultimate moral hazard here,
both as a society on the front end and to some extent the actions
by the Federal Government are consistent with that to some de-
gree.

We sent people out there giving loans. The first round of loans
that was securitized performed really well. They were based on the
fundamentals of people owning a home and banks understood they
would own the defaults if people didn’t pay, so they made those un-
derwriting decisions very well.

There was probably a second round that the banks, the local
banks said, I wish I could give a second round because I saw a lot
of people who deserved a loan but I had to make some tough deci-
sions. So Wall Street helped with securitization, a wonderful tool.

But after the seventh or eighth iteration of that, we basically—
we correlated the risk because we made non-natural loan perform-
ance kind of a hallmark of our society and no one owned the down-
side of their underwriting decisions because the banks passed it to
Wall Street to securitize it. Then investors bought it in the form
of CDOs. And then they took out CDSs, and nowhere in that chain
did anyone say, you must own that risk.

And I think to a large degree, when I talk about this, there are
three things I talk about: CDSs, which we have talked about; that
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endless securitization, we have to sort of make people own their
underwriting decision; and the third is possibly a revisitation of the
modifications to Glass-Steagall, which I think is for a different day.
But that, to me, is a large—you should be looking at the books, yes.

Chairman HARKIN. Dr. Lindsey.

Mr. LINDSEY. I actually don’t think

Chairman HARKIN. Again, my question is, should we, if we are
going to buy the paper, insist that they show us their books and
the models that they used to reach those—how they did those dif-
ferent iterations in those derivatives.

Mr. LINDSEY. Well, I actually don’t think looking at the models
does very much for you because, in part, of course, they are what
they are. However they got there, the positions and the values of
the securities are what they are today. So what you need is actu-
ally a forward-looking way at the values of those securities. So how
they modeled it 3 years ago is almost irrelevant in terms of what
does it mean going forward.

Part of the problem, of course, was that the default history, or
the history of transactions associated with these securities, was
very short, so in the early stages, people did not see the number
of defaults, so they were relying on models and a time series of
data that was misleading.

I think, though, that I also want to point out that buying the
paper that is in default is perhaps a somewhat inefficient way of
dealing with the issue. As has been pointed out by both of my fel-
low panelists, many times, multiples of the mortgages have been
written and in some cases by people not even owning the mort-
gages. But underlying all of this is really the mortgage, and the
mortgages that are in default, those mortgages that are in default
are still going to be in default no matter what happens. And in
some cases, | think it was pointed out that the paper may be ten
times the underlying level of mortgage that were in default.

So if T recall the chart that you put up earlier, it showed some-
thing like about $19 trillion of total home equity ownership in the
United States. Well, not that many are mortgaged. It is not quite
$19 trillion. But somewhere around 10 percent of those are in de-
fault, so we are looking at a little over a trillion dollars of mort-
gages in default.

A more efficient way to inject certainty into the marketplace
without buying paper upon paper upon paper is actually just to
stand behind the mortgages. I talked about this a little bit in my
written testimony, but one of the ways to modify this and inject
certainty immediately is actually just to guarantee the mortgages.
Probably more efficient and you end up with real estate rather
than with a lot of paper.

Chairman HARKIN. Well, that would seem to me, then, you would
let the mortgage lenders off the hook. They get the inflated price
of what they lent and they walk away with the money under your
formula. Do you see what I am saying? They made these huge
subprime loans and stuff and now you are just going to buy them
at that value?

Mr. LINDSEY. Where are we buying them now?

Chairman HARKIN. You are not.

Mr. LINDSEY. I believe we are.
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Chairman HARKIN. As I understand what we are going to do, it
is going to wring this out of the system and a lot of these lenders
are going to have to swallow a lot of those losses.

Mr. LINDSEY. There will be losses swallowed someplace. There
have to be.

1Chairman HARKIN. But under your formula, they wouldn’t take
a loss.

Mr. LINDSEY. Some people would take losses. Anybody that was
short the mortgage market would actually take a loss.

Chairman HARKIN. Well, I would have to think more about that.
I don’t know if I understand it fully.

I think I have exercised all my time. I do have one last thing.
Again, I was trying to get at this idea—Dr. Lindsey, you said it
wouldn’t do any good to look at these books because that is the
past. Go into the future. But it would seem to me that we would
want to know whether or not there really, truly was accounting
fraud going on in the way they used those models and the way they
accounted for them.

I have been told that that is one of the reasons they don’t want
to open their books, is because there has been a lot of accounting
fraud going on. I don’t know if that is true or not. I have been told
that. But it would also seem it would be important for us to know
how they got there, to see if there was accounting fraud and also
to make sure that if, in fact there was, we are going to have an
open and transparent system in the future, that we don’t rely upon
those kind of models.

Mr. LINDSEY. If there was indeed accounting fraud, the SEC has
sufficient jurisdiction, of course, to investigate and pursue account-
ing fraud, and they should.

Chairman HARKIN. But we wouldn’t know that unless we really
got into these books.

Mr. LINDSEY. But they have the ability to do that.

Chairman HARKIN. Who is “they”?

Mr. LINDSEY. The SEC and the accounting firms.

Chairman HARKIN. I didn’t know that. Did you have any other
observations on my question?

Mr. BrLACK. I have a couple. First, you also want desperately to
look at not simply their books, but they need to look at the actual
assets. It is clear from the fraud incidents that nobody has cracked
a file and done real underwriting. In other words, open the files.
Fitch did this—this is one of the rating agencies—and they are the
ones who found 40 percent fraud rate just from a file review. That
is not private detectives going out and looking, just obvious on the
face of the file. That tells you, since two million pieces of this paper
were traded, that nobody looked. And so the desperate thing we
need to know is credit quality and we know that they are not look-
ing. So that is first. They need to look and we need to look at what
they are finding.

Second, the FBI has said that 80 percent of the mortgage fraud
was induced by the lenders. I think that is relevant to your ques-
tion of if somebody is going to get bailed out, or bear a loss, who
should it be, and I would simply concur with you. You need to
know about the old models and there is not a comprehensive Secu-
rities and Exchange Commission investigation after the greatest
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crisis since the Great Depression. The SEC is overwhelmed. It is
a simply a commercial. I don’t work for them, but they desperately
need more resources. That is a plug.

Chairman HARKIN. Thank you all very much.

Senator Lugar.

Senator LUGAR. Thank you, Mr. Chairman.

You have made a good number of points, each one of you, about
transparency, but one of the transparent parts of this you have just
discussed, Dr. Black, is the officers of the bank or its directors and
the amount of knowledge that they have of the business that they
are conducting. I don’t know how you have a post-mortem examina-
tion of each of these boards as to how competent they were, wheth-
er they fulfilled their responsibilities, but it is an interesting ques-
tion, well beyond the scope of our situation now. What constitutes
capable management in this country? What is the responsibility of
these people who are receiving salaries and who are receiving fees
and so forth to their own stockholders, quite apart from the other
people?

I will leave that one aside but simply say, clearly, the Congress
and the public sector have some responsibility here, and it is a be-
nign one, namely that it has been the hope that all Americans
could own their own homes. We often have had statistics in the
past that 60 percent, more or less, of Americans own their own
homes. There is a high degree of idealism that has pushed that
idea to get farther.

Now, let us say you were junior loan officer at a bank and you
had at least a possibility of issuing subprime mortgages to people.
You could say you are doing the Lord’s work. You are attempting,
in fact, to get people into homes. And if the time and economic
cycle is right, you could probably make a lot of loans to people. You
may not have examined carefully or barely at all, really, their capa-
bility of repaying it, nor did maybe some of the people who are bor-
rowing the money anticipate that there would be trouble in what
seemed to be a rising set of home values.

But at the same time, we now have a situation in which very
clearly we are going to say for a moment this is not the American
dream. It is an American nightmare for a great number of people
who made the loans, and likewise those who can’t repay.

Now, the dilemma that you have all described today is that since
the people making the loans in most cases no longer own the loans
or have really much responsibility, or maybe even a track because
of the bundling and then the down-trail situations, the responsi-
bility of people involved in the business is gone. There has not been
an examination apparently by the directors of the bank or its offi-
cers. You have described situations in which maybe their salaries
and bonuses may be based upon the sheer volume and the numbers
that they created in this process.

So I don’t know how, once again, we remedy all of this, the mor-
als involved in it or the bad management. But at the end of the
trail, you have made a suggestion that I am intrigued with and I
just ask for your opinion, Mr. Black, or anyone else’s, and that is
that we have talked today about this insurance policy that Senator
Harkin described in his chart in which if somebody is obtaining
these pieces of bundles, they might say, we are not altogether sure
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what is in the bundle and therefore we would like to get some in-
surance. So we are willing to pay a fee to somebody to relieve us
of the load, or whatever percentage of insurance you want to get.
Now, that seems to me to be probably a prudent thing to do by the
time you go to a second or third bundling of this, to at least have
some insurance.

But what you are suggesting is that, in fact, if I gather you right,
80 to 90 percent of the items being insured were not owned. There
wasn’t this responsibility. In other words, it became a naked gam-
ble. Somebody said, the market seems to be going right. Why not
bet on it one way or the other by taking out the insurance on some-
thing I really do not have?

It seems to me as a matter of public policy, as we are thinking
about prohibitions today, that is a practice that should be banned.
There 1s no legitimate public purpose for this occurring. I can imag-
ine if we have market theoreticians in here, or even extremists in
terms of the free enterprise system, they would say, well, this is
one of the ingenious ways in which the market has worked better.

But in this particular case, given lack of observation by officers
and boards to begin with, then bundling, an attempt finally to in-
sure mistakes that somebody else made and may not have thought
about, but you find you have just a few people insuring and the
bulk of them gambling in this particular mechanism. That simply
cries out for reform. And my own judgment is, if not prohibition,
something pretty close to that.

Does anyone have a comment about my phobia with regard to all
this?

Mr. LINDSEY. Well, what I was trying to explain before is in or
around 1909, it was, in fact, essentially illegal to do that kind of
activity. I do believe, though, having now studied this for a bit,
there are some gray areas that have to be dealt with. So you have
something between the sort of orthodox or sartorial credit default
swap, where you really do have an insurable interest, you own the
bonds or you own the CDOs and you are buying that cover——

Senator LUGAR. But you own it at that point.

Mr. LINDSEY [continuing]. And you have the pure naked direc-
tional bet. It is you and me just betting on whether Ford is going
to default or not. We have no otherwise interest in Ford. But in be-
tween, there are, as we put in our written testimony, there are
some gray areas. You might be long stock and want kind of a way
to balance that. You might have receivables with the company, and
in case the company defaults, you want to have something to sort
of make up for the loss you are going to end up taking in a bank-
ruptcy. I mean, there are gray enough areas that I think that what
we hope comes out is that we set some sort of holistic solution that
has one of its earmarks is a lot more capital behind all those activi-
ties.

So what you are saying, Senator, is essentially correct, and the
way you would come close to prohibiting it, so to speak, but not
really is if you made it a little more or a lot more capital intensive
by either having an exchange that had certain capitalization re-
quirements or that people participating in it have certain capital
requirements by their regulators, which I think is sort of what is
going to end up happening. You would essentially make it so that
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it would be expensive enough that you really would need to have
an interest to want to go out and do that kind of activity.

Senator LUGAR. You need ownership along the way, would be an-
other way of looking at it.

Mr. LINDSEY. Yes, or you would have to, like an insurance com-
pany has to do, have a certain amount of capital behind that bet
that you are taking or making.

Senator LUGAR. At the bottom of all of this, we have talked about
transparency, and that is clearly the case. But it had not been
clearly the case in many of the transactions we are talking about
now. It is sort of a cardinal virtue. It may be transparent and still
the bank officers and the bank directors don’t read the papers, or
they don’t have investigators looking at what they have actually
got in the vault, so there is a degree of due diligence, much more
due diligence involved in all this. But how do we obtain that? In
other words, can you contrive a situation in which officers and di-
rectors who are inefficient or incompetent are penalized, aside from
the fact that all their banks fail at one time and the Federal Gov-
ernment then is asked to come to the rescue?

Mr. BLACK. We have to be, I think, more blunt than we usually
are in the regulatory financial world. Yes, more capital would be
a very good thing, but these instruments proliferated precisely as
a way to reduce capital. Yes, transparency is a good thing, but
these instruments were designed specifically because they were
opaque. Indeed, in many ways, they are worse than opaque. We
think the opposite of transparency in terms of badness must be
opaque.

But to me, the appropriate metaphor is the one you see in the
passenger mirror in your car, that image that looks so absolutely
clear but it has a warning and it has a warning precisely because
it looks clear, that objects in the mirror are closer than they ap-
pear. And when you game the accounting, insolvency is closer than
it appears. In fact, it arrived 6 months ago, is what we are finding
in these circumstances.

So we have—now the suggestion is we come and we fix all of
these things with capital, but they are just going to look for weak
areas and push in because their goal consistently will be to find
opaqueness and reduce capital, because leverage is what it is all
about. So I think you have to think more fundamentally and we
have to be more candid about whether trying to prescribe capital
is really going to fix this.

Senator LUGAR. My time is up, but Dr. Black, it would probably
be helpful, at least to my understanding, if you could make a list
of specifically what are the instruments that should be stopped.

Mr. BLACK. All right.

Senator LUGAR. In other words, if, in fact, we are depreciating
by finding new ways to cheat the system, as fast as we regulate,
why, somebody else contrives something, but you have described at
least a few of these instruments this morning, and I tried to make
notes quickly. But if you were to be a legislator and you would say,
if we stopped this instrument and this second and this third and
this fourth, we would have a better system, that would be helpful.
Then we can argue about that.

Mr. BLACK. I won’t be a legislator, but I will act like a staffer.
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Senator LUGAR. Very good. Thank you.

Chairman HARKIN. Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman. I appreciate Senator
Lugar’s questions because he went into the first area that I wanted
to go into, the issue of the naked swaps and whether there should
be greater capital behind them.

And just to wrap up on that very quickly, as I understand it, Mr.
Dinallo, up to 80 to 90 percent of the swap market is naked swaps.
Is that what you said in your testimony?

Mr. DINALLO. Yes, and you could—just parenthetically, you could
question whether credit default swap as opposed to the naked ones
is a totally oxymoronic concept because you had no risk until you
entered into the contract. In other words, you are sitting in your
home. You don’t have any exposure to the third race at Belmont
until you go to the track and place the bet. So I am not clear what
the mitigation of risk there was. It was the swap is what created
the risk.

Senator CRAPO. The one thing I wanted to clarify there is exactly
what you are talking about. When you talk about a naked swap,
are you including circumstances like you indicated in your response
to one of the questions where an individual might be long in the
stock of a company or might have receivables or something other
than the actual underlying asset to which the swap relates?

Mr. DINALLO. I think—I believe that in sort of classic insurance
law, you would consider that arguably as insurable interest, but it
is very hard to get your arms around, so it might be

Senator CRAPO. But are those situations part of the 80 to 90 per-
cent

Mr. DINALLO. Oh, yes, sir. Yes, sir.

Senator CRAPO. That is the only question I was trying to clear
up there.

Let me move on to another issue and that is an issue that all
of you, I believe, have talked about, but Mr. Black, you indicated
that one of the concerns you had with the clearinghouse approach,
not so much that you were concerned with the approach but that
it wasn’t a perfect solution, is because it does not stop losses from
buildé}ng up in the system. Am I correct that this was your state-
ment?

Mr. BLACK. Yes. During a financial bubble, you would still have
huge losses building up that wouldn’t be netted out on a daily basis
because they wouldn’t be showing up yet.

Senator CRAPO. Mr. Dinallo and Mr. Lindsey, do you agree with
that or does the clearinghouse or creating a central clearing entity
help to mitigate that buildup of loss? I thought that it would. That
is why I am asking the question.

Mr. LINDSEY. As long as the buildup of loss, as Dr. Black is
pointing out, is built up by an increase in what people believe to
be the value of the underlying asset, no, a clearinghouse doesn’t
mitigate that loss. All it does is replace counterparties with a cen-
tral clearing party.

Let me make one point, though, about this, whether we call it
naked swaps or otherwise. It is important to remember, of course,
that futures, which I believe this committee is probably well versed
in, is just a form of insurance for farmers, because a farmer can
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hedge the price associated with their crop. So if you think about
banning product or trading of activity associated with somebody
that doesn’t have an existent exposure to it, it is the same thing
as cutting out the vast majority of the futures market, which, of
course, is what drives part of the price transparency and part of
the ability to see where prices are going with agricultural futures.

I do not think that you really want to think about banning a par-
ticular product. Without a doubt, there needs to be more capital
control, more supervision and regulation associated with this prod-
uct, more transparency, and I think centralized clearing would help
a lot. It is not the answer to everything. But you don’t want to get
rid of the ability to discover price.

Senator CRAPO. Thank you very much.

Mr. Dinallo.

Mr. DiNALLO. I would disagree on one and agree on the other.
I think the futures or the farmer example is more akin to the gray
area that I discussed, where you do have exposure. It is of a second
order, but you do have exposure. You are buying some kind of in-
surance against crop failure, et cetera, or the market vicissitudes.

On the second, it is sort of—this would be the order of interest
to me. You would have a clearing corporation which would give you
some enumerocity so you would know about how much CDS was
written out there. We never knew how much had been written on
AIG, et cetera. Then you have an exchange. But I think that if you
really want to get at this issue that they are talking about, you
need to have this central clearing party—central counterparty that
has capital that is the ultimate insurance company or house
against those bets. So the capital rises, the reserved capital rises
as the values go up so then there is, in fact, something behind the
bets.

Senator CRAPO. So you are talking about not only a central clear-
ing party, but a guaranteed fund of some sort or

Mr. DINALLO. Yes, sir. Exactly.

Senator CRAPO [continuing]. That would need to be initiated, as
well. I appreciate that.

I want to move for the last 2 minutes I have here or so to an-
other issue entirely, and it gets to the suggestion that you made,
Mr. Lindsey, about the fact that we should stand behind the mort-
gages rather than to buy the toxic securities, which I tend to agree
with the notion that the plan that Congress passed was one that
basically put the taxpayer in the front position to assume a whole
lot of risk in an entire marketplace, basically, that did not nec-
essarily need to be done that way.

The question I want to get at here is what kind of losses there
are. We have talked about the fact that we have a $19 trillion real
estate asset, ownership in the United States, and if I understand
your testimony, Mr. Lindsey, something like 10 percent of that
might be—well, it is not all mortgaged and 10 percent of the mort-
gaged part of it might be in default, is that correct?

Mr. LiNDSEY. That is right. That is correct. Somewhere around
a trillion-two is in default.

Senator CRAPO. And in that context, we don’t know what—I
think the bottled water example of Mr. Black was a good example.
We don’t know what percentage of that is in each of these mort-
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gage-backed securities that the U.S. Treasury is looking at pur-
chasing, is that correct? And that is part of the reason we have the
problem in the economy, is nobody knows where it is, but nobody
is willing to buy on the bet.

Mr. LINDSEY. That is correct. There is a great deal of uncer-
tainty. You don’t know which bottle contains the contamination, so
there is a great deal of uncertainty in terms of buying any bottle.

Senator CRAPO. I guess what I am trying to get at is I agree with
the Chairman’s comment that—at least, I assume that you meant
this—that whatever we do as a government, we should try to do
so in a way so that the losses are incurred by those who engaged
in the risky behavior rather than the taxpayer. And as I look at
different options, and I have already talked myself out of my time,
but as I look at different options that the Federal Treasury has
right now, like I say, I was not convinced that the one we got on
the table was the right option. The one that you suggested, Mr.
Lindsey, I think was probably a better option, but still has the Fed-
eral Government stepping in and guaranteeing that loss, basically.
Is there a way that we could, through some kind of an equity posi-
tion, have the Federal taxpayer, instead of guaranteeing a loss or
purchasing toxic assets, have the Federal Government step in and
provide needed liquidity where it was needed but do so in a way
that we took back a very strong equity position that put the share-
holders or the prior bond holders and those who financed this risky
behavior in the position of looking at that loss?

Mr. LINDSEY. You would inherently be doing that if you didn’t
buy it back at book, right? You should buy it back at a substantial
discount from book if the lender is

Senator CRAPO. But if you do that——

Mr. LINDSEY [continuing]. The cause of the loss.

Senator CRAPO. If you do that, don’t you defeat the very purpose
of trying to put liquidity into the system?

Mr. LINDSEY. No, because they are two different things. They are
credit and liquidity. There are credit losses—they are certainly re-
lated, but they are not the same thing, and I think that if Treasury
had it to do over again, they would have done a number of the
things they have done most recently that are more specifically ad-
dressed to liquidity

Senator CRAPO. Such as the President’s announcement today?

Mr. LINDSEY. Such as that, such as—there are things that we
can do to restore the inter-bank lending very quickly that have
very little loss exposure to the public that we are now putting into
place. Some of us argued weeks ago that that should be a priority.
I mean, I am not blaming Treasury. They are in a crisis.

Senator CRAPO. Certainly.

Mr. LINDSEY. But I think that would be their view, as well, now.

Senator CRAPO. Thank you, and Mr. Chairman, I know I am way
over time, but could I allow Mr. Lindsey to answer that if he has
an opportunity, and Mr. Dinallo?

Chairman HARKIN. Go ahead.

Mr. DiNALLO. I was just going to say, I think that is what we
did when we were involved in the AIG transaction. To a large ex-
tent, that is what we did. The Federal Government extended a fair-
ly usurious loan to AIG to give them time to unwind the value in
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the insurance companies because of sort of the sins of the holding
company and the hedge fund that was attached to AIG, and those
have been kind of wiped away and equity is going to get, you know,
not a happy day and the notes. But ultimately, the value of the pol-
icy holders is being saved. The value there is being saved through
essentially a timing, sort of a temporization through the loan, and
then the equity ownership, so that people of the country may get
a lot of upside from what gets released in the insurance operating
companies through those sales, but at least there is some participa-
tion in the upside, yes.

Senator CRAPO. That is my understanding, too.

Dr. Lindsey.

Mr. LINDSEY. Well, I think that in part, that it is probably late
to try to do something that doesn’t involve government funds here.
One of the things, though, that I don’t think has gotten a great
deal of focus is that there is going to be a little bit of a feed-forward
effect associated with this because under the Basel capital stand-
ards, banks were taking capital charges based on the historic per-
formance of loans. Now, the historic performance of loans and their
extensions of credit against those things are going to raise dramati-
cally. They are going to have to hold more capital to offset that
under the Basel capital standards. So you have a buildup of the
need of more capital in the system.

Senator CRAPO. Thank you. Mr. Chairman, I am sorry to go on
so far.

Chairman HARKIN. Good questions.

Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman. We all learn from
those good questions.

I had several questions and I thought I would just throw them
out and then maybe you all could answer whenever. Mr. Dinallo,
I know that you mentioned Governor Patterson had announced
that New York would take some steps to regulate the credit default
swaps but also made it clear that Federal assistance was going to
be necessary. Maybe you could at some point outline the Governor’s
plan that he is going to be taking and how you think that the Fed-
eral Government should respond.

Dr. Lindsey, you mentioned, as was talked about, the purchasing
of those derivative contracts which have those mortgages under-
lying them and that the Treasury should take over ownership from
defaulting mortgages and guarantee that original mortgage pay-
ment. I would just be interested, since it is something that you do
advocate—I think it is a plan from a colleague of yours or at least
somewhat like that—what you think the drawbacks of that pro-
posal, what would be your cautions to the proposal that you rec-
ommend, and how long when you talk about—I think none of us,
we are such a society of immediate gratification, we all want to just
take a pill and all be better and it is going to take time for much
of this to unravel and to figure out how we are going to right our-
selves and whatever we invest in it, but allowing the market the
time to right itself, as well. I would just be curious to know how
much time you would think a proposal like that would take to im-
plement.
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And then, last, in the SEC Chairman Chris Cox’s testimony be-
fore the Senate Banking Committee, his quote was that there is a
regulatory hole that must be immediately addressed to avoid seri-
ous consequences. The $58 trillion notional market in credit default
swaps, double the amount outstanding in 2006, is regulated by no
one. Neither the SEC nor any regulator has authority over the
CDS market, even to require minimal disclosure to the market. I
know Mr. Cox, he has certainly been under tremendous scrutiny,
as well, but he is the cop on the beat and when he says that we
need someone on patrol, I mean, my question is, who is on patrol
and is there anybody monitoring these?

You mentioned, Dr. Lindsey, that—at least I gathered from your
comment that you didn’t think that it was necessary to go back and
review these instruments or these products and how they were de-
vised. I can’t help but remember watching “Dr. Zhivago” with my
dad and his comment to me was, “If you don’t understand history,
you are doomed to repeat it,” and how important it is for us to un-
derstand, if we are going to regulate, to better understand how
these came about and where are the places where regulation makes
sense, or transparency.

I mean, you are saying that the SEC has the ability to do some
of that, but why didn’t they? Who was not there? Why did they not
get looked into? If the books—I mean, what are the procedures
thel:?e that have to happen in order for some of those things to hap-
pen?

So I don’t know. I mentioned Chairman Cox’s comment because
I know here we are having this hearing right here, and I certainly
defer to Chairman Harkin in terms of what legislation may be com-
ing around the bend, but we want to make sure from Congress’s
standpoint that we address all the concerns that are out there in
the public, particularly for our constituency, and if the purpose of
a credit default swap is to manage risk, which is what we are—
I mean, it is an insurance in terms of risk, the CFTC has had a
long history of policing risk management markets and that has
been their responsibility. I don’t know if you have an opinion as to
whether or not that is an appropriate place or not to go. So those
are my questions.

Mr. LINDSEY. Well, let me try to take some of them, anyway.

Senator LINCOLN. Sure.

Mr. LINDSEY. I would start with the fact that, of course, under
the CEA, the CFTC has sole jurisdiction over OTC derivative con-
tracts, and then under the 2000 Amendments to the CEA, there
were specific exemptions that were granted which included, as I re-
call, specifically enumerating credit default swaps as one of those
exemptions.

So in some part, I would argue, and being an ex-SEC person, I
guess I would argue that it seems strange for the SEC to ask for
jurisdiction over something that lies within the CFTC’s jurisdic-
tional authority. So indeed if there is a change of view associated
with that, it would strike me that the CFTC might be the appro-
priate place to house that authority and that responsibility for
oversight of the OTC derivative market.

In terms of the SEC looking, and what I think I was addressing
at the time when I said that I don’t think it makes very much
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sense to go back and look at models from three or 4 years ago and
try to figure out how people priced and conducted the instruments
at that point in time, that was not meant to say that if we think
that there was accounting fraud, and I have no reason to believe
that there was, that that shouldn’t be investigated, and clearly the
SEC has that jurisdiction and can go ahead and do that.

But remember, fraud is only something that you can discover
afterwards. It is very difficult to discover it a priori and it is also
extremely difficult to discover it contemporaneously. We don’t have
a regulatory system where SEC accounting staff are sitting in each
and every reporting company, checking every line item associated
with their accounting reports, and I don’t think we want a system
like that. So that would be my answer to those things.

In terms of the——

Senator LINCOLN. Of course, that is the same thing with the
CFTC. I mean, they don’t regulate over-the-counter trades as they
are occurring. It is only after the fact.

Mr. LINDSEY. Exactly.

Senator LINCOLN. Right.

Mr. LINDSEY. But at the same time, of course, you can provide
oversight and some form of prudential supervision for the compa-
nies that are engaged in that type of activity. I always come back
to the fact that transparency, capital, and some way of mitigating
the counterparty risk, which is the centralized clearing organiza-
tion, really would have prevented or resolved many of the types of
issues that we have seen. Now, we have a problem where we are
trying to get ourselves out of a hole that we have dug over time.
The proposal—

Senator LINCOLN. Well, the list of things that you just men-
tioned—so in essence, you are just saying that they should be bond-
ed.

Mr. LINDSEY. Well, bonded is really a form of insurance and you
are——

Senator LINCOLN. But that is what you are—I mean, if they have
to establish capital and they have to be able to say, we can insure
ourselves, we can

Mr. LINDSEY. Well, it is

Senator LINCOLN. We are credit worthy.

Mr. LINDSEY. It is what Mr. Dinallo has mentioned many times.
An insurance company, of course, is making a bet that, if it is a
life insurance company, that you are going to pay them more
money than they are going to have to pay you before you die, if we
want to call that a bet, which in many cases it is. What we have,
of course, is an insurance company is required to keep capital asso-
ciated with its diversified pool of bets against people’s lives. So
what you want is for these companies to have to hold capital that
are associated with the transactions that they are engaged in, that
are sufficient to protect in normal times the activity that they do.

I agree with Dr. Black that many of the uses of these products
have to do with ways of reducing capital for organizations and to
some extent decreasing the transparency in the market.

Senator LINCOLN. Do you have any suggestions of what we can
do to help along the lines of what you intend to do in New York?
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Mr. DINALLO. Yes. Let me—so, Senator, I will just lay out quickly
what I think the Governor was saying and what the plan is. He
announced that there was a section of the market, which I think
we all agree is some kind of insurable interest and form of insur-
ance. I think he showed a leadership in saying we are willing to
take responsibility for this because someone has to step up and
start talking about it and frame the dialog.

Subsequently, others said that they wanted to have other ways
of doing it, whether it was Chairman Cox or now you hear stories
that the Federal Reserve is sort of trying to drive some of the solu-
tions we have talked about today. And the Governor subsequently
said that he would be very interested in cooperating and trying to
be part of a holistic solution. Nobody wants to segment the mar-
kets. It is not healthy for anyone, and I don’t think that that was
the intent. It was an intent to kind of get to where we are today,
which is a really kind of robust, quick discussion about how to do
it.

Bonding is a very kind of insightful way of saying it. You are 100
percent right. That is why there used to be laws against doing it
in a completely unbonded or naked way, because—and I just want
to underscore that these bucketshop laws we talk about, they are
not about, like, the racetrack and stuff. This was about securities
betting. I mean, they were written for what we are talking about
today. It is not like a misapplied gambling law, you know. It hap-
pened before, almost exactly 100 years ago today. This is about as
“Dr. Zhivago” as you are going to get.

Senator LINCOLN. Thank you.

Mr. DINALLO. You are welcome.

Senator LINCOLN. Thank you, Mr. Chairman.

Chairman HARKIN. All right. We will try to do one more round
of 5 minutes each.

In 2002, Warren Buffett, I think we all know who he is, said and
I quote, that derivatives are financial weapons of mass destruction.
In fact, as early as 1981, Mr. Buffett had written about the dangers
of derivatives.

So I want you each to comment on that statement, that they are
financial weapons of mass destruction, if you agree or disagree. I
guess if you agree, and if 80 to 90 percent of these credit default
swaps are naked swaps, bets, why don’t we just outlaw them? In
my reading of the history of derivatives, these derivatives were con-
jured up not to meet a pressing need in the marketplace. They
were conjured up to make money on money. And so if that is the
case, and they have been touted as reducing risk, but as we have
seen, they have actually increased the risk, the systemic risk to the
whole society, so are they financial weapons of mass destruction?
If so, why don’t we just ban them?

Mr. Dinallo.

Mr. DiNALLO. I think that in a completely unregulated,
uncapitalized, opaque way, they are weapons of mass destruction.
They are even actually a little more insidious than that because
they have kind of a plague-like way about them that we are discov-
ering, where no one knows which bottle has it in it. So you can’t
even necessarily come to quick solutions.
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I don’t believe that Mr. Buffett meant that all credit default
swaps are inherently wrong. I think, in fact, some of his insurance
businesses use them. There are appropriate uses for them. They
are usually done with a lot of capital behind them when done cor-
rectly, or there may be areas which we have discussed today where
they are almost necessary because there is no other way—let us be
clear about one thing. If you talk to people who you would other-
wise respect, I think, they will tell you there is no other way to—
this is not a bad word—to short the bond market, to short the cred-
it market.

In other words, we seem to be comfortable with us shorting the
equity market. We seem less comfortable with naked shorting of
the equity market, and it is still outlawed, I think, as of today. It
used to be outlawed. But we have no way of shorting, in a sense,
the bond or credit market. So I don’t think there is anything wrong
with that, but I think that you have to get down to what you are
really doing and you have to have the appropriate mechanisms in
place, like the ones we have discussed today.

Chairman HARKIN. Dr. Black.

Mr. BLACK. Well, it is——

Chairman HARKIN. My question again is, are they financial
weapons of mass destruction and should we just ban them, ban the
trading in them?

Mr. BLACK. The problem is the use of the word “they.” There are
many financial derivatives. Some of them are very useful. So prime
mortgage-backed securities are a pretty useful thing. Futures and
forwards the way farmers have used in many countries for hun-
dreds of years are often constructive things. Interest

Chairman HARKIN. That is hedging with a commodity that has
to be delivered, Mr. Black. That is not a derivative.

Mr. BLACK. It is a derivative, but it is real hedging.

Chairman HARKIN. That is right.

Mr. BLACK. So it is not that it is a derivative, it is that it is—
is it being used as a real hedge? Real hedges are often valuable and
some of the real hedges, like an interest rate swap, is a derivative.
These are all derivatives definitionally.

So I would ask the question slightly differently, and like Mr.
Dinallo, I think that Mr. Buffett would say the same thing, that
where you have real hedges that perform, where it is the dog wag-
ging the tail instead of the tail wagging the dog, then there is a
role for these things.

But if you take this analogy—you know, dogs and other big ani-
mals that run fast have tails for a good reason. They have got to
change, and the tail is the counterbalance, right, and it serves a
useful purpose when it works in coordination with the animal.
What happens when the tail just starts swinging crazily? All kinds
of volatility. The dog careens left, right, bounces into walls, falls
over, and things like that. What happens if the tail actually drives
the dog? It has got a consistent bias, right? The dog will spin in
circles and you will get nowhere with your real economy.

And that is what can happen when derivatives become dominant
and you lose sight of, hey, this is only supposed to be relevant to
help the farmer who has a timing problem with cash and has a risk
problem because the rain and the sun are quite—not under his or
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her control. Once we lose sight of that and the derivatives become
the economy, become much bigger than the economy in many ways,
then we will either wildly go crazy or we will run in circles and
we will lose our productive edges. Our best and brightest people
don’t go into figuring out how to make good products.

Chairman HARKIN. Dr. Lindsey.

Mr. LINDSEY. So, in fact, while that is an oft-quoted remark by
Mr. Buffett, what is not often followed on is the second part of
what he said, which was that is if they are misappropriately used.
That is not an exact quote, but basically he says that they are
weapons of mass destruction if they are not used for appropriate
reasons and appropriate purposes. That was not intended, I think
on his part, to be a universal condemnation associated with OTC
derivatives.

I would point out, of course, to bring it back to the futures mar-
kets, about 80 percent of the activity in futures markets is specula-
tive activity, as that word is used. It is not farmers hedging. It is
people that are trading futures to try to make money on futures.
That is not a lot different than what we have been talking about
with this particular market, and many futures contracts, as I am
sure the Chairman knows, are indeed cash settled. Not everything
is a commodity delivered against the contract.

Chairman HARKIN. Very few, as a matter of fact. Thank you very
much.

Senator Lugar.

Senator LUGAR. Mr. Chairman, I will pass and wait for the next
panel.

Chairman HARKIN. Okay, thank you.

Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman.

I would like to go back to this notion of transparency. We always
say that word and I often wonder what we mean. Would each of
you discuss just briefly—I think we have all agreed that we need
more transparency. What does that mean? What should we do?
And when I say “we,” I don’t mean just the Congress. If it requires
a Congressional act, I would like you to tell me that. If it requires
a regulatory act or something else, I would appreciate that, as well.
But what do we need to do to make sure we have the appropriate
transparency in this market?

Mr. Dinallo.

Mr. DINALLO. I think—I am not sure I can mechanically tell you
how these exchanges should work, but I will tell you some of the
earmarks that would help. You had until you come up with a solu-
tion sort of an unbridled assignability of these contracts, so you
could sort of send it to anyone. So you might do a CDS with a
counterparty, but eventually through assignment it would end up
with an entirely different counterparty and that is kind of one of
the issues I said about insidious. They end up in places that no one
knew that they were going to end up in. It is very hard to track
them down and it is very hard to know which is going to be the
f\{veeik link in the chain, therefore, that will start the run of de-
aults.

The second thing is I think it is incredibly important, is we have
no idea how much credit default swaps are written on any par-
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ticular company, municipality, or credit issuer. I just think that
is—of the $63 trillion, I can’t tell you how much was written on
AIG. I can tell you how much AIG wrote out of the Financial Prod-
ucts Division. I think it, like, about $460 billion or so. But I can’t
tell you, of the weapons of mass destruction, how many were point-
ed at AIG.

And the reason that is important is I believe—I wasn’t in the
Treasury’s mind, but I assume that when they decided to help AIG
in coordination with us and when we decided to help the bond in-
surers, like MBIA and Ambac, part of our fear of letting them file
for bankruptcy or putting them into what is called rehabilitation on
the State side, was that no one would know how much was going
to be triggered in CDSs and what the worldwide cascading effects
of that were going to be. That, to me, is just—of all the things to
me, that is just one of the most unacceptable states that we are in,
that regulators can’t tell you what the implication is going to be of
financial services failures.

Senator CRAPO. Mr. Black.

Mr. BLACK. The only thing worse than no data is bad data that
you think is good data. It is the old line about it is not the things
you don’t know that cause really big crises, it is the things you do
know that aren’t true. So transparency has at least those two ele-
ments, not simply that there is reporting, but that there is reliable
reporting.

And Warren Buffett has another famous line and that is directly
relevant to our discussion, and that is that this isn’t mark to
model, this is mark to myth. So we need to know those models, and
I would disagree a bit from my colleague and say we have strong
reasons to believe that there is very substantial accounting fraud
because we have massive incidents of fraud in the underlying, and
it was not reflected in the value of those institutions. And that is
why we have failure after failure.

I was a government witness for OFHEO in the Fannie Mae case
against the former senior managers. There was real life accounting
fraud at Fannie and Freddie, but those were investigated. In gen-
eral, the Securities and Exchange Commission has not chosen re-
cently to investigate these very well.

And again, please don’t focus just on CDS.

Senator CRAPO. Certainly.

Mr. DINALLO. The collateralized debt obligations, the structured
finance, are vastly more complex than credit default swaps. And
while I have you, the thing called dynamic hedging, which is also
done with financial derivatives, the Federal Reserve has long
warned poses great systemic risk. This is not the perfect storm.
Many more things could have hit at the same time and will unless
we clean this up.

Senator CRAPO. That is very comforting to hear.

[Laughter.]

Mr. DiNALLO. As I say, when my area is hot, it is bad for the
world. I am a criminologist.

Senator CRAPO. Thank you.

Dr. Lindsey.

Mr. LINDSEY. Well, in part the disclosure, of course, has to reflect
into the marketplace what the overall exposure is, and that expo-
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sure has to not only include the notional amount that a corporation
is exposed to, but the diversification of that portfolio, how many
counterparties they are exposed to, what future payments they
might expect to have to make if they have written default protec-
tion, and what offsets there might be associated with that, along
with an enumeration to some extent of the purposes and reasons
that they have increased it.

That would at least give some insight into the overall growth.
Part of the problem associated with credit default swaps, and in-
deed with some of these other products, is that there is not a clear
idea of what the total overhang is in the market. You have no idea
how many of these contracts are really written, and when you are
writing contracts with the counterparties, what they have. So you
might care a great deal about whether or not the person that is on
the other side of the trade is highly indebted to a great number of
these other trades.

Senator CRAPO. Thank you.

Mr. BLACK. Can I just say one thing that hasn’t been mentioned?
Unless you get a handle on the offshore stuff, you are never going
to get this done. The tax havens also serve as ways of keeping
opaque key information in financial derivatives, and unless we
crack down on that, you will not get transparency.

Chairman HARKIN. Senator Lincoln.

Senator LINCOLN. Well, Mr. Chairman, that kind of leads into
the last question I wanted to ask, and that is that when we talk
about the weapons of mass destruction or whatever and should
they be eliminated, the cat is kind of out of the bag here. I mean,
if this is a product that the market has for whatever reasons, good,
bad, or ugly, chosen to design or even patent in a way, I mean, the
key for us is to look for a window to be able to see these products,
because, I mean, I am assuming, and maybe I shouldn’t, and you
all should tell me differently if not, that this business could just as
easily be practiced somewhere else and probably is. I mean, the
ability to leverage all of this risk and to use it as a product is some-
thing that globally is going to happen anyway, is it not?

Mr. LINDSEY. Well, I think you made the point earlier, Senator,
that we are now in a global economy——

Senator LINCOLN. Yes.

Mr. LINDSEY [continuing]. And there is nothing when it comes to
financial products that cannot easily be moved elsewhere. At the
same time, I am not advocating that we have what could end up
being a race to the bottom in terms of regulatory oversight because
you can always find a regulatory jurisdiction that is going to be
less onerous than almost any scheme that we ever want to choose
to have here in the United States.

We can, however, regulate those entities that do business in our
markets and do business—are registered, reporting companies in
our marketplaces, and we should. And we can have—accounting ac-
tually is on a consolidated basis. It does take into account what is
done in the legal entity offshore. If, however, special purpose vehi-
cles or other types of mechanisms are used to take something off
a company’s books, that is much harder to get to.

FASB has been trying to get closer and closer to having accurate
reporting associated with these types of instruments and these
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types of vehicles. We still have a long way to go, but there is that
delicate balance about how do you maintain a viable business activ-
ity that we can see and we can regulate from U.S. jurisdiction.

Senator LINCOLN. Well, it seems to me that we have to keep that
in mind, that there are international markets where there is going
to be a lot that goes on. But kind of what you are saying is that
the biggest asset we have is the U.S. customer, because that is
what everybody out there wants, isn’t it?

Mr. LINDSEY. The biggest asset we have is the U.S. customer,
and I would argue that another asset that we have is the U.S. reg-
ulatory system, which does tend to protect our investors. It doesn’t
work perfectly, but it works better than many other regulatory sys-
tems.

Senator LINCOLN. Which, in other words, people are going to see
us hopefully, if we can come forward with the types of regulation
and oversight and transparency that needs to happen, then we
would be seen as the most dependable market and probably there-
fore the most likely market that people would want to come to.

Mr. LINDSEY. That is a strategy that we have relied on for the
better part of a century, yes.

Mr. DINALLO. There are two points about that. Overseas is some-
times overrated if you are also worried about having your contracts
enforced. So a lot of reasons that people do the business and de-
mand that they often have New York, for instance, as their ref-
erence point for contract disputes is there is a certain certainty in
dispute resolution, which is very valuable in this area.

The second is while you are correct they could be doing it off-
shore somewhere, as you confront this as a regulatory regime, I
think what is going to happen, it is pretty clear to me, you are
going to have the Fed or Reserve, other regulators, but there are
only maybe two or three that would capture all the major banks
in the world. Those are the ones that essentially are the counter-
parties for this. And if you tell them, in essence, you either put it
on this exchange and get better capital treatment, but if you do it
off-balance sheet, we are going to kill you on capital treatment,
they are going to put it in the exchange, in part because they are
going to have the guarantees, the things that we listed before, dis-
pute resolution, a guaranty fund, event determination. They actu-
ally want that. It becomes much more efficient and cheaper to do
it on the exchange than do it off-balance sheet, so to speak.

So I actually think there is a way to do this that will come about
either through an exchange or some kind of a central counterparty
set-up that will basically crush down most of the off-balance sheet
transactions.

Senator LINCOLN. Thanks, Mr. Chairman.

Chairman HARKIN. Senator Crapo had a follow-up.

Senator CRAPO. Thank you. I just had one last question of Dr.
Black in helping me get my head around this notion of what the
asset value of these assets are in the country. You indicated that
there was a 40 percent level of fraud in the subprime mortgage
origination industry, is that correct?

Mr. BrACK. In subprime and alt-A, that is what the Fitch re-
views showed of just the document review.
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Senator CRAPO. So 40 percent of the mortgages that were origi-
nated in that area had some type of fraudulent activity?

Mr. BLACK. Obvious from simply reading the file. So I am saying
the incidence is going to be higher than that.

Senator CRAPO. Okay. And the question I have is, is there a par-
ticular type of fraud that is most prevalent there, for example,
over-valuation of the asset? Is that the fraud we are talking about,
or are we talking about something else?

Mr. BLACK. Two are most common. One is inflating the appraisal
ancz1 the second was often whether you were going to be owner-occu-
pied.

Senator CRAPO. All right. Thank you very much.

Chairman HARKIN. I thank the panel very much. This has been
very enlightening and very informative, somewhat provocative, and
I realllly appreciate your input on this as we move ahead. Thank
you all.

Mr. BLACK. Thank you.

Chairman HARKIN. If we could, we would like to call our second
panel to the table, Mr. Ananda Radhakrishnan, who is Director of
the Division of Clearing and Intermediary Oversight for the Com-
modity Futures Trading Commission; Mr. Terrence Duffy, Execu-
tive Chairman of the CME Group; Mr. Robert Pickel, Chief Execu-
tive Officer of the International Swaps and Derivatives Association;
and Mr. Johnathan Short, General Counsel for the Intercontinental
Exchange.

[Pause.]

Chairman HARKIN. Excuse me. Again, thank you very much for
being here and thanks for your patience. As you can see, we had
a lot of questions of that last panel and I am sure we are going
to have a number for this panel, also. We will go in order and ask
if you could summarize your statement in five to seven minutes. As
I said before, your statements will be made a part of the record in
their entirety and we will just go in the order I called.

First, we will call on Mr. Radhakrishnan—I hope I pronounced
that correctly

Mr. RADHAKRISHNAN. Yes, sir.

Chairman HARKIN.—Director of the Division of Clearing and
Intermediary Oversight of the U.S. Commodity Futures Trading
Commission.

STATEMENT OF ANANDA RADHAKRISHNAN, DIRECTOR, DIVI-
SION OF CLEARING AND INTERMEDIARY OVERSIGHT, COM-
MODITY FUTURES TRADING COMMISSION

Mr. RADHAKRISHNAN. Thank you. Good morning, Mr. Chairman
and distinguished members of the committee, and thank you for
the invitation for me to discuss risk management for financial de-
rivatives.

Mr. Chairman, as you and members of the committee here have
spoken about in your opening statement, I think you have ade-
quately framed the magnitude of the problem here, so I will confine
my remarks to clearing and how clearing could prove to be a solu-
tion for some of the problems.

As Senator Lugar mentioned in his statement, the benefits of
clearing is that it brings a central counterparty to both sides of the
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transaction. It guarantees the performance on an obligation to both
the long and the short on the contract and, assuming that the
clearinghouse does risk management properly, it brings a lot of
benefits to derivatives.

As the committee is aware, the CFTC and the clearinghouses
that it regulates have experience in clearing. Congress specifically
gave us the authority to regulate clearinghouses in the CFMA and
Congress gave us 14 core principles by which to oversee clearing-
houses. Since 2000, we have seen a tremendous explosion in the
number of contracts traded and listed and there has been no issue
with clearing in the regulated markets, or the markets that we reg-
ulate.

I should mention that clearing, while it may prove to be a solu-
tion, is not a panacea to all evils because the issue is you are going
to be clearing a whole bunch of transactions that are already out
there, that are already in existence, and the issue is what kind of
risk the clearinghouse is going to take. But clearing does bring ben-
efits.

It brings, as I mentioned, the concentration of risk within one
clearinghouse, or within one central counterparty. It brings the
benefits of credit intermediation. It brings, certainly in the instance
of clearinghouses regulated by us, it brings the benefit of twice-
daily marking to market of all open positions and the settlements
of losses and the resulting gains after the mark to market process
is done. In fact, just yesterday, the Chicago Mercantile Exchange
set a record for the amount of settlements that it moved, some 16
or 18—$18 billion, if I am not mistaken, and there was no hitch
in that process.

The other thing that clearing will produce, or the other benefit
that it could produce for the CDS market is as members of this
committee are well aware, there is an issue with processing of
these transactions. I have attended meetings at the New York Fed
and I believe it is fair to say that nobody knows, not even the deal-
ers know the amount of deals that are done with each other. It has
been well documented that the New York Fed has been trying to
get the dealers to come to a solution, but so far, none has been
forthcoming. And this is an issue because if you don’t know what
your exposure is to each other, then you might get an unpleasant
surprise when you eventually do find out what your exposure is.

So the benefits of a centralized clearinghouse is that it aids in
the processing. In the futures industry, trades are processed within
30 seconds to a minute after which they are done and they are
marked to market and settled at the end of the day.

As this committee is aware, under existing law, any derivatives
clearing organization that is registered with the CFTC may clear
any OTC derivative without further regulation. Pursuant to the
CEA, the CFTC regulates DCOs and has the mandate to ensure
that the financial integrity of transactions subject to the CEA and
to avoid systemic risk. As I mentioned, we have 14 core principles
by which we regulate DCOs.

Although DCOs do not need pre-approval from the CFTC to clear
OTC derivatives, they do need advance approval if they wish to
clear them in the customer segregated fund account. And, in fact,
two DCOs have sought such approval from the CFTC, the New
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York Mercantile Exchange in 2002 and the Chicago Mercantile Ex-
change in 2004, and in both instances, they did receive permission
to co-mingle the funds associated with OTC derivatives with the
funds associated with regulated futures contracts. In fact, we have
seen that the amount of activity in the New York Mercantile Ex-
change, particularly in the clearing of energy derivatives, has risen
quite substantially.

So in conclusion, members of the committee, the CFTC is com-
mitted to working with Congress and other financial regulators to
move toward a solution that balances the need for responsible inno-
vation in risk management solutions with protecting customers and
managing counterparty risk. We thank you for your leadership and
we look forward to participating fully with Congress, and I will be
pleased to answer any questions that you may have. Thank you.

[The prepared statement of Mr. Radhakrishnan can be found on
page 105 in the appendix.]

Chairman HARKIN. Thank you, Mr. Radhakrishnan.

I also have a statement from Commissioner Dunn, which I would
insert in the record at this point, in support of your testimony.

[The prepared statement of Mr. Dunn can be found on page 118
in the appendix.]

Mr. RADHAKRISHNAN. Thank you.

Chairman HARKIN. Next, we will turn to Mr. Terrence Duffy, Ex-
ecutive Chairman of the CME Group. Mr. Duffy, welcome.

STATEMENT OF TERRENCE A. DUFFY, EXECUTIVE CHAIRMAN,
CME GROUP, CHICAGO, ILLINOIS

Mr. DUrry. Thank you, Chairman Harkin. I want to thank the
members of the committee for having us today. You asked us to
discuss the role of financial derivatives in the current financial cri-
sis.

Financial derivatives cover a very broad array of product types.
They include regulated futures contracts, collateralized obligations
packaged as securities, including subprime mortgage obligations,
and pure vanilla swaps that are unregulated versions of futures
contracts.

Dozens of scholarly books and articles, as well as numerous class
action and shareholder lawsuits, have attempted to answer your
question. There seems to be a consensus that financial crisis is not
a consequence of these instruments. It is linked to other factors, in-
cluding distribution, collateralization, risk management, and trad-
ing and accounting for financial derivatives in the unregulated
over-the-counter market.

Financial derivatives are tools for managing a firm’s risks. Like
all tools, they are neither beneficial nor harmful in themselves. The
dire consequences have occurred in the OTC market, where there
has been a lack of price transparency and a failure to properly
measure and collateralize the risk of those instruments.

In stark contrast, trading in financial futures on regulated fu-
tures markets subject to the oversight of the Commodity Futures
Trading Commission has been a net positive to the economy. It has
caused no stress to the financial system and has easily endured the
collapse of one and near collapse of two firms that were very active
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in our markets. This is a record of which this committee, the
CFTC, and our industry can be justifiably proud.

When Lehman Brothers filed for bankruptcy last month, no fu-
tures customer lost a penny or suffered any interruption in their
ability to trade. The massive proprietary positions of Lehman were
liquidated or sold with no loss to the clearinghouse and no disrup-
tion to the market. This tells us that our system works in times
of immense stress to the financial system.

Rather than looking back and trying to blame the unregulated
market, we want to move forward. Let me explain how we are
planning to help alleviate the risks to the economy current rep-
resented by the almost $600 trillion in outstanding notional value
of OTC swaps.

We are in the process of offering a means to convert a significant
portion of outstanding OTC interest rate swaps into regulated ex-
change traded futures. If the dealers and their customers accept
this program, we expect that we will see standardization of these
outstanding contracts. In addition, our clearing system will permit
a multilateral netting process. This process will reduce the out-
standing exposure on the instruments submitted to the clearing
system by a factor of at least five. Coupled with this reduction, an
appropriate mark to market and CME’s margining expertise, and
we are one step closer to coming to grips with this monster.

I particularly want to focus on our plans to play a role in the
credit default swaps market. The CDS market has grown because
credit derivatives permit allocation and realignment of credit risks.
These instruments are tremendously valuable financial tools if
used properly. However, the individual and systemic risk created
by the rapid growth of such contracts has been poorly managed.
This mismanagement is due to several factors: Lack of trans-
parency pricing; lack of standardization contract terms; lack of
multilateral netting; and lack of other advantages that flow from
an integrated trading and central counterparty clearing system. By
not having these in place, we have compounded risk and driven un-
certainty in the CDS market, which has a gross exposure of about
$55 trillion.

There is a solution. CME Group and Citadel Investment Group
offer an effective method to monitor and collateralize risk on a cur-
rent basis. It is estimated that portfolio compression by netting
could shrink the $55 trillion exposure by a factor of ten. This will
help reduce systemic risk and enhance certainty and fairness for
all participants. We are working with the New York Federal Re-
serve, the CFTC, the SEC, to find a way to bring our solution to
market quickly. We are encouraged that the regulators are highly
motivated to contain the problem without delay. If they continue to
work together, we feel that we will be able to eliminate the juris-
dictional and regulatory uncertainties that might otherwise delay
a solution.

I want to thank the committee for holding this hearing today and
I look forward to answering your questions. Thank you, Mr. Chair-
man.

[The prepared statement of Mr. Duffy can be found on page 81
in the appendix.]
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Chairman HARKIN. Mr. Duffy, thank you very much for that tes-
timony and for being here.

Now we turn to Mr. Robert Pickel, Executive Director and CEO
of the International Swaps and Derivatives Association. Mr. Pickel?

STATEMENT OF ROBERT PICKEL, CHIEF EXECUTIVE OFFICER,
INTERNATIONAL SWAPS AND DERIVATIVES ASSOCIATION,
INC., NEW YORK, NEW YORK

Mr. PiCKEL. Senator Harkin and members of the committee,
thank you for inviting ISDA to testify here today before the com-
mittee on the role of financial derivatives in the current financial
crisis. ISDA, which represents participants in the privately nego-
tiated derivatives industry, has over 830 member institutions from
56 countries. These members include most of the world’s major in-
stitutions that deal in privately negotiated derivatives, which they
use to manage their financial market risk inherent in their core
economic activities. Among other types of documentation, ISDA
produces definitions related to credit default swaps.

Credit derivatives serve multiple uses. A CDS can be used by the
owner of a bond or loan to protect against the risk that a borrower
won’t make good on his promises. A CDS can also be used to hedge
against other risks related to the potential default of a borrower,
or CDS can be used to express a view about the health of a par-
ticular company or the market as a whole.

An investment fund might believe that there will be a large num-
ber of corporate bankruptcies in the future. In order to meet its fi-
duciary duty to invest its clients’ money prudently, the fund might
seek to generate returns during those bankruptcies by purchasing
credit protection on one or more companies the fund believes are
most likely to default.

Use of credit derivatives in this manner is similar to someone
who sells wheat futures or buys put options on a security when
they don’t own the underlying wheat or shares. In each case, the
idea is to maximize profits from a decline in prices. These are dis-
tinct from the securities such as asset-backed securities and
collateralized debt obligations which the first panel talked about,
and I would be happy to talk more about some of those distinctions.

The last several weeks have seen major credit events. Fannie
Mae and Freddie Mac, two of the world’s largest issuers of debt,
were taken into government conservatorship. Shortly thereafter,
Lehman Brothers, one of the largest OTC derivatives dealers, filed
for bankruptcy. Then Washington Mutual likewise filed for bank-
ruptcy protection.

All of the above companies were referenced under a large num-
ber of credit default swaps. They also tended to be counterparties
to a large number of other types of derivatives trades. Despite de-
faults by these firms, the derivatives markets and in particular the
CDS market has continued to function and remain liquid. This is
true even while other parts of the credit markets have seized up
and the equity markets have declined precipitously. Credit deriva-
tives remain one of the few ways parties continue to manage risk
and express a view on market trends.

Under U.S. law, the counterparties to a failed firm like Lehman
Brothers are able to net out payments owing to and from the bank-
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rupt counterparty without having to wait for a bankruptcy judge
to resolve all claims. The failure of this large Wall Street firm has
not caused the failure of its derivatives counterparties. That risk
was contained because of the prudent structure of insolvency law
in the U.S. and the apparently sensible collateral requirements of
Lehman’s counterparties.

As has occurred in previous credit events, ISDA held an auction
to determine the cash price of the outstanding debt of Fannie,
Freddie, and Lehman. These auctions were done according to well-
established procedures and resulted in the successful settlement of
the outstanding CDS trades on these three companies. As has oc-
curred in the case of previous credit events, participants in the
CDS business have seen their trades settled in an orderly fashion
and according to swap participants’ expectations.

There is little dispute that ill-advised mortgage lending coupled
with improperly understood securities backed by those loans are
the root cause of the present financial problems. It is also true,
however, that recent market events clearly demonstrate that the
regulatory structure for financial services has failed. Laws and reg-
ulations written in the 20th century need to be changed to account
for 21st century markets and products.

An in-depth examination of the U.S. regulatory structure is war-
ranted and is, in fact, instructed by the rescue bill passed recently
by Congress. In this examination, it is ISDA’s hope that the facts
surrounding OTC derivatives and the role they continue to play in
helping allocate risk and express a view on market activity will
highlight the benefit of derivatives and of industry responsibility
and widely applied good practices.

Thank you, Mr. Chairman, and I look forward to your questions.

[The prepared statement of Mr. Pickel can be found on page 100
in the appendix.]

Chairman HARKIN. Thank you very much, Mr. Pickel.

Now we turn to Mr. Johnathan Short, Senior Vice President, Sec-
retary, and General Counsel of the Intercontinental Exchange.
Welcome, Mr. Short.

STATEMENT OF JOHNATHAN SHORT, GENERAL COUNSEL,
INTERCONTINENTAL EXCHANGE, ATLANTA, GEORGIA

Mr. SHORT. Chairman Harkin, Members Lugar, Crapo, and Lin-
coln, thank you very much for the opportunity to be here today.
ICE is very appreciative of the opportunity to appear before you to
discuss the role of credit derivatives in the financial markets and
discuss ICE’s efforts, along with those of other market participants,
to introduce transparency and risk intermediation into the OTC
credit markets.

Like CME, ICE is proud to be working with the Federal Reserve
Bank, the Commodity Futures Trading Commission, and the Secu-
rities and Exchange Commission on these efforts that are vital to
the health of our financial markets and believe that we have im-
portant domain knowledge to bring to bear to this effort. As back-
ground, ICE operates three regulated futures exchanges, ICE Fu-
tures U.S., ICE Futures Europe, and ICE Futures Canada, to-
gether with three regulated clearinghouses.
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ICE recently acquired Creditex Group in August of 2008. Found-
ed in 1999, Creditex is a global market leader in the execution and
processing of credit derivatives. In the last few years, Creditex has
worked collaboratively with market participants on a number of
important initiatives which directly address calls by regulators,
most notably the Federal Reserve Bank of New York, for improved
operational efficiency and heightened transparency regarding risk
exposures in the credit derivatives market.

In 2005, Creditex helped to develop the ISDA cash settlement
auctions, which are the market standard for credit derivative set-
tlement, and have long been used—or, excuse me, have been used
in recent weeks to allow orderly settlement of CDS contracts, ref-
erencing among others Fannie Mae, Freddie Mac, and Lehman
Brothers. Creditex has also worked collaboratively with the indus-
try participants to launch a platform to allow efficient compression
of offsetting CDS portfolios of major dealers. The platform reduces
operational risk and provides capital efficiency.

But to be clear, more must be done. While credit derivatives
serve an important role in the broader financial markets, improv-
ing the market structure pursuant to which credit derivatives are
traded is essential, and it candidly was an opportunity that ICE
recognized at the time it completed its acquisition of Creditex in
August.

Presently, the credit markets operate very similar to the way
that energy markets worked earlier in this decade. Most trans-
actions are executed bilaterally through brokerage firms. This is
neither a transparent nor efficient way for a market to operate.
Critically, the bilateral nature of the market leaves participants ex-
posed to counterparty risk. In times of great financial distress, like
at the present, this risk can have systemic implications. When fi-
nancial counterparties do not trust each other, they then stop lend-
ing to one another and the credit markets freeze. In addition, the
failure of a large counterparty can spread risk within the markets,
especially where the market is opaque and the true extent of risk
is not known.

The question, I think, that is before us today is how to bring ap-
propriate transparency to the credit derivatives markets as well as
how to appropriately mitigate counterparty credit risk. ICE be-
lieves that the mutual goals of transparency and mitigation of
counterparty credit risk and systemic risk can be achieved through
the introduction of clearing and the appropriate reporting of posi-
tions and obligations to regulators, a solution that was mentioned
in the introductory remarks of Senator Lugar, as suggested by the
Acting Chair of the CFTC, Walt Lukken.

ICE’s proposed solution is a—we have announced an agreement
in principle with the Clearing Corporation, major market partici-
pants, Market, and Risk Metrics to introduce a central
counterparty clearing system to address the credit derivatives prob-
lem. To clear credit default swaps, ICE will form a limited purpose
bank, ICE U.S. Trust, which will be a New York trust company
that will be a member of the Federal Reserve System and therefore
will be subject to regulatory and supervisory requirements of Fed-
eral Reserve System as well as the New York Banking Depart-
ment.
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ICE U.S. Trust will offer its clearing services to its membership,
and membership will be open to market participants that meet the
clearinghouse’s financial criteria. Third parties who are unable to
meet these financial criteria, however, will be able to trade through
existing members of the clearinghouse.

ICE U.S. Trust will review each member’s financial standing,
operational capabilities, systems and controls, and size and nature
and sophistication of its business in order to meet comprehensive
risk management standards with respect to the operation of the
clearinghouse. In addition, ICE will make available its T-Zero trade
processing system to facilitate same-day trade matching and proc-
essing.

Finally, a word about regulation. Appropriate regulation of credit
derivatives is of utmost importance to the financial system. Pres-
ently, the credit derivatives market is largely exempt from regula-
tion by the Commodity Futures Trading Commission and the Secu-
rities and Exchange Commission. As recent events demonstrate,
the credit markets are intricately tied to the banking system, with
many credit derivative market participants being banks that are
subject to regulation by the Federal Reserve. Given the central role
that the Federal Reserve has played in addressing both the current
credit crisis and issues related to credit markets in general, ICE
proactively sought to ensure that its clearing model would be sub-
ject to direct regulation by the Federal Reserve System.

ICE understands that Congress may choose to enact additional
financial market reforms, including taking steps to broadly reform
the financial regulatory system as a whole. ICE would stand ready
to work with all appropriate regulators in this effort.

Thank you very much and I look forward to answering your
questions.

[The prepared statement of Mr. Short can be found on page 110
in the appendix.]

Chairman HARKIN. Thank you very much, Mr. Short. I thank all
of the panel.

Well, it seems this is the second question I asked when I first
started and that is just this. If derivatives are a necessary part of
the functioning of our system—I am still not convinced they are,
but if they are, then should they not be forced to be traded on an
exchange, on an exchange where, as you point out, Mr. Duffy, you
have to clear it every day, where you have requirements twice a
day, call requirements, where it is transparent. The problem with
over-the-counter derivatives now is we just don’t know how many
are out there. We don’t know what they are, who is trading them,
what their values are. They are about as opaque as you can get,
and look at what they are doing to our system.

So my question is, should we not as Congress mandate that all
of these derivatives have to be traded on a regulated exchange? I
didn’t say a clearinghouse. I perceive there is a little bit of a dif-
ference between clearing and exchange. Maybe you are using those
terms interchangeably; I don’t know. But I mean on a regulated ex-
change. Should they be? Should all these derivatives be forced to
be traded on a regulated exchange?

Mr. Radhakrishnan.
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Mr. RADHAKRISHNAN. Thank you for that question, Mr. Chair-
man. I guess the answer to that is something that you are explor-
ing and other policymakers will be exploring. Certainly, our experi-
ence has suggested that the trading of products on a regulated ex-
change and the attendant clearing, because under the scheme in
the Commodity Exchange Act, any transaction that is traded on a
designated contract market has to be cleared by a registered DCO,
registered with us, and that we have found enhances price trans-
parency, liquidity, and order processing, and you have the benefit
of a centralized counterparty.

Chairman HARKIN. Okay.

Mr. RADHAKRISHNAN. However, on the other hand, some would
argue that by forcing it on an exchange, you lose the benefits of
customized transactions because the issue is, can an exchange
think about all of the contracts that people need? And so that is
the tradeoff that you have.

Chairman HARKIN. Okay, Mr. Duffy.

Mr. Durry. Well, obviously, Mr. Chairman, we have been on
record for many years in this town talking about the model that
the CME Group provides, and that is a transparent, essentially
limited order book, and essentially cleared marketplace in a regu-
lated platform, and we think that is the model that suits these
products quite well.

My colleague from the CFTC brings up an interesting point
about some of these customized products and how they may not fit
a standardized exchange-listed product for central clearing. In our
proposal on credit default swaps, in our initiative with Citadel, we
have looked at this hugely outstanding market of all these CDSs,
and obviously there are some of them that you would not want to
clear. They are just completely things you do not want to have any
part of. But we have also come up with a formula on a risk man-
agement which we have done a very good job over the last 150
years of risk managing, making certain that a customer has never
lost a penny at the CME Group due to a default of one of our clear-
ing member firms. We hold that very sacred. So we have come up
with some formulas on how to list these products for trade and
clearing. So we think we can eliminate some of that risk.

So I do agree that there are some customized products, but some
of those customized products may need to go away.

Chairman HARKIN. I would like to get into that with you, too, but
I want to finish the rest of this question on should they be, all
these derivatives be forced to trade on a regulated exchange.

Mr. Pickel.

Mr. PickEL. Mr. Chairman, I think that if we go back to 2000
with the Commodity Futures Modernization Act, there were several
things in there that I think are still very much the correct policy.
There was legal certainty for OTC contracts, which include credi-
tors which existed at the time. There was regulatory relief for the
exchanges and allowed them to thrive over the last seven or 8
years, as we have seen. And also this structure for a clearing, the
derivatives clearing organizations which Mr. Radhakrishnan men-
tioned, and I think those are all very positive steps in the overall
structure.
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I think that the point that there is a role for exchange traded in
the more standardized products is certainly the case. One thing I
would note with credit default swaps is in the OTC space, there
has been a greater standardization, I think, in the terms and the
trading of some of these things. For instance, quarterly payment
dates as opposed to more idiosyncratic payment dates that are tied
to underlying debt. So quarterly payment dates. Those types of
standardization steps have already occurred in the OTC space,
which is one reason I think the exchange-traded product has not
developed as a matter of market demand. But I think we will see
that develop over time.

I think the steps toward clearing are ones that are very impor-
tant and ones that the industry is very committed to following. But
in all those situations where clearing applies, as I understand the
proposals that are being discussed at the New York Fed, it would
still rely on the definitions of, for instance, the ISDA and the OTC
market have put in place, and in many cases the settlement proc-
ess to be utilized last week with Lehman, Fannie, and Freddie, the
auction process. So there will be a definite connection between any
exchange-traded product and these OTC products.

Chairman HARKIN. Mr. Short.

Mr. SHORT. Chairman, I think the issue is really about credit
intermediation through a central counterparty and transparency. I
am not convinced that a product has to be traded on an exchange
to achieve those two goals. Certainly, central counterparty and
clearinghouse intermediation is a part of the exchange model, but
there are portions of ICE’s business as well as Mr. Duffy’s business
that actually process OTC transactions which are immediately sub-
mitted to a central counterparty for clearing and risk intermedi-
ation and appropriate reporting. So I don’t think it is a require-
ment that something be executed on an exchange.

Chairman HARKIN. If Congress were to require that all financial
derivatives trade on regulated exchanges, Mr. Duffy, would CME
bﬁ a])ole to handle that, or Mr. Short, would ICE be able to handle
that?

Mr. Durry. Well, we are—I think you stated in your remarks at
the outset that CME Group cleared over 2.2 billion contracts last
year and we have capacity always twofold of what we did on a
prior year. So we feel very comfortable that we could take on this
credit default swaps market. Now, again, we think we could bring
it down in size. In fact, there is a five and ten respectively between
interest rate swaps and credit default swaps. But again, we are
very comfortable that we have the capabilities to list this product
for trade and to clear it.

Chairman HARKIN. Mr. Short.

Mr. SHORT. ICE runs a regulated designated contract market,
ICE Futures U.S., so we would have the ability to transact or have
CDS transacted in a regulated exchange environment. I think the
way ICE has come at the problem, looking at the real systemic
issue out there, is to try to find a clearing solution that imme-
diately addresses the market as it exists today, and given the exist-
ence of making clearing available to OTC products. We think the
most important thing to do is to get a clearing solution in place
today, get transparency in place today, and then at a later date,
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if Congress decides that everything should be traded on an ex-
change, we would obviously address it at that point.

Mr. RADHAKRISHNAN. Mr. Chairman, if I may, if Congress does
mandate that all derivatives be traded on an exchange, especially
an exchange regulated by the CFTC, then I think it is clear that
the CFTC would need a significant amount of resources, more than
what we have right now.

Chairman HARKIN. You would also need a change in the law, too.

Mr. RADHAKRISHNAN. That is correct, sir.

Chairman HARKIN. Thank you very much.

Senator Lugar.

Senator LUGAR. I want to raise a question with this panel which
has not come up, I think, in your testimony, at least to a great ex-
tent. We touched upon it in the last round of questioning. What
happens, as is often testified in panels like this, that if a great deal
more regulation occurs which is uncomfortable to any of the parties
that are now dealing, for better or for worse, in all of this, that
there are other markets to move to? After all, the United States
does not have a unilateral function in this respect. Some would say
the London market is much larger. Others would find more exotic
situations.

And given electronic transfer, international banking systems gen-
erally, why are we likely to see reform in our situation here inhibit
anybody from moving off, if they have nefarious purposes, or at
least maybe they feel they are perfectly legitimate purposes, if they
like markets without limits and they can find them somewhere
else? And if they do this, what are the ramifications, then, not only
for the volume of business being done on our markets, but getting
back to the gist of our discussion today, some degree of regulation
of difficult practices? Does anyone have a thought about the inter-
national market predicament?

Mr. PicKEL. Senator Lugar, if I might start off, I am sure the
others will have some views, as well, I think that is one of the rea-
sons we need comprehensive solutions to the regulatory structure.
I alluded to that in my oral remarks, went into a little more detail
in my written remarks, that if we are rethinking the landscape,
and I think one lesson we know we have learned is we need to
rethink the landscape, that is done in a comprehensive way. If we
just focus on pushing down on one product area, it will very likely
move elsewhere.

For instance, on this whole insurance point, which I know was
a lot of discussion in the first panel, it is very clear under U.K. law
that these products are not insurance, would not be treated as in-
surance, and therefore they will continue to trade there and I am
sure trading will increase as a result.

I would also suggest that comprehensive international solutions,
as we have seen with the coordination just over the last few weeks,
but also in existing forums like the Basel Committee of Bank Su-
pervisors and also IOSCO, the securities commissioners, and other
international forums, that there be a comprehensive solution dis-
cussed, and certainly on the capital level, which I think will be a
significant part of the discussion going forward, the appropriate
capital levels and how certain products are treated for capital pur-
poses, that will proceed as it currently is at the international level.
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Senator LUGAR. Let me just pick up that point, because many
people have commented, say, in the last 72 hours, that the coming
together of the banking leadership of major countries has been un-
precedented and very constructive. This leaps ahead of where we
are in this conference today, but should this not be an objective of
our banking system, those representing the United States in these
interparty talks, to get involved in what we are talking about now
so that, in fact, we do not undercut each other, and at least in the
major systems, this may in the past have been perfectly fair game
in competitive situations. But right now, we are understanding
that this degree of competition may be invidious to all of our inter-
ests. Is there likely to be any reception with the banking leadership
ofdot}})er countries to the kinds of reforms we are talking about
today?

Mr. PicKEL. I think just quickly, and then I will turn it to Terry.
I know he wants to say something. These are global products. They
are traded globally. The parties who are most active in these mar-
kets are global parties. They are active in many different jurisdic-
tions. And therefore, I think that whatever the solutions may be,
they do need to be discussed here in Congress but also at that
international level, as well.

Senator LUGAR. Mr. Duffy, did you have a comment?

Mr. DUFFY. I just have a couple of comments, sir. You know, I
think it is imperative that we coordinate with the U.K. and with
Europe like you are discussing. Obviously, I don’t have any feel for
how that is going other than what I read in the papers, also. But
there needs to be a value-add and I think that is exactly what the
CME Group has been trying to do for a number of years, is have
the value add. And when you can bring transparent markets and
open markets so everybody can see them and see what the prices
is, that is a value add.

And I think also, when you are seeing unprecedented
counterparty failures by some of the biggest people in the world,
it is bringing people to look at the model of a flight to quality. I
mean, we saw what the Treasury market did after this recent
downturn and people’s just a flight to quality to get their money
converted to cash or government securities. So we have been bat-
tling this battle for a lot of years. We think we are going to con-
tinue to fight it. But I think it is really imperative of the govern-
ments to come together at the banking, like they did over the
weekend, and continue those talks.

Senator LUGAR. It is interesting that as markets opened up at
different hours in the last couple of days, the international coopera-
tion has given heart to investors all over the world, although some
may say, after all, if you invest in the United States, you may as
well be investing in London and vice-versa. These markets are not
simply local.

Let me just ask for a moment, Mr. Short, you mentioned in your
testimony, and this sounds very constructive, that ICE has already
announced an agreement to work with various entities, and as you
proceed then through the testimony, you really go into some detail
as to some things that ICE can do now, which I thought was very
important. I gather that you don’t need further legislation and that
all the reforms that you are suggesting in this testimony are within
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your purview if you have got the cooperation of the others that you
feel you have. Is that true, or is this over-reading action that you
are taking now and we will see being unveiled in weeks and
months ahead?

Mr. SHORT. I think that is accurate. I think we do have what we
need to put a solution in place, working constructively with the Fed
and the New York Banking Department.

Just circling back on one point you made about the global nature
of this business. I do think one of the silver linings that may come
out of this is the enhanced international regulatory dialog and that
is something that ICE in particular is very familiar with because
we operate regulated markets not only here in the United States,
but in the United Kingdom, subject to Financial Services Authority
jurisdiction.

One of the things that we intend to do parallel with this process
here in the United States of establishing ICE U.S. Trust is to offer
the same central counterparty credit intermediation for credit de-
fault swaps in the United Kingdom, in Europe through our U.K.
clearinghouse, and as the cornerstone of that effort, we would en-
sure that there was adequate regulatory dialog between each of the
domestic regulators to get a full picture of the market, because as
you correctly note, this is a global market and just seeing one piece
of the puzzle doesn’t necessarily give you the entire picture.

Senator LUGAR. Thank you all very much. I just find it to be very
heartening at the moment that the Chairman has called this meet-
ing, especially timely given the dialog of the last 72 hours in which,
as you state, for the first time there may be some movement with
regard to other countries working with us and all together in a way
we could not have thought of before. When we have had hearings
before, we always had to have a cautionary look over the shoulder
as somebody who didn’t really see a problem in their country or
somewhere else. But seeing the common worldwide dilemma we
have, I think the agenda may be changing and this is a good oppor-
tunity for reforms here, but likewise working with others to make
certain this is a more universal product.

Thank you, Mr. Chairman.

Chairman HARKIN. Thank you.

Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman.

I want to get into the clearing counterparty issue with the panel.
But before I do so, Mr. Pickel, I have a question for you. In the pre-
vious panel, we had quite a discussion about naked credit default
swaps, and as we were having that discussion, which I found to be
a very interesting discussion, I was thinking about ISDA and won-
dering if ISDA had a perspective on the whole issue of the different
types of credit default swaps and the approaches that we may take
to this issue. Do you have a take on the previous discussion we
had?

Mr. PickeL. Well, I think as Superintendent Dinallo acknowl-
edged, there is a range of transactions that, in his sense, sartorial
or covered or whatever, might apply to holding the bonds, having
some other relationship, taking a view on the credit. And so where
in the spectrum, whatever your notion of what naked shorting may
be, it is not clear to me how you would make that distinction.
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And one of the fundamental facts about markets that work effec-
tively and have sufficient liquidity is that you do have people en-
gaging in that market who don’t necessarily have a direct interest,
but they are willing to take a view, they are willing to provide
some liquidity to the market, and I think that that is a very impor-
tant part of all well-functioning markets and that is true of the
credit default swap market, as well.

One other thing to keep in mind is that in any credit default
swap, again, a bilateral contract, there is a Party S who is shorting
that credit who is taking a view that that credit may deteriorate
over time, but there is also the other party who is taking the long
position. They are taking the view that at that price, they are will-
ing to take exposure to that underlying credit. So it is a very dy-
namic relationship there that the whole over-the-counter or pri-
vately negotiated derivatives business is based on.

Senator CRAPO. Well, thank you. This is an incredibly complex
issue, as I am sure everybody will acknowledge, and I am sure that
our committee will need to have a lot more input from all the par-
ties on how to understand this as we move forward with possible
Federal regulation.

With regard to the clearing system that we have all been talking
about, I think several, if not all of the members of this panel have
probably been involved with the discussions that have been going
on with the Federal Reserve about trying to develop some kind of
a clearing system. I note that we have CME and we have ICE and
others, we have the New York Stock Exchange and others who are
all interested in performing this function.

So my first question to the panel—this is probably for Mr. Duffy
and Mr. Short, but anybody can jump in here—is, is there any rea-
son why there need only be one clearing counterparty or could all
of you do what you are talking about, and others jump in, as well.
Are there benefits or disadvantages to a multi-clearing party ap-
proach?

Mr. Duffy.

Mr. Durry. I always believe there is room for competition, so we
don’t have issue with that. Again, the CME has had a great history
in this business, longer than anybody else, I believe, in the busi-
ness of clearing products. So we feel, again, Senator, very com-
fortable and confident that the Federal Reserve and other regu-
lators will look at us and say that we are a competent model to do
this type of business. So as far as the competition goes, I would be
very surprised if the U.S. Government was to try to anoint anybody
a winner in clearing of any type of products when there are mul-
tiple parties to do so. So I look at this and say that it is competition
like we have on all our products and we will compete for this busi-
ness.

Senator CRAPO. Thank you.

Mr. Short.

Mr. SHORT. I share Mr. Duffy’s view on that. I wouldn’t see the
Fed anointing a single entity to do this, and I think there are defi-
nitely some benefits from competition in terms of getting the clear-
ing solution right. Competition ultimately drives innovation, and I
think it’s important not to lose sight of that.
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Senator CRAPO. Well, thank you. I would like to just ask a gen-
eral question of the entire panel and have anybody who wants to
jump in here, but again, we use the terms clearing counterparty or
a clearing system or whatever. What exactly are we talking about
there when we talk about establishing a clearing counterparty or
a clearing system?

Mr. Dulffy.

Mr. Durry. I will be happy to. What we are talking about is obvi-
ously the exchange is acting as the buyer for every seller, the seller
for every buyer, doing a mark to market twice daily, doing the pays
and collects twice daily. So that is essentially what we do, and we
risk manage each and every one of these products throughout the
day. So if we see the product moving in a certain direction, we have
the ability to call for margin from the people who are on the one
side of the trade and they have up to—well, as less time as an hour
to go ahead and facilitate that money so we can pay the other side
of the transaction.

Senator CRAPO. Let me interrupt here——

Mr. DUFFY. We truly act as a clearing—and we hold $1.6 billion
in guaranteed funds and hold an additional close to $100 billion in
funds to protect all these positions.

Senator CRAPO. Let me interrupt you right there and ask, in
your testimony, you indicated that if you were to do this, you
thought you could reduce the exposure, and I assume this is in the
credit default swap market, by a factor of ten.

Mr. DUFFY. Yes.

Senator CRAPO. What are you talking about there?

Mr. Durry. We would net them down. Right now, these expo-
sures, as they talk about them in the notional value of $55 trillion
or $600 trillion in the total marketplace, that is taking account for
both sides of the market. We would take them into the clearing-
house and net all these positions out, and so you would net out and
compress down the risk associated with them.

4 Segator CrAPO. So the net risk would be dramatically re-
uced——

Mr. DUFFY. Reduced by ten is the way we figure it right now,
yes, sir.

Senator CRAPO. All right. Thank you. Does anybody else want to
jump in on that? Mr. Short?

Mr. SHORT. We would have a similar model involving a central
counterparty with comprehensive risk management systems and
margining of positions. I guess in distinction from what Mr. Duffy
described, we would be a New York trust company, a regulated
bank, special purpose bank to which people or major market par-
ticipants would become members and those who were not members
would trade through members. But from a risk management stand-
point, it would be very similar to what Mr. Duffy described.

I think one distinction would be this would be a special purpose
clearing entity solely for credit default swaps. We understand there
is some concern about the idea of mingling credit default swap risk
with other risks that broader markets serve. So this would be a
special purpose entity that solely clears CDS and credit exposures.
It wouldn’t touch agriculture. It wouldn’t touch other futures or ex-
posures.
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Senator CRAPO. Thank you. Let me just ask one last quick ques-
tion. In a July hearing that we held, and actually this was in the
Banking Committee, I asked one of the witnesses whether there
was a danger in centralizing the credit risk in one institution and
whether that could actually increase systemic risk. That kind of
gets back to my first question as to whether we should have one
clearing system or not. But is there a danger if we were to cen-
tralize all of this risk too much in terms of creating a systemic
risk?

Mr. DuFrFy. I will just speak on behalf of the CME Group. I don’t
believe so, Senator. I mean, you look at the products that we trade
today. ICE has basically some exclusives on some of their products,
one being the Russell 2000 futures contracts, so they are the only
one that is able to trade that. They can manage that risk. The
CME Group has exclusives on S&P 500 and Nasdaq and other
products. So we have been able to manage that risk as one entity,
so I don’t see that as an issue.

Senator CRAPO. Mr. Pickel and Mr. Short?

Mr. PickEL. Okay. I think that in our area, of course, that is all
very decentralized. We have got all these bilateral relationships
and parties should be managing those relationships. To the extent
they haven’t, that is something that they should improve in terms
of their internal processes and risk management. But there are
protections in place, including regular calls for collateral, move-
ments of collateral even on a daily basis between counterparties.

In fact, a situation like AIG, what they had agreed to was not
regular exchange of collateral for their positions, but provision of
collateral only upon a downgrade. And so when they were
downtraded, all of a sudden they had a significant liquidity re-
quirement to post collateral for those trades. If, as we think is the
better practice, and I think banking supervisors encourage their
banks to do this, they have regular collateral exchanging in the re-
lationship. If you see your position declining, you have that addi-
tional discipline as well as the credit protection of collateral that
you have introduced to that relationship.

So certainly the clearinghouses have a good record of managing
that risk and being able to take on significant risk and managing
it effectively, but there is also a great benefit to having this diffuse
nature of managing risk on a bilateral basis.

Senator CRAPO. Thank you. My time is up.

Chairman HARKIN. Thank you.

Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman. This is a lot. I am
getting it all down here.

Mr. Radhakrishnan, just so I understood what you said earlier,
you did say that the CFTC felt like it definitely had the Congres-
sional authority to establish a clearinghouse for derivatives, is that
correct?

Mr. RADHAKRISHNAN. Yes, ma’am. The CFTC does have the au-
thority to regulate a clearinghouse. Let us say Mr. Duffy’s clearing-
house

Senator LINCOLN. Right.
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Mr. RADHAKRISHNAN [continuing]. Were to provide this solution.
They have the authority to do it under the law and we have the
right to regulate them in that activity.

Senator LINCOLN. Right. Was there ever any concern among reg-
ulators at CFTC that derivatives and those that were based on un-
1(1er(l)ying mortgages could pose a threat to the stability of the mar-

et?

Mr. RADHAKRISHNAN. Not currently, because all of the products
that are cleared by the DCOs that are regulated by us are either
exchange-traded products

Senator LINCOLN. Right.

Mr. RADHAKRISHNAN [continuing]. Or in the case of NYMEX, en-
ergy products, and in the case of the CME, interest rate and for-
eign exchange products. All of those products, OTC products which
they clear, basically priced off a deep and liquid futures contract.
In the case of the NYMEX OTC clearing initiative, the OTC prod-
ucts that they were clearing were priced off of the NYMEX natural
gas contract. In the case of the CME initiative, they were priced
off a deep and liquid contract—the Euro dollar contract and foreign
currency contracts that the CME trades on its exchange.

Senator LINCOLN. So the regulators there at CFTC had no con-
cerns about their oversight over the counterparty clearing, is that
correct? I am trying to get the terminology correct.

Mr. RADHAKRISHNAN. Yes, ma’am. So far, we have no concerns
with the clearinghouses that we regulate. We have a constant dia-
log with our clearinghouses

Senator LINCOLN. Now, do you have that oversight over ICE?

Mr. RADHAKRISHNAN. We have oversight over ICE Clear U.S.,
which is a——

Senator LINCOLN. Did the CFTC ever use its special call author-
ity ;:o get any information from ICE with regard to derivative trad-
ing?

Mr. RADHAKRISHNAN. I believe it did with respect to trading
ICE’s exempt commercial market. We did use our special call au-
thority to get information with respect to trading on that platform,
which is not an exchange that we regulate.

Senator LINCOLN. That is

Mr. RADHAKRISHNAN. It was not, until passage of the Farm Bill
of 2008.

Senator LINCOLN. It is not. Okay. But, I mean, it works when
you have the ability to gather that information or when you have
transparency or that window into what you can look at. Then you
have the authority to call under that?

Mr. RADHAKRISHNAN. Yes, ma’am.

Senator LINCOLN. I kind of asked a similar question—and there
was one other question I actually had for Mr. Duffy. When CME—
I mean, you can do swaps on your platform and you have that abil-
ity %o clear what you need, and that is done in-house, is that cor-
rect?

Mr. Durry. Correct.

Senator LINCOLN. Okay. Now, what volume do you do on your
platform compared to the volume that we have seen in terms of
other swaps, in terms of these other—I mean, is it a compatible
volume?
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Mr. DUFFY. No, ma’am. We do not clear much in the way of OTC-
type transactions today. What we do clear in OTC is the trans-
action with the New York Mercantile Exchange. When we acquired
them, they have something called Clearport.

Senator LINCOLN. Right.

Mr. DUFrFyY. So that is an OTC platform that these contracts get
submitted and then they get turned into futures contracts and then
we clear them. It is a small part of our business.

Senator LINCOLN. So it is kind of apples to oranges?

Mr. DUFFY. It is in that respect. Otherwise, at the CME Group,
the only other product that we have like that is ethanol. So the rest
of our products are all standardized futures contracts that we clear.
That is the 2.2 billion contracts that I mentioned earlier on.

Senator LINCOLN. Right.

Mr. Durry. Now, you have got to take the over-the-counter mar-
ket and multiply that times five, six, seven times the size compared
to the regulated exchange market on clearing. So we clear very,
very small amounts of OTC——

Senator LINCOLN. In terms of——

Mr. DUFFY [continuing]. Of OTC products.

Senator LINCOLN. From the platform that you use with those
OTCs. So being able to——

Mr. Durry. We have the ability to do so. We have the ability to
do more and we are trying to get into the business.

Senator LINCOLN. The key would be if we could magnify that to
the degree that we would need it for other instruments or other
products that might be out there in terms of what you all do.

There was a question I had asked the first panel, but Mr.
Radhakrishnan, I would like to ask you. Jurisdiction in the credit
default swaps. These instruments can sometimes be based on an
event, for example, a bankruptcy or another credit event. I was try-
ing to explain it to my kids and it was very difficult, since we are
talking about an event here, perhaps, as opposed to what that un-
derlying debt instrument would be, such as a bond. If that is the
case, would you say that there is no jurisdiction for these instru-
ments to be regulated in any way as equity swaps, since there is
not a—I mean, the equity is an event as opposed to—I don’t even
know if you can say equity is an event, but—they are not to be reg-
ulated as equity swaps, but there is some argument for their regu-
lation. Who is going to be the regulator? Who do you think would
be the most appropriate regulator, if there is one that exists, or do
we need to create one?

Mr. RADHAKRISHNAN. I think right now, I think it is clear the
CFTC has no jurisdiction over them, and I am not a securities law
expert, but I believe that when Congress passed the CFMA, it
made it clear that the Securities and Exchange Commission did not
have any jurisdiction.

Senator LINCOLN. Right. I think that is correct.

Mr. RADHAKRISHNAN. I think Chairman Cox said so. As for who
should be the appropriate regulator, ma’am, that is not a question
that I think would be appropriate for me to answer. That is a ques-
tion for the policymakers to answer. I think it would be appropriate
for this committee and for other Members of Congress to listen to
a whole wide variety of views as to who would be the most appro-
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priate regulator, although the one thing I can say is that should
Congress give this—I know I am sounding like a broken record, but
if Congress should decide that a Federal regulator was to regulate
this, then Congress should make sure that the regulator has suffi-
cient funds to regulate it.

Senator LINCOLN. Well, that kind of leads to, I think, some of the
other things that we have discussed in this committee in terms of
the CFTC, and that is whether you have got the resources and the
manpower to do all that needs to happen. Do you have any com-
ments on that?

Mr. RADHAKRISHNAN. Ma’am, I think our budget requests, you
know, we have made significant requests to Congress. We could al-
ways use money. I think you are asking the wrong person, because
I could always use more money because I could hire more people,
do more things. I leave it at that.

Senator LINCOLN. What about the requirements to meet the new
farm bill responsibilities that we have put upon you all? I mean,
is there enough? Do you have enough resources in terms of people
and other resources to be able to meet those demands?

Mr. RADHAKRISHNAN. I am speaking for myself, ma’am. No, I do
not.

Senator LINCOLN. Okay. Thanks, Mr. Chairman.

Chairman HARKIN. Thank you, Senator Lincoln.

Mr. Pickel, in preparing for the hearing and through my reading
of everything that has gone on the last month or so, I came across
an article that was in the New York Times, February 17 of 2008.
Quote, “The theme had been that derivatives are an instrument
that helps diversify risk and stabilize risk taking,’ said Henry
Kaufman. ‘My own view of that has always been highly question-
able. Those instruments also encourage significant risk taking and
looking at risk modestly rather than incisively,” end quote.

“Officials at the International Swaps and Derivatives Associa-
tion, a trade group, say they are confident that the market will
stand up, even under stress. 'During the volatility we have seen in
the last 8 months”—this article was written in February of 2008—
“credit default swaps continue to trade unlike other parts of the
credit market that have shut down,” said Robert G. Pickel, Chief
Executive of the Association. 'Even if we have a series of credit
events at the same time, we have the processes in place to enable
the market to deliver.”

Well, I don’t know. Today in your testimony, you talked about
the process of selling swaps protection, the Lehman Brothers case
and bankruptcy. Then we have the scenario with AIG, where the
derivatives transactions failed and the U.S. Government stepped
in. So it seems to me that bankruptcy plus the U.S. Government
stepping in is not the market delivering, and the market is not
functioning. So I just wonder if you have a comment on that.

Mr. PickeEL. Well, Chairman Harkin, these are certainly very ex-
traordinary and difficult times. I think that my remarks in Feb-
ruary referred to the fact that we have, as an organization, work-
ing with our members who are the active market participants, have
put in processes that anticipate the possibility that these events
might occur and it has been very important for us to focus our ini-
tiatives to make sure that those processes are robust and can ab-



56

sorb these events, even though we hoped they would not occur. And
in fact, over the last several weeks, the master agreement which
we publish which allows counterparties to Lehman Brothers who
have a range of derivatives transactions, not just CDS, they have
been able to proceed to liquidate those positions and value those
positions.

And then most prominently, as you refer to, with the bankruptcy
of Lehman Brothers, with the credit events arising out of the
Fannie and Freddie situation, which was a credit event under the
definitions of our credit default swaps but because of the legislation
passed this summer by Congress, it was not an event, a default
under the master agreements, we went forward with an auction to
value positions for Fannie and Freddie last week. So those are in
the process of closing out.

And again, as far as AIG, the credit default swaps were effec-
tively the conduit by which they took underlying risk principally to
these collateralized debt obligations, many of which of them were
in turn exposed to subprime exposure, which I think your chart
very effectively demonstrated, that it is from that base of the mort-
gages packaged into ABS, further step typically of packaging into
collateralized debt obligations. In that situation, people like Merrill
Lynch, like Lehman Brothers, like other firms on Wall Street, pur-
chase protection against a possible default on those collateralized
debt obligations, a prudent step for them to take in terms of man-
agil?g the risk and exposure that they had to those underlying
risks.

Chairman HARKIN. Well, I come back again to this idea of wheth-
er or not, talking about the risk to the overall financial system,
some $365 billion still has to be paid. So again, it still leaves—I
don’t know that I understand your answer completely, but it seems
to me we still don’t understand the overall risk to the overall finan-
cial system of this. You can talk about, well, AIG or Lehman Broth-
ers here, but what does this mean to the overall system? People
keep saying systemic risk. Well, the overall system and what this
means.

Again, and I kind of loop back to this. Again, this is my own
opinion, obviously, as you may have gleaned that I am not con-
vinced that swaps and derivatives are—mno matter what the cat-
egory that they are in, are all good for our economy. So it comes
back to this. I mean, again, financial systems have developed dif-
ferent products. In my reading of the history of some of these, it
is not that there was a need out there for any of these. It is just
that some financial geniuses conjured up collateralized mortgage
obligations or collateralized debt obligations or credit default
swaps. We never had credit default swaps before the early 1990’s.
I mean, my wife and I bought a house back in the 1970’s. We were
fine. We had a fixed-rate mortgage. So why didn’t the world fall
apart before the 1990’s, before we had credit default swaps?

So I keep coming back to this, and I know some people say, well,
that is not the whole problem. Well, maybe it is not the whole prob-
lem, but it is a big part of it right now. So maybe we ought to at
least ban these naked credit default swaps, where it is just a bet
between two companies. Or again, as I say, put them on a regu-
lated exchange so that we know who you are, how much you are
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doing, we can set position limits, we can demand collateral, we can
demand that you prove up on a daily basis. And I still haven’t got-
ten an adequate answer on that one yet. It seems to me that could
easily be done.

So again, I ask the question, Mr. Pickel, why can’t we just say
we are going to put all of these on a regulated exchange and you
can’t have them off of a regulated exchange? I mean, Mr. Short,
they do a job of over-the-counter exchange. They do over-the-
counter trades. We still have this problem of customized trades and
stuff. I don’t know how much there is of that, but it seems to me
that if you want to do a customized trade, do it on the board. You
say you can handle it.

So why shouldn’t we do that, Mr. Pickel? I mean, why shouldn’t
we put these derivatives, these swaps, these derivatives on a regu-
lated exchange and make them fully transparent, regulate them,
position limits, everything else we do, because they are, and you
can correct me if you think I am wrong, I don’t mind that, but they
are by their nature a kind of a futures contract.

Mr. PiCKEL. Again, we have focused in this industry, the over-
the-counter privately negotiated industry, on the ability to respond
to customer requirements and customer needs, which are often
quite diverse and don’t fit into the structures of a highly standard-
ized contract traded on a futures exchange, and that has been our
focus over the years, is to provide the ability to develop a flexible,
privately negotiated, custom-tailored transaction to deliver value to
the customer, and, for instance, again, a very good example are
these collateralized debt obligations, which again, keep in mind,
those are securities. They are put together as securities. They are
distributed as securities.

And what you had with a situation like Merrill Lynch was they
found—and they are fairly customized securities and the exposures
on the books of, say, a Merrill Lynch for the AAA-rated, highly
rated tranches of those securities were building up and somebody
at Merrill Lynch, wisely, I believe, said we can buy credit protec-
tion via credit default swaps to give us some element of protection
against the exposure that is building up on our balance sheet. And
so they went out into the market and they bought that protection
from various entities who were willing to sell that protection. But
it was very much customized to the particular securities, to the
particular collateralized debt obligations that existed.

Mr. DUFFY. Senator, may 1?

Chairman HARKIN. Yes, Mr. Duffy.

Mr. DUFFY. I would be remiss if I didn’t take the opportunity, sir,
to echo what you just said. We have been in these halls of Congress
for many years saying what you just said. It has come time that
we put these products on a regulated platform. It is time for people
to see the transparent prices that an exchange provides. It is time
for people to have a central clearing that brings the benefits to the
economy and the users of this marketplace.

For customized contracts, we have come up, and I said earlier in
my testimony that we have formulas to standardize these type of
products so we can take them away from the customized way,
standardize them, use our IMM dates, our International Monetary
Market currency dates to do this type of business. This business
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belongs on an exchange if it is to continue, sir. And again, I think
our model of 150 years with a zero default has been one of the few
models in this country that can say that.

I believe that central clearing and a central limit order book, for
the world to see what the price is being traded so we know if we
want to buy, we know we want to sell. We have no idea how many
of these outstanding credit default swaps are even out there be-
cause there is no value or price to them. How are we supposed to
trade them? The only way to do that is in a central limit order book
and in a clearinghouse, such as CME Group. Thank you, sir.

Chairman HARKIN. Thank you, Mr. Duffy.

Mr. Short.

Mr. SHORT. Chairman Harkin, I disagree with what Mr. Duffy
said and agree in part with what Mr. Pickel said. I think the real
issue here is about transparency and risk intermediation. I think
one of the problems in thinking about putting something on an ex-
change is that it doesn’t take into account the fact that there are
some very legitimate needs for bespoke customized, tailored swap
products. I think the problem is we didn’t have appropriate trans-
parency and proper risk systems to manage a lot of that exposure.

I think one of the risks of only saying you are only going to be
able to eat vanilla ice cream is that it chokes off financial inge-
nuity. That is not to disregard the need for appropriate regulation
and credit risk intermediation that a central counterparty would
bring here. I think it is a more nuanced response. There certainly
needs to be the proper level of regulation, but I don’t think saying
it has to be traded on an exchange is necessarily the answer be-
cause that means the exchange is the only party that determines
what the product is, and by definition, exchange products are
standardized. There is only one flavor.

Chairman HARKIN. Mr. Duffy, your response?

Mr. DUFFY. Senator Harkin, I am sorry, but we have clearly stat-
ed in our proposal we can take these customized products and
make them standardized in our clearing processes, and I think that
if our model was not one to emulate, then I quite surprised why
ICE and others have decided to recapitalize the Clearing Corp and
emulate the CME Group’s model to do exactly what we are trying
to do. So I am a little surprised by the answer. Thank you, sir.

Chairman HARKIN. I am, quite frankly, surprised by the answer,
too. Mr. Short, do you want to respond?

Mr. SHORT. Sure. I would be happy to respond. I don’t think we
are necessarily emulating anyone’s model and we are talking about
bringing in positions that exist in the credit default swaps market
and bring them into a clearinghouse. I think the question was
whether that needs to be traded on an exchange. That was the an-
swer or question I was addressing.

Chairman HARKIN. Thank you very much. I have another couple,
but I have used up more than my share of time on this.

Senator Lugar.

Senator LUGAR. Thank you, Mr. Chairman.

Mr. Pickel, in your written testimony and somewhat in your oral
testimony, you mentioned these customized responses to clients
that you are able to handle, but you also indicated that beyond
that, that is what normal persons like ourselves talk about insur-



59

ance, people can express opinions about the market, and you legiti-
mize that in your written testimony by saying, after all, if you are
making some loans in a particular industry but you notice every-
body else in the industry seems to be in trouble, your client and
his party might be, too, at that point, so you place some bets
against the industry. As a result, if one loan doesn’t work out, you
might pick it up as the whole thing crashes.

This is an interesting concept. It sort of gets back to the original
chart that Senator Harkin had in which we talked about insurance
for somebody who might buy it, but this is something beyond that
and all these bets one way or another are not very transparent. No
one is totaling up the score except ultimately people do.

Now, the point of my bringing all this to the attention is a rather
striking and dramatic chart offered in Financial Times today,
“Emerging Nations Hit by Growing Debt Fears.” And here, essen-
tially, they are using the swap markets, the credit default swaps,
to engage the likelihood that various countries, in fact, will default.
That is, the whole country will default on debt. You have the flags
of the countries and Pakistan, according to the credit default swap
situation, has a 90 percent chance the country will default on its
debt. Argentina, 85 percent chance. Ukraine, 80 percent. Iceland,
80 percent, much in the news. Pakistan, at least 60 percent.

These are whole countries that are likely to default. They may
or may not have ramifications on the United States. They will have
ramifications on somebody. And the point of the article is that even
as the ministers of the major banks are meeting here today, they
are looking over their shoulder and wondering, for instance, in a
country such as Iceland, where the government clearly is willing to
try to measure up in every way it can, it may be incapable of doing
so under these circumstances.

Now, I mentioned these countries specifically, although this could
be a different forum, that we have a considerable stake in Pakistan
in terms of our foreign policy. This is a crucial element quite out-
side our discussion of swaps today, and the fate of Pakistan may
have a great deal to do about the fate of our military budget, our
armed forces, a lot of people in the Middle East, as a matter of fact.

Likewise, Ukraine, much in the news. I visited with President
Yushchenko just a few days after I visited with President
Shakashvili in Georgia in August and I would say the eyes of the
world are on Ukraine and its relations with Russia as well as with
NATO and with various other things. And here you have in Finan-
cial Times an 80 percent chance that they are going to default on
their basic obligations. With a divided government now and a snap
election called, a crucial problem in terms of our foreign policy.

You could say much the same thing when you get down to
Kazakhstan at only 60 percent, but here we have a question which
our whole energy policy in the world revolves around will
Kazakhstan diversify its energy portfolio, in essence, send more oil
and natural gas south as opposed to north. It makes a huge dif-
ference in our economy, in the world economy.

So when we are talking about this in the international context,
this is not only serious, but it has dimensions well beyond sort of
the interest of the markets going up and down presently, and it is
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all being defined in this chart by the very thing we are talking
about today, these swaps.

This is why, in my judgment, I sort of listened today dispassion-
ately, but I have come to much more of a feeling this is an area
that is going to have to have some controls and some very rigid
management. I wish that, in fact, the theoreticians who say, let the
market work, and so let all fly out and price finding and all the
rest of it, and I think that is fascinating. But the repercussions of
this are awesome on the other side.

Therefore, I am willing to take a chance that somehow, there are
some of these small limitations to a market economics that we are
going to have to find. So I am encouraged about what you are say-
ing, Mr. Short. You can do some things now, even without Con-
gress moving or the President or the changes of administrations,
but now, because the whole point of this default article is the fear
of the major banking systems right now that time is not on their
side and that, as a matter of fact, there are going to be changes
in governments, including our own. It takes time for new Treasury
Secretaries to be confirmed and new Congresses to formulate.

If there is not somebody out here in your province that can actu-
ally move and work at this point, why then the great fear also ex-
pressed, not only in Financial Times but everywhere else, is what-
ever happened this weekend will not be soon enough and that the
recession coming on, the unemployment, the continued defaults
and so forth are going to lead to a new pessimism with regard to
our publics, not just in this country but elsewhere. And more power
to you. I hope, likewise, over at the CFTC people are paying atten-
tion to what you are saying today, because I think it is crucial, not
a total step but an important one.

I just take my question period to offer this editorial, Mr. Chair-
man, because I think some of these points are important to make.
Thank you.

Chairman HARKIN. Very good. Thank you, Senator Lugar.

Senator LUGAR. Would you like to reply, Mr. Pickel, since I
quoted you in the paper.

Mr. PICKEL. Yes. Senator Lugar, thank you for giving me the op-
portunity to comment. I think it is a very interesting observation
you have made and obviously I am well aware of your involvement
in international relations over the years, including meeting with all
those leaders around the world.

If we look back at some financial crises in the past, Asian cur-
rency crisis, Latin America crisis, other defaults by countries, those
all took place in an era before credit default swaps. You weren’t
able to have any mechanism to hedge against a possible default. No
one is saying that just because of those probabilities that it is a
certainty.

And in fact, I am always very careful. When somebody calls me
up and says, well, this company’s credit default swaps are now
trading at X amount, does that mean they are going into bank-
ruptcy, and the answer is always it is further information for the
marketplace to absorb. It is information that did not exist in the
marketplace 10 years ago. So this is very important in terms of
transparency and understanding what the exposures of underlying
risk is. So by no means, it is a death sentence just because spreads
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go up a certain amount. It is information that is important to the
market to obtain and absorb, and it is information that did not
exist even eight or 10 years ago.

Senator LUGAR. Thank you.

Chairman HARKIN. Thanks.

Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman. I was
going to try to return to the big picture in my question and Senator
Lugar really expanded the vision there.

What I would like to do is—there are a lot of things I would like
to get into with the panel. We can do it after the hearing in our
dealings. Mr. Pickel has raised the broad question of the need for
a completely new regulatory system, a 21st century regulatory sys-
tem for financial markets, and I totally agree with that.

We have got the issue of customized derivatives that we have al-
ready gone into somewhat and the issue of naked short selling and
just what that is and how we should approach all of these trans-
actions. But I have only got just a few minutes left in my final
question period and what I would like to do is to return to the first
question of the hearing, or the purpose of the hearing, and ask
each of you if you would just take a minute or so and try to be as
succinct as you can, because I am going to ask all of you to re-
spond, but what is the role of derivatives in the current credit cri-
sis?

We have talked a lot in the context of that. Mr. Black in his tes-
timony reminded us that mortgage-backed securities are a deriva-
tive, and we have got the collateralized debt obligations and we
have got credit default swaps. I guess I really would like to focus
my question on what is the role of mortgage-backed securities and
collateralized debt obligations versus the role of credit default
swaps in terms of the economic circumstances that we face today?
Big picture.

Mr. Radhakrishnan.

Mr. RADHAKRISHNAN. Thank you for that question, Senator
Crapo. I would prefer to answer your broader question

Senator CRAPO. Sure.

Mr. RADHAKRISHNAN [continuing]. Because I am not that familiar
with mortgage-backed securities and so on. But I think—my under-
standing has always been that the role of derivatives is to enable
people to manage risk and to allow people who are willing to take
on that risk to do so for a price. I think that has been the hallmark
of trading on our markets and it has allowed people to expand their
business.

But I think you have correctly asked the right question, which
is if it doesn’t do that but does something else, then does it serve
a purpose, and I guess that is why we are here.

Senator CRAPO. Thank you very much.

Mr. Duffy.

Mr. DUFFY. Senator, you asked what the role of derivatives is
and I think it is really important to distinguish the difference be-
tween derivatives, and there are two sets, obviously. There is the
unregulated derivatives and then there is the regulated deriva-
tives. Everything that we have heard today from a lot of the wit-
nesses from the first panel, I think were referring to unregulated
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derivatives. I don’t think anybody has made any mention about
regulated derivatives and what role they play on a negative side.
I think everyone understands that these products play a huge role
in the risk management for corporations and businesses all
throughout the world, and that is exactly what we have at the
CME Group. We have all these different benchmark products.

So again, I think the role of regulated derivatives plays a crucial
role in the economy here in the U.S. and I think it has benefited
the taxpayers immensely—immensely—over the years by letting
people compete for Treasuries on the regulated market, such as the
Board of Trade, where the government can buy debt much cheaper.
So there is a lot of positives to these listed products.

Senator CRAPO. Thank you.

Mr. Pickel.

Mr. PICKEL. Senator Crapo, to answer your specific question
about mortgage-backed securities, CDOs, versus credit default
swaps, as I have mentioned, the mortgage-backed securities, CDOs,
are securities. They are packaged together as securities. They are
distributed as securities. And typically from the bank’s perspective,
let us say, in going back to Chairman Harkin’s chart, you have got
those mortgages that are packaged into some kind of security. By
putting those mortgages into a special purpose vehicle, the bank
can basically get those off of its books into this SPV and often will
arrange the underwriting of that and distribution of that.

With a credit default swap, and this is a critical difference,
again, it is a bilateral contract. That bank is—first of all, they are
typically maintaining—let us take an example of a borrower the
bank has lent to. They are maintaining that relationship. Even if
they have bought 100 percent protection in the credit default swap
market, they still have the loan on the books. They have to main-
tain that relationship. Furthermore, they have paid money to buy
that protection. It is not cost-free. They have got to pay money to
the protection seller to get that protection. And furthermore, and
this is very important, they are taking on credit exposure, addi-
tional credit exposure to the credit seller.

And so anybody who is using these credit default swaps needs to
understand that very dynamic nature. It is quite different from
taking the obligations and putting them into an SPV and distrib-
uting them in the securities networks.

Senator CRAPO. Thank you.

Mr. Short.

Mr. SHORT. I would concur in part with what Mr. Duffy said. 1
think—well, I guess I would first like to say I don’t think I am
qualified to address the broader question of the exact role that
mortgage-backed securities and CDS have played in the current fi-
nancial crisis. But I guess I would note that derivatives in and of
themselves are not bad. They serve very useful purposes. They
allow parties to shift risk and ultimately allow businesses to oper-
ate more efficiently. I mean, talking about mortgage-backed securi-
ties, they probably allowed Americans to get cheaper mortgages
than they otherwise would have gotten.

I think the real issue here is when you have derivatives and you
don’t have appropriate transparency, you don’t have appropriate
controls, you don’t have appropriate risk intermediation, that is
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where the problems really arise. But it is not the derivative itself.
It is how they are regulated and ultimately overseen.

Senator CRAPO. Thank you. Thank you, Mr. Chairman.

Chairman HARKIN. Thank you.

Senator Lincoln.

Senator LINCOLN. Well, just one last question, Mr. Chairman.

Mr. Pickel, given the fact that there is an unprecedented price
movement in commodities, it doesn’t appear to be solely due to fun-
damentals in some cases. Do you think it is time that the Federal
regulators have a clear window as opposed to just moving it to an-
other exchange or whatever, I mean, just a clear window in terms
of non-traditional speculative activity in the commodities market?

Mr. PickEL. Well, that is certainly something that we have been
engaged with this committee and other Members of Congress in the
debates over the last several years and that led to some of the
changes that were agreed to in the farm bill when the CFTC was
reauthorized, and I think that the steps that were taken there
were appropriate and reflected——

Senator LINCOLN. Do they need to go further?

Mr. PicKEL. Well, I think that—I do think, and we have had a
lot of discussions about the fundamentals here, and I think a num-
ber of reports to Congress, comments from the President’s Working
Group, have indicated that the fundamentals continue to apply.
Now, we are talking about supply and demand. We are talking
about expectations about supply and demand. And since

Senator LINCOLN. What about the OTC, the over-the-counter?

Mr. PickeL. Well, the over-the-counter market will typically ref-
erence the prices that are obtained in the exchange-traded mar-
kets, so it is very much the exchange-traded world, whether it is
the NYMEX platform that is owned now by the CME or the ICE
platform, will provide the prices that are utilized in these trans-
actions.

Senator LINCOLN. Mr. Radhakrishnan, you may not be able to
answer this question, but I know that there was obviously the OTC
in terms of commodities trading is very different than some of the
regular commodities trading. But we saw in the spring a real spike
in cotton prices, which the CFTC, I think, is investigating now. Do
you have any knowledge of that or any feedback? I have a lot of
growers that were left high and dry.

Mr. RADHAKRISHNAN. No, ma’am. But I know that my colleagues
in the Market Oversight Division are always looking at price spikes
to see if there is any manipulative activity involved. But——

Senator LINCOLN. It was pretty high and pretty quick, so I just
was—but we will probably send a letter and see if there is any-
thing that has come out of those investigations.

Mr. RADHAKRISHNAN. Yes, ma’am.

Senator LINCOLN. Thank you, Mr. Chairman. I appreciate the
hearing today. It has been very helpful.

Chairman HARKIN. Thank you very much, Senator Lincoln.

I just have a couple of things I wanted to clear up here. Mr.
Pickel, Mr. Dinallo in our first panel said that he estimated that
80 or 90 percent of credit default swaps are not customized risk.
They are just those directional bets I had on the chart going back
and forth. If that is the case, why can’t those be standardized, if
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they are 80 to 90 percent? But maybe you don’t agree with that fig-
ure because I don’t know, either.

Mr. PickeL. Well, I think even Superintendent Dinallo men-
tioned that 80 to 90 percent includes a whole range of transactions
that might be entered into for different purposes, whether it be—
I think his example of the

Chairman HARKIN. But they were still directional bets. That 80
to 90 percent were——

Mr. PickEL. They may have had—I thought what he commented
was that they might reflect some underlying interest that might be
other than a bond or a loan, but nevertheless some underlying ex-
posure either to the particular credit or to the particular industry
and that would be appropriate for that—the party that has that ex-
posure to utilize these products in some way. So I think he was
suggesting that those that are taking a view on credit, and that is
what is happening here, is you have got people here who think that
the price of a particular credit default swap for a particular name
is relatively cheap or relatively expensive, and these could be in-
vestment managers.

In fact, it was mentioned before, the famous quote from Mr.
Buffett, but also acknowledged the fact that he has actually—his
company is a very active user of credit default swaps, and I think
that he is looking at those as investment opportunities for return
to better serve his shareholders. So I think he is very much moti-
vated by that.

Now, keep in mind he is a very savvy investor. He understands
these products. The people who work for him understand these
products. So they engage in these in a prudent way utilizing collat-
eral, making sure that they have done sufficient credit checks of
their counterparties. All those protections are critical in the OTC
world for these products, whether you have got the underlying ex-
posure or whether you are taking a view on where credit may move
over time.

Chairman HARKIN. Thank you.

Mr. Duffy.

Mr. DuUFrFry. I disagree just a little bit. I know there are some—
on the 80 to 90 percent, we are not quite sure of the number, but
there are some receivables that are against these contracts, so I
will give that benefit. But in our research, and again, we don’t take
this lightly. We would not be getting into this business if we didn’t
feel that we could standardize it and essentially clear it. We believe
that 80 to 90 percent of that trade can be standardized because it
is going to be a lot of participation by hedge funds and other par-
ticipants that you were referring to earlier in your comments, Mr.
Chairman.

Chairman HARKIN. Does anybody else have a comment on that?

The last thing I just wanted to point out, it has been said a num-
ber of times about the President’s Working Group and their posi-
tion. I am reminded that in 1999 in a hearing before this com-
mittee, and in 2000—I think there were two hearings—the Presi-
dent’s Working Group was the one that advocated—advocated—the
exclusion of these instruments from the Commodity Futures Trad-
ing Commission. So if people are trying to convince me that the
President’s Working Group has all the knowledge in the world, I
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am sorry. I don’t buy it any more after that one. So they have their
views and that is about it.

Senator Klobuchar wanted me to mention that she regrets being
unable to attend the hearing but would like to submit questions for
the record on this important issue. I forgot to mention this earlier,
but to all on this panel and the previous panel, we would like to
be able to submit questions in writing from Senators who are not
here for one reason or the other that might want to follow up, or
niaybe some here might want to follow up with written questions,
also.

Did you have something?

Senator CRAPO. Mr. Chairman, I just wanted to comment on the
line of questioning you were just engaging in. I think that is a very
critical issue, this notion of regulated versus unregulated credit de-
fault swaps. Ultimately, I assume that a lot of that could be
worked out in the negotiations and discussions that are being had
with the Federal Reserve. But I just would say to the panel, if
there is any more data that could help us, I would welcome you
submitting it. I know Mr. Duffy indicated you have done some
analysis, and I know Mr. Pickel has a perspective, as well, and oth-
ers.

But I think that is a very critical issue, because really, what we
need to find out here is the answer to the question that this hear-
ing raised. What is the role of derivatives? I think we have opened
up the issue here and we have peeled back a couple of layers, but
we still need to get a little deeper into this to find out.

C?hairman HARKIN. Did you have something you want to add?
No?

Well, I don’t mean to put a valedictory on this, but I have a cou-
ple of charts I just wanted to bring back here again. Just the one
there, the sources of U.S. corporate profit, where we have seen over
the years manufacturing going down and finances going up. Now,
maybe those in the financial community say that is not a big
worry, but there is something about that that bothers me. We just
seem to be making more money on money.

I have a quote here from Raymond Dalio of Bridgewater Associ-
ates, who said the money that is made from manufacturing stuff
is a pittance in comparison to the amount of money made from
shuffling money around. Forty-four percent of all corporate profits
in the U.S. come from the financial sector, compared with only 10
percent from the manufacturing sector. Well, this chart doesn’t
show it is that bad, but I don’t know whether he is right or this
chart is right.

But I think that for some reason, that concerns me, that we are
just developing these instruments, as I mentioned, the
collateralized debt obligations, the collateralized mortgage obliga-
tions, the credit default swaps, all these things going back, even
back when Fannie Mae started those things back in 1983. And I
am not certain, I am not convinced that there was a demand out
there for these. It is just people got together and said, we have got
a new product here. We can market it and we can make money on
it. And they kind of took on a life of their own.

Now, the next chart I have kind of in concert with that is the
credit debt as a share of U.S. GDP, and that also bothers me.
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When you see for all the years from basically World War II up
until about 1990, it was pretty stable. But from about 1990 on, it
just skyrocketed. And I guess what bothers me about that is that
we are getting further and further in debt. I don’t just mean gov-
ernment debt. I mean personal, private debt out there, credit cards
and everything else. And as that happens, it strikes me that it
crowds out the kind of necessary investments that we may need to
make in—well, I said that in my opening statement, things like
health care, medical research, the infrastructure of America, retool-
ing our manufacturing for the new energy era that hopefully is
coming. And that just—for some reason that chart kind of bothers
me, that credit debt as a share of U.S. GDP is now up to 360 per-
cent of GDP and climbing.

It seems to me that at some point, there has to be a reckoning
coming and we have to start unwinding some of this debt. I hope
we can do it in a way that doesn’t create too many dislocations, but
I just wonder if we haven’t gotten too far into credit debt in this
country and into using financial instruments as a way of making
money.

I am not saying they are all wrong, but I think it just got out
of hand, and that is what this derivatives—that is why I am con-
cerned about the amount of derivatives that are out there and how
they keep growing and how we are not leveraging two or six or
seven. We are leveraging 30, 35-to-one on some of these instru-
ments. I just can’t believe that is healthy for this country.

I don’t mean to have the last word. If somebody else wanted to
say something, I would be glad to yield to anybody here. But I
want to thank all of you very much. We as a Congress, we have
got to wade through this. We have got to get the best data and the
best facts we can and try to not only do something about the
present situation, but also find solutions for the future. What do we
do down the road to make sure that these kinds of things don’t
happen again?

So I thank you all very, very much for being here and the com-
mittee will stand adjourned.

[Whereupon, at 1:19 p.m., the committee was adjourned.]
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Introduction

Thank you for this opportunity to discuss the role of financial derivatives in the ongoing
crises, the current system for regulating them, and suggestions for improvement. At your
request, [ have addressed, briefly, the “big picture” rather than the technical details. Any
meaningful discussion of derivatives requires a discussion of the “underlying” — which in
the current crisis is some form of debt. The most relevant debts are mortgages,
particularly non-prime mortgage debt, which consists of subprime and “alt-a” loans.
Some of the structured financial derivatives are extremely complex derivatives of
derivatives, but at its core the story begins with mortgages.

Report

The largest financial bubble in world history occurred this decade in U.S. home prices.
Financial derivatives were a necessary condition for the bubble to hyper-inflate to this
extent and to spread the losses internationally. Prime and non-prime loans were essential
to cause the hyper-inflation. Non-prime losses are greatly disproportionate (roughly $1
trillion), but losses on prime mortgages are also severe.

The data allow us to identify and rank the micro-economic factors directly feeding and
permitting the bubble to hyper-inflate (and to rule out other suggested causes).

1. Non-regulation. The great majority of the bad non-prime loans were made by
non-regulated entities or entities that were not regulated as to underwriting and
credit quality. Similarly, the major players in the creation of derivatives
dependent on mortgage loan quality, e.g., the rating agencies, auditors, and
commercial and investment bankers, were not regulated as to underwriting and
credit quality.
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2. Deregulation. Insured depositories made roughly 20 percent of non-prime loans.
They made an even smaller percentage of the worst non-prime loans. However,
the largest S&L non-prime lenders have failed or are in crisis because of their
non-prime lending. They could not have made these loans but for the removal of
rules that required responsible underwriting. The repeal of Glass-Steagall Act
contributed to the problem.

3. Desupervision. Where there were regulators with authority to act to require
proper underwriting, to forbid imprudent lending, and to require appropriate
accounting, they did not exercise their authority effectively.

4. “Control fraud.” Control frauds are frauds in which the person that controls the
corporation (typically, the CEO) uses its apparent legitimacy and power as a
“weapon” to defraud. Accounting and securities fraud is their weapon of choice
during the ongoing crises. The FBI has been warning since September 2004 that
there was an “epidemic " of mortgage fraud. The FBI also reports that lenders
induce 80 percent of all mortgage frauds. There has been no effective law
enforcement response to the epidemic (and statutory changes and hostile court
decisions have made it increasingly difficult to bring meritorious accounting
fraud cases and recover appropriate damages). Accounting control frauds
optimize by growing rapidly, covering up losses (e.g., by refinancing bad loans)
and making the worst loans. They grow by leveraging — increasing their debt far
faster than they increase their (reported) capital.' The primary function of credit
default swaps (CDS) and collateralized debt obligations was to allow banks to
increase their leverage substantially. This causes bubbles to hyper-inflate.
Collectively, this causes fraud losses to be disproportionately large — and hidden.
The defining element of fraud is deceit. One first creates trust in the victim and
then betrays it. As a result, fraud can corrode trust, and this can cripple markets
long before fraud becomes endemic. If we knew that one in one hundred water
bottles were contaminated, how many of us would drink from them?

5. Compensation systems created perverse incentives that encouraged control fraud
and other abuses. Executive compensation has frequently further “misaligned”
the interests of shareholders and the managers and created intense incentives to
engage in accounting fraud. A “Gresham’s” dynamic can spread this dynamic to
compétitors. The compensation system for rating agencies and outside auditors
creates conflicts of interest that aid and spread accounting fraud. Conservative
economic theoreticians assumed that “private market discipline” would prevent
accounting fraud. Instead, private parties, such as appraisers, auditors, rating
agencies, lenders, and commercial and investment bankers functioned like
accelerants in an arson fire. The fraudulent CEOs did not “defeat™ these internal
and external “controls”, they suborned them into becoming their most valuable
allies.

6. Volatility. The purported purpose of most financial derivatives is hedging. In
the case of CDS, the primary actual purposes are greatly increased leverage and
speculation (particularly through “shorting™). Hedging should reduce volatility.

' In reality, they are decreasing their true capital by making loans that will eventually lead 1o enormous
losses.
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CDS can lead to extraordinary volatility events so large that they pose systemic
risks.

7. Preemption. The only aggressive action that the federal regulators took with
respect to the surge of non-prime loans was to preempt State efforts to regulate
affiliates of federally chartered financial institutions.

The data also allow us to refute two suggested causes of the hyper-inflated bubble. The
Community Reinvestment Act (CRA) has existed for decades without causing a housing
bubble or an epidemic of accounting fraud. The administration was hostile to the CRA
and supported the efforts of the federal agencies to reduce enforcement of the CRA
during the period the bubble was hyper-inflating. The CRA does not require anyone to
make non-prime loans, much less bad non-prime loans. The great bulk of the worst non-
prime loans were made by entities (e.g., mortgage brokers and bankers) that are not
subject to the CRA. The mortgage brokers and bankers made bad non-prime loans for
the same reason other lenders that were subject to the CRA did — it optimized accounting
gains. Again, lenders subject to CRA requirements were considerably /ess likely to make
abusive non-prime loans than were lender not subject to the CRA.

The second claim is that Fannie Mae and Freddie Mac were the engines driving subprime
lending and the bubble. Neither claim is supportable. First, Fannie and Freddie
obviously did not originate subprime and alt-a loans. Second, they lost substantial MBS
market share this decade precisely because they were so reluciant to purchase non-prime
mortgages. Third, to the extent they purchased non-prime paper they were
disproportionately likely to purchase higher quality paper. Fourth, it was unregulated
rating agencies and investment banking firms that crafted, “blessed” and bought and sold
the worst non-prime MBS (and Collateralized Debt Obligations (CDOs) and Credit
Default Swaps (CDS) based on non-prime MBS). Fannie and Freddie did purchase
substantial amounts of this non-prime MBS, but it did so in order to increase its
accounting income and if it had not purchased the non-prime MBS some other entities
would have done so (at an even higher yield) and those financial institutions would have
failed. At all relevant times, the Office of Federal Housing Enterprise Oversight
(OFHEQ) had the statutory and regulatory authority to prevent Fannie and Freddie from
purchasing any non-prime paper. The administration, of course, appointed OFHEO’s
and HUD’s leaders. None of these appointees, prior to the bursting of the housing
bubble, attempted to restrict Fannie and Freddie from purchasing non-prime paper. The
administration supported widespread non-prime lending. That is why it took no effective
regulatory or statutory steps to curtail it. This was a classic example of de-supervision.

Unfortunately, the current system of regulation of the “underlying” (mortgages) and the
financial derivatives can be summarized as non-regulation and de-supervision. Chairman
Greenspan, despite the urgings and warnings of his colleague Dr. Gramlich, refused to
have the Federal Reserve exercise its unique jurisdictional authority over mortgage
bankers and brokers and refused even to have Federal Reserve examiners target subprime
lending by affiliates of holding companies that they are supposed to regulate. Chairmen
Donaldson and Cox relied on self-regulation by investment bankers. Five large savings
& loans (S&Ls) made the bulk of the non-prime loans in what was (formally) the
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“regulated” sector. The Office of Thrift Supervision (OTS) exemplified the crudest form
of de-supervision of these S&Ls — with disastrous results.

There are a number of regulatory responses that we know work very well, and some that
risk making things far worse. Two of the most harmful (unintended) consequences of
federal deregulation or de-supervision are (1) de facto decriminalizing the activity, and
(2) making the activity opaque — or worse.?

Hindsight is rarely “20:20.” Ideologically driven (non) regulators have strong personal
and ideological incentives to cover up the scale of the problem and to blame it on
anything other than their policies. The history of science shows the immense reluctance
to admit that existing paradigms have been falsified. This problem is particularly acute
for neo-classical finance and economics scholars because the theories that have been
falsified by the ongoing crises are the foundations of modern finance.

Neo-classical economists’ methodology, which they asserted made them the only social
scientists worthy of the name, has also been falsified. The pricing models that were their
most sophisticated development have failed. Mr. Buffett aptly terms them “mark to
myth” and Chairman Volcker stresses that they have failed the test of the market place —
and if you fail that test you produce derivatives that Mr. Buffett warned would become
financial weapons of mass destruction.

Their policy advice, prompted by econometric techniques, was the worst possible advice.
It increased the perverse incentives and optimized what we refer to as a “criminogenic
environment” — an environment that breeds crime. During the expansion phase of a
bubble, econometric studies must find that whatever characteristics optimize accounting
fraud will have the strongest positive association with “earnings” and “stock
appreciation.” The econometric study will “prove” that the worst policies are the best
policies. The “sign” of the correlation will reverse affer the collapse of the bubble.
Therefore, we urgently need to develop better, more reliable data (which is only possible
through regulation), better theories, and better research methodologies.

Here are the practical regulatory steps we need to take:

1. Reliable, complete data are essential to evaluate individual, systematic, and
systemic risk. The lack of information on financial derivatives has made it far
more difficult for Treasury and the Fed to respond. Ignorance creates gratuitous
systemic risk.

2. Regulation v. “private market discipline” is a false dichotomy. “Private market
discipline” is vastly more effective when regulation produces more complete and
reliable information. Absent regulation, private market “discipline™ has become
an oxymoron. The elite private entities that were supposed to discipline the

? We assume, absent corruption, that the government officials involved did not intend these consequences.
Audacious control frauds, however, do intend these consequences and they use the corporation’s apparent
legitimacy and power to induce elected officials and regulators to create regulatory “black holes™ that they
can exploit. Enron’s cartel, which caused the California energy crisis, is an excellent example of this.
Indeed, Ken Lay emulated many of Charles Keating's tactics.
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market were the most valuable allies aiding widespread accounting fraud. When
the private markets began to exert discipline they did not do so in accordance
with theory. Instead of making accurate, fine distinctions based on individual
creditworthiness, they shut down entire markets and produced a catastrophe —
because bankers no longer trust other bankers’ accounting values for assets.

3. The purported justifications for many financial derivatives, including CDS and
CDOs, are facially inappropriate. The primary stated purpose for CDS is for
banks to increase their leverage dramatically. That means that banks have
significantly less capital available when they suffer large losses. It was reckless
for the regulators and the industry to encourage this leverage. The purpose of
CDOs is even worse. They are designed to increase leverage and take debt off
balance sheet (increasing opaqueness) through special investment vehicles
(SIVs) that often also took substantial interest rate risk. This harms economic
efficiency, inflates bubbles, increases fraud risk, and risks severe economic
instability.

4. This is part of related, broader problems the next President and Congress must
face. The Basel process for setting bank capital requirements is broken. If it is
not fixed we will have recurrent crises. U.S. banking regulators were not unique
is supporting provisions of Basel I1 that were expressly designed to (1)
encourage banks to make more mortgage loans, (2) increase bank leverage, (3)
mandate that large banks use proprietary models to value their assets and
measure their risk.’ Indeed, the U.S. regulators were more concerned than most
of their European counterparts about reducing capital requirements.

5. The CDS market is vastly too big relative to its purported justifications.
Something else is going on — massive speculation and very large “shorting.” No
one knows exactly how much is going on because of non-regulation and
deregulation. Again, we cannot afford that ignorance.

6. Even the hedging justification is deeply suspect. Instead of hedging, it appears
that the purported hedgers are substituting counterparty risk. Banks have proven
techniques (loan syndications) to lay off risk if the size of a loan is too big
relative to their capital. There is no reliable evidence that the entities selling
“protection” in the CDS market have (1) the underwriting skills to make
appropriate decisions and (2) have adequate capital to honor their commitments.
If counterparties fail, one can generate a cascade of failures,

7. In sum, we should greatly cut back on CDS, CDOs, and SIVs. Net, they cause
harm.

3 It is impossible, particularly with federal pay caps on government workers, for any regulatory agency in
the world to examine effectively a banking system using individual, proprietary models to value assets and
measure risk. Moreover, the models have repeatedly, and grossly, underestimated risk and overstated
values,
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1 would like to thank Chairman Tom Harkin, Ranking Member Saxby Chambliss and the
members of the Senate Committee on Agriculture, Nutrition, and Forestry for inviting me
to testify today at this hearing on the role of financial derivatives in the current financial
crisis.

My name is Eric Dinallo and I am Insurance Superintendent for New York State.

1 have been asked to discuss with you today one particular kind of derivative--credit
default swaps--which have played a major role in the financial problems we now face.

Let me first establish why the New York State Insurance Department is a relevant
authority on credit default swaps. I will expand on theses issues at greater length, but to
provide a context, I will start with a brief summary.

As credit default swaps were developed, there was a question about whether or not they
were insurance. Since initially they were used by owners of bonds to hedge their risk or
seek protection or insurance in the case of a default by the issuer of the bonds, this was a
reasonable question. In 2000, under a prior administration, the New York Insurance
Department was asked to determine if certain credit default swaps were insurance and
said no. That is a decision we have since revisited and reversed as incomplete. I will
provide more detail on these important decisions shortly.

In addition, since I took office in January 2007, the impact of credit default swaps has
been one of the major issues we have had to confront. First, we tackled the problems of
the financial guaranty companies, also known as bond insurers or monolines. Credit
default swaps were a major factor in their problems. More recently, we have been
involved in the bailout of AIG. Again, management of credit default swaps was the
biggest source of that company’s problems.

Through these experiences, we have needed to carefully study the history and issues
surrounding credit default swaps. And we have learned the hard way about their impact
on markets and companies.

T am honored to have this opportunity to share with you what we have learned from this
experience.

First, let’s discuss what a credit default swap is and the different kinds of credit default
swaps. A credit default swap is a contract under which the seller, for a fee, agrees to
make a payment to the protection buyer in the event that the referenced entity, usually a
company or other issuer of some kind of bond, experiences any number of various “credit
events”, such as bankruptcy, default, or reorganization. If something goes wrong with the
referenced entity, the protection buyer can put the bond to the protection seller and be
made whole, or a net payment can be made by the seller to the buyer.

Originally, credit default swaps were used to transfer and thus reduce or mitigate risk for
the owners of bonds. If you owned a bond in company X and were concerned that the
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company might default, you bought the swap to protect yourself. Literally the buyer
“swaps” risk of default with someone else. That is why it is called a credit default swap.
The swaps could also be used by banks who loaned money to a company. This type of
swap is still used for hedging purposes.

Over time, however, swaps came to be used not to reduce risk, but to create or assume it.
This second type of swap is little more than a gamble on the value of a particular
reference obligation. Institutions that did not own the obligation bought and sold credit
default swaps to place a directional bet on a company’s credit worthiness. In early May,
we began to use the term “naked credit default swaps™ to describe swaps bought by
speculators because in that case the swap purchasers do not own the underlying
obligation. The protection becomes more valuable as the company becomes less
creditworthy. This is similar to naked shorting of stocks.

I have argued that these naked credit default swaps should not be called swaps because
there is no transfer or swap of risk. Instead, risk is created by the transaction. Indeed, you
have no risk on the outcome of the day’s third race at Belmont until you place a bet on
horse number five to win.

We believe that the first type of swap, let’s call it the covered or “sartorial” swap, is
insurance. The essence of an insurance contract is that the buyer has to have a material
interest in the asset or obligation that is the subject of the contract. That means the buyer
owns property or a security and can suffer a loss from damage to or the loss of value of
that property. With insurance, the buyer only has a claim after actally suffering a loss.

With the covered swaps, if the issuer of a bond defaults, then the owner of the bond has
suffered a loss and the swap provides some recovery for that loss. The second type of
swap contains none of these features.

Because the credit default swap market is not regulated, we do not have valid data on the
number of swaps outstanding, how many are naked, who bought, who sold and on which
issuers they have been written. Estimates of the market were as high as $62 trillion,
though lately the market has been reduced to an estimated $55 trillion. By comparison, as
of the second half of this year, there was only about $6 trillion in corporate debt
outstanding, $7.5 trillion in mortgage-backed debt and $2.5 trillion in asset-backed debt,
according to data from the Securities Industry and Financial Markets Association. That’s
a total of about $16 trillion in private sector debt. So it appears that swaps on that debt
could total at least three times as much as the actual debt outstanding.

When we were dealing with finding a solution for AIG, we knew the company had
written almost half a trillion dollars in swaps, but we had no idea how much in swaps had
been written on AlG itself or by whom. That meant we did not know what the broader
effect of an AIG bankruptcy would be. Also, in our work on the bond insurers, we could
not determine the total credit default swaps written on companies such as MBIA and
Ambac.
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As one of the efforts to stop the current financial crisis, the SEC suspended shorting the
stock of 700 companies and all naked shorting of stocks. But nothing was done about the
shorting of credit through credit default swaps, though there are much larger numbers
involved.

Now, I think it would be useful for your purposes to go into some of the history,
including important legislative decisions.

Gambling, betting or speculating on movements in securities or commodities prices
without actually owning the referenced security or commodity is nothing new. As early
as 1829, “stock jobbing”, an early version of short selling, was outlawed in New York.
The Stock Jobbing Act was ultimately repealed in 1858 because it was overly broad and
captured legitimate forms of speculation. However, the question of whether to allow bets
on security and commodity prices outside of organized exchanges continued to be an
issue.

“Bucket shops” arose in the late nineteenth century. Customers “bought” securities or
commodities on these unauthorized exchanges, but in reality the bucket shop was simply
booking the customer’s order without executing on an exchange. In fact, they were
simply throwing the trade ticket in the bucket, which is where the name comes from, and
tearing it up when an opposite trade came in. The bucket shop would agree to take the
other side of the customer’s “bet” on the performance of the security or commodity.
Bucket shops sometimes survived for a time by balancing their books, but were wiped
out by extreme bull or bear markets. When their books failed, the bucketeers simply
closed up shop and left town, leaving the “investors™ holding worthless tickets.

The Bank Panic of 1907 is famous for J.P Morgan, the leading banker of the time, calling
all the other bankers to a meeting and keeping them there until they agreed to form a
consortium of bankers to create an emergency backstop for the banking system. At the
time there was no Federal Reserve. But a more lasting result was passage of New York’s
anti-bucket shop law in 1909. The law, General Business Law Section 351, made it a
felony to operate or be connected with a bucket shop or “fake exchange.” Because of the
specificity and severity of the much-anticipated legislation virtually all bucket shops shut
down before the law came into effect, and little enforcement was necessary. Other states
passed similar gaming or bucket shop laws. Interestingly, to this day, companies wishing
to use the world “exchange” must receive permission from New York State.

Thus, the various bucket shop laws essentially prohibit the making or offering of a
purchase or sale of security, commeodity, debt, property, options, bonds, etc., upon credit
or margin, without intending a bona fide purchase or sale of the security, commaodity,
debt, property, options, bonds, etc. If you think that sounds exactly like a naked credit
default swap, you are right. What this tells us is that back in 1909, 100 years ago, people
understood the risks and potential instability that comes from gambling on securities
prices.
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With the growth of various kinds of derivatives in the late 20" Century, there was legal
uncertainty as to whether certain derivatives, including credit default swaps, violated
state bucket shop and gambling laws.

The Commodity Futures Modernization Act of 2000 (“CFMA™), signed by President
Clinton on December 21, 2000, therefore created a “safe harbor” by (1) preempting state
and local gaming and bucket shop laws except for general antifraud provisions, and (2)
exempting certain derivative transaction on commodities and swap agreements, including
credit default swaps, from CFTC regulation.

Thus CFMA stated: “This Act shall supersede and preempt the application of any state or
local law that prohibits or regulates gaming or the operation of bucket shops.”

CFMA also amended the Securities and Exchange Acts of 1933 and 1934 to make it clear
that the definition of “security” does not include certain swap agreements, including
credit default swaps, and that the SEC is prohibited from regulating those swap
agreements, except for its anti-fraud enforcement authority.

Therefore, by ruling that credit default swaps were not gaming and not a security, the
way was cleared for the growth of the market. But there was one other issue. If some
swaps—covered swaps—were considered insurance, then they would be regulated by
state insurance departments. The capital and underwriting limits in insurance regulation
could have threatened the rapid growth in the market for these derivatives.

So at the same time, in 2000, the New York Insurance Department was asked a very
carefully crafted question. “Does a credit default swap transaction, wherein the seller will
make payment to the buyer upon the happening of a negative credit event and such
payment is not dependent upon the buyer having suffered a loss, constitute a contract of
msurance under the insurance law?”

Clearly, the question was framed to ask only about naked credit default swaps with no
proof of loss. Under the facts we were given, the swap was not “a contract of insurance”,
because the buyer had no material interest and the filing of claim does not require a loss.
But the entities involved were careful not to ask about covered credit default swaps.
Nonetheless, the market took the Department’s opinion on a subset of credit default
swaps as a ruling on all swaps and, to be fair, the Department did nothing to the contrary.

In sum, in 2000 as a society we chose not to regulate credit default swaps, whether as
insurance, as a security or gaming.

Why did that matter? As we have seen, the financial system has been placed in peril
because there was no comprehensive management of counterparty risk. Deals were made
privately between two parties. These bilateral arrangements mean that there are no
standards for the solvency of counterparties, who can assign the credit default swaps to
other parties. The buyer does not know how much risk the seller is taking on. There are
no requirements for the seller to hold reserves or capital against the risks it is taking on
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by selling swaps. And no one knows who owns or where the credit default swaps
ultimately reside.

None of this was a problem as long as the value of everything was going up and defaults
were rare. But the problem with this sort of unregulated protection scheme is that when
everyone needs to be paid at once, the market is not strong enough to provide the
protection everyone suddenly needs.

Unlike insurance, credit default swaps are marked to market. That means, the value of the
swap reflects the current market value, which can swing sharply and suddenly. Value
changes require the sellers to post collateral. Sudden and sharp changes in the credit
rating of the issuer of the bonds or of the bonds themselves can produce large swings in
the value of the swaps and thus the need to post large and increasing amounts of
collateral. That capital strain can produce sudden liquidity problems for sellers. The seller
may own enough assets to provide collateral, but the assets may not be liquid and thus
not immediately accessible. When many sellers are forced to sell assets, the price of those
assets falls and sellers are faced with taking large losses just to meet collateral
requirements. As the prices of the assets are driven down by forced sales, mark-to-market
losses increase and the collateral posting cycle continues. Meanwhile, the underlying
assets may continue to perform--paying interest and principal in full.

The above was a substantial part of the problem at AIG. A ratings downgrade on
September 15 produced immediate collateral calls. The company did not have sufficient
liquid assets.

In addition, chains of counterparty exposures mean that if any one link in the chain—any
one counterparty—fails, others with exposure to that counterparty may also fail setting
off a chain reaction. Many financial institutions bought protection from AIG, and there
was great uncertainty as to whether all of these institutions could survive AIG’s failure.

Was the AIG bailout necessary? I believe it was, Thanks to the protective moat created
by state regulation, AIG’s insurance operations were insulated from the problems in other
AIG subsidiaries and are solid, profitable companies. Many of AIG’s companies are
leaders in their markets. They have substantial value. But that value could not be realized
over a weekend. The bailout will provide time for an orderly restructuring of AIG’s
operations. It is possible that A1G will survive, as a smaller but much stronger insurance-
focused enterprise. At least some of its operations will be sold.

Some argue that the company should have been filed for bankruptcy, as Lehman did. AIG
has business relations with just about every major bank in the world. At a time when the
financial system and in particular the credit markets are already deeply troubled, the risks
of allowing AIG to file for bankruptcy were, in my opinion, just too great. The New York
Federal Reserve Bank and the Treasury appear to share that view.

But that systemic risk does underline the need for us to heed New York Governor David
Paterson’s call to regulate the credit default swap market. In a recent statement, Governor
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Paterson said, “The absence of regulatory oversight is the principal cause of the Wall
Street meltdown we are currently witnessing. This is why New York took the crucial next
step of planning to regulate an area of the market which had previously lacked
appropriate oversight, but that is indisputably as regulatable as insurance. I strongly
encourage the federal government to follow our approach and bring stronger regulatory
oversight to these markets. New York stands ready to work expeditiously with all
concerned to find a workable solution to this problem.”

In an interview with the New York Times, Governor Paterson called credit default swaps
“gambling” and noted that they were a major cause of AIG’s problems. He told the paper
that “when we peeled back the onion, we found out that AIG had so many credit default
swaps that we couldn’t calculate how much money they probably had” lost.

On September 22, Governor Paterson announced that New York State is prepared,
beginning in January, to regulate part of the credit default swap market which has to date
been unregulated. The State is prepared to provide clear regulatory guidance where
credit default swaps are used as “insurance” to protect or “hedge” the value of
investments held by the purchaser. These transactions are, both functionally and legally,
financial guaranty insurance policies.

As I noted, the 2000 decision by the Insurance Department only considered naked credit
default swaps. Last month, we determined that covered credit default swaps are insurance
and therefore potentially subject to state regulation.

What would be the benefit of treating covered credit default swaps as insurance? Insurers
must hold capital and reserves against risks. Insurers are subject to underwriting
restrictions that ensure diversification. Insurers are not permitted to write policies with
acceleration events, downgrade triggers or collateral calls. While financial guaranty
insurance companies have been downgraded, they have maintained their solvency and
liquidity. In short, if they were regulated as insurance, buyers of covered credit default
swaps would be assured that they could actually have protection when they need it.

What New York State is doing fits our role as insurance regulators. We are providing an
appropriate way for those with an insurable interest to protect themselves. Our goal is to
ensure the terms of credit default swaps are written as a mechanism for protecting buyers
against actual losses and not for betting on the credit quality of a third party. We will
also ensure that whoever sells protection is solvent, in other words, can actually pay the
claims. There is currently no such protection for parties to credit default swaps that use
them as insurance.

The primary goal of insurance regulation is to protect policyholders by ensuring that
providers of insurance are solvent and able to pay claims on policies they issue. The goal
of regulating these swaps is not to stop sensible economic transactions, but to ensure that
sellers have sufficient capital and risk management policies in place to protect the buyers,
who are in effect policyholders and to ensure stable markets.
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However, we recognize that carving up the credit default swap market is not the ideal
solution. And we recognize that there are some valid uses of naked swaps to provide
liquidity in the market for risk transfer. There may be different valid ways of having a
material interest besides directly owning a bond, such as being long a stock, owning part
of a syndicated loan or having a receivable. Also, it may be valid to use the swaps for
various sophisticated trading strategies.

Governor Paterson’s announcement that New York was ready to regulate part of the
market starting January 1 framed the dialogue and pushed forward the discussion of
regulating the entire market. The day after Governor Paterson’s announcement, SEC
Chairman Cox asked for the power to regulate the credit default swap market. And
shortly afterward, the New York Federal Reserve began a series of meetings to discuss
how to proceed.

There are a number of possible effective means of regulating the entire market, including
an exchange, a clearing corporation or a centralized counterparty. Properly designed and
operated, any solution would include margin requirements to ensure that there is
sufficient capital and liquidity. There should be security funds and other mechanisms to
manage counterparty default equitably and predictably. It should provide transparency,
both with regard to prices and with regard to the amount of exposure by all
counterparties. These measures would ensure that credit default swaps could be a tool for
managing risk, without becoming a risk to the entire financial system. We support this
effort to find and implement an effective holistic solution.

Credit default swaps played a major role in the financial problems at AIG, Bear Stearns,
Lehman and the bond insurance companies. One of the major causes of this financial
crisis was not how lax or tight we regulated or how easy or hard we enforced, but what
we chose not to regulate. Clearly, it is time to start regulating credit default swaps.

As Governor Paterson said on September 22, New York stands ready to work
expeditiously with all concerned to find a workable solution to the problem of how to

regulate credit default swaps.

Thank you and I would be happy to answer any questions.
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Testimony of Terrence A. Duffy
Executive Chairman, CME Group Inc.
Before the Senate Committee on Agriculture, Nutrition and Forestry

October 14, 2008

I am Terrence A. Duffy, executive chairman of CME Group Inc. Thank you
Chairman Harkin and Ranking Member Chambliss for inviting us to testify today on
these critical issues.

CME Group was formed by the 2007 merger of Chicago Mercantile Exchange
Holdings Inc. and CBOT Holdings Inc. CME Group is now the parent of CME Inc., The
Board of Trade of the City of Chicago Inc., NYMEX and COMEX (the “CME Group
Exchanges”). The CME Group Exchanges are neutral market places. They serve the
global risk management needs of our customers and producers and processors who rely
on price discovery provided by our competitive markets to make important economic
decisions. We do not profit from higher food or energy prices. Our Congressionally
mandated role is to operate fair markets that foster price discovery and the hedging of
economic risks in a transparent, efficient, self-regulated environment, overseen by the
CFTC.

The CME Group Exchanges offer a comprehensive selection of benchmark
products in all major asset classes, including futures and options based on interest rates,
equity indexes, foreign exchange, agricultural commodities, energy, and alternative
investment products such as weather and real estate. We also offer order routing,
execution and clearing services to other exchanges as well as clearing services for certain
contracts traded off-exchange. CME Group is traded on NASDAQ under the symbol
“CME.”

You asked us to discuss the role of financial derivatives in the current financial
crisis. Obviously, financial derivatives cover a very broad swath of product types from
collateralized obligations packaged as securities (including subprime mortgage
obligations) to pure vanilla swaps that are unregulated versions of futures contracts. This
broad question has been the topic of dozens of scholarly books and articles, not to
mention innumerable class action and shareholder derivative law suits. There seems to
be a consensus that the financial crisis is not a consequence of the instruments; it is a
problem with distribution and trading of such contracts in the unregulated, over-the-
counter market that has not employed sufficient disclosure and risk management
techniques. Derivatives are a tool for managing a firm's finances. Like all tools, they are
neither beneficial nor harmful in themselves. Those involved with derivatives as dealers,
investors, bankers or corporate treasurers need to understand how the instruments work,
how they fit into the organization's business plan, and what risks the use of derivatives
pose to the organization.

It has been the lack of price transparency and the failure to properly measure and
collateralize the risk of those instruments in the OTC markets that has had dire
consequences. In stark contrast, trading of financial futures on regulated futures markets,
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subject to the oversight of the Commodity Futures Trading Commission, has been a net
positive to the economy, has caused no stress to the financial system and has easily
endured the collapse of one and near collapse of two firms that were very active in our
markets. This is a record of which this Committee, the CFTC and our industry can be
justifiably proud.

When Lehman Brothers filed for bankruptcy last month, no futures customers lost
a penny or suffered any interruption to its ability to trade. The massive proprietary
positions of Lehman were liquidated or sold, with no loss to the clearing house and no
disruption of the market. This tells us that our system works in times of immense stress
to the financial system.

Fourteen years ago, on June 14, 1994, we testified before the Subcommittee on
Environment, Credit, and Rural Development of the Committee on Agriculture of the
House of Representatives on the topic of regulatory issues for OTC derivatives.! At that
time, OTC swaps were in their infancy - the market had grown from approximately $2
trillion in 1989 to less than $8 trillion in 1994. We sounded a number of very clear
warnings respecting the steps that would be necessary to assure that this rapidly growing
market did not result in systemic problems to our economy.

“There are common themes in the recent stories, beyond the obvious ones of
massive financial losses and attempts to shift the blame to others. . . In almost all
cases of unexpected losses, properly linked to derivative instruments, three
elements are present, to varying degrees: (1) the accuracy of pricing the
instruments involved; (2) the assessment of risk before the fact; (3) and the
rapidity with which small losses became huge.

“First, the initial pricing of exotic instruments, such as tranches of collateralized
mortgage obligations (CMOs), is almost always done by proprietary computer
programs. This is how Wall Street's "rocket scientists" earn their living. The
theories behind these programs can be very complex, but they generally do not
account for the effects of illiquidity or "irrational" behavior that can turn buyers
into sellers with a simple change in sentiment.

ok ok

“The unwillingness or inability to evaluate risk, before the fact, is another
common theme in these stories of losses from derivatives. Once the losses mount,
everyone involved is absolutely shocked that such an event could occur. But this
reaction is neither believable nor excusable. Every one of these derivative
positions can be stress tested before the market moves. For example, what would
happen to the position if interest rates fell by 50 basis points, or rose by 100? The
same computer models that price these instruments in today's market environment
can simulate hundreds of different outcomes in a matter of seconds. It is
absolutely imperative that users of derivatives ask these "what if" questions. They
must also receive answers that make them completely comfortable with the
investment objectives and the risks that they are assuming,

! Testimony of CME's then Chairman John F. Sandner
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“The third common theme relates to how quickly small losses become huge. Itis
unfortunately a sad fact of human nature that when errors are made, the tendency
is to try to buy time for the situation to reverse itself. If a corporate treasurer has
taken a position and lost, there is a temptation to try to trade out of the problem.
Risking the shareholders' wealth in an attempt to replace previous losses may be
the only way to preserve one's job. For a fund manager, there is a perverse reality
that there is little difference between losing 50 percent or 100 percent of the
investors' capital, since either result would likely lead to being fired. If a second
risky position pays off, there is the chance that everything will right itself. In the
publicized cases, such subsequent trades seemed to make matters worse.

“At this point, I want to contrast the benefits of exchange trading of derivatives
with trading them O-T-C. . . . For years, exchanges trading derivatives, such as
futures and options, have used procedures that promote careful risk management.
Every day the market determines and discloses settlement prices based on the
forces of public supply and demand. These prices may not always fit the ideal
predicted by a computer model, but they do reflect real market conditions. Using
public prices every day avoids the pitfalls of internally derived price evaluations.

“In the realm of before the fact risk analysis, portfolios of exchange-traded
products have all been stress tested using the exchange's performance bond
programs that simulate extreme changes in both price and volatility. These
programs are designed to ask the question, "What is the worst possible outcome
one can reasonably expect?" They do not actively judge whether that event will
occur or not, but instead look neutrally at all possible outcomes. Once the biggest
risk is identified, the Exchange requires collateral in the form of performance
bonds against the position.

e ook ok ok ok

“The Exchanges also have a long history of keeping small losses from growing by
using daily marks to market and variation payments. If a position's value erodes,
there is a daily call for cash. There is simply no opportunity to postpone
judgment day with an exchange-traded derivative. Small losses must be met head
on and evaluated. In the world of exchange-traded derivatives, it is rare that
losses can be hidden from senior management, or that positions can be expanded
in an attempt to recoup the losses already incurred from a bad strategy.”

Since at least the early *90s, CME has had a consistent philosophy respecting the
regulation of OTC derivative trading and the superiority of regulated exchanges with
central counterparty clearing. We have not sought to ban all OTC trading, we have urged
that OTC trading be limited to truly sophisticated investors trading contracts that are too
individualized or too thinly traded to be brought onto a trading platform for standardized
products. We were right then and we are right now.

On September 26, 2007, I testified before the House Agriculture Subcommittee
on General Farm Commodities and Risk Management and discussed our view of the
success of the Commodity Futures Modernization Act and the amendments that we
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believed were necessary to bring all trading of all standardized futures contracts under the
control of the CFTC.

I do not intend to repeat that testimony, which was detailed and extensive. I will
only note that we suggested that Congress look to “first principles,” which means the
findings and purposes adopted by Congress to guide the Commission’s exercise of its
jurisdiction. Section 5(b) of the Commodity Exchange Act charged the Commission with
a duty to oversee “a system of effective self-regulation of trading facilities, clearing
systems, market participants and market professionals” and to “deter and prevent price
manipulation or any other disruptions to market integrity; to ensure the financial integrity
of all transactions subject to this chapter and the avoidance of systemic risk; to protect all
market participants from fraudulent or other abusive sales practices.”

We suggested that there is a growing conflict between these “purposes™ and the
statutory exemptions for unregulated markets that had been inserted into the CEA by
various special interests. It is clear to us that all of the key purposes mandated by
Congress in Section 5(b) are jeopardized if trading facilities for contracts in exempt
commodities are permitted to coexist with regulated futures exchanges that list those
same commodities.

Rather than looking back and trying to assess blame, we want to move forward
and explain what CME Group is offering and planning to offer to alleviate the risks to the
economy currently represented by the almost $600 trillion in outstanding notional value
of OTC swaps. We are in the process of offering a means to convert a significant
proportion of outstanding OTC interest rate swaps into regulated exchange traded futures.
If the dealers and their customers accept this program, we expect that standardization of
these outstanding contracts and submission to our clearing system will permit a
multilateral netting process that will reduce the outstanding exposure on the instruments
submitted to our clearing system by a factor of at least five.

I want to particularly focus on our plans to play a role in the Credit Default Swap
market. The CDS market has grown because credit derivatives permit dispersion and
realignment of credit risks. These instruments are a tremendously valuable financial tool
in the right hands and used properly. However, the individual and systemic risks created
by the exponential growth of such contracts has not been properly managed - in some
cases it appears not to have been understood by the managers who were highly
compensated for promoting these instruments. The lack of transparent pricing,
standardized contract terms, multilateral netting and all of the other advantages that flow
from an integrated trading and central counterparty clearing system have compounded
risk and uncertainty in this market. The gross notional exposure in that market is about
$55 trillion. It is estimated that portfolio compression by netting could reduce that
exposure by a factor of ten.

There is a solution. The transparent price discovery and multilateral trading and
clearing mechanisms that has been proposed by CME and Citadel Investment Group
offers a systematic method to monitor and collateralize risk on a current basis reducing
systemic risk and enhancing certainty and faimess for all participants. Our solution
offers regulators the information and transparency they need to assess risks and prevent
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market abuse. Our systematic multilateral netting and well-conceived collateralization
standards will eliminate the risk of a death spiral when a jump to default of a major
reference entity might otherwise create a cascade of failures and defaults.

Let me provide a few examples of the problems, and the solutions that our

proposal offers:

First, CDS markets are opaque: best price information is not readily available, as
it is on an electronic trading facility. Efficient and accurate mark-to-market
practices are hindered by the lack of transparency. Disagreements are common,
leading to subjective and inconsistent marks and potentially incomplete disclosure
to investors of unrealized losses on open positions. For example, earlier this year,
Toronto Dominion Bank announced a $94 million loss related to credit
derivatives that had been incorrectly priced by a senior trader. In an exchange
model, with transparent pricing and broad market data distribution, such errors are
much less likely to occur.

Second, risk assessment information is inadequate, and risk management
procedures are inconsistent across the market. Precise information on gross and
net exposures is not available. The true consequences of a default by one or more
participants cannot be measured — exactly the sort of systemic risk brought to
light by the Bear Stearns and AIG crises, which caused major disruptions in the
market. As Bear Stearns and AIG faltered, credit spreads for most dealers
widened, volatility increased and liquidity declined. Intervention became

necessary.

Transparent market information combined with risk management protocols
enforced by a neutral clearinghouse could have mitigated this outcome. Risk
managers would have had accurate and timely information on their firms’
positions, exposures and collateral requirements. Collateral to cover future risks
would have been in place or positions would have been reduced. The
clearinghouse and regulators would have seen and been able to manage
concentration risks within a particular portfolio, and stress-test the consequences
of a major default.

Third, gross exposures for bilateral CDS transactions magnify systemic risk
because a failure in the payment chain can spiral out of control.

Our proposal goes beyond the plans of dealer-owned clearing systems, which only
address the needs of the inter-dealer market. As we understand it, non-dealers,
who may account for nearly half of current trading volumes, would not directly
benefit from trade novation. Excluded participants also would reap little benefit
from the clearinghouse’s guarantee of performance. Settlement risk would be
mutualized for some, but not all, trades.

Our proposal, which is open to both dealers and their customers, offers scalable,

efficient trading and clearing mechanisms to market participants and brings price
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transparency to the entire market. Our systems include nearly instantaneous trade
confirmation.

Our long experience is a tremendous asset in the fight against systemic risk in the
CDS market. The CME Clearinghouse currently holds more than $60 billion of collateral
on deposit and routinely moves more than $3 billion per day among market participants.
We conduct real-time monitoring of market positions and aggregate risk exposures,
twice-daily financial settlement cycles, advanced portfolio-based risk calculations,
monitor large account positions and perform daily stress testing. Our clearinghouse has a
proven ability to scale operations to meet the demands of new markets and unexpected
volatility.

The CDS market requires product structures, rules and regulatory oversight that
are suited to the needs of all participants. That may not occur if centrally traded and
cleared credit products must be fitted within regulatory frameworks that were developed
for different markets or to meet different policy goals. We are working with the New
York Federal Reserve, the CFTC and the SEC to find a way quickly to bring our solution
to market. We are encouraged that the regulators are highly motivated to contain the
problem without delay and that cooperation among them will eliminate the jurisdictional
and regulatory uncertainties that might otherwise delay a solution.

[ thank the Committee for the opportunity to share CME Group's views, and |
look forward to your questions.
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I. Introduction

Good afternoon Chairman Harkin, Ranking Member Chambliss, and members of the
Committee. My name is Richard Lindsey and I am President of Callcott Group LLC, a
consulting firm specializing in risk management and portfolio allocation. Iam also the chairman
of the International Association of Financial Engineers. Previously, [ have been a finance
professor at Yale University, the Chief Economist and the Director of Market Regulation at the
Securities and Exchange Commission, and, until December of 2006, the President of Bear
Stearns Securities Corporation — the prime brokerage and clearing business of Bear Stearns. 1
am pleased to be here today to testify at the Committee’s hearing on the Role of Financial
Derivatives in the Current Financial Crisis.

We are, without a doubt, in the midst of the most serious financial crisis since the latc
1920s. Millions of people are defaulting on mortgages; the world’s financial markets have been
shocked both by enormous losses, and by the fear that there are more losses to come; financial
institutions that were once household names have been forced into bankruptey or fire sales; and
governments around the world are attempting to stabilize the markets with coordinated policies,
interest rate cuts, and even direct cash infusions. In the middle of our collective shock at the
magnitude and range of this calamity, everyone is looking for the culprit — what caused this
crisis? Was it the greed of Wall Street? Incompetent regulators? Deregulation? Derivatives?

My testimony today will address certain fundamental facts associated with financial
derivatives (focusing on credit default swaps) in an attempt to clarify and correct some of the
misconceptions that have been widely reported in the popular press. 1 will then discuss the

systemic risks inherent in the use of credit derivatives, the role of regulation in controlling those
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risks, and what can and should be done to mitigate those risks. Finally, I suggest a way forward

through the current crisis.

I1. Financial Derivatives — Myth and Reality

In general, financial derivatives take two forms: (i) cxchange-traded derivatives, which
are traded on recognized exchanges or boards of trade, and (ii) over-the-counter ("OTC")
derivatives, which are privately negotiated, customized bilateral contracts, the obligations under
which may only be transferred under certain agreed upon terms. The OTC derivatives market is
usually substantially larger than the exchange-traded derivatives market.

Whether it is exchange-traded or over-the-counter, a derivative is always a bilateral
agreement that shifts risk from one party to another. A credit derivative is an agreement
explicitly designed to shift credit risk between two parties, and its value is determined by, or
derived from, the credit performance of one or more corporations, sovereign entities, or
securities, Credit derivatives were originally developed by financial institutions, primarily
banks, as a means of hedging and diversifying credit risks in a manner similar to the manner used
for hedging interest rate and currency risks. But the market for credit derivatives has also
developed into a low cost method for investing in credit exposure (again, just like the market in
interest rates and currencies). While credit derivatives are often pejoratively described in the
media as a “bet”, it is important to realize that one could equally describe all investments as
“bets”. When we buy the stock of a corporation, we are “betting” that the stock will be worth
more in the future than what we paid. When we buy a bond, we are “betting” that the
corporation will be solvent and repay its debts. Even when we buy US Treasuries, we are

making a “bet” that the US Government will be able to repay its obligations (ideally without
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inflating away their value). To be sure, each of these investments or “bets” has a different risk
profile, but it doesn’t change the underlying fact that each investment always contains risk.

Credit default swaps (CDS) represent the vast majority of credit derivatives, ACDSisa
contractual agreement to transfer the default risk of one or more entities or credits from one party
to the other. The protection buyer pays a periodic fee to the protection seller during the term of
the CDS. Inreturn fo} this fee (usually called a spread), the protection seller compensates the
protection buyer if the underlying credit defaults, declares bankruptcy, or experiences another
agreed-upon credit event. The protection buyer is entitled to protection on a specified face value
of the underlying credit’s debt, the “notional amount.” The underlying entity is not a party in any
way to the contract, and it is not necessary for the buyer or seller to obtain the underlying credit’s
consent to enter into a CDS.

The fact that the underlying credit is NOT a party to the agreement and, further, that
neither the protection buyer nor the protection seller needs to own the debt of the entity, has also
recently been subject to a great deal of media hyperbole. This fact is frequently and shrilly cited
as evidence that t credit derivatives are a “bet”. But exactly the same statement could be made
about futures contracts or stock options — neither the purchaser or the seller of those contracts
needs to hold a position in the underlying commodity or stock; nor do they need the permission
of the company (in the case of a stock option) or the farmer (in the case of an agricultural
commodity) to enter into the contract in the first place. This is an old argument that simply
misses the point that derivative instruments allow for the separation, identification, and isolation
of certain risks through the establishment of new markets with new instruments, and thereby
enhance the efficiency of capital markets and provide for better risk sharing and capital

allocation.
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Two simple examples may help to make this clear. First, consider Bank A, which has
merged with another bank. The management of Bank A may feel that the loan portfolio of the
combined banks is overexposed to a given credit, and may want to reduce that credit risk.
Buying protection through a credit default swap provides a means by which Bank A can reduce
its exposure to that credit, without endangering the business relationship (since the underlying
credit need never know about the swap). This would be an example of a hedge where the
protection buyer has a previous exposure to the underlying entity. In this case, Bank A can
reduce exposure to an entity and increase the diversification in its portfolio; thereby decreasing
risk and improving efficiency.

Now consider Bank B which wants to diversify its credit cxposure but does not have a
relationship with the quality of credits it desires. Bank B can sell protection through a credit
default swap as an alternative to making loans or buying bonds. This is economically equivalent
to lending directly to the desired credits. In this case, Bank B is able to diversify its loan
portfolio and improve the quality of its credits; thereby decreasing risk and improving value for
its sharcholders. Importantly, in the second example, Bank B does not have a previous exposure
to the underlying entity, but is able to gain exposure through the credit default swap market.
Neither one of these banks could have achieved its objective without the existence of a viable
market for credit derivatives — in both cases credit default swaps decreased risk and increased the
efficiency of the financial markets.

The next misperception appears to be associated with the size of the credit default swap
market. By virtue of the fact that the market is one of bilateral contracts, it is difficult to
determine its size except through surveys like those conducted by the British Banker’s

Association (BBA) and the Tnternational Swaps Dealers’ Association (ISDA). Even then, the
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only size statistic is the notional value associated with credit default swaps, which at the end of
June 2008 was reported by ISDA to be $54.6 trillion. It is important to recognize, however that
the notional value does not represent outstanding liabilities. The notional value represents the
amount of money that protection sellers would owe protection buyers if cvery single underlying
credit entity defaulted and the value of their debt went to zero. Given the primary credits upon
which credit default swaps have been written, this would mean that the companies General
Motors, Ford, ATT, Eastman Kodak, Time Warner, General Electric, Telecom [talia, France
Telecom, and the countries of Brazil, Mexico, Turkey, France, Italy, and Japan all defaulted
simultancously and the value of their debt went to zero. That scenario is highly improbable.

In addition, buyers and sellers of credit protection are not unique. If a dealer sells $100
million notional of credit default protection on ATT to one customer, and buys $100 million
notional of credit default protection from another customer, that represents a total of $200
million notional, even though the dealer no exposure to the underlying credit (it does have
counterparty risk with the customers). In fact, according to the BBA, dealer positions represent
more than 50% of the of the credit default swap market and, as can best be determined from
public disclosures, have nearly equally balanced CDS exposures, consistent with the dealer
business model. Finally, it is important to remember that credit default swaps, like all derivative
contracts, are zero sum contracts — the loss of one party in the contract exactly equals the gain of
the other party. In aggregate, therefore, the losses incurred by protection providers equal the
gains realized by protection buyers, making the overall CDS market a “closed system”, where
gross losses equal gross gains, and both, when added, net to zero.

This is in contrast to the cash bond market where credit losses result in permanent loss of

value.
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The actual number that we should focus on is the gross replacement value of all
outstanding credit default swaps, which according to the BBA was a little over 52 trillion at the
end of 2007, or just under 3.5% of the notional amount for that period. That number represents
the cost of replacing all the existing contracts in the market, just as the market price of an equity
security represents the price at which it can be bought or sold in the open market. It is equal to
the difference between the present value of fixed-rate premium payments to be made by
protection buyers and the present value of the credit event-driven payments that the market
expects will be made by protection sellers over the life of the swaps.

None of this is to say that the credit default swap market does not contain risk. And it is
important to note that with a CDS, the risks assumed by the protection buyer and protection
seller are not symmetrical. The protection buyer essentially takes a short position in the credit
risk of the underlying entity, thercby eliminating any exposure to default (if it had any exposure
to begin with). But in eliminating that exposure, the buyer takes on two forms of counterparty
exposure: the first to the simultaneous default by the underlying credit entity and by the
protection seller; and the second to replacement risk resulting from the default by only the
protection seller. In addition, the protection buyer may have basis risk to the extent that the
reference credit specified in the CDS does not precisely match the hedged asset. The protection
seller, in contrast, takes a long position in the credit risk of the underlying entity combined with
the counterparty risk associated with the buyer defaulting on its promised payments.

So in a credit default swap someone is always taking on the risk of default by the
underlying credit (the protection seller), and both parties are taking on counterparty risk — the
risk of doing business with each other. This counterparty risk, under the strain of the current

crisis, has increased significantly beyond market expectations. Furthermore, counterparty risk
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has increased simultaneously for all counterparties, an event that even if it had been modeled by
risk managers would have been viewed as a very low prabability. I shall return to the issue of
counterparty risk in the next scction.

In addition, there is a more subtle form of risk associated with the credit derivative
market and, in fact, with any derivative market —that is the understanding — or lack thereof — of
the product and its use. Ultimately, this risk exists because of the gross and widespread failure
by senior management and boards of directors of publicly traded companies. It is the duty of
directors and company management to oversee the operations and understand the risks that their
institutions are taking. In other words, it is not sufficient for members of the board to simply
ask, and to be told that a given risk is hedged (or that the risk to an underlying credit has been
“insured”) and go no further. Each board member needs to have understood that in hedging the
company took on a different counterparty risk. Did the board members ask about the quality of
those counterparties? The overall exposure and risk concentration with each counterparty? Did
they understand that they were writing protection on multiplies of the underlying credit? Did
they have adequate understanding and control over a very new derivative product with a

remarkable growth rate?

IIL Systemic Risk and Regulation

In the previous section, | discussed the notional amount of credit default swaps
outstanding. The large notional amount of contracts is not, in and of itself, a systemic issue, but
the failure to ader:]uatcly measure and manage the counterparty risks associated with that notional
can carry significant systemic implications, as we have seen with the market’s aggregate

exposure to AIG. The bankruptcy of a major CDS counterparty like AIG would have exposed
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all of its counterparties to replacement risk and potential earnings shortfalls. There would have
been a major disruption for dealers, since most of their CDS trading is done on a “matched-
book™ basis, and the loss of protection on one side would have increased their overall risk
exposure. Given the size of the credit default swap market and the operational intensity of
replacing all of those contracts, it is uncertain what would have happened.

There also could have been a “domino effect” — any appearance of significant problems
with a major CDS counterparty may lead to a sudden increase in the number of novation (or
transfer) requests as counterparties attempt to reduce their exposure to that firm. This can
become a liquidity event for a firm as counterparties, with which the firm has a net receivable
position, move their trades away and withdraw any cash collateral in the process. Similarly,
when counterparties with which the firm has a net payable position assign their trades to new
counterparties, the firm may be required to meet higher collateral requirements, including initial
margin. Such a sudden “cash call”, combined with any other difficulties experienced by the firm,
can have significant negative (self-fulfilling) consequences.

A mechanism which would alleviate much of the potential stress associate with the
failure of a major counterparty would be centralized clearing for credit default swaps. This
would place a clearing organization on each side of a credit default swap; thereby replacing the
counterparty risk with risk of the clearing organization. This is essentially the same mechanism
that is used for listed stock options and futures. [n addition to reducing counterparty risk, other
significant benefits would flow from the usc of a centralized clearing mechanism: (1) a clearing
organization would require capital in the form of clearing deposits for cach of the participants,
and that capital requirecment would increase with the level of activity of each participant; (2)

participants in the market, the public, and regulators would have a precise understanding of the
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size and location of exposures; and (3) centralized clearing is likely to force the market to
standardized terms and conditions, which would reduce operational complexity, improve
liquidity, and make swap contracts more fungible.

Recognize that centralized clearing does not eliminate the risk associated with a
counterparty default, it simply shifts that risk to a clearing organization that has the incentive to
minimize such defaults by charging the appropriate clearing deposit. A clearing organization
mutualizes this risk, and a clearing organization is only as strong as its risk management system
and combined clearing members. Moreover, centralized clearing does not imply centralized
trading. While there is nothing inherently wrong with centralized trading (such as on an
exchange or a board of trade), too often the clearing organizations attached to those entities are
used to prevent competition, rather than to promote competition in the marketplace.

The second mechanism for reducing the potential systemic risk associated with credit
default swaps (or, in fact, any derivative product) is the establishment of appropriate capital
requirements. Capital charges should not be solely based upon the level of market risk
associated with the swap book (which, as we have seen, even when hedged can leave
counterparty risk), but also upon counterparties. While multiple counterparties may diversify the
risk to some extent, the capital charges should increase with aggregate exposure to those
counterparties. In other words, even if the market risk cancels in a hedged transaction, the
counterparty risk should (at a minimum) double unless it is a true cancellation of the contract.

The third mechanism for reducing the potential systemic risk is to increase the
transparency associated with each reporting company’s use of credit derivatives. The Financial
Accounting Standards Board (FASB) has amended FASB Statement No. 133, Accounting for

Derivative Instruments and Hedging Activities, to require enhanced disclosure by sellers of credit
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derivatives, and FASB Interpretation No. 45, Guarantor s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness to Others, to
require an additional disclosure about the current status of the payment/performance risk of a
guarantee. These amendments have the effect of requiring disclosure of such details as the
nature and term of the credit derivative, the rcason it was entered into, and the current status of
its payment and performance risk. In addition, the FASB amendments require sellers to provide
the amount of future payments they might be required to make, the fair value of the derivative(s),
and whether there are provisions that would allow the seller to recover money or assets from
third parties to pay for the insurance coverage it has written. The amendments are effective for
reporting periods (annual or interim) ending after November 15, 2008 and should significantly
increase the transparency of this market.

The final mechanism for reducing potential systemic risk that [ will discuss today is, in
my view, the most important. Corporate senior management and boards of directors must
recognize their responsibility to understand and control the risks that their firms are assuming,
through both business operations and financial market activity. Itis not sufficient to receive
assurances that everything is well controlled — each individual has a duty to probe, to challenge,
and to ensure that he or she has confidence in and understands the answers. It is not the board’s
responsibility to know and understand every single trade, but each board member must
understand the firm’s business lines and the use (and misuse) of derivatives. Ifthe board is not
truly confident in its understanding of derivatives and the associated risk controls, then the firm

should not be allowed to use or trade derivatives.
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IV. A Way Through the Crisis

Although not strictly part of today’s hearing, [ would be remiss if I did not say a few
general words about derivatives and their relation the current crisis. First, in the strictest sense,
derivatives do not create risk, they simply allow risks that already exist to be traded and
redistributed. If corporations or individuals usc derivatives to expose themselves to an
inappropriate level of risk (i.e. risks that they cannot manage or absorb), then those corporations
or individuals have created real risks in the economy. Those risks were not created by
derivatives, they were created by individuals or corporations making bad choices when using
derivatives. Fora firm — or for the press — to claim otherwise is for the firm to refuse to take
responsibility for its own actions, or for the press to refuse to place responsibility where it rightly
belongs.

The current financial crisis was not caused by derivatives. It results from the bursting of
an asset price bubble in the real estate market. The cause of that price bubble was a combination
of (1) a low interest rate regime (the Federal Reserve’s response to the bursting of the internet
bubble) and (2) a specific, but misguided, government policy to make home ownership widely
available even to those without traditionally “good™ credit ratings. The losses associated with
the bursting real estate bubble are real, and those costs must be borne by someone. The financial
system can transfer those losses from party to party, but in the end, until the real losses are
absorbed by the economy, we will have uncertainty, turmoil, and financial disruption.

Just about a year ago, I proposed to the House Subcommittee on Capital Markets a
solution to mitigate the transfer of losses in the economy by having defaulting mortgagees

become renters and having the mortgage pools as landlords owning the real cstate. My proposal
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came too carly — before the crisis had reached its current extent. A colleague of mine, Dr.
Stephen Figlewski, has recently proposed a similar solution that I think is superior to mine.
Recognizing that the real estate losses in the economy are what is causing the current financial
crisis, he proposes that instead of purchasing the derivative contracts (which have mortgages as
the underlying), Treasury should simply take over ownership from defaulting mortgages and
guarantee the original mortgage payments. This highly clegant solution immediately eliminates
all of the uncertainty and should serve to immediately stabilize the financial markets. While the
taxpayer still bears the burden associated with whatever the real losses are in the economy, it is
likely that those losses will be much smaller guarantecing mortgage payments than by
purchasing the myriad contracts written predicated on those payments. Moreover, the

government will own the underlying real estate, which clearly has a long term value.
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About ISDA

ISDA, which represents participants in the privately negotiated derivatives industry, is the largest global
financial trade association, by number of member firms, ISDA was chartered in 1985, and today has over
850 member institutions from 56 countries on six continents. These members include most of the
world's major institutions that deal in privately negotiated derivatives, as well as many of the
businesses, governmental entities and other end users that rely on over-the-counter derivatives to
manage efficiently the financial market risks inherent in their core economic activities.

Since its inception, ISDA has pioneered efforts to identify and reduce the sources of risk in the
derivatives and risk management business. Among its most notable accomplishments are: developing
the ISDA Master Agreement; publishing a wide range of related documentation materials and
instruments covering a variety of transaction types; producing legal opinions on the enforceability of
netting and collateral arrangements; securing recognition of the risk-reducing effects of netting in
determining capital requirements; promoting sound risk management practices; and advancing the
understanding and treatment of derivatives and risk management from public policy and regulatory
capital perspectives. Among other types of documentation ISDA produces definitions related to credit
default swaps.

About Credit Default Swaps

Credit default swaps (CDS) are privately negotiated contracts which require one party to pay another in
the event a third party cannot pay its obligations. To use an example, an investment fund that owns a
large number of bonds issued by a corporation may want to protect its investors against the possibility
that the corporation goes bankrupt. The investment fund would then seek a counterparty, usually a
commercial bank, an investment bank or other financial institution, that is willing to enter into a CDS
contact. Under the terms of this contract the investment fund agrees to periodically make payments to
the counterparty, usually every six months for a specified time period such as five years. The
counterparty (e.g. the bank, investment bank or financial institution) agrees to pay the full amount on
bonds or loans issued by the corporation if there is a "credit event”. Parties to a CDS contract are free to
choose what constitutes a "credit event"; under standard ISDA documentation credit events include an
issuer's bankruptcy, the acceleration of payments on its obligations, default on its obligations, the failure
to pay its obligations, the restructuring of the issuer's debt or a repudiation or moratorium on payment
on its obligations.

Credit derivatives like CDS serve multiple uses. As in the example above a CDS can be used by the owner
of a bond or loan to protect itself against the risk that the borrower won't make good on its promises. A
CDS can also be used to hedge against other risks related to the potential default of a borrower. For
instance, an auto parts company that is heavily reliant on one auto manufacturer as its primary
customer might seek to protect itself against the risk that manufacturer will go out of business. One
way to do so would be to purchase credit protection (through a CDS) on that company. Though not a
perfect hedge, such protection could at least help limit the faliout from that customer’s bankruptcy.
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CDS can also be used to express a view about the health of a particular company or the market as a
whole. An investment fund might believe that there will be a large number of corporate bankruptcies in
the future. In order to meet its fiduciary duty to invest its clients' money prudently the fund might seek
to generate returns during those bankruptcies by purchasing credit protection on one or more
companies the fund believes are most likely to default. Use of credit derivatives in this manner is similar
to someone who sells wheat futures or buys put options on a security when they don't own the
underlying wheat or shares. In each case the idea is to maximize profits from a decline in prices.

Recent Market Turmoil

Beginning in the summer of 2007 investors became aware of growing problems in certain securities
backed by residential mortgages. In particular, it appeared that home loans made to borrowers with
lower credit scores were experiencing higher-than-expected rates of default. This occurred
simultaneously with an increasingly steep drop in the value of homes in the US. Thus mortgage loans
were defaulting and the value of the homes that secured the loans were falling below the value of the
loan itself.

Some of these mortgage loans had been sold by lending banks and repackaged as securities called
"collateralized debt obligations," or "CDQs". Although CDO and CDS are similar abbreviations, they are
very different products. As described above a CDS is a privately negotiated contract between two
parties. A CDO, on the other hand, is an investment security that can be bought and sold freely on the
market. Like other securities in the US, CDOs are subject to the disclosure and other requirements of
the securities laws; nevertheless it appears that these CDOs, widely sold to investors throughout the US
and the world, were fundamentally mis-priced. Worse, in some cases the structures of the CDOs
themselves were extremely complicated and apparently not well understood.

As mortgage defaults increased and housing prices fell, the value of these CDOs became increasingly
unclear. The secondary market for CDOs disappeared as buyers were unwilling to purchase securities
backed by assets which were declining in value. When markets lack buyers it becomes difficult to
determine the fair value of an asset; banks, investment firms, institutional investors and others were
required to mark down the value of their portfolios. On paper these institutions themselves appeared
to be rapidly losing value.

The Role of CDS in the Market Turmoil

From ISDA's conversations with regulators and market participants it appears that the role of CDS in the
recent market turmoil can be described as follows:

First, CDS make the pricing and extension of credit more efficient. If a lender can be sure it will be
repaid regardless of whether a borrower defaults, it is more likely to lend. There are many reasons that
the last ten years have seen a world flooded with cash: loose monetary policy on the part of central
banks; oil countries seeking to invest wealth generated by high energy prices; tremendous economic
growth in emerging markets like India, China and Brazil. Experience demonstrates that, in retrospect,
many loans were made that never should have been made.

Second, many credit derivatives require counterparties to post collateral in order to guarantee payment.
Under any derivative contract both parties guarantee they will make payments to each other based on
the value of some other asset or index thus both parties face risk both in terms of the price of that asset
as well as the risk that their counterparty will be able to make its reguired payment. It is because of this
last type of risk, called "counterparty credit risk,” that a derivative contract counterparty may be
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required to increase the amount of collateral it gives to the other party to the contract if the first party
experiences a change in its financial condition. For instance, a triple A rated company will generally be
required to post less collateral than a single A rated company. But if that triple A rated company faces a
ratings downgrade, it may be required to post more collateral.

In a typical situation a party that sells protection under a CDS contact is guaranteeing that it will pay the
value of bonds issued by a third party. If that third party's financial condition worsens the counterparty
that bought protection will require that the protection seller post more collateral. If this happens at the
same time the protection seller has also suffered a deterioration in financial condition, it will be required
to post still more collateral. Improperly managed, a derivatives counterparty could face a situation akin
to a run-on-the bank, where as its financial condition worsens it becomes subject to more and more
collateral calls until it can no longer meet its obligations under its derivatives contracts. This risk is not
new or confined to derivatives markets; many financial contracts have a "material adverse change in
condition”, or MAC, clause that functions similarly. Swap participants have long been aware of this risk;
the need for careful management was highlighted 15 vears ago in a document outlining good risk
management practices for the Group of Thirty, the widely cited “Derivatives: Practices and Principles.”
Nevertheless for counterparties that fail to follow good practices the consequences can be significant.

This appears to be what happened in the case of AlG. AIG was one of America's largest corporations, an
insurance company regulated under the laws of the State of New York as well as a thrift holding
company supervised by the Office of Thrift Supervision. AIG was highly rated by SEC licensed rating
agencies, who considered it well capitalized. Many of AIG's derivatives counterparties apparently did
not require it to post collateral; in particular AlG Financial Products, a wholly owned subsidiary of AIG
active in the derivatives business, did not routinely post collateral. When on September 16, 2008, AlG's
credit rating was downgraded, its creditors, including counterparties to derivatives contracts, demanded
the company post more collateral than it had available. AIG was unable to meet its contractual
obligations and sought assistance from the US government.

While the market value of AlGs contracts has declined, and its collateral requirements have increased,
we are not aware that they have been called upon to make payments following defaults on significant
numbers of obligations. An increase in the market value of mortgage backed securities, or merely the
performance of the mortgages underlying the mortgage backed securities it has guaranteed, would
reduce AIG's difficulties substantially. To our knowledge AlG has performed on all of its cbligations.

The Performance of Credit Derivatives in the Current Market

The last several weeks have seen five major credit events. On September 15 Tembec Inc., a Canadian
forest products company, filed for bankruptcy in the US. This filing was largely lost in the cavalcade of
bankruptcies and credit events that followed: Fannie Mae and Freddie Mac, two of the world's largest
issuers of debt, were taken into government conservatorship. Shortly thereafter Lehman Bros., one of
the largest OTC derivatives dealers, filed for bankruptcy. Then Washington Mutual likewise filed for
bankruptcy protection.

All of the above companies were referenced under a large number of CDS; with the exception of
Tembec they also tended to be counterparties to a large number of other types of derivatives trades.
Despite defaults by these firms, the derivatives markets, and in particular the CDS market, has continued
to function and remain liquid, This is true even while the other parts of the credit markets have seized-
up and the equities markets continue to decline precipitously. Credit derivatives remain one of the few
ways parties can continue to manage risk and express a view on market trends.
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The failure of Lehman Bros. provided a test case for managing the default of a major derivatives dealer.
Despite dire predictions and erroneous press reports, OTC derivatives transactions are designed to deal
with the failure of any market participant, even a major dealer. Starting in the late 1980s, Congress
acted to amend the bankruptcy and banking insolvency statutes to ensure that the failure of a major
counterparty to a qualified financial contract, such as a swap agreement, would not spread systemically
and threaten other market participants. Thus, under US law the counterparties to a failed firm like
Lehman Bros. are able to net-out payments owing to and from the bankrupt counterparty without
having to wait for a bankruptcy judge to resolve all claims. Additionally, counterparties are allowed to
foreclose on collateral the failed party posted. In this way a derivatives counterparty is protected
against suffering large losses because the other party to the contract can't meet its obligations.

The bankruptcy of Lehman Bros. shows the strength and resiliency of this system. The failure of this
large Wall Street firm has not caused the failure of its derivatives counterparties; that risk was contained
because of the prudent structure of insolvency law in the US and the apparently sensible collateral
requirements of Lehman's counterparties.

In addition to the resiliency of the derivatives markets in the face of the failure of a major counterparty,
the credit events involving Fannie and Freddie likewise demonstrate the strength of the business. As
noted above Fannie and Freddie were two of the world's largest issuers of debt and likewise two of the
largest objects of CDS protection. When the US government decided to place these GSEs in
conservatorship, the credit event provisions of the standard ISDA documents were triggered. That
meant that thousands of CDS trades on Fannie and Freddie needed to be settled. Likewise, Lehman was
also the object of thousands of CDS trades which needed to be settled in light of that company's
bankruptcy.

As has occurred in previous credit events ISDA held an auction to determine the cash price of the
outstanding debt of Fannie, Freddie and Lehman. These auctions, occurring on October 8 (in the case of
the GSEs) and October 10 (in the case of Lehman) were done according to well established procedures
and resulted in the successful settlement of the outstanding CDS trades on the three companies. As has
occurred in the case of previous credit events, participants in the CDS business have seen their trades
settled in an orderly fashion and according to swap participants' expectations

Conclusion

As this testimony makes clear, both the role and effects of CDS in the current market turmaoil have been
greatly exaggerated, There is no question that CDS facilitate lending and corporate finance and, as such,
have impacted and been impacted by recent events. However to say that CDS were the cause, or even a
large contributor, to that turmoil is inaccurate and reflects an understandable confusion of the various
financial products that have been developed in recent years. There is little dispute that ill advised
mortgage lending, coupled with improperly understood securities backed by those loans, are the root
cause of the present financial problems. It is also true, however, that recent market events clearly
demonstrate that the regulatory structure for financial services has failed. Laws and regulations written
in the 20th century, in many cases designed to address markets which existed in the 18th century, need
to be changed to account for 21st century markets and products. An in-depth examination of US
regulatory structure is self-evidently warranted.

In this examination it is ISDA's hope that the facts surrounding OTC derivatives, and the role they
continue to play in helping allocate risk and express a view on market activity, will highlight the benefit
of derivatives and of industry responsibility and widely applied good practices. Derivatives have
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continued to perform well during a greater period of stress than the world financial system has
witnessed in decades. In the wake of failures of major market participants, both counterparties and
issuers of debt, CDS participants have settled trades in an orderly way precisely according to the rules
and procedures established by Congress and market participants. In this respect CDS activity has been a
tremendous success. We are confident that policymakers and market participants alike will find their
prudent efforts in helping build the infrastructure for derivatives over the last twenty five years have
been rewarded.
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Chairman Harkin, Ranking Member Chambliss, and other distinguished Members of the
Committee, I am pleased to have this opportunity to appear today to discuss risk management for
credit default swaps (CDS). The Commodity Futures Trading Commission (CFTC) welcomes
the opportunity to discuss over-the-counter (OTC) derivatives and the benefits derived from
clearing such products.

TC Swaps egulai ures Tr

From the beginning of U.S. futures trading in the mid-1800s until recently, regulated
futures exchanges offered the primary means by which commercial entities could manage their
physical market price risks. During the 1980s, however, financial institutions began to develop
non-exchange-traded derivatives contracts that offered similar risk management benefits. In
1981, the World Bank and IBM entered into what has become known as a currency swap. The
swap essentially involved a loan of Swiss francs by IBM to the World Bank and the loan of U.S.
dollars by the World Bank to IBM. The motivation for the transaction was the ability of each
party to borrow the funds they were loaning more cheaply than the counterparty, thus reducing
overall funding costs for both parties. This structure of swapping cash flows ultimately served as
the template for swaps on any number of financial assets and commodities.

The development of the OTC swap industry is related to the exchange-traded futures and
options industry in that a swap agreement can function as a competitor or complement to futures
and option contracts. Market participants often use swap agreements because they offer the
ability to customize contracts to match particular hedging or price exposure needs. Conversely,
futures markets typically involve standardized contracts that, while often traded in very liquid
markets, may not precisely meet the needs of a particular hedger or speculator. The OTC swap
market has grown significantly because, for many financial entities, the OTC derivatives
products offered by swap dealers have distinct advantages relative to futures contracts.

Yet, these OTC swap transactions are largely unregulated. With respect to the CFTC, the
Commodity Exchange Act (CEA) excludes most OTC financial derivatives, including CDS,
from its regulatory and enforcement jurisdiction.'

! See, e.g., CEA, 7U.S.C. §§ 2(d) and 2(g). Section 2(d) excludes from CEA coverage transactions involving an
“excluded commodity™ (a broad range of interest rate, currency, credit, equity, weather, and other derivatives) that
are not executed on a trading facility and are entered into solely by eligible contract participants, Section 2(g)
excludes from CFTC regulation transactions involving a commodity other than an agricultural commodity that are
not executed on a trading facility if they are entered into solely by eligible contract participants and are subject to
individual negotiation.

Section 2(d)(2) also excludes transactions involving an excluded commodity that are executed through an
electronic trading facility by eligible contract participants trading on a principal-to-principal basis, or by certain
authorized fiduciaries or investment managers. Finally, under Title IV of the Commodity Futures Modemization
Act of 2000 (CFMA), an exclusion from the CEA was created for certain individually-negotiated swap agreements
offered by banks to eligible contract participants.



106

Credit Default Swaps

The current financial crisis is requiring policymakers to rethink the existing approach to
market regulation and oversight. Many observers have singled out OTC credit derivatives,
including CDS, as needing greater scrutiny and transparency.

OTC credit derivatives emerged in the mid-1990s as a means for Wall Street financial
institutions to buy insurance against defaults on corporate obligations. Specifically, OTC credit
derivatives are bilateral off-exchange instruments that allow one party (the protection buyer) to
transfer credit-related risks associated with the actual or synthetic ownership of a “reference
asset” to another party (the protection seller) for a price. The reference asset associated with an
OTC credit derivative may be a corporate debt obligation (such as a bond or a bank loan), a
sovereign debt obligation, an asset-backed security (such as commercial mortgage-backed
securities), or any other obligation or debt. Credit derivatives transfer the credit risks attendant
to the actual or synthetic ownership of a reference debt obligation.

The most common credit derivative product is the CDS. Under a CDS, the protection
seller promises to compensate the protection buyer for the economic loss associated with a
material decline in the value of a reference asset that is triggered by the occurrence of a pre-
determined “credit event,” such as a filing for bankruptcy or default on a debt payment by the
issuer of the reference asset. In some CDS contracts, the protection buyer pays the protection
seller a “periodic premium’ for the protection.” If a triggering credit event occurs, then the
protection buyer would receive a full lump-sum payment that is some fraction of the par value of
the reference asset, to compensate the buyer for the asset’s devaluation. In turn, the protection
buyer would deliver the devalued asset to the protection seller.

The estimated notional amount of CDS transactions has nearly doubled every year since
2001 to reach an estimated peak of $62 trillion in 2007, before receding 12 percent to $54.6
trillion as of June 30, 2008.* In all likelihood, this number somewhat overstates the actual size o
the CDS market because many traders hold offsetting positions that have not been netted against
each other. Nevertheless, the size of total CDS positions is substantial.

The Benefits of Clearing of QTC CDS Transactions

Recent events have uncovered the risks that certain CDS transactions pose to the
financial system. American International Group, an insurance company, reportedly issued CDS
transactions covering more than $440 billion in bonds, leaving it with obligations that it could
not cover in the current market conditions. This CDS exposure factored into the Federal

*In the OTC market, the terminology “protection seller” and *“protection buyer™ is used to refer to the seller and the
buyer of a credit derivative.

’ CDS pricing is based on (i) the probability that the issuer of the reference asset will experience a credit event, and
(ii) the expected recovery rate for the reference asset. Credit evenls are defined in Article IV of the 2003
Intemational Swaps & Derivatives Association’s (ISDA) Credit Derivatives Definitions. These definitions and
standards are well established, and they have been adopted for widespread use in the OTC market.

*1SDA News Release, Sept. 24, 2008 (available at http:/fwww.isda.org/press/press092508.uml).
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Reserve’s decision to provide an $85 billion conditioned loan to the ailing company to prevent
its failure and a possible contagion event in the broader economy.® Clearly, there are major risks
associated with these products that need further review.

The dispersed and non-standardized nature of many OTC instruments makes finding a
regulatory solution a challenging task. But policymakers must strive to increase the transparency
of these transactions and find ways to mitigate the systemic risk created by firms that offer and
hold these off-exchange instruments. While wholesale regulatory reform will require careful
consideration, centralized clearing is one immediate and proven solution that could help mitigate
the risks associated with these products.

Clearing mitigates counterparty risk by substituting the credit of the clearinghouse for the
credit of the counterparty. In addition, clearing: (1) addresses the assessment of market risk and
price transparency by publishing a settlement price each day for each product; (2) increases
liquidity by enabling participants to offset positions against entities other than the original
counterparty; and (3) facilitates order processing by establishing standard procedures and
deadlines. For these reasons, this solution has been advocated by CDS market participants and
the President’s Working Group on Financial Markets (PWG). The PWG first recommended
providing clearing solutions for OTC derivatives in a 1999 report to Congress.®

Clearinghouses have been available for many years as a means for mitigating the risks
associated with exchange-traded financial products. Whether securities, options, or futures,
centralized clearinghouses ensure that every buyer has a guaranteed seller and every seller has a
guaranteed buyer, thus minimizing the risk that one counterparty's default will cause a systemic
ripple through the markets. The clearinghouse is able to take on this role because it is backed by
the collective funds of its clearing members.

Clearing would enable parties to a CDS transaction to focus solely on obtaining the best
price for the transaction, without regard to whether the parties executing opposite them are
capable of performing their obligations. Because the clearinghouse would serve as the central
counterparty to all transactions, parties could close out their positions without having to seek out
the original counterparties to their trades.

Clearing would also strengthen the infrastructure of CDS trading by facilitating more
timely and accurate post-trade processing. For many years, post-trade processing of OTC
derivatives has been a decentralized, paper-based process. As a result, the enormous growth in
trading volume led to massive backlogs in confirming trades. Various initiatives have been
undertaken to improve the trade processing of CDS transactions, and progress is being made
toward resolving the backlogs; however, much work remains to be done. By contrast, as
evidenced by the performance of U.S, futures clearinghouses, efficient and accurate trade
processing is a hallmark of clearing. Adopting a clearing regime for CDS would prevent such
backlogs from developing in the future.

* Indeed, it now appears that AIG may be the beneficiary of up to an additional $37.8 billion in federal aid.
% Over-the-Counter Derivatives Markets and the Commodity Exchange Aet, Report of the President’s Working
Group on Fi ial Markets, November 1999,
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Centralized clearing addresses the root problems the markets are confronting today—the
constriction of credit due to fear of default. Indeed, for futures contracts—the standardized on-
exchange cousin of OTC derivatives—clearing has worked extraordinarily well in managing
credit risk. The first independent U.S. futures clearinghouse was established in 1925, and this
model helped launch others. Today, the world’s largest derivatives clearing facility is located in
the United States and routinely moves billions of dollars per day in mark-to-market settlements,
including a record $12.7 billion on January 23, 2008, without any disruption. In 2007, that same
facility traded a record 2.2 billion derivative contracts valued at more than one quadrillion
dollars.

For regulated futures exchanges, the clearing and settlement mechanism serves to lessen
the likelihood that large losses by a trader will cause a contagion event. At least twice daily,
futures clearinghouses collect payments from traders with losing positions and credit traders with
profitable positions. This twice-daily “mark to market” prevents the buildup of significant
losses. Importantly, no U.S. futures clearinghouse has ever defaulted on its guarantee.

Just as significant, the clearing process provides transparency to regulators. When
transactions are cleared, government and exchange regulators receive daily trader and pricing
information, which helps them to police for manipulation and fraud and to uphold the integrity of
the market.

R, i ivatives Cli

Clearing has been proven to work for OTC derivatives. After Enron’s demise in 2001,
the OTC energy derivatives markets “locked up™ because many energy companies lacked the
requisite financial standing to back their off-exchange trades. In response, the New York
Mercantile Exchange (NYMEX) sought and received approval from the CFTC in 2002 to clear
OTC energy products for the first time. Today, a significant number of OTC energy derivatives
are cleared through regulated clearinghouses, which has reduced systemic risk and allowed
regulators a greater window into this marketplace. Clearing for OTC products now extends
beyond just energy products to financial products such as forward rate agreements and foreign
currency swaps.

Under existing law, any derivatives clearing organization (DCO) that is registered with
the CFTC may clear all OTC derivatives without further registration or subjecting itself to any
additional regulatory requirements.” Pursuant to the CEA, the CFTC regulates DCOs and has the
statutory mandate to ensure the financial integrity of transactions subject to the CEA and to
avoid systemic risk. The CFTC relies on the 14 core principles for DCOs set forth by Congress
in the CEA, 7 U.S.C. § 7a-1, as a means of evaluating whether DCOs comply with U.S. law.

” The CFMA added Section 409 to the Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA),
12 U.S.C. § 4422, which govems the clearing of OTC derivative instruments by multilateral clearing organizations
(including DCOs). Section 409 of FDICIA prohibits a person from operating a clearing organization for OTC
derivative instruments except if that person is registered with the CFTC or the SEC, or is supervised by certain
approved foreign financial regulators, or unless that person is a type of banking organization.
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In analyzing compliance with these principles, the CFTC looks to the controls and tools
utilized by a clearinghouse, including: (1) appropriate membership standards and continuing
oversight of members; (2) collection of position reports from large traders; (3) daily mark-to-
market of all open positions; (4) collection of an appropriate amount of performance bond
(sometimes referred to as “margin”), which serves to cover any losses that cannot be met by the
market participant; (5) periodic stress-testing of open positions; (6) an ability to liquidate all of a
market participant’s open positions quickly; and (7} availability of other financial resources for
use by the clearinghouse to cover any member default. Any clearinghouse seeking to clear CDS
transactions will need to show in its proposal that it can bring such tools to bear.

While DCOs do not need pre-approval from the CFTC to clear OTC derivatives, any
such initiative would be required to comply with the relevant core principles set forth in the
CEA, and the CFTC would review it for compliance with those principles. In addition, the
CFTC would need to approve in advance any request by a DCO to commingle funds associated
with “cleared-only” OTC derivatives with the DCO’s customer segregated funds. The customer
funds underlying exchange-traded futures and options are required to be held in a separate
account and to be segregated from the funds of the clearing member and of the DCO. The CEA
and CFTC regulations prevent any other funds from being held in the segregated account absent
permission from the CFTC. This is a critical customer protection feature that is designed to
ensure that customer funds for exchange-traded futures and options are protected and available
for withdrawal or transfer even if the clearing firm in question experiences severe financial
distress or goes into bankruptcy. In appropriate circumstances, the CFTC has permitted DCOs ta
commingle customer funds associated with “cleared-only” OTC derivatives with customer funds
associated with exchange-traded futures and options in the segregated account. The CFTC has
permitted such treatment only when it has concluded that the benefits of permitting such
commingling outweigh the risks.

Separate from clearing, the creation of a trading platform for CDS products also could be
beneficial because it would enhance pricing transparency, liquidity for the product, and order
processing. However, the utility of some of these customized off-exchange instruments might be
lost if they become sufficiently standardized to be listed on a multilateral exchange trading
facility. For example, two major U.S. derivatives exchanges listed credit derivatives products in
2007, but neither product was able to gain a significant market share.

In closing, the CFTC, in conjunction with other financial regulators, will continue to seek
ways to provide clearing solutions for OTC derivatives. Last month, in its swaps report to
Congress, the CFTC recommended the further use of clearing for OTC derivatives. There are
several private sector clearing initiatives currently being considered by Federal regulators, and it
is imperative that policymakers work cooperatively and expeditiously to conduct their due
diligence and allow appropriate programs to begin operations promptly. While comprehensive
financial reform might take time, encouraging centralized clearing is one immediate step that can
reduce risk in the markets and benefit the U.S. economy.

Thank you for your leadership on this critical issue. We look forward to participating
fully in Congressional and regulatory efforts to address these issues and to implement policies
and practices that serve the public interest.
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Introduction

Chairman Harkin, Ranking Member Chambliss, I am Johnathan Short, Senior
Vice President and General Counsel of the IntercontinentalExchange, Inc., or "ICE." We
very much appreciate the opportunity to appear before you today to discuss the role of
credit derivatives in the financial markets and discuss ICE’s efforts, along with other
market participants, to introduce transparency and risk intermediation into the OTC credit
markets. ICE is proud to be working with the Federal Reserve Bank, the Commodity
Futures Trading Commission (“CFTC"), and the Securities Exchange Commission on
these efforts that are vital to the health of our financial markets. Importantly, ICE has a
history of working with OTC market participants to introduce transparency and risk
intermediation into markets, having been a pioneer in the introduction of transparent
electronic trading into the energy markets and having introduced cleared OTC energy
swap contracts into its markets in 2002 in response to a market crisis in the energy
markets — a freezing of credit and transactions — much like the crisis faced today in the
broader financial markets.

Background

ICE was established in 2000 as an electronic over-the-counter (OTC) market.
Since that time, ICE has grown significantly, both through its own market growth
fostered by ICE's product, technology and trading innovations, as well as by acquisition
of other markets to broaden its product offerings.

Since the launch of its electronic OTC energy marketplace in 2000, ICE has
acquired and now operates three regulated futures exchanges through three separate
subsidiaries, each with a separate governance and regulatory infrastructure. The
International Petroleumn Exchange (renamed ICE Futures Europe), was a 20-year old
exchange specializing in energy futures when acquired by ICE in 2001. Located in
London, it is a Recognized Investment Exchange, or RIE, operating under the supervision
of the UK Financial Services Authority (FSA). In early 2007, ICE acquired the 137-year
old “The Board of Trade of the City of New York™ (renamed ICE Futures US), a CFTC-
regulated Designated Contract Market (DCM) headquartered in New York specializing in
agricultural, foreign exchange, and equity index futures. In late 2007, ICE acquired the
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Winnipeg Commodity Exchange (renamed ICE Futures Canada), a 120-year old
exchange specializing in agricultural futures, regulated by the Manitoba Securities
Commission, and headquartered in Winnipeg, Manitoba.

ICE also owns and operates three clearinghouses: ICE Clear US, a Derivatives
Clearing Organization under the Commodity Exchange Act, located in New York and
serving the markets of ICE Clear US; ICE Clear Europe, a Recognised Clearing House
located in London that will serve ICE Futures Europe and ICE’s OTC energy markets;
and ICE Clear Canada, a recognized clearing house located in Winnipeg, Manitoba that
serves the markets of ICE Futures Canada.

Finally, and of importance to this discussion, ICE recently acquired Creditex
Group. Founded in 1999, Creditex is a global market leader and innovator in the
execution and processing of credit derivatives. Creditex operates a hybrid model of voice
and electronic execution, and was the first to successfully launch electronic trading for
credit default swaps in 2004. In the last few years, Creditex has worked collaboratively
with market participants on three important initiatives which directly address calls by
regulators, most notably the Federal Reserve Bank of New York, for improved
operational efficiency and scalability in the credit derivatives market.

In 2005, Creditex helped to develop the ISDA Cash Settlement Auctions which
are the market standard for credit derivative settlement and have been used in recent
weeks to allow orderly settlement of CDS contracts referencing Fannie Mae, Freddie
Mac and Lehman Brothers. Also in 2005, Creditex launched its subsidiary, T-Zero,
which is now the industry standard for trade transmission and same-day trade matching.
The platform addresses recommendations by the President’s Working Group earlier this
year for flexible and open architecture, ambitious standards for accuracy and timeliness
of trade matching errors and operationally reliable and scalable infrastructure. In recent
months, Creditex has also worked collaboratively with industry participants to launch a
platform to allow efficient compression of offsetting CDS portfolios of major dealers.
The platform reduces operational risk and provides capital efficiency.

Credit Derivatives and the Importance of Credit Derivatives Clearing

ICE has eamed a reputation as an innovator in introducing clearing and
transparency to the energy derivatives markets. ICE was the first to introduce clearing to
the power markets, which were the domain of voice brokered, bilateral transactions.
Voice brokered transactions offer limited transparency and cater to the largest customers.
Now, the energy markets are predominately cleared with the attendant benefits of
mitigation counterparty credit risk and related systemic risk that can flow from the failure
of a large trading counterparty that has bilateral agreements with a large number of
market counterparties. Of equal importance, regulators such as the CFTC and the Federal
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Energy Regulatory Commission (“FERC”) were provided with important market and
individual trading information that has allowed each agency to better understand,
monitor, and discharge their respective regulatory obligations with respect to these vital
markets. In its last State of the Markets Report, FERC remarked ICE “provides the
clearest view we have into bilateral spot markets.”'

Like energy derivatives, credit derivatives serve an important role in the broader
financial markets, allowing parties to shift credit risk, such as the downgrade in a
company's debt, or insure against a default in connection with a credit instrument. A
common type of credit derivative is the credit default swap, in which the buyer agrees to
make a payment or series of payments to the seller. In return, the seller agrees to pay the
buyer should a specified credit event occur. Presently, the credit market is very similar to
the way energy markets worked earlier this decade; most transactions are bilaterally
executed through brokerage firms. This is not a transparent or efficient way for a market
to operate. Critically, the bilateral nature of the market leaves participants exposed to
counterparty risk. In times of great financial distress, like the present, this risk can have
systemic implications. When financial counterparties do not trust each other, and are
unable to hedge their credit risk, they then stop lending to each other and the credit
markets freeze.

The question before us today is how to bring appropriate transparency to the
credit derivatives markets, as well as how to appropriately mitigate counterparty credit
risk and resulting counterparty default risk that can have implications in the broader
financial markets when a large market counterparty defaults on its obligations. ICE
believes that the mutual goals of transparency and mitigation of counterparty credit risk
and systemic risk can be achieved through the introduction of clearing and appropriate
reporting obligations to regulators.

ICE's Proposed Solution

ICE has announced an agreement in principle with leading credit market
participants, Markit, Risk Metrics and the Clearing Corporation to introduce a clearing
solution to address this problem. Founded in 1925, the Clearing Corporation is an
independent clearinghouse, owned by some of the largest derivatives dealers, including
many of the largest credit derivatives brokers. The Clearing Corporation has been a
leader in devising a credit derivatives clearing solution. With its Creditex subsidiary and
its partnership with the Clearing Corporation, ICE believes it can offer a clearing solution
uniquely tailored to the credit derivatives market.

! Federal Energy Regulatory Commission, 2007 State of the Markets Report, pg. 9 (Issued, March 20,
2008),
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To clear credit default swaps, ICE will form a limited purpose bank, ICE US
Trust. ICE US Trust will be a New York trust company that will be a member of the
Federal Reserve System, and therefore will be subject to regulatory and supervisory
requirements of the Federal Reserve System and the New York Banking Department.
ICE US Trust will meet the statutory requirements for a multilateral clearing
organization, or MCO, as a State member bank. As an MCO, ICE Trust, pursuant to
section 409 of the FDIC Improvement Act, will be allowed to be a clearinghouse for
OTC derivatives.

ICE US Trust will offer its clearing services to its membership. Membership will
be open to market participants that meet the clearinghouse's financial criteria, and third
parties unable to meet membership criteria will be able to clear through members of the
clearinghouse. ICE US Trust will review each member's financial standing, operational
capabilities (including technical competence), systems and controls, and the size, nature
and sophistication of its business in order to meet comprehensive risk management
standards with respect to the operation of the clearinghouse. In order to supplement ICE
US Trust's own monitoring processes, members will have a general obligation to
immediately notify ICE US Trust of any infringement of its rules or applicable laws or of
any financial or commercial difficulty on the part of themselves or any member and, as
soon as practicable thereafter, give the ICE US Trust full particulars of the infringement
or difficulty.

Members of ICE US Trust will be required to report various specific other matters
to the clearinghouse including: where the member ceases to hold sufficient capital or
breaches any applicable position limit; if the capital of such member reduces by more
than 10% from that shown on the latest financial statement filed by it with the
clearinghouse for any reason; the failure to meet any obligation to deposit or pay any
Margin when and as required by any clearinghouse of which it is a member; failure to be
in compliance with any applicable financial requirements of any regulatory authority,
exchange, clearing organization or delivery facility; the insolvency of the member or any
controller or affiliate of that member; any default affecting it; any breach by it of the
Rules; any breach by it of any applicable law; or any action taken against it (including a
fine, censure, waming, default proceeding, disciplinary proceeding, investigation,
suspension or expulsion).

ICE US Trust will adhere to the "Recommendations for Central Counterparties"
(“RCC™) developed jointly by the Committee on Payment and Settlement Systems
(CPSS) and the Technical Committee of the International Organization of Securities

Commissions (IOSCO) which set out standards for Risk Management of a central

counterparty (CCP). These recommendations are broadly recognized and have been used
by national regulators and other firms for self assessment.



114

*
L Ice

Following these guidelines, ICE US Trust will establish a Guaranty Fund
sufficient to meet costs associated with the cost of closing out a an insolvent member’s
liabilities that exceed the financial resources (cash and collateral) held in the account of
the insolvent member. Each member will be required to contribute to the Guaranty Fund
in an amount which is adjusted to reflect the volume of activity and risk they hold within
the clearinghouse. The value of the Guaranty Fund will be sufficient in aggregate to meet
the largest single modeled stress-test loss of a member in excess of the margin
requirement of that member. Portfolio stress-testing will use scenarios to cover market
risks exceeding a confidence level of 99.9%.

In addition, ICE will make available its T-Zero service to facilitate same-day
trade matching. T-Zero is a credit default swap trade processing service launched by
Creditex in 2005. T-Zero is the market standard for CDS affirmation, novation consent,
routing and straight through processing. T-Zero’s ability to deliver timely and accurate
trade information across the marketplace and to multiple users will be leveraged to
effectively support ICE US Trust. T-Zero currently supports every major CDS trading
house at some level as well as three interdealer brokers.

Regulation of Credit Derivative Clearing

Appropriate regulation of credit derivatives is of utmost importance to the
financial system. Presently, credit default swaps are largely exempt from regulation by
the Commodity Futures Trading Commission and the Securities Exchange Commission.
Also, as recent events demonstrate, the credit markets are intricately tied to the banking
system, with many credit derivative market participants being banks that are subject to
regulation by the Federal Reserve.

Given the central role that the Federal Reserve has played in addressing both the
current credit crisis and issues related to credit derivatives within the broader market, ICE
proactively sought to ensure that it's clearing model would be subject to direct regulation
by the Federal Reserve. ICE chose its model in order to ensure that its credit derivatives
markets will be transparent and fully regulated from the inception of its business.
Regulatory requirements will include minimum capital requirements, membership
requirements, margin requirements, a satisfactory guaranty fund, and operational
safeguards, all with a view to satisfying the internationally recognized clearing standards.
As a limited purpose bank, ICE US Trust will be subject to examination by the Federal
Reserve and New York Banking Department in the normal course of operations.

Finally, ICE understands that Congress may choose to enact additional financial
market reforms in the coming Congress to broaden the purview of regulation of credit
derivatives. In the event of such reform, and any decision to vest jurisdiction of credit
derivatives with any particular regulator, ICE US Trust will stand ready to work with all
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appropriate regulators to ensure that its clearing operations are robust, that the trading of
credit derivatives through its clearing house is transparent, and that each relevant
regulator has all information that it needs to carry out its mission. ICE is willing to work
towards any oversight solution that insures that these markets are properly regulated.

Conclusion

ICE has always been and continues to be a strong proponent of open and
competitive markets in the derivatives markets, and of appropriate regulatory oversight of
those markets. As an operator of global futures and OTC markets, and as a publicly-held
company, ICE understands the importance of ensuring the utmost confidence in its
markets. To that end, we have continuously worked with regulatory bodies in the U.S.
and abroad in order to ensure that they have access to all relevant information available to
ICE regarding trading activity on our markets. We have also worked closely with
Congress to address the regulatory challenges presented by derivatives markets and will
continue to work cooperatively for solutions that promote the best marketplace possible.

Mr. Chairman, thank you for the opportunity to share our views with you, 1
would be happy to answer any questions you may have.
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Statement of Michael V. Dunn
October 15™, 2008

I support the testimony being given today. Clearing has proven an efficient, effective method for
addressing both counterparty and systemic risk. It provides greater transparency and
accountability for financial risks. Clearing, however, is not enough. It does not address a central
problem that is a significant cause of our current crisis, the lack of Federal authority to adopt
regulations necessary to address financial risks related to swaps.

Our current crisis has laid bare the flaw at the heart of the Commodity Future Modernization Act
of 2000's exclusion of swaps from the CFTC's jurisdiction. Current events have proven
categorically that relying on investors and institutions to monitor their own counterparty risk as a
method to guard against systemic financial risks for our country is not sufficient.

Congress must revisit its determination to exclude swaps markets from regulation and make sure
that Federal regulators are in a position to see and assess systemic financial risks. The CFTC’s
model of principle-based regulation combined with rigorous market surveillance and stringent
capital requirements has fostered innovation while at the same time ensuring market integrity.

The diversity and complexity of over-the-counter markets provides a serious regulatory
challenge. How do you ensure that market participants have access to effective, efficient,
innovative risk management tools while also ensuring those tools do not jeopardize market
integrity?

Clearing swap transactions is central to managing systemic financial risk related to swaps. The
larger and more standardized the markets, the more vital it is that those markets have centralized
clearing.

No agency is in a position to extend oversight into the over-the-counter markets without
additional resources, and the Commission 1s no different. But the costs of those additional
resources are perhaps the best bargain the public will ever get in terms of the enhanced financial
security they can provide.
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Senator Saxby Chambliss

Senate Committee on Agriculture, Nutrition and Forestry
Questions for the Record

Hearing — October 14, 2008

Dr. William Black
1. During the hearing, there was a brief discussion regarding the financial rescue package
passed by Congress in September. There were several alternatives discussed — all very
interesting and worthy of additional investigation, but unfortunately the urgency of the
situation required Congress to act more quickly. Do you believe that a delay by Congress
to provide this assistance would have resulted in more immediate financial hardships on
the American public, namely home buyers, retirees, etc.?

2. You stated that credit default swaps were one of several options available for credit risk
protection — presumably tools you consider to be more reliable - can you elaborate as to
specifically what tools you were referencing?

Dr. Richard Lindsey

During the hearing, there was a brief discussion regarding the financial rescue package passed by
Congress in September. There were several alternatives discussed — all very interesting and
worthy of additional investigation, but unfortunately the urgency of the situation required
Congress to act more quickly. Do you believe that a delay by Congress to provide this assistance
would have resulted in more immediate financial hardships on the American public, namely
home buyers, retirees, etc.?

Robert Pickle

During your testimony you mentioned that the credit default swap market remained liquid
despite the recent freezing of several financial markets. If the underlying instruments were
frozen, who was finding it necessary to trade in the CDS arena?

Terrence Duffy
1. Given the vastness of the credit default swap business, how will the proposed use of your
clearing facility as a central counterparty clearing house for credit derivatives affect your
existing clearing house risks and responsibilities?

2. During the hearing Dr. Black claimed that centralized counterparty clearing, while
helpful, is insufficient because the “mark to market” system currently used by clearing
houses would not reflect problems during a “bubble” such as we just experienced in the
mortgage arena. [ believe he called it “mark to myth”. 1 would be curious to know your
thoughts relative to the “mark to market” application.

Jonathan Short

During the hearing Dr. Black claimed that centralized counterparty clearing, while helpful, is
insufficient because the “mark to market™ system currently used by clearing houses would not
reflect problems during a “bubble” such as we just experienced in the mortgage arena. I believe
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he called it “mark to myth”. 1 would be curious to know your thoughts relative to the “mark to
market™ application.

Ananda Radhakrishnan

During the hearing Dr. Black claimed that centralized counterparty clearing, while helpful, is
insufficient because the “mark to market” system currently used by clearing houses would not
reflect problems during a “bubble” such as we just experienced in the mortgage arena. [ believe
he called it “mark to myth”. I would be curious to know your thoughts relative to the “mark to
market"” application.
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Senate Agriculture Committee Financial Derivatives Hearing October 14, 2008
QFR - Black

Questions submitted by Senator Saxby Chambliss

Questions for Dr. William Black:

1) During the hearing, there was a brief discussion regarding the
financial rescue package passed by Congress in September. There
were several alternatives discussed — all very interesting and worthy
of additional investigation, but unfortunately the urgency of the
situation required Congress to act more quickly. Do you believe that
a delay by Congress to provide this assistance would have resulted in
more immediate financial hardships on the American public, namely
home buyers, retirees, etc.?

Response:

Yes. | believe that the prompt passage of the financial rescue package was
essential. The plan could have been improved substantially if some of the
provisions my colleagues and | suggested (e.g., on executive compensation)
contemporaneously had not been opposed by the administration. The
implementation of the rescue package was extremely poor.

2) You stated that credit default swaps were one of several options
available for credit risk protection - presumably tools you consider
to be more reliable - can you elaborate as to specifically what tools
you were referencing?

Response:

Credit default swaps (CDS) are not generally used for “credit risk
protection.” The market is so opaque that definitive statements are
impossible, but it seems likely that the most accurate term to describe the
frequency of their use for “credit risk protection” is “highly unusual.”
Credit default swaps are used overwhelmingly for the purposes of
speculation and shorting. Even when they are purportedly used for the
purpose of “credit risk protection” it appears that they are actually used to
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reduce banks’ capital requirements. CDS permitted banks to reduce their
capital requirements regardless of whether they actually effectively
protected against credit risk, i.e., CDS provided by non-creditworthy
counterparties were used to reduce banks’ capital requirements. (The non-
creditworthy counterparties may have had high ratings, but it is clear that
the rating agencies’ ratings of large financial institutions were grossly
inflated. Deeply insolvent counterparties had investment grade ratings.)

A lender can efficiently, and far more reliably, reduce its credit risk
exposure through conventional lending techniques that have existed for
centuries, rather than CDS. The conventional techniques are (1) sound
underwriting (aka “due diligence”) and lending standards, (2) requiring
collateral, ensuring that the value of that collateral was not inflated, and
perfecting a security interest in the collateral, (3) requiring supplemental
guarantees (e.g., through a co-signer or a bank letter of credit), and (4)
limiting the credit exposure to any particular borrower (“loan to one
borrower” (LTOB) limits) and otherwise diversifying credit risk. A lead bank
that has a good customer that wants a loan so large that it would pose
undue risk or violate LTOB standards can sell loan participations to other
banks. Such lead lender loan syndications have existed for hundreds of
years.

The problem that has no good solution is the entity that purchases a credit
risk that it cannot evaluate and then regrets that decision and wishes to
transfer the risk to another party that also cannot evaluate the risk. CDS
are used in this circumstance, but no sound market is possible where the
seller of protection does not have the information or expertise to evaluate
the credit risk it is undertaking. Allowing CDS to be used for this purpose
will produce recurrent financial crises.

It needs to be stressed that the purported basis on which the CDS market
was created is a fiction. This is not insurance. The party selling the credit
protection does not underwrite effectively the risk it is undertaking. This
means that the sellers of protection will fail and those relying on their
guarantees will suffer losses when the counterparties default.
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I also want to call to the Committee’s attention a document made public
recently that is of great importance to the role of financial derivatives in the
current crisis.

Any request for loan level tapes is TOTALLY UNREASONABLE!!! Most
investors don't have it and can't provide it. [W]e MUST produce a
credit estimate. It is your responsibility to provide those credit
estimates and your responsibility to devise some method for doing
so.

The e mail is from a senior S&P manager. The “all caps” and triple
exclamation point are in the original. It is an e mail message to a senior
professional rater at S&P. The rating official has requested the loan level
tapes so that he can evaluate the credit risk, particularly the fraud risk, of
a mortgage derivative (CDO). It must be stressed that it is impossible,
not merely difficult, to discover mortgage loan frauds without reviewing a
sample of the loan files. The demonstration that the rating agencies did
not evaluate the principal credit risk in nonprime loans - fraud - yet gave
AAA ratings is obviously of immense importance. It guaranteed a
devastating financial crisis.

What is even more critical is that the e mail message reveals that the
“investors” did not have information on the contents of the loan files.
The “investors” the S&P manager is referring to are the entities that
purchased the nonprime loans, pooled them, and created the
collateralized debt obligations (CDQOs). The investors were typically the
largest investment banking firms. The investment banking firms
purchased the nonprime loans without having even the capability of
evaluating the primary credit risk in nonprime loans. Like the rating
agencies, they engaged in no meaningful due diligence. Like the rating
agencies, this means that their allegedly sophisticated financial models
were fictions designed to overstate substantially “market” values by
understating substantially credit risk.
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This means that the financial crisis was not a matter of bad luck or
excessive optimism or honest risk-taking.

Note that it also means that the sellers of CDS protection to purportedly
protect CDO holders from credit risk also could not possibly have known
the risk they were undertaking because the entity that held the CDO had
no means of evaluating the fraud losses in the underlying nonprime
mortgage loans. Again, it needs to be stressed that undertaking credit
risk when one cannot evaluate fraud risk guarantees that there will
eventually be catastrophic losses. The CDS and CDO markets as
presently structured and (un)regulated inherently pose acute, systematic
dangers to our nation and the world.

William K. Black
Associate Professor of Economics and Law
University of Missouri - Kansas City

January 27, 2009
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QUESTIONS SUBMITTED TO WITNESSES

Questions submitted by Senator Saxby Chambliss

Questions for Mr. Terrence Duffy:

1) Given the vastness of the credit default swap business, how will the
proposed use of your clearing facility as a central counterparty
clearing house for credit derivatives affect your existing clearing
house risks and responsibilities?

The CME Clearing House currently holds more than $100 billion of
collateral on deposit and routinely moves more than $3 billion per day
among market participants. We conduct real-time monitoring of market
positions and aggregate risk exposures, twice-daily financial settlement
cycles, advanced portfolio-based risk calculations, monitor large account
positions and perform daily stress testing. Our clearing house has a proven
ability to scale operations to meet the demands of new markets and
unexpected volatility. CME Clearing also brings significant scale with risk
management expertise and default protections.

The CME Clearing House has cleared stock index futures contracts
since 1983 and single stock futures for several years. Futures contracts on
equity positions have a higher risk profile, as measured by any volatility
metric, than any of the credit default contracts that we plan to clear. The
CME Clearing House managed the crash of 1987 and all subsequent spikes
in the equity markets without loss to the clearing house or public customers.

Our central counter-party guaranty fund is similar to a mutualized
insurance or loss sharing vehicle. As such, the risk profile to the pool is
reduced whenever the risks covered by the pool are diversified. We have
seen very real evidence of this diversification benefit whenever we have
added large pools of business to our guaranty fund — whether the products
are correlated or uncorrelated to the existing product set. The London
Clearing House has also successfully pursued a consolidated guaranty fund
approach across its futures and OTC business since the mid-1990s.

In evaluating this approach, we took great care to ensure that the risk
profile faced by non-CDS participants who contribute to the guaranty fund —
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traditional futures participants — is not adversely affected. We effectively
risk manage the CDS products — via participation restrictions, margining
techniques and risk monitoring practices — such that the risk profile to the
guaranty fund posed by a CDS product is comparable to that posed by a
traditional futures product. The CDS market requires product structures,
rules and regulatory oversight that are suited to the needs of all participants.
That may not occur if centrally traded and cleared credit products must be
fitted within regulatory frameworks that were developed for different
markets or to meet different policy goals.

2) During the hearing Dr. Black claimed that centralized counterparty
clearing, while helpful, is insufficient because the “mark to market”
system currently used by clearing houses would not reflect problems
during a “bubble” such as we just experienced in the mortgage arena.
I believe he called it “mark to myth”. I would be curious to know
your thoughts relative to the “mark to market” application.

The concern that the valuations of the contracts being cleared are so
unreliable as to diminish the positive impact of twice daily mark to market
settlements is based on concerns related to Mortgage Backed Securities and
Asset Backed Securities, for which reasonable market prices were
unavailable. The debt instruments that underlie the CDS contracts that will
be cleared by CME clearing are bonds, notes and debt instruments that
generally have well established markets and regularly reported information
on prices.

For decades, CME’s clearing house and the Options Clearing
Corporation have both been successfully collateralizing highly volatile and
extremely risk prone positions involving futures contracts, options on futures
contracts and options on securities. The “bubble” in home prices was no
different in velocity or size than the so called tech bubble or any of the so-
called commodity bubbles. We recently saw oil go from $50 to $150 and
back again. Options on tech stocks hit heights during the dot com boom and
subsequently crashed in a spectacular fashion. Every well managed clearing
house easily weathered all of those storms. We believe that the seven
dimensional risk model that is used to calculate collateral requirements for
cleared credit default swaps at the CME, coupled with our active monitoring
of qualitative and quantitative risk metrics, provide substantial safeguards
against the adverse consequences to the clearing system of a deflating or an
inflating bubble.
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Questions submitted by Senator Saxby Chambliss

Question for Dr. Richard Lindsey:

1) During the hearing, there was a brief discussion regarding the
financial rescue package passed by Congress in September. There
were several alternatives discussed — all very interesting and worthy
of additional investigation, but unfortunately the urgency of the
situation required Congress to act more quickly. Do you believe that
a delay by Congress to provide this assistance would have resulted in
more immediate financial hardships on the American public, namely
home buyers, retirees, etc.?

Yes. At that point in time, Congress needed to act quickly. Once it had been
reported widely in the press that both the Treasury Secretary and the Chair
of the Federal Reserve Board felt that anything other than immediate
action would lead to catastrophe, Congress had no other choice but to take
action.
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Questions submitted by Senator Saxby Chambliss

Question for Mr. Robert Pickel:

1)} During your testimony you mentioned that the credit default swap
market remained liquid despite the recent freezing of several
financial markets. If the underlying instruments were frozen, who
was finding it necessary to trade in the CDS arena?

Answer:

Different market participants would have strong incentives to enter into CDS transactions even
when some of the reference obligations referred to in the contracts are not actively traded.

Market participants use CDS to manage credit exposure to an issuer of debt. For example a
party with exposure to GMAC might seek to purchase credit protection on GMAC even if
GMAC's bonds are not trading. Indeed, one might be especially motivated to obtain credit
protection in this instance, as it might be the only way the party can protect itself from GMAC's
default. Therefore that market participant would seek to enter into a CDS transaction that paid
the market participant in the event GMAC defaults.

Other market participants might seek to engage in CDS transactions because they wish to
express a view on the future direction of the market. For example, a hedge fund may believe an
issuer such as GMAC is in much better financial health than the market presumes. That hedge
fund might sell credit protection on GMAC as a means of obtaining exposure to GMAC and thus
profiting when GMAC's situation improves. In the case of assets which are no longer actively
trading, this might be the only way in which a market participant can obtain exposure to an
issuer.

Or, a seller of credit protection might seek to purchase credit protection out of concern for the
financial health of a reference entity on which it had sold protection, or concerns about the
health of the market generally.

It is important to recall that CDS are not primarily meant to protect against the failure of an
issuer to pay on an individual bond or loan. Although they can be used for that purpose, CDS in
general provide a way to obtain protection from a decline in the health of an individual issuer or
even a sector of the economy.
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Questions submitted by Senator Saxby Chambliss

Question for Mr. Ananda Radhakrishnan:

1) During the hearing Dr. Black claimed that centralized counterparty
clearing, while helpful, is insufficient because the “mark to market”
system currently used by clearing houses would not reflect problems
during a “bubble” such as we just experienced in the mortgage
arena. | believe he called it “mark to myth”. | would be curious to
know your thoughts relative to the “mark to market” application.

The key element of the “mark to market” system is the integrity of
prices to which open positions are marked. Therefore, it is
incumbent for the clearinghouse to make absolutely sure that it is
obtaining the best prices that it can to conduct the mark-to-market
process. In the case of a clearinghouse that clears actively traded
futures contracts, this does not pose problems because it can refer
to market prices. When a clearinghouse clears over-the-counter
products, then much depends on the source of prices that the
clearinghouse uses.

In my experience, all CFTC regulated derivatives clearing
organizations (“DCO”) have specific rules as to how they will obtain
prices that they use to conduct the mark-to-market process —
including prices for cleared over-the-counter products. Thus far, no
CFTC-regulated DCO has experienced any problems with the mark-
to-market process.
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Senator Saxby Chambliss

Question for Mr. Johnathan Short:

1) During the hearing Dr. Black claimed that centralized counterparty clearing, while
helpful, is insufficient because the “mark to market” system currently used by
clearing houses would not reflect problems during a “bubble” such as we just
experienced in the mortgage arena. [ believe he called it “mark to myth”. [
would be curious to know your thoughts relative to the “mark to market”
application.

Answer:

The risk management practice of marking to market, standard in derivatives
clearinghouses, serves the marketplace in two critical areas that may have been lacking in
the mortgage market: industry consensus pricing of investment instruments required to
set appropriate valuations and the reset of credit exposures between counterparties. Using
a disciplined approach to capture price data, derivatives clearing houses can lever the
practice of capturing multiple daily marks of trading activity and open positions to limit
exposures between counterparties even in extreme market volatility by continually
marking those positions to market. This practice serves the risk management objectives
of the broader market by increasing capital held to ensure the risk performance of
clearing members and market participants.

It is important to note that bubbles are broader market phenomena that are often
caused by the irrational exuberance of market participants and a lack of rigor in valuing
assets. In a bubble, a mark to market structure guaranties that profits and losses on
positions are continuously paid and received or collateralized. Thus, while mark to
market will not necessarily prevent a bubble from occurring, it will ensure that the
systemic risk associated with the bubble is appropriately managed because there is no
ability to hide long term losses through spurious non-transparent valuations. This benefit
applies to the entire market, as daily marking to market can help discover the true price of
assets. In theory, knowing the daily market price of assets should help dampen the effect
of a bubble. In sum, the existence of a clearinghouse provides an important market line
of defense and helps impose limits on the size of leveraged risk.

O



