HOUSE  vs.  SENATE

Recommendation:  Senate Title VII should be baseline derivatives text that is strengthened in a few areas where the house language is better.

	KEY AREA
	ADVANTAGE

	Aggregate Position Limits
	Mixed

	Clearing Requirements
	Senate (huge advantage)

	Swap Dealer Definition
	Mixed

	Major Swap Participant Definition
	Senate

	Swap Execution Facility Definition
	Senate

	Public Reporting of Swap Data
	Senate

	Capital and Margin Requirements
	Senate

	Foreign Exchange
	Senate

	Separate Swaps Dealers from Banks
	Senate

	Swaps Dealer Fiduciary Duty
	Senate


Aggregate Position Limits



Advantage  ::  MIXED

· House allows the Commodity Futures Trading Commission (CFTC) to set different position limits for various venues: Designated Contract Markets (DCMs), Foreign Boards of Trade (FBOTs), who by extension must have limits comparable to the appropriate DCM, Over-The-Counter (OTC) markets, et cetera.

· House has annual public hearings (1 for Agriculture, 1 for Energy) with bona fide physical hedgers making up 14 of 18 participants to discuss recommended changes to position limits.  This is good.

· House has good section on “economically equivalent contracts”

· House has a bad section that codifies the swaps loophole by stripping the CFTC of discretion to condition a swap dealer’s exemption on certain things.  Instead, it makes permanent an exemption for swaps dealers offsetting an OTC trade consummated with a bona fide physical hedger.

· Senate has a better definition of Aggregate Position Limits, which uses the language “settles against, or in relation to” which is better than simply “settles against.”

· Senate also covers swaps traded on a Swap Execution Facility (SEF) under Aggregate Position Limits

Clearing Requirements


HUGE Advantage  ::  SENATE

· House makes CFTC and Securities and Exchange Commission (SEC) examine a list of criteria as to whether or not a swap should be cleared.  The criteria will only serve to reduce the number of swaps that are required to clear.  This is bad.

· House allows an exception from clearing for hedging “operating or balance sheet risk.”  This is a huge loophole and very bad because it will allow hedge funds (like Long Term Capital), insurance companies (like AIG), banks (like Indy Mac) and other financial players (like Countrywide) to escape the clearing requirements.

· Senate provides a complete exemption for commercial end-users hedging commercial risk.  This is brilliant because it defines the exemption based on “who you are” rather than “what you are hedging.”  It specifically excludes financial entities from the definition.  This is infinitely better than the House.

· Senate also has language allowing the CFTC and SEC to declare certain types of swaps to be clearable (without waiting for a Designated Clearing Organization (DCO) to request a ruling) and then to investigate when a DCO is not listing for clearing, swaps that they have deemed clearable.  Senate also has a better section dealing with “abuse of exemption.”

Definition of Swap Dealer



Advantage  ::  MIXED

· House lists one criteria as “regularly engages in the purchase of swaps and their resale to customers in the ordinary course of business”

· This is a little strange because you sell swaps, you don’t re-sell swaps.

· It is good to use the words “to customers”

· House has a “De minimus Exception” for people doing a de minimus amount of swaps dealing.  This would be okay as long as it is a truly de minimus amount.  In other words if this provisions allows Cargill to claim “our revenues are $100+ billion and our swaps dealing revenues are $5 billion so that’s de minimus,” then this is a bad provision.

· Senate lists one of the criteria as “regularly engages in the purchase and sale of swaps in the ordinary course of business”

· Ideally the Conference Committee would add the words “to and from customers” after “purchase and sale of swaps”

· Senate also has a good provision on Capital directing regulators to take into account all the swaps a swap dealer has on their books when setting capital requirements.  This should be included in final bill.

Definition of Major Swap Participant

Advantage  ::  SENATE

· House has two definitions: the original and the Murphy amendment.  Assuming the Murphy definition, the House uses the term “substantial net position.”  

· This allows long and short positions with different counterparties to cancel each other out which is problematic because those positions don’t cancel each other out on a counterparty level.  In other words, if a counterparty is long $3 billion of derivatives with Goldman Sachs and short $2.5 billion with Morgan Stanley, the counterparty still has true exposure of $3 billion to Goldman Sachs.  Therefore use of the term “net” is undesirable.

· House also mentions consideration of a person’s “relative position in uncleared as opposed to cleared swaps.”  Since this section of the bill determines to a large extent whether a person must clear or must not clear this stipulation does not make sense and should not be included.  The only possible result from this is to allow more entities to escape the definition of major swap participant.

· Senate has the third criteria: being a highly leveraged financial entity with substantial outstanding swaps exposure.  This is a very valuable addition.

· Senate has a valuable section that directs regulators to set capital requirements while looking at all outstanding swaps exposures and not just those swaps in the “silo” where the person is considered to be a Major Swap Participant (MSP).

Definition of Swap Execution Facility

Advantage  ::  SENATE

· House uses the term “voice brokerage facility” which opens the door for your telephone to be considered an exchange or SEF.  This is not good.

· Senate version defines SEF as a facility with multiple participants and the posting of bids and offers.  This is a much tighter and better definition.

· Note that the Senate version of Security-Based Swap Execution Facility includes the words “or confirmation facility” which is a major loophole and should not be included in the final bill.

· Under the section on Swap Execution Facility the Senate version talks about “trade processing.”  This should be stricken since that leads to the “confirmation facility” loophole of not actually trading on the SEF but merely confirming through the SEF.

Public Reporting Of Swap Data


Advantage  ::  SENATE

· House fails in bringing transparency at the most fundamental level because it only allows the public to see “aggregate” data.  This is worthless.

· Senate however requires “real-time public reporting” of data on a transaction by transaction basis as soon as technologically possible.  This is very good.

Capital and Margin Requirements

Advantage  ::  SENATE

· House talks about only setting requirements for an entity’s uncleared swaps entered into with swap dealers and major swap participants.  That leaves all the swaps with financial entities (that are not MSPs) uncovered by capital and margin requirements.

· Senate calls for initial margin, not just variation margin.

· Senate also directs that capital requirements must be “substantially higher” for uncleared swaps.

· Senate exempts commercial end-users from capital and margin requirements.

Foreign Exchange Swaps



Advantage  ::  SENATE

· House exempts foreign exchange (FX) swaps and forwards from all regulation

· Senate presumes they are covered by all regulation unless the Secretary of the Treasury makes a finding they should be exempt.  Still, FX swaps dealers and major swaps participants would be subject to business conduct standards and all FX swaps would have to be reported to the CFTC or swap data repositories.

Separate Swaps Dealers from Banks 

Advantage  ::  SENATE
· The Senate includes a provision that would make a clear separation between the business of banking and that of marketing and trading derivatives (Sec. 716).  This structure makes it possible to protect the core financial functions of banks without extending those protections to cover highly risky derivatives transactions.  
· By shifting the activity to affiliates, Sec. 716 eliminates the burgeoning counterparty risk the largest banks incur through marketing and trading derivatives.  
Swaps Dealer Fiduciary Duty


Advantage  ::  SENATE*
· The Senate language worked out between the Senate Agrigulture and HELP Committees imposes a heightened standard of care on swaps dealers when they give advice or recommend swaps transactions to government entities, pension funds, endowments, and retirement plans. 
· The provision is essential to combating the kind of abuses that have left government entities and non-profits across the country struggling under staggering derivatives-related debts, and to giving essential protections to less sophisticated institutional investors, including pension funds and endowments, and the taxpayers and workers on whose behalf they invest. 

· Modeled on the Investment Advisers Act, the revised language requires the dealer to have a reasonable basis for believing the contract it recommends is in the best interests of the customer.  It also imposes basic anti-fraud standards to all transactions and requires extensive disclosures, including information on costs, risks, and conflicts of interest.
*We support the Senate language, as revised in negotiations between the Senate Agriculture and Senate Health, Education, Labor and Pensions committees. The description above pertains to the revised language. 
Exclusive to House Bill:

· 3 different studies on: position limits causing overseas migration, algorithmic derivative descriptions and giving derivatives regulation to a single regulator

· All 3 of these studies should be stricken from the bill, they are a waste of precious time

· A “Review of Prior Actions” which would cause the CFTC to look at “no action letters” et cetera which would be good.

· A good section on “conflicts of interest in clearing organizations” (Lynch Amendment) that should help keep the swaps dealers from exercising undue influence over the clearing decision.

Exclusive to Senate Bill

· Section 716 Swap Dealer “Push Out” provision (good)

· Fiduciary Duty of Swap Dealers to government entities and pension funds (good)

· Cantwell Manipulation standard for CFTC (good)

· Audit Committee Approval needed when public companies want to keep their OTC derivatives uncleared (good)

· Insider Trading prohibition – the “Eddie Murphy rule” (good)

· Whistleblower statue (good)

· Backstop enforcement provisions (good)

· Prohibition on use of swaps to defraud (good)

