
PANEL 1: DERIVATIVE REGULATION

MODERATOR: William T. Allen
PANELISTS: Robert G. Pickel, Anna T. Pinedo,

Kenneth M. Raisler, Alan N. Rechtschaffen, Joel S. Telpner

MR. BENJAMIN BERRINGER: First I just want to reassure eve-
rybody that not everything we're touching on today will be de-
rivatives. It just so happens that our first panel is also going to
be on derivatives. Chancellor William Allen is going to be
moderating the panel, and he'll introduce the panelists for
you. Thank you.

CHANCELLOR WILLIAM T. ALLEN: Thanks. As Ben said, I'm
the much-thanked William Allen. I want to thank Henry for
coming and giving that wonderful talk. I mean, the phrase "fi-
nancial science" is itself what could sustain about an hour's
debate. But derivatives are no doubt in the center of a lot of
people's thinking about the evolution of modem financial
markets. They have no doubt existed for all time. That is, as
long as there have been commercial transactions.

The first farmer who got an agreement with somebody at
a fixed price to deliver products some months hence faced
market risk with respect to the fixed price, and it could not
have taken more than, I don't know, a thousand years for
somebody to figure out that if there's capital in the society,
there's somebody who might think they know better about
prices and want to take the other side of a contract that
hedged the risk of price movement.

And I'm sure, whether it was Song Dynasty China or Ven-
ice in the Middle Ages, that we've had individual derivative
contracts designed to hedge price movements on fixed-rate
contracts forever. But there is something, of course, very new
about our modem financial system. And it is the fact that two
developments, both touched upon by Professor Hu, changed
this long history into something different.

The long history was diversified individuals, or individuals
making diversified contracts, and creating no systemic risk for
the economy. But the evolution of the intellectual infrastruc-
ture of finance starting in - well, it's a long evolution - but at
least by the 1970s, with the strong emergence of the Efficient
Capital Market Hypothesis and all the financial tools that
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sprung from it - the Capital Asset pricing model, the Black-
Scholes option pricing model, portfolio theory, et cetera -with
this evolution, financed strategic thinkers and advanced think-
ers about markets believed they understood something that we
didn't think we knew before. Coupled with something else
Henry mentioned, computers, this led inevitably to the devel-
opment of more and more derivatives; no longer were just in-
dividuals making contracts to protect their own price risk, but
now we saw the development of institutions of derivatives, with
potential systemic effects.

All of that seemed fine. We all, more or less, took Henry's
second, or benign, view of this development. It was a magnifi-
cent risk-shifting technology until the financial institution be-
came so deeply invested in them.

So we have a great panel today to talk about today's world
of derivatives and their regulation. Let me introduce the
panel, and then I'll tell you what the structure is we propose to
broadly follow. The panel is described in your paper, so I
won't go into great detail. But sitting next to me is Bob Pickel,
who is, I'm proud to say, a graduate of our law school from the
class of 1984. Bob, after a career in law, is now the Executive
Vice Chairman of the International Swaps and Derivatives As-
sociation. We've heard the phrase before, "a guy who knows
where the bodies are buried;" well, this is a person who I think
knows where he'd like to see the bodies buried in the future.

Sitting next to Bob is Anna Pinedo, who is a partner of the
wonderful firm - well, I'll say all the firms are wonderful, but
it's factual - of Morrison & Foerster. Sitting next to Anna is
Ken Raisler, who is also a graduate of this law school and is
with Sullivan & Cromwell, truly a great firm, and is head of
their Commodities, Futures and Derivatives group. Sitting next
to Ken is Alan Rechtschaffen. Alan is with his own firm, Recht-
schaffen Institutional Group, which is a part of, or affiliated
with, UBS.

Alan, the important thing is, teaches derivatives here at
the NYU Law School, and we're grateful to him for that, and
the students are as well. And finally at the end, one more ex-
pert in this field is Joel Telpner, who is a partner of the Jones
Day firm. And since I said the other firms are great, I have to
say it - because it's true -Jones Day is also a fabulous firm. And
he's at the New York office of that firm.
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So I want to thank all these extremely knowledgeable peo-
ple. Now they have to earn that thanks by being informative
and witty, if possible. I recommend it. And what we thought we
would do is start by talking about, not technical stuff, but a
description of the derivative markets today: the economic
function the markets serve and how the derivative markets
look today.

After that discussion, I intend to turn to Ken to ask how
the derivatives markets and the lack of regulation of them dur-
ing the years 2000 to 2007 may have contributed, or how peo-
ple think it may have contributed, to the financial crisis. And
then we'll turn to the third topic, which is the Dodd-Frank ap-
proach to regulating these markets and try and get a sense
from Anna and from others of what's happening now: what
the CIFTC is doing, what SEC is doing, what are the critical
issues, how is a derivatives clearing house going to work, and
all those kinds of things.

And then we'll turn to some questions about how new reg-
ulations may impact the real economy, positively and nega-
tively. So that's the general game plan. And we will encourage
questions and comments throughout.

AUDIENCE MEMBER: Could someone give a brief definition
of what you consider a derivative?

CHANCELLOR ALLEN: This is going to be the first topic. But
I'll give you my opinion, as the least expert person on this
panel: a derivative is a contract, or you could call it a security
in some cases, which derives its value from some other price
movement. But Alan will give a more complete definition -
that is part of Alan's assignment - and I've asked others to
come in after him.

PROFESSOR ALAN N. RECHTSCHAFFEN:1 Chancellor Allen -
thank you - has given me the assignment of explaining deriva-
tives in five minutes, which is actually -

CHANCELLOR ALLEN: Take seven.
PROFESSOR RECHTSCHAFFEN: - which is actually, interest-

ingly enough, the easiest assignment on this panel, given the
current state of the derivatives marketplace. So, I think Chan-
cellor Allen correctly identified that derivatives are contracts

1. Professor Rechtschaffen spoke as a member of the NYU faculty and
Chairman of the Global Economic Policy Forum - his comments are his own
opinion and do not reflect the views of UBS or its affiliates.
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whose value fluctuates based on something else - an asset, an
index, another investment. So correctly, as the Chancellor
said, thousands of years ago, if somebody said, "I want to buy
your corn for delivery three months from now," that contract's
term, offer, acceptance, consideration - that contract for the
delivery of the corn will fluctuate in value based on the corn
itself. It's a derivatives contract.

And all derivatives, everything that you've read about, eve-
rything that led to the excitement of 2008, and the events
which led to the new legislation, have their basis in this con-
cept - in a contract that will fluctuate based on something else.
And you can make the terms of that contract as complex as
you want.

There are four basic forms of derivatives. Forwards -which
we just described - are for the delivery of a contract of grains or
S&P stocks or bonds at a forward date. Futures are very similar
to forward contracts, although they eliminate, or they try to
eliminate, something called "counterparty risk." And we'll talk
about that extensively today, I'd imagine. Forwards, futures,
options and swaps. Swaps are a mechanism of exchanging cash
flows based on something other than the contract itself.

So you and I could enter an agreement right now, right
here, that we will exchange cash flows based on the tempera-
ture tomorrow. If the temperature is over 32 degrees, you give
me a hundred dollars for every degree that the temperature is
over 32 degrees. If the temperature is under 32 degrees, I give
you a hundred dollars for every degree that the temperature is
under 32 degrees. We've structured a swap contract, a deriva-
tive that will fluctuate in value. That contract will fluctuate in
value based on something else; in this case, this index is the
degrees, the. temperature, the weather.

We've just structured something called a weather deriva-
tive, and there are weather derivatives. So when we talk about
derivatives, the definition is pretty broad. And what became
apparent is one of the key risks involved in these transactions
is that the counterparty to the transaction will perform on
their obligation. Let's say the temperature is 80 degrees to-
morrow, and you don't want to pay your debts. Well that's an
issue of counterparty risk or "credit risk." And that's an issue
that came up during the banking crisis, whether the
counterparties to the transactions would be willing or able to
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meet their obligations once they became ripe when the event
happened; this contingent event that they - and I don't like to
use this word, considering this is what I do for a living - but
when they "bet" on this event.

So in 1848, the first futures market was formed. This fu-
tures market was called the Chicago Board of Trade, and it was
formed by farmers who wanted to virtually eliminate this
counterparty risk. And the way that they did that - the way that
they tried to virtually eliminate this counterparty risk - was by
requiring something called a "good faith margin deposit,"
meaning you put up some money to guarantee your obliga-
tions to pay if the temperature goes above 32 degrees. Another
way was as the temperature was rising each day, you would
have something called "daily mark-to-market," meaning that as
the market was moving against one of the counterparties, they
would have to send a check for the amount that they've lost,
even if it was a six month contract. So it was like a series of
forward contracts that settled each day.

And the third means by which futures tried to virtually
eliminate counterparty risk was by only recognizing the clear-
ing members of the exchange as participants in the market. So
each of these members would meet on this exchange and con-
duct business, and conduct these derivatives contracts, and
they would be the only recognized participants in the ex-
change. Through these three mechanisms, counterparty risk
was virtually eliminated by virtue of the futures exchange.

Since swaps, which we described as this cash flow, are so
flexible, we can tailor them in so many different ways, you can
have derivatives in almost anything. You can have synthetic
bonds that pay based on the performance of mortgages. Just
like our weather derivative or our corn derivative, we have a
rule that says this bond pays as long as that person in Califor-
nia is paying their mortgage.

And that's where you have some of the problems arising,
the magnification that came as a result of the turndown in the
housing market when you and I can make this bet here, sitting
in NYU in an over-the-counter fashion - meaning we're not sit-
ting on an exchange and we don't have the rules or standard-
izations of the exchange governing our transaction. When we
have these various bets that can be made on events upon
which we have no control, we can magnify the effects of that
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person in California not paying back their mortgage many,
many times because all of a sudden, you and I now have a risk
associated with a transaction that we had nothing to do with.
So I've used five minutes and 57 seconds with a brief overview
of derivatives.

CHANCELLOR ALLEN: Alan, I'd like to raise two other ele-
ments of the brief overview, and then if anyone else has brief
overview-type questions, please jump in. I understand the eco-
nomic utility of the original derivative contract to deal with the
risk that the business or farmer incurs with a fixed-price con-
tract, but what is the economic function or utility of a synthetic
contract in which the parties don't have an interest in the
price of the underlying?

PROFESSOR RECHTSCHAFFEN: Well, derivatives in general
have two raison d'etres. The first being to speculate - I don't
know if this is the first or second - and the second being to
hedge. So there are two reasons why people will use deriva-
tives, either to enhance yield, speculate, or to hedge risk. De-
rivatives are contracts that shift risk. Functionally they shift risk
from one party who's less willing or able to handle that risk to
another party who's more willing or able to handle it.

So the economics of this, the reason why people engage
in these transactions, is, first of all, if you have an exposure to
the real estate market, you can be on the short side of this
transaction, thereby hedging the risk using these synthetic cre-
ations. The second reason means that if you think that the
market has overvalued the possibility of a downfall in the hous-
ing market in the fall of 2007 - people were already talking
about the housing market turning down in the 2007 - but if
you think that that is overestimated, and you can get a bond
that's structured based on the fact that the housing market will
continue to perform and get a very high yield in a low interest
rate environment, you have an incentive to enhance yield by
engaging in this derivatives transaction, whether it's through a
swap or packaged in a fixed income security or some other
means. So there are two basic purposes of the derivatives trans-
action: one is to enhance yield and the other is to shift risk.

CHANCELLOR ALLEN: Let me ask one other question of a
fundamental nature. You talked about counterparty risk in the
evolution of the exchange in Chicago in the middle of the
19th century. What about the evolution of the collateral de-
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fault swap? How is that different than some of the other kinds
of derivatives we talk about? Isn't that a form of counterparty
risk insurance?

PROFESSOR RECHTSCHAFFEN: Well, what I'll do is I'll give a
brief introduction to credit default swaps, and then I'll ask
Ken to relate them to what happened in the crisis of 2008 be-
cause I've now exceeded my seven minutes, eight minutes.

CHANCELLOR ALLEN: Okay.
PROFESSOR RECHTSCHAFFEN: But credit default swaps, just

like we talked about packaging a risk, the risk of corn prices,
the risk of some item, mortgages, we can package the risk of
credit. So if you and I have a loan outstanding, and I'm wor-
ried about your credit risk, I can go to Ken and say, "Ken, give
me insurance on this." I can say, "Ken, I will pay you" - and we
can structure this in the form of a cash flow, so a swap agree-
ment, actually something called a swaption - and I'll say to
him, "I'll give you a thousand dollars a month for the next 12
months. And if the people out there in the audience default
on their obligations, you give me a check for a hundred thou-
sand dollars."

So after 12 months, if the people in the audience don't
default, then I pay 12 thousand dollars, Ken is 12 thousand
dollars richer, and his exposure has ended. However, if the
people in the audience default, then Ken has to write me a
check for a hundred thousand dollars. And that simple struc-
ture is the basis of a number of the problems that happened in
2008, and I'll let Ken take over from there, to talk about how
this simple structure led to so many issues and subsequently to
this new legislation that we have.

MR. KENNETH M. RASLER: Just one small point: in terms of
what Alan said, we as a legal matter would probably not call it
insurance, only because -

CHANCELLOR ALLEN: We've avoided doing that so assidu-
ously.

MR. RAISLER: - only because there's some regulatory conse-
quences of that. But also, picking up on Bill's point, insurance
typically is something where you have a direct interest. So you
can buy insurance on your house burning down, but unless
you have some direct interest in that portfolio of mortgages
out there, you are basically, if you will, making a bet, using
your language, rather than taking out insurance in that con-
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text. You know, the question of what caused the financial
meltdown in 2008 and what role derivatives played is an in-
credibly complicated and contentious question.

And it's certainly beyond my five-minute time period to
answer it in any definitive way. And I'm sure there will be
plenty of academics, including Professor Hu and others, who
will have a chance to write some more definitive analyses on
this as we continue to learn and evolve. I have the opportunity
to teach in Alan's course each semester, and I don't want to
steal too much of the thunder from my presentation there, but
I do focus on this in a lot more detail since we have a lot more
time.

There are a lot of primary causes of the market meltdown.
Some of them are macroeconomic, including the balance of
payments with China and some other issues beyond the scope
of our presentation today. There are some more local issues,
particularly with respect to the housing bubble and the expec-
tations that people had around performance and continued
appreciation of housing prices and all of the instruments that
were built around that. The question fundamentally is: did de-
rivatives contribute? I think that the argument is they played a
role. They played a role as a vehicle for people who wanted to
lever and get more exposure to various markets, and for peo-
ple who had views about the markets and underappreciated
the risks associated with them. What you find in any disaster of
any type, historically, is that there will be what we now call "fat
tails," "black swan events," that are really outside of the per-
formance parameters expected by the market participants.

So for example, if you go back to Alan's weather swap,
basically people might be able to collateralize and be comfort-
able with the weather tomorrow - today being 32 degrees - the
weather tomorrow going to 40 degrees, 45 degrees, 50 de-
grees. But they don't have a plan for what happens if it turns
80 tomorrow. And they haven't programmed their market for
that. And what happened with respect to the confluence of
events in the housing market is that a number of players, most
prominently AIG Financial Products, underestimated the risks
that a variety of congruent events would happen.

And so their aggressive sale of protection for a housing
market turn-down and economic turn-down, which they be-
lieved, I think with some sincerity, using a normal bell curve
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without looking at the fat tails, was an event that was outside of
the range of realistic possibility, the equivalent to them of it
being 80 degrees tomorrow. And when the time came to col-
lect on that, they had under-priced it, they had under-collater-
alized it, and they were hugely exposed, which resulted in the
calamity which caused the need for their bailout among
others. Derivatives were a vehicle that they were offering. They
were offering a variety of credit default swap products. And
those products gave the marketplace an easy opportunity to
get in to buy those products, and it became a very liquid in-
strument. And the volumes became extremely large.

I think we'll transition into the question of how regulation
can stop or control these things from happening. But in the
end of the day, a variety of people, maybe a huge number of
people, made some estimates about risk that just did not ap-
preciate the consequences of extraordinary events that were
unanticipated, un-programmed for, and ultimately, uncollater-
alized. And therefore, the exposure throughout the market
was profound. I think the derivatives were a vehicle for that,
through leverage. Would the marketplace have found a differ-
ent vehicle and therefore derivatives not be a poster child for
the Dodd-Frank Act? I would say certainly there were other
ways to get there, but derivatives were the easiest way and the
most facile way for the market to accept this new way of shift-
ing risk. And the consequences are what we're dealing with,
particularly with respect to Dodd-Frank.

MR. ROBERT G. PICKEL: If I could just jump in there a little
bit. I think absolutely, Ken, it's a failure of risk management
that is the root cause. I mean, there are government policies,
there are macroeconomic factors, which you've highlighted.
And of course, as you're probably aware, the financial crisis
investigation commission, which was formed by Congress two
years ago to produce a report on the financial crisis, although
that didn't stop the Congress from moving forward to come
up with solutions even though they didn't have the response
and report from their commission on the cause of the finan-
cial crisis. The FCIC is supposed to produce their report next
week, so you should certainly look out for that.

But I think that you'll see discussion of failure of risk man-
agement, and as Ken pointed out, you know, derivatives are a
very fluid, very available means for managing risk, taking on
risk, laying off risk. So when risk management failed, it was not
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surprising that we saw that play out in some respects in the
derivatives market. Getting back to sort of what Alan men-
tioned, as well as what Ken was talking about. Alan described
the structure that exists for futures markets to deal with
counterparty risk, the mechanisms of posting margin and
standardization of contracts, and the number of institutions
that are involved in the actual trading and clearing of futures
contracts.

There is, in fact, a very similar structure that's in place
around the world that exists for what we refer to as OTC, off
exchange contracts, and that's the contractual infrastructure
put in place by ISDA. It is there to manage counterparty risk.
We would not exist as an organization but for the fact that
people were concerned about counterparty risk building up in
OTC derivatives. We were formed 25 years ago as the swap
market developed. So there is a contract to deal with the bilat-
eral relationship between the two parties. It is a master agree-
ment in the sense that it covers many different trading transac-
tions that might exist between two parties over the life of their
relationship.

So you could have one. You could have ten. You could
have thousands of individual transactions governed by this
master agreement. And the most important way to reduce that
counterparty risk is to allow the netting of exposures across all
different contracts. So it might be credit derivatives. It might
be interest rate derivatives, equity, weather. All these types of
derivatives would be documented under an ISDA contract,
and this netting is the most powerful mechanism that exists to
reduce the exposure to the counterparty risk that exists be-
tween two parties. We also use collateral extensively in the
OTC derivatives market much like the futures market uses the
posting of margin. So typically it would allow for that posting
and flow back and forth between two parties of margin to re-
flect the underlying exposure that they have. That exists in the
OTC derivatives space. Those are very important building
blocks.

CHANCELLOR ALLEN: Bob, who are the parties? I mean,
large financial institutions, investment banks when there were
more of them, pension funds, institutional investors? Who are
the parties to these transactions that can net against each
other? What kind of actors are they?
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MR. PICKEL: It could be a whole range of participants in
the financial markets and in the underlying economy. So
you've certainly got active trading. You see, if I talk about
thousands of contracts, I'm talking about two most likely finan-
cial entities, whether they're hedge funds and banks and deal-
ers or asset managers and dealers who would engage in that
level of activity. But you'll find corporations such as
McDonalds, General Electric, they've obviously got a financing
arm, industrial corporations, airlines are active users of energy
derivatives to help manage their exposure to the fluctuation in
oil and jet fuel prices. So it is a very diverse marketplace with
many different participants. And I think we're going to talk a
little bit later about what the possible effects of this regulation
would be on so-called end users, the non-financial users of
these products.

CHANCELLOR ALLEN: Right. Under the current or even the
pre-existing situation, are participants in the market members
in your organization, or does your organization just create this
transaction cost savings template arrangement?

MR. PICKEL: No, we're a membership organization, so we
are the International Swaps and Derivatives Association. We
used to be known as the Swap Dealer Association when it was
just the banks that were members of our organization. But we
include in our membership not just the large dealers but asset
managers, hedge funds, corporations - I mentioned
McDonalds because McDonalds is a member. You've got law
firms that are active. In fact, I think all three law firms here
represented on the stage are members of our organization. We
have over 800 members around the world, and we truly are a
global organization which reflects the very global nature of
these products. And I think that's one of the big concerns
about however regulation proceeds in one jurisdiction,
whether it's the U.S. or Europe, how does that relate to regula-
tion that might exist or might be proposed in other jurisdic-
tions around the world.

CHANCELLOR ALLEN: One other question and then I'll
turn to the audience and give you an opportunity to answer.

MR. RAISLER: One point of clarification, though, Bob, is
that you don't need to be a member of ISDA to use the ISDA
contract. The ISDA contract is really the industry standard
globally, and its enforceability is really subject to legal opinions
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that have been secured by ISDA around the world. So while
there are 800 members, the number of companies and entities
that use the contract would also be in the thousands, tens of
thousands, or maybe even hundreds of thousands.

MR. PICKEL: Oh, absolutely. Thank you for clarifying that.
CHANCELLOR ALLEN: One last question. Does ISDA collect

information about the market, about what contracts are being
written using the template and so forth?

MR. PICKEL: We do a series of surveys, and there are also
other surveys that exist, typically by regulators around the
world. So we've done a survey over the years on outstanding
amounts of notional amount of derivatives contracts. And it's
important to understand, and Henry mentioned the 600 tril-
lion dollar number. That is a notional amount of derivatives
contracts. It's not the actual underlying risk that exists in the
contracts. It's the benchmark by which you would calculate the
cash flows under the contract.

So it is not the actual risk in the system. The risk is much,
much less than that, largely as a result of netting and the use
of collateral. So we do that. We do an annual margin survey,
which collects information about the use of collateral in deriv-
atives contracts. We do an operations benchmarking survey,
which gets information about the operational side of the busi-
ness, which is very important. We can talk a little bit about that
later in terms of the efforts over the last several years with the
New York Fed to focus on how derivatives contracts are man-
aged and how operationally they are dealt with within the indi-
vidual member firm.

There are other sources of information. The Office of the
Comptroller of the Currency has information about U.S.
banks and their derivatives activity, and then the Bank for In-
ternational Settlements publishes information, a large survey
every three years, but every six months they publish informa-
tion on notional amount of derivatives contracts.

CHANCELLOR ALLEN: Okay. Let me open it up to the audi-
ence. And particularly, if you have questions about technical
aspects of the market as it existed prior to the crisis, how im-
portant were mortgage backed derivative contracts to the total
market, or whatever question you might have of that character.

AUDIENCE MEMBER: Were AIG, Lehman Brothers, Bear
Steams, the dominoes that first started to fall in the meltdown,
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were they members? Did they use the ISDA contract? What
role did the ISDA contract have in slowing the fall, or was it no
role at all? What was the impact?

MR. PICKEL: All three of those organizations were mem-
bers of ISDA. AIG is still a member of ISDA. Lehman obviously
no longer. Bear Steams is part of JP Morgan, so they're a
member. So, yes, they were members, and they were extensive
users of the ISDA contract. And probably the best example
there is Lehman since it did go bankrupt. How did it work
out? Well partly we're continuing to see that work out
through the courts, but the important thing was that when
Lehman did go bankrupt, because of the ISDA contract, it was
clearly an event of default.

The ISDA contract is effectively a credit agreement be-
cause both parties are taking on counterparty credit exposure
to each other, so it's important to have the mechanisms in
place to terminate upon a credit event like a bankruptcy and
to terminate and close out all the transactions that exist be-
tween the parties. That's done on a net basis. It's done typi-
cally very quickly after the bankruptcy occurs because the re-
maining institutions, the non-defaulting parties, are con-
cerned about market price fluctuations and changing their
exposure under those contracts.

So from their perspective, even if they're in a losing posi-
tion on a net basis on all those contracts, typically they'll termi-
nate anyway and pay whatever amount is due into the estate
because it's better for them to terminate, know what their ex-
posure is, move on, and re-hedge with other counterparties in
the marketplace. So that's typically what happened.

What we're seeing through the bankruptcy court here,
largely in the United States, Judge Peck is basically the admin-
istrator kicking the tires of the process of closing out. I mean,
there are questions. Was the contract followed properly? Were
the valuations done in a proper manner, consistent with the
contract? Did it produce a commercially reasonable result? Es-
pecially for a bankruptcy the size of Lehman, everybody ex-
pects a liquidator, in order to maximize the size of the estate,
to kick the tires and ask those kinds of questions. But the im-
portant thing under the contract is that you can terminate,
close out, get a value for the trades that you've terminated and
then move on.
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AUDIENCE MEMBER: The contract goes in effect to slow or
prevent the meltdown.

MR. PICKEL: It was not intended to do that, although it
does allow parties, again, hopefully not to see the kind of con-
tagion that people were concerned about and to contain it
within that institution and the exposures to that institution.
But of course the contractual arrangements between the non-
defaulting parties to Lehman and their other counterparties
would be, in turn, governed by ISDA contracts which would
have very similar mechanisms in place in the event that one of
those parties should suffer an ensuing bankruptcy.

MR. RAISLER: But, you know, you basically have a good
point. I mean, certainly the ISDA contract is not an insurance
policy against the kind of default that we saw and the
meltdown. I think fundamentally the ISDA contract gave the
parties the vehicle. They didn't certainly use it as effectively as
they could, specifically on the issue of risk management.
That's really the breakdown, that is, that the counterparties to
Lehman and Lehman itself did not have sufficient collateral
supporting those positions, and in the end of the day, I think,
we pretty well recognize that Lehman did not have sufficient
capital to support the exposures that they had in the market.

And so when there came to be a sort of, if you will, a more
traditional run on the bank, there was insufficient capital
there, and that caused, of course, the calamities that followed.
The ISDA contract could have protected them and gave them
a vehicle, but because of their own estimates about the expo-
sures of the individual and collective contracts that they had,
the counterparties did not seek enough capital from Lehman,
allowed Lehman to enter in to contracts with them under-se-
cured, and the consequences are what they are. And that obvi-
ously followed on with others, again because of the ramifica-
tions of that fat tail.

CHANCELLOR ALLEN: Okay, let me ask somebody. Was it
the fact that people who invested in derivative products,
looked ultimately to either AIG or some AIG like entity by
hedging and getting a collateral default swap, and that others
looked to the credit of the investment bank that put the deal
together? If AIG survived and if the collateral default swaps
were out there and acted as the backup on the credit risk, then
I'm curious why Lehman failed. It must have been that Leh-
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man was producing derivatives and marketing them or selling
them not on AIG's credit but on its own credit. So my confu-
sion is now clear anyway.

MR. RAISLER: You need to appreciate, and I think people
lost track of the point, that a credit default swap actually has
two credits in it. That is, there is the credit of the underlying
entity that is the subject of the credit default swap. So if you do
a credit default swap on AIG, it would be based on the non-
performance of AIG, of its bonds or its credit agreements.

But in addition, you have the credit of your counterparty
to that swap, and the problem, of course, is that in entering
into credit default swaps with Lehman, regardless of who the
underlying was, if Lehman was unable to perform on the
credit default swap because of their not having sufficient capi-
tal to perform as a counterparty, then it made no difference
how much insurance you bought. Your insurance carrier had
failed.

And so, all of those things caused the kind of domino ef-
fect when there becomes a flight to quality and a need for cap-
ital and a quick discovery that even institutions like AIG which
were deemed to be highly rated and highly regarded had way
insufficient capital to meet the requirements of their portfolio.

MR. JOEL S. TELPNER: There's really a simple way to look at
it. Ken, for example, if you have a million dollar GE bond and
you're worried that GE is going to default, you can turn to me
and say, Joel, I want to buy a credit default swap from you. And
if GE defaults, pay me a million dollars. Now, if Ken's con-
cerned about my ability to actually make that payment if GE
defaults, he could say, and by the way, Joel, I want collateral
from you now to guarantee your payment. And since you
might have to pay me a million dollars, I want a million dollars
in collateral.

But that's not the way the market works. What the market
was doing was saying, well, what's the probability that GE de-
faults, and if GE does default, how much is that bond going to
be worth after default? In other words, how much can I re-
cover? And so the amount of collateral that the market asked
for is not that entire million dollars. It's a small portion of that
based upon a calculation of the current mark to market value
of that credit default swap.
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And so when AIG was entering into all of these credit de-
fault swaps and writing protection, in other words, telling
other people in the market "if your obligations that you own
default, we'll pay you," they were asking for collateral from
AIG. They weren't asking for the entire amount of possible
payment that AIG would have to make, but were instead asking
for collateral equal to a small portion of that.

And so, AIG was entering into a lot of credit default swaps
under those types of terms. And one of the things that hap-
pened was the market that was buying credit default swaps
from AIG didn't really have a clear picture as to the total vol-
ume of credit default swaps that AIG was entering into. They
assumed that, well, if my obligation goes bad, I can turn to AIG
and AIG is going to pay me. But they didn't really know
whether AIG had enough capital to meet its obligations under
all those credit default swaps. The market assumed that. And
because we didn't really have enough clear disclosure or a
clear picture as to the full exposure that AIG had because of
all its credit default swaps, the market was making assump-
tions. And it was making assumptions that the amount of col-
lateral it did have from AIG would be sufficient to assure per-
formance by AIG if there was a problem.

So now when the market started to go down, in all of
these mortgage-backed securities and other asset-backed secur-
ities that people held that had been covered by credit default
swaps issued by AIG; when they started to decline in value,
they all started to call AIG and say, hey, we need more collat-
eral from you because the likelihood of our mortgage-backed
securities defaulting is going up, so we need more collateral.

So all of a sudden AIG was being asked by a lot of people
in the marketplace to provide more collateral. AIG unfortu-
nately had also agreed in many of its credit default swaps that
if its own credit rating went down, it would also deliver addi-
tional collateral. So as everybody started demanding collateral
from AIG, it started to put pressure on its credit rating which
caused AIG to have to deliver even more collateral. And all of
a sudden, it became clear that the capital that AIG held was
not sufficient to pay all of those credit default swaps. And so
part of the cascading effect was not only the nature of the de-
rivative but the fact that the market didn't really know what
AIG's true capacity was to make the payments that it owed
eventually under those swaps.
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CHANCELLOR ALLEN: Very clarifying. Thanks. Why, in our
regime of disclosure in which the SEC has for a long time
mandated pretty complete disclosure with respect to all mate-
rial facts concerning issuers, and the accounting profession
has long developed detailed disclosures with respect to deriva-
tives and so forth, which are hundreds of pages long, how can
it be that AIG didn't have an obligation to disclose to the pub-
lic markets the systematic or the total risks that it was subject
to? Just because it was off its balance sheet?

MR. PICKEL: Well, no. In effect, it did. If you look at the
10Ks that AIG filed, they indicated how much they had written
in terms of protection on credit default swaps. That kind of
gave the notional amount of the credit default swaps out
there. They also marked that to market and kind of put that in
the footnotes of the financial statements, what the actual expo-
sure at that particular time was based on their methodology of
marking to market.

And it was late 2007, December 2007, when the auditors
for AIG raised questions about that, and it was in February, I
think, of 2008 where they restated or changed their methodol-
ogy and reported on a different basis. But if you go back
through the AIG financial statements, you know, again, it's in
the footnotes, which is where the extensive discussion of deriv-
atives exposure is laid out, there is information there about
the build up that they had in their credit default swap portfo-
lio. I think what Joel is saying is true.

I mean, people would look to AIG. It was triple-A. They
thought it was going to be good forever. They took on their
own exposure, and frankly, the institutions might have said to
themselves, well, if I'm buying 10 or 15 or 20 billion dollars of
exposure from AIG, surely my competitors who are doing the
same business must be looking at AIG for the same - especially
when they look at the financial statements and see them build-
ing up several hundred billion total of credit default swaps that
they've written. So, again, that gets back to a failure of risk
management, not really looking at the details, understanding
the implications of the exposures.

MR. TELPNER: But even a disclosure question is not so sim-
ple because going back to my prior example, if Ken wants to
buy protection from me for a million dollar GE bond, I would
say, well, I've got a potential risk that I'm going to have to
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come up with a million dollars. But what if I turn around at
the same time and I buy protection from Bob on a million
dollars of GE bonds?

Now I may have to pay a million dollars to Ken, but if I do,
I'm also going to be entitled to get a million dollars from Bob.
So what is my risk disclosure? Am I disclosing that I have a
million dollar potential contingent payment obligation as well
as the right to receive a million dollars? Or am I showing on a
netted base, I really don't have any risk exposure at all?

So, the way the market evaluated risk and what had to be
disclosed was a complicated question for which there were no
explicitly consistent standards out there as to how everybody
defined, calculated, and evaluated what their risk was.

CHANCELLOR ALLEN: This lady had a question.
AUDIENCE MEMBER: Is the insufficiency of the collateral re-

lated to the rating agencies? In other words, were estimates of
the amount of collateral needed based on the superior rat-
ings?

MR. RAISLER: I think that whatever time we have for this
panel would be insufficient if we were to go through all of the
potential contributors to the meltdown. Certainly the market-
place was passive in accepting credit worthiness via ratings.
And a number of people, including a variety of institutions
could invest in entities that were triple-A rated or double-A
rated, and they relied on that rating even though the rating
agencies were clear in saying that there was no basis on which
to rely. And of course Joel's point is absolutely right.

There were a variety of contracts that existed in the mar-
ketplace that triggered based on credit ratings. This created an
amazing cascading effect because it raised the cost of capital
for parties with lower credit ratings. Obviously one of the
things that has been looked at - and that the SEC has been
active in looking at - is the role of credit rating agencies and
the ability of market participants to rely on them going for-
ward; and there are reforms in that space as well. There are a
lot of things that caused the - if you will - perfect storm that
came about. The credit rating agencies are certainly part of
that equation.

CHANCELLOR ALLEN: Later in the program, Professor
Larry White will be on one of the panels, and he's extremely
knowledgeable on this subject. Yes, ma'am?
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AUDIENCE MEMBER: If the demise of AIG and Bear Steams
and the financial crisis really started with the use of credit de-
rivatives and the use of CDOs, which were based on synthetic
ABS, then it seems to me that's really largely in the credit -
CDS world. The Dodd-Frank regulation of the derivatives
world sweeps up equity derivatives, F/X, interest rates as well
as credit CDS. Can you comment on that?

CHANCELLOR ALLEN: We were just going to turn to the
topic of Dodd-Frank, and how it approaches the problem and
I asked Anna to lead us in that.

Ms. ANNA T. PINEDO: I think we've touched on quite a
number of different aspects of how derivatives may have been
a contributor to the financial crisis. Dodd-Frank attempts to
address many different things: transparency or the lack
thereof, counterparty risk, as well as business conduct and
other standards. Most of the derivatives provisions are con-
tained in Title 7 of the Dodd-Frank Act, and I will go through
some things that aren't in Title 7 as well. I will speak generally
about the major groups of issues which the Dodd-Frank Act
tackles. First and foremost are the agencies, and who regulates
the OTC derivatives market.

Dodd-Frank turns the clock back in many ways and allo-
cates shared responsibility for the regulation of OTC deriva-
tives: (1) to the CFTC for swaps, (2) to the SEC for security-
based swaps, and (3) to both agencies for mixed swaps. While
that might all sound very clear, there is a great deal of confu-
sion because it is not always clear how to distinguish between
swaps (e.g. a security-based swap and a mixed swap). As Profes-
sor Hu was explaining, innovation creates new kinds of instru-
ments and new challenges. So, ultimately, in creating a regula-
tory framework, it is always difficult for definitions and regula-
tions to keep pace with innovation. That is the basic oversight
framework that has been created in terms of counterparty risk,
an issue we will be discussing in some detail, so I am just going
to talk about it very briefly.

Dodd-Frank also attempts to address counterparty risk by
moving standardized derivatives through clearing houses and
clearing organizations and exchanges. Again, a definitional is-
sue: what is going to be a standardized derivative? We will ex-
plore the challenges of what the Act actually accomplishes; in
sum, we are going to see the derivatives market change funda-
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mentally in some ways because other parts of Dodd-Frank (and
also Basel and other developments) will penalize many enti-
ties, particularly financial institutions, the largest dealers in de-
rivatives, in many respects, to the extent that they deal in non-
standardized derivatives.

The only exemption or exclusion from the requirement
to move transactions to clearing houses applies to commercial
end users. This is a point that's subject to a great deal of dis-
cussion right now, as it is unclear who the end users of deriva-
tives are. Clearly the market comprises the dealer community,
financial institutions, hedge funds, and other financial partici-
pants. However, there are also many operating companies who
regularly rely on derivatives to hedge business risks.

End users need not go through clearing houses. But that
raises a number of arguments about whether in some respects,
financial institutions are also acting in a commercial end user
capacity when they're trying to hedge their own risks, for ex-
ample, within the treasury area of a bank. But I'll leave that for
discussion.

In addition to setting out that jurisdictional framework,
there are the CFTC and the SEC and their shared power.
There is a general rubric for swaps, security-based swaps, and
mixed swaps. Then there are the entities - the players in the
market - grouped into major swap participants and swap deal-
ers. Different regulations apply to each category of players.
There are a number of new regulations that would apply to
major swap participants. Those come in the form of registra-
tion requirements, reporting requirements meant to increase
transparency, recordkeeping requirements, capital require-
ments, margin requirements, and a novel concept of business
conduct requirements that would apply to participants in the
market.

CHANCELLOR ALLEN: Can I interrupt you with a question?
You said that dealers in non-standardized swaps are going to
be penalized in some way. So how are they penalized, why are
they penalized, and how much are they penalized?

Ms. PINEDO: They are penalized in a couple of different
ways, and this is not contained in Title 7 but in Title 1. From
the perspective of bank capital requirements, banks are, going
forward, going to be subject to more onerous capital require-
ments to the extent that they interact with non-standardized

Imaged with Permission of N.Y.U. Journal of Law & Business

[Vol. 7:439458



PANEL 1

derivatives that are not cleared. From a public policy perspec-
tive, that is meant to encourage a move toward clearing
houses.

From a Basel perspective, and we've already seen most of
Basel III come together, the same thing applies. Bank regula-
tors have come to the conclusion that derivatives activities can
be speculative but certainly are riskier than other activities. As
a consequence, higher capital requirements apply. We don't
know what the actual numbers are yet; that is the missing
piece.

CHANCELLOR ALLEN: So it's putting an economic cost on
derivative contracts that are customized to particular uses and
making those more difficult. So there will be an economic cost
embedded in that, and you're telling us that the policy notion
behind putting that cost on is socially, we like the idea of stan-
dardized contracts more because we can disclose them easier
at lower cost, we can regulate them.

Ms. PINEDO: And they're going to flow through an ex-
change, which in some ways mitigates the counterparty risk is-
sue. Although by forcing the move to standardization, you lose
some of the wonderful benefits of derivatives in the first place.
Just to finish off some of the big pieces of the Dodd-Frank pro-
posals and regulations on the derivatives front, there is also
another section which has received quite a bit of attention: the
Lincoln swaps push-out Provisions.

So again, stemming from this notion that the social safety
net, FDIC insurance, and other protections that go along with
that, that are made available to banks, shouldn't be taxed, in
relation to certain derivatives activities, other than those deriv-
atives activities which are deemed to be less risky like interest
rate or FX transactions.

The Lincoln Provision requires that over a period of time,
for entities that want to have access to federal assistance, cer-
tain of their derivatives activities are "pushed out" or moved
out of insured depositary institutions. The premise for that is
that there shouldn't be a generalized social cost associated
with having our insured depositary institutions conduct certain
businesses like derivatives that are theoretically riskier.

CHANCELLOR ALLEN: So the bank and banks' holding com-
panies can continue to do this business in affiliated entities but
not in the insured institution?

Imaged with Permission of N.Y.U. Journal of Law & Business

2011] 459



NYU JOURNAL OF LAW & BUSINESS

Ms. PINEDO: Certain activities. Sure, we'll get in to that.
Then just to finish off with probably, I guess, the last two
pieces that I wanted to address. Position limits. Prompted by
the belief that there has been more speculation in recent years
in certain commodities, Dodd-Frank encourages position lim-
its in certain commodities.

Finally, through another section that has received a great,
great deal of news, especially in the last couple of days as the
FSOC study has come out, portions of Volcker are obviously
very relevant to participants in the derivatives market as those
relate to proprietary trading, what is or isn't proprietary trad-
ing. So another tricky definitional issue.

So in terms of a broader discussion, perhaps the aspects
that I discussed that are most interesting in terms of tying back
to the origins of the crisis, are if we focus a little bit on some of
the aspects of clearing entities and how clearing entities are
going to play a very central role, and perhaps even how we're
creating a new category of institution that itself is going to be-
come a systemic issue or a risk issue going forward. Then
maybe we can talk a little bit about end users.

Finally, a very big question, is how all of this interacts.
How does Dodd-Frank and all of this U.S. regulation interact
in the broader market? The derivatives world is a global one.
After the financial crisis, the G20 made quite a number of
statements about the importance of harmonizing regulation.
We are already seeing very well developed iterations of Euro-
pean regulation of the OTC derivatives markets.

In some sense, the focus on clearing, for example, central
clearing is consistent or coherent. But there are many other
aspects of regulation where there are disparities, and I am sure
that that is going to create an issue for the marketplace.

MR. RAiSLER: I just wanted to go back to your question,
which I think is a good one, which is that the legislation Dodd-
Frank disconnected from the market meltdown pretty early
on. Although at its core and in its origin there were elements
of responding to specific elements of what happened with the
financial crisis, that number one, the story hadn't been written
yet when Dodd-Frank was adopted, and so they didn't want to
get bogged down on that.

Number two, there were some very strong political ele-
ments that drove Dodd-Frank. Number three, there was a little

Imaged with Permission of N.Y.U. Journal of Law & Business

460 [Vol. 7:439



PANEL I

bit of a kitchen sink. There were issues - Anna mentioned that
during the summer of 2008, oil prices went to 145 dollars a
barrel - and so people thought there was too much specula-
tion.

A number of West Coast legislators were concerned about
the energy crisis in 2000 in California, and they felt that there
was inadequate regulation following on Enron. So there was a
"kitchen sink" of solutions. We, Bob and I and others, tried to
go up there and say well, this problem, this solution that
you're putting forward really has nothing to do with the crisis.

Certainly issues around the Lincoln push-out and the
Volcker rule were, many people think, an effort to punish
banks. There was a feeling at that time, and it was enunciated
by the President on down that banks had been rapacious and
that the American public were fed up with Wall Street, and
there was a little bit of that in there.

So, you can't hold this bill up, all 2,300 pages of it and say,
"Okay, there's a problem that was part of the financial
meltdown that's being cured." It really disconnects in a pretty
big way, and you have to kind of get past that in order to un-
derstand it because you'll just get, as we do, very frustrated if
you say, okay, I don't understand what that has to do with the
crisis. And it really doesn't. It's just there, and it is kind of
cascading effect.

MR. PICKEL: And I might also add, since we have law stu-
dents here, we're in the law school, I went to law school, and
had Dan Collins as my contracts professor, the ultimate test of
these contracts is did the parties get the benefit of their bar-
gain? Time and time again, this story is not really recognized
or told; time and time again, people have gotten the benefit of
the bargain in the contract. Yes, Lehman went bankrupt, and
people had to figure that out and close out all those contracts,
but they got the benefit of their bargain, and that is being
hashed out still in the bankruptcy court, of course.

I think most importantly, credit default swaps; we'll put
AIG aside and realize that's a little bit like, saying "other than
that, Mrs. Lincoln, how was the play?" But let's put that aside
for a second. And let's look at the contracts. The vast majority
of contracts in the credit defaults swap space, most of which
expire by their terms. It happens, as Alan described, somebody
pays their premium over a period of time.

Imaged with Permission of N.Y.U. Journal of Law & Business

2011]1 461



NYU JOURNAL OF LAW & BUSINESS

There's no default. There's no credit event of the under-
lying entity, and the contract expires. In some cases, there is a
bankruptcy of the reference entity. What happens, what did
happen? The contract worked. Parties got what they expected.
We put in place a mechanism to facilitate the cash settlement
of those transactions, and that worked time and time again.

Over 50 credit events with auctions that were run over 75
times to allow parties to settle up their contracts and get, most
importantly, the benefit of their bargain, so all that worked.
And you mentioned interest rates and the FX market is the
biggest market in the world. And that continues to work very
effectively through the mechanisms that exist under ISDA but
also other mechanisms that have been put in place around the
world.

MR. RAISLER: But I think it would be naive of us to say, as a
group or individually, that we didn't have a major calamity in
this country, in the world. And it would be naive to say that the
consequences of that from a legislative perspective are that
everything worked and we should let things go on. It certainly
is necessary for the legislators to look at it, whether they went
too far in this legislation, or whether they have imposed re-
quirements that really don't cure a problem. Those are things
we can debate, but the idea of a Dodd-Frank act of some form
is, I think, an inevitable consequence of what we went
through.

CHANCELLOR ALLEN: Certainly a political inevitability. And
the question I would put is: can we evaluate it as being a least-
cost method of providing the improvements that were pro-
vided? Let's take one question from the audience, and then
we'll move on to a more detailed look at the clearing platform
approach.

AUDIENCE MEMBER: What would it have taken in Dodd-
Frank to address AIG? Why do we put the elephant back in
the room in terms of CDS at AIG?

MR. PICKEL: The question was what does Dodd-Frank do,
or what should it have done to address the AIG situation spe-
cifically? I think there are very important questions of disclo-
sure transparency, particularly from the standpoint of expo-
sure building up in the system. I pointed out that if you dug
into the financial statements of AIG, you could have found the
amount of protection that they had written. I would also point
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out that they were regulated by the OTS, which people say,
well, what does that mean really?

There may be a need for more significant regulation of
those types of non-financial, non-traditional financial entities,
and that is what is in the bill with things like major swap par-
ticipants. When that provision was suggested and you ask peo-
ple why it was there, people would say, "Oh that's to cover the
next AIG." And everybody is like, okay, let's make sure we
cover the next AIG.

So there are mechanisms in there to provide for regula-
tion of those types of entities, if they should exist in the future,
and also for information about the exposure building up in
the system. One thing we can talk about are the so-called swap
data repositories which began to be formed a little bit before
the financial crisis, but are now really in full force and are one
of the basic pillars of the Dodd-Frank and frankly many inter-
national regulatory developments as well.

That means that there is information the regulators have
access to, to allow them to connect the dots. I think what hap-
pened with AIG was, putting aside the OTS, maybe they didn't
have effective regulation, but entities that were doing business
with AIG - Merrill Lynch, Goldman Sachs, everybody else -
were themselves regulated, but they may have had different
regulators. I mean that had the SEC, but then you hadJP Mor-
gan, you had international banks. How could you really effec-
tively identify where that risk was building up in the system?
That is what these repositories help to provide.

MR. TELPNER: I would add just one thing to that. If you
look at one of the root causes potentially being lack of trans-
parency or the inability of the market and regulators to under-
stand the true nature and exposure of derivatives in the mar-
ketplace, the related issue, again going back to AIG, that one
could argue happened was insufficient or inadequate capital.

So one of the other things that Dodd-Frank does is try to
address the regulation of capital requirements by, in the fu-
ture, mandating or imposing capital with respect to entities
that are actively engaged in derivatives markets. Now, once you
address the exposure issues and the capital issues, I think
many would argue that those two things together, to a signifi-
cant extent, address the root causes of the financial crisis and
all of the other things that are found within Dodd-Frank, po-
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tentially go beyond the basic issue that arose and fall within
the political realm, as Ken and others were talking about, and
address all kinds of things - things that don't necessarily tie
back to those two core problems.

CHANCELLOR ALLEN: Well, I take it from Anna's comment
that with respect to derivative regulation, the principal thrust
of Dodd-Frank, or a major thrust of Dodd-Frank, is to incen-
tivize people to enter into standardized contracts and then to
move trading in those standardized contracts through clearing
houses which will, as hoped, manage counterparty risk and
provide greater public disclosure. How's that going to work? I
mean, who will these clearing houses be? Where will they be?
Who will be members? And how will it actually reduce risk in
the system? Any of my experts, who wants to -

MR. RAiSLER: I'm happy to take a start at that. First of all,
clearing has existed for derivatives, particularly with the cate-
gory that Alan referenced, as opening the futures exchanges
have had clearing houses pretty much since their inception. So
it's a pretty well-traveled path, and I think Congress looked at
the path of clearing houses for futures exchanges and have
recognized that there really have been no significant defaults
throughout their history even though they process a phenome-
nal number and quantity of contracts and notional value.

So they look to import that model. In addition, prior to
the adoption of Dodd-Frank, through the urgings of then New
York Fed President Tim Geithner, now Secretary of the Trea-
sury Geithner, he was urging the industry to move toward
clearing of CDS and with the assistance of ISDA and others,
that market had moved toward a more robust netting environ-
ment and also had created vehicles for clearing already. I
think Dodd-Frank through both carrots and sticks basically
creates an environment which accelerates that migration to
clearing that I think had already been underway and would be
accelerating as a result of credit concerns that already existed
in the market. The clearing houses that would be competing
for the OTC cleared space would be the same clearing houses
that are clearing the futures.

The Chicago Mercantile Exchange is the largest futures
exchange in the United States and actually in the world. They
have a robust clearing house. They would want to make that
clearing house available for clearing of OTC products. ICE
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and ICE Trust are existing clearing houses. ICE actually al-
ready clears some OTC product before Dodd-Frank, particu-
larly in the energy space.

So there are existing clearing houses out there that can
readily migrate to the space. Query whether there will be other
clearing houses. Unlike creating an exchange or other envi-
ronment, creating a clearing house is not a trivial capitaliza-
tion effort, and you're going to need among your clearing
members to have a very, a very significant guarantee structure.
So it's not exactly certain how many new clearing houses there
will be, but the ones that are there now are already sort of
vying to offer those services.

And the goal of, and simply put as Alan summarized and
I'll just repeat largely, is that the clearing house model would
have a variety of clearing members. There is some question as
to who should be a clearing member and the capitalization
required of clearing members because they are the support of
the structure. The clearing members basically guarantee the
performance of the clearing house and technically the per-
formance of other clearing members. And so this sort of mu-
tual risk assessment is a model that has been known to work.

It is fair to say that the structure of Dodd-Frank does cre-
ate in many people's minds a question of whether a clearing
house becomes the new too big to fail entity because a clearing
house, were it to be in trouble and one could envision that
happening certainly if you were to run the model of what hap-
pened in the fall of 2008 and find that it has insufficient collat-
eral because of a runaway financial market. You would have a
question raised, obviously one that Congress thought about
and basically dismissed, that by concentrating your risk in one
place, you avoid a lot of the bilateral risk that we've talked
about that caused AIG and their counterparties to be so con-
cerned.

But you've moved it to a new place and so that is, I think,
still part of the dynamic. One way in which Congress hoped to
address that is to have these clearing houses heavily regulated
so that they would not be able to engage in activities that
would put the financial markets at risk for their own profit.

CHANCELLOR ALLEN: So these would be private enter-
prises. And they, would they be restricted as to their activities
other than clearing?
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MR. RAISLER: I think that they will have to be approved, as
Anna pointed out. If they're going to clear swaps, they have to
be approved by the CFTC as designated clearing organizations
and if they are going to clear security-based swaps, they have to
be designated by the SEC. But in addition, the margin struc-
ture of those clearing houses will be overseen by the Fed, and
certainly you could expect other regulators to be active in
monitoring them. So the question of whether the businesses
they could do has not yet been formally answered, but the ex-
pectation is these things will be highly focused on this activity.
They do perform what looks to an outsider like a utility-type
service, so one does wonder how the for profit lines up with
that utility servicing issue.

CHANCELLOR ALLEN: How would it work in detail? Would
somebody have a derivative, take it to a clearing platform, and
since we're only doing standardized derivatives on these clear-
ing platforms, would they match that somehow with a transac-
tion of similar size, duration, or whatever? So what does clear-
ing do?

MR. RAISLER: The theory behind it would be that two par-
ties would engage in a transaction with each other. That trans-
action would be novated to a clearing house so that each party
would have as their counterparty the clearing house. The
clearing house would be able to net varieties of exposures and
call for collateral from each of the market participants based
on their net exposure to the clearing house. So that would be
the vision that would work and is basically the way in which the
futures clearing environment works. The standardization -

CHANCELLOR ALLEN: And they would just clear for mem-
bers who would have to pay something to belong?

MR. RAISLER: That's correct. The members would be the
clearing members, but the members would provide clearing
services through a clearing relationship with the end user so
that the end user would have as its exposure, the exposure of
its clearing member in order to trade. That's, again, the way
the futures markets have worked successfully for a large num-
ber of years.

CHANCELLOR ALLEN: And who would own the clearing
platforms?

MR. RAISLER: Well, there are two models there. One would
be the clearing members would own at least a portion of the
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platform. Under the legislation, it really forecloses the clearing
members having a significant ownership interest and instead
one would expect this would be publicly-owned via share hold-
ings and the like would be, for example, both the ICE and
CME models. So it would be socialized so that the investor
community could participate in that investment.

MR. PICKEL: One other thing that the clearing house al-
lows or facilitates - again, we've talked about this 600 trillion
dollar notional amount of derivatives contracts. That's kind of
a cumulative total over the course of really 25 years because
there were trades done 25 years ago that might have been 30-
year trades. They may still be on the books. So that's a cumula-
tive total.

It's been the case that it's always easier, especially if you're
a dealer, it's always easier just to do another trade, in many
respects. When you've been servicing your clients, you've done
swaps with them, you lay off some of that risk here, you're do-
ing trades with other dealers on the street. So the number of
trades just builds up almost without any real effort because
there's so much activity in the marketplace.

The reality is a lot of those exposures can be set off
against each other, netted out in some way, torn up or the
term in the industry now is to compress those trades, to get rid
of some of those off setting positions. That is possible in the
existing OTC framework where you've got all these different
counterparties. It's not easy.

There are mechanisms in place that the industry uses to
reduce the number of trades outstanding. But as you put those
trades in to a cleared environment, the clearing house will be
able to see all those trades and may be in a better position to
facilitate the actual tearing up or termination of contracts on a
risk neutral basis. So that's one of the hopes is that as more
trades go in to the clearing house, you may actually be able
through that clearing house to reduce the number of trades
outstanding, which may, in turn, reduce the amount of risk
overall in the system. So that's another reason to have clearing
houses in place.

CHANCELLOR ALLEN: It's a good housekeeping step in all
of this. Just because this notational value of hundreds of tril-
lions of dollars, I have no idea what is the economic theory
under which I can interpret its meaning. I know it's large, and

Imaged with Permission of N.Y.U. Journal of Law & Business

2011] 467



NYU JOURNAL OF LAW & BUSINESS

I guess if you use it in year one to mean one thing and year two
you see it grew, you can say something. But I don't know what,
how to interpret these large numbers.

AUDIENCE MEMBER: Is what we're talking about directly
comparable to performance bonds in the construction indus-
try? I mean, the credit defaults are performance bonds. And
the whole fallacy here is that credit default swaps are a con-
scious evasion of the insurance laws to permit excessive lever-
age. And they fail. They failed as a model. Is Dodd-Frank really
necessary? Isn't it much easier to simply say these are insur-
ance, and you protect them in the same way that we deal with
insurance? You install the same proofs. Just when you were
talking about notational value, it relates directly to the cover-
age of an insurance policy. We figure that out in one way or
another and figuring out these notational values is directly
comparable. Why not just make this subject to performance
bond type regulation. Much easier. We take existing models.
We don't have -

Ms. PINEDO: So I guess we're kind of putting together all
credit derivatives and assuming - as Ken was alluding to before,
from a legal perspective, in insurance law you do have the con-
cept of uninsurable interest. There are many kinds, obviously,
of credit default swaps where you don't have what would be a
comparable insurable interest.

But also quite valid, and I'm not saying that those are not
useful. But you also have a CDS market that's enormously im-
portant for banks where you do have, or you have banks that
have actual exposure, and I'm not sure that there's any public
policy purpose served by making all CDS insurance contracts. I
think we're losing track of the very valid purpose for credit
default swaps and for, you know, how, for example, that facili-
tates ultimately credit in the system through banks, right?

We can't just be so focused on AIG and not realize that
for our banking system, the CDS market is very, very signifi-
cant. And you perhaps could separate out, arguably could sep-
arate out CDS contracts where there isn't an underlying inter-
est, right? And those where there is. To your other point,
though, and I think, you know, Joel and others have already
said this, could Dodd-Frank have taken a more contained view
and more specifically addressed the AIG issue?
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Absolutely. Is all of this, and all of the other many, many
aspects of derivatives regulation that have been introduced by
Dodd-Frank, does that speak directly to the AIG situation or to
the CDS market? No. Does Dodd-Frank address many of the
issues in the insurance industry? I think that that's probably
one area where all of the many political interests and conflict-
ing agendas didn't manage to find their way into legislation. Is
the insurance industry not without its problems?

Again, we're saying let's regulate it as insurance. We have
a very piecemeal approach to regulating the insurance market
as it is. And I think many, many people in the market would
argue that our scheme for insurance regulation is possibly
something that needs to be revisited, as a whole. And all that
Dodd-Frank did in that respect was set up a national office of
insurance as opposed to dealing more directly with the impor-
tant issues in the insurance market. So I think that I've ad-
dressed many aspects of your question. I'm sure that Bob and
others want to comment.

MR. PICKEL: It certainly is a public policy matter. One
could determine that these are insurance, and we've used the
term, the word, if not in a legal sense, at least in terms of help-
ing people understand the concept of what a credit default
swap does. So I understand that's an easy way to understand
what is being achieved in these contracts. I think that, we can
make that public policy decision, but I think that that's why it's
important to go back and look at the different uses of credit
default swaps leading up to the financial crisis. You've got the
AIG situation and the way they used them to provide protec-
tion against the super senior tranches certain classes of CDOs
and that was ultimately a failure of risk management, both on
the part of AIG and also their counterparties in understanding
what kind of risks there were and what they were taking on.

MR. TELPNER: Bob's right. You know, sometimes using an
example is the best way to think about this because I think that
the insurance issue, to a certain extent, is a red herring. And
here's an easy way to think about it. Ford Motor Company,
let's assume, is going to build a new factory in Spain to build
cars. It borrows money to build that factory and it's hoping
that the sale of cars is going to generate the income it needs to
pay back the loan.
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Now Ford may be concerned that the Spanish economy is
going to go downhill, so one of the ways it can hedge is to buy
credit default swaps, that is, buy protection on Spanish govern-
ment bonds. So if the Spanish economy goes downhill, Ford
doesn't sell enough cars to generate income to pay back the
loan, its credit default swaps gain in value and Ford can use
that income to help offset the reduced sales in cars. That's a
hedge, and you can look at that from Ford's perspective, say-
ing what's wrong with that? That's a legitimate use of a credit
default swap for hedging purpose.

Now the Spanish government might say, well, we don't
like that because that puts artificial downward pressure on the
value of Spanish bonds and stresses the Spanish economy.
Both views may be legitimate arguments, but it's not really an
insurance question. It's how credit default swaps are being
used, who's using them, and what the outcome of using those
credit swaps are overall.

CHANCELLOR ALLEN: All right. Are there any other ques-
tions before we move on? Yes, sir?

AUDIENCE MEMBER: If we could move away from AIG and
credit default swaps for a second, I don't know, maybe Ken,
you can help or one of the other lawyers on the panel. For
European banks, I work for one, we struggle a bit to under-
stand exactly how we are going to go about complying with
Dodd-Frank. I intend to register as a swap dealer. I've read the
letter from another big European, a French bank that was writ-
ten to the SEC that maybe some of the lawyers are familiar
with. And I think that there's - I have some similar concerns to
the author of that letter.

I don't know if we're best served spinning off, you know,
the commodities business is going to be spun off. The ISDA,
the benefits of ISDA and netting if you have commodities ex-
ternal from your interest rates business are reduced. So maybe
you can comment on what you think European banks, you
know, the Lincoln push-out doesn't officially exempt Euro-
pean banks from keeping this business in-house. So maybe you
can comment a bit on European banks.

MR. RAISLER: It, like a lot of questions, is really quite com-
plicated and is the subject of a lot of comment; IAB recently
wrote a letter on this topic as well, international banking
group. The regulators are struggling with it. The issue of the
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extra-territorial impact of Dodd-Frank has really been ad-
dressed so far in the thousands and thousands of pages of pro-
posed rules of the regulators. It's about a paragraph. The land-
scape has not even begun to be sketched in yet.

I think the regulators have hope that Europe will adopt a
similar regime which will make it much easier for them to not
have to regulate here, knowing that the regulation in the
home country is equivalent. It is clear to everybody who's ob-
serving it that if that is to happen it will be significantly time
delayed and therefore the U.S. is going to have to do some-
thing. The U.S. is very concerned that, even forget for a mo-
ment a European bank, even a U.S. financial institution that
has an affiliate in Europe will start driving its swap business
through that affiliate in order to avoid the implications of
Dodd-Frank.

So there really are only two solutions to that problem.
One is sort of ease-up here so that that incentive is dampened,
which is not going to happen. Or basically clamp down so that
they're going to prohibit activities outside the U.S. in a way
similar to the way they prohibited them in the U.S. for entities
that are operating in both jurisdictions. I think that's currently
the thought process. So the concept of having to register a
non-U.S. bank that is operating in the U.S. as a swap dealer,
not just for their activities in the U.S. but their activities
outside the U.S. is, I think, currently, the handicapping says
that's likely. That obviously is a very unhappy result. That is a
very unhappy result politically for countries that say, "Hey,
we're responsible for other banks that operate in our country,"
and if you're telling me that Deutche Bank's swap with Luf-
thansa is going to be regulated by the CFTC, they get pretty
horrified. But right now that's sort of the bias of the legisla-
tion.

So I think that the comment I would make to you, which
is perhaps not satisfactory, is that to the extent that you care,
you've got to get to Congress and to the regulators to explain
what your unique issues are and hope that they can fashion a
result that does not have a negative effect on your business. It's
actually quite complicated because the European banks are ac-
tually punished under the Lincoln push-out provision and if
they are swap dealers, they are going to be subject to Lincoln
push-out.
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There's all sorts of complicated issues that I think proba-
bly are beyond the scope of this panel. But the regulators are
struggling with this issue currently. They would like the world
to be a lot flatter than it is. If the U.S. is going to take the lead,
and I think Dodd-Frank directs them to do so, I think there
will be some dislocation and it's going to have an adverse ef-
fect on not just the European banks but the U.S. institutions
that are trying to do business off shore.

MR. PICKEL: Ultimately I think as Ken suggests, any real
resolution of this issue is going to need to take place at some
kind of international level, coordination recognizing home
versus host regulation. And we're, as ISDA, encouraging that
by speaking with the New York Fed, which pulls together a
group of international regulators periodically including this
coming week to meet with industry. There's also something
called the OTC Derivatives Regulators Forum that exists to
pull together various regulators around the world.

The natural tendency, either because the law says it or be-
cause the regulators feel that they need to cover as much as
they can, the natural tendency is to push out their regulation
and their jurisdiction as much as possible. They're not natu-
rally going to limit that unless somebody tells them, either
Congress, and I'm not sure Congress is going to say we've got
to carve back this to make sure that all the non-U.S. banks can
do business in the United States. The other way to limit that is
to have pressure coming from other regulators that say okay,
that goes too far, let's figure out where the right line is here.
That's not going to happen quickly, as Ken suggests, and you
know, there are good examples of international cooperation
among regulators, and there are less good examples. Who
knows which one this will be, at least at this point in time.

CHANCELLOR ALLEN: Under the Act, does the SEC and the
CFTC have the power if it were inclined to meet with Euro-
pean or global securities regulators to shape the rules that
solve this problem?

MR. RAISLER: In my opinion, they do. I think that's pretty
clear. The problem of course is that they're on different sched-
ules. And the concern that the U.S. regulators have that this
business will migrate offshore is not a trivial concern. Certainly
to the extent that there are costs associated with operating in
the United States that creates an incentive. In fact, I think the
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Japanese banking association wrote an interesting letter about
their unwillingness to operate in the U.S. under this regime if
the collateral consequences are such that they're under such a
jurisdictional cloud. So I think these are very, very difficult is-
sues, probably among the most thorny issues in the legislation
and its consequences. As I indicated, these are issues broadly
that are being deliberately, in the first stage, ignored, and I
think people are starting to realize what a big deal this really is.

CHANCELLOR ALLEN: Ken, as a way for a lay person, i.e.
me, to assess what are the most costly elements of this response
of Dodd-Frank, what issues are most difficult for the foreign
banks? I mean, what is costly about this regime that makes it
very difficult for them?

MR. RAISLER: The thorniest issue is the sort of catch-22
issue which is that if you are a swap dealer, and sorry for the
technicalities of this, but if you are a swap dealer operating
outside of the United States, you will be subject to the Lincoln
push-out that Anna spoke to, which means you will not be able
to do your swap business in the bank. However, there are many

jurisdictions around the world that require swaps to be done
in the bank. You can't do swaps, you can't be a swap dealer or
a marketer of swaps -

CHANCELLOR ALLEN: If Deutsche Bank has a branch in
New York that does this business, you're saying that under this
statute, that its affiliated bank in Germany or its parent would
be governed by this statute with respect to all of its swap trans-
actions.

MR. RAISLER: Well, I guess that is sort of the question. Let
us assume for the sake of discussion that Deutsche Bank regis-
ters its U.S. operation, its U.S. entity as a swap dealer. That in
and of itself is stand-alone. The question is whether Deutsche
Bank as a result of its activities in the U.S. from Germany or
wherever else it's operating separately has to register as a swap
dealer. If it does have to register as a swap dealer, then it
would be subject to the push-out provisions which would not
allow it to do swaps in certain categories as Anna outlined.

Then the knock-on consequence of that is in certain juris-
dictions, it will not be able to do business because the only
place you can do swap business is a bank. So there are some
issues that really needed to be sorted out. I don't think the
regulators intend to frustrate business to that extent. But that
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would be the most dramatic example, Bill, of the conse-
quences of Dodd-Frank.

CHANCELLOR ALLEN: Thank you.
AUDIENCE MEMBER: My question is if you could please ad-

dress the issue for the transactions that will still be uncleared
under Dodd-Frank and will have new margin requirements.
Presumably the dealers will push the costs down to their con-
sumers. So what impact will that have on, you know, farms and
just purely non-financial operations? Will that increase in ef-
fect lead to rise in consumer prices? And also, I believe, ISDA
estimated that the total cost in capital and liquidity will be
about a trillion dollars; if you could address that please as well?

MR. PICKEL: Sure. I think we are concerned about the po-
tential cost through the system of the regulation. This was
partly sold on, you know, bringing cheaper pricing for deriva-
tives, lower pricing for derivatives, lower margins. You know,
supposedly because the dealers are charging such huge mar-
gins. We've done some studies and for the typical interest rate
contract, the spreads over a neutral credit are really not that
significant. That's available on our web site. So we are con-
cerned about not necessarily direct costs on a user of deriva-
tives because there are provisions in the contract or in the law
that says that end users are not subject to the clearing require-
ment.

They may not be directly required to post collateral, but
the regulators may say to their regulated entities, the swap
dealers, well, you can't do business with certain counterparties
unless you do it on a collateralized basis. So then it's kind of a
back door, indirect way of imposing collateral on the end user.
So there are those risks. That particular study that we did that
talked about a trillion dollars - there are a number of different
assumptions in there in terms of where those numbers would
come from based on statistics in the OCC, based on the rela-
tive percentage of U.S. activity versus activity by non-U.S. enti-
ties in the United States.

I would encourage you to take a look at the press release
we did on that to go through all those assumptions. I don't
have those in front of me. It was done at the time that they
were considering whether or not a more formal exemption
would be applied for end users. There was a lot of back and
forth at the time that the legislation was passed as to whether

Imaged with Permission of N.Y.U. Journal of Law & Business

474 [Vol. 7:439



PANEL 1

their decision not to include a certain exemption, whether
that was done for purposes of redundancy because other provi-
sions provided sufficient protections or not. There were these
colloquies back and forth amongst some of the legislators.

I think that people are concerned that there is that linger-
ing concern, and there is some hope that perhaps through
Congress over the course of the next year, there might be an
ability to address some of those issues. We are concerned
about the follow on costs in the system as a result of the regula-
tion.

CHANCELLOR ALLEN: Congress often estimates the costs of
the statutes that they put in, and when they did Sarbanes-
Oxley they estimated - and it has a provision that says that each
company must have signed a statement saying that its account-
ing statement is fine and controls it and so forth. And in the
statute, they estimated that it was going to be 80 thousand dol-
lars per public company. And for the first year, General Elec-
tric's cost was approximately 50 million dollars.

So Congress is not so good at estimating, and no one
would be, I guess. They have no idea what the costs are going
to be like. Let me turn to one subject which we haven't
touched on, which is industrial users of swaps. The problem
that initiated this legislation came out of systemic risk that fi-
nancial derivatives caused, although we didn't have good in-
formation about it. But the Act also regulates derivatives that
are not merely financial derivatives but are based on end users
like the farmer in the first example. So what does the statute
do to industrial users of hedges?

Ms. PINEDO: I think as we mentioned there is an excep-
tion for end users, so end users are defined as commercial
users that aren't financial entities. Financial entity is defined
pretty broadly under banking statutes. So commercial users
have the option not to clear through these central clearing fa-
cilities, and as such, if they're not clearing through the facili-
ties, they aren't subject to the initial margin and the variation
margin requirements that clearing would provide.

But obviously there are still many, many ambiguities. One
from an end user perspective, the end user would have to elect
at each, in connection with each transaction and provide cer-
tain information about their availing themselves of this. And
then, you know, in addition to that, there's the other problem

Imaged with Permission of N.Y.U. Journal of Law & Business

4752011]



NYU JOURNAL OF LAW & BUSINESS

of whether the other counterparty to the transaction would
want to transact outside of the clearing entity given all of the
attendant costs associated with going outside of a clearing fa-
cility.

And then finally there's just the scope of the end user def-
inition and whether it's appropriate and whether, for exam-
ple, given that financial institutions are heavy users of deriva-
tives, whether it might make sense to have a relatively well de-
fined, well thought through clarification that entities that are
financial entities can nonetheless as users of derivatives, as op-
posed to dealers of derivatives, still avail themselves of the end
user exception.

CHANCELLOR ALLEN: That's an interesting issue. Would it
not mean that very large banks might use in their internal
processes the derivatives for their financial management, that
we would begin building systemic risk -

Ms. PINEDo: But you have a bigger risk if they can't, right?
If suddenly it becomes impractical -

CHANCELLOR ALLEN: Well, it would only become impracti-
cal if the costs were so high that they couldn't do it.

Ms. PINEDO: Exactly.
CHANCELLOR ALLEN: So, we just don't have any idea about

how expensive, how much capital will have to be put up in the
customized securities, how costly this whole system is going to
be. Is that correct?

Ms. PINEDO: That's correct. We still don't. Well there are
various estimates, so - but no definitive - the capital charges are
not yet clear.

CHANCELLOR ALLEN: So let me have one more question. Is
there a question out there? Yes, sir?

AUDIENCE MEMBER: Can you provide us with a basic exam-
ple of how the payments would flow - CDS - that's cleared?
Like in a bilateral transaction: if I want to buy protection, I
find somebody selling protection and pay them a premium. If
I want to buy protection and - how does that work?

MR. PICKEL: The idea, as Ken mentioned before, is that
two parties, not the clearing house, two parties would still get
together, either bilaterally over the phone, through some kind
of mechanism or in an exchange potentially and agree the
terms of the trade. Once that is agreed, those two parties, the
term we use is novate, effectively assigning the trade to the
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clearing house. So in a CDS, you have a buyer and a seller of
protection. What happens is that the trade is assigned.

It effectively is split into two trades. The buyer on the
trade has the CCP, the central counterparty, as their seller,
and the seller on that original trade has a CCP as their buyer.
And so the cash flows would go from, on that trade, would go -
you have two trades now. So payments would be made, or
more importantly, margin would be moved back and forth to
reflect the underlying value of those trades. So one trade effec-
tively becomes two trades with the clearing house a buyer to
the seller, and a seller to the buyer.

CHANCELLOR ALLEN: And legal recourse is to the clearing
house as an entity.

MR. RAISLER: Yes, and just to oversimplify it to answer your
question, it would look a lot like if you were trading an option
on the CBOT. Basically as the buyer of the option you would
probably be paying the full premium up front. The seller of
the option would be effectively margined on a variation basis
and have to put up money based on the mark to market value
of the option, that is, what's the likelihood of non-perform-
ance based on a variety of metrics. One of the biggest issues we
haven't really talked about is that the presumption of clearing
includes the presumption of standardization. That works
pretty well if there are enough people buying and selling
credit default swaps on an underlying name.

One of the concerns that the marketplace has though,
that there are a lot of names for which there are trade by ap-
pointment. They'll trade five contracts a day, five transactions
a day. If you have that situation, do you have reliable pricing?
If the market runs away, have you adequately margined and
collateralized it? Those are going to be some pretty significant
issues because the push is towards standardization and push-
ing things to exchanges. That works well if they're deep and
liquid markets, but you can't make a deeper liquid marketjust
by clearing it. So those, the jury is still out on those issues as
well.

CHANCELLOR ALLEN: So we've used up our time, I think.
But I wanted to give our guests and our friend Henry Hu an
opportunity to say something, so let me ask him the question.
How did we do, Henry?
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PROFESSOR Hu: The great comedian Woody Allen once
said "I took a speed reading course and read War and Peace in
20 minutes. It involves Russia."

CHANCELLOR ALLEN: Ouch.
PROFESSOR Hu: Many thanks and kudos to the great chan-

cellor and academic, Bill Allen, and his exceptional panel. The
Dodd-Frank Act is far longer than War and Peace. Yet, in the
space of an hour and a half, so many aspects of Dodd-Frank
were analyzed and debated in a highly thoughtful way. I can't
tell you how impressed I was. I really do think that we owe
Chancellor Allen and the excellent panel a big round of ap-
plause.

[Applause]
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