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Part I:  Introduction

Use of over-the-counter (OTC) derivatives1 – customized

instruments purchased primarily by sophisticated

participants2 in financial markets to manage risk3 – has

exploded in the last decade.  The International Swaps and

Derivatives Association reported that OTC derivative

contracts with a notional value of $29.035 trillion were

outstanding at the end of 1997, an increase of 543% over the

value outstanding at the end of 1992 and of 3354% over the

value outstanding at the end of 1987.4

Unsurprisingly, as the use of derivatives has grown, so

have incidents of their misuse.  Particularly dramatic

examples of the havoc that can be wrought by the misuse of

derivatives include the Orange County bankruptcy in 1994 and

the collapse of Barings Bank in 1995.5  While previous

derivatives disasters had largely involved exchange-traded

derivatives, in the fall of 1998 a financial crisis arose –

the near-collapse of Long Term Capital Management, a

prominent Wall Street hedge fund – that was fueled in part

by investment in OTC derivatives.6
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Although the use and misuse of OTC derivatives has

grown dramatically in the past decade, one fact about these

financial instruments has remained relatively constant:

disagreement amongst federal regulators and industry

participants as to who, if anyone, has regulatory authority

over OTC derivatives.  The Commodity Futures Trading

Commission (CFTC) and the American futures exchanges (whose

products compete economically with OTC derivatives) have

maintained that the 1974 amendments to the Commodity

Exchange Act grant jurisdiction over OTC derivatives to the

CFTC.  Other interested federal regulators, including the

SEC, Federal Reserve, and Treasury Department, as well as

OTC derivatives dealers, have generally maintained that the

Commodity Exchange Act does not apply to OTC derivatives,

and that such derivatives are therefore not subject to

direct federal regulation.

The CFTC rekindled this debate in 1998 by issuing a

concept release7 intended to "reexamin[e] [the CFTC's]

approach to the over-the-counter derivatives market."8  The

CFTC's seemingly innocuous "reexamination" prompted a swift

and angry response from the other federal financial

regulatory agencies, and ultimately led to passage of

legislation temporarily depriving the CFTC of authority to

alter its existing regulatory approach to OTC derivatives.9

However, this stopgap legislation did nothing to answer the
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underlying questions concerning OTC derivatives: does the

Commodity Exchange Act give the CFTC jurisdiction over OTC

derivatives, and if so, is this grant of regulatory

authority appropriate?

This paper considers whether the Commodity Exchange Act

does grant regulatory authority over OTC derivatives to the

CFTC.  Part II describes the Act's structure, and explains

why it might be read to confer such authority.  Part II also

describes the legislative and administrative actions that

have been taken to exempt OTC derivatives to date from

substantive regulation under the Act.  Part III summarizes

the arguments made by the CFTC's proponents and opponents as

to why the Act should or should not be read to confer

regulatory authority over OTC derivatives to the CFTC.  Part

IV considers the persuasiveness of these arguments, in light

of Congressional intent as revealed by the legislative

histories of the 1974, 1982, and 1992 amendments to the

Commodity Exchange Act.  Part V considers the Supreme

Court's decision in Dunn v. Commodity Futures Trading

Commission, a 1997 case that concerned the CFTC's

jurisdiction over a narrow class of OTC derivatives, foreign

currency options.  Although the Court did not address the

question of CFTC jurisdiction over OTC derivatives generally

in Dunn, several aspects of the decision suggest how the

Court might approach that question in a future case.
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The paper concludes, in Part VI, that while current law

does not provide a clear cut answer to the question of CFTC

jurisdiction over OTC derivatives, the CFTC does seem to

have the stronger legal position in its ongoing debate with

the OTC derivatives industry.  However, the OTC industry has

powerful policy arguments in support of its claim that the

CFTC should not engage in substantive regulation of the OTC

market.  Federal legislation is needed to clarify the legal

status of these instruments.  This legislation should

generally maintain the regulatory regime for OTC derivatives

established to date; although regulators will need to

incorporate the lessons from the near collapse of Long-Term

Capital last fall, particularly those pertaining to systemic

risk, in fine-tuning the OTC legal regime.

Part II:  Regulatory Treatment of OTC Derivatives

A.  Structure of the Commodity Exchange Act

The uncertain regulatory status of OTC derivatives

under the Commodity Exchange Act is primarily a function of

three factors: the Act's broadly phrased grant of authority

to the CFTC, the absence of a statutory definition of

"futures" in the Act, and the fact that many types of OTC

derivatives had not been developed when the important 1974

amendments to the Act were enacted.
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The 1974 amendments to the Commodity Exchange Act

established the CFTC as an independent federal regulatory

agency, and granted the CFTC jurisdiction over a wide

variety of futures contracts.10  Whereas the Commodity

Exchange Act had previously provided for regulation of

future contracts on only a limited set of agricultural

commodities, such as barley, butter, and corn,11 the 1974

amendments gave the CFTC jurisdiction over futures contracts

on "all goods and articles . . . and all services, rights,

and interests in which contracts for future delivery are

presently or in the future dealt in."12  As a result of the

amendment, futures contracts on foreign currency or interest

rate payments, as well as on corn and butter, now fell

within the CFTC's jurisdiction.

The Commodity Exchange Act prohibits trading of a

futures contract anywhere other than on a CFTC-approved

"board of trade."13  However, the definitional section of

the Act, 7 U.S.C. § 1a, fails to define "futures."  This

failure to define "futures" is at the heart of the dispute

over whether OTC derivatives fall within the regulatory

scope of the Act.  The CFTC has suggested that various OTC

derivatives are futures, and that therefore, absent some

other exemption, such derivatives are illegal because they

are traded off of a CFTC-approved board of trade.  The OTC

derivatives industry and its governmental allies have, in
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contrast, argued that OTC derivatives are not futures, and

that therefore the regulatory regime established by the Act

for futures is simply inapplicable to OTC derivatives.

Complicating matters is the fact that most forms of OTC

derivatives did not exist at the time of enactment of the

1974 amendments to the Commodity Exchange Act.14  As a

result, the 1974 amendments to the Commodity Exchange Act

and their legislative history do not speak directly to the

question whether the Act is meant to apply to such

instruments.

B.  Current Treatment of OTC Derivatives

Although the 1974 amendments to the Commodity Exchange

Act arguably subject OTC derivatives to federal regulation,

a booming market in OTC derivatives has in fact developed

essentially free of regulation to this point.  Participants

in the OTC derivatives market rely largely on four

legislative and/or administrative developments in engaging

in OTC derivatives trading despite the apparently sweeping

prohibition of off-exchange futures trading in § 6 of the

Act.  First, as noted above and discussed in greater detail

in Part III, the OTC derivatives industry argues that OTC

derivatives are not futures, and therefore are not subject

to the Commodity Exchange Act's ban on off-exchange futures

trading.  Second, the "Treasury Amendment" to the Commodity

Exchange Act exempts from the Act's coverage OTC derivatives
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involving certain categories of assets, including foreign

currency.  Third, the CFTC in 1989 adopted policy statements

indicating its intent not to regulate certain OTC

derivatives.  Fourth, in 1993 the CFTC, exercising authority

granted to it by Congress in 1992, explicitly excluded

certain OTC derivatives from the exchange-traded requirement

of the Commodity Exchange Act.

1.  The "Treasury Amendment."  The "Treasury Amendment"

is a statutory exemption from the Commodity Exchange Act for

a subset of OTC derivative transactions.  The Amendment was

passed by Congress in 1974 at the request of the Treasury

Department, which feared that absent an explicit statutory

exemption, existing off-exchange foreign currency futures

trading between large banks and other sophisticated

institutions would fall within the regulatory scope of the

Act.15  The Amendment exempts from the Act "transactions in

foreign currency, security warrants, security rights,

resales of installment loan contracts, repurchase options,

government securities, or mortgages and mortgage purchase

commitments, unless such transactions involve the sale

thereof for future delivery conducted on a board of

trade."16

2.  The Swaps Policy Statement.  In 1989, the CFTC

issued a policy of statement to identify "certain swap

transactions which will not be regulated as futures or
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commodity option transactions under the Commodity Exchange

Act."17  Specifically, the CFTC established a non-exclusive

safe harbor from Commodity Exchange Act regulation for swaps

that met the following criteria: they had individually-

tailored terms; they lacked exchange-style offset; they

lacked a clearing organization or margin system; they were

entered into in conjunction with a line of business; and

they were not marketed to the public.18  The policy

statement represented a significant turnabout for the CFTC,

which in 1987 had raised in an advanced notice of proposed

rulemaking19 the possibility of regulating commodity swaps

and simultaneously opened an investigation into Chase

Manhattan's OTC derivatives dealer activities.20

The CFTC faced a "firestorm of criticism" for its 1987

actions,21 and its 1989 policy statement represented a

temporary retreat from the aggressive interpretation of the

Commodity Exchange Act suggested by those actions.  However,

the policy statement did not represent a determination by

the CFTC that the Commodity Exchange Act is wholly

inapplicable to OTC derivatives.  Rather, the CFTC expressed

its view that "at this time most swap transactions, although

possessing elements of futures or options contracts, are not

appropriately regulated as such under the Act and

regulations."22  The CFTC left open the possibility of

future regulation of OTC derivatives.  In fact, in
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discussing the definition of "futures contract" developed by

the Commission and the courts under the Commodity Exchange

Act, the CFTC emphasized characteristics that are common to

exchange-traded futures and OTC derivatives, and

deemphasized characteristics that are unique to exchange-

traded futures.23

3.  CFR Parts 34 and 35.  In 1992, Congress gave the

CFTC explicit statutory authority to exempt certain

derivative contracts from the exchange-traded requirement of

the Commodity Exchange Act.24  The 1992 amendments to the

Act also stated that the CFTC "may . . . promptly following

the enactment" of the amendments, "exercise the exemptive

authority" granted by the amendments with respect to hybrid

instruments and swaps, two prevalent classes of OTC

derivatives.25  The CFTC exercised its authority in 1993,

establishing regulatory exemptions for certain swap

agreements and hybrid instruments.26  In particular, the

CFTC exempted from the Commodity Exchange Act's exchange-

traded requirement swap agreements that are entered into

between "eligible participants" (institutions, or natural

persons with more than $10 million of assets), are not

standardized, are dependent to a material degree on the

creditworthiness of the counterparties, and are not entered

into through a clearinghouse.27
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Again, however, the 1992 statutory amendments and

subsequent regulatory actions did not resolve the

fundamental question of whether the Commodity Exchange Act

applies to OTC derivatives in the first place.28  The 1992

amendments did not define "futures" and did not mandate

exemption of swaps and other OTC derivatives.  They left an

opening for future attempts by the CFTC to engage in

substantive regulation of the OTC derivatives market.

C.  1998 Concept Release

In May 1998, the CFTC issued a "concept release" in

order to "reexamin[e] its approach to the over-the-counter

derivatives market."29  On the surface, this concept release

appeared innocuous.  The release reviewed the existing

exemptions for OTC derivatives, and then posed a number of

questions concerning the OTC derivatives market.  These

questions asked respondents to address, among other things,

recent developments in the swaps and hybrid markets, the

appropriateness of the current requirements for exemption of

swaps and hybrids, the need to modify the existing

definition of "eligible participants" in OTC derivatives

transactions, and the appropriate regulatory standards

regarding the clearing of swaps.30  The CFTC was careful to

frame the concept release in the most benign terms possible.

It emphasized that "it ha[d] no preconceived result in

mind," and that it was "open both to evidence in support of
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easing current restrictions and evidence indicating a need

for additional safeguards."31  The CFTC explained that

"[t]his release in no way alters the current status of any

instrument or transaction under the Commodity Exchange Act,"

and that "[a]ll currently applicable exemptions,

interpretations, and policy statements issued by the

Commission regarding OTC derivatives products remain in

effect, and market participants may continue to rely upon

them."32  In Congressional hearings prompted by the CFTC's

release, Brooksley Born, the CFTC chairperson, maintained

the soothing tone of the release, reiterating that the CFTC

"had no preconceived result in mind" when it issued the

release, and explaining that the release "merely asks for

information about current realities in the marketplace and

views as to the appropriate Commission response, if any."33

Despite the CFTC's attempt to couch its concept release

in the most benign terms possible, it provoked heated

criticism from OTC derivatives market participants and their

allies in the federal government.  In part, this criticism

likely stemmed from a skepticism regarding the CFTC's true

regulatory motives with respect to OTC derivatives.  Indeed,

in subsequent speeches Brooksley Born took a more aggressive

position, suggesting that "unacceptable regulatory gaps" may

exist with respect to the OTC derivatives market.34

Specifically, she identified lack of transparency, excessive
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leverage, insufficient prudential controls, and a historical

lack of cooperation among international regulators as areas

that need to be addressed by financial regulators.35

More fundamentally, the CFTC release implicitly

challenged a bedrock belief of the OTC derivatives industry:

that OTC derivatives are not futures, and therefore are not

subject to most of the regulatory provisions of the

Commodity Exchange Act.  In "reexamining its approach" to

OTC derivatives regulation, the CFTC was implicitly

asserting that it has the statutory authority to engage in

such regulation.  The CFTC's basis for believing that it has

such authority, and the OTC derivative industry's basis for

believing that it does not, is the subject of Part III of

this paper.

Part III:  Competing Views of Jurisdiction Over OTC

Derivatives

A.  The CFTC View: Functional Equivalence

The CFTC maintains that OTC derivatives are futures,

and as such are subject to regulation under the Commodity

Exchange Act.  As Chairperson Born flatly stated at a

Congressional hearing on OTC derivatives in June 1998, "The

reach of the [Act] historically has extended to both

exchange traded derivatives and derivatives that are sold

over the counter."36
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The CFTC bases this conclusion on the functional

equivalence of exchange-traded derivatives and OTC

derivatives.  Chairperson Born explained last June: "OTC

derivatives are similar in structure and purpose to

exchange-traded futures and options.  Like exchange-traded

derivatives, OTC derivatives are used to perform a wide

variety of important risk management functions."37  She

illustrated the equivalence of exchange traded and OTC

derivatives by describing how a firm could convert a fixed

interest rate obligation to a floating rate obligation in

one of two ways: by entering into a swap in the OTC market,

or by buying a series of Eurodollar futures contracts on a

futures exchange.38  Later in her testimony, she relied

largely on the functional equivalence of exchange-traded and

OTC derivatives in asserting that the "claim . . . that the

Commission lacks jurisdiction with respect to OTC derivative

instruments . . . is incorrect."39  She explained: "Whether

an instrument is sold on exchange or off-exchange does not

alter the fundamental characteristics of the instrument. . .

. [M]any OTC derivative instruments bear economic

characteristics and perform economic functions

indistinguishable from exchange-traded futures or option

contracts."40

The view of CFTC jurisdiction over OTC derivatives

expressed by Chairperson Born last summer is consistent with
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the arguments advanced by previous CFTC commissioners in

previous jurisdictional disputes.  The CFTC and SEC have had

repeated jurisdictional skirmishes over which agency has

authority to regulate futures, options, and options on

futures in securities and security indices.41  These

disputes have been resolved by interagency accords,

amendments to the Commodity Exchange Act, and the courts;

and generally the resolutions have been in the CFTC's

favor.42  As Philip Johnson, chairperson of the CFTC at the

time of the landmark CFTC-SEC jurisdictional accord of 1981,

describes it, resolution of jurisdictional disputes between

the SEC and the CFTC has generally turned on the function to

be served by the financial instrument in question.

According to Johnson, "activity that raises or reallocates

capital" falls within the regulatory purview of the SEC; but

any activity meant to "shift[] . . . price risk" is the

regulatory responsibility of the CFTC.43  In other words,

for Johnson (and, presumably, for Chairperson Born), the key

variable in assessing whether the CFTC has jurisdiction over

a given instrument is whether the instrument serves a risk

shifting function.  If it does, the CFTC has jurisdiction.

The nature of the underlying asset (the primary issue for

Johnson in his skirmishes with the SEC), whether the

instrument trades on an exchange, and the identity of the

instruments' users are all secondary.  These characteristics
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may be relevant to the form the CFTC's regulation will take,

but they are irrelevant to the question of regulatory

jurisdiction.44

B.  The OTC Derivatives Industry View: Legal Uncertainty,

Regulatory Diversity, and the Inapplicability of the CEA to

OTC Derivatives

The OTC derivatives industry and its champions in the

federal government do not, for the most part, directly

contest the assertion of the CFTC that exchange-traded

derivatives and OTC derivatives often have similar

functions.  The OTC industry is able to point to various

features of OTC derivatives that differ from exchange-traded

derivatives,45 most of which are inherent to the fact that

one instrument trades on an exchange and the other does not.

However, the industry does not challenge the basic point

that exchange-traded and OTC derivatives have the same

fundamental purpose, i.e., facilitating the management of

risk.

Nevertheless, the OTC industry and its governmental

allies object to CFTC assertions of jurisdiction over OTC

derivatives on at least three grounds.  First, they argue

that in asserting jurisdiction, the CFTC is creating

uncertainty concerning the legality and enforceability of

these instruments.  Second, they maintain that the primary

goals of the Commodity Exchange Act are inapplicable to OTC
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derivatives.  Third, they assert that there are benefits to

a system of "regulatory diversity," under which no single

agency has a regulatory monopoly over a given financial

instrument.

1.  Legal Uncertainty.  Representatives of the OTC

derivatives industry were highly critical of the CFTC's May

1998 concept release.  Their primary argument was that by

implicitly asserting jurisdiction over OTC derivatives, the

CFTC was creating damaging legal uncertainty concerning such

derivatives.

There are several aspects to the industry's claim that

the CFTC's assertion of jurisdiction creates legal

uncertainty.46  First, the industry has expressed concern

that the concept release represents an initial move by the

CFTC towards revoking or significantly modifying the 1992

swaps and hybrids exemptions and 1989 policy statement.

Because the exemptions and the policy statement were both

administrative actions, they could be revoked or modified by

the CFTC without any new federal legislation.  The industry

fears that the CFTC will add new conditions to its swaps and

hybrids exemption that will, in effect, amount to

substantive regulation of OTC derivatives activity.

Second, the industry fears that by signaling its belief

that swaps are futures for purposes of the Commodity

Exchange Act, the CFTC will encourage private suits by
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losing parties to OTC derivative contracts seeking to renege

on their contractual obligation to pay.  As noted above in

Part II, the CEA generally makes illegal futures contracts

unless they are traded on an exchange, or are subject to an

exemption.  In at least one instance in the United States, a

court unexpectedly found that a contract for future delivery

of Brent blend crude oil, which was generally regarded by

market participants as a forward contract and thus outside

of the Commodity Exchange Act ban on off-exchange futures

contracts, was in fact a futures contract.47  And in the

United Kingdom in 1992, OTC derivatives dealers suffered

significant losses when the British House of Lords found

that swaps entered into by local governmental authorities

were unenforceable because the local authorities did not

have legal power to enter into the agreements.48  The U.S.

derivatives industry fears similar losses if an American

court were to find that a given class of OTC derivatives

were futures that had been sold unlawfully off of a CFTC-

approved exchange and were therefore unenforceable.

The OTC derivatives industry is particularly concerned

with legal uncertainty as it relates to equity swaps.

Equity swaps involve an exchange of payments tied to the

value of individual equity securities or groups of

securities.  As a result of the 1982 jurisdictional accord

between the CFTC and the SEC, codified in relevant part at 7
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U.S.C. § 2a, futures contracts on individual stocks or small

groups of stocks are forbidden, and the CFTC does not have

authority to exempt broad-based stock index futures from the

exchange-traded requirement of the Commodity Exchange Act.

Thus, if the CFTC were to assert that equity swaps are in

fact futures, such swaps would be particularly vulnerable to

attack as violative of the Act.  Even if the CFTC were to

reaffirm its 1989 policy statement and assure market

participants that it did not intend to bring enforcement

actions against equity swap dealers, an assertion that

equity swaps are futures for purposes of the CEA could open

the door to successful suits by losing parties to equity

swap agreements.  As one observer claimed in Congressional

hearings last summer, "Losing counterparties, with savvy

counsel, sufficient resources to sue, and no fear of

reputational loss, can walk away from these transactions."49

The International Swaps and Derivatives Association, an

industry group, asserts that legal risks relating to equity

swaps "have led many participants to enter into such

transactions . . . through off-shore affiliates."50  And a

representative of Chase Manhattan, which purports to "hold

the world's largest derivative portfolio," has threatened to

move its OTC derivatives activity offshore "if the legal

uncertainty posed by CFTC assertions of jurisdiction is not

removed."51
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The OTC derivatives industry has been vocal in arguing

that the CFTC concept release is engendering dangerous legal

uncertainty with regard to certain OTC instruments.

However, this objection to the CFTC's concept release seems

overstated.  For one, any administrative or legislative

action with regard to OTC derivatives is likely to be

prospective, not retrospective.  As noted above, the concept

release was careful to state that the release did nothing to

change the regulatory status of instruments under the Act,

and that market participants could continue to rely on

currently existing exemptions regarding OTC derivatives.

Professor Coffee, an academic who is sympathetic in many

respects to the OTC industry position on the CFTC concept

release, downplays the risk of legal uncertainty arising

from the concept release, noting, "I doubt that the CFTC

will rush to retract the exemptions now in parts 34 and

35."52

Moreover, to accuse the concept release of creating

legal uncertainty is misleading; it would be more accurate

to say that the release has focused attention on existing

uncertainties inherent in the structure of the Commodity

Exchange Act.  A relatively forthcoming industry

participant, Douglas Harris of Arthur Andersen LLP,

recognized this fact in congressional testimony last summer.

After noting that "[t]he argument has been made that the
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Concept Release creates legal uncertainty," Harris admitted

that in fact, "it is an inescapable fact that legal

uncertainty exists today," and pointed in particular to the

uncertain status of equity swaps under section 2a(1)(B) of

the Act.53  If losing counterparties to OTC derivatives of

uncertain legality, such as equity swaps, wish to bring suit

to evade their obligations under the derivative contract in

question, they are free to do so, just as they were free to

do so before the CFTC ever issued its concept release.  The

position taken by the CFTC with regard to OTC derivatives'

status as futures under the Commodity Exchange Act may have

some marginal effect on how a court would decide such a

challenge.  Ultimately, however, any such challenge would be

decided based on the courts' own reading of the Act.

In this regard, it is also worth noting that the

concept release does not, as some industry participants have

claimed, represent a radical departure from previous CFTC

statements and administrative actions regarding the status

of OTC derivatives under the Commodity Exchange Act.  The

CFTC has previously taken action – often under heavy

industry, Congressional, and interagency pressure – to

exempt certain classes of OTC derivatives from regulation

under the Act.  Examples of such exemptions include the 1989

policy statement and the 1993 swaps and hybrids exemptions.

However, none of these actions represented an admission by
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the CFTC that it lacked jurisdiction over OTC derivatives.

Rather, the CFTC has been careful, when exercising exemptive

authority over OTC derivatives, to qualify the exemptions so

as to reserve the right to reassert regulatory authority

over them at a later date.  To the extent that legal

uncertainty over OTC derivatives exists, therefore, the

uncertainty is not a recent creation of the CFTC; rather, it

is an outgrowth of the Act itself, and of the way in which

the Act has been interpreted by the CFTC (and others,

including the Treasury Department, as discussed below in

Part IV) in the quarter century since its creation.

2.  Objectives of the Commodity Exchange Act.  A second

argument made by critics of the CFTC's assertion of

jurisdiction over OTC derivatives is that the objectives of

the Commodity Exchange Act are generally inapplicable to

trading in OTC derivatives, and therefore the term "futures"

in the Act should not be read to encompass OTC derivatives.

Federal Reserve Chairman Alan Greenspan has identified two

primary goals of the Act: to address attempts to manipulate

commodities markets, and to protect small investors in

commodity futures.54  Greenspan argues that neither goal is

relevant to OTC derivatives.  For several reasons, OTC

derivatives do not lend themselves to market manipulation.

The underlying assets for most OTC derivatives transactions

are financial assets with a "very large or virtually
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unlimited deliverable supply"; the "vast majority of . . .

OTC contracts are settled in cash"; "costs of failure to

deliver in OTC contracts are almost always limited to actual

damages"; and "the prices established in privately

negotiated transactions are not widely disseminated or used

. . . as the basis for pricing other transactions."55  And

the OTC derivatives market consists of large banks as

dealers and sophisticated institutions, such as large

corporations and hedge funds, as end users; governmental

protection of these parties is unnecessary.  Greenspan notes

that professional counterparties to OTC derivatives

transactions have demonstrated an ability to look out for

themselves, for instance by carefully checking the credit of

counterparties and by using netting and collateral

agreements.56  He also notes that OTC derivatives dealers

have a powerful incentive to maintain a good reputation,

which also minimizes the need for governmental regulation.

3.  Regulatory Diversity.  A final argument made by

those opposed to the CFTC's assertion of jurisdiction over

OTC derivatives is that the OTC market has benefited from

"regulatory diversity."  According to proponents of this

view, OTC derivatives like swaps do not have a single

"market regulator," as do securities (the SEC) and futures

(the CFTC) (of course, this line of argument assumes the

view that swaps are not themselves futures).57  Rather,
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regulation of swap participants occurs indirectly, via

regulation of the institutions that deal in swaps.  In

addition, OTC derivatives industry participants argue that

the market participants are themselves able to regulate each

others' behavior effectively.  This section will first

review the arguments made by industry and academia in favor

of "regulatory diversity" with respect to OTC derivatives.

It will then consider the validity of a major premise of the

regulatory diversity argument: that the OTC derivatives

market itself can serve as an effective regulator of market

participants' behavior.

a.  The Benefits of Regulatory Diversity.  In

Congressional testimony last summer, a leading swap dealer

identified several advantages of regulatory diversity.

First, regulatory diversity "places greater reliance on

market discipline than would a single, monolithic

regulator."  Second, regulatory diversity allows each

regulator to gain a thorough understanding of the particular

type of institution for which it has responsibility.  Third,

regulatory diversity "encourages innovation" – presumably on

the part of regulators, who are given an incentive to

develop a regulatory scheme that is attractive to

derivatives dealers and end-users, but perhaps also on the

part of derivatives dealers, who are given an incentive to

develop products that face minimum regulatory oversight.58
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Inherent in both the first and third purported benefits of

regulatory diversity is the assumption that the

characteristics of the OTC derivatives market are such that

the market itself is generally an effective regulator of

market participants' behavior.

In the wake of the Long-Term Capital Management crisis

last fall, Chairman Greenspan endorsed the "regulatory

diversity" model of OTC derivative regulation.  Greenspan

expressed skepticism that hedge funds, an important

participant in the OTC derivatives market, could be

regulated directly.  Instead, he argued that "the best we

can do . . . is what we do today – regulate them indirectly

through the regulation of the sources of their funds" [i.e.,

banks].59  According to Greenspan, the "first line of

defense" in OTC derivatives transactions is market

participants.  The "second line of risk defense" consists of

banking supervisors, who have, noted Greenspan, "built up

significant capabilities in evaluating the complex lending

practices in OTC derivatives markets."60

Chairperson Born of the CFTC views jurisdictional

questions concerning derivatives to turn on the function of

the instrument in question: if the instrument can have a

risk management function akin to that of traditional

exchange-traded futures, it is a future under the Commodity

Exchange Act, and hence falls under the CFTC's jurisdiction.
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In contrast, Chairman Greenspan views jurisdiction over

derivatives as turning on the institutions dealing or using

derivatives, or the institutions (i.e., exchanges) on which

derivatives are traded.  Under this view, the CFTC's

jurisdictional role is to regulate a specific set of

institutions – commodity exchanges – not a specific set of

instruments.  "Futures" should be defined as "the risk

management instruments that trade on exchanges," not as "all

instruments with a risk management function."

The regulatory diversity justification finds support in

the academic literature as well.  Roberta Romano has argued

that regulatory competition between the CFTC and SEC with

regard to derivative instruments with similar functions has

fostered product innovation in the derivatives market.  She

explains that "regulators operating in . . . a competitive

regulatory environment will encourage innovation . . . ,

because doing so increases the scope of the agency's

operations, and hence maximizes its budget."61  John Coffee

has also examined the potential benefits of regulatory

competition in the regulation of risk-management financial

instruments, though he ultimately is less sanguine than

Romano about the existence of strong benefits from

regulatory competition in practice.62

Coffee writes that "regulatory competition works when

the regulated firm has mobility but the competing agencies
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are securely cabined by clear jurisdictional lines that they

cannot exceed."63  He made this statement in the context of

regulatory competition between the CFTC and the SEC.

However, with regards to many OTC derivatives, the competing

agencies are the CFTC on the one hand, and the market itself

as primary regulator on the other (with other federal

agencies serving a secondary, indirect regulatory function).

For this sort of regulatory competition to be effective, two

things must be true.  First, the market must be a reasonably

effective regulator.  Second, it is important that futures

not be defined to mean all financial instruments, exchange-

traded or OTC, with a risk-shifting function.  Rather, the

CFTC's jurisdiction must be "securely cabined," confined to

exchange-traded futures.  Firms in the market will then have

mobility to use either exchange-traded futures (the CFTC's

regulatory regime) or OTC derivatives (the market's

"regulatory regime") to manage risk.  And the CFTC will have

an incentive to minimize the regulatory costs it imposes on

futures trading.

b.  The Market as Regulator.  The Long-Term Capital

Management crisis is a useful means of exploring the claim,

central to the "regulatory diversity" argument, that the OTC

derivatives market is itself an effective regulator of

market participants' behavior.  Those making this claim note

that participants in the OTC derivatives market are almost
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exclusively large, sophisticated institutions: banks, large

corporations, hedge funds, broker/dealers.  These

institutions presumably have the motivation and ability to

check on each others' stability and creditworthiness.  So,

for instance, a corporation would not enter into a

derivatives contract with an OTC derivatives dealer without

ensuring that the dealer will be capable of meeting its

obligations under the contract.  Similarly, a bank would not

loan money to a hedge fund engaged in speculative OTC

derivatives trading without investigating the fund's

leverage and the riskiness of its OTC derivative

investments.

The market appears to have failed the "self-regulation"

test with regard to Long-Term Capital Management.  Managers

of the fund refused to give investors or creditors detailed

information about the fund's trading strategies or the

extent of its leverage,64 apparently because creditors and

investors were "bedazzled" by the highly-credentialed

managers of the fund.65  As a result, "Wall Street

professionals were shocked" when, last September, they

discovered the extent of Long-Term Capital's leverage.66  If

banks had more effectively scrutinized Long-Term Capital's

credit position and had been less willing to extend

additional credit to the fund over the last several years,

it is likely that the Long-Term Capital crisis would never
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have materialized, and Federal Reserve involvement would not

have been necessary.

The OTC derivatives industry and its defenders in

government would likely have at least two responses to the

claim that the Long-Term Capital episode demonstrates the

industry's inability to "self-regulate."  First, while

conceding that a number of parties dealing with Long-Term

Capital misjudged the risk they were entering into, the OTC

industry would describe the Long-Term Capital episode as a

learning stage in the market's ongoing education about

dealing in OTC derivatives.  The industry would note that

bad loans are a fact of life in the banking business, and

that banks become more efficient lenders by examining why

certain loans went bad and altering lending practices

accordingly.  With regard to Long-Term Capital specifically,

there is already evidence of creditors altering their OTC

derivatives risk management practices, for instance by

amending collateral agreements with hedge funds dealing in

such derivatives, in response to the deficiencies in past

practices revealed by the Long-Term Capital experience.67

Second, OTC derivatives industry participants could

point to the Long-Term Capital episode as an example of the

effectiveness of indirect regulation of OTC derivatives.

Neither Long-Term Capital Management itself, nor the OTC

derivative instruments in which it was invested, were
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subject to direct federal regulation.  Nevertheless, by dint

of its supervisory authority over banks that were major

lenders to the fund, and its more general role as overseer

of U.S. financial markets, the Federal Reserve learned of

the extent of the fund's financial difficulties last

September before these difficulties were public knowledge,

and was able to facilitate an infusion of capital into the

fund from its lenders before the fund failed.68  The Federal

Reserve's actions have come under considerable criticism

from some, largely on the ground that by helping orchestrate

a bail-out of Long-Term Capital, the Federal Reserve

contributed to moral hazard on the part of future lenders to

other large hedge funds.69  However, in the short term at

least the Federal Reserve's actions appear to have achieved

its goal: preventing a "fire sale" of Long-Term Capital's

assets at below-market prices, and a consequent severe

credit crunch on U.S. capital markets.

Of course, the lessons drawn by the CFTC with regard to

the Long-Term Capital episode are likely to be quite

different from those drawn by the OTC derivatives industry

and the Federal Reserve.  Even granting the "success" of the

Federal Reserve's intervention in September, the Commission

might question the merits of such a last minute, ad hoc

regulatory response to problems in the OTC derivatives

market, relative to direct, continuous oversight of the
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market by the CFTC.  For instance, the CFTC could creditably

argue that were substantive regulatory limits in place

regarding the extent to which OTC derivative counterparties

could be leveraged, the Long-Term Capital crisis could have

been averted altogether.

The CFTC could also question the characterization of

the Long-Term Capital episode as simply one step in the

market's ongoing learning process about OTC derivatives.

Given the potential, admitted by Federal Reserve officials,

of the collapse of Long-Term Capital to trigger a severe

credit crunch in U.S. capital markets, it seems plausible

that the value of the education to be gleaned from such a

collapse is not worth its potential cost.  In other words,

the systemic risk posed by large-scale dealing in OTC

derivatives is too great to permit such dealing to continue

essentially free of substantive federal regulation.70

Part IV:  Congressional Intent

The CFTC and the OTC derivatives industry have sharply

divergent views of the status of OTC derivatives under the

Commodity Exchange Act.  The CFTC (and the commodities

exchanges, economic competitors of OTC dealers) argue that

OTC derivatives are functionally equivalent to exchange-

traded futures, and therefore OTC derivatives are futures

under the Act.  The OTC derivatives industry (and its
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champions in the federal government: the SEC, Federal

Reserve, and Treasury Department) maintain that OTC

derivatives are not futures under the Act, because to hold

otherwise would increase legal uncertainty, be inconsistent

with the purposes of the Act, and bring the benefits of

"regulatory diversity" to the regulation of risk management

instruments.  This Part considers the legislative history of

the 1974, 1982, and 1992 amendments to the Act, particularly

the passage of the Treasury Amendment in 1974, to assess the

validity of these competing positions.

1.  The 1974 Amendments.  As noted above, Congress in

1974 significantly amended the Commodity Exchange Act.

Amongst other things, the amendments created the CFTC, and

greatly expanded the number and nature of commodities

covered by the Act.  In addition, two circumstances

concerning the amendments sowed the seeds for the current

controversy regarding the Act's applicability to OTC

derivatives.  First, the swaps most commonly used today had

simply not been created in 1974.  Second, the amendments did

not define the term "futures."

Several elements of the legislative history to the 1974

amendments lend support to the OTC industry's argument that

the CEA does not apply to OTC derivatives.  The "Short

Explanation" of the amendments, which prefaces the Senate

Report accompanying the amendments, speaks exclusively in
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terms of regulating exchanges.  It describes the

"fundamental purpose" of the Act as "insuring [sic] fair

practice and honest dealing on the commodity exchanges and

providing a measure of control over those forms of

speculative activity which often demoralize the markets to

the injury of producers, consumers, and the exchanges

themselves."71

In addition, while the Commodity Exchange Act does not

define the term "futures," the legislative history to the

1974 amendments does include a "glossary of terms used in

commodity futures trading" in an appendix.  The glossary

defines "futures contract" as "contracts for the purchase

and sale of commodities for delivery some time in the

futures on an organized exchange and subject to all terms

and conditions included in the Rules of that Exchange."72

The interpretive force of this definition is severely

limited by a footnote accompanying the glossary, which

states: "The inclusion of this glossary is intended for the

convenience of Members of the Senate, their staff, and

interested public.  It is not, under any circumstances, to

be deemed a set of legal definitions, nor a guide to

interpretation of the present Act . . . ."73  Nevertheless,

the substance of the legislative history's "short

explanation" and its definition of the term "futures

contract" suggests that Congress had exchange-traded



34

instruments in mind in drafting the 1974 amendments to the

CEA.

Perhaps the most significant evidence from the

legislative history to the 1974 amendments relates to the

enactment of the "Treasury Amendment."  However, this

evidence does not cut entirely in favor of either the CFTC

or the OTC derivatives industry.  On the one hand, the

addition of the Treasury Amendment suggests that, at the

time the 1974 amendments to the Commodity Exchange Act were

enacted, the language of the Act was read by many to

encompass a broad array of risk-shifting instruments, both

exchange-traded and OTC.  On the other hand, Congress's

decision to grant a statutory exemption to certain off-

exchange transactions in response to concerns raised by the

Treasury Department suggests that Congress did not intend,

in enacting the Commodity Exchange Act, to subject off-

exchange transactions to the same CFTC regulation as

exchange-traded futures.

As noted above, the Treasury Amendment exempts off-

exchange "futures" trading in certain commodities, such as

foreign currency, from substantive regulation under the

Commodity Exchange Act.  The sort of trading exempted by the

amendment was likely the closest analog, in 1974, to the OTC

derivatives activity that is currently the subject of

contention between the CFTC and the OTC derivatives
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industry.  The Treasury Department described the off-

exchange foreign currency futures trading it wished to

exempt via amendment as involving "an informal network of

banks and dealers."  The dealer market "consist[ed]

primarily of the large banks."  The purpose of the trading

was to "serv[e] the needs of international business in

hedging the risks that stem from foreign exchange rate

movements."74

When the revision of the Commodity Exchange Act was

under consideration in Congress in 1974, the Treasury

Department indicated its belief that without the addition of

its proposed amendment, the changes being considered to the

Commodity Exchange Act would subject interbank foreign

currency "futures" trading to regulation under the Act.  In

a letter to the Senate Committee considering the 1974

amendments, the Treasury Department's general counsel noted

that the proposed changes' language "is sufficiently broad

to authorize the Commission to regulate trading in foreign

currencies by banks in the over-the-counter market."75

The Treasury Department's stance in 1974 stands in

contrast to its position today.  In Congressional hearings

last summer, the Department aligned itself with those who do

not believe that the Commodity Exchange Act grants the CFTC

jurisdiction over OTC derivatives transactions.76  The

Treasury Department's change of position is consistent with
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other actions it has and the Federal Reserve have taken over

the past 25 years to protect their regulatory "clientele" –

banks and OTC derivatives dealers.77  However, the fact

remains that at the time of passage of the 1974 amendments,

the Treasury expressed a clear view that over-the-counter

risk management instruments were included in the CFTC's

jurisdictional purview under the Act.  The explanation for

the Treasury Department's change of heart was captured by

Federal Reserve Chairman Greenspan in Congressional

testimony last summer.  He described the history leading to

the enactment of the Treasury Amendment, and concluded:

"What the Treasury did not envision, and the Treasury

Amendment did not protect, was the subsequent [to 1974]

development and spectacular growth of a much wider range of

OTC derivative contracts [than derivative contracts on

foreign currencies]."78

Another noteworthy aspect of the 1974 Treasury

Department letter proposing the Treasury Amendment is its

use of the word "futures" to refer to over-the-counter

trading in the future delivery of foreign currencies.

Today, the OTC derivatives industry uses the word "futures"

to refer exclusively to exchange-traded futures.  Agreements

of the sort described in the Treasury letter would be

referred to as forward contracts,79 or more generically as

OTC derivatives.  The Treasury Department's use of the term
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"futures" to refer to OTC transactions would buttress a

claim by the CFTC that the Commodity Exchange Act was

understood by Congress in 1974 to apply (absent a statutory

exemption) to all transactions in risk-shifting instruments,

on or off exchanges.

While the circumstances surrounding the enactment of

the Treasury Amendment lend credence to the CFTC's position,

the enactment itself suggests that Congress did not, in

fact, mean to grant CFTC broad jurisdiction over OTC

derivatives.  In its 1974 letter to the Senate committee

considering amendments to the CEA, the Treasury Department

wrote, "We do not believe that either the House of

Representatives or your Committee intends the proposed

legislation to subject the foreign currency futures trading

of banks or other institutions, other than on an organized

exchange, to the new regulatory regime."80  To ensure that

the Commodity Exchange Act did not apply to off-exchange

"futures" trading, the Treasury Department proposed

statutory language to be added to the Act.  This language,

which became the Treasury Amendment, was adopted nearly

word-for-word by Congress.81  The Senate Report accompanying

the 1974 amendments explained the adoption of the Treasury

Amendment as follows:

[T]he Committee included an amendment to clarify
that the provisions of the bill are not applicable
to trading in foreign currencies and certain
enumerated financial instruments unless such
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trading is conducted on a formally organized
futures exchange.  A great deal of the trading in
foreign currency in the United States is carried
out through an informal network of banks and
tellers.  The Committee believes that this market
is more properly supervised by the bank regulatory
agencies and that, therefore, regulation under
this legislation is unnecessary.82

This paragraph is notable for the way in which it echoes the

OTC derivatives industry's explanations of why the Commodity

Exchange Act should not be read to grant jurisdiction over

OTC derivatives to the CFTC.  First, a primary purpose of

the Treasury Amendment was "to clarify" the legal status of,

i.e. increase legal certainty concerning, certain risk

management financial instruments.  Second, the last sentence

presents the "regulatory diversity" argument for withholding

jurisdiction over OTC derivatives from the CFTC.  In the

case of off-exchange foreign currency futures trading, the

closest analog in 1974 to today's array of OTC derivatives,

Congress felt that it was the banking regulators (the

Federal Reserve and the Treasury Department), not the CFTC,

that were best situated to regulate.

2.  The 1982 Amendments.  The 1982 amendments to the

Commodity Exchange Act codified the 1981 jurisdictional

accord between the SEC and the CFTC.  The jurisdictional

accord did not relate directly to OTC derivatives; rather,

it arose out of a dispute concerning which agency had

regulatory authority to approve the on-exchange trading of

options and futures on GNMA certificates.83  However, the
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CFTC has pointed to the legislative history to the 1982

amendments in support of its claim to jurisdiction over OTC

derivatives.84  Specifically, the CFTC has cited the

following statement in the legislative history, which

summarizes Congress's intent in dividing regulatory

authority between the CFTC and the SEC: "The Committee has

long recognized and accepted the inherent differences

between the futures industry and the securities industry and

endorses the concept of separate regulation.  Basically, the

CFTC will retain its traditional role of regulating markets

and instruments that serve a hedging and price discovery

function while the SEC will regulate markets and instruments

with an underlying investment purpose."85

While this statement can be read to support the CFTC's

claim of jurisdiction over OTC derivatives, it is not as

clearly supportive of the CFTC's position as the Commission

has suggested.  On the one hand, the term "instruments that

serve a hedging and price discovery function" appears, on

its face, to include both exchange-traded and OTC derivative

products.  On the other hand, it is important to put the

statement in the context of the 1982 legislation.  As noted

above, that legislation was designed to resolve a conflict

between the SEC and CFTC over exchange-traded products, not

OTC products.  In fact, at the time the 1982 amendments were

enacted, the OTC derivatives at the heart of the current
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dispute were in their infancy.  Therefore, one should

hesitate to read too much significance for the OTC

derivatives debate into statements appearing in the 1982

legislative history.

3.  The 1992 Amendments.  Unlike the 1982 amendments,

the 1992 amendments directly addressed the regulation of OTC

derivatives.  The amendments empowered the CFTC to exempt

certain OTC derivatives from the exchange-traded requirement

of the Commodity Exchange Act.  As noted above, however, the

amendments ducked the basic jurisdictional question of

whether swaps and other OTC derivative products are futures

under the Act.  Unsurprisingly, therefore, the legislative

history to the 1992 amendments sheds little light on the

scope of the CFTC's jurisdiction.

One passage from the 1992 legislative history does bear

examining, however.  In the course of explaining the

background of and need for the legislation, the Senate

Report accompanying the amendments stated: "Since 1974, when

Congress created the CFTC, the principle of 'functional'

regulation was intended to govern the introduction of new

financial instruments."86  The Report then quoted the

passage from the 1982 history stating that the CFTC is to

regulate markets and instruments with a hedging and price

discovery function.87  This statement is probably the most

clear cut statement in support of the CFTC's position on OTC
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derivatives in the legislative history of the Commodity

Exchange Act since 1974 (when the CFTC was created).

However, even this statement does not unequivocally support

the CFTC's position, as the statement was backward-looking,

not forward-looking.  After stating that CFTC jurisdiction

had historically been premised on the principle of

"functional" regulation, the Report stated that

"increasingly, this principle has become blurred as novel

'hybrid' instruments are developed."88  The Report went on

to explain that "lack of clarity" exists "over the extent of

CFTC jurisdiction with respect to new 'hybrids.'"89  So

while the legislative history at first seemed to endorse the

principle of "functional" regulation, it then cast doubt on

the principle by suggesting that, notwithstanding the

principle, the regulatory status of hybrid instruments that

are functionally equivalent in large part to certain

exchange-traded instruments was uncertain.

Part V:  Judicial Interpretation of the Commodity Exchange

Act: Dunn

Two years ago, in Dunn v. Commodity Futures Trading

Commission,90 the Supreme Court considered the scope of CFTC

jurisdiction over a specific type of OTC derivative, foreign

currency options.  A unanimous Court held that the Treasury

Amendment exemption for "transactions in foreign currency"
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extends to foreign currency options, and hence the CFTC does

not have authority to regulate such options under the

Commodity Exchange Act.91  The case did not directly address

the jurisdictional issue discussed in this paper; options

are clearly a type of OTC derivative different from futures,

regulated pursuant to a separate set of provisions under the

Commodity Exchange Act.  However, the Dunn case suggests, in

at least two ways, how the Court might approach a more

general challenge to the CFTC's jurisdiction over other

types of commonly-traded OTC derivatives, such as swaps and

hybrids.  First, the decision suggests the Court's

understanding of the term "futures" as used in the Commodity

Exchange Act.  Second, the decision the decision suggests

the approaches the Court is likely to take in interpreting

jurisdictional questions under the Act.

A.  Meaning of "Futures"

The Dunn decision, like the Commodity Exchange Act,

does not directly define the term "futures."  The absence of

a definition is itself of interest, as the Court did define

"option,"92 "forward contracts,"93 and "spot transactions."94

The Court's failure to define "futures" is indicative of the

lack of consensus regarding the proper definition of the

term under the Act.  However, various aspects of the Court's

decision suggest that the Court understands the term
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"futures" to encompass a relatively broad set of

transactions, both on- and off-exchange.

First, in discussing the Treasury Amendment and the

history of its enactment, the Dunn Court adopted the

Treasury Department's 1974 usage of the term "futures."95

In other words, the Court used "foreign currency futures" to

mean derivative transactions involving foreign currencies

that occur both on and off of organized exchanges.  As noted

above, the Treasury Department used "futures" in this broad

way when lobbying for a foreign currency exemption from

Commodity Exchange Act regulation in 1974, though the

Department has subsequently aligned itself with the OTC

industry's narrower view of "futures" (i.e., "futures," by

definition, refers only to products traded on an exchange).

Second, the Court's definition of the term "forward

contracts" ("agreements that anticipate the actual delivery

of a commodity on a specified future date") suggests that

for the Court, the operative distinction between a "forward

contract" and a "future" is whether actual delivery is

customary under the contract, not whether the contract is

traded on an exchange.  In contrast, the OTC derivatives

industry regards the operative distinction between forward

contracts and futures as whether the contract in question

has standardized terms and is traded on an exchange.96
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It is impossible to draw firm conclusions about the

Court's view of the term "futures" under the Act, because

the Court does not define the term in Dunn and because the

basic issue addressed by the Court in Dunn involved options,

not futures.  Nevertheless, the circumstantial evidence

presented by the Dunn opinion suggests that the Court's

working understanding of the term "futures" in the Commodity

Exchange Act may be broad enough to encompass such OTC

derivatives as swaps and hybrids.

B.  Interpretive Approaches

The Dunn Court took two main approaches in interpreting

the Commodity Exchange Act: it examined the plain text of

the statute, and it considered the congressional purpose

behind the Act, as revealed by the Act's legislative

history.  This section will consider how each interpretive

approach might be applied to a challenge to the CFTC's

authority under the Commodity Exchange Act to regulate broad

OTC derivatives generally.  The section will also note

another possible approach which the Court failed to pursue

in the Dunn decision: deferring to the CFTC interpretation

of the statute.

The Dunn Court began its analysis by noting that its

basic obligation was "to apply the statute as Congress wrote

it."97  In Dunn, the dispute centered on the meaning of the

term "transactions in foreign currency" within the Treasury
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Amendment.  The Court concluded that, contrary to the

position of the CFTC, the "normal reading of the . . .

phrase" included foreign currency options in addition to

foreign currency futures.98

The "plain meaning" approach to interpretation seemed

particularly apt to Dunn, a case in which the CFTC plainly

took an unnaturally narrow view of the phrase "transactions

in foreign currency."  However, the plain meaning approach

seems less helpful in the context of CFTC jurisdiction over

OTC derivatives generally.  As noted above, it is unclear

whether the phrase "any transaction in, or in connection

with, a contract for the purchase or sale of a commodity for

future delivery"99 in the Commodity Exchange Act extends to

such OTC derivatives transactions as swaps and hybrids.

Perhaps one could argue that because actual delivery is not

customary in OTC derivatives contracts, such contracts do

not meet the "commodity for future delivery" requirement.

However, the same is true of exchange-traded futures, over

which the CFTC undeniably has jurisdiction.  In short, the

"plain language" of the statute simply does not provide a

clear answer to the question whether the CFTC has authority

to regulate OTC derivatives.

A second interpretive approach taken by the Court in

Dunn was to consider Congress' purpose in enacting the

Commodity Exchange Act, and in particular the Treasury
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Amendment.  The Court noted that in 1974, the year of the

Treasury Amendment's enactment, foreign currency options

(the instruments at issue in Dunn) did not exist.

Nevertheless, the Court decided that the Treasury Amendment

exemption for transactions in foreign currency extended to

foreign currency options, as "Congress' broad purpose in

enacting the Treasury Amendment was to provide a general

exemption from CFTC regulation for sophisticated off-

exchange foreign currency trading."100  The Court concluded

that this was Congress' purpose by reviewing the history of

the Amendment's passage, which is described above in Part

IV.

A "Congressional purpose" approach to statutory

interpretation might lead the Court to conclude that the

CFTC does not have jurisdiction over OTC derivatives

generally.  In particular, the OTC derivatives industry can

take heart from the fact that in Dunn, the Court found that

a class of instruments that did not exist at the time of the

Treasury Amendment's passage was nevertheless exempt from

regulation under the Amendment based on Congress' intent to

exempt a broad sweep of transactions from CFTC regulation.

The key question going forward is exactly how broad this

sweep is.  Were the Court to be presented with a challenge

to the CFTC's jurisdiction over OTC derivatives generally,

would it confine its understanding of Congressional intent,
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as in the Dunn case, to " a general exemption . . . for

sophisticated off-exchange foreign currency trading"?  Or

would it understand Congress' intent more broadly, as an

exemption for sophisticated off-exchange trading in a

variety of financial assets, including foreign currency and

interest rate payments?

It is impossible to say with certainty how the Court

would view Congressional intent in the face of a challenge

to the CFTC's jurisdiction over OTC derivatives generally.

However, it is worth noting that interbank off-exchange

foreign currency trading was the very activity that

motivated the Treasury Department to lobby for enactment of

the Treasury Amendment in 1974.  It was therefore not a

stretch for the Dunn Court to find foreign currency options

to be covered by the Amendment.  In contrast, the Court

might well be reluctant to extend the Amendment's scope to

other off-exchange derivatives involving other underlying

assets.

Finally, Dunn is revealing because of one interpretive

approach the Court implicitly rejected: it refused to defer

to the CFTC's interpretation of the Commodity Exchange Act.

The Court did not even raise the possibility of deferring to

the Commission in the Dunn decision itself.  However, in

oral argument the Court did question both parties as to the

relevance of the principle of deference to administrative
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agency interpretations of regulatory statutes.  The Court's

decision in Dunn – rejecting the CFTC's claim of

jurisdiction over foreign currency options – indicates that

the Court chose not to follow the principle of deference to

an administrative agency.  Its questions during oral

argument suggest why.  First, the Court stated that "[w]e

don't ordinarily give deference" to agencies'

interpretations of their jurisdictional reach.101  Second,

the Court noted that to the extent Congress wished to defer

to any agency's interpretation of the Treasury Amendment, it

seemed at least as likely that that agency should be the

Treasury Department, not the CFTC.102  Because the Treasury

Department and the CFTC disagreed as to the proper

interpretation of the Treasury Amendment in Dunn, the Court

evidently decided that it did not owe deference to either

agency.

Part VI:  Conclusion: Policy Choices

There is no clear answer to the question of CFTC

jurisdiction over OTC derivatives.  On the whole, however,

it seems the CFTC has the better of the legal arguments

concerning the proper interpretation of the Commodity

Exchange Act as currently written.  The CFTC can make a

strong case that the Act confers jurisdiction over the most

commonly used OTC derivatives, including swaps and hybrids,
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to the CFTC.  This case would be based, first and foremost,

on the broad, open-ended language of the statute itself.

Buttressing the CFTC's argument would be the history of the

enactment of the "Treasury Amendment."  This history

suggests that even the Treasury Department, which is now

strongly opposed to CFTC jurisdiction over OTC derivatives,

understood the 1974 amendments to the Act at the time of

their passage to grant the CFTC such jurisdiction.  The

CFTC's case would also turn on its contention that the

Commodity Exchange Act grants it jurisdiction over all

instruments with a risk-management function.  This claim is

buttressed by various statements in the legislative history

accompanying recent amendments to the Act.  Finally, the

Supreme Court's decision in Dunn suggests that the Court,

like the CFTC, understands the term "futures" to encompass a

broad range of derivative products, including products

traded on and off of organized exchanges.

Of course, the OTC derivatives industry has its own set

of legal arguments in support of its claim that its products

do not fall within the substantive regulatory sphere of the

Commodity Exchange Act.  Like the CFTC, the OTC industry can

point to certain statements in the legislative history in

support of its claim.  Specifically, the industry can argue

that Congress meant the Act to apply only to exchange-traded

risk-management instruments.  More fundamentally, however,
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the OTC industry can make a powerful argument that its

products should not fall within the substantive regulatory

sphere of the Commodity Exchange Act.  While the CFTC's

arguments are based largely on statutory language and

Congressional intent, the industry's claims are largely

policy-based.  The OTC industry contends that by asserting

jurisdiction, the CFTC is creating damaging legal

uncertainty; and the industry argues that the policy

objectives that have driven enactment of the CEA and its

amendments are inapplicable to OTC derivatives.

Legislative action seems like a natural response to the

current uncertainty regarding jurisdiction over OTC

derivatives.  Legislation could take a variety of forms.

Congress could amend the Commodity Exchange Act to define

the term "futures," thereby resolving a major source of

uncertainty concerning OTC derivatives.  Starting points in

developing such a definition could include the section of

the 1989 swaps policy statement addressing the elements of a

futures contract identified by the CFTC and the courts,103

and the table in the legislative history to the 1992

Commodity Exchange Act amendments regarding CFTC no-action

and interpretive letters and federal court cases addressing

whether given financial instruments are futures contracts.104

If Congress does statutorily define "futures," one major

issue will be whether one element of the definition is "an
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instrument that is traded on an exchange."  The inclusion of

this element in the definition of "futures" would seemingly

remove OTC derivative from the substantive regulatory

provisions of the Act.

An alternative legislative approach would be to

explicitly exempt statutorily certain OTC derivatives from

the regulatory provisions of the Act.  Such a statutory

exemption was proposed by the Senate in 1992, but ultimately

rejected in the final bill.  From the standpoint of the OTC

derivatives industry, such a statutory exemption would

increase legal certainty by removing the threat of the CFTC

reversing course and withdrawing previously issued

administrative exemptions.

This paper has focused on the legal question whether,

under existing law, the CFTC has jurisdiction over OTC

derivatives.  However, if Congress were to amend the

Commodity Exchange Act to clarify the legal status of OTC

derivatives, it will also open a fierce debate over the

policy question of what the optimal regulatory scheme for

risk-management instruments, exchange-traded and OTC, is.

Thus far, it would appear the OTC derivatives industry has

the better of the policy argument concerning whether the

CFTC should have jurisdiction over OTC derivatives.  As

noted above, the primary policy objectives of the Commodity

Exchange Act – consumer protection and prevention of market
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manipulation – seem largely irrelevant to the OTC

derivatives market.  Moreover, it is an overstatement to

claim that OTC derivatives are completely unregulated today;

in fact, the principal dealers in the OTC derivatives

market, banks and broker-dealers, are overseen by the

federal banking agencies and the SEC, respectively.  As

Professor John Coffee has noted, "If the CFTC contends that

it has some comparative advantage over the federal banking

agencies or the SEC as a guardian of bank or broker-dealer

solvency, this is a radical thesis on which it should bear

the burden of proof."105  Finally, the explosive growth in

the OTC derivatives market in recent years suggests an

endorsement by market participants of the current regulatory

scheme.

On the other hand, recent developments in the OTC

derivatives industry suggest that there may be a need to

rethink, and perhaps refine, the current regulatory scheme.

In particular, the near collapse of Long-Term Capital

Management last fall raises concerns regarding the potential

contribution of OTC derivatives to increased systemic risk

in the economy.  Prior to the Long-Term Capital incident,

commentators had generally downplayed or dismissed the

"systemic risk" rationale for regulation of the OTC

derivatives market.106  However, the Federal Reserve's

actions in the Long-Term Capital matter were explicitly
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predicated on its "judgment that an abrupt and disorderly

closeout of Long-Term Capital's positions," largely in OTC

derivatives, "would have posed unacceptable risks to the

American economy."107  Moreover, Chairman Greenspan,

referring to the near-collapse of Long-Term Capital, stated,

"What is remarkable is not this episode, but the relative

absence of such examples over the past five years."108  These

statements are themselves somewhat remarkable, coming as

they do from the Federal Reserve, a staunch opponent of

substantive regulation of OTC derivatives.  They suggest

that the near-collapse of Long-Term Capital might have been

merely a prelude to more dramatic episodes of systemic risk

from OTC derivatives use during future economic downturns.

The threat of systemic risk from the ever-expanding use

of OTC derivatives does not necessarily justify imposing

substantive regulation on OTC derivatives equivalent to that

currently imposed on exchange-traded futures.  Ideally, new

legislation concerning OTC derivatives would, in addition to

increasing legal certainty concerning these instruments,

build on the forms of regulation already in place:

regulation of market participants' behavior by one another,

and indirect regulation of OTC derivatives dealers, lenders,

and users by the government agencies that oversee these

institutions.  For instance, legislation that mandated

greater transparency concerning the investment and lending
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practices of OTC users might enable the Federal Reserve to

foresee and forestall future Long-Term Capital-type

potential crises long before they developed into true

threats to the American economy.
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