Office of the Comptroller of the Currency

Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation

Farm Credit Administration

Federal Housing Finance Agency

September 7, 2011

Honorable Darrell Issa

Chairman
Committee on Oversight and Government Reform

United States House of Representatives
Washington D.C. 20515

Dear Chairman Issa:

Thank you for your letter of July 22, 2011 regarding the proposed rule, Margin and
Capital Requirements for Covered Swap Entities.! The Office of the Comptroller of the
Currency (OCC), the Board of Governors of the Federal Reserve System (Board), the Federal
Deposit Insurance Corporation (FDIC), the Farm Credit Administration (F CA), and the Federal
Housing Finance Agency (FHFA) (collectively the prudential regulators) jointly mvited public
comment on the proposed rule in April 2011 in accordance with requirements of sections 731
and 764 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the
Dodd-Frank Act). The comment period for the proposed rule closed on July 11, 2011. The
prudential regulators received comments from a variety of commenters including nonfinancial
(commercial) end users, banks that act as swap dealers, other entities regulated by the prudential
regulators, trade organizations whose members have an interest in the rule, and other members of

Congress.

As you noted in your letter, the prudential regulators face a number of difficult issues mn
crafting these rules required by the Dodd-Frank Act. We recognize the importance of the issues
you raise, including the appropriate margin requirements for commercial end users, the liquidity
impact of the margin rules, the types of collateral that can be posted as margin, how margin
should be calculated, and the overall effect of the rules on swap market participants and the

economy in general.

The prudential regulators asked many questions about these issues as part of the request
for comment on the proposed rule in order to understand the potential effects of the proposal and
to solicit views on the best way to address the risks and goals that motivated the provisions in the
Dodd-Frank Act. We are currently analyzing the comments we have received, including the
issues raised in your letter. In developing a final rule, we will carefully consider your comments
and will strive to implement the statutory requirements in a manner that appropriately balances
the costs and burdens to market participants with the statute’s goals of reduced risk to the

! Margin and Capital Requirements for Covered Swap Entities, Proposed Rule, 76 Fed. Reg. 27564 (May 11, 2011).




financial system and improved safety and soundness of swap dealers. 2 We also would welcome
the opportunity for our respective staffs to meet with your staff to discuss the underlying issues
and your questions regarding the proposed rule. As you suggested, the prudential regulators
have joined together in this response.

Supervisory Authority [Questions 4-5]3

Tn general, apart from the requirements of Title VII of the Dodd-Frank Act, the prudential
regulators have broad and flexible supervisory authority, including informal and formal
enforcement actions when necessary, to ensure that the entities under their supemsmn operate in
a safe and sound manner, including when dealing with nonfinancial end users.” This authority
covers all forms of credit activities. Similar to an extension of credit, a swap transaction exposes
both sides to credit risk — the risk that one of the counterparties will not be able to make future
payments due under the terms of the swap transaction. Prudential regulators currently require
entities under their supervision to manage the credit risk of the swaps aspect of their counterparty
relationships, just as those entities are required to manage the risks of other credit relationships,
and to manage the combined credit risks of each customer or counterparty on an aggregate basis.

That credit risk management includes steps such as performing independent credit
underwriting of new customers or counterparties to set a combined credit exposure limit for the
particular customer or counterparty, measuring the credit exposure with appropriate metrics,
monitoring the customer’s or counterparty’s financial condition and creditworthiness on an
ongoing basis, and reporting all credit exposures with each customer or counterparty to
management on an aggregate basis in a single report. The prudential reguiators have specified
the manner in which the financial institutions they regulate should prudently manage the credit
risk and other risks related to derivatives.’

Prudentially regulated banks that act as swap dealers set internal (house) credit limits for
each obligor based upon their view of risk. Generally, swap dealers are large financial
institutions, and the house limit for any particular end user is considerably smaller than the legal
lending limit and does not present a concentration of credit risk that would raise safety and
soundness concerns. In addition, credit exposure from derivatives activities is generally a small
part of aggregate credit exposure for the vast majority of nonfinancial end users. As aresult,

2 For simplicity in this letter, the term “swap dealers” serves as a general reference to all entities that would be
subject to the proposed rule. The proposed rule uses the term “covered swap entity” to refer to entities that are
required to collect initial margin and variation margin, “Covered swap entity” i 1s defined as an eniity subject to each
prudentlal regulator’s jurisdiction that meets the definition of “swap dealer” or “major swap participant” as defined
. in the Commedity Exchange Act and Commodity Futures Trading Commission uuplemcntmg regulations or of
“security-based swap dealer” or “major security-based swap participant” as defined in the Securities Exchange Act

of 1934 and Securities and Exchange Commission inplementing regulations.

3 Questions 1 through 3 are directed to the Conmmodity Futures Trading Commission and thus do not call for a
response by the prudential regulators.

* The entities subject to supervision by the FHFA do not transact with nonfinancial end users and therefore this
discussion of supervisory authority does not apply to FHFA.

5 A list of the prudential regulators’ guidance related to credit risk management is attached along with their web
links.




larger exposures, such as direct loans and commitments to lend, would drive aggregate exposure
limits, not derivatives exposures. In light of these factors, intervention by regulators is unlikely
with respect to swap transactions with individual nonfinancial end users, including in the case of
a swap dealer in deteriorating financial condition.

Your letter raises an issue that was not specifically addressed in the prudential regulators’
notice of proposed rulemaking: whether a financial institution’s decision to reduce its credit
exposures, including exposures on swaps, in times of financial stress can cause difficulties for
the broader financial system. Your letter refers to supervisory authority as a possible cause.
Supervisors take great care to balance safety and soundness with the need to foster credit
availability for creditworthy borrowers. However, it is quite likely that a financial institution
would choose on its own to cut back on credit exposure when it is facing a challenging financial
environment. The issue you raise is related to the Dodd-Frank Act’s “macroprudential”
approach to supervision and regulation, which considers the health of the financial system as a
whole.® We will carefully consider your comment and the possible macroprudential
consequences of credit exposure thresholds as we work to develop a final rule.

Calculation of Initial Margin [Questions 6-7]

Your letter points out that, when a counterparty default occurs, a swap dealer will re-
hedge its market risk position based on its broader portfolio exposure at the time. Time to re-
hedge is one component of the time horizon that is relevant for the calibration of initial margin.

The prudential regulators, in proposing the minimum characteristics of an initial margin
model eligible for regulatory approval, included a number of standards that were intended to
ensure that a non-cleared swap does not pose a greater risk than a cleared swap, consistent with
the statutory mandate. In light of that mandate and other factors discussed in the preamble of the
proposed rule, such as stress calibration and benchmarking, the prudential regulators requested
comment on a 10-day time horizon for the calculation of initial margin. The prudential
regulators based the proposed 10-day time horizon on a variety of factors that were specific to
the non-cleared OTC derivatives market. The ability of the swap dealer in the event of
counterparty default to price the contracts, to liquidate collateral outside of bankruptey or
receivership by the FDIC, FCA, or FHFA, and most importantly to re-hedge on a portfolio basis,
were key considerations in proposing the 10-day time horizon.

The prudential regulators received numerous comments on the appropriateness of the
proposed time horizon and are in the process of analyzing those comments. We will carefully
review your comument, as well as other comments we have received, before we issue a final rule.

Impact of Margin Requirements on Nonfinancial End Users [Questions 8-12]
Your letter asks about the consequences for nonfinancial end users of the proposed

margin requirements. The prudential regulators’ proposal follows the statutory framework and
proposes a risk-based approach to imposing margin requirements for transactions with

¢ See, for example, Chairman Bernanke’s speech to the 47" Annual Conference on Bank Structure and Competition,
Chicago, Illinois, May 5, 2011,




nonfinancial end users. Nonfinancial end users appear to pose minimal risks to the safety and
soundness of swap dealers and to U.S. financial stability when they hedge commercial risks with
derivatives and the related unsecured exposure remains below an appropriate credit exposure
threshold. Accordingly, the proposed rule does not specify a minimum margin requirement for
transactions with nonfinancial end users. Rather, the proposed rule, consistent with long-
standing supervisory guidance discussed above, would permit a swap dealer to adopt, where
appropriate, its own thresholds below which the swap dealer is not required to collect margin
from counterparties that are nonfinancial end users. Such thresholds would be set forth in a
credit support agreement and approved and monitored by the swap dealer as part of its own
credit approval process.

As noted in the proposal, this approach is consistent with current market practices with
respect to nonfinancial end users, in which swap dealers view the question of whether, and to
what extent, to require margin from their counterparties as a credit decision. Accordingly, the
prudential regulators would expect that the direct costs and benefits of hedging with non-cleared
derivatives by nonfinancial end users, including with respect to opportunity costs and eamnings
volatility, would remain unchanged relative to current market practices under the terms of the
proposed rule.

In issuing the proposal, the prudential regulators requested comment on a variety of
issues related to the effect of the proposed margin requirements on nonfinancial end users,
including whether alternative approaches — such as an exemption similar to the mandatory
clearing exemption — are preferable. We have received a variety of comments from members of
the public, including commercial firms that use swaps to hedge their risk. The prudential
regnlators will carefully consider your comment and all other comments as we evaluate the
proposal in light of comments received and formulate a final rule, as required by statute.
Additionally, we will consider the case of Metallgesellschaft AG inasmuch as your letter
indicates that the case may be relevant to the proposed rule’s impact.

Eligible Collateral [Questions 13-14]

Your letter asks about the proposed rule’s set of eligible collateral. The proposed rule
identified a limited set of securities as eligible non-cash collateral for the initial and variation
margin requirements, consistent with the statutory requirement in sections 731 and 764 of the
Dodd-Frank Act that the rule permit non-cash collateral while preserving the “financial integrity
of markets trading swaps” and the “stability of the United States financial systen1.”

As noted in the proposal, non-cash collateral can be employed consistent with market
integrity and financial stability when an appropriate haircut can be established to reflect its likely
decrease in value during times of stress. Accordingly, the prudential regulators requested that
commenters respond to several questions about possible expansions of the set of eligible
collateral, including how to determine an appropriate haircut.

The prudential regulators do not seek to increase demand for Treasury and Agency debt.
As we discussed in the preamble to the proposed rule, Treasury and Agency debt possess certain
characteristics that are crucial to the ability to serve as effective margin collateral — namely that




they retain their liquidity and relatively stable value in times of financial crisis, when
counterparties are most likely to default. During the financial crisis of 2008, for example,
collateral markets witnessed a flight to quality that resulted in the devaluing of many illiquid
forms of collateral and an increase in demand for more liquid and stable forms, such as cash and
Treasuries. The stability and liquidity of cash and Treasuries have made them reliable collateral
for market participants and their use will, during a liquidity crisis, reduce the effects of the
uncertain valuation and liquidity of many other forms of collateral.

In addition to your comment on this issue, the prudential regulators have received a
variety of conuments from firms that use swaps to hedge their risk, suggesting ways in which the
prudential regulators can and should recognize as eligible collateral (i) the pledge of physical
assets or commodities with “right way risk” or (ii) a broader range of securities. The prudential
regulators will carefully consider these and all other comments as we evaluate the proposal i
light of comments received and formulate a final rule, as required by statute.

The prudential regulators also would note that collateral posted by nonfinancial end users
for exposures below the credit exposure threshold that is determined by the swap dealer 18 not
limited to the set of eligible collateral in the proposed rule, because the proposed rule only
applies to exposures above the credit exposure limit set by the swap dealer. Under the proposed
rule, a swap dealer would be fiee to continue to accept whatever collateral it currently accepts
from nonfinancial end users, including liens on physical assets that may generate “tight way
risk,” in determining how high that internal threshold should be set, consistent with the swap
dealer’s credit underwriting expertise. The prudential regulators will continue to evaluate the
proposed rule and will carefully consider all comments received as we proceed to a final rule.

Economic Impact of the Proposed Margin Requirements [Questions 15-19]

Your letter asks about the impact of the proposed margin requirements. As discussed in
the preamble to the proposed rule, the proposed rule does set out margin requirements that
represent a significant change from current industry practice for transactions between covered
swap entities, for which the proposal would require significant increases in aggregate margin
collateral. The proposed margin requirements would not, however, represent significant
increases in margin collateral for nonfinancial end users.

The prudential regulators’ staff working group on the proposed rule gathered data and
attempted to quantify the increase in margin that would result from the proposal. However, at
the conclusion of those efforts, the staff working group determined that the factors at issue in the
proposed rule made reliable quantification of the margin increase exceptionally difficult at the
proposal stage. As discussed in the preamble to the proposed rule, wide-ranging and as yet
undetermined changes taking place in the derivatives market made such assessment particularly
difficult, including (i) which entities will be defined as covered swap entities; (ii) the extent to
which existing derivatives will be rolled over or renewed once the new, more costly margin rules
are in effect; and (iii) the extent to which derivatives currently traded over-the-counter will be
moved to central clearing. There are no reliable estimates for these key factors.




Accordingly, instead of basing the proposal on a quantitative analysis premised on a set
of stated assumptions, the prudential regulators included a discussion of the above issues and an
extensive request for comment on quantitative impact issues in the preamble to the proposed
rule. The prudential regulators did not discuss issues or include specific questions pertaining to
the demand for Treasury and Agency securities, because the proposed rule was in no way
premised on this factor. As the prudential regulators proceed to a final rule, we will review the
public comments and continue to evaluate the potential quantitative impact of the margin

requirements.-

Provision of Documents

Each of the prudential regulators will respond separately to provide key documents
related to the proposed rule phase of the process. Please feel free to contact any of the prudential

regulators with further questions regarding this letter.

Sincerely,
TSbd G. Walsh BeA S. Berhanke
Acting Compftroller Chairman
Office of the Comptroller of the Currency Board of Governors of the

Federal Reserve System

Ve o, |

Martin J. Gruenbeifg Leland A. Strom
Acting Chairman Chairman and CEO
Federal Deposit Insurance Corporation Farm Credit Administration

Edward J. DeM#fco
Acting Director
Federal Housing Finance Agency

Attachment




" Interagency Supervisory Guidance on Counterparty Credit Risk Management (June 29;2011),issued ~ - -~ - -

via Federal Deposit Insurance Corporation, Financial Institution Letter FIL-53-2011, July 5, 2011;
Board of Govemors of the Federal Reserve System, SR 11-10, July 5, 2011; Office of the
Comptroller of the Currency, Bulletin OCC 2011-30, July 6, 2011.

htto:/fwrww. federalreserve. gov/bankinforeg/srletiers/bereg20110705al.pdf

Supervisory Policy Statement on Investment Securities and End-User Derivatives Activities, Federal
Financial Institutions Examination Council, 63 Fed. Reg. 20191 (April 23, 1998).
hitp;/fwrww.ffiec.gov/PDEF/policy.pdf

Risk Management of Financial Derivatives and Bank Trading Activities—Supplemental Guidance,
Office of the Comptroller of the Currency, Bulletin OCC 1999-2, January 25, 1999.
hitp://www.occ.gov/mews-issnances/bulleting/1999/bulletin-1999-2 himl

Risk Management of Financial Derivatives, Office of the Comptroller of the Currency, OCC Bulletin

1993-277, October 27, 1993.
htip:// www.occ.gov/news—issuanccs/bul]etins/nrc-1994/bankjn}z-circulars/bulletin_1993—277.1111111

Risk Management of Financial Derivatives, Office of the Comptroller of the Currency, Comptrolier’s
Handbook. http://www.occ.gov/publications/publications-by-type/comptrollers-handbook/deriv.pdf

Supervisory Guidance Regarding Counterparty Credit Risk Management, Board of Governors of the

Federal Reserve System, SR 99-3, February 1, 1999.
httn://www . federalreserve.gov/boarddocs/srietiers/1999/sr9903 him

Asset/Liability Management Practices, Farm Credit Administration, BL-012, Jan. 25, 1991.

h@://www.fca.govlhandbook.nsﬁﬂaﬁ73207ec4cf225852563060056(1069/ 5428482 1e6e853d2852564a
500560ae270penDocument :

Guidelines for Utilizing Derivative Products, Farm Credit Administration, BL-023, Oct. 31, 1995.
htto:/fwww. fea.ecov/handbook.nsf/th57a207 ecdef225852563ce005ed069/8e5ce1064924bfbe852564a

500560a1a?0OpenDocument

Approval Requirements for the Global Debt Program, Farm Credit Administration, BL-036, Aug,. 30,

1996.
http://www.fea.gov/handbook .nsf/fh57a207ec4c225852563¢e005ed069/3306e8301 897¢R17852564a

500560bd870penDocument

Guidance Relating to Investment Activities, Farm Credit Administration, BL-038, Nov. 26, 1997.
Ttip:/fvrww . fea.gov/handbook.nsf/fb57a207ecdcf225852563ce005ed069/657d893958¢cc2c [D8S25655

b0056ef2570penDocument

Counterparty Risk, Farm Credit Administration, Informational Memorandum, Oct. 21, 2003.
lattp:/iwww.fea, pov/apps/infomemo.nsf/59ab] 9ff3b724b738525695300760529/21eb946£2c24021485

256dc8004c9dc4?OpenDocument

Foreign Currency Transactjons, Farm Credit Administration, Informational Memorandum, Sep. 18,

2008.
hittp://www fea.gov/appsfinfomemo.nsf/59ab 1 9ff3b724b73852569530076c529/af3 c47a095c2e96b85

2574¢9006af93b70penDocument




