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REFORMING U.S. FINANCIAL
MARKET REGULATION

Wednesday, November 18, 2009

UNITED STATES SENATE,
COMMITTEE ON AGRICULTURE, NUTRITION, AND FORESTRY,
Washington, DC

The committee met, pursuant to notice, at 9:36 a.m., in Room
106 Dirksen Senate Office Building, Hon. Blanche Lincoln, Chair-
man of the committee, presiding.

Present or submitting a statement: Senators Lincoln, Conrad,
Stabenow, Nelson, Casey, Gillibrand, Chambliss, Lugar, Cochran,
Johanns, Grassley, and Thune.

STATEMENT OF HON. BLANCHE L. LINCOLN, U.S. SENATOR
FROM THE STATE OF ARKANSAS, CHAIRMAN, COMMITTEE
ON AGRICULTURE, NUTRITION, AND FORESTRY

Chairman LINCOLN. The Senate Committee on Agriculture, Nu-
trition, and Forestry will now come to order.

I want to thank Senator Chambliss and fellow members of the
committee for being here today as we address one of the more im-
portant issues facing our nation and particularly our economy. I
cannot overstate the significance of the subject matter of our hear-
ing today. Financial market oversight reform is, quite simply, the
single most important factor in our long-term economic recovery. It
will be the foundation for our nation’s financial future, and reform
is essential to reaffirm the integrity and the soundness of our fi-
nancial system and to maintain our nation’s preeminence as a glob-
al leader in worldwide financial markets. Perhaps most impor-
tantly, we need financial reform to give comfort to our consumers
and the businesses so that they can trust our markets to determine
fair prices and to help manage risk.

Over the last decade, we have seen deregulation sweep over
America in a way that has simply devastated our economy. From
the tragedy of the Enron bankruptcy in 2002 to the massive fail-
ures of Bear Stearns and AIG in 2008, a steady stream of market
calamities has exposed fatal flaws in our regulatory system. These
flaws have cost America dearly.

And given this reality, business as usual is simply not accept-
able. Fundamental financial market oversight reforms must pass.
It is important to remember that while we must correct mistakes
of the past, we do not want to overreact or veer too far in the other
direction. We have a very difficult needle to thread here, but we
are certainly all very capable of it. We have no desire to, nor will
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we, act in a way that will prevent legitimate business activity or
stifle innovation.

But the word “innovation” cannot be a code word for unaccept-
able practices. Smoke-and-mirrors accounting schemes, massively
leveraged by under- or non-capitalized transactions, or house-of-
cards entities posing as investment vehicles are not the kind of in-
novation that prudent financial market oversight should foster. We
can do better and we will.

The task that is set before us is considerable, but it is not impos-
sible. It is difficult, but it is not unattainable. It will be at times
confusing, but the answers really are not impenetrable. We will get
it done.

Senator Chambliss and I intend to work together to produce leg-
islation that will bring much-needed transparency and account-
ability to the over-the-counter derivatives market. In our legisla-
tion, I am looking to address issues such as prudential regulation
related to enhanced capital and margin requirements, clearing of
over-the-counter transactions, as well as a host of other matters,
including forex trading and foreign boards of trade. The list is long,
but we will get there.

And I look forward to hearing from all of the interested partici-
pants, getting their views and cultivating a healthy debate on this
topic. Today, we will focus specifically on three areas: End user
margin and clearing, the definition of major swap participants, and
mandatory clearing of standardized products.

I particularly look forward to today’s testimony from end users.
Knowing the importance of cash flow and working capital to busi-
nesses, I will be paying great attention to what they say about
clearing requirements and margin as I will to how we address sys-
temic risk.

On December 2, we plan to hold a second hearing, at which
Treasury Secretary Geithner will testify, and we will further ana-
lyze these and other issues. I look forward to hearing views from
all sides on these very important matters to all Americans.

Lastly, I want to commend Senator Dodd for the draft legislation
he released last week and its comprehensive view of the nation’s
banking oversight system. There are areas of mutual interest in fi-
nancial market oversight, and I look forward to working coopera-
tively with him and his committee as we move forward.

There is a lot of work to be done, but I know that we will pass
reform legislation that truly does build something better. We owe
that to America’s consumers and businesses, and they deserve no
less than our very best efforts to ensure that the U.S. financial
oversight system promotes and fosters the most honest, open, and
reliable financial markets in the world. It is our responsibility as
Americans to be leaders in this direction.

Thank you all for your time today. I look forward to hearing from
our witnesses and from my colleagues as we move forward to reach
this goal. And as I said before, it may not be easy, but we can do
it and we will.

So thank you all for being here today. I will turn to my friend
and colleague, Senator Chambliss, for his opening statements and
then we will return to our witness.
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STATEMENT OF HON. SAXBY CHAMBLISS, U.S. SENATOR FROM
THE STATE OF GEORGIA

Senator CHAMBLISS. Well, thank you, Madam Chairman, first of
all, for your leadership on this issue and in particular for holding
this hearing today.

As you and I have discussed previously, we both strongly believe
that the Senate Agriculture Committee and the Commodity Fu-
tures Trading Commission must be engaged in the development of
any legislation addressing financial regulatory reform. This com-
mittee also has a responsibility to ensure that the CFTC continues
to be able to effectively carry out its duties, and that is why I am
really pleased that we have once again Chairman Gensler back
with us to talk about not only the complexities of the issues, but
the practicalities of where we need to go with respect to regulatory
reform.

While this issue is complicated, we cannot let the complexity of
futures and swaps be an excuse for ignoring good public policy and
ensuring that our markets are both safe and functional.

In the past couple of years, a lot of people have become ac-
quainted with one particular type of derivative known as a credit
default swap, or CDS, which permits one party to transfer the cred-
it risk of bonds or syndicated bank loans to another party. Since
AIG was heavily involved in CDS, it seems simple enough to just
blame swaps in general for the current financial crisis. However,
that would be inaccurate, because the real situation is much more
complicated.

We need to distinguish between credit default swaps and the ac-
tual underlying securities represented by these swaps. Before we
make a big policy change, like an outright ban on all over-the-
counter derivatives or a requirement that these products only trade
on an exchange, we need to ask ourselves whether this will even
address the underlying problem. Why take a chance in these uncer-
tain times to make legislative and regulatory changes that could
possibly make things worse, potentially dry up more capital and
force the cost of doing business higher?

This does not mean that there isn’t room for improvement. I
think the volatility that we have seen over the past year in some
markets warrants extensive analysis and some regulatory changes.
And while I may have concerns with some of the proposals that
have been discussed to date, I am absolutely convinced that the
market volatility and financial meltdown of the recent past make
the case for more market transparency.

How can we in Congress be sure of the outcome of sweeping re-
forms without first properly identifying the cause of these prob-
lems? And how can we identify the cause of the problem without
authorizing and requiring more transparency through the collection
of necessary data? Beyond requiring more transparency, I also be-
lieve this committee should explore how most effectively to regulate
swaps, some of which are statutorily excluded from CFTC regula-
tion and oversight. And we need to determine how best to encour-
age the clearing of certain derivative products without jeopardizing
either the use of these risk management tools or the sustainability
of our clearinghouses.
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If Congress is truly interested in addressing the problem as op-
posed to politicizing a solution, we can no longer ignore the com-
plexities of these markets. We must devote time to understanding
these instruments and their applications. We must seek to under-
stand the legitimate purposes that these complex instruments
serve for large and small businesses in each of our States. That is
why this hearing is so critically important.

I want to raise one final concern about financial regulatory re-
form. I would hope that as this legislation progresses through Con-
gress, we will take whatever steps are necessary to ensure that it
does not conflict with the Farm Credit Act and that it does not in-
advertently hamstring the Farm Credit Administration and the en-
tities that it regulates, the Farm Credit System and Farmer Mac.
We know that the Farm Credit System and Farmer Mac did not
cause or contribute to last year’s financial crisis and that they have
done a good job fulfilling their Congressionally mandated mission
of providing competitive credit to farmers, ranchers, and rural
America.

We can thank our colleagues on this committee and the House
Agriculture Committee for their insight and leadership years ago
in establishing these entities and providing for a strong regulatory
system through the Farm Credit Administration. I look forward to
working with the Chairman and all of our colleagues on the Bank-
ing Committee to make sure the financial regulatory package does
not negatively effect the Farm Credit Administration.

Again, to my friend, the Chairman, thanks for holding this hear-
ing. I know that it is a beginning of a process that recognizes the
role of the Senate Agriculture Committee in broader financial regu-
latory reform efforts and I look forward, as always, to working side-
by-side with you. Thank you very much.

Chairman LINCOLN. Thank you, Senator Chambliss, and I, as al-
ways, look forward to working with you. I think we have got a
great opportunity to find a good outcome and really be productive
for the people of this country and certainly the marketplace, which
we want them to have greater confidence in, and we can do that
from here.

I would also like to echo the comments of my colleague, Senator
Chambliss, on the Farm Credit Administration and the importance
of recognizing that there is not a necessity here in any way or
shape or form to try to put them into a position where they are
hamstrung or not able to continue to do the good work that they
have done, so I appreciate his comments there.

We would now like to welcome Chairman Gary Gensler to the
committee. Chairman Gensler, welcome once again to the com-
mittee. We are proud that you are here and looking forward to
working with you on this tremendously important issue as we move
forward and working through the details of how we put our mar-
kets and our economy back on track. I know you have got a great
insight into this in your work from multiple different areas where
you come. And I am also usually relieved because I know that
when the day has ended, that you usually get your marching or-
ders from four lovely ladies at home.

So we appreciate how you are grounded and, more importantly,
how you are working hard to make sure that we get this right. So
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we look forward to your testimony today, and welcome to the com-
mittee.

STATEMENT OF HON. GARY GENSLER, CHAIRMAN, COM-
MODITY FUTURES TRADING COMMISSION, WASHINGTON, DC

Mr. GENSLER. I thank you, Chairman Lincoln. I will mention to
my three daughters your hello. And Ranking Member Chambliss
and members of this committee, thank you for inviting me to tes-
tify on behalf of the full Commission today regarding regulation of
over-the-counter derivatives markets and, if I am allowed, I am
going to say a comment or two at the end about our joint efforts
with the SEC on some harmonization efforts.

But before I begin, I would really like to congratulate the new
Chairman, Chairman Lincoln. I think this is the first time I am
testifying before you as Chair. I want to thank Senator Harkin for
his leadership of this committee and I look forward to working with
all of you going forward.

I would like to address regulation of the over-the- counter deriva-
tives market in the context of two principal goals that I think there
is a broad consensus around. One is promoting transparency of the
markets, and two, lowering risk of these markets to the American
public.

In terms of transparency, the administration proposed and I fully
support the following priorities. First, that all standardized deriva-
tive transactions should be moved onto regulated exchanges or
transparent trade execution facilities, similar to what we have in
the securities or futures markets. Increasing transparency for the
standardized derivatives should enable both large and small end
users to obtain better pricing on their derivative products. Just as
transactions are on the securities markets and the futures markets
available and you can see trade by trade what occurs there, and
every corporate treasurer, assistant treasurer, or municipal govern-
ment can see the transactions, we believe that same transparency
will help benefit growth in America and promote market efficiency
in America.

If Congress were to exempt some end users—and I know you
have a panel of end users you are going to be chatting with—ex-
empt end user transactions from a clearing requirement, I think
that—and I believe that those transactions could still be required
to be brought onto the trading platform—a trade is where buyers
and sellers meet— and still exempt them and separate out from
the clearing requirement where there is this issue of posting mar-
gin that I know you will be talking about.

Second, I believe all non-cleared transactions—these are the cus-
tomized transactions which should still be allowed—should be re-
ported to a trade repository so that the regulators can at least see
those transactions.

Third, data on the transactions themselves should be aggregated
and made available to the public in an aggregate form, for both the
customized and the standardized products.

And fourth, stringent recordkeeping and reporting requirements
should be required for the swap dealers with an audit trail so that
we can effectively look into these markets even after the fact.
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The administration has proposed, and at the CFTC we support
lowering risk for American public. Again, I will talk about four
principal components. First, standard over-the-counter derivatives
transactions should be required to be cleared on a robustly regu-
lated central clearinghouse. By guaranteeing the performance of
these contracts submitted for clearing, clearing significantly re-
duces systemic risk. Clearinghouses significantly reduce systemic
risk by removing the interconnectedness in this marketplace.

I believe that all clearable transactions should be required to be
brought into clearinghouses regardless of the end user, but if Con-
gress were to decide to exempt transactions for certain end users,
I would hope that would be narrowed to the corporate end users
and it wouldn’t exempt transactions, for instance, with hedge funds
and other financial investment funds. I think there is a difference
in the needs of those. Also, I would hope we would still bring them
into the trading requirement and exempt them from the margin or
the clearing requirement.

Second, swap dealers and major swap participants would be ex-
plicitly regulated for capital, so they have a cushion against risk.

Third, the dealers would be required to post margin themselves.
This would be the dealers posting margin, not the end users in this
case.

And fourth, the CFTC and SEC should be authorized to mandate
robust business conduct standards to protect the marketplace
against fraud, manipulation, and even aggregation position limits
for the commodity space in this marketplace.

If I might just take a moment to say, we have been working with
the SEC to harmonize some of our rules. We are different agencies.
We have different missions, but we have a lot of overlap. We have
actually put together a report the President requested with 20 rec-
ommendations, 11 of which will require legislative assistance from
this committee and the rest of Congress. Some of them are in the
administration proposal we have already sent up. I just wanted to
highlight in my 15 seconds left two, really quickly.

One is I do believe with the significant risks that are in these
clearinghouses, both futures clearinghouses, and new swap clear-
inghouses, that it is appropriate to look back to our oversight, the
CFTC’s oversight, of clearinghouses, bring some of the core prin-
ciples that have worked well to international standards, and ensure
that in certain circumstances that the CFTC has a little bit more
authority to write rules. This was included in the administration’s
proposal and we have been working with the exchanges directly on
some of that language.

Second, we have found that our ability to enforce the markets
and protect them against manipulations can be enhanced, and we
have legislative language that we will be sharing with this com-
mittee on specific disruptive trading practices that we think it
would be appropriate to try to enhance our ability to police these
markets for manipulation.

Again, we will be working with this committee on the other nine
recommendations that need legislative assistance and I have in-
cluded that in my written testimony. I look forward to working
with this committee and Congress to bring this much-needed re-
form to the over-the-counter derivatives marketplace.
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[The prepared statement of Mr. Gensler can be found on page 79
in the appendix.]

Chairman LINCOLN. Thank you, Chairman Gensler. I appreciate
your comments here today and am looking forward to working with
you.

I will start with my questions and then turn to my colleague,
Senator Chambliss, and then we will go in the order that people
arrived to the hearing.

Chairman Gensler, it’s my understanding that the more stand-
ardized a product is, the easier it should be or would be to clear
and exchange trade, and that clearing and exchange trading are in
some ways gold standard of risk management in the derivatives
world. Given that, I do believe that moving as many of these con-
tracts as we can through a clearinghouse or onto that regulated ex-
change is important. But I also believe there is a place for tailored
contracts and some over-the-counter market transactions.

My question is really who should make the determination as to
what is standardized and should be cleared? Should it be the clear-
inghouse or should it be the regulator? If it is the clearinghouse,
in my opinion, that does look to be somewhat of a—I don’t know.
There is some concern there. My question to you is if, in fact, the
clearinghouse was asked to do the clearing determination, what
safeguards would need to be there and what is your position on
who should make that determination?

Mr. GENSLER. ——

Chairman LINCOLN. Maybe you could also mention some of your
response to Chairman Frank. I know that there was a back-and-
forth on that, as well.

Mr. GENSLER. Sure. I recall the first time I was in this com-
mittee room on February 25 for my confirmation hearing. This very
question came up with then-Chairman Harkin. I believe that the
regulators, the SEC and the CFTC, should have clear authority to
determine that contracts are standard enough to be cleared. I be-
lieve we should also be able to rely on market mechanisms, that
there is some presumption that if a clearinghouse were to accept
it for clearing, that we should be able to hopefully rely on that, and
the presumption is to get as many transactions and as many con-
tracts to be cleared, and hopefully on these transparent trading
venues.

So to answer your question, I think the regulators should have
clear authority to make the determination, but also be able to rely
on some market mechanisms that the clearinghouses might, in fact,
determine something is clearable, but we could add to that list and
we would have to approve—to have a safeguard against the clear-
inghouse, we should also approve which transactions are clearable,
hopefully by class of transaction just for efficiency. But in certain
circumstances, we would do it contract by contract.

Chairman LINCOLN. But to make sure I understand what you are
saying, you are saying that should be predetermined?

Mr. GENSLER. I think that it should be transparent. The market-
place should clearly know if they are entering a transaction—if an
end user is entering into a transaction, they should know, is this
one that has already been designated by the regulators and the
clearinghouse to be, quote, “standard” or clearable, and I do be-
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lieve, thus, it should be transparent, and as you say, predeter-
mined, and that the clearinghouses have a role to play, but the reg-
ulators should have clear authority to make a determination.

Chairman LINCOLN. Thank you.

A major swap participant is defined in the Treasury proposal as
a non-dealer who maintains a substantial net position in out-
standing swaps for the purpose other than to create and maintain
an effective hedge, under the GAAP standards. I understand that
some of the players want a limited definition of the MSP so as to
not to kind of get pulled into that category, perhaps. Maybe there
is reason for that for some, and for some, maybe there is not.

Are you comfortable with the Treasury’s definition of major swap
participant? Are the GAAP standards the appropriate standard to
determine hedging, and if not, what is? Is a substantial net posi-
tion standard workable and is it going to capture all the institu-
tions that pose the kind of systemic risk that we are trying to get
at?

Mr. GENSLER. What we are trying to do in the legislation is en-
sure that there are two complementary regimes, that the dealers
are regulated, they have to register and be regulated, have capital
and business conduct standards, and then that the markets them-
selves have these clearing and trading requirements.

Major swap participant is a term that nine months ago none of
us knew. It was just created in the legislative language. But what
it is really trying to address is the next AIG or the near-dealer,
something that is not quite a financial institution, but it holds
itself out to the public, as a substantial net swaps business. There
are many counterparties that would be at risk if it failed. I don’t
know its broad category. It is not meant to pick up the thousands
of end users or even the hundreds of end users. But I believe it
should be a category that is included, that we not just bring this
regulation to the five or six large financial institutions. They are
sort of the next AIG or the next swap dealer category.

Chairman LINCOLN. Well, depending on what standards are
going to be used to determine that, as an alternative, I mean, when
you are looking for Congress to be helpful, could Congress use a
gross notional exposure standard to determine who is going to reg-
ister as a major swap participant, and if a gross notional exposure
test is appropriate, what should the level be?

Mr. GENSLER. I would want to work with you and the committee
to see if that would be appropriate. I think, most importantly, is
that the full registration and regulation would be of swap dealers
and the next, I don’t know if it is several dozen, but the next sev-
eral that really hold themselves out to the public as almost like a
swap dealer and have a significant book of business with a lot of
counterparties. And so I think it is more with regard to do they
have other end users as counterparties as contrasted to are they
just doing their business with Wall Street, would be the best test.

And again, that is separate and apart from these issues of
whether end users post margin or whether end user transactions
are brought to trading venues. We should try to bring as many of
these end user transactions into transparency.

Chairman LINCOLN. Well, I mean, obviously, if we are working
toward something that is going to provide more oversight and regu-
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lation, then standardization and what we use to standardize is
going to be a key question. So we look forward to working with you
on that as I definitely think that is going to be important, to have
something more definitive about what that standard is going to be.

And I have gone over my time, so I am going to wait for my sec-
ond round and I will defer to my colleague, Senator Chambliss.

Senator CHAMBLISS. Mr. Chairman, I guess if we could write
down on paper very clearly what is standard and what is not
standard, it would make our job a lot easier, and certainly that is
something we are going to continue to wrestle with and work with
you on.

I want to, first of all, ask you a very practical question. We have
got a very valued member of this committee who is here who also
happens to be Chairman of the Budget Committee. As he moves
forward next year, irrespective of what we do, we have got to have
a clear picture of what it is going to cost. Part of the cost obviously
is increasing the resources to CFTC to make sure that the new
challenges that we give you, you are obviously capable of carrying
out.

CBO indicated that the House legislation would require an addi-
tional 235 employees by 2011 for CFTC—that is a 40 percent in-
crease—resulting in an increased cost of $291 million over the next
five years. Your agency’s total appropriation for fiscal year 2009
was only $146 million. How will you implement these changes that
are set forth in the House bill, for example, if you do not get the
necessary increases in appropriations?

Mr. GENSLER. Well, I thank you, Senator. I think our agency, un-
fortunately, has been sorely under-resourced for a number of years.
With Congress’s help, we are just now back to the same staffing
we were at in 1999, and that is even though the markets have
grown at least four-fold and we have not yet even taken on this
new authority, over what is nearly a $300 trillion market. The
swaps market is roughly, in notional amount, 20 times our econ-
omy. So that means every time you buy a tank of gas, you can
think of about $1,000 of derivatives behind that $50 tank of gas,
somewhere, on average, in the economy.

So in staffing, we do believe that we would need probably in the
order of magnitude, 235 people to add to the approximate 2010
staffing level of about 650 people.

Senator CHAMBLISS. Okay. Many end users of derivatives have
informed us that they do not believe that the benefit of clearing is
worth the expense of posting margin at a clearinghouse, and we
have talked through this time and time again. You have proposed
that clearing members of a clearinghouse, such as financial institu-
tions, could post margin to the clearinghouse for their end user
counterparties who would then meet collateral requirements
through credit arrangements involving non-cash collateral.

I want you to help us think through this and help us understand
how this would work with respect to daily margin settlement. What
sort of expense do you believe these end users would incur in the
form of fees or variation margin charges if, as you have proposed,
‘ﬁh?g dealers were posting margin to the clearinghouse on their be-

alf?
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Mr. GENSLER. The goal, I think, is to lower risk in the system
and to move as much of these transactions off the books of the fi-
nancial institutions once they have arranged them, and that is
where the clearinghouse comes into place because it is safer than
the financial institutions. No matter what we do in financial re-
form, financial institutions still, I believe, are going to be very
large, complex, and they will house risk. That is their business.

So if we can move these transactions in the clearinghouse, allow
end users, just as they do now, to have individual credit arrange-
ments, maybe unsecured or secured arrangements with the banks
and have the banks move them to the clearinghouse and post the
margin. Today, they are charged a credit arrangement. These
swaps do have a credit fee in them.

End users have raised their concern it might still raise their
costs. They recognize there is a credit arrangement already, but it
might raise their costs, and I recognize Congress might decide to
exempt them. I hope we would keep any exemptions narrow, just
to the corporate end users, hopefully not to the financial end users
like hedge funds that do have liquidity and could post margin.

Senator CHAMBLISS. One practical aspect of that that I have a
problem with is, for example, Delta Airlines, who is a big user of
this type of transaction, having to put up an airplane, a 777, for
each transaction, or any other company taking part of their non-
cash collateral that they normally would post for a line of credit
and having to put it up as collateral of some sort for one of these
type transactions. Again, I am not sure how we resolve that to
make sure that we do lower that risk you are talking about, but
don’t hamstring these companies from not having the ability to
post those non-cash collateral assets for lines of credit that they
have got to have.

Mr. GENSLER. Well, actually, Senator, today, many large institu-
tions—I am not familiar enough with Delta’s own finances, but
many large corporations have credit arrangements with the large
Wall Street firms that say if we hedge a transaction and there is
an exposure that develops six months or a year later, that they do
have some arrangement. They might not be securing it with an air-
plane, but in some way, they are being charged for that credit ar-
rangement. Even today, there is no free lunch there. There is a
charge for the credit arrangement. It is just that they are not post-
ing cash, and I don’t think they need to post cash in the future.

Senator CHAMBLISS. Let me go to one other area that we have
talked about before, and you know my concern regarding, making
sure that we don’t take any action from a legislative standpoint
going forward that handicaps U.S. markets as competitors from the
standpoint of individuals utilizing foreign markets to carry out the
same type of transaction that they are doing today on U.S. mar-
kets, and that we don’t overregulate them.

In your testimony and in previous discussions, we have talked
about the fact that you want to make sure that any U.S. company
that trades on foreign markets still provides CFTC with informa-
tion regarding those transactions so that we can have total trans-
parency, and I understand why that is absolutely necessary. If you
have got somebody trading on a U.S. market and a foreign market,
if we are going to be able to let the general public know the finan-
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cial condition, obviously, you need to be aware of both those trans-
actions, whether it is on foreign or U.S. market.

Give us your thoughts about your impressions on the, number
one, ability of foreign markets to give you the right kind of infor-
mation, and secondly, on the receptiveness that you have seen from
foreign regulators regarding providing information to U.S. regu-
lators, both SEC and CFTC.

Mr. GENSLER. I think that the crisis was so severe, both in Eu-
rope and in the United States and in Asia, that we do have a very
good consensus. I am optimistic. I have worked in Europe, I have
been over there and I have talked to the regulators almost on a
weekly basis. They put out a paper about a month ago that said
that they are going to be mandating that the standardized con-
tracts be brought into transparent trading venues, just as we are
considering here, mandating that the standard contracts be
brought into central clearing, and they have also said that for the
non- standard contract, they would be requiring the banks to hold
higher capital. They actually used the word, I think, “significantly”
higher capital.

Now, their legislative process is different. They will take this to
the European Parliament next summer. So they are really watch-
ing very closely what the Senate and the House do here. But I am
very optimistic that though different cultures, different political
systems, we will come out about the same on this with Europe, and
between Europe and the United States, that is over 80 percent of
these markets, and I think Canada, Mexico, and Japan are likely
to work with this, as well, along the way.

So I think you are absolutely right, Senator, but I am optimistic
that we will be able to achieve consistent approaches.

On information sharing, we have been very clear. We just
wouldn’t want bank secrecy laws in another country to hold back
that information.

Senator CHAMBLISS. Today, on certain oil contracts that are trad-
ed on the London Exchange, the London Exchange provides CFTC
with certain information to help with that transparency. Is the in-
formation that you are getting today from the London Exchange on
those contracts, for example, adequate to allow you to feel that
there is total transparency with those customers?

Mr. GENSLER. It is the futures market, not swaps, but they have
been very helpful. First, a year ago, they agreed to give us posi-
tions, and then two months ago, we negotiated further. Now they
are giving us transaction data, as well.

Senator CHAMBLISS. And is that the type of cooperative effort
that it is going to take from all foreign markets?

Mr. GENSLER. I believe it will, and as I said, I think I am opti-
mistic that we will be able to see into their trading and trade re-
positories and vice-versa.

Senator CHAMBLISS. Thanks, Madam Chairman.

Chairman LINCOLN. Senator Stabenow?

Senator STABENOW. Thank you, Madam Chairman, and welcome,
Chairman Gensler. It is great to see you again. Madam Chairman,
I also want to thank you for inviting Neil Schloss, the Treasurer
of Ford Motor Company, a great Michigan company, to testify on
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a very important part of the discussion about end users. We wel-
come all of the others on the second panel, as well.

To follow up on what Senator Chambliss was talking about in
terms of the international cooperation, it sounds like you believe
that we can develop a system for regulating the futures markets
internationally, that what is happening—am I hearing you right—
is something that you believe will allow us to do that? One of my
concerns is that without having an international regulatory regime
for energy commodity futures and derivatives tradings and so on,
that we are going to see companies that use derivatives to hedge
legitimate business risks being placed at a competitive disadvan-
tage, potentially, if we are not confident that we can do that.

So am I hearing you say that you are confident, and what else
would you need from us to be able to support your effort to be able
to make sure there is an international agreement that is good for
our businesses?

Mr. GENSLER. I am optimistic. When the President met with 20
heads of State in Pittsburgh, I think now we are about two months
ago, he was successful in negotiating these core principles right in
the G-20 statement to ensure that we brought the standard part
of the markets onto clearing and onto trading venues. It was at
that high a level, at the G—20 included. And then the European
Commission, as I said, followed up.

So I am confident. It won’t be exactly the same. It is two dif-
ferent cultures and two different political systems. But I am con-
fident, and I agree with you, Senator, that we need that.

I think it is important in the statutory language you pass here,
if successful, that there be some recognition explicit authority for
the Commodity Futures Trading Commission to register some for-
eign boards of trade. We have been using what is called a “no ac-
tion” process, and I think that could be enhanced in statute. But
I am confident overall that we will come close, maybe not exactly
the same.

Senator STABENOW. All right. Thank you. You and I have talked
about concerns about end users and the impact of whatever we do,
and we know that 92 percent of the largest American companies
and over 50 percent of mid-size companies use derivatives to hedge
business risk. So whether it is hedging the business risks associ-
ated with oil prices, as has already been talked about, or currency
exchanges, the ability to provide financial certainty to companies’
balance sheets is absolutely critical for them and for us in terms
of jobs and so on.

So I appreciate your comments and your efforts to protect end
users from diverting needed capital by providing the option to post
non-cash collateral to meet the clearing requirements. However, we
are in a situation where we have many companies that can’t use
their non-cash collateral, such as a manufacturer who has a mort-
gage on a building because the mortgage agreement is preventing
them from using it. I would dare say that anything right now that
is viewed as non-cash collateral is taken, I would guess, for many,
many of our manufacturers.

So that still raises a great concern to me. I know you spoke a
moment ago about arrangements that already exist, but this is
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very serious for our manufacturers and I wonder if you might
speak to how you would handle that situation.

Mr. GENSLER. Well, I think that every manufacturer in your
State and in all of the States suffered gravely when AIG went
asunder and $180 billion of our taxpayer money, I mean, roughly
$3.5 billion per State. I think in Michigan, it would be bigger be-
cause per person

Senator STABENOW. Right.

Mr. GENSLER. You could do the calculation. And so that is the
risk we are trying to protect again, that large financial institutions
aren’t so interconnected with the economy at large and that we try
to move these transactions over to these well-regulated clearing-
houses.

I do think that there is a competing public policy interest that
you just raised about the posting of margin, and that is what Con-
gress is debating, these two public policy interests. One is lowering
the risk of these financial institutions, and two is the interface
with the end users.

And that is why I truly believe we can also lower the cost to
these end users by having every treasurer, every assistant treas-
urer being able to see on a screen where the transactions have
traded. And so a manufacturer in Michigan would be able to see
where a manufacturer in New York last traded and price and vol-
ume of the transactions. Even if Congress decides to exempt it from
the clearing requirement, I think that would be just an unfettered
good for manufacturers, to see the prices and the volumes of these
transactions and have them—just as we do in securities markets.

Senator STABENOW. Mr. Chairman, I agree with you on trans-
parency, that is critical, and we are working through how we bal-
ance minimizing the risk to businesses, to consumers, to all of us
in our economy and at the same time not creating a situation
where we are diverting working capital that is so critically needed
right now for so many of our businesses. And so I look forward to
working with you as we work our way through to find the right
balance.

Thank you, Madam Chairman.

Chairman LINCOLN. Senator Gillibrand.

Senator GILLIBRAND. Thank you, Madam Chairwoman.

Today, we are going to hear from a number of our corporate end
users on derivatives, and these companies obviously, as we have
discussed already this morning, use derivatives on a daily basis to
hedge risks that are an integral part of their daily risk and of their
businesses.

As we look at the regulation of derivatives going forward, my
question is, do you see a difference in the various sources of deriva-
tives and their ultimate uses, and I will give you some examples.
For example, would you see a difference in a futures contract for
copper that might be used to hedge the future costs of a manufac-
turing company’s basic materials, which is sort of what Senator
Stabenow is concerned about, than, say, an instrument like a credit
default swap, which might have a less obvious benefit and has re-
cently shown to have a greater potential detriment to the financial
system?
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And just to boil that down a little bit, in the credit default swap
market, we have two kinds. We have naked and we have covered.
Naked means there is no underlying ownership of the assets that
you are talking about. Covered is much more like an insurance pol-
icy. It is quite ironic that we heavily regulate gambling, which is
like the naked variety, and we heavily regulate insurance, which
is like the covered variety, but we don’t regulate at all if it is called
a credit default swap, which I think is what goes to your point, Mr.
Gensler, about some of your concerns.

So if there is greater risk associated with a specific derivative
class, should they be regulated in a different manner with signifi-
cantly higher safeguards associated with that regulation? For ex-
ample, if you are going to be in the CDS market, do you want high-
er capital requirements so it doesn’t undermine what Senator Sta-
benow is trying to say for a manufacturer that is trying to offset
the price of copper because that is an input for their business, vis-
a-vis another financial firm that may be using CDSs because it is
a great way to create capital or a great way to hedge risk in a dif-
ferent respect?

Mr. GENSLER. I think, Senator, you raise an excellent point. I be-
lieve the draft administration bill allows this, but if it doesn’t, it
would be a worthy enhancement, to make sure that business con-
duct standards, capital charges, and the like could be set by dif-
ferent class—in terms of capital, it would be the bank regulators
largely setting capital, but that they might be able to set capital
different by class of contract. Credit default swaps are event con-
tracts. One day, you think it is only this, and the next day, it gaps
out and has a far different value because of the default. So it might
be worthy to have different capital charges as an event contract,
as you say. So I do believe there may be differences.

On business conduct standards, the administration bill, I think,
has a robust set of charges to the SEC and CFTC to write business
conduct standards. Credit default swaps also have a very real
interplay to the securities markets, with individual stocks and pro-
tecting against insider trading and manipulation. I believe it is
there already, but we would look forward to working with you if
you think there is more that needs to be in the administration pro-
posal on business conduct standards.

Senator GILLIBRAND. Well, I was mostly just interested in your
opinion, if you think that this is an important issue to analyze fully
and make recommendations on or not.

Mr. GENSLER. I do think that there are unique qualities of each
category of swaps. Interest rate and rate swaps are very different
than energy swaps, for instance.

Senator GILLIBRAND. Right.

Mr. GENSLER. We have asked for authorities to set aggregate po-
sition limits across markets where they perform a significant price
discovery function. I think that is important in the commodity
space. It is not really applicable to interest rate, for instance.

Senator GILLIBRAND. Right.

Mr. GENSLER. Credit default swaps, I do think have unique cir-
cumstances, particularly the interplay that you mentioned to the
securities market and to issuers.
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Senator GILLIBRAND. Okay. Second area of inquiry: Has the
CFTC examined the impacts of the reform proposals on small busi-
nesses and farmers who may not directly participate in the swaps
market but may indirectly be utilizing derivative contracts through
an intermediary? And an example of this is a greenhouse farmer
may enter an agreement to receive natural gas at a certain rate
through an intermediary, who in turn would then use a derivative
contract with a supplier to lock in a fixed price for that gas. So my
concern is what impact would these small businesses and farmers
see from the proposals that are currently before Congress?

Mr. GENSLER. I believe, Senator, they would have a very real
benefit. Right now, for many small businesses or small municipali-
ties and nonprofits, when they use a derivative, they might just do
one every two or three years. They often have to go out and hire
a financial advisor, maybe pay $50,000 or $100,000 just for that ad-
visor to give them advice. What do they do on this hedge, this im-
portant hedge for their business or hospital?

I think if we bring transparency all the treasurers and assistant
treasurers can see the pricing, we are going to see that small busi-
nesses actually are benefited. That is where the biggest informa-
tion deficit is, is small and medium-sized businesses.

Senator GILLIBRAND. Thank you. Thank you, Madam Chair-
woman.

Chairman LINCOLN. Senator Conrad.

Senator CONRAD. Thank you, Chairman Lincoln, and thank you
and welcome to the Chairmanship of the committee. We are de-
lighted to have you as our leader and have great confidence in the
skills that you will bring to this committee. We especially appre-
ciated the leadership you provided in the last farm bill discussion,
along with the Ranking Member, the current Ranking Member. We
had a good team and we have got a lot of challenges ahead.

I think this is one of the most important hearings of the year.
I remember very well, Senator, several years ago, Warren Buffet
called derivatives a nuclear time bomb, and we saw the bomb go
off. I will never forget as long as I live being called after one of our
Group of Ten meetings, Senator Chambliss, being called to the
Leader’s office, and I got there and there were the leaders, Repub-
lican and Democrat, of Congress and the Chairman of the Federal
Reserve and the Secretary of Treasury and they were telling us
they were taking over AIG the next day. They weren’t there to ask
us, they were there to inform us. And they told us in no uncertain
terms they believed if it was not done, there would be a global fi-
nancial collapse. That is about as stark as anything can be.

So already, just on the AIG debacle, we have seen taxpayers sad-
dled with $180 billion of debt. We must act to prevent that from
ever happening again. I believe the administration proposals are
important and balanced and a good beginning.

I do want to register skepticism about a super- regulator. After
having served on this committee for 23 years, I am concerned that
CFTC would be down the end of a long dark hallway at the SEC,
and I don’t think that is appropriate. I would be very concerned
about them not having the knowledge of the commodities that
CFTC oversees that have been in CFTC’s jurisdiction and domain
and, frankly, in the domain and jurisdiction of this committee. So
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I do want to register skepticism on the notion of a super-regulator,
but that is not what I want to ask you about, Chairman Gensler.

We have heard from several end users who will be testifying on
the second panel that if they are forced to come up with additional
capital to meet the clearing costs, the additional capital required
of clearing costs, that would put them in a difficult situation. One
thing I would like to understand is how much are we talking about
in terms of clearing costs? Can you put in perspective what we
would be talking about in terms of margin requirements in a clear-
ing situation?

Mr. GENSLER. Senator, I first want to thank you for your com-
ment and support for the Commodity Futures Trading Commission.
I, too, have found great expertise in the building, great staff that
knows the derivatives market. As you look to the broader financial
reform and councils and powers that are possibly considered for
other regulators, I think it is important that market regulators, the
SEC, as well, stay as independent, vigorous protectors of the mar-
kets and investors.

In terms of the cost. You are correct. There is potentially a cost
of the extension of credit. If somebody wants to hedge a risk,
maybe they are hedging $100 million, a big risk, $100 million of
oil delivery, on the first day, the prices haven’t moved. But a month
later, the prices have moved and the question is, do they have to
post something for that valuation difference.

In the futures markets, one does that already. That is how fu-
tures have been regulated for 70-some years. In the swaps mar-
kets, it is all individually negotiated, and that is why I have used
the same words—I have said, leave it individually negotiated be-
tween those end users and Wall Street. Allow them to do what they
wish. Currently, there is some pricing in that credit arrangement.
The end users have said they are concerned that if we require it,
it might go up, and it is very hard to tell whether that is correct,
whether that is one basis point in that example of $100 million.

In natural gas, I am told, a lot of these current swaps will charge
as much as five cents a million cubic foot for the credit arrange-
ment. We don’t have transparency in these markets right now, so
I don’t have good statistics.

Senator CONRAD. All right. My time has expired, but I would just
say to you, I think you will find a lot of allies on both sides of the
aisle on this committee with respect to CFTC jurisdiction. It is
critically important to commodities, and many of us represent com-
modity States, that the regulator understand commodities. So I
think you will find strong allies on this committee.

Mr. GENSLER. I thank you.

Chairman LINCOLN. Thank you, Senator Conrad, and I don’t
know that I need to echo that, but I will, that this committee does,
or at least many of us do believe that.

Senator Lugar.

Senator LUGAR. Chairman Gensler, a bipartisan financial crisis
inquiry commission has been established to look at the whole crisis
and derivatives. It is my understanding that they are to report
their findings by December of 2010. Now, I remember a hearing in
this committee held a year ago October by Senator Harkin, and we
had excellent witnesses. They described at that point, and this is
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a year or more ago, that mortgages had been issued by local bank-
ers and they sold them on to higher levels. They sold them on,
packaging and packaging. Finally, they got pretty big packages at
certain levels in the financial community and they sought firms
like AIG, as it was mentioned prominently in that hearing, to get
insurance. They were describing the derivative process as one of
trying to obtain insurance for whatever risk there might be in
those large packages.

But then one witness intrigued us by saying that you could buy
not only insurance, but you could also express opinions through de-
rivatives. So we said, what is this, a public opinion poll? They said,
not exactly, but nevertheless, if you still felt that you were not
quite secure, you might bet on, for example, the failure of the bank-
ing system of Iceland, or Pakistan, or something of this variety.
Some of these situations or opinions might come home and balance
out your risks some more.

Now, this was startling to all of us, but nevertheless, whether
opinions are being expressed in such extravagant ways in deriva-
tives, the mortgage thing did catch people’s attention. I have read
reports, and maybe you could confirm this, that as many as 25 mil-
lion mortgages were issued that were subprime quality or worse.
There was large encouragement by the United States Government
for much of this. Some of it came really through some of our gov-
ernment firms. Private firms were encouraged, and banks, likewise,
to do the same thing. This may not be the entirety of the world cri-
sis, but it is a very large part of it, and that is why this inquiry
by this commission is important. They need to identify really what
it is that we are looking at here.

At the end of the day, whether it was extravagance in terms of
idealism by our government that everyone should own a house,
even if they could not pay for it, and everyone ought to have a
mortgage, and people tried to keep insuring this through various
derivative instruments, it was a catastrophe. How do we prevent
these kinds of excessive public sentiments? Is the transparency
that might come through the legislation now, or with amendments
that might be suggested by you, likely to solidify unwise decisions
with regard to things like prime or subprime mortgages or other
unusual loans or transactions? And what is meant when people
called about the dark passages or the ideas that somehow there are
sort of blacked out areas that those of us who are unsophisticated
really don’t know about and should not know about? Are all of
these going to be uncovered? Will the transparency bring to light
good transactions, and bad, transactions?

Can you make a general comment about how we avoid the crisis
again and how we identify correctly what happened this time so at
least we might correct through public policy some of those areas?

Mr. GENSLER. Senator, I think there are many causes of the cri-
sis, but I think we could all agree that the over- the-counter deriva-
tives marketplace was one of the factors—not the only factor. And
in the marketplace, it is currently not regulated in Europe or here,
or in Asia, so there is not transparency. But at the size that it is,
and a notional amount nearly 20 times our economy, just to give
it a whole size, there are many important and fundamental things
it does—hedging, corporations hedging their risk, interest rate, oil
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risks, and so forth. But there are, as you said, some event con-
tracts, expressions of opinion, as you say.

I do think that transparency in this marketplace, if we could
bring as much as possible onto regulated exchanges, would help
market participants foremost, that they would see the pricing. As
Senator Chambliss earlier said, it was to determine the fair prices
and hedge risk. I think moving transactions will allow end users
to do that, but also that regulators could see the pricing.

I think that we need to make sure that dealers have sufficient
capital and that there are business conduct standards, and real
rules of the road. It used to be, well, this is an institutional mar-
ket. We don’t need rules of the road because it is all big women
and big men dealing with each other. And we are really saying, no,
we need some business conduct standards here, as well.

Senator LUGAR. Well, I strongly favor the transparency that you
are talking about. Likewise, I am cognizant of the costs that come
with people who are using these markets. I think we must be
thoughtful about this. The results of this catastrophe are really un-
paralleled, and the long term costs of this are going to be borne by
our grandchildren. This is not just simply a business transaction
proposition.

Now, I am hopeful that transparency, at least inclusion of as
much of this, leads to better decision making, both by businesses
and government. My fundamental question is this. Even after we
know the score, how do we prevent mistakes? Is the transparency
likely to bring these things to the fore?

Mr. GENSLER. I think it is a big component. It is not the only
component, and that is why we, I believe, need to also lower risk
in the four ways that I mentioned in my testimony, getting as
many transactions into the clearinghouse, away from these con-
centrated financial institutions. I mean, we only have five, six,
seven that are really large in this industry right now here in the
United States, and the same number overseas. So they are, in a
sense, too big and too interconnected to fail. So we move the trans-
actions away and make sure they have sufficient capital, as well.

Senator LUGAR. And hopefully give you sufficient capital to be
able to enforce whatever the situation is.

Mr. GENSLER. Well, yes, because our $147 million this past year
is small compared to any one department—any one swaps depart-
ment of a large Wall Street firm. It is billions of dollars of revenue
and costs.

Senator LUGAR. Thank you. Thank you, Madam Chairman.

Chairman LINCOLN. Thank you, Senator Lugar.

Senator Cochran.

Senator COCHRAN. Madam Chairman, thank you.

One thing occurs to me, and that is what is the practical con-
sequence of the changes the Obama administration is recom-
mending that we make? What are the practical consequences? I
know we have another panel that will come along and tell about
how they use the markets to transact their business and to market
what they sell and finance the transactions that they have to make
to be successful in the marketplace. From your standpoint, though,
are they wrong when they say that the Obama administration’s
proposals are going to cost more? Isn’t that going to be passed on
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to consumers, like people who borrow money to buy cars or what-
ever, or businesses who use airplanes? Are the operational costs
going to go up? What is your reaction?

Mr. GENSLER. I think the practical effect of the administration
proposal, which I do fully support, is to lower the risk to the Amer-
ican public. Now, lowering the risk of these large financial institu-
tions, which I think in some regards were mispricing liquidity,
mispricing their capital, and had too little capital, could well take
some leverage out of the system, some risk out of the system. And
when you do that, they may well pass on costs. But I don’t believe
there is any free lunch, that the financial firms did get too highly
leveraged and too much debt and through derivatives were possibly
extending too easy credit, so to speak.

So I do believe that the end users would be able to hedge their
risk. They would be able to tailor products. We are fully supportive
that they could customize products. I do believe they would get
lower execution costs by the transparency initiative, and where the
real sort of rubber meets the road is whether they are included in
this clearing requirement, which it may well be that Congress de-
cides not to require that, and that is the balancing act that Con-
gress is looking at.

Senator COCHRAN. Thank you. Thanks, Madam Chair.

Chairman LINCOLN. Senator Johanns.

Senator JOHANNS. Madam Chairman, thank you.

Mr. Chairman, it is good to see you. I want to start out and tell
you how much I appreciate you taking the time to get around and
stop by our offices. I think that is a very decent thing to do and
very, very helpful in kind of thinking through some of these issues.

I think you have a committee here that kind of approaches this
and recognizes the obvious need to do some things here, but I think
we also recognize that, done wrong, this has some very, very seri-
ous consequences even for farmers in North Dakota or Nebraska in
terms of how they manage their risk and a whole host of other peo-
ple, not to just mention the agriculture community.

And I have some concerns here, I must admit. There is never
time to go into all the concerns, so I am going to try to jump into
a couple of things that just kind of jump out at me every time I
think about this.

The first concern is, to be very candid with you, this reminds me
a little bit of the climate change legislation. In theory, we can all
agree about its merits and what it might be doing, but in reality,
}f you don’t get the world on board, you are not going to get very
ar.

Now, if I were a small country out there, recognizing that just
by its nature derivative trading is an international phenomena—
I mean, we are trading in oil and commodities that sell in the
international marketplace and hedging risk, et cetera—just by its
nature, if I were a president of a small country out there, I would
wait for the rest of the world to pressure down the regulatory at-
mosphere for the business community, and then I would find the
sweet spots and I would do something different and I would gather
all the business. What is going to stop that from happening?

Mr. GENSLER. Well, I think, Senator, that you are right that cap-
ital and risk know no geographic boundary or border. But I am op-
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timistic, having worked closely with the Europeans and some of the
other North American regulators, that we are going to come out
with a consistent framework. There is still a lot in front of us, in
front of this Congress, in front of the European Parliament. And
I think these are the major centers of capital. So if we regulate our
derivative dealers and the Europeans regulate theirs and we en-
sure through legislation that they can only have access to U.S. cus-
tomers if they are comparably regulated, consistently and com-
parably regulated, I think that goes a far way.

That hypothetical that you mentioned always gnaws at us and
we have to find ways to close that. But that small country that you
mentioned wouldn’t have the capital, wouldn’t have the end users
in that country.

Senator JOHANNS. But it might be able to attract it through its
sympathetic regulatory atmosphere. I appreciate today it may not
be much of a player, but it may be sophisticated enough to recog-
nize. And you are—well, let me get to this, without bantering too
much about this. You are never going to be able to assure us of
that, are you? I mean, that is always going to be a risk and possi-
bility if this legislation passes.

Mr. GENSLER. But I could ensure you this. If we don’t do this in
the United States, others won’t do it. We have to show the leader-
ship and, I think, rise to the occasion to bring regulation here. And
the President was successful in Pittsburgh to get 20 heads of state
to sign on. It was a brief statement, but an important statement
about this. I think it is very encouraging.

Senator JOHANNS. That is what we are being told about climate
change, too.

The second thing I wanted to ask about—two things relative to
the margin requirements. Again, I would love to have an hour with
you to delve into that deep, but let me delve into

Mr. GENSLER. Tell me when you want to schedule it.

hSenator JOHANNS. Okay, great. We might do that. We will do
that.

Here is what worries me about the margin requirements. Num-
ber one, if I take this bank of money to put it into bringing down
risk by posting, in effect, a cash bond of sorts, because that is basi-
cally how it works, I have taken that money out of the economy
and it is now on the sidelines. Now, I have probably brought some
risk down. In fact, in the no-risk transaction, we would require 100
percent and then there wouldn’t be a risk. But that is not how a
free economy works. So that is the number one concern, and I see
I have just run out of time, but the second concern is this.

The little guy out there, the small, medium-sized risk hedger,
whoever that is, is going to be very limited in how much margin
they can put up, how much capital they have access to in reality,
and so I just worry that what you are really doing here, if you
pound down on these margin requirements, is you have just set a
course where bigger gets bigger and we exacerbate the problem of
too big to fail. And I will guarantee you, sitting on the Agriculture
Committee and the Banking Committee, it is a very bipartisan
frustration that we are dealing with, too big to fail.

Mr. GENSLER. I share that frustration and that is what animates
me. On the other side, is I think that the large financial houses are
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keeping a great deal of risk on their books. The largest financial
houses often have between ten and 20 percent of their balance
sheet extending credit. Credit is being extended in these derivative
contracts. They are central counterparties. They are not well regu-
lated for it. They are also in the underwriting business and propri-
etary trading business and the leasing businesses and so forth.

So that is why, as a public policy matter, and Congress will
weigh trying to move as much of this into central clearinghouses
but also weigh the concerns of these end users about posting mar-
gin. If they are exempted, I think the next panel, I am hoping you
will hear, is fine and, in fact, it is a huge benefit for small and me-
dium-sized companies to see the transactions trade by trade on
trading platforms.

Senator JOHANNS. Yes. I will just wrap up with this, before my
microphone gets shut off. Transparency is good. I like trans-
parency. I have tried to emphasize transparency is a good thing.
How you execute that, again, I think it can send you down a path-
way of just encouraging bigger and bigger and bigger to meet the
requirements that we impose upon the private sector. Thank you.

Chairman LINCOLN. Senator Thune.

Senator THUNE. Thank you, Madam Chair.

Mr. Chairman, I think the whole focus of this debate has got to
be how do we figure out the right way, the balanced way to con-
strain some of the risk that led to this massive collapse and melt-
down that we saw last fall. And I think a lot of this debate, too,
comes down to some definitions, who is in, who is out, who is cov-
ered, who is not.

And one of the questions I guess I would ask of you, because you
stated earlier that the regulator should be the appropriate entity
to determine what is a standardized contract, and I guess I would
ask you, in light of that, how would you define a standardized con-
tract?

Mr. GENSLER. I think—a very good question. I think there should
be a presumption that if it can be cleared, a clearinghouse accepts
it, it would be a presumption that it would be clearable. If it had
a volume of transactions and had a pricing, clear pricing—one of
the things about clearinghouses, they need to know what the pric-
ing is of these transactions.

I remember in February, actually, in front of the committee when
then-Chairman Harkin asked me the question, I provided in writ-
ing, and I would be glad to get it to you, Senator, five different fac-
tors that could be. But it was related to a presumption that if it
is accepted for clearing, then it would be standardized, if the clear-
inghouse took it. If there was such volume in the contract. If it was
so similar, there was just one feature that was different, as if
somebody was trying to evade the standardization, that would be
a factor, for instance.

Senator THUNE. Okay. Do all derivative end users, in your opin-
ion, create systemic risk to the financial markets?

Mr. GENSLER. I think that the greatest systemic risk is housed
within the large financial entities. And though individual trans-
actions don’t, or even sometimes collection of transactions don’t
pose that type of risk, that when you go across, if we exempt a
whole class of transactions, it is a significant part of the market.
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Again, there is not much transparency here. But the end user
transactions are significant in dollar amount and even a larger
number of the individual transactions, because usually end users
have smaller transactions.

Senator THUNE. Right. Do you think that all end users ought to
be subject to the same level of Federal oversight?

Mr. GENSLER. I am glad you asked the question. I am not for the
end users having oversight. I am for the swap dealers having over-
sight and that the requirement would be on the swap dealer to
bring the transaction into a trading venue, and that would benefit
the end user. If Congress were to say that the transaction was
brought into the clearinghouse, it would be the responsibility of the
swap dealer to bring it in. But the end user wouldn’t have over-
sight, if I can——

Senator THUNE. Okay. If you have a derivative end user like,
say, for example, a rural electric cooperative who relies on standard
over-the-counter contracts, should they be forced onto exchanges or
central clearinghouses if it is a legitimate hedging transaction,
something that they are simply doing to manage risk?

Mr. GENSLER. I think they should be able to manage risk how-
ever they wish to manage risk. If it is a customized or tailored
transaction, then I would say no. But if a trading venue actually
listed it for trading, it was so standard, it is a one-year contract
for natural gas and it was similar to many of the transactions cur-
rently listed on the exempt commercial markets that we know of
and talk about, ICE Atlanta, then the swap dealer would be re-
quired to bring it and make sure that small rural electric coopera-
tive would be able to see the transactions of similar electric co-
operatives in other States. They would never see the name, but
tﬁey would see the price and volume. I think that would benefit
them.

Senator THUNE. Okay. Thank you, Madam Chair. Thank you,
Mr. Chairman.

Chairman LINCOLN. I think

Senator CONRAD. Madam Chair?

Chairman LINCOLN. Sure?

Senator CONRAD. Might I just make a quick observation that in
that meeting that I described where we were told government was
going to take over AIG because there would be a global financial
collapse if it was not done, what became clear is that AIG had writ-
ten insurance contracts and they didn’t have the capital to back up
the commitment. And somehow, we have got an absolute obligation
to make sure that can’t happen again, and I don’t know how you
do that without some margin requirement. It would be unthinkable
that we were to permit that same circumstance to occur again.

Chairman LINCOLN. I think we have got a few questions left, but
we would like to do maybe one quick round, because we do have
another panel and we do have a nomination hearing, so I am going
to defer to my colleague, Senator Chambliss. I know he has got to
step out for a few moments.

Senator CHAMBLISS. Thank you, Madam Chairman.

Picking up where Senator Conrad left off there, you talked about
some of these institutions being too big to fail and the sophisticated
institutions that were dealing in this—that do deal in this market,
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and that those are the regular players, so to speak, in the market,
versus the small businessman who might kind of almost inadvert-
ently get involved in this.

If we had total transparency, if AIG had been required to report
to you or to the CFTC the nature and the details of all of t