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PROCEEDI NGS
(12: 57 p.m)

MR. RADHAKRI SHNAN: Good afternoon. My
name i s Ananda Radhakrishnan. |'mdirector of the
Di vision of Clearing and Internediary Oversight at
the CFTC. | am pl eased to open the Joint CFTC SEC
Staff Public Roundtable to discuss issues related
to capital and margin requirenents for swaps and
security-based swaps.

W al so have with us today
representatives fromthe Board of Governors of the
Federal Reserve, the O fice of the Conptroller of
Currency, the Federal Deposit |nsurance
Corporation, the Farm Credit Adm ni stration, and
t he Federal Housing Finance Agency who are
collectively referred to as the Prudenti al
Regul ators under the Dodd- Frank Act.

This roundtable is only one exanpl e of
the cl ose and col | aborative relationship that the
staffs of the CFTC and the staff of the SEC have
devel oped together with the staffs of the

Prudential Regulators. As you all know, we have a
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nonunmental task of com ng up wth rul emaki ngs
wthin a one-year tine period, and |I'mvery
grateful that the staffs of all the other agencies
have worked in such a close and col |l aborative
panel. And | would also like to thank the staff
of the SEC and CFTC for putting together this
roundt abl e.

As all of you know, the Dodd-Frank Act
for the first time brings over-the-counter
derivatives under conprehensive regul ation, and
anong other things it requires swap deal ers and
maj or swap participants and security-based swaps
deal ers and security-based major swap participants
-- and for convenience I'll just refer to them as
swap deal ers and MSPs because otherwise it's a
maj or nouthful -- to either register wwth the CFTC
or the SEC, depending on the activities they
conduct and neet requirenents for capital and
mar gi n as established by the CFTC or the SEC or by
the Prudential Regulators. So essentially, if an
entity is a swap dealer or an MSP and is regul ated

by the Prudential Regulator, then the Prudenti al
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Regul ator sets the capital and margin
requirenents; if they're not, then the SEC and the
CFTC set the margin requirenents and capital

requi renments.

The purpose of the roundtable is to
permt the staffs of the regulatory agencies to
hear froma group of very distingui shed panelists.
And here I'd like to thank all of you for agreeing
to participate, especially on a Friday afternoon.
And we'll 1l ook forward to your views and comments
on the key considerations for capital and margin
requi renents applicable to dealers and MSPs. The
panel discussion today will be divided into two
areas. The first will concern margin requirenents
and the second will concern issues relating to
capital.

Now, for the record, since this neeting
Is recorded, | wish to state that all statenents
and opi nions that may be expressed by CFTC staff
and SEC staff, and I'm sure staff of the other
regul ators, are opinions of thenselves and do not

necessarily reflect the opinions of their
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respective governing bodies. As | said, the
meeting is being recorded. [|f you wsh to speak,
there's a red button -- you've got to push the
silver button and nmake sure that it lights up to
red and then you can hear. And also there's a
court reporter here so -- and she cannot see all
of your nanmes. She's got a |list of nanes but she
can't see all of your nanmes, so before you speak,
If you will identify yourselves so that she can
make a record of it, that'll be great. And pl ease
speak directly into the m crophone.

Take your Bl ackBerrys. Don't |eave them
on the table because it will interfere with the
audio. And a coupl e of housekeeping natters.
When we do have a break, there's a restroom out
here for nen and wonen but then if you go down,

t ake the escal ator down, there are two sets of
restroons for nen and wonen.

And now it gives ne great pleasure to
invite ny col |l eague, John Ranmsay fromthe SEC, to
make hi s opening remarks. Thank you.

MR. RAMSBAY: Thanks, Ananda. | won't
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restate what you said but | did just want to say a
fewthings. The first is, again, thanks to the
staff of the agencies for helping to put this

t oget her and, you know, thanks to the CFTC staff
generally for the very constructive, close and
col l aborative relationship that they've
established wth the staff of our agency on a
whol e host of issues, certainly, this one

i ncluded. And it certainly has nmade the task, as
difficult as it is, far easier than it woul d have
been w thout that kind of relationshinp.

This particular set of rules that we're
required to adopt | woul d suggest is maybe as
chall enging as any that we're going to need to
grapple with, both kind of on its own terns in
terms of figuring out what kinds of requirenents
really are appropriate for this area where they' ve
not existed before. Also challenging froma
standpoint of trying to figure out how you
I ntegrate or connect those requirenents into the
existing requirenents that already exist in terns

of capital, margin, and segregation, particularly
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where you're tal king about the activities of
integrated firns or where firns want to conduct a
whol e range of activities within the sane

I nstitution.

So as a result, thisis a -- these are
proposal s where we al ways need good public conment
but this is sonething where we are especially
appreciative and it is inportant to reach out to a
w de range of market participants in order to get
sone hel pful comment. This is obviously a very
good step towards that goal, and again, thanks to
all of the distinguished peopl e who have given
their time to be here.

MR. RADHAKRI SHNAN:  Thanks, John. So
let's start off and perhaps we'll get everybody on
the table to introduce thensel ves. Thank you.

MR. MACCH ARICOLI: Sorry. M ke
Macchi arioli, Securities and Exchange Conm ssion,
financial responsibility to represent deal ers.

MR. MCGOMAN: |'m Tom McGowan in trading
markets as well in net capital venture

responsibility.
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MR. NI CHOLAS: John N chol as, Newedge,
USA.

MR. REILLEY: Bob Reilley from Shel
Ener gy.

MR, WOLLMAN:  Bill Wol Il man from FI NRA.

MR. LEITNER: |'m Tony Leitner. | guess
|"mrepresenting nyself but I amconsulting wth
t he NYSE Eur onext.

MR. HOLLOWAY: Mark Hol | oway, Gol dnman
Sachs.

MR. HEIS: JimHeis, Noble Energy.

MR. DODD: Randall Dodd, fornmerly of the
CFTC staff and the Financial Policy Forumstaff.

MR. CORNELI: Steve Corneli, NRG Energy.

MR. SHI MABUKURO. Ron Shi mabukur o, OCC.

M5. REA: Laurie Rea, Farm Credit
Adm ni strati on.

MR. FRENCH. George French, FDI C.

MR. HEMPHI LL: M ke Henphill, Federal
Housi ng Fi nance Agency.

MR. G BSON: Mke G bson fromthe

Federal Reserve Board.
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MR. VI SWANATHAN: Vi sh Vi swanat han, Duke
Uni versity.

MR, TOURANCGEAU. Mark Tour angeau,
Next Er a Ener gy.

MR, WOODARD: Bill Wodard with
WIIlians.

MR. WASSON: Russ Wasson representing
the not- for-profit Energy and Users Coalition,
the National Rural Electric Cooperative
Associ ation and the Anmerican Public Power
Associ ati on.

MR. CHAMBERS: Elliot Chanbers,
Chesapeake Energy Corporation.

MR. DRI SCOLL: Dan Driscoll, National
Fut ures Associ ati on.

MR. DENI ZE: Yves Deni ze, TI AA- CREF.

MR O CONNOR:  Steve O Connor, Morgan
St anl ey.

MR. LAWION: John Lawton, CFTC.

MR. RADHAKRI SHNAN: Thank you. And so
let's start off on the panel on margin. And

before we do so, | just want to nmake it clear
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we' re tal king about margin requirenents for
uncl eared swaps. We're not tal king about margin
requirenments for cleared swaps. So, thank you.

So we'll hand it over to John to ask the
first question.

MR. RAMBAY: Thank you. So | guess
maybe | woul d suggest naybe we just | aunch
headl ong into the topic that's attracted nmaybe
nost of the attention in this area and the
appropri ateness, need, etcetera, for margin
requirenents to be applied to end-user entities.
|"d suggest maybe it would be npbst constructive if
we didn't focus so nmuch on the legal authority
| ssue per say but |I'd ask just froma statenent of
policy perspective and how regul ators and ot hers
should sort of think about these things, how
peopl e see the issue of margin again in the
uncl eared environnent, sort of tying into the
overall prudential [imts. O to put it another
way, if end-users as a group, if margin
requi renments did not apply or if firns even absent

a requirenent did not on a regular basis coll ect

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

14

1

10

11

12

13

14

15

16

17

18

19

20

21

22

margin froma nunber of end-user firns, would that
| npact the overall stability, solvency? Wuld
that raise prudential concerns? And if so, why?
If not, why not? That's --

MR. RADHAKRI SHNAN: | thought we'd go
down the table and get people's views. So, Steve,
do you want to start?

MR. O CONNOR:  Yes. Well, speaking from
a bank's perspective, this is background actually,
in our portfolio with clients, you know, we divide
the world into essentially four categories from a
mar gi n perspective. There are those clients we
trade with that have no margin, so no I Mor VM
There are those that post VMonly and there are

t hose that post IMand VM and the IMthat we

receive can -- sonetines we segregate it or not
segregate it. |I'msure we can get into those
| ssues. But for the un -- those clients with no

margin, which is typically corporations and
sovereigns, noving to nmargin we, you know, we
estimate is going to put a new denmand for

financi al resources on those end-users. W're
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hearing this fromour clients which, you know, has
a cost fromtheir point of view However, it does
reduce risk within the market so there's a
tradeoff there between, you know, a cost to the
end-user and the system c reduction angl e.

MR. DENIZE: | start when --

MR. RADHAKRI SHNAN: If you just --

MR. DENIZE: Yes. Yves Denize from
TIAA-CREF. | think we started with the prem se
t hat we support the goal of the legislation with
respect to clearing because we believe it does
have the intended benefit of mtigating systemc
risk. But the process by which we select the
swaps that are appropriate for clearing should be
a transparent process. It should be accessible
and provi de end-users neani ngful and effective
participation and input in the process. And
that's an inportant threshold i ssue because there
are swaps that wll not nove to clearing either
i mredi ately or inthe mdto -- near to
md-future. And they're not not going to clearing

for sinister reasons; they're going to clearing
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for fairly good reasons or benign reasons. They
may not be sufficiently standardi zed. There may
not be sufficient volunme in those trades. The
cl eari nghouses nay not be prepared to accept them
for clearing. The end-users, such as our
organi zations or the simlarly situated
organi zati ons, nmay have particul ar needs,
custom zabl e needs that need sonething different
than the standardi zed swaps that are going to be
pushed onto clearing. So there will be a bucket
of transactions that are not in the clearing space
that are uncl eared but do not pose the systemc
ri sk concerns that force many of those swaps or
force the policy directive to push swaps into
cl earing.

And so as we consi der whet her
I ncrenental margins should apply, and if so what
anmounts, we would urge inplenentation of a process
that can take into account relevant factors such
as the type of derivatives that are being engaged
I n, the purposes of the trades, whether the credit

support arrangenents are already in place
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bilaterally and the sufficiency of those or the
basis as Steve just indicated that there m ght be
a very fine basis for not having margi n exchanged,
and also the rel ative sophistication of the
counterparties. In effect, one size shouldn't fit
all scenarios and an approach that takes into
account those nmultiple factors should ensure that
we're not i nposing unnecessary costs on strategies
t hat have appropriate risk profiles between
sophi sticated parties and where those parties have
nmeasured that risk, have appropriately mtigated
that risk with their own bilaterally negoti ated
credit support arrangenents.

MR. DRI SCOLL: Dan Driscoll from NFA
Li ke in nost rul enmakings, in this rul emaking
you're faced wth bal ancing several conpeting
I nterests. Qobviously, one of the major purposes
for the statute is to try to control systemc
risk. On the other hand you don't want to inhibit
| egi ti mate busi ness practices and make it harder
for coomercial entities to hedge their comrerci al

risk. The two points | would nake is that whether

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

18

10

11

12

13

14

15

16

17

18

19

20

21

22

there is a regulatory requirenent for margin or
not, hopefully the counterparties that deal in

t hese kinds of transactions al ready have a robust
credit process, and in those situations where the
deal er believes that it's appropriate to have
collateral or margin, | would hope that that

al ready exists today.

In those situations which | can envision
where margin would not be required with regard to
end-user positions, and | realize capital is the
second roundtable today, | would think that in
situations where margin collateral is not
collected that it mght be appropriate to | ook at
enhanced capital fromthe deal er because while
there mght not be a lot of systemc risk, when
you don't have collateral it does increase the
risk.

MR. CHAMBERS: Elliott Chanbers,
Chesapeake Energy.

Chesapeake extensively uses OIC
derivatives as part of their risk nmanagenent

program In fact, we exclusively use OIC
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derivatives for the very reason that we are not
required to post cash. That is not to say that we
are accessing this nmarket on an uncoll ateralized
basis. |In fact, if you go back to the m ddl e of
2008, Chesapeake owed roughly $6 billion on its
OIC contracts, but yet we had $11 billion of
non-cash collateral in the formof first lien
nortgages on oil and gas properties posted to our
counterparties, sonething we're very confortable
with and we think provides very good coverage to
our counterparties in the event we have a run up
i n prices.

W have a nulti-counter party hedge
facility now that we put in place in the mddle

of 2009 that has a |line of credit, so to speak, to

Chesapeake of $15 billion. If we were to fully --
if we had a $15 billion mark, we would have to
post $25 billion worth of collateral, sonething we

are fine to do. W are ready to do that. But to
put that into perspective, sourcing $15 billion to
post this margin is inpossible to our business

nodel. W are a cash poor -- we have a cash poor
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busi ness nodel, and | can say that speaking for
nost energy end-users in that we would nuch rat her
put our cash into finding new plays and drilling
nore wells than posting it onto an exchange or to
our counterparties in the formof cash. In fact,
we' d have to nake a cl eared decision whet her we
want ed to expand our operations or post cash onto
sone sort of -- to counterparties.

We're going to choose the forner for the
very reason that's our business. To choose the
| atter would be a disaster. So we would focus on
continuing to post non- cash coll ateral and we
strongly urge that end-users be allowed to do so.

MR. WASSON: Russ Wasson with the
National Rural Electric Cooperative Association.

The vast majority of our nenbers'
non-cl eared energy swaps are conpletely unsecured
and without coll -- excuse ne, collateralization
thresholds. And that's the way busi ness has been
done in our industry for nmany, nmany decades. And
the reason that it's done that way is because our

counterparties know who we are. They nake their
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credit determ nations based on their know edge of
us. The non- cleared swaps with all -- basically
all electric utility end-users do not create
systemc risk. In fact, they're quite the
opposite. If we mght borrowa termfromthe
utility business, they're a risk ground or risk
sink. And we don't pose any risk of cascading the
faults as you mght see in the financial system
Qur counterparties know who we are. They ask for
credit support or collateral based on their own
credit decisions and what types of transactions we
do wth them And these relationships are very

| ongst andi ng. The conmmercial relationships and
each financial relationship is unique. They're
not -- they're not honbgenous. Qur counterparties
know we don't specul ate; that the transactions we
do are to hedge commercial risk. W are pure
end-users in the sense that our commercial risk
that we're hedging is to protect our custoners,
our nenbers, our owners fromprice volatility
because our costs go up, our nenbers have to pay

the price. W have no bifurcation between our
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owners and third-party sharehol ders.

And | would just like to also nake the
point that wth respect to posting of non-cash
collateral, in a case of electric cooperatives and
muni ci pal utilities, we were restricted or in sone
cases prohibited fromthe posting of our
generating assets, our physical assets in the
forms of collateral.

MR. WOODARD: Excuse ne. Bill Wodard
with WIlians here.

Much |i ke Chesapeake, we're a | arge
| ndependent producer of natural gas with a w de
range of assets frompipelines to m dstream assets
and again ENP production. And nuch |ike
Chesapeake, we use OIC derivatives to nmanage our
ri sk and hedge our ri sk.

At WIllians, we are not agai nst
clearing. A large portion of our business in
derivatives is cleared. But again, there's very
specific reasons for not clearing part of it. And
agai n, our ENP production, as Chesapeake, we have

a nulti-counterparty facility set up as well where
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reserves and assets back those margins. And al so,
you know, the other big reason is we sell a |arge
anount of physical gas that, you know, which we
have credit exposure on one side. And in order to
of fset that credit exposure with netting
agreenents and so forth, oftentines we will go out
and do a derivative on the other side to limt our
credit risk. And again, you know, from a business
nodel standpoint just as Chesapeake, we woul d have
to make that decision if noncash collateral were
taken away whet her to hedge and put that capital
towards posting nmargin or whether to put it
towards drilling, producing, and finding
resources.

MR, TOURANGEAU. Mark Tourangeau with
Next Er a Ener gy.

Next Era operates two busi nesses --
Fl ori da Power and Light, which is a |arge
I nvestor-owned utility in Florida, and al so
Next Era Energy Resources, which is one of the
| ar gest owners of renewable resources in the

country. W rely on a systemcurrently that's --
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that is principle- based that allows the prudent
extensi on of unsecured credit to our
counterparties and to us. It allows for nmaster
contracts that allow netting across physical and
financial products and al so across commodities.
It also requires margining only for net exposure
above those thresholds or the limts that we're
setting through our credit risk managed policies
and that our counterparties are setting as well.
This is a principle-based systemthat has worked
wel |l for many, many years and it has worked
t hrough a nunber of high profile bankruptcies
wher e those bankruptcies have not spread and no
system c risk has been caused to the greater
financial system

If we were to nove away fromthis type
of systemwhere margining is required both on an
| ndependent anpunt or initial margin -- and again
|'"d stress those two terns are not transferrable
or equal, or on a variation margin, again which
froma cleared perspective does not nean the sane

thing as a margining that occurs in the
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non-cl eared world which is a problem w th what
we're dealing with right now just in terns of the
definitions -- if we were to nove away fromthat,
you know, there's going to be three inplications
to that. The first is increased costs to end-
users because a lot of the capital that has been
used for other things is going to be tied up in
that margining. It also will force a |ot of
end-users to use fewer risk managenent tools as
Chesapeake nentioned in order to hedge their --
either their production or their output. Sorry,
or their load. And it will also reduce

i nvestnents in the capital assets and in the
peopl e that are desperately needed to run these
busi nesses and to -- essentially to keep the
econony novi ng.

So, especially given the tines that
we're in right now, the economc conditions, to
tie up this type of capital in margining when it
coul d be used by the end-users to put to use for
productive capital would be the wong way to go.

MR VI SWANATHAN: H, this is Professor
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Vi sh Vi swanat han from Duke.

| guess the real question here is we're
trying to substitute a credit process with a
col lateral process. Margining in sone sense nakes
It easier for the regulator to reduce systemc
ri sk because you have a better understandi ng of
exposures being limted. But in doing so you're
kind of saying in sone sense that perhaps the
credit process is not working as well as it should
be. And the question then arises, you know, is
that the case? |Is there any evidence that these
bilateral relationships have not over the |ong run
in fact been managed wel | ?

The ot her issue which one m ght want to
think about is is there sone risk transfer taking
place that right nowinplicitly because there's a
credit process the risk of the credit is taken by
the counterparty who m ght know nore about the
transaction. |f you ask ne to take a |ine of
credit and post collateral, you' re now passing the
credit risk over to another financial

internmediary. And the question is who is better
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I n sonme sense to assess the credit risk? Is it
t he bank or sonebody who gave you the |ine of
credit or the counterparty in this transaction?
But ny suspicion is that because swap
dealers wll be asked to post margi ns under the
new rules -- | don't know how nuch capital they'l]|
be asked to put up -- they wll want to reduce
that and to sone extent they will ask for margin
fromthe counterparties so you mght see this
happeni ng as a consequence of greater margin
requi renents of the deal ers thensel ves.
MR. CORNELI: Steve Corneli, NRG Energy.
NRG is a | arge i ndependent power producer. The
non-regul ated half of NextEra's business is very
much |i ke ours, and from a corporate perspective
we very nmuch share the concerns expressed by
Chesapeake and Next Era and ot hers that inposing an
addi ti onal nmargining requi renment on businesses
| i ke ours, in addition to the margin or coll ateral
that we already provide that we think is entirely
sufficient for protecting both ours and our

counterparties' exposure and our trades with them
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in the OTC market woul d divert cash away from
critically inportant investnents that in our
conpany we're making in clean energy projects
rangi ng from nucl ear power plant devel opnent to

el ectrical vehicle charging infrastructure and
solar investnents that we think are needed, both
for our business and actually for the U S. econony
to succeed.

But | want to go back to your question
which was -- if | understood it was about exenpt
-- about non-cleared derivatives. And the way we
think about this is there's two basic ways a
derivative could be uncleared under the Dodd- Frank
framework. One is if you all decide that it's not
ready to be noved into an exchange or if it's
cleared or doesn't need to be. The second way,
which is | think of particular inportance to all
the end-users here is even if it is that type, as
end- users the Dodd- Frank end-user exenption woul d
allow us to continue to trade those derivatives
over the counter. So what | want to suggest is in

addition to all the argunents and concerns that
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have been laid out by other end-users here and the
very appropriate questions and focus rai sed by the

prof essor from Duke, is a focus on the difference

bet ween those two categories. There may be -- and
"' mnot saying there are -- but there may be
uncl eared derivatives that are not -- not used by

end-users. That could be in a financial entity to
financial entity arrangenent that both from a
| egal perspective and a policy perspective raise
guestions -- raise the question that you asked.
And we're not prepared to say that
there's a problemthere; we're not prepared to say
that there isn't. But what we are prepared to say
Is that there is not a problemw th the other
category of derivatives, the end- user OIC
derivatives that are uncl eared because of the end-
user exenption. And really there's two reasons
for that. One is that we're already commercially
-- as the gentleman from Tl AA suggested -- we're
al ready providing collateral for our exposure and
demanding it of our counterparties. And we often

provide collateral through first |iens or asset
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backed non-cash collateral, which actually is a
very efficient formof providing collateral that
mat ches and rises and falls with the actual net
position that we're facing. W are even nore
efficient because as ot her panelists have

menti oned, we net out credit across our book and
are able to provide anple coll ateral w thout
wasting cash. So fromthat perspective it would
be redundant and wasteful to actually inpose
margin requirenents on this category of end-user
transacti ons.

And finally, it would have no real
publ i ¢ purpose because, as other parties have
poi nted out, we do not through these trading
operations or hedging practices create systemc
risk or augnent it. And in fact, in many ways we
hel p reduce it.

So for that specific category | hope
' ve answered your question. To sumup, it
woul dn't cause any additional systemc risk. It
woul dn't cause any additional firmlevel risk.

And it would divert inportant resources and | ead
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to an inefficient result to require margi ning on
that set of exenpt or uncleared transactions.

MR. DODD: Hi, ny nane is Randal |l Dodd.
Let ne -- a lot's already been said so |let ne add
sonething that | haven't heard yet that | think
needs to be said. That there is a system c or
stability issue involving margin. Margin is
desi gned to address expected | osses. Not
unexpect ed, but expected | osses. And that hel ps
make the system nore stable. |Is there are cases
I n which the [ack of margin has caused the system
to lack stability? Yes. Let ne think of a couple
t hat i nvol ve end-users.

One, very recently, about two years ago,
is AIG They were essentially an end-user. They
sold protection. They had not a netted down
position; they had a gross exposure. The
counterparties didn't require margin initially of
Al G because of its high credit rating. But when
the credit rating changed and changed fairly
suddenly, suddenly nmargi n becones very essential .

Peopl e, such as the gentlenman here from Gol dnman,
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can help ne in nore details on this part because
their relationship to AlGregarding margins i s now
pretty public and has been discussed. Wen it
cane tinme for themto ask margin fromA G A G
wasn't prepared to provide it. They had assets
but they weren't liquid assets. So pl edgi ng
i 11iquid physical assets is inportant, it's
useful, but is it sufficient? And AIG didn't have
the Iiquid assets at the tine.

And as a result, Goldman was in a bind.
If they didn't get the $6 billion fromAl G how
could Gol dman post margin to their counterparties
they laid off that risk with? Goldman had bought
protection fromAI G turned around and sold the
protection to other people. The other people now
wanted that collateral from Goldman. [|If Gol dnman
couldn't get it fromAI G where are they going to
get the $6 billion?

So when one set of counterparties
doesn't post margin, howis the dealer going to
mai ntain their book and be able to provide margin

to the next person? And that can create a chain
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reaction or a cascading kind of a problem

Now, there are other ways to solve it
other than just requiring the end-users to post
cash. It could be that, as the professor
suggested, you know, get a line of credit. And
t hen sonme ot her bank has budgeted for an energency
provi sion of cash to the end-users to provide as
collateral. Now, that's going to cost you noney.
That's true. And you guys don't want to have any
nore cost; | don't want to have any nore cost.
But the cost of doing business safely often does
involve initially higher costs. The cost of
anti-lock brakes is higher than normal brakes but
It makes the whole freeway system and
transportati on cheaper and safer. Al right? So
IS it cost effective? Yes. Does it inmediately
pose a cost to the individual? That's true, too.
And so we need to decide here what kind of |evel
of individual cost is fair to inpose to nmake the
whol e system safer and in the |long run cheaper but
in the short run you have an individual cost to

cover.
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The ot her exanple | could nention here
about the stability issue is, you know, Enron
didn't use collateral. And it had two
consequences. One, you drove out sone of the
exchange traded products fromthe market, |ike the
el ectricity contract on NYMEX, because they did
charge margin. So it created an unl evel playing
field. Two, when Enron started to get into
troubl e they quickly col |l apsed because of
essentially I think it was Skilling and Lay said
It was a run on the bank. People quit trading
with them because they knew all their transactions
wer e uncol | aterali zed.

And so again, the |ack of that
collateral or margin in the systemleft it very
susceptible. And so we need to bear that in m nd,
that this does provide a problem You guys didn't
cause a problemduring the crisis but -- and
that's true. That's great. But this kind of
situation did. And we don't know where the next
crisis is going to occur or originate from And

so we need to be thinking about those econonc
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factors as we design good public policy.

Thanks.

MR HEIS: M nane is JimHeis. [|I'm
with Noble Energy, and |I'm here today on behal f of
t he | PAA

W, simlar in that, we do nost of our
hedgi ng -- conpanies |ike Noble and | PAA will do
nost of our hedging using exclusively OIC
derivatives. And we feel that inposing margin
requi rements on conpanies |ike Noble would divert
capital away fromthe capital drilling program
And al so introduces another risk of increased
financial liquidity risk in that when as we
conti nue our hedging prograns as oil and gas
prices are noving higher and higher, which is
exactly the tinme when nore energy supply i s needed
to bring the demand-supply nore into bal ance woul d
be the tinme when there is an increased cash denmand
to us. And we feel and we urge the Conmi ssion to
clearly define who the end-users are and to exenpt
t hose end-users from posting of any margin

requi rements or fromhaving to post any cash
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collateral. Conpanies |ike Noble, we have strong
bal ance sheets. R ght now we have no posting
requirements with any financial counterparty. And
this is inportant to us. | nean, it provides us
the opportunity to really invest in donestic
basi ns where we can provi de ongoi ng effective
costs or energy supply for the country. And we
woul d encourage the Conm ssion to proceed with
rul emaki ng that allows the industry to proceed
with the current hedge practices and we think it's
| nportant to keep the noney in the business and
not in soneone el se's pocket.

Thank you.

MR. HOLLOWAY: Mark Hol |l oway from
Gol dman Sachs. [1'd like to pick up on a conment
or comments by Dan Driscoll of the NFA and the
prof essor from Duke. Qur thought is if the CFTC
and SEC and other regulators structure the capital
rules for the swap deal ers or swap transactions in
a manner consistent with the way they've
structured rules for other types of transactions

that we -- the rule set will include provisions
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addressing credit exposure and the potenti al
liquidity drains that are associated with
extendi ng unsecured credit. W obviously don't
know what those rules are yet but we would, as |
said, if history is a precedent we woul d expect to
see those sorts of provisions in the rule
structure.

Thank you.

MR. LEITNER: Tony Leitner. Listening
to nost of the subcommunities talking in the pure
commodity context, |'massociated in ny
professional life nore on the equity and fi nanci al
products side of the business, but I'd like to
cite maybe a coupl e of hel pful anal ogi es that |
draw fromwhat |'ve heard, which is -- and the
firml was fornmerly associated with becane both a
mar ket and financial internediary. And it's this
financial and market internediation that is nade
possible in large part because there are |iquid
mar kets for dealers to, in fact, nanage the risks
when they are witing over-the-counter product in

many of the areas that you're tal king about. And
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we know that these products have evol ved over tine
I n | arge neasure because of those things.

To nme, the Enron, or I'msorry, the AIG
credit derivative issue points out the question
about whet her the consequences of being in a
busi ness, whether the risks are being fairly
charged. If -- that's why capital requirenents
and collateral or margin it seens to ne go
hand-i n-hand. Should there be a one size fits all
solution to the problen? | think the answer to
that is no. There have to be for good commerci al
reasons a reasonabl e anount of flexibility
dependi ng on the market that you're tal king about.

As you get closer to markets that are truly public

mar kets, |ike equity securities, bonds, things
like that, liquidity factors and simlar issues
rai se the greatest |evel of system c concerns. In

t hese sub-nmarkets, it seens to nme one needs to

| ook at how well they are doing and whet her those
who are providing the internediation, both credit
and market, are taking into account and being --

the true cost of being in that business and those
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costs are being assessed.

The unl evel playing field that's
occurred i s because, you know, the United States
has had a set of rules with capital requirenents
and margin requirenents in nmany areas and ot her
parts of the world have not. And so we al so have
to be worried, I think to sonme extent, about the
degree to which anything that happens on the
regul atory side here may lead to arbitrage. So
bei ng sensi bl e about how you -- both the CFTC and
t he SEC approach these issues | think is very
i nportant. But making sure that risks are
properly priced and the costs taken into account
is | think part of the key.

MR WOLLMAN:  Bill Wollman with FI NRA.
We currently have responsibility for nonitoring
the financial responsibility rules for the | argest
broker- dealers. W currently do have margin
rules in place on the securities side, and those
rules are designed to instill safety and soundness
standards so that it protects not only the dealers

but also their custoners. The deal ers have a | ot
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of exposure to their end clients in the form of
bal ances they hold and security positions that
they owe. The idea of not collecting margin from
potential counterparties, we've heard two thenes
so far and | agree with them It does keep the
credit risk at the dealer, which may or nmay not be
prudent. As M. Driscoll pointed out, there are
extended risk systens in place to evaluate that
credit risk. It potentially does transfer that
credit risk to other people that don't know they
have it, such as other clients of the firm And
that's one thing that | think would have to be
di scussed and consi dered before a decision is nmade
to not collect margin fromcertain counterparties.
The other thing which is even nore
potentially problematic is the liquidity risk
because in a lot of cases the capital inpact of
havi ng two-si ded transactions may not result in
| arge capital charges but if one side -- if an
intermediary in a transaction is posting
collateral on the one side and not collecting from

another, it could create extensive liquidity
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probl ens which are really sonething that would
qui ckly develop into a problemin terns of causing
potential problens with that deal er or other
people that are dealing with them

So | don't think it's clear as to
whet her certain people should or shouldn't be
exenpted but | certainly think there are a | ot of
ot her inpacts by making that type of decision.
And certainly, you know, we've cone fromthis idea
of margin rules reducing risks so | certainly
think at a m nimum sone standard of collecting
variation margin woul d be appropriate, you know,
to reduce sone of those risks that we spoke about.

MR. REILLEY: Bob Reilley from Shell
Trading. First, I'd point out that we clear
roughly 80 percent of our OIC swaps. For the
remai ni ng 20 percent, we think there are good
reasons they are not cleared which nmainly have to
do with using our capital efficiently. But |
don't think that neans that these things aren't
carefully scrutinized. W think the banks do a

pretty good job of that to tell you the truth.
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And al so, you need to keep in mnd these
are all unsecured. Al right? W have a |lot of
collateral posted. Oher lines are secured by
netting agreenents. At |east our net exposure is
m nimzed through netting agreenents. W do think
that to the extent that there is unsecured
exposure here that it's carefully managed. This
Is a standard and tinme tested approach and | think
that it has proven to work very well, at least in
the markets that we operate in that involve energy
commodi ti es.

A coupl e of other points we think are
I mportant in this area is that, of course, clearly
we don't think margi n ought to be inposed on
transactions with end-users. W don't think it
shoul d be inposed on transacti ons between
affiliates. Netting needs to be recognized and
non-cash collateral, several different fornms, is
very inportant to us.

MR. NI CHOLAS: John Nicholas from
Newedge. W're a U. S. broker-deal er and futures

conmmi ssi on nerchant.
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And our take on this situation is, you
know, obviously we understand the inportance of
margin and reduci ng systemc risk. However, we
are also very sensitive to the issues of the
end-users. So | think what our consensus is is
that this is atinme to be creative. This is a
time to consider, as has been nentioned al ready on
a nunber of occasions, the ability to use non-cash
collateral. W think that's a critical ability of
end- users to be able to do that. And | know this
Isn't the exact topic but junping ahead a little
bit to cleared derivatives, the nonetization of
non-cash collateral through third-party banks I
think is sonething that should be consi dered.

The ot her point | think worth nentioning
IS in determ ni ng whet her the appropriate bal ance
I s struck between systemc risk and margin
requi renents, we would urge the Conm ssion to | ook
closely at counterparties' abilities to detect and
manage risk. | think there are counterparties
obvi ously that have very sophisticated systens and

the ability to detect and manage risk. And I
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t hi nk that should be one of the factors taken into
account .

Thank you.

MR. RADHAKRI SHNAN: Thank you. So no
surprise. The responses fromthe end-users is,
you know, not us.

| want to make one point. There is a
provision in the | aw which does require the
regulators to permt the use of non-cash
collateral. So it is counterplay in Dodd- Frank.
But let nme go to another point, whichis is it
appropriate for the comm ssions or the CFTC to
make a distinction between what | woul d call
financial entity end- users and everybody el se?
The reason | ask that is because if you | ook at
the clearing exception, it may be simlar in the
securities laws. Financial entities don't get a
break fromclearing. O course, the issue is what
is a financial entity. But let's say that we all
know what a financial entity is. They don't get a
break fromclearing so they basically have to

cl ear.
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But there m ght be instances where
because no cl eari nghouse wants to clear a
particular kind of swap, a financial entity wl|
end up doing a purely bilaterally deal. It's
appropriate for the Comm ssion to nake a
di stinction and say since Congress nade a
di stinction between financial end-users and
non-financial end-users, is it appropriate for the
conm ssions to inpose margi n requi renents on
financial entity end-users? Question nunber one.
Question nunber two, let's say the
Comm ssion decides not -- Commssion -- |'ll speak
with the CFTC. The Conm ssi on deci des not to
| npose margi n requi renents on end-users. Is it
nevert hel ess appropriate for the Comm ssion to
| npose a nmargin requirenent on the swap deal er,
you know, the swap deal er side of the transaction?
In other words, the swap deal er has to post
mar gi n; the end-user doesn't have to post margin.
And whoever wants to answer, you know, put up your
hand. |'ll recognize you and you guys can go.

Nobody wants to tal k today?
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MR LEITNER |I'm not sure you can
answer that w thout asking whether the financial
firmis providing a market function as well as a
credit function. |If -- because | think the
pattern has been that the -- whether or not the
financial firm before there were any regul ati ons,
was asked to provide collateral, and | think many
counterparties saw that in connection with any
swaps exposure the exposures could go either way
and therefore, there were many, | think,
counterparties that said, well, wait a m nute.

You know, you're asking for collateral fromne but
what about when |'m exposed to you? Wat are ny
rights? And nost financial firnms would say, well,
no, we're asymetric because we're al ready being
-- the costs of dealing with you are al ready bei ng
taken into account and | have capital charges and
capital consequences for the business that |'m
doing. And therefore, you' re protected because
the regulator is overseeing nmy costs. And this is
the point | was naking before, inposing those

costs. So if the pricing of the risks are
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appropriately taken into account by the financi al

I nternmedi ary, then inposing an additional

requi renment to post collateral is an additional
cost because now you have to go into the liquidity
pool, especially if it's asymetric. |In other
words, you're not collecting collateral on the
other side. If it's a purely matched transaction
and you're getting the variation in and you're
paying it out, who cares? But if it has to get
stuck sonewhere then it's asymetric.

So I'mnot sure that answers the
question but those are factors to be taken into
account. | guess in answer to your question
shoul d you distinguish financial firnms from ot her
types of end-users? | would say yes if they are
performng this market function and creating
liquidity for their end-user conmunity.

MR. CORNELI: Steve Corneli, NRG Maybe
"Il take your questions in reverse order.

So the question was if margin
requi renments were not inposed on end-users should

t hey be i nposed on swap deal ers who are on the
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other side of trades with end-users? | think one
way of thinking -- wthout going into the question
of legislative intent and, you know, it's our view
and that of many of us, that there's a clear

| egi sl ative intent that says you should not do
that. But let's |eave that aside.

Just on the nerits, so to speak, the
fundanmental issue there I think is if that
transaction, if the end-user is already requiring
an appropriate level of margin on that swap
dealer, there really is very little nerit or
rationale in terns of preventing systemc risk or
preventing an excessive sort of set of exposure
that could cascade fromfirmto firm and addi ng
nore on top of that. So what would be the --

w t hout sone clear public purpose, even if it is
aut hori zed or intended by the statute, there seens
to be, you know, no good reason for doing that if
there is an adequate bilateral arrangenent between
the end-user to take care of that problemand we
would join others in asserting that we do that.

You know, we don't take on counterparty risk
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gratuitously or in any way that we think is
| nappropri ate.

Now, going back to the first question
which is a bit nore difficult for nme to answer,
what about uncl eared transacti ons between
financial entities |I think was --

MR. RADHAKRI SHNAN: Ch, if you have,
|l et's say you have a transaction between a
financial entity end-user and a swap dealer and it
is not -- it is bilateral because it doesn't have
to be clear. No clearinghouse wants to clear it,
so.

MR. CORNELI: Right. So outside of this
end-user exenption, | think there's two | ayers of
guestion. One is really kind of inforned by the
statute, which is if thisis -- is it a mjor swap
partici pant or a swap deal er thinking that the
gui dance in the statute -- and from what we've
seen so far of the Conm ssion's guidance or
suggested rule on the definitions, a nmajor swap
participant is per se an entity that can or does

contribute to systemc risk. So if there is a per
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se systemc risk problem then it seens that there
ought to be neasures taken to address that
systemc risk and they may be involved in the area
of margining and capital or they may be entirely
ot her i ssues.

If there is no systemc risk in this but
It'"s just sinply a matter of this is a category
that is identified in the statute that you have to
attend to in your rulenmaking, it would seemt hat
It would be good to go back to like is there a
public purpose in doing this other than just, you
know, we can do it. And identifying whether or
not there is adequate bilateral, including netting
of the various positions that are taking coverage
for the counterparty risk that they're creating
anongst thenselves. |If there is, the systemis
working. |If there is sone sort of negative
externality around risk that could be piling up as
was the case wwth AIG which | think would be an
MSP in today's, you know, in your future world,
that would be all the people who are buying and

specul ating on the sane CDSs over and over again
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woul d clearly be MSPs or financial entities and
not end-users. Then it would seemto ne that
woul d be an area where you could try to de-risk
t hat .

MR. O CONNOR: There we go. So --

MR. RADHAKRI SHNAN:  Your nane.

MR. O CONNOR: Steve O Connor. A quick
clarifying question, Ananda, going to the second
point. |If a dealer has to post collateral and the
end-user does not, | inagine the scenario you're
pointing tois that if particularly a derivative
m ght have zero val ue on day one and you're saying
if it noves in the noney in the favor of the
deal er he doesn't call collateral and therefore,
the end-user isn't subject to those extra costs
that we've been hearing about. But if it noves in
favor of the client the dealer has to post
collateral. Ckay.

| think that the point nmade by M.
Leitner was correct in the sense that -- well,
there were two consequences of that. One is that

the dealers face a large liquidity call. And if
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you look to -- this is publicly disclosed in the
10 with the banks -- the uncollateralized
derivatives of the | eading market nmakers -- and it
I s mar ket maki ng here where dealers typically have
bal anced books internedi ati ng between clients, the
nunbers there get pretty large. So the average
uncol | aterali zed derivative recei vabl e and payabl e
is typically of the order of $50 billion to $100
billion at a |arge bank. So across the industry |
woul d guess that that would be, you know, a
trillion dollars of liquidity that woul d be needed
to fund those margin calls which is noney com ng
of f banks' bal ance sheets that would ordinarily be
depl oyed into the econony for |ending, etcetera,
etcetera. So that's one perhaps unintended
consequence of that.

The other is that the cost of doing
busi ness would go up, which would lead to a bit
off of widening. So if I'mpricing a derivative
where | know that in every situation where | owe
the client | have to raise debt to fund that

there's a cost there that has to be reflected. So
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t hat woul d have an enornous effect on the bid
of fer pricing shown by market makers. So | think
it would be bad for those two reasons.

MR. LEI TNER: Just one ot her quick
poi nt .

MR. RADHAKRI SHNAN: Randal |l wanted to
say sonething. Go ahead.

MR. DODD: Yeah, jut briefly. If |
under stood the question right you' re asking how to
di sti ngui sh between non-financial and financi al
end- users.

MR. RADHAKRI SHNAN:  Shoul d we
di sti ngui sh between --

MR. DODD: Yes. Should we inplicitly
t hen, you know, how to think about that. And one
thing I want to throw out that | hadn't heard yet
was that we should bear in mnd that financial
I nstitutions are going to have a lot of liquid
assets. And so the problemof not having liquid
assets to post as margin wouldn't be the sane
burden as it would be for nonfinancial end-users

t hat have physical, non-liquid assets.
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And so particularly I think if a
financial institution can post those -- their
current liquid assets in an segregated account
with the derivatives counterparty, then from what
| understand of accounting rules, you could still
report that as an asset for that firm because it's
not being refused or reapothecated because it's in
a segregated account. So that would be a
relatively or alnost negligible cost to the
financial firmto neet that margin requirenent,
unli ke there would be sone explicit credit -- line
of credit costs for the firnms wwth less |iquid
assets.

Regardi ng your question then, and it
goes back to a solution to the problemw th the
non-financial end-users, is that if we don't ask
themto post margin, then -- and we recogni ze the
concern that the systemw Il not have a bal anced
flow of margin as price novenents change in the
mar ket, then the other alternative is to insist
that the dealers internalize that relationship and

acquire lines of credit to neet their unfunded or
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unmar gi ned exposures. And that would then maybe
be nore -- an explicit price add-on to their
bilaterally derivatives trading with the end-user.
O not -- mght not be transparent but hopefully
woul d.  But that would be the other way to do it.
You know, soneone's got to pay it. |If the
end-users want to pay it then you could just --
ultimately you're going to pay it but now
i ndirectly because the dealer would be having to
bear that burden.

MR. DENI ZE: Yves Deni ze from Tl AA- CREF.
Not an energy conpany but a financial services
institution. It's primarily an insurance conpany
as doing nost of its derivatives trading.

The concern about, you know, forcing a
di stinction between financial and what the
| egi sl ation points out is comercial -- ny opening
comments | wanted to tal k about a process that
| ooked at what was actually occurring on those
trades. And so you can sinply -- you could have a
financial entity end-user that's not creating a

mar ket or is not an MSP and churning CDS, but in
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our context, you know, having sone very valid and
prudential derivative strategies that are subject
to prudent and actually vigorous regulation from
Its states and other jurisdictions, and there you
go through the sanme questions | asked before. Do
you need froma reqgulator's perspective to inpose
additional margin to a scenario where there's been
sone risk mtigation and risk assessnment? And in
many cases, the gentleman was right, we do have
liquid assets. W may be posting margin on a
bilateral basis. It may sinply not be the sane
bl anket margi n requi renent you m ght put across
all uncl eared swaps.

And so fromny perspective, personally |
woul d think that we'd want a process that really
was dynam c, that could | ook into these various
scenari os, and when you see whether you call us a
financial entity end-user or not, where you see an
end-user that is pursuing a bona fide derivatives
strategy, it's prudentially applying that strategy
wth risk mtigance and a properly calibrated

credit support arrangenent. There should be room
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to not have a -- if not an arbitrarily bl anket
| nposed regul atory cost or additional margin.

MR LEITNER. 1'mgoing to try to nmake
this fairly conplicated point sinple. But anong
the policy objectives, | think both of the
regul ators need to take into apart the two account
IS whether at least for the internediaries --
whet her you want to encourage a consolidation of
function or disbursal of function. W now have,
you know, two regulated entities at this table,
broker deal ers, and bank-owned broker dealers. |
guess you could have three. And FCMs. But then
you have, you know, traditionally we' ve had swap
deal ers. Wy have we had swap dealers? W' ve had
swap deal ers because the capital -- they fell into
a black hole. | nean, you didn't want to bring
theminto the broker deal er because the capital
charges for unsecured credit exposures woul d
basically "break the bank."

Does that nmake sense? Do we want a silo
product? | don't think so. | nean, | think that

i deal |y you would want to bring exposures,
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especially exposures that are related, into one
pl ace so that appropriate offsets can be taken
into account. So | think we have to be careful,
and | would hope that we would just keep in the
back of our mnds that siloing these issues as to
particul ar types of products or over-the-counter
versus cleared and so forth without taking into

account the rel ationships through which these

products are used and the ability to -- using one
of ny favorite terns -- portfolio margin the
rel ationshi ps and take into -- one would want to

reduce systemc risk by being able to put themin
one place and encourage it.

So while you are debating under the
statute the need to address these, you know, kind
of product, that is swaps-associ ated products, to
Mme a swap on an equity or a swap on an equity
I ndex or an option on an equity index or a single
stock future or future, they're all related. The

| dea that they would have to be done in different

pl aces or be subject to different rules is kind of

crazy.
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MR. RAMSBAY: Tony, you sort of
antici pated ny question which was, or to maybe
frame it a different way and see if there's
anot her reaction to it, part of how you | ook at
this question may depend on assunptions about who
the end party end-user is squaring off against.
Right? At one end if you have a sort of
st andal one dedi cated swap deal er --
securities-based swap dealer who is only doing
t hat busi ness, that sort of one business nodel,
our assunption, what we've sort of been hearing in
general terns fromthe |argest financial service
firms is that their preference in part, | guess,
dependi ng on how the regul ati ons shake out, is to
be able to conduct as nuch business in one place
as possible so that, you know, and certainly from
a client standpoint that has sone cl ear advantages
in ternms of netting and other things. So the, you
know, the largest firns in the SEC world, for
exanpl e, that are subject to an alternative net
capital reginme would, you know, there is sone

apparent benefits to being able to put whatever
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swap business they're conducting or
securities-based other swap business into that
entity.

How do -- one of the things | guess
we're struggling with is if one assunes in that
context that you have this, you know, sort of
fairly conprehensive integrated margi ni ng schene
that's applying to all of that business that's
conducted there, do you, you know, is it feasible
to have sone portion of the business that they
then take on subject to a different sort of
scheme? O, you know, would you have to do it on
a client-by-client basis? That is, in terns, and
we're not tal king specifically --

XXXTRACK 2 BEGQ NSXXX MR, LEITNER |
guess ny only point is that as the SEC and the
CFTC consider the rules for their own regines,
which are not entirely parallel in so nmany
respects, that an effort is made to kind of | ook
at where the requirenents of each statute can be
nmet with as nuch parallelismas possible. So, and

| think you were asked to do that under this

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

61

10

11

12

13

14

15

16

17

18

19

20

21

22

| egislation in any case. To ne it's always nade,
for exanple, sense that portfolio margining of
derivatives can be -- is kind of a different

ani mal than where you are dealing with cash market
products at the sane tine. So it may well be that
thinking in terms of function, that is is the --
giving firnms the flexibility to choose the way to
acconplish portfolio margi ning by being enabling
woul d be a great -- would be a great help. But,
you know, this is -- has less | think to do with
many of the participants in this particular
nmeeti ng whose concerns are really related to these
communi ties of comercial needs that are separate
fromwhat's going on in the, you know, the
financial markets.

MR. TOURANGEAU:. Yeah, to that point |
think I want to redirect it alittle bit and talk
about, you know, froma selfish perspective.

MR. RADHAKRI SHNAN: Sorry, could you
just identify yourself?

MR, TOURANCGEAU. Sorry. Mark

Tour angeau, Next Er a.
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You know, when we tal k about Enron or
Al G or anything like that in the context of
Frank-Dodd, | don't think either of those entities
woul d have been qualified as an end-user under the
busi ness that they were conducting at that tine.
They woul d either have been an SD or a mmj or swap
participant. So fromthat perspective | think
t hey woul d have been, under Dodd-Frank, margining
fully or, you know, on an exchange.

You know, when we tal k about the
end- user business for energy, you know, anyone who
Is qualified under an SD or MSP, it's a pretty
broad category the way it's currently defi ned.
You know, you're going to have a | ot of business
in the energy industry that's noving to cleared if
anyone falls under that, except for people that
gqualify as an end-user. Ri ght now, energy in the
derivative OIC market is a very small part of that
market. | think three percent or sonething is
what |'ve heard. So when we continue to talk
about systemc risk, I'mstruggling with the

concept of further segregating out the end-user
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busi ness to just that business and tal ki ng about
not having margi ning on there, how that's goi ng
to, you know, inpact and create nore systemc risk
or add to system c risk. Under Dodd-Frank, you're
further segregating that business out. W have a
very robust credit risk managenent paradigmin the
end- user business that, you know, we tal k about
fromthe Chesapeake perspective, fromthe Noble
perspective, fromthe rural utilities and the
co-ops, fromthe 10Us. W all have been doi ng
this for a lot of years. W allow a certain
amount of unsecured credit to be given and taken

t hrough negoti ati ons based on very dynam c and
robust anal ysis of people's credit profiles of
their business, their ratios, qualitative factors.
So, totry to cone in wth a one size fits
all-type situation for sonething that's been

wor ki ng very well, that's a very small part of the
OTC market that is getting even snaller under
Dodd- Frank, to ne just doesn't nmake a | ot of

sense.

MR HEIS: JimHeis wth Noble. I n
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addition to what Mark just said, you know, we're
all different. Sone of us have strong bal ance
sheets. Noble doesn't post any cash coll ateral.
Ot her conpani es have to post non-cash coll ateral.
Smal | er conpani es m ght have to execute through
t he banks that they have their loans for. R ght
now, you know, the posting of collateral is really
a credit issue, and the way it works right nowis
that the counterparties agree up front before any
hedge transactions are ever engaged in, and the
systemis working. You know, | hear Al G Enron,
we're in a sinple business. W need cash to dril
for energy. W don't do hedges or derivatives off
our hedges. W hedge one tine, we take it to
settlenment. So | think for what we're invol ved
in, this is a way too conplex environnment for what
we're involved in. And, you know, we think it's a
pretty -- it's hard to nake noney but it's pretty
sinple as far as a busi ness nodel .

Thanks.

MR. REILLEY: Bob Reilley. As regards

maki ng swap deal ers post collateral with
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end-users, the first thing | point out is they
al ready do depending on the bilateral agreenents
bet ween the end- user and the swap deal er. Now,
beyond that I'mnot sure that there is a good
reason as long as there is prudent credit policies
in place. And sone of the other speakers have
referred to those. So | think nay be a

requi renment that best practices credit policies
are used woul d be | ess cunbersone and nore
efficient than actually putting sone sort of

col lateral requirenent in place.

MR. O CONNOR: Sorry, just to clarify ny
earlier point. The point is absolutely correct.
We have many bilateral collateral relationships
Wi th end-users in place already. | was referring
to that first population | referred to at the
begi nning of the clients that don't post any
margin at all and that's where the big nunbers
start comng in as the deal ers have to post out on
a one way basis.

MR. RADHAKRI SHNAN: 1'd like to know if

ny col |l eagues fromthe Prudential Regul ators have
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any questions at this tine.

MR, MACCHI AROLI: Just one question. |
wanted to pursue what Dan was sayi ng about capital
| oad margin. How would you do that, Dan? W have
sonething like that built into the ANC rul es now
where we | ook at particular -- but |I'mjust
curious what your --

MR. DRI SCOLL: Well, as usual, | didn't
have anything specific in mnd, Mke. But for FCM
capital requirenents now, the exchanges all have
margin requirenents for traders when they trade.
And if an account is under margin and that margin
call isn't net, then there's a capital charge
against the FCM So you coul d have sonething in
pl ace where if there was no margin at all posted
t hat sonme anobunt woul d be assessed through a
safety factor charge against a swap dealer's
capital for that anmount. And it would have to be
det erm ned what that proper anount woul d be and
what percentage in all that.

MR. MACCH AROLI: Wuld that work, Mark?

MR HOLLOMY: That's what | was
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t hi nki ng of but then picking up on what Steve said
and what Dan said and | believe the professor,
too, earlier. Far be it for us to wite your
rules for you, but if the existing sets of rules
and the precedent of those rules persist. Wen we
sal vage the rules for swap deal ers and what ever,
there wll be assessnents exactly as Dan -- |
woul d expect that there woul d be assessnents
exactly as Dan has outlined. As fol ks have
nmentioned, if the collateralization is one way or
If in fact you just have unsecured credit, the
swap dealer would face a liquidity exposure. And
whet her or not you assess that froma credit
charge point of view, the expectation would be
that you would look at it froma liquidity point
of view and sonehow fact that into the capital
requi renments that you would i npose on the swap
dealer. But, yeah, | think what Dan is suggesting
Is what | was kind of thinking about, too. O
expecting | guess is a wrd to say.

MR. LEITNER: Just to nake the point

that this is where symretry in terns of how the

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

68

10

11

12

13

14

15

16

17

18

19

20

21

22

regul ations are crafted by the SEC and the CFTC is
very inportant. So for that kind of, you know,
are you going to forbid any uncollateralized
exposures? | don't think that's necessarily
required but | think that there should be
appropriate costs to the deal er when that happens
and they should be the sane regardl ess of which
regul atory regine we're operating in.

MR. RADHAKRI SHNAN:  Randal | .

MR. DODD: Thank you. This is Randall
Dodd. Just a quick point. Again, sonething I
wasn't hearing and | thought it would be
worthwhil e pointing out is that a | ot of focus has
been on the cost to the nonfinancial end-user
trying to post cash or other liquid securities
margi n conbined with the assertion that, you know,
there's no problemhere. The markets work just
fine. And of course it does then logically
follow, if there is no problemthen this increased
cost woul d seem unnecessary. But it's prem sed on
your assunption that there is no potential problem

in the future.
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And so what we need to think about is
whet her indeed there is a potential problemhere
and whet her the use of collateral, of one nethod
or another, a line of credit or cash, could help
both prevent that problem and help eventually
price into the nmarket that inproves stability.

For exanple, if the market were to becone | ess
liquid as it did in the earlier parts of the
2000s, that was a cost to you. And it was a cost
arising fromthe | ack of adequate
collateralization previously. It took a while for
the market to recover and to reestablish itself.
And so if the market were now to nove onto firner
grounds because it was symmetrically
collateralized, then that inprovenent, too, should
be priced in. You should get nore liquidity and
tighter bid-ask spreads, for exanple. And a nore
resilient trading environnent so that not just a
tighter bid-ask spread's day but even in the event
of turnmoil or disruption it would be a tighter

bi d-ask spread and nore reliable liquidity.

And that benefit needs to be taken into
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consi derati on because otherwi se if you just assune
there's never going to be a problem then you're
right. It's a slamdunk decision. But
considering the possibility of a problem then you
get a nore, | think, appropriate analysis of, you
know, the cost-benefit of this policy.

MR. RADHAKRI SHNAN: Bi |l Wl | man.

MR. WOLLMAN: | just wanted to go back
for a second on the capital in lieu of margin.
This ties very closely in ny opinion to the
question on liquidity as well. If one of the
I ntentions of the Dodd-Frank Act is to reduce risk
and especially reduce concentration of risk, what
| woul d be concerned about is by allow ng capital
charges in lieu of collecting margin, you' re going
to force the business into a snmaller group of
deal ers and concentrate the risk instead of
spreading it anong a wider group. And | think the
sanme thing holds with the liquidity as well. So |
could certainly see at the outset of a contract
where you're really dealing with potential future

exposure, | could see, you know, a nechani sm for
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calculating that and taking a charge in |ieu of
collecting. But certainly as | think as the
contract goes on, these other factors need to be
consi dered because you coul d have the unintended
consequence of reducing the nunber of
counterparties instead of expanding it.

MR. CHAMBERS: Elliott Chanbers,
Chesapeake Energy.

| agree with that. One of the things
that we do at Chesapeake, and |'ve heard this
around the table, is we spend a |ot of tine
t hi nki ng about how we control the risk that we
face with our counterparties. W do that, nunber
one, it's a bilateral arrangenent that we have in
our nmulti-counterparty deal. They post to us cash
In certain scenarios where they owe us a
significant anount of noney on their
mar ket -to-market for the contracts. |[|f you -- our
feeling is if you do require -- if you go to this
-- if you regulate this nmarket too strictly, that
you're going to drive our counterparties out of

the market. And one of the things that we have in
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our nmulti-counterparty deal is we have 13
counterparties. |It's by design. W could have
set it up with five and probably gotten just as
much liquidity but we didn't want to do that
because we don't want to be exposed to any one
particular counterparty by that much. So we spent
alot of tine and effort to nmake sure that we
spread the risk around our counterparties.
Sonething that |'m sure other end-users around the
tabl e can say the sane.

MR RAMBAY: Well, | thought, and Bill,
you correct ne if I'"'mwong, | thought Bill's
poi nt perhaps was if capital is your solution --
I f you take a capital charge in |ieu of margin,
then it may be the only firnms that can afford to
absorb that hit are, you know, five fanous firns
t hat have been described in the |egislative
hi story as, you know, conprising the bulk of the
mar ket at this point.

MR. WOLLMAN:  Yeah, John, that is ny
concern because | think the pool of capital is

concentrated anong sone of the top-tier firns.
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And there are others that have significant capital
as well. But if you start to allow people to take
charges, it becones too unconpetitive, | believe.

MR. LEITNER. Can | just rem nd
everybody that Dodd-Frank -- this is Tony speaking
-- that throwing a bit of a nonkey wench into
this equation through the potential for
segregation. Wen you have segregation of
collateral, by definition it's not passing
through. And so it's not that, you know, so that
the market nmaker, the internediary, who is trying
to provide, you know, two-sided markets, is com ng
up, you know, the idea that, by the way, that
there are a lot of, you know, |iquid assets even
in the nost largest firns that can't be used or
depl oyed nore effectively sonmewhere el se than
putting up as collateral, | nean, there's not a
| ot of, even in the biggest firns, a lot of free
stuff that can be posted out. So firnms wll
ei ther increase the cost to the end user.

Now, you've got to fight with the

statute but the fact of the matter is that one of
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t he reasons why deal ers, you know, try either not
to -- to make sure they get collateral and can use
it or price into the dealing relationship what
It's going to cost themto use that scarce
resource if they have to put collateral out the

ot her side, those are the things you' ve got to
worry about. \What are the potential effects on
the dealer community for followi ng through with
sonme of these initiatives.

MR. CORNELI: There's a lot of different
aspects of the whole scope of the industry that
we're tal king about in response to your question
and | guess that's appropriate because you have to
deal wth the whole scope. But | just want to go
to a point that Randall has raised several tines
which is that as | hear it is the proposition that
I n the end-user conmunity, those of us who are
posti ng non-cash collateral should sonehow be
required to al so post nmargin on top of that and
that we should be happy to do that because it wl|
sonmehow reduce bi d-ask spreads in our hedgi ng

products. | think that's flawed |ogic in a nunber
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of ways and sone of it has been said. But one
thing that hasn't been said yet is that our
counterparties do not like to take risks with us
and therefore inpose on these first lien assets
what is called a right way risk constraint which
neans that basically, you know, hedges that --
where our insolvency presents a risk to them the
positions that would lead to that increase the
val ue of the assets. And | imagine this is the
sanme for Chesapeake as it is for us and others --
I ncrease the value of the assets that we're using
as collateral and nmake -- because the increase in
val ue can be really remarkable, |ike when the
price of gas goes up if you' ve sold gas and your
exposure is to low gas prices. There is a great
deal of high quality collateral. It may not be
the sort of thing you can |iquidate today but it
Is the sort of thing that any asset market woul d
recogni ze and be able to provide funds against in
a fairly quick order.

So | think -- | think the key here from

the end- user perspective is don't nmake us
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collateralize our counterparties' trades tw ce and
don't nmake themcollateralize their trades with us
tw ce because if there's enough, there's enough.
And if there isn't enough you better, you know,
let's ook for the factual basis of it rather than
specul ating about howthis little two percent tail
of the market m ght cause sone sort of massive
financial problemlike the one we all regrettably
| ived through over the | ast several years. And,
you know, that | think is the end-user piece.

| think the other piece of this, what
|"'mhearing is kind of a simlar theme fromthe
financial comrunity here -- is there are practices
t hat adequately collateralize conpl ex trade
exposures, and those should al so be recogni zed by
you. And | think those kind of commobn sense
guidelines seemto ne to nake a | ot of sense as
you carry out your m ssion.

MR. RADHAKRI SHNAN: W need to nove to
swap dealers. So, you know, let's assune that the
transaction is between two swap dealers. | think

the statute is pretty clear. W have to inpose

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

77

10

11

12

13

14

15

16

17

18

19

20

21

22

initial and variation margin requirenents. So how
do we do it?

MR OCONNOR I'msorry. |Is the
statute clear as to initial margi n between swap
deal ers?

MR. RADHAKRI SHNAN: | believe it is.
Let's assune it is. |'msure when we put it up
for comrent you m ght disagree, but | think it is.

MR O CONNOR: Right. So this is
another interesting area | was going to raise
essentially if you didn't, but having clarity on
t hat woul d be beneficial for the market. | think
that's certainly our inpression was the statute is
clear as to initial margin being required in
dealer to client transactions, other than for

t hose end- users that are exenpt. But in the

deal er-to-dealer case, | think that there are sone
dangers there in the sense that if dealers -- if
deal er-to-dealer -- he's got the statute there --

I f deal er-to-deal er --
MR. RADHAKRI SHNAN: Let ne just read it.

SPEAKER  Okay.
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MR. RADHAKRI SHNAN: It says, and I'm
par aphr asi ng, Conm ssi on, neani ng us, shall adopt
rules for swap deal ers and nmj or swap participants
wth respect to the activities as a swap deal er or
maj or swap participant for which there is not a
Prudenti al Regul ator inposing capital requirenents
and both initial and variation margin requirenents
on all swaps that are not cleared by a registered
DCO.

MR O CONNOR Right. So there is, |
guess, a consequence of that is that liquidity is
taken out of the systemas it would have been wth
the one way out activity we tal ked about earlier.
And we have done sone analysis of that and the
anount of margin we won't have to collect from
deal ers is between $50 and $100 billion. Now, to
the degree we were doing the sane on the other
side, that's the kind of nunbers we're talking
about. That's the nunber w thstanding. So again,
across the street it's nultiples of that and gets
Into very | arge nunbers.

| would imagine that if it's left up to
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deal ers to ask for segregation, which is
contenplated in the statute and they chose not to,
then that noving of collateral around doesn't
really nmean anything in the sense I'mfromthe
same guy I'mcalling $50 billion or $10 billion if
it's, you know, |I'mgiving himthe sane nunber and
It's a wash. So that has no system c protective
consequences as far as | can tell, and in fact,
I ntroduces a hazard in the sense that if one party
in that relationship begins to deteriorate froma
credit point of view, it's likely that his partner
m ght say, well, actually now!l'd like you to
segregate that. And that causes a huge liquidity
drain right at the tinme, you know, it's al nost
| npossi ble to neet that demand.

So I'mnot sure whether the choice as to
whet her to segregate or not is a good thing to
| eave out there. Assum ng that choice is not on
the table and margin has to be segregated, again,
there's a huge, you know, dealers would have to
rai se noney often equal to the anount of the debt

t hey have outstanding, again, in the capital
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market. So that puts a nassive stress on the
system and agai n takes noney out of the econony
and puts it into a | ockbox at a custodi an
sonewhere. So there are huge uni ntended
consequences of that. Now, clearing, clearly, if
we clear to the max that alleviates that but there
will still be an uncleared population that is
capt ur ed.

MR. RADHAKRI SHNAN: So Steve's point is
don't do it but how about if sonebody tells us how
do we do it. Let's say we've got to do it. And |
respect that point. But let's say we have no
choice. And let's say because the statute says
you' ve got to do it, how do you do it?

MR DODD: Well, 1'Il take a stab. |
think one is to ook at sone of the m stakes we
made in the past by not doing it. Collateral
should be a high quality and |iquid and not,
particularly with dealers, illiquid. Collateral
needs to be adequate to address expected | osses.
It should be done on a portfolio basis, not on a

kind of portfolio invariant additive basis that we
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had with Basel | and those problens but with a
portfolio basis. And then you | ook at, you know,
the value at risk of the portfolio. Wat's the,
you know, the sane we do with the initial margin
now on many of the exchanges, they | ook at the
potential for that price to nove and the initial
margin there fromthe begi nning.

Now, with the deal ers you' ve got an
exchange of initial margin that may net out to
zero, but that's therefore not a cost to you but
still provides the stability service because it
gives them additional incentives to maintain a
bal anced book and a bal anced credit exposure
across their other dealer counterparties. R ght?
So you do that now. You have swap neets reqgularly
to managed that and you do things but this gives
you nore incentives to nmaintain that as close to
home as you can. Right? And if you succeeded at
that then it wouldn't be a problem And even
before there was a conment nade about segregated
accounts. | hope people don't have the inpression

t hat noney goes into a segregated account and it
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stays there. That's not how that works. 1In a
cl earing arrangenent and exchange you put your
noney through the segregated account into the
exchange cl earing house. You |ose noney. That
noney goes out. It doesn't stay there until you
trade out of your position. So that noney isn't
inert. It isn't idle. It is very critical into
providing the funds to flowinto the margin --
segregated margi n account of the w nners of the
transacti on.

So segregated accounts just neans that
it's bankruptcy renoved fromthe FCM and it
prevents Lehman-type of problens in the event of
bankruptcy. So if the deal ers are now, by
positing the initial margin based on expected
| oses of their portfolio derivatives positions,
then you know, you would be -- and if it kept
their book close to hone, neaning delta neutral or
maybe even a gamma such that it's delta neutral
over nultiple days, then -- and then they al so
keep the credit exposure |level across their nmjor

deal er counterparties, then there's not nuch of a
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cost here. Rght? And so | don't see why this is
atrillion dollar cost to them

MR. O CONNOR: Ckay. So just picking up
on a couple of points there. | think | agree with
you. There's no cost if there's no segregation.
But if there's no segregation but one party has or
both parties have the right to pull that trigger
at any point, that creates convexity right at the
wong tinme from you know, froma credit
deterioration point of the wounded party.

Now, we do generally run flat books.
However, a typical -- it's alnost inpossible to
run a flat book in the deal er-to-deal er market,
which is an inportant part of the nmarket
structure. So take the exanple where | do a trade
Wi th one of the oil conpanies around this table
and to offset that | don't have a natural end-user

to do it but Mark has one on the other side. Then

Il wll lay ny risk off with Gol dnman Sachs and t hey
will do atrade with their client. [I'mclose to
honme. |'ve got a flat book. [|'mdoing the right

thing, especially in the Vol cker-era, not taking a
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huge market risk position there but on that

deal er-to-dealer trade | m ght have a huge ri sk,
which is -- would drive -- and the nunbers | threw
out earlier were based on a portfolio, sort of our
styl e approach. W assune the market wll be able
to get its arnms around that pretty easily. But
still, there won't be, because of the nature of

mar ket making, there won't be the opportunity to
keep those deal er-to-dealer portfolios flat.

MR. LEITNER. By the way, just, | may be
the one guilty for creating the confusi on about
segregation. Wat | was tal king about was if in
t he over-the-counter context you have triparties,
that's the kind of collateral that gets stuck.

MR. DODD: If | could just respond
briefly. Mrgan Stanley's derivatives portfolio
with Goldman is probably $5 trillion. And so if
you just look at two trades it | ooks hard to keep
it close to hone in terns of your counter --
current credit exposure with your counterparties.
But if you take the whole derivatives portfolio,

over $5 trillion worth of transactions, you know,
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that's a lot nore fluid and a I ot nore fl exible.
So you may be inbal anced with energy but you nay
be i nbal anced or you coul d becone inbal anced in an
opposite way with the equity or currency or
sonething else. So the possibilities for doing
that | think are nuch greater than that pure kind
of commuodity.

MR. O CONNOR:  Yeah, | agree. Sorry, we
were talking in the conversation here. | agree
t hat over, you know, a |large portfolio and across
many asset classes when hopefully we can get a | ot
of these under the sane | egal netting agreenent
bet ween asset classes. You get enornpus
diversification benefits. However, trying to
manage the VaR in a deal er-to-dealer portfolio is
very -- Il've tried to do it. [It's very, very
hard, particularly when you have cl eared trade,
you have exchange trader trades, and you have
end- user uncl eared and deal er uncleared trades in
the sanme risk portfolio. [It's alnost inpossible
to nove the dial if the specific intent or the

only intent of a trade is to nove the dial on that
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portfolio. The risk is what it is typically.

MR. NI CHOLAS: John N chol as, Newedge.
| think deal ers can nmanage ri sk in a nunber of
ways that we've tal ked about obviously.
O fsetting swaps, for exanple, is one of the ways.
A mat chbook, if you will. Collecting margin is
anot her way. But one of the other ways | think
that a dealer will often ook to manage risk is to
establish essentially an econom cally neutral
proprietary hedge in the securities or the futures
markets. And | think that it's inportant to take
I nto account that in certain circunstances firns
are required to take a substantial or even
conplete haircut in the future or the securities
side, and I think that this is keeping certain
firms out of the swap arena, if you will, which is
not consistent with Dodd-Frank. | think
Dodd- Frank wants an open market with as many
participants as possible. So I would just urge
the comm ssions to consider, you know, when you do
have a proprietary hedge on the exchange side that

it receives sone haircut relief versus the
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over -t he-counter swap.

MR. HOLLOWAY: Mark Hol |l oway from
Gol dman Sachs. Responding to John Ransay's
request for suggestions, there nay be a precedent
in the rules today that is a useful precedent in
this context. That is wthin the SEC s rules we
have one segregation requirenent for our custoner
base as that termis defined in the rules and
anot her segregation requirenent simlar but wth
sone inportant differences for the broker-dealer
community. And | think that the suggestion woul d
be to consider sone types of flexibility when you
structure the segregation requirenents for swap
deal ers and security-based swap dealers in the
future, there's a tendency | think for sone people
I n the broker-dealer community to think that the
SEC requirenent for swap dealers is likely to be
very, very simlar to what is currently in place
in the futures world. Steve and others have
rai sed sone comments about how that could be very
probl emati ¢ dependi ng on how margin fl owed and who

decided to what. But | think there may be sone
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flexibility just exenplified in the differences
bet ween those two segregation requirenents that
possi bly woul d be useful here. W've got a |ot of
different variables that we've nentioned today in
terns of nature of counterpart and so on and so
forth, but it may be worth a | ook.

MR. RADHAKRI SHNAN: W al so have to
pronul gate requirenents with respect to variation
margi ns. Any thoughts as to how we should do it?

(No response)

MR. RADHAKRI SHNAN: No t houghts
what soever ?

MR O CONNOCR  Well, no, | think there's
been a lot of focus on this recently at |SDA and
| SDA has a group working with the d obal
Supervisors Goup to inprove bilateral coll ateral
margi n arrangenents in the area of dispute
resolution. So, it's very inportant.

| think that the nmarket though,
certainly fromny point of view, is generally in a
good place in that the bilateral arrangenents

you' ve been hearing about, parties exchange

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

89

10

11

12

13

14

15

16

17

18

19

20

21

22

valuations daily, and there are best practice
standards that call for daily variation margin to
be noved, which just spending a second on that,
what happens there is that the portfolios are

val ued every day using a conbination of inputs and
nodels, and | think parties typically have evol ved
to the state whereas di sputes between trade
valuations are a fraction of what they were years
ago, and there are now better nechanisns for
dealing with disputes between those val uati ons.

So, the portfolios are valued every day
conpared to thresholds. Any exposure that is not
covered by margin on that day will result in a
call or a return of margin, and | think, in
general, the process seens to work quite well.
And in ternms of how and what extra rules you woul d
| npose, | think one thing to do mght be to ask
for subm ssion by | SDA, for instance, to |ay out
the best practices and build sonething around
t hat .

MR. LEITNER: Steve's actually rem nded

nme that there are two fundanental ways that you
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can approach the regul ation on both of these
topics. They're not nutually exclusive, but they
are different. Qualitative or quantitative. Are
you going to inpose nunbers or are you going to
provide for flexibility based upon neeting
criteria?

The SEC has sone experience in doing
that with the OIC derivatives deal er that was kind
of a unique aninmal, but the permssion for a firm
to establish one of those was based on neeting a
nunber of criteria. Do you have adequate nodels;
do you have adequate ri sk managenent practices in
place? All the things you do based upon the
conclusion that ultimtely you were providing a
financial internediation role as well as a market
I nternedi ation role, and, therefore, you could
t ake on secured credit, but the haircut was based
on your evaluation of the counterparties, so, you
had be able to group credit counterparties, and,

I n that case, you could have sone flexibility in
ternms of whether and how nmuch initial or variation

margin you took. | think that approach nakes a
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| ot of sense, but it's one way to do it, and it's
potentially preferable to one size fits all
numeri c requirenents.

MR. WOLLMAN:.  The only counter-argunent
to the one size fits all is one size fits all is
predictable, and | believe that Steve nentioned it
before, that just when you need the
coll ateralization when sonebody's credit
deteriorating is the least likely tinme when they
can collateralize their exposure. So, that
preci pitates problens, and it's al so unpredictable
even if they can because the users of these things
have other commtnents, and if they can't predict
what their margin is going to be, because there
could be a change in the nethodol ogy used by the
deal er whether to evaluate whether to collect or
not, it just could be problematic due to the
unpredictability.

And the other issue that Tony raised
about the derivatives dealers, ny only concern is
that the derivatives dealer was really segregated

fromany other clients. It was all derivatives
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counterparties, and as we nentioned before, there
may be, dependi ng on how sone of the capital and
other rules flow out of this, a consolidation of
this business into entities that have significant
exposure to futures custoners and securities
custoners who have nothing to do with this
busi ness, and ny fear is that you reduce investor
protection by | eaving that uncollateralized
exposure. So, | knowit's not the popular view
MR. DRISCOLL: So, I'ma firmbeliever
I n that sone of the best regul ations that have
ever been witten have been done by finding out
what the best practices are in the particular
I ndustry and basically nmaking those into rules of
sone sort. And the two ways to do that are to
have one nodel or to allow different nodels, but
with certain standards that woul d be enforceable.
So, best practices are great, but when push cones
to shove, you have to be able to enforce those,
and, so, that if you could cone up with particular
traits, particular things that would have to be

taken into consideration in determ ning what the
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mar ks are, what the margins are, | think that
coul d work, and perhaps over tine what woul d
happen is that the industry would find it nore
effective for business purposes to try to cone

t oget her and perhaps not have 20 different nodels,
but to have one consi stent one.

MR. RAMSBAY: | guess that sort of begs
the question, is that practical for this
particul ar kind of business, and certainly, there
are nore standardi zed ki nds of nodels that have
been used for certain kinds of positions, and it
doesn't nmean that new things can't be devel oped
t hat coul d.

A separate question, | guess, is is
there sonething that can be reliable enough at
this point that we could rely on? | nean, | guess
when you're tal ki ng about sone of anticipates or
junps ahead a little bit into the discussion that
we're going to get into in the second half on
capital, but, arguably, if you rely on firm
proprietary nodels for capital purposes, then,

arguably, you ought to be able to rely on themfor
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mar gi n pur poses, as well. Maybe plus sonme sort of
safety factor. Does that create sone kind of
conpetitive issue?

It seens |like a ot of these questions
sort of draw back to what kind of conpetitive
environnent are we creating because if you allow
firmproprietary nodels to work for all of these
pur pose, there's probably a relatively snal
circle of firnms that are going to be able to nodel
an appropriate degree of sophistication, arguably,
unl ess, again, you allow sonething that's nore
sort of standardi zed. Yes.

MR, RADHAKRI SHNAN:.  Yes?

MR. DODD: This is Randall. Let ne
address that concern with the capability in that
|"ve net with the | eaders of TriOptim, and
they've got a software that they claimto ne has
been adopted by 98 percent of the industry, but
which they're already used to face off agai nst
each other at the end of each day to cal cul ate
variation margin. Al right. And, so, in that

sense, that's as conplicated a problemas using a
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portfolio margin in |ike SPAN to cal cul ate an
initial margin. But after the end of the day,
once market prices have been established, in nost
I nstances, then this product, which is already
bei ng used throughout the industry, is apparently
al ready quite effective in handling the variation
margin. And, so, that's what you m ght consider a
best practice now, but | thought it's worthwhile
addi ng the point that you want to nake sure that
best practices are al so an adequate practice, and
this sounds |ike a good exanple where it woul d be,
but, also, you' ve got to think about when the
actual variation margin paynent is nade.

One of the problens we've had in
cl eari nghouses is they didn't have automatic
paynent mechani sns, and one partici pant would
delay their paynent in, and that woul d cause a
crisis at the clearinghouse. This was as recently
as 1987. And, so, now they've gone to automatic
paynent systens where you know the paynent's
comng in by 10:00 a.m, and, so, you can net out

and transfer. And, so, again, depending on what
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| SDA conmes up with, that m ght be sonething you
want to require as opposed to you nerely want to
advi se that these daily paynents are nade
automatic in a way that the dealers can rely on
the inflows to neet their outflows, because,

ot herwi se, there's a credit-paynent m smatch, and
there's a serious potential problemthere.

Pardon nme if | m sunderstood you, but it
seened al so sonetines the discussion got a little
bit confused between whether we're now tal king
just about variation margin or initial margin, and
the initial margin | think is the one that's nore
operationally chall engi ng because of the need to
rely on SPAN or sone other portfolio margining
cal cul ation and whether we need to either go to a
singl e nodel that everyone coul d adopt and use or
whether we're going to rely on individual firms
nodel, and if we rely on individual firms nodels,
what the guidelines are going to be about the use
of past data, about whether it's weighted equally,
whet her these initial margin requirenments wll

have seasonal factors to concern thenselves wth,
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whet her they're going to concern thensel ves wth,
where the market is at because we've had a boom
for the |ast year or has it traded flat, and

whet her it's going to include these kind of
factors and that we haven't had to deal with as
regulators in the past. W've had a rather sinple
approach, | think, in the past to setting margin,
and once we start dealing with OIC, retaining OIC
positions that aren't always liquid, then it
beconmes a nmuch nore challenging task to set the
gui del i nes on which either the common or the

I ndi vi dual nodels are going to have to neet in
order to pull that off.

So, pardon ne if |'ve gotten ahead of
you, but | just wanted to throw that out there
before we | eave the point.

MR O CONNOR  Sorry, yes, sOo, just to a
point on the nodels, | think it would be quite a
chal | enge to deploy kind of industry standard
eval uation nodels into the system And froma
pragmati c point of view, you' d only really be able

to do that for sort of vanilla liquid stuff, and
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that's not where the disputes arise. So, it's
quite in what you're trying to achieve.

Just for clarification, the Tri Optinma
thing nentioned earlier, that's not a val uation
nodel, that's where deal ers used their own nodels
and then send in valuations on a trade-by-trade
basis, and it's a good systemand we use it, but
It doesn't value the trades. [It's an automatic
upl oad of trade valuations, and then it cones back
and tells you okay, with this dealer, you' ve got
these differences or with this client, you've got
those differences. There's no algorithmec
valuation in there, it's just a conparison tool.

MR. RADHAKRI SHNAN: | want to ask a
guestion about the use of non-cash collateral.
The statute directs the regulators to permt the
use of non-cash collateral. But it has to be
consistent with preserving the financial integrity
of the markets tradi ng swaps and preserving the
stability of the United States financial system
Any gui dance as to what types of collateral the

regul ators should permt given those objectives
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that are in the statute? Should it cash and
treasuries and nothing else? Should it |eases of
gas and oil and so on?

MR. CHAMBERS: This is Elliot Chanbers,
Chesapeake Energy. Going back to our nulti
counterparty deal, it is in the form of
(i naudi bl e) properties, as you nentioned, and we
think it works fine.

Wth respect to the representative from
NRG we feel that the way we've set it up is the
right way risk nodel, neaning that if a trade that
we have on an OTC derivative goes agai nst us by
$1, relationally, the collateral we've posted w |
go up by $1 so that they're noving in | ockstep
upwards. W think that nodel works fine. |'m
speaking solely for the energy industry, where we
have that benefit of the collateral matching the
underlying OTC contract. |'mnot sure what to do
wi th other end users that don't have access to
that type of collateral.

MR. CORNELI: And I'Il just say that the

easy way to conply with that, although it's not
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only the partial way, is through the end user
exenption and you don't have to actually do it
because you just let us keeping doing it, and that
works very nicely, and it's an incredi bly easy and
efficient solution that conplies with the law in
part. Now, | think the law is al so about where
for trades outside of the end user exenption, you
shoul d al so all ow non-cash collateral, and | think
that is a tougher nut to crack because the reason
It works so nicely in the OIC market is because
It's not sonething that any counterparty will do
with any other counterparty; it's sonething that
satisfies, given the nature of the transactions,
the web of transactions that are in the whole

val ue chain, and the awareness of the
counterparties, it works for counterparty A

agai nst counterparty B's oil and gas assets or
power plants or whatever asset to actually provide
this right way risk collateral. So, | think that
it's a great question. | think the trick, and
maybe ot her peopl e have better ideas about this

than | do, is to figure out howto mnimze the
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transaction costs associated with taking it out of
that naturally efficient transaction environnent
and putting it a nore centralized environnent.

MR, RADHAKRI SHNAN.  Yes?

MR. TOURANGEAU:. Mark Tourangeau. |
just wanted to add to that that | think |I've read
sonewhere that there is the thought that first
i ens would be kind of one size fits all for
energy, and | want to second | think what M.
Wasson said that that is not allowed in certain
areas of the utility practice due to the
regul atory environnent or even in the non-regul atd
area. Those |iens nmay al ready have been granted
via financing or a financing hedgi ng structure,
and, so, | just want to nmake sure that when we
tal k about non-cash collateral, it should not be
prescriptive; it should be based on, again, the
best practices already established in the industry
for a wde range of high-quality assets.

MR. O CONNOR: A quick deal er
perspective on that. | think that (inaudible) of

the policies and procedures and prudent risk
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managenent and within that context, | think
flexibility should be provided for, and,

therefore, I think coal in the ground or oil under
the sea of buildings with the appropriate | egal
due diligence and the appropriate haircut and
considerations as to whether those collaterals are
the right way or the wong way, vis-a-vis the
portfolios under consideration, | think if you can
get through all of that then those types of assets
are valid collateral in the use in the nmarket
today and there should be a place for them going

f orwar d.

MR. LEITNER  Just fromwhat I'm
hearing, it looks like the differences to draw the
di stinction between the functional equival ent of
cover, like I'm (inaudible) against the box. |
al ready own sonething, and |'mcreating a pure
hedge against it, that's the easier issue to deal
with than illiquid collateral when it's not of the
sane asset class as what you're dealing with. So,
| like the idea of |ooking to best practices in

t hose comunities where the hedging is, in fact,

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

103

10

11

12

13

14

15

16

17

18

19

20

21

22

an end user type hedge, and trying to validate
them so you can get on with the tougher questions.
MR. RAMSAY: Before we |eave the topic
al t oget her, and now we've gotten the end users
sort of back in the discussion, there was a
guestion that | wanted to raise that all of this
sort of a question raises for nme, which is
Dodd- Frank generally, we think, calls on the
regul ators to encourage cl eared busi ness,
m gration of business to a cleared environnent to
the extent possible. Wat |I'mhearing froma | ot
of the end user community, at |east represented
here, is that, obviously, in a cleared
envi ronnent, margi ns can be posted one way or
another by definition, it has to be, and, so, what
|"'mhearing in terns of the evolution of the
mar ket, what |'mhearing fromthe end users
represented here is that, tell me if |'m wong,
the expectation is that they would expect to
continue to clear a large portion, the bul k of
their trades in an un-cleared basis, and maybe

t hat cal cul ati on depends on how t he cl eared market
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devel ops, but I'minterested in any sort of
general thoughts about that.

MR. WASSON: Russ Wasson with the
Nati onal Rural Electric Cooperative Associ ation.
For about the past 15 or 20 years, the Commttee
of Chief Risk Oficers for the energy industry has
been devel opi ng very robust and flexible
princi pl es-based ri sk managenent practices, and
t hose practices have served us exceptionally well.
The energy industry has trenendous nunbers of
transactions, and we believe that those
princi pl es-based ri sk managenent practices are the
way that you should go and | ook at end users
particularly in the energy industry because, from
our point of view, if it's not broken, you don't
need to fix it.

MR, TOURANCEAU. And, actually, to be
clear, there are segnents of our business that
rely al nost exclusively on cleared or exchanged
mar ket s at NextEra, and then there are other
segnents that rely al nost exclusively on the OIC

mar kets, given the fact that we can get unsecured
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credit lines fromdifferent dealers in order to do
our hedging. So, when we go out as an end user to
a hedge for our natural gas needs, because Florida
Power and Light is one of the |argest burners of
natural gas in the country, we are taking

advant age of those unsecured credit |ines because
that affords us the best prices in the marketpl ace
whi ch then get passed on to our custoners. So,

| osi ng that would be a cost that would then be

I ncurred back to our custoners at the utility

| evel .

MR. CORNELI: In our conpany, we have a
first lien facility conceptually very simlar, |
think, to M. WAsson's conpani es that we use for
hedgi ng about 80 percent of our base | oad power
production. Al nost everything el se that we hedge,
which is significant, we hedge on an exchange
cleared basis, and we don't anticipate there being
any change in that, any desired changes in that,
or really any even feasible changes in that under
Dodd- Frank, assum ng that the end user exenption

wor ks the way that we've basically di scussed here
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and that we understand the structure of Dodd-Frank
to call for and permt.

MR HEIS: And just to be clear, Noble
Energy, we clear nothing. W transact 100 percent
of our hedges in the OIC market. They're all wth
t he banks and our credit facility, and we do no
specul ative or proprietary trading. Every
transaction we do is a pure hedge.

MR. WOODARD: And, again, just from
anot her end user, again, Wllians is a large
natural gas producer. | think we're simlar to
nost around the table here. W use the clearing
mar ket for a large, |arge percentage of our trades
right now. Again, it's just specific facilities
we have set up for our production and to limt
risk as far as netting and offsetting credit with
our physical business that we do OTC, and | don't
see that changi ng.

MR. RADHAKRI SHNAN:. All right. Wll,
t hank you very nmuch. W' ve got to cone to an end
to this portion of the panel discussion. It was

very spirited, and | really appreciate all of your
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observations and comments and contributions. |'m
going to take a break, 15 mnutes. There's a
cl ock back there. So, let's be back at 3:15.
W'l start off with the next panel for capital.
Thank you very nuch.

( Recess)

MR. RAMBAY: All right, so, we'll have a
nore intimate di scussion group for the second half
dealing with issues involving capital and capital
requi rements for swap deal ers and securities-based
swap dealers. | guess as we did before, if maybe
It would nake sense to go around the table and if
peopl e could introduce yourself and which firm
you're wth, say starting at this end.

MR. MATTONE: Ral ph Mattone, Nonura
Securities.

MR. REILLEY: Bob Reilley for Shell
Tr adi ng.

MR GLLIS: TomGllis, Newedge USA.

MR. SILVA: Ral ph Silva, Goldnman Sachs.

MR. DODD: Randall Dodd, fornmer CFTC

staff and fornmer Financial Policy Forum
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MR. VI SWANATHAN: Vi sh Vi swanat han, Duke
Uni versity.

MR, TOURANCGEAU. Mark Tour angeau,
Next Er a Ener gy.

MR. NEWVAN:  Tim Newran with WIIlians.

MR. DRISCOLL: |'m Dan Driscoll from
Nati onal Futures Associ ation.

MR. COLLINS: JimCollins, JP Mrgan.

MS. DIAZ: Thelnma D az, CFTC

MR SMTH. Tom Smith, CFTC.

M5. SCHWADRON:  Margot Schwadron, OCC.

M5. REA: Laurie Rea, Farm Credit
Adm ni strati on.

MR. FRENCH. George French, FDI C.

MR. HEMPHI LL: M ke Henphill, Federal
Housi ng Fi nance Admi ni stration.

MR. LYNCH  David Lynch, Federal Reserve
Boar d.

MR. RAMBAY: So, | guess maybe it woul d
make sense to kick off the discussion sort of
taki ng over fromwhere we left off with the

di scussion of margin and tal ki ng about the
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nodeling of capital in this case, and | guess |'|
start off at just sort of a sinple level, which is
one could question the extent to which regulators
ought to rely on nodels for this business or the
extent to which or how heavily to rely either
because of concerns about the perfornmance of firm
nodel s or the ability to deal wth the financi al
crisis or for other reasons or perhaps just
because of questions about the practical ability
to oversee the performance of nodels and nonitor
their performance just in a supervisory sense and
the resources that that mght require. |f you
don't permt firns to nodel, then | suppose you
have to have sone kind of alternative, which woul d
traditionally at least in the -- pardon ne?

M5. DIAZ: Onh, |'msorry.

MR. RAMBAY: Sorry. Traditionally, the
SEC s net capital at |east has inposed pretty
heavy haircuts for these kinds of positions, which
nmeans that it's been practically difficult or
| npossible to do the business through a regul at ed

entity. So, | guess I'll start off there, either
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w th peopl e who have a particular stake or with
particular firnms on how both the extent to which
why regul ators ought to feel confortable, if they
should with firnms' ability to nodel this business,
and are there any alternatives that woul d nake
sense?

MR COLLINS: It's JimCollins fromJP
Morgan. |'d just nake a few comments on the
nodel s and where we see themto be effective,
certainly as opposed to standard haircuts.

| think the view, if you | ook at the
nodel s, is that they are nuch nore effective at
recogni zi ng hedges for capital purposes than
standard haircut rules are, and actually provides
an incentive for firnms to hedge. You put a
position on, you hedge it, you're going to get a
| oner capital requirenent than a standard haircut
or a grid-like approach m ght give you. So, |
think that certainly points to benefits and
nodel s.

And, al so, another point to make is that

as we're going along and there's going to be nore
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reporting on derivatives going forward, | think
it's going to provide a |ot nore price
transparency for derivatives, which will be better
for nodels overall, and their ability to
adequat el y account for risk.

So, certainly, those are a coupl e of
benefits for nodels. And you have to renenber
al so when you use nodels, often or at least in the
rules that we've applied, whether it be Appendi x E
of the FCC s net capital rule, also known as the
alternative net capital rule, it's not just nodels
alone, it's what you do wwth it. Do you have
add-ons, specific risk add-ons or other types of
add-ons that are mandated by a regul ator on top of
that, on top of just what the nodel provides you?
It tends to be, we feel, a better approach to
overall risk and capital than just taking a
standard haircut type of charge.

MR. MATTONE: Hi, Ral ph Mattone, Nonura.
| have to agree with Jimthat the nodeling does
make a little nore sense because sone of the

entities that we have right now that we do apply
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the nodels, and if we were to apply standard

hai rcuts, it would al nost nmake it prohibitive to
be in that business because of the volune that we
do and so forth like that. And our credit
departnent does rely on these nodels to nmake sure
that the counterparty credit exposures within
certain limts and certain guidelines that we have
set, | think nodels is the way to go.

MR. RAMBAY: ['m sorry.

MR. DODD: Yes, the other part of your
question, | thought, was how would you nonitor the
performance of the nodels, if |I'mnot m staken,
and | just wanted to suggest there are sone
exanples wth the SEC wth your own broker-deal er
lite rules, where you back test the nodel and you
| ook at howit's performed in the past and nake
adj ustnents and penalties if there's been errors.

But | wanted to also throw out one
experience | had from | ooking how other countries
handl ed sonme of these problens is that in the case
of Chile, for exanple, the governnent produced its

own nodel and gave it away, and then they update
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it, and, so, what this creates for many firns is a
m ni rum standard for the quality of your

eval uati on nodel s because at |east the smaller
firme wll take sonmething for free that they know
the governnment will agree with, right? And then

i f you want to exceed that with your own private
nodel that you say is better, then you have to

| ook at back testing and other ways in order to
nmonitor it.

So, that's one way to go about it. That
you could, in that sense, get part of the market
wi th the standard nodel because it would be the
done that would have the price to nanage.

MR. RAMSBAY:  Yes?

MR. DRI SCOLL: Dan Driscoll from NFA.
One point I'd like to nake, and |I'm not opposed to
t he use of nodels, at least to a certain extent,
In the area of capital, one reason the haircuts
under both CFTC and SEC rul es don't necessarily
wor k, that precisely in sone areas now i s those
hai rcuts have been on the books for years and

years, sonetinmes before even these products were
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actually traded. So, | do think that to the
extent that haircuts are necessary here, perhaps
it's a good tinme to take a | ook at sone of those
haircuts and try to determne if they're really
comensurate with the risk.

MR. VI SWANATHAN:  Yes, | want to kind of
chime in wth Randall a little bit on this. |
think it would be a m stake to have
non- st andar di zed nodel s over | ong periods of tine.
| think many of these nodels are well understood
wth the Wall Street comunity; there'd only be
difference across firns. Probably there should be
a process |ike open (inaudible) software where a
standard nodel is accepted, back tested, and, over
time, if there are changes, a new nodel is used.
| think it's inportant for the regulatory to be
i nvol ved and to sone extent at least in
under st andi ng what nodel s are used and what the
I nplications are because, in the end, nodels are
not markets, and we know that, at tines, they can
make m stakes. So, it's inportant to understand.

MR. RANBAY: | think some of the
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coments people just nmade sort of raises the
question nore distinctly about when we tal k about
nodel s, are we tal king about individual firm
proprietary nodels versus things that are nore
standardi zed. And it probably depends on what

ki nd of business you're tal king about, right?
We've got what we refer to as the alternative net
capital firnms, who are doing a | arge range of
busi ness, and to the extent that swaps and
securities based swaps business m ght be done in
the sane entity, and, presumably, those
proprietary nodels mght be able to take account
of that, as well.

From a reqgul atory perspective, and we're
used to | ooking at those, requl atory perspective,
| guess, we don't know who's likely to conme in the
door once all of these various rules are adopted,
and, so, if anybody has any intelligence on who's
likely to cone in the door, it mght be
i nteresting to know, but | guess beyond that, it
Is what's the practicality of relying on nore

st andar di zed sorts of nodels for people who may
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cone in looking to focus on this particul ar

busi ness? |f anybody has any foll ow up thoughts

on that.

MR. TOURANGEAU. Well, are you talking
about when soneone cones in the door -- sorry,
Mar k Tourangeau -- as in a non-financial swap

deal er that gets designated under Dodd-Frank as a
swap deal er?

MR HEIS: Wll, you say
"non-financial."” |'mbasically saying anybody who
cones in looking to register as a swap deal er.

MR. TOURANGEAU. Sure. So, there may be
t he chance that soneone that | ooks |Iike NextEra
that has two busi nesses, one end user utility,
anot her nore of a nerchant energy, could be
designated as a swap dealer, but we're strictly a
non-financi al conpany, so, the reg capital nodels
t hat have been used for financial conpanies wll
not work for us because we're an asset-heavy
security lite type financial or non-financial
conpany, so, when you tal k about Tier 1 or Tier 2

capital for soneone like us, it just doesn't work,
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or we don't have a lot of current assets that can
qualify under a reg cap nodel.

So, we're going to have to | ook at
different ways to define what's a well-capitalized
swap deal er for a non-financial, and one of the
ways that | think you' re going to have to | ook at
very closely is | ooking at guarantees going up to
t he hol di ng conpany or the parent and nmaki ng sure
that that would qualify as sufficient capital to
capitalize that non-financial swap deal er.

MR. REILLEY: Bob Reilley. | couldn't
agree nore. This area, we definitely need sone
flexibility. A large nunber of entities that
traditionally haven't been regulated in this way
may be in the future, and the approaches when used
in the past just won't fit a nunber of other
conpani es, including energy commodity nerchants.

MR. MACCHI ARCLI: | was just wondering
i f (off mke) had any idea, on John's question,
how many people actually will register as deal ers?
Is there any notion at all? W don't have,

frankly, any way to ascertain that.
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(No response)

MR MACCHI AROLI: No?

MR. RAMSBAY: | guess one ot her question
Is sort of at a crude |evel, obviously, regulators
have to try to figure what sort of capital levels
will be -- what to require in terns of m ninmum
capital requirenents.

If you | ook at our side of the |edger at
the broker-dealer lite regine, which was
referenced earlier, just as a nodel or a reference
point, | think the requirenents for those entities
are roughly $100 mllion in tentative net capital,
$20 mllion in capital requirenents, and then sone
other sort of bells and whistles. | guess,
arguably, one would start off wth the assunption
wth -- and, again, those are entities that, by
definition, are not holding a book of custoner
busi ness.

So, the question is: |[If you have
entities that are dealing directly with custoners,
you need to take account of them One m ght argue

you woul d start off fromthat sort of |evel, but,
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presumably, want sonething nore than that if

you' re concerned about the fact that there's a
custoner business involved. | guess the issue it
rai ses, the tension here froma regul atory
perspective is obviously the higher the capital
requirenents, the | ess potentially conpetitive,
the nore you close the door to potenti al
conpetition within the industry. So, if you're
tal ki ng about net capital |evels of $20 m | li on,
$50 mllion, or up as a mninmum what reaction do
peopl e have to that? Wat issues do they think
that presents, if any? Does that unnecessarily
limt conpetition?

MR. COLLINS: It's JimCollins. | guess
you woul d be referring to what type of activity
those entities do, right? |If you deal with
| ar ge- scal e broker-deal ers, |ike nmany of us have,
that have a | ot of custoner activity besides
derivatives init, we're dealing with nunbers nuch
| arger than even the broker-deal er requirenents.
So, | guess you really have to | ook at what the

business is, and if it's only derivative ri sk,
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then it's probably figure out where you're
confortable on a pro-ration scale, but as you get
up in terns of dealing wwth |arge custoners, |

t hi nk you have to make sure that you al ready have
firnms that are subject to very high limts. |If
you now set lower limts, then there could be sone
conpetitive di sadvant ages.

MR. MATTONE: Ral ph Mattone from Nonur a.
| guess not really questions | have, but if you
woul d al l ow these entities to have nmultiple
registrations to be a swap dealer and a
securities-based swap dealer, it would determ ne
what's the mininumlevel that's going to be set
because the CFTC has their mninmm say roughly 8
percent, and then the SEC woul d have their
m ni mum and by having two different m ni nuns
woul d really determ ne how nuch they coul d put
Into that type of entity.

MR. REILLEY: Bob Reilley again. W
really can't answer your question until we
under stand what regulatory capital is. So, it's

possi ble to say how much is the right anount if we
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don't even know what we're tal king about. For
exanple, are we just tal king about common equity?
And, if not, what would be added to it and taken
away fromit?

MR. RAMBAY: Well, again, | nean, |
think if we are relying on the traditional schene
In the securities area, you' re tal king about a
comon equity, subordinated debt, subordinated
according to certain requirenents and paraneters,
but presumably, relying on the sane schene. So, a
fairly conservative definition of what woul d be
able to count towards capital. | think is where
we start off as an assunption.

MR DRISCO.L: It's alittle bit apples
and oranges, but the CFTC and NFA has been dealing
wth retail FX dealers for several years, and the
capital requirenents have gone steadily up over
the years until they're $20 mllion now, that's to
get in the door. And NFA, our view has been that
to truly be a deal er, you have additional risks
t han you woul d just being an agency broker in the

securities and futures markets.

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

122

10

11

12

13

14

15

16

17

18

19

20

21

22

So, | agree that there's a big issue
about which of your assets count as good assets,
which is a lot of the firns around the table woul d
be the issue they have. But | would think you
need just an absolute dollar capital requirenent
much hi gher than you would for an FCM or a
br oker - deal er.

MR. RAMSBAY: | guess anot her question,
which we talked a little bit about in the | ast
di scussion was the extent to which, and this ties
in to capital requirenents, whether firns
anticipate that they would be conducting busi ness
t hrough, where possible, existing firns through a
regul ated broker-deal er/ FCM or existing regul at ed
entity versus creating and capitalizing a new
entity.

Does anybody want to venture, either
speaki ng not necessarily for their own firns if
they have an affiliation, but any general thoughts
about where the nmarket is likely to gravitate?
Does that nmake sense froma either prudential,

system ¢ standpoint, fromthe standpoint of
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servicing clients? Oherw se any thoughts on
t hat ?

Ji n®?

MR. COLLINS: Yes, JimCollins. | would
think that particularly anongst the larger firns,
there's definitely going to be an incentive to
have your derivatives activity along with your
ot her activity, and you're a | arge broker-dealer.
| mean, there's capital, efficiencies, funding
efficiencies, operational efficiencies, nmargining
efficiencies. Al that would be gained from doi ng
that. So, and while | can't speak for other
firms, you could definitely see where firns woul d
be | ooking to nove their derivatives into their
| ar ge broker- deal ers.

MR. MACCHI AROLI: For what reason is
that? 1Is it for credit or sone other reason? You
said for margining, Jim

MR. COLLINS: Well, yes, certainly,
mar gi ni ng benefits. They already have their
securities account in the broker-deal er, and now

you're bringing derivatives in. You'll get better
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overall margining rather than margi ning them
separately, in tw separate entities. Again,
capital benefits. You're capitalizing one entity
al ready where you may feel that you have nore than
enough capital. And just doing things out of one
entity, one large, well-known entity to the street
has its benefits, just in funding particularly.
Large entities (inaudible) easier to get funding
on a day-to-day basis.

MR ALLISS TomGlIllis with Newedge. |
think as predom nantly an FCM one of the critical
| ssues with us would be portfolio margining and
the ability to offer that consistently to our
clients, and then we'd probably be nore likely to
| ook at noving those swaps and securities-related
swaps into the greater broker-dealer.

MR. SILVA: Ralph Silva from Gol dman
Sachs. MKke, to your question, | think one of the
added benefits to the firns is credit nmanagenent
and the ability to offset credit exposures across
different businesses. 1In addition to being nore

convenient to the custoner froma margining
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perspective, there are many ways that it gives the
firms better credit protection. |'mnot sure that
Gol dman Sachs is far enough al ong in understandi ng
the rules set to know whether we will concentrate
all of our business in a | arge broker-deal er, and
| think if we ook at the way our businesses are
organi zed today, we expect we would have half a
dozen or nore entities that woul d have to be
regi stered as swaps deal ers, and that's sonething
that | think over tine we would | ook to bring that
nunber down, but because of the interconnectedness
W th other business, we'll have to see how the
rul e set plays out.

MR. RAMSAY: | guess anot her aspect of
this that mght be interesting to get people's
t houghts about is sort of the international
di mensi on, the capital requirenents and ot her
requi renments nmay i npact where people choose to
sort of house business or |ocate business and kind
of the sort of international location in terns of
where nmuch of the current OIC derivatives business

as we understand, nmuch of it may be conducted
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t hrough banks, sone of it nmay be conducted to
over seas.

The way we read Dodd- Frank, there's not
really the opportunity to create a carve out to
al I ow busi ness to be conducted with U S. clients
fromoverseas. So, how do people who are in this
busi ness now or even if they're not, think that
things wll play out in ternms of a geographic m X
of busi ness?

(No response)

MR RAMSAY. Anyone want to venture an
opi ni on?

MR. MATTONE: |'Il take a shot. Ral ph
Mattone from Nonura. | think what we'll see is a
| ot of that business, a |ot of the foreign
entities are not going to want to have to register
securities-based swap dealer and deal with two
regul atory authorities. The FSA for argunent's
sake, then they may have to deal with the SEC
rules and the CFTC rules. So, what you m ght see
I's, again, setting up separate legal -- new

entities here in the U S just to deal with the
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U.S. counterparties, but one negative aspect to
that is the capitalization of these new entities
won't be as large as the foreign affiliate that's
out there right now So, there could be probably
| ess conpetition fromover here, nore of the

busi nesses going wth those larger firnms here in
the U S.

MR. COLLINS: And it's JimCollins
again. And, just to be clear, when we were
t al ki ng before about noving derivatives into
certain entities, yes, that clearly was commenti ng
on U S. custoner business, right? | just want to
be clear on that. | nean, there's a whole
separate analysis and lots of issues to deal wth,
as you know, on the foreign side that we're trying
to work through.

MR. RAMBAY: Right. So, | guess getting
back to sort of how one neasures capital, and,
again, sort of different kinds of approaches, are
there alternatives to a traditional haircut
approach for at |east certain kinds of business,

and | don't know if this makes nore sense in terns
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of the CFTC side of the | edger than sort of
financi al products, where one can inmagi ne or
suggest a nore sophisticated kind of haircut
approach or an approach that recogni zes hedges,
maybe nore granul ar | evel than the current haircut
approach does that would be viable froma busi ness
standpoint. |Is there a point in sort of trying to
go down that road?

MR. SILVA: Ralph Silva from Gol dman
Sachs. As a few of the other panel nenbers have
menti oned, many of these entities are already
subject to nultiple capital regines froma parent
conpany | evel, from an individual broker-deal er or
foreign broker-dealer level, and, so, | think it
Is our view that building in the context of an
existing regulatory regine or nodeling after an
existing regulatory regine would be preferable to
creating yet another new one, sonething that could
rely on nodels that are used for other regulatory
pur poses, for instance. And, again, wouldn't
require new types of nodels or new standardi zed

nodel s that are different fromthose that are used
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i n both risk managenent and current regul atory
capital reporting.

MR. RAMSBAY: | guess anot her question
that we're starting to grapple with or have to
grapple with after the legislation is the
treatnent of mmjor swap participants, figuring
out, nunber one, who they are, and then howto
treat those for capital and ot her purposes. |If
peopl e have any thoughts on how entities that are
defined as major swap participants, let's pretend
that we know who they are, how to identify them
ought to be treated simlarly to swap deal ers for
pur poses of capital requirenents or should there
be sone distinction there or maybe subject to
anot her test?

So, does anybody want to take a stab at
t hat ?

(No response)

MR. RAMSAY: Anyone in the audi ence?
(Laught er)

MR. DRI SCOLL: Dan Driscoll from NFA

And not that | know exactly who all the major swap
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deal with the underlying instrunents that are the
subjects of the derivatives. So, | think they'll
be probably even less financial institutions,

br oker-deal ers, and FCMs that fall into that
category. So, all of the troubling issues about
how to fit those firms into that nodel | think
will exist with major swap participants, as well,
probably even nore so.

MR. RAMSAY: | guess follow ng-up or
borrow ng on an issue that arose in the |ast panel
in terns of margin and whet her one can sort of
rely on capital charges as an alternative to the
posting of margin for firnms that are either in the
busi ness or maybe getting into the business to
people, is that a viable alternative way to --
sort of business nodel? Do people think that
firme will be able to take on, would able to
absorb that additional capital requirenent or not?
O in sone circunstances but not others?

MR ALLISS TomGlIllis with Newedge. |
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t hi nk one of the challenges that we will see in
this space is the tenor of sone of these
transactions. W may see an initial burst, if you
wll, of firns that wll be able to handle the
charges, but, over tine, as these portfolios grow
and extend out, we nay see sone of the nedi um size
to smaller firns experience sone capital
difficultly if they're absorbing that margin, if
you w ll, through their capital charge.

MR COLLINS: It's JimCollins. | guess
anot her point to consider is that right nowif you
| ook at, for exanple, mninmumcapital requirenents
that we have in place for FCMs now, for exanple,
where you' re basically taking a percentage of your
gr oss exposures, soO, as you nmove nore business
into these entities, certainly, the m ninum
capital requirenents in and of thenselves are
going to increase. |If you're then also taking
capital charges for unsecured exposures on T or T
pl us one, that could get to be very onerous,
particularly for smaller entities or entities that

are growng. And | think that needs to be taken
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into account that it's kind of worked, the 8
percent of the custoner and the house margin for
t he exchange trade of business, but as you nove
Into OIC derivatives and | ook to take charges in
ot her ways, as well, it could becone prohibitive
to sone firnms and ultimately hurt conpetition.

MR. RAMSBAY: So, would you say then with
nost of the end users out of the roomthat you
think we should require the posting of margin and
avoid the capital charges?

Pl ease.

MR. MACCHI ARCLI: Jim do you think that
the rules in the ANC context now, the credit rules
we set up are adequate for this purpose, where you
| ook at the credit exposure of a particular
custoner and you conpute the current and future
exposure and determ ne how nmuch percentages should
take in the capital charge are adequate or shoul d
be changed?

MR. COLLINS: | think that a risk-based
approach where you're | ooking at the counterparty

and the probability of default and those kinds of
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factors is a little bit nore accurate way to go
rather than just taking credit risk charges on any
unsecur ed exposure that you have. | realize there
have been sone issues with it, and maybe you need
to work it through, but | just think a risk-based
approach to the credit is a better alternative.

Does that address what you --

MR. MACCH AROLI: Is it adequate? |
mean, are the nunbers right or should --

MR. COLLINS: | nean, we believe themto
be accurate, yes. And, again, larger firns |
thi nk that have nore resources, right? | nean, we
have very extensive risk managenent on both the
mar ket risk and credit risk side in review ng
this, and making credit decisions on a daily
basi s.
MACCHI ARCLI: (O f mke).
DRI SCOLL: Go ahead.

SILVA: Yes, | agree with that.

» » 3 3

DRI SCOLL: I'msorry. On nmmjor swap
partici pants, and nmaybe | msread the statute, but

in determ ning whether a firmis a major swap
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partici pant, the end user hedges are excluded from
that, and the whol e presunption of major swap
participants is that they're big enough to have a
system c i nportance.

So, at least in the way | envision it,
there shouldn't be any really small operations to
fit into that category, and if nost of the OIC
products are going to end up being cleared and on
sone sort of trading facility, it would seemto ne
that one of the mmjor concerns for that
regi stration category would be liquidity because,
presunmably, they are going to have to post margin
for just about everything that they do. So, they
may have a bal ance sheet that | ooks different than
a broker-dealer or an FCM but they're going to
need a lot of liquidity and they're going to need
a lot of assets. And, so, it would seemto ne
t hat sonehow we need to nmake sure that they have
high levels of liquidity either through their own
assets or through secured credit facilities of
sonme sort.

MR. RAMBAY: And | suppose if they're
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transacting nostly in cleared products then the
cl eari nghouse is going to do sone diligence and
obvi ously inpose requirenents on its own for its
own prudential purposes.

To the extent that it engages in other
ki nds of activities, | guess what | was sort of
suggesting is froma regul atory perspective, we
don't have nmuch history in trying to regulate from
a capital perspective, don't have any really.
These kinds of entities which may present sone
sort of a systemc risk at sone |evel, but are not
engaged in the business in the way that we think
of deal ers being engaged in. So, certainly a
difficult threshold issue for us is how to think
of those, howto treat them

Now, under the statute, firns that are
really big or have really significant exposures to
different counterparties could be candidates for
designation as a systemcally significant
financial institution. |In those circunstances,
there's a different regine or at |east prudenti al

limts that would apply to them So, | guess
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there's a range of different kinds of potenti al
opti ons.

One is to the extent that you identify
maj or swap participants, you apply the sane kinds
of general capital requirenents as you woul d
br oker -deal ers or swap dealers. Another is that
you, not know ng what else to do, inpose fairly
m ni mal requirenents, assum ng that any ot her
requi renments that nmay need to apply to themw ||
be handl ed i n ot her ways, whether through

cl eari nghouse margin or other things, and, so, |

guess that's one question we'll have to try to
address, and we'll be | ooking for public coment.
MR. RADHAKRI SHNAN: | wanted to raise an

| ssue which is specific to the CFTC, and don't
expect your synpathy, but this is the issue that
we're facing. W will have entities that wll
have to register as swap dealers. Wat | would
call entities that we've never regul ated before.
Well, first of all, the concept of a dealer until
Dodd- Frank didn't exist in the CEA right? So,

but now it does. SEC has got experience dealing

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Capital and Margi n Roundtable Meeting Page:

137

1

10

11

12

13

14

15

16

17

18

19

20

21

22

wi th deal ers.

And the other issue these entities wll
be regulated for activity that they were not
regul ated before, right? In other words, if
you' re (inaudible) you cannot be an FCM until you
regi ster, right, and you cannot be an FCM vyou
can't act as an FCM you can't legally act as an
FCM until|l you register and until you have m ni ma
capital requirenents. Now we're going to have to
| npose capital requirenents on entities that were
dealing in swaps. On day one, they didn't have to
anything. On day two, they've got to register,
and then they're going to be subject to capital
requi renents. So, that's one issue.

The second issue is you' ve got these
entities called push-out entities, right, which
are financial -type funds, right? Banks got to
push them out, and they wll probably have to
register wwth the SEC and us or sone nmay just be
with them sonme may be just with us. But because
we believe they will (inaudible) they'll be

financial -type entities. W sort of think we have
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an idea as to how to i npose capital requirenents.

But the bigger issue is with -- sorry,
Bob. Let's say Bob's conpany has to register as a
swap dealer. |'mnot saying you do, but let's say
you do. Let's say you do. How do | inpose a
capital requirenent on Shell Trading? 1Is it Shel
Energy? Yes. Because if | pick the current CFTC
hai rcuts based approach he'll squeal because he'l
say look, a lot of nmy assets wll not neet your
current asset test. And potentially it nmay not be
fair, right?

So, what is the approach? Is it a
net wor k approach or is there sonme other kind of
approach? And, also, if we say well, use a nodel.
Bob may say well, it's not going to help ne. |
t hought | heard you say that. The nodels are not
going to help you. So, give ne an idea, and |
know that it's strange that |'m asking a potenti al
(i naudi bl e) how to regulate him but.

MR. REILLEY: [|'Il answer.

MR. RADHAKRI SHNAN:  And |'m not sayi ng

we'll agree, too.
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MR, REILLEY: 1'll answer your question
hypot heti cal | y.

MR, RADHAKRI SHNAN:  Absol utely,
absol utely.

(Laught er)

MR. REILLEY: Just in case the
Commi ssion nmakes a terrible m stake.

MR. RADHAKRI SHNAN: Absol utely, and as
you know, the definitions proposed rul e-naking,
t he Comm ssion voted on it, CFTC voted on it. |
t hi nk SEC voted on it, too. But because of how
long it takes for stuff to go to the Federal
Regi ster, it's not out yet.

MR. REILLEY: | think Dan referred to
"appl es and oranges" situations a few m nutes ago,
and it's worse than that. It's like trying to put
shoes on a fish, all right? (Laughter) Wen you
take a | ook at, for exanple --

MR. RADHAKRI SHNAN. Can | use that?
It's pretty nice. (Laughter)

MR. REI LLEY: For exanple, when you take

t he FCM approach and attenpt to apply that to a
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tradi ng conpany like ours, if there's 30 different
line itenms in that fornmula, 20 of those line itens
do not appear on our bal ance sheet. |It's just a
starter. It doesn't nmake sense.
| guess beyond that, there needs to be
an approach that takes into account the nature of
an applicant's business, and | suspect it's going
to be a range of entities. It's not just going to
be energy- producers and nerchants. So, things
| i ke accounts receivable, accounts payable, just
t he existence of |arge, physical assets, all of
those things need to be taken into account. And,
so, | can't sit here and tell you howto do it.
What | do know it's going to be a big
task, and it's very inportant because, otherw se,
you're likely to cone out with really absurd
results where there will be conpanies that | think
anybody woul d agree are credit-worthy, but,
nonet hel ess, won't neet the capital requirenents.
MR. DRI SCOLL: The CFTC, back in the
| ate 70s, when the current capital requirenent

essentially was put together, received coments
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froma nunber of |arge commodity-producers and

mer chandi sers that they woul d have troubl e neeting
the -- because the CFTC was basically nornmali zi ng
their rules with SEC rules. And, so, there was a
process that went on where the CFTC did include
certain assets that are different than the SEC s
rules like trade receivables, |ike inventory of
comodities with certain haircuts and things |ike
t hat .

Now, as a practical matter, what
happened in practice is all those | arge producers
and nerchandi sers decided for their own business
purposes to set up a financial affiliate to becone
regi stered as an FCM So, |'mnot sure that we've
seen any actual assets in those line itens in the
| ast 20 or 30 years, but it does show that -- and
basi cal |y what you need to do is | et Ananda know
what those assets you have are that don't fit to
see what the CFTC mght be willing to say. At
| east we could give you a certain anmount of credit
for that type of asset. It basically takes a

di al ogue back and forth.
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MR. RADHAKRI SHNAN:  Yes. And, Dan, that
Is the point. | don't think it is certainly the
i ntention of staff to recomend to the conm ssion
t hat peopl e change their business nodels. In
ot her words, oh, you should forma separate sub,
and | think that's probably not right, and we
should allow entities to conduct business in
what ever structure they want to have it in.

The other issue is these entities wl|
be registered with an existing book. So, what do
we do with that, because the big issue is all the
provi sions of Dodd-Frank apply to activities going
forward after that particular magic date in July
next year or do they have retrospective effect?
So, | think I've heard a |ot of industry
partici pants say we don't believe the intention of
the act was for it to have retrospective effect;
It's to have effect froma particular date going
forward. So, but then it presents another extra
| ssue, which is what do we count? What counts?
What do you need to have capital against and how

do you separate a book before July 15, 2011, and
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after that?

Yes, sSir?

MR, TOURANCGEAU. On your |ast point
there, I think we would agree that it would only
be prospective and not retrospective.

Goi ng back to your other point though
about not forcing people to develop a new entity,
| think a current reading could suggest that's
exactly what sone people would have to do in order
to segregate their business because even within
one entity, they may feel that part of that
busi ness shoul d be exenpt end user and sone of it
may qualify as a swap dealer. So, if that's the
way that they have to go, and | made the point
before, | think our feeling is if that were to
happen and we need to create a new entity, that we
woul d still want for the regulatory capital
requi renents to be able to | ook to a parental
guar ant ee back to the hol ding conpany or sonething
like that to satisfy those regulatory capital
requi renments.

M5. DIAZ: And let ne ask a question
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about that parent guarantee. |s that on the
assunption that there are nore |iquid assets at
the parent that could be called upon?

MR, TOURANCGEAU. It's a conbination of
credit line, liquid assets, and al so hard assets.
So, but again, a lot of the energy conpanies,
whet her it be an EMP conpany, whether a marketing
arm or a utility wwth a nerchant-generator arm
are going to be nore asset-heavy and cash and
current asset lite.

MR DODD: (O f mke).

MR. RADHAKRI SHNAN. Just speak -- yes.

MR. DODD: This is Randall Dodd. |
think doesn't Title VI indicate that the parent
shoul d be a source of strength for the subsidiary
as part of that systemc stability requirenent?
So, it would be consistent with that other part of
Dodd- Fr ank.

| was al so going to suggest at the
expense of appearing to be brainstorm ng, that I
coul d i magi ne how you could apply the current

capital requirenents to sone of these
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non-financial firnms or traditionally non-financial
firms and that a | ot of these assets that are
normally fit into the definition of financial
assets could be | ooked at as a hold and maturity
asset fromwhat we nornmally treat it as the
banki ng book of a financial firm and then you
could then look at their trading book as their
value at risk of their total portfolio of the

mar ket -t o- mar ket val ue of their ongoi ng mar ket
activities as a energy producer or user, and then
their trading activities around that. So, if you
were fully hedged, you'd have very little value at
risk, no problem |If you're acting as a dealer,
then to the degree your book wasn't matched, you'd
have sone val ue at risk, take a capital charge on
that. Your tradi ng book, your kind of irregular,
if you will, assets, right, would just be that.
You woul d take sonme kind of a capital charge as
though it was a normal asset at risk, but not

mar ket -to-market daily. And, so, that way you
could get at sone of the issues, and that if a

firmis just fully hedging, then very little
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capital inpact. |If it's a trader and it's got
sonme natural msmatch as a result of the volune of
that activity, they get a proportionate capital
hit on that, right?

MR, TOURANGEAU:  Yes.

MR. DODD: And then their adequacy woul d
be enhanced. Then you woul d count their other
i11iquid assets as capital though, right? | nean,
then you would bring themin as sonething you get
credit for. So, just brainstorm ng, that m ght be
one way to adapt it.

MR. TOURANGEAU. M ke Tour angeau. |
think we, in concept, agree with that approach in
that the capital charge could be a percentage of
the risk exposure, nmaybe one way to |look at it,
and then the assets that you apply to that are
exactly what you're referring to, which are the
hard assets, the assets which basically sustain
your cash fl ow.

MR. RAMBAY: | nean, | guess, one of the
things that it strikes ne that all of the

di scussi on today has sort of brought hone is,
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agai n, how diverse the derivatives markets are in
ternms of the players and the range of end users,
as well as participants, and | guess we've been
operating, the regulator's been operating from an
assunption on things like capital in particular.
There's sort of one nodel that sort of applies
across the board, is there any potential or
argunent that different sorts of firnms, there
ought to be a different structure dependi ng on who
you are? That is if a firmthat largely or
exclusively confines its business to dealing in
cleared products, but that's a different sort of
structure that mght be treated differently than
firms that are heavily involved in un-cleared
products? O is that too difficult a cut, too
difficult to make distinctions al ong those ki nds
of |ine?
(No response)

MR. RAMBAY: Too difficult, it sounds
i ke. Jinf

MR. COLLINS: John, are you talking

about, so, for exanple, having it could be I can
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see nore than two different regi nes? You can have
a very large regine for the |arge dealers, and
then you' re tal king about the smaller firns or
smal l er activity and one that just has cleared
activity and then another regine for firns that
have un-cl eared, and then what do you do when they
have cl eared and un-cl eared?

MR. RAMBAY: Well, yes, it would be
conplicated, definitely. Wen you tal k about
firms like sort of at the (inaudible) on the
alternative net capital firns that are conducting
sort of a full range of business, so, you have
sky-high requirenents in terns of tentative net
capital and sort of everything else. So, that
sort of one. And then potentially you' ve got
other firnms that are not doing a traditional
securities or a futures business, and may be
| ooking only to do swaps, security-based swaps
busi ness.

Shoul d we | ook at those firns any
differently in terns of what m ni num capit al

requi rements mght need to be -- can we reasonably
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make distinctions in terns of the m x of business
that firns are proposing to do? |'m not
suggesting that we would or that we'd try to go
very far down that road. |I'mjust raising the
guesti on.

MR. COLLINS: | think it's hard to
di sagree with that type of approach, right? |
nean, it certainly would make sense. | nean, just
how you i nplenment that | think requires a |lot nore
thought. | can't really say how we would do it
right now It certainly seens to nake sense.

MR. RAMSBAY: Professor?

MR. VI SWANATHAN: Yes, this is Vish
Vi swanat han. | would agree that liquid products,
| think cleared products nmake sone sense. There's
kind of | ess systemic risk in sonme sense because
it's clearing, there's margining. Perhaps, should
be treated differently. | don't know exactly how,
but there is an argunent, | think, to be nmade that
we shoul d nmake a distinction, be it cleared
products and un-cl eared products.

MR. RAMBAY: Well, certainly, you have a
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second or third or different sets of eyes | ooking
at counterparties when they're dealing solely in
cl eared products, and nmaybe not relying so nuch
just on the regulatory review. |In any event, |'m
confirmed with Ananda that we are not duty-bound
to make it to 5:00. (Laughter) Considering we're
already going fairly late on a Friday afternoon, |
nean, | won't take a vote of the panel either at
this point. (Laugher)

What | woul d suggest maybe is | throwit
open to the group if there are points that people
haven't nmade to this point that they would like to
make about -- since you've got captive regulators
in front of you, as to how you think we ought to
go about the business either creating capital
requi renments or anything else that's on the table.
Any t houghts you'd like to throw out, we'll try to
take themand try to renenber them

MR. MACCHI AROLI: Could I ask one
guestion? To use the VaR in the broker-dealer,
you need a tentative net capital $5 billion, which

Is pretty nmuch a hard limt, and there are sone
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fol ks who would like to put the stuff in the

br oker - deal er who can't because of that $5 billion
requirenment. 1'd like to hear why that is not a
rati onal approach. Wiy your approach m ght be
better? (Laughter)

MR MATTONE: | think I've asked that
gquestion, too, every tine | see it. (Laughter)
And | keep getting the sane answer. (Laughter)

MR. MACCHI ARCLI: But now you have --

MR. MATTONE: (kay, obviously, being
that ny firmis a VaR firm we do use VaR nodel s
that conme under scrutiny, like | said, by the FSA
and the JFSA. So, they're all | ooked at, they're
constantly being retooled and reworked and so
forth by being reviewed, and, so, we feel as
t hough eventually we'll get to that $5 billion
t hreshol d maybe over tine, so, we're | ooking at
maybe in the beginning it'd be |ike a phase-in
period for our firmand so forth |ike that, that
I f we can use the nodel approach, which we've seen
that it works with the larger firnms and so forth

li ke that, that, over tinme, we would reach that
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| evel .

MR. RAMSBAY: Wuld you care to
categorize the quality of the revi ew and nodel
review you get fromthe FSA as conpared to, say,
the fed or other regulators?

MR. MATTONE: Well, | personally can't
comment on that because |I'mnot that close on that
side, but I know fromwhat |'ve heard there is a
| ot of going back and forth, and I think the SEC
deals wth those regul ators overseas and so forth,
but | personally can't answer that.

MR. COLLINS: And | think that you would
have to make the point, | mean, where the | arge
U. S. broker-dealers that are using the nodels and
have the $5 billion requirement, we have al so
Federal Reserve as a potential regulator that's
| ooki ng at our nodels, as well. So, | think you
have to figure out how to nake it a | evel playing
field. | think naybe a phase-in period is
appropriate, but, eventually, everyone needs to be
on the sane footing, whether they're a U S

prudential regulator or a foreign prudenti al
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regul at or.

MR. RAMSBAY: Well, | think it's fair to
say that at least within the US., w are
certainly looking to | everage resources in terns
of reviews on capital nodels and various ot her
t hi ngs as much as we can, and, al so, obviously
coordi nate and be consistent in terns of how we
| ook at these thing across the board. Any ot her
parting thoughts on how we ought to regulate in
this area going forward?

MR. MACCHI AROLI: | would like to ask
one question, and, again, it would go to those
fol ks who don't like the net liquid assets test.
How woul d an exam ner exam ne for capital in a
firmwhere the assets could not clearly be val ued
by the examner? O using the hol di ng conpany,
the exam nation staff be required to exam ne the
hol di ng conpany that's guaranteeing this entity
where it's being used as capital?

MR. TOURANGEAU:. | nean, the assets
typically are on the bal ance sheet, and, so,

they're there and they're valued. Now, it depends
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on | think in sone nodels you | ook at, you nay

| ook at market val ue versus the purchase val ue,
the original value on the bal ance sheet, but,
typically, a lot of themw Il be on the bal ance
sheet. Sone may be off the bal ance sheet, at

whi ch point there may need to a discussion as to
how to val ue those, but the majority, | think,
woul d be on the bal ance sheet.

MR. MACCHI AROLI: How woul d the exam ner
know what the value was in determ ning what the
net worth of this enterprise was? And you want to
use a guarantee of the hol ding conpany's capital
in the regulated entity. Wuld the exam ner then
have to | ook at the regulated at the hol di ng
conpany?

MR, TOURANGEAU. Well, | nean, it could
be different entities' guarantees fromdifferent
entities above that. So, it may the hol ding
conpany, it may be another affiliate who has a
series of assets or sonething like that. It
depends on the structure of the corporation. But

| don't know enough to know what the exam ners
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woul d go. | nean, they woul d obviously have to
have a wi ndow i nto those assets to be able to get
confortable with the valuation on that, and
determ ne that there's a sufficient enough anount
of capital to cover the exposure under the
guar ant ee.

MR. REILLEY: Just a couple of |ast
t houghts here. | nean, | think naybe the main
thing that I'd like for the regulators to take
away fromthis session today is the idea that a
one size fits all solution wll work, probably
just doesn't work in terns of anything that we've
been di scussing. And that includes trying to use
exchange-type financial netrics and apply themto
non-financi al conpani es, non-financial trading,
trading that's mainly in physical comodities.
Now, the concepts just don't translate well.

And | guess ny other coment goes to the
retroactive application, and there was a question
about well, gee, what do we do with existing
portfolios for purposes of capital? 1'd say that

| think if we take the existing portfolios, we
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certainly should not try to apply margining
requirenents to them | nean, that woul d that
underm ne sanctity of contracts. Those deals were
done wth a particular set of standards in m nd,
and we can't change in mdstream The sane wth
clearing requirenents on existing historic
transactions or pre-enactnent, pre-effective date
transacti ons.

And 1'd say it should even go to things
| i ke the designation of swap dealer. Under the
proposed rules, it has to do with how you're
conducting yourself at a particular point in tine.
Well, if July 16 conmes and the entity is let's
just say no longer entering into bilateral swaps,
it may still have a very large portfolio bilateral
swaps cleared and un-cl eared done in the past.
That shoul d not cause it to sonehow or anot her
trip the definition of swap deal er.

MR. RAMSBAY: There are a lot of hairy
guestions that | guess will just have to sort of
be played out, but in terns of the sort of

transition, how you sort of do the transition, if
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you assune that there are sone class of energies
out there that are going to want to register that
wi || have an existing book that will be subject to
you, | guess the choices are you either require
people to set up a new entity and create a book
that will be subject to the new requirenents or
you have an existing entity that sonehow t he books
are split in tw between those that sort of are
subject to the old rules versus the new. [|'m not
really sure how all of that would work. But, |
mean, does anybody have a thought on whether is
this is areal problem a real practical issue, or
is it not a problem not an issue because what ever
entities register wll be entities that are

regi stering based on new busi ness and not busi ness
that they are already conducting?

MR. SILVA: Ralph Silva. | think that
bui |l di ng sonme sort of flexibility into the rule
set and into a transition period is very inportant
because | think it isn't clear to ne froma policy
perspective that you want to encourage the

creation of many, nmany new entities to draw a
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bright line, and many of these | ongstanding
custoner deal er relationships can't just be
termnated all of a sudden and start anew t he next
day. And, so, | think if there's too bright a

| ine one way or the other, there's likely to be
sone sort of market disruption and unintended
consequences. So, | think building sone sort of
flexibility and extended transition period wll be
very inportant if it's not your desire to disrupt
t he market.

MR. COLLINS: Yes, it's JimCollins. |
woul d agree with Ralph. | nean, | think another
aspect |I'mthinking of is when you get to
derivative push out and you're noving derivatives
potentially froma bank entity out into a
br oker-deal er entity. | nean, |'mnot sure how
we're going to handle that, but certainly, as you
said, you can't just go and recreate everything
that you' ve done. And there's an issue of whether
you're just going to be noving prospectively or
are you going to be noving | egacy positions, as

well? And, quite often, it mght nmake sense to
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nove the entire book to keep the risk together,
but then if you're going to be subject to the --
we're going to have to re-margin or start from
scratch, that certainly is an i ssue when dealing
W th your counterparties.

MR. RANMSBAY: Anybody el se? Are we ready
for a vote on whether to -- (Laughter) Yes?

MR GLLIS It's TomGIllis with
Newedge. In changing it up a little bit and maybe
goi ng back nore to the earlier session on margin,
one of the things that we think about often is
under the CEA Sections 130 and 156, we're not
permtted to extend credit. So, if we are not
col l ecting margin on non-cl eared derivatives, wl|l
t hat be considered an extension of credit? W
tal ked earlier about what that would nean in terns
of our capital inplications, but that's just
sonething that we've talked a little bit about.
If we interpret that literally, we could be seen
as extending sone credit. | don't knowif there
are any ot her thoughts on that.

( Pause)
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MR. RAMBAY: All right. Going once,
going twce. Yes?

MR. TOURANGEAU. | guess |I'd just like
to followup wth what Ral ph said on timng. |
think not just specific to capital and margin,
but, in general, there are a | ot of
I nt er dependenci es between these NOPRS and us, so,
I nt er dependenci es between the CFTC and t he SEC and
ot her prudent regulators, and, so, | think it's
I nportant. | know the act does nention tinelines,
but | also believe that the regul ators have the
di scretion to push those out if they deemit
necessary, and, so, | think we would just stress
that the tine we take and to fully analyze a cost
and benefits associated with all of these NOPRS,

t hese regul ations before they go into effect and
then, again, give the proper transition tinmes to
all ow people to react so that the market

di sruptions aren't severe.

MR. RAMSAY: No, and we'll take the
| i berty of speaking for CFTC, as well, as | think

we're very sensitive to the fact that the
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requirenments in ternms of when we have to adopt
rules don't preclude us from providi ng appropriate
timeframes for people to adjust in reacting to
them and dealing with them and that's certainly
sonething that we're very focused on as we go
forward in crafting these requirenents.

So, with that, | guess I'll take the
prerogative to thank you for lasting as |ong as
you have on a difficult set of topics late on a
Friday afternoon, and thank you for giving your
time to be here. Thanks.

(Whereupon, at 4:27 p.m, the

PROCEEDI NGS wer e adj our ned.)
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CERTI FI CATE OF NOTARY PUBLI C
DI STRICT OF COLUMBI A

|, Christine Allen, notary public in and
for the District of Colunbia, do hereby certify
that the forgoi ng PROCEEDI NG was duly recorded and
thereafter reduced to print under ny direction;
that the witnesses were sworn to tell the truth
under penalty of perjury; that said transcript is a
true record of the testinony given by w tnesses;
that | am neither counsel for, related to, nor
enpl oyed by any of the parties to the action in
whi ch this proceeding was call ed; and, furthernore,
that | amnot a relative or enpl oyee of any
attorney or counsel enployed by the parties hereto,
nor financially or otherwise interested in the

outcone of this action.

Notary Public, in and for the District of Colunbia

My Comm ssion Expires: January 14, 2013
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