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Abstract

After the financial crisis, among the countries making efforts to reform the
regulatory regime for the over-the-counter derivatives, the U.S. is one of those
passing substantive legislation early. The passed bill, the Dodd-Frank Act, in principle,
requires all OTC derivatives to be cleared except non-standardized derivatives,
foreign exchange swaps, foreign exchange forwards, and swaps of which the
counterparty is an end-user. This article discusses the need for and the possible impact
of the above exemptions on the objective fulfillment of the Act. This article does not
negate the need for the financial market to continue to function. However, the
exemptions exactly expose the fallacy of the Act’s regulatory rationale because they
almost free all the types of derivatives that caused the financial crisis. In other words,
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on the one hand, the Act emphasizes the need to tighten the regulation of the OTC
derivatives, while on the other hand it exempts most of such derivatives from
mandatory clearing. It is not uncommon in the history of financial regulatory reforms.
The reason is because in response to the call and pressure for more regulation after
financial crisis, a government tends to over-regulate and regulate in a way that cannot
tackle the problem due to lack of sufficient room for rational discussion.
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2 Doron F. Ezickson, Prajakt Samant & Rashpaul Bahia (Dec. 2010), “EU Financial Reforms Impact
on OTC Derivative and Commaodities Market,” PLC Magazine.

® Dodd-Frank Wall Street Reform and Consumer Protection Act, Public Law 111-203, 124 Stat. 1376
[hereinafter Dodd-Frank Act].
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* Viral V. Acharya et al. (2010), “Derivatives: The Ultimate Financial Innovation,” in Restoring
Financial Stability: How to Repair a Failed System 233, 233-234 (Viral V. Acharya & Matthew
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Over-the-Counter Derivatives,” available at SSRN: http://ssrn.com/abstract=1475351.
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" Laurent L. Jacque(2010), Global Derivative Debacles: From Theory to Malpractice, Chapter 16 AIG
275-280. Gretchen Morgenson (Sept. 27, 2008), “Behind Insurer’s Crisis, Blind Eye to a Web of Risk,”
The New York Times, at http://www.nytimes.com (last visited June 5, 2011). Mark Pittman (Sept. 29,
2008), “Goldman, Merrill Collect Billions after Fed’s AIG Bailout Loans,” Bloomberg News, at
http://www.bloomberg.com (last visited June 5, 2011).

8 Gretchen Morgenson, supra note 7.

® Mark Pittman, supra note 7. Edmund L. Andrews, Michael J. de la Merced & Mary Williams Walsh
(Sept. 17, 2008), “Fed’s 385 Billion Loan Rescues Insurer,” The New York Times, at
http://www.nytimes.com (last visited June 5, 2011).
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19 U.S. House of Representatives, Committee on Oversight and Government Reform, “Public
Disclosure as a Last Resort: How the Federal Reserve Fought to Cover up the Details of the AIG
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June 7, 2011).

1 See Michael Greenberger (June 30, 2010), “The Role of Derivatives in the Financial Crisis,”
Testimony before the Financial Crisis Inquiry Commission, at
http://www.michaelgreenberger.com/files/FCIC-Michael_Greenberger_Testimony.pdf (last visited
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12 Gretchen Morgenson, supra note 7. Viral V. Acharya et al., “Centralized Clearing for Credit
Derivatives,” supra note 4.
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4" see Michael Greenberger, “The Role of Derivatives in the Financial Crisis,” supra note 11.
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5 Report of the President’s Working Group on Financial Markets(April, 1999), “Hedge Funds,
Leverage, and the Lessons of Long-Term Capital Management, ” 39-40, at
http://www.treasury.gov/resource-center/fin-mkts/Documents/hedgfund.pdf (last visited June 9, 2011).
16 Adam W. Glass, “The Regulatory Drive towards Central Counterparty Clearing of OTC Credit
Derivatives and the Necessary Limits on This,” Capital Markets Law Journal, Vol. 2, No. S1 79, 81.

7" Anupam Chander & Randall Costa (Winter 2010), “International Law and the Economic Crisis:
Clearing Credit Default Swaps: A Case Study in Global Legal Convergence,” 10 Chicago Journal of
International Law 639, 659-661.

'8 1d. at 659.

¥ Philip McBride Johnson, Thomas Lee Hazen (2004), Derivatives Regulation, 22-23.
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2L Yalman Onaran & Michael McKee (Feb. 25, 2009), “In Geithner We Trust Eludes Treasury as
Markets Fails to Recover,” Bloomberg, at http://www.bloomberg.com (last visited June 6, 2011).
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subparagraph (A) is solely at the discretion of the counterparty to the swap that meets the conditions of
clauses (i) through (iii) of subparagraph (A).” ** Dodd-Frank Act, §763(a)® "%+ % A # 724 1475
AR .
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§763(a).
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terms that are consistent with the material terms and trading conventions on which the contract is then
traded. (111) The effect on the mitigation of systemic risk, taking into account the size of the market for
such contract and the resources of the derivatives clearing organization available to clear the contract.
(V) The effect on competition, including appropriate fees and charges applied to clearing. (V) The
existence of reasonable legal certainty in the event of the insolvency of the relevant derivatives clearing
organization or 1 or more of its clearing members with regard to the treatment of customer and swap
counterparty positions, funds, and property.” Dodd-Frank Act, §763(a).

** CFTC (Aug. 8, 2012), “Clearing Requirement Determination under Section 2(h) of the CEA,”
Federal Register, VVol.77, N0.152, 47170-47222.

* Craig Pirrong (May, 2011), “The Economics of Central Clearing: Theory and Practice,” ISDA
Discussion Papers Series, No. 1.

** Prepared Statement of Robert G. Pickel, Executive Director and CEO, International Swaps and
Derivatives Association, Hearing to Review Proposed Legislation by the U.S. Department of the
Treasury Regarding the Regulation of Over-the-Counter Derivatives Markets, Sept. 17, 22, 2009, Serial
No. 111-29.
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: Dodd-Frank Act, §§737, 763.
Id.
* Dodd-Frank Act, §737(c): “BONA FIDE HEDGING TRANSACTION......the Commission shall
define what constitutes a bona fide hedging transaction or position as a transaction or position that—
(A)(i) represents a substitute for transactions made or to be made or positions taken or to be taken at a
later time in a physical marketing channel;
(i) is economically appropriate to the reduction of risks in the conduct and management of a
commercial enterprise; and
(iii) arises from the potential change in the value of—
(I) assets that a person owns, produces, manufactures, processes, or merchandises or anticipates
owning, producing, manufacturing, processing, or merchandising;
(1) liabilities that a person owns or anticipates incurring; or
(111) services that a person provides, purchases, or anticipates providing or purchasing; or
(B) reduces risks attendant to a position resulting from a swap that—
(i) was executed opposite a counterparty for which the transaction would qualify as a bona fide
hedging transaction pursuant to subparagraph (A); or
(1) meets the requirements of subparagraph (A).”’
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% Michael Sackheim et al. (Aug. 2010), “Knocking on the Clearinghouse Door A Lawyer’s
Introduction to Cleared OTC Derivatives,” 30 Futures & Derivatives Law Report, No. 7.
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* Raymond Knott & Alastair Mills (Dec. 2002), “Modeling Risk in Central Counterparty Clearing
Houses: A Review,” Financial Stability Review.
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% See BIS, Committee on Payment and Settlement Systems, supra note 20; Craig Pirrong, “The
Economics of Central Clearing: Theory and Practice,” supra note 44.

61 SEC Action Allows Central Counterparty for Credit Default Swaps, Wolters Kluver Law& Business,
Dec. 24, 2008, at http://financialreform.wolterskluwerlb.com (last visited July 16, 2011).
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8 Adam W. Glass, supra note 16, at 95.
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8 CME, “Cleared OTC Credit Default Swaps,” at http://www.cmegroup.com (last visited Feb. 27,

2012).

% BIS, Committee on Payment and Settlement Systems, supra note 20; Craig Pirrong, supra note 44.

% Darrell Duffie, “How Should We Regulate Derivatives Markets?” PEW, at http://www.pewfr.org

(last visited July 3, 2011).

¢ Christopher L. Culp (2010), “OTC-Cleared Derivatives: Benefits, Costs, and Implications of the

é?odd—Frank Wall Street Reform and Consumer Protection Act’,” Journal of Applied Finance, Issue 2.
Id.
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% Craig Pirrong, supra note 44.
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! 1d. Prepared Statement of Hon. Timothy F. Geithner, Secretary, U.S. Department of the Treasury,
Washington, D.C.

"2 John Bresnahan & Carrie Budoff Brown (Apr. 13, 2010), “Lincoln Wall Street Bill Tacks Left,”
Politico, at http://www.politico.com (last visited June 28, 2010).

" Peter H. Stone (Sept. 24, 2009), “Derivatives Fight Widens,” National Journal Magazine.

™ PwC (July 2009), “OTC Derivatives: Should All Customized Derivatives Be Standardized?” at
http://www.pwc.com (last visited July 3, 2011).

™ Testimony of the Honorable Steve Bartlett President and Chief Executive Officer of the Financial
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Services Roundtable on Banking Industry Perspectives on the Obama Administration’s Financial
Regulatory Reform Proposal, July 15, 2009, Serial No. 111-58.

6 «OTC Derivatives: Should All Customized Derivatives Be Standardized?” supra note 74.

" Kara Scannell (July 10, 2009), “Big Companies Go to Washington to Fight Regulations on Fancy
Derivatives,” The Wall Street Journal, at http://online.wsj.com (last visited June 29, 2011).

® Hearing to Review Proposed Legislation by the U.S. Department of the Treasury Regarding the
Regulation of over-the-Counter Derivatives Markets, Sept. 17, 22, 2009, Serial No. 111-29.
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™ Hearing to Examine the Regulation of Over-the-Counter Derivatives, Serial No. 111-23, 111-55,
July 10, 2009.

8 Marcy Gordon (Aug. 12, 2009), “Behind Obama’s Plan to Rein in Derivatives,” Bloomberg, at
http://www.businessweek.com (last visited June 30, 2011).

8 Darrell Duffie, supra note 66; Rena S. Miller (Apr. 8, 2010), “Key Issues in Derivatives Reform,”
CRS Report for Congress, available at http://assets.opencrs.com/rpts/R40965 20100408.pdf (last
visited July 9, 2011); Paul M. McBride (Winter 2010), “The Dodd-Frank Act and OTC Derivatives:
The Impact of Mandatory Central Clearing on the Global OTC Derivatives Market,” 44 International
Lawyer 1077, 1106-1107.

8 paul M. McBride, supra note 81, at 1107.
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8 See Joanne P. Braithwaite (2011), “The Inherent Limits of ‘Legal Devices’: Lessons for the Public
Sector’s Central Counterparty Prescription for the OTC Derivatives Markets,” European Business
Organization Law Review 12, 87-119; Zachary J. Gubler (2011), “The Financial Innovation Process:
Theory and Application,” 36 Delaware Journal of Corporate Law 1, 55-119; Jeremy Gogel (Fall 2010),
“’Shifting Risk to the Dumbest Guy in the Room - Derivatives Regulation after the Wall Street Reform
and Consumer Protection Act,” 11 Journal of Business & Securities Law 1-52.

% Dodd-Frank Act, §§721(a)(21)(47), 761(a)(6).
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future delivery conducted on a board of trade.”” 7 U.S.C. 2 (ii) (1994).

8 Dodd-Frank Act, §721(a)(12) “ (25) FOREIGN EXCHANGE SWAP.—The term ‘foreign exchange
swap’ means a transaction that solely involves— (A) an exchange of 2 different currencies on a
specific date at a fixed rate that is agreed upon on the inception of the contract covering the exchange;
and (B) a reverse exchange of the 2 currencies described in subparagraph (A) at a later date and at a
fixed rate that is agreed upon on the inception of the contract covering the exchange.”’

8 Dodd-Frank Act, §721(a)(12) “ (24) FOREIGN EXCHANGE FORWARD.—The term ‘foreign
exchange forward’ means a transaction that solely involves the exchange of 2 different currencies on a
specific future date at a fixed rate agreed upon on the inception of the contract covering the exchange.”
¥ Dodd-Frank Act, §721(a)(21).”...... Foreign exchange swaps and foreign exchange forwards shall be
considered swaps under this paragraph unless the Secretary makes a written determination under
section 1b that either foreign exchange swaps or foreign exchange forwards or both—(1) should be not
be regulated as swaps under this Act [the Commodity Exchange Act]; and (1) are not structured to
evade the Dodd-Frank Wall Street Reform and Protection Act in violation of any rule promulgated by
the Commission pursuant to section 721(c) of that Act.”

% Philip McBride Johnson, Thomas Lee Hazen, supra note 19, at 78. Joanne T. Medero (Mar. 1997),
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1 U.S. Department of the Treasury, Proposed Legislation, Title VII — Improvements to Regulation of
Over-the-counter Derivatives Markets, Over-the-counter Derivatives Market Act of 2009, Aug. 11,
2009, § 711(a)(4), at http://www.financialstability.gov.

% Michael Greenberger (Nov. 29, 2010), “Comment Letter to Mary J. Miller, Assistant Secretary for
Financial Markets, Office of Financial Institutions Policy, Department of the Treasury, Determination
of Foreign Exchange Swaps and Forward,” at
http://www.michaelgreenberger.com/files/Greenberger_FX_comment_letter.pdf (last visited May 6,
2011).

% CFTC (Aug. 17, 2009), “Analysis of Proposed Over-the-Counter Derivatives Markets Act of 2009,”
at http://tradeobservatory.org (last visited May 6, 2011).

% Shahien Nasiripour & Ryan Grim (Nov. 18, 2009), “Two Leading House Dems Will Close $50
Trillion Loophole in Derivatives Reform Bills,” Huffington Post, at http://www.huffingtonpost.com
(last visited May 20, 2011).
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% Dodd-Frank Act, §722(h): ...... REQUIRED CONSIDERATIONS.—In determining whether to
exempt foreign exchange swaps and foreign exchange forwards from the definition of the term ‘swap’,
the Secretary of the Treasury (referred to in this section as the ‘Secretary’) shall consider— (1) whether
the required trading and clearing of foreign exchange swaps and foreign exchange forwards would
create systemic risk, lower transparency, or threaten the financial stability of the United States; (2)
whether foreign exchange swaps and foreign exchange forwards are already subject to a regulatory
scheme that is materially comparable to that established by this Act for other classes of swaps; (3) the
extent to which bank regulators of participants in the foreign exchange market provide adequate
supervision, including capital and margin requirements; (4) the extent of adequate payment and
settlement systems; and (5) the use of a potential exemption of foreign exchange swaps and foreign
exchange forwards to evade otherwise applicable regulatory requirements.”

% U.S. Department of the Treasury (Apr. 29, 2011), “Fact Sheet: Notice of Proposed Determination
on Foreign Exchange Swaps and Forwards,” at http://www.treasury.gov (last visited May 18, 2011).
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100 .S. Department of the Treasury (May 20, 2011), “Determination of Foreign Exchange Swaps and
Foreign Exchange Forwards under the Commodity Exchange Act,” Federal Register, Vol.76 No. 87,
25776.
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1% 14, at 25777.

197 BJS, “Semiannual OTC Derivatives Statistics at End-December 2010, at http://www.bis.org (last
visited July 7, 2011).
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108 See Comment Letter by Dan Shackelford, Vice President and Chair of Fixed Income Derivatives
Committee, T. Rowe Price Associates, Inc. and Jonathan D. Siegel, Vice President & Senior Legal
Counsel, T. Rowe Price Associates, Inc. to Mary Miller, Assistant Secretary for Financial Markets,
Department of the Treasury (Nov. 29, 2010); Comment Letter by Global FX Division of the Securities
Industry and Financial Markets Association, Association for Financial Markets in Europe, and the Asia
Securities Industry and Financial Markets Association, to Mary J. Miller, Assistant Secretary for
Financial Markets, Office of Financial Institutions Policy, Department of the Treasury, Determination
of Foreign Exchange Swaps and Forwards (Nov. 29, 2010). FX Investor Group (June 3, 2011),
“Response to the Department of the Treasury s Request for Further Comments on the Proposed
Determination of Foreign Exchange Swaps and Forwards,” at http://www.regulations.gov (last visited
July 5, 2011).

109 Michael Greenberger (June 6, 2011), “Comment Letter by Michael Greenberger, Professor,
University of Maryland School of Law, Director, Center for Health and Homeland Security, and
Americans for Financial Reform, to Mary J. Miller, Assistant Secretary for Financial Markets, Office
of Financial Institutions Policy, Department of the Treasury, Determination of Foreign Exchange
Swaps and Forwards under the Commodity Exchange Act [hereinafter Comment Letter by Michael
Greenberger to Treasury Determination 2011],” available at
http://www.michaelgreenberger.com/files/Revised_ AFR_FX_6-5-11.pdf (last visited July 6, 2011). i®
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119 Darrell Duffie, Comment Letter by Darrell Duffie, Professor, Graduate School of Business,
Stanford University, to Inc to Mary Miller, Assistant Secretary for Financial Markets, Department of
the Treasury (May 12, 2011), “On The Clearing of Foreign Exchange Derivatives,” available at
http://www.darrellduffie.com/uploads/policy/DuffieClearingFXDerivatives2011.pdf (last visited June
29, 2011).
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112 «Comment Letter by Michael Greenberger to Treasury Determination 2011,” supra note 109.

3 Darrell Duffie, “On the Clearing of Foreign Exchange Derivatives,” supra note 110.

14 WFE & IOMA, Comment Letter to Department of the Treasury, Determination of

Foreign Exchange Swaps and Forwards under the Commaodity Exchange Act (Nov. 29, 2010)
[hereinafter WFE & IOMA Comment Letter 2010], at http://www.world-exchanges.org (last visited
July 1, 2011).

115" etter from James Kemp, Global FX Division, to US Department of Treasury (Nov. 15, 2010), at
http://www.regulations.gov/ (last visited Feb. 27, 2012).

118" Darrell Duffie, “On the Clearing of Foreign Exchange Derivatives, supra note 110. Michael
Greenberger, Comment Letter by Michael Greenberger, Professor, University of Maryland School of
Law, to Mary Miller, Assistant Secretary for Financial Markets, Office of Financial Institutions Policy,
Department of the Treasury,” supra note 92.

1 WFE & IOMA Comment Letter, supra note 114.

118 Comment Letter by Michael Greenberger to Treasury Determination 2011, supra note 109.
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120 U.S. Department of the Treasury, “Determination of Foreign Exchange Swaps and Foreign
Exchange Forwards under the Commodity Exchange Act,” supra note 100.

121 Michael Greenberger, “Comment Letter by Michael Greenberger to Treasury Determination 2011,
supra note 109.
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125 Darrell Duffie, “On the Clearing of Foreign Exchange Derivatives,” supra note 110.
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'%* Dodd-Frank Act, 88727, 731, 737, 763, 764.
127 CFTC & SEC (May 23, 2012), “Further Definition of ‘Swap Dealer,” ‘Security-Based Swap
Dealer,” ‘Major Swap Participant,” ‘Major Security-Based Swap Participant’ and ‘Eligible Contract
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Participant’,” Federal Register, VVol.77, N0.100, 30586-30764.

128 Dodd-Frank Act, §721(a)(21): “(49) SWAP DEALER- (A) IN GENERAL.—The term ‘swap
dealer’ means any person who-

(i) holds itself out as a dealer in swaps;

(i) makes a market in swaps;

(iii) regularly enters into swaps with counterparties as an ordinary course of business for its own
account; or

(iv) engages in any activity causing the person to be commonly known in the trade as a dealer or
market maker in swaps,

provided however, in no event shall an insured depository institution be considered to be a swap dealer
to the extent it offers to enter into a swap with a customer in connection with originating a loan with
that customer.”

129 |d

BOyd.» . (C) EXCEPTION.—The term ‘swap dealer’ does not include a person that enters into
swaps for such person’s own account, either individually or in a fiduciary capacity, but not as a part of
a regular business.”
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Bl Dodd-Frank Act, §§ 721(a)(21): “......(D) DE MINIMIS EXCEPTION.—The Commission shall
exempt from designation as a swap dealer an entity that engages in a de minimis quantity of swap
dealing in connection with transactions with or on behalf of its customers. The Commission shall
promulgate regulations to establish factors with respect to the making of this determination to exempt.”,
761(a)(6). & p w0 CFTC 2 SEC# iz B p F > Aulzm iy p i E% 425008 30 &~
2 & » CFTC & SEC, “Further Definition of ‘Swap Dealer,” ‘Security-Based Swap Dealer,” ‘Major
Swap Participant,” ‘Major Security-Based Swap Participant’ and ‘Eligible Contract Participant’,”
supra note 127, at 30744-30745.
132 Dodd-Frank Act, §721(a)(16): “......(33) MAJOR SWAP PARTICIPANT.— (A) IN
GENERAL.—The term ‘major swap participant’ means any person who is not a swap dealer, and—
(i) maintains a substantial position in swaps for any of the major swap categories as determined by the
Commission, excluding—

(1) positions held for hedging or mitigating commercial risk; and

(11) positions maintained by any employee benefit plan (or any contract held by such a plan) as
defined in paragraphs (3) and (32) of section 3 of the Employee Retirement Income Security Act of
1974 (29 U.S.C. 1002) for the primary purpose of hedging or mitigating any risk directly associated
with the operation of the plan;
(if) whose outstanding swaps create substantial counterparty exposure that could have serious adverse
effects on the financial stability of the United States banking system or financial markets; or
(ii)(1) is a financial entity that is highly leveraged relative to the amount of capital it holds and that is
not subject to capital requirements established by an appropriate Federal banking agency; and

(1) maintains a substantial position in outstanding swaps in any major swap category as determined
by the Commission.”, §761(a)(6).
133 Dodd-Frank Act, §721(a)(16): “(B) DEFINITION OF SUBSTANTIAL POSITION.—For purposes
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of subparagraph (A), the Commission shall define by rule or regulation the term ‘substantial position’
at the threshold that the Commission determines to be prudent for the effective monitoring,
management, and oversight of entities that are systemically important or can significantly impact the
financial system of the United States. In setting the definition under this subparagraph, the Commission
shall consider the person’s relative position in uncleared as opposed to cleared swaps and may take into
consideration the value and quality of collateral held against counterparty exposures.”

B34 CFTC & SEC,” Further Definition of ‘Swap Dealer,” ‘Security-Based Swap Dealer,” ‘Major Swap
Participant,” ‘Major Security-Based Swap Participant’ and ‘Eligible Contract Participant’, supra note
127, at 30746-30750.

135 |d

136 Michael Greenberger (Feb. 22, 2011), “Comment Letter to Elizabeth Murphy, Secretary, Securities
and Exchange Commission, and David Stawick, Secretary, Commodity Futures Trading Commission,
Further Definition of ‘Swap Dealer,” ‘Security-Based Swap Dealer,” ‘Major Swap Participant,” ‘Major
Security-Based Swap Participant,” and ‘Eligible Contract Participant’,” at
http://www.michaelgreenberger.com/files/Second-Def-CL.pdf (last visited Sept. 11, 2011).

37 CFTC & SEC, “Further Definition of ‘Swap Dealer,” ‘Security-Based Swap Dealer,” ‘Major Swap
Participant,” ‘Major Security-Based Swap Participant’ and ‘Eligible Contract Participant’, supra note
127, at 30751-30753.
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