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CFTC Jurisdiction Over OIC Derivatives

Part |: Introduction

Use of over-the-counter (OTC) derivatives' — custoni zed
i nstrunments purchased primarily by sophisticated
participants? in financial markets to manage risk® — has
exploded in the | ast 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
val ue outstanding at the end of 1992 and of 3354% over the
val ue outstanding at the end of 1987.°

Unsurprisingly, as the use of derivatives has grown, so
have incidents of their msuse. Particularly dramatic
exanpl es of the havoc that can be wought by the m suse of
derivatives include the Orange County bankruptcy in 1994 and
the coll apse of Barings Bank in 1995.° While previous
derivatives disasters had largely invol ved exchange-traded
derivatives, in the fall of 1998 a financial crisis arose —
the near-col |l apse of Long Term Capital Mnagenent, a
prom nent Wall Street hedge fund — that was fueled in part

by investnent in OTC derivatives.?®



Al t hough the use and m suse of OTC derivatives has
grown dramatically in the past decade, one fact about these
financial instruments has remained rel atively constant:

di sagreenent anongst federal regulators and industry
participants as to who, if anyone, has regulatory authority
over OIC derivatives. The Commodity Futures Trading

Comm ssion (CFTC) and the American futures exchanges (whose
products conpete economcally with OTC derivatives) have
mai nt ai ned that the 1974 anmendnents to the Commodity
Exchange Act grant jurisdiction over OIC derivatives to the
CFTC. Oher interested federal regulators, including the
SEC, Federal Reserve, and Treasury Departnent, as well as
OTC derivatives deal ers, have generally maintained that the
Comodi ty 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 release’ intended to "reexanin[e] [the CFTC s]
approach to the over-the-counter derivatives market."® The
CFTC s seem ngly innocuous "reexam nation" pronpted a swift
and angry response fromthe other federal financial
regul atory agencies, and ultimately |led to passage of
| egi slation tenporarily depriving the CFTC of authority to
alter its existing regulatory approach to OTC derivatives.?

However, this stopgap legislation did nothing to answer the



under | yi ng questions concerning OTC derivatives: does the
Comodi ty Exchange Act give the CFTC jurisdiction over OIC
derivatives, and if so, is this grant of regul atory
authority appropriate?

Thi s paper considers whether the Comodity Exchange Act
does grant regul atory authority over OIC derivatives to the
CFTC. Part |1 describes the Act's structure, and expl ains
why it mght be read to confer such authority. Part Il also
describes the legislative and adm nistrative actions that
have been taken to exenpt OTC derivatives to date from
substantive regul ation under the Act. Part |Il sumrarizes
the argunents nade by the CFTC s proponents and opponents as
to why the Act should or should not be read to confer
regul atory authority over OTC derivatives to the CFTC. Part
| V considers the persuasi veness of these argunents, in |ight
of Congressional intent as revealed by the |egislative
hi stories of the 1974, 1982, and 1992 anendnents to the
Comodi ty Exchange Act. Part V considers the Suprene
Court's decision in Dunn v. Commodity Futures Trading
Comm ssion, 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
guestion of CFTC jurisdiction over OIC derivatives generally
in Dunn, several aspects of the decision suggest how the

Court m ght approach that question in a future case.



The paper concludes, in Part VI, that while current |aw
does not provide a clear cut answer to the question of CFTC
jurisdiction over OIC derivatives, the CFTC does seemto
have the stronger |l egal position in its ongoing debate with
the OTC derivatives industry. However, the OIC industry has
powerful policy argunments in support of its claimthat the
CFTC shoul d not engage in substantive regulation of the OIC
mar ket. Federal legislation is needed to clarify the |egal
status of these instrunents. This |egislation should
generally maintain the regulatory reginme for OIC derivatives
established to date; although regulators will need to
i ncorporate the | essons fromthe near collapse of Long-Term
Capital last fall, particularly those pertaining to systemc

risk, in fine-tuning the OIC | egal regine.

Part 11: Regulatory Treatnent of OIC Derivatives
A.  Structure of the Commodity Exchange Act

The uncertain regulatory status of OIC derivatives
under the Comodity 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 OIC
derivatives had not been devel oped when the inportant 1974

anendnents to the Act were enact ed.



The 1974 anmendnents to the Commopdity Exchange Act
established the CFTC as an independent federal regulatory
agency, and granted the CFTC jurisdiction over a w de

variety of futures contracts. '

Whereas the Commodity
Exchange Act had previously provided for regul ati on of
future contracts on only a limted set of agricultural
commodi ties, such as barley, butter, and corn,! the 1974
anendnents 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

"2 As a result of the

presently or in the future dealt in.
amendnent, futures contracts on foreign currency or interest
rate paynents, 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."?®®

However, the definitional section of
the Act, 7 US.C. 8§ 1a, fails to define "futures." This
failure to define "futures" is at the heart of the dispute
over whether OIC derivatives fall within the regulatory
scope of the Act. The CFTC has suggested that various OIC
derivatives are futures, and that therefore, absent sone
ot her exenption, such derivatives are illegal because they

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

derivatives industry and its governnental allies have, in



contrast, argued that OTC derivatives are not futures, and
that therefore the regulatory regine established by the Act
for futures is sinply inapplicable to OIC derivati ves.

Complicating matters is the fact that nost fornms of OIC
derivatives did not exist at the tinme of enactnent of the
1974 amendments to the Commodity Exchange Act.' As a
result, the 1974 anendnents to the Commodity Exchange Act
and their legislative history do not speak directly to the
question whether the Act is neant to apply to such
i nstrunents.
B. Current Treatnment of OTC Derivatives

Al t hough the 1974 anmendnents to the Commodity Exchange
Act arguably subject OIC derivatives to federal regulation
a boom ng market in OIC derivatives has in fact devel oped
essentially free of regulation to this point. Participants
in the OIC derivatives market rely largely on four
| egi sl ative and/or adm nistrative devel opnents in engagi ng
in OTC derivatives trading despite the apparently sweeping
prohi bition of off-exchange futures trading in 8 6 of the
Act. First, as noted above and di scussed in greater detai
in Part 111, the OTC derivatives industry argues that OIC
derivatives are not futures, and therefore are not subject
to the Coormodity Exchange Act's ban on off-exchange futures
trading. Second, the "Treasury Amendnent"” to the Commodity

Exchange Act exenpts fromthe Act's coverage OIC derivatives



i nvol ving certain categories of assets, including foreign
currency. Third, the CFTC in 1989 adopted policy statenents
indicating its intent not to regulate certain OIC
derivatives. Fourth, in 1993 the CFTC, exercising authority
granted to it by Congress in 1992, explicitly excluded
certain OTC derivatives fromthe exchange-traded requirenent
of the Commodity Exchange Act.

1. The "Treasury Arendnent." The "Treasury Amendnent”
is a statutory exenption fromthe Comodity Exchange Act for
a subset of OIC derivative transactions. The Amendnent was
passed by Congress in 1974 at the request of the Treasury
Department, which feared that absent an explicit statutory
exenption, existing off-exchange foreign currency futures
tradi ng between | arge banks and ot her sophi sticated
institutions would fall within the regulatory scope of the
Act. ' The Amendnent exenpts fromthe Act "transactions in
foreign currency, security warrants, security rights,
resal es of installnent |oan contracts, repurchase options,
governnent securities, or nortgages and nortgage purchase
comm tments, unless such transactions involve the sale
thereof for future delivery conducted on a board of
trade. "

2. The Swaps Policy Statenent. 1In 1989, the CFTC
issued a policy of statement to identify "certain swap

transactions which will not be regulated as futures or



commodity option transactions under the Commodity Exchange
Act."'" Specifically, the CFTC established a non-excl usive
safe harbor from Commodity Exchange Act regul ation for swaps
that met the followng criteria: they had individually-
tailored ternms; they |acked exchange-style offset; they
| acked a clearing organization or margi n system they were
entered into in conjunction with a line of business; and
they were not marketed to the public.' The policy
statenment represented a significant turnabout for the CFTC,
which in 1987 had raised in an advanced notice of proposed
rul emaki ng'® the possibility of regulating commodity swaps
and sinmul taneously opened an investigation into Chase
Manhattan's OTC derivatives deal er activities.?

The CFTC faced a "firestormof criticisni for its 1987

actions, %!

and its 1989 policy statenent represented a
tenporary retreat fromthe aggressive interpretation of the
Comodi ty Exchange Act suggested by those actions. However,
the policy statenent did not represent a determ nation by
the CFTC that the Commodity Exchange Act is wholly

i napplicable to OIC derivatives. Rather, the CFTC expressed
its viewthat "at this tinme nost swap transactions, although
possessing el ements of futures or options contracts, are not
appropriately regul ated as such under the Act and

regul ations."?> The CFTC | eft open the possibility of

future regul ation of OTC derivatives. |In fact, in



di scussing the definition of "futures contract" devel oped by
the Comm ssion and the courts under the Commodity Exchange
Act, the CFTC enphasi zed characteristics that are common to
exchange-traded futures and OIC derivatives, and
deenphasi zed characteristics that are unique to exchange-
traded futures.

3. CFR Parts 34 and 35. 1In 1992, Congress gave the
CFTC explicit statutory authority to exenpt certain
derivative contracts fromthe exchange-traded requirenent of
the Commodity Exchange Act.?® The 1992 amendnents to the
Act also stated that the CFTC "may . . . pronptly follow ng
the enactnent” of the anmendnments, "exercise the exenptive
authority" granted by the anmendnents with respect to hybrid
instrunments and swaps, two preval ent classes of OIC
derivatives.? The CFTC exercised its authority in 1993,
establishing regul atory exenptions for certain swap
agreements and hybrid instrunments.? In particular, the
CFTC exenpted fromthe Comodity Exchange Act's exchange-
traded requi renent swap agreenents that are entered into
between "eligible participants” (institutions, or natural
persons with nmore than $10 million of assets), are not
standardi zed, are dependent to a material degree on the
creditworthiness of the counterparties, and are not entered

into through a clearinghouse. ?’
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Agai n, however, the 1992 statutory anmendnents and
subsequent regul atory actions did not resolve the
fundanent al question of whether the Commopdity Exchange Act
applies to OTC derivatives in the first place.?® The 1992
amendnents did not define "futures" and did not nandate
exenption of swaps and other OIC derivatives. They left an
opening for future attenpts by the CFTC to engage in
substantive regul ation of the OTC derivatives narket.

C. 1998 Concept Rel ease

In May 1998, the CFTC i ssued a "concept release" in

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

derivatives nmarket."?®

On the surface, this concept rel ease
appeared i nnocuous. The release reviewed the existing
exenptions for OTC derivatives, and then posed a nunber of
guestions concerning the OIC derivatives market. These
guestions asked respondents to address, anong ot her things,
recent devel opnents in the swaps and hybrid markets, the
appropriateness of the current requirenents for exenption of
swaps and hybrids, the need to nodify the existing
definition of "eligible participants” in OTC derivatives
transactions, and the appropriate regul atory standards
regarding the clearing of swaps.3® The CFTC was careful to
frame the concept release in the nost benign terns possible.

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

mnd," 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."® The CFTC expl ai ned t hat
"[t]his release in no way alters the current status of any
instrunment or transaction under the Commodity Exchange Act,"”
and that "[a]ll currently applicable exenptions,
interpretations, and policy statenments issued by the

Commi ssion regarding OTC derivatives products remain in
effect, and market participants may continue to rely upon

t hem " 32

I n Congressional hearings pronpted by the CFTC s
rel ease, Brooksley Born, the CFTC chairperson, maintained
the soothing tone of the release, reiterating that the CFTC
"had no preconceived result in mnd" when it issued the
rel ease, and explaining that the release "nerely asks for
i nformati on about current realities in the marketplace and
views as to the appropriate Conmi ssion response, if any."*
Despite the CFTC s attenpt to couch its concept rel ease
in the nost benign terns possible, it provoked heated
criticismfromOTC derivatives nmarket participants and their
allies in the federal government. |In part, this criticism
likely stemmed froma skepticismregarding the CFTC s true
regul atory notives with respect to OIC derivatives. |ndeed,
i n subsequent speeches Brooksley Born took a nore aggressive
position, suggesting that "unacceptable regulatory gaps" may

exist with respect to the OIC derivatives narket. 3

Specifically, she identified |ack of transparency, excessive
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| everage, insufficient prudential controls, and a historical
| ack of cooperation anong international regulators as areas
that need to be addressed by financial regulators.?®

More fundanentally, the CFTC release inplicitly
chal I enged a bedrock belief of the OIC derivatives industry:
that OTC derivatives are not futures, and therefore are not
subject to nost of the regulatory provisions of the
Commodi ty Exchange Act. In "reexamning its approach” to
OTC derivatives regulation, the CFTC was inmplicitly
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 Il of
t hi s paper.
Part 111: Conpeting Views of Jurisdiction Over OIC

Derivatives
A.  The CFTC View. Functional Equival ence

The CFTC maintains that OTC derivatives are futures,
and as such are subject to regulation under the Comodity
Exchange Act. As Chairperson Born flatly stated at a
Congr essi onal 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."3®
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The CFTC bases this conclusion on the functional
equi val ence of exchange-traded derivatives and OIC
derivatives. Chairperson Born explained |ast June: "OIC
derivatives are simlar in structure and purpose to
exchange-traded futures and options. Like exchange-traded
derivatives, OIC derivatives are used to performa w de
variety of inportant risk managenent functions."?® She
illustrated the equi val ence of exchange traded and OIC
derivatives by describing how a firmcould convert a fixed
interest rate obligation to a floating rate obligation in
one of two ways: by entering into a swap in the OIC narket
or by buying a series of Eurodollar futures contracts on a
futures exchange.® Later in her testinony, she relied
| argely on the functional equival ence of exchange-traded a

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

nd

e

Comm ssion lacks jurisdiction with respect to OIC derivative

instruments . . . is incorrect."3

She expl ai ned: "Whet her
an instrunment is sold on exchange or off-exchange does not
alter the fundanental characteristics of the instrunment.

[ Many OTC derivative instrunents bear econom c
characteristics and perform econom ¢ functions
i ndi sti ngui shabl e from exchange-traded futures or option
n 40

contracts.

The view of CFTC jurisdiction over OTC derivatives

expressed by Chairperson Born |ast summer is consistent with
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t he argunents advanced by previous CFTC comm ssioners in
previous jurisdictional disputes. The CFTC and SEC have had
repeated jurisdictional skirm shes over which agency has
authority to regulate futures, options, and options on
futures in securities and security indices.* These

di sputes have been resol ved by interagency accords,
anendnents to the Commodity Exchange Act, and the courts;
and generally the resolutions have been in the CFTC s
favor.* 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 instrunment in question.

According to Johnson, "activity that raises or reallocates
capital" falls within the regulatory purview of the SEC, but
any activity nmeant to "shift[] . . . price risk" is the
regul atory responsibility of the CFTC.*®* In other words,

for Johnson (and, presunably, for Chairperson Born), the key
vari able in assessing whether the CFTC has jurisdiction over
a given instrunent is whether the instrunment 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 skirmshes with the SEC), whether the
instrunment trades on an exchange, and the identity of the

instrunments' users are all secondary. These characteristics
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may be relevant to the formthe CFTC s regulation wll take,
but they are irrelevant to the question of regul atory
jurisdiction.*
B. The OIC Derivatives Industry View Legal Uncertainty,
Regul atory Diversity, and the Inapplicability of the CEAto
OTC Derivatives

The OTC derivatives industry and its chanpions in the
federal government do not, for the nost part, directly
contest the assertion of the CFTC that exchange-traded
derivatives and OIC derivatives often have simlar
functions. The OIC industry is able to point to various
features of OTC derivatives that differ from exchange-traded

> nost of which are inherent to the fact that

derivati ves,
one instrunent trades on an exchange and the ot her does not.
However, the industry does not chall enge the basic point

t hat exchange-traded and OIC derivatives have the sane
fundamental purpose, i.e., facilitating the managenent of
risk.

Neverthel ess, the OTC industry and its governnenta
allies object to CFTC assertions of jurisdiction over OIC
derivatives on at least three grounds. First, they argue
that in asserting jurisdiction, the CFTCis creating
uncertainty concerning the legality and enforceability of

these instrunments. Second, they maintain that the primry

goal s of the Commpbdity Exchange Act are inapplicable to OIC
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derivatives. Third, they assert that there are benefits to
a systemof "regulatory diversity," under which no single
agency has a regul atory nonopoly over a given financial

i nstrumnent.

1. Legal Uncertainty. Representatives of the OIC
derivatives industry were highly critical of the CFTC s My
1998 concept release. Their primary argunent was that by
inplicitly asserting jurisdiction over OIC derivatives, the
CFTC was creating damagi ng | egal uncertainty concerni ng such
derivati ves.

There are several aspects to the industry's claimthat
the CFTC s assertion of jurisdiction creates |egal
uncertainty.* First, the industry has expressed concern
that the concept rel ease represents an initial nove by the
CFTC towards revoking or significantly nodifying the 1992
swaps and hybrids exenptions and 1989 policy statenent.
Because the exenptions and the policy statenment were both
adm ni strative actions, they could be revoked or nodified by
the CFTC w thout any new federal legislation. The industry
fears that the CFTC will add new conditions to its swaps and
hybrids exenption that will, in effect, anmunt to
substantive regul ation 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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|l osing parties to OIC derivative contracts seeking to renege
on their contractual obligation to pay. As noted above in
Part 11, the CEA generally nakes illegal futures contracts
unl ess they are traded on an exchange, or are subject to an
exenption. 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
mar ket participants as a forward contract and thus outside
of the Commobdity Exchange Act ban on of f-exchange futures
contracts, was in fact a futures contract.*” And in the
United Kingdomin 1992, OIC derivatives deal ers suffered
significant | osses when the British House of Lords found
that swaps entered into by | ocal governnental authorities
wer e unenforceabl e because the | ocal authorities did not
have | egal power to enter into the agreenents.”® The U S.
derivatives industry fears simlar losses if an Anerican
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 [ egal uncertainty as it relates to equity swaps.
Equity swaps involve an exchange of paynents tied to the
val ue of individual equity securities or groups of
securities. As a result of the 1982 jurisdictional accord

bet ween the CFTC and the SEC, codified in relevant part at 7
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US C 8§ 2a, futures contracts on individual stocks or snal
groups of stocks are forbidden, and the CFTC does not have
authority to exenpt broad-based stock index futures fromthe
exchange-traded requirenent 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
reaffirmits 1989 policy statenent and assure market
participants that it did not intend to bring enforcenent
actions against equity swap deal ers, 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 agreenents. As one observer clainmed in Congressional
heari ngs | ast summer, "Losing counterparties, with savvy
counsel, sufficient resources to sue, and no fear of
reputational |oss, can wal k away fromthese transactions."*
The International Swaps and Derivatives Association, an

i ndustry group, asserts that legal risks relating to equity
swaps "have led nmany participants to enter into such
transactions . . . through off-shore affiliates."*® And a
representative of Chase Manhattan, which purports to "hold
the world's largest derivative portfolio," has threatened to
nove its OIC derivatives activity offshore "if the | ega
uncertainty posed by CFTC assertions of jurisdiction is not

renoved. "°!
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The OTC derivatives industry has been vocal in arguing
that the CFTC concept release is engendering dangerous | egal
uncertainty with regard to certain OIC instrunents.

However, this objection to the CFTC s concept rel ease seens
overstated. For one, any admnistrative or |legislative
action with regard to OTC derivatives is likely to be
prospective, not retrospective. As noted above, the concept
rel ease was careful to state that the release did nothing to
change the regulatory status of instrunents under the Act,
and that market participants could continue to rely on
currently existing exenptions regardi ng OTC derivati ves.
Prof essor Coffee, an academ c who is synpathetic in many
respects to the OIC industry position on the CFTC concept
rel ease, downpl ays the risk of legal uncertainty arising
fromthe concept release, noting, "I doubt that the CFTC
will rush to retract the exenptions now in parts 34 and
35, " %2

Mor eover, to accuse the concept rel ease of creating
| egal uncertainty is msleading; it would be nore accurate
to say that the release has focused attention on existing
uncertainties inherent in the structure of the Conmmodity
Exchange Act. A relatively forthcom ng industry
participant, Douglas Harris of Arthur Andersen LLP
recogni zed this fact in congressional testinony |ast sunmmer.

After noting that "[t]he argunment has been made that the
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Concept Rel ease creates legal uncertainty,” Harris admtted
that in fact, "it is an inescapable fact that |egal

uncertainty exists today," and pointed in particular to the
uncertain status of equity swaps under section 2a(1)(B) of
the Act.*® 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
sone margi nal effect on how a court would deci de such a
challenge. Utimtely, however, any such chall enge would be
deci ded based on the courts' own reading of the Act.

In this regard, it is also worth noting that the
concept rel ease does not, as sone industry participants have
claimed, represent a radical departure from previous CFTC
statenments and adm nistrative actions regarding the status
of OIC derivatives under the Commodity Exchange Act. The
CFTC has previously taken action — often under heavy
i ndustry, Congressional, and interagency pressure — to
exenpt certain classes of OIC derivatives fromregul ation
under the Act. Exanples of such exenptions include the 1989
policy statenent and the 1993 swaps and hybri ds exenpti ons.

However, none of these actions represented an adm ssion by
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the CFTC that it |acked jurisdiction over OIC derivatives.
Rat her, the CFTC has been careful, when exercising exenptive
authority over OTC derivatives, to qualify the exenptions so
as to reserve the right to reassert regulatory authority
over themat a later date. To the extent that |ega
uncertainty over OIC derivatives exists, therefore, the
uncertainty is not a recent creation of the CFTC, rather, it
is an outgrowh of the Act itself, and of the way in which
the Act has been interpreted by the CFTC (and ot hers,

i ncluding the Treasury Departnent, as discussed below in
Part 1V) in the quarter century since its creation.

2. ojectives of the Coormodity Exchange Act. A second
argunent made by critics of the CFTC s assertion of
jurisdiction over OIC derivatives is that the objectives of
the Comodity Exchange Act are generally inapplicable to
trading in OTC derivatives, and therefore the term"futures"
in the Act should not be read to enconpass OIC derivati ves.
Federal Reserve Chairman Al an G eenspan has identified two
primary goals of the Act: to address attenpts to mani pul ate
commodities markets, and to protect small investors in
commodity futures.® Geenspan argues that neither goal is
relevant to OTC derivatives. For several reasons, OIC
derivatives do not |lend thensel ves to market mani pul ation.
The underlying assets for nost OIC derivatives transactions

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

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

deliver in OIC contracts are alnpost always limted to actua

damages"; and "the prices established in privately

negoti ated transactions are not w dely dissem nated or used
as the basis for pricing other transactions."> And

the OTC derivatives narket consists of |arge banks as

deal ers and sophisticated institutions, such as |arge

corporations and hedge funds, as end users; governnental

protection of these parties is unnecessary. G eenspan notes

t hat professional counterparties to OTC derivatives

transacti ons have denonstrated an ability to | ook out for

t hensel ves, for instance by carefully checking the credit of

counterparties and by using netting and coll ateral

agreements.® He also notes that OTC derivatives deal ers

have a powerful incentive to maintain a good reputation,

whi ch al so m nimzes the need for governnental regulation.
3. Regulatory Diversity. A final argunent nade by

t hose opposed to the CFTC s assertion of jurisdiction over

OTC derivatives is that the OIC market has benefited from

"regulatory diversity." According to proponents of this

view, OIC derivatives |like swaps do not have a single

"mar ket regulator,” as do securities (the SEC) and futures
(the CFTC) (of course, this line of argunent assunes the

view that swaps are not thenselves futures).> Rather,
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regul ati on of swap participants occurs indirectly, via

regul ation of the institutions that deal in swaps. In
addition, OTC derivatives industry participants argue that
the market participants are thenselves able to regul ate each
ot hers' behavior effectively. This section wll first
review the argunents made by industry and academ a in favor
of "regulatory diversity" with respect to OIC derivatives.

It will then consider the validity of a major prem se of the
regul atory diversity argunent: that the OIC derivatives

mar ket itself can serve as an effective regul ator of market
partici pants' behavi or.

a. The Benefits of Regulatory Diversity. In
Congressional testinony |ast sumer, a | eading swap deal er
identified several advantages of regulatory diversity.

First, regulatory diversity "places greater reliance on

mar ket di scipline than would a single, nonolithic

regul ator."” Second, regulatory diversity allows each

regul ator to gain a thorough understandi ng of the particul ar
type of institution for which it has responsibility. Third,
regul atory diversity "encourages innovation" — presunmably on
the part of regulators, who are given an incentive to
devel op a regulatory schene that is attractive to
derivatives deal ers and end-users, but perhaps also on the
part of derivatives dealers, who are given an incentive to

devel op products that face mininum regul atory oversi ght. %
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| nherent in both the first and third purported benefits of
regul atory diversity is the assunption that the
characteristics of the OIC derivatives market are such that
the market itself is generally an effective regul ator of
mar ket partici pants' behavi or.

In the wake of the Long-Term Capital Managenment crisis
last fall, Chairman G eenspan endorsed the "regul atory
diversity" nodel of OIC derivative regulation. G eenspan
expressed skepticismthat hedge funds, an inportant
participant in the OIC derivatives market, could be
regul ated directly. Instead, he argued that "the best we
can do . . . is what we do today — regulate themindirectly
t hrough the regul ation of the sources of their funds" [i.e.,
banks].® According to Greenspan, the "first line of
defense"” in OIC derivatives transactions is market
participants. The "second |line of risk defense" consists of
banki ng supervi sors, who have, noted G eenspan, "built up
significant capabilities in evaluating the conpl ex |ending
practices in OTC derivatives markets."®

Chai rperson Born of the CFTC views jurisdictional
guestions concerning derivatives to turn on the function of
the instrunent in question: if the instrunent can have a
ri sk managenent function akin to that of traditional
exchange-traded futures, it is a future under the Comodity

Exchange Act, and hence falls under the CFTC s jurisdiction.
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In contrast, Chairman G eenspan 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 — combdity exchanges — not a specific set of
instruments. "Futures" should be defined as "the risk
managenent instrunments that trade on exchanges," not as "al
instruments with a risk managenent function.™

The reqgul atory diversity justification finds support in
the academc literature as well. Roberta Romano has argued
that regulatory conpetition between the CFTC and SEC with
regard to derivative instrunments with simlar functions has
fostered product innovation in the derivatives narket. She
explains that "regulators operating in . . . a conpetitive
regul atory environnment will encourage innovation . . . |,
because doing so increases the scope of the agency's
operations, and hence maxinizes its budget."® John Coffee
has al so exam ned the potential benefits of regulatory
conpetition in the regul ation of risk-mnagenent financi al
instrunments, though he ultimately is | ess sanguine than
Romano about the existence of strong benefits from
regul atory conpetition in practice. ®

Coffee wites that "regulatory conpetition works when

the regulated firmhas nobility but the conpeting agencies
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are securely cabined by clear jurisdictional lines that they

"63 He nade this statenent in the context of

cannot exceed.
regul atory conpetition between the CFTC and the SEC.

However, with regards to many OIC derivatives, the conpeting
agencies are the CFTC on the one hand, and the market itself
as primary regulator on the other (wth other federal
agenci es serving a secondary, indirect regulatory function).
For this sort of regulatory conpetition to be effective, two
things nmust be true. First, the market nmust be a reasonably
effective regulator. Second, it is inportant that futures
not be defined to nean all financial instrunents, exchange-
traded or OIC, with a risk-shifting function. Rather, the
CFTC s jurisdiction nust be "securely cabined,” confined to
exchange-traded futures. Firns in the market will then have
mobility to use either exchange-traded futures (the CFTC s
regul atory regine) or OIC derivatives (the market's

"regul atory regine") to manage risk. And the CFTC will have
an incentive to mnimze the regulatory costs it inposes on
futures trading.

b. The Market as Regul ator. The Long-Term Capit al
Managenment crisis is a useful means of exploring the claim
central to the "regulatory diversity" argunent, that the OIC
derivatives market is itself an effective regul ator of
mar ket participants' behavior. Those making this claimnote

that participants in the OIC derivatives market are al nost
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exclusively | arge, sophisticated institutions: banks, |arge
corporations, hedge funds, broker/dealers. These
institutions presumably have the notivation and ability to
check on each others' stability and creditworthiness. So,
for instance, a corporation would not enter into a
derivatives contract with an OIC derivatives deal er w thout
ensuring that the dealer will be capable of neeting its

obl i gations under the contract. Simlarly, a bank woul d not
| oan noney to a hedge fund engaged in specul ative OTC
derivatives trading without investigating the fund's

| everage and the riskiness of its OIC derivative

i nvestnents.

The market appears to have failed the "sel f-regul ation”
test with regard to Long-Term Capital Managenent. Managers
of the fund refused to give investors or creditors detailed
informati on about the fund' s trading strategies or the

extent of its |everage, ®

apparently because creditors and

i nvestors were "bedazzl ed" by the highly-credential ed
managers of the fund.®® As a result, "Wall Street

pr of essi onal s were shocked" when, |ast Septenber, they

di scovered the extent of Long-Term Capital's |everage.® |If
banks had nore effectively scrutinized Long-Term Capital's
credit position and had been less willing to extend

additional credit to the fund over the |ast several years,

it is likely that the Long-Term Capital crisis would never
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have materialized, and Federal Reserve involvenment woul d not
have been necessary.

The OTC derivatives industry and its defenders in
government would likely have at | east two responses to the
claimthat the Long-Term Capital episode denonstrates the
industry's inability to "self-regulate.” First, while
concedi ng that a nunber of parties dealing with Long-Term
Capital m sjudged the risk they were entering into, the OIC
i ndustry woul d descri be the Long-Term Capital episode as a
| earning stage in the market's ongoi ng educati on about
dealing in OTC derivatives. The industry would note that
bad | oans are a fact of life in the banking business, and
t hat banks becone nore efficient |enders by exam ni ng why
certain | oans went bad and altering | ending practices
accordingly. Wth regard to Long-Term Capital specifically,
there is already evidence of creditors altering their OIC
derivatives risk managenent practices, for instance by
amendi ng col | ateral agreenents with hedge funds dealing in
such derivatives, in response to the deficiencies in past
practices reveal ed by the Long- Term Capital experience.®

Second, OTC derivatives industry participants could
point to the Long-Term Capital episode as an exanple of the
effectiveness of indirect regulation of OIC derivatives.
Nei t her Long- Term Capital Managenent itself, nor the OIC

derivative instrunents in which it was i nvested, were
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subject to direct federal regulation. Nevertheless, by dint
of its supervisory authority over banks that were nmmjor

| enders to the fund, and its nore general role as overseer
of U S. financial markets, the Federal Reserve |earned of
the extent of the fund's financial difficulties |ast
Septenber before these difficulties were public know edge,
and was able to facilitate an infusion of capital into the
fund fromits lenders before the fund failed.®® The Federa
Reserve's actions have come under considerable criticism
fromsonme, largely on the ground that by hel ping orchestrate
a bail-out of Long-Term Capital, the Federal Reserve
contributed to noral hazard on the part of future lenders to

® However, in the short term at

other |arge hedge funds.®
| east the Federal Reserve's actions appear to have achieved
its goal: preventing a "fire sale" of Long-Term Capital's
assets at bel ow market prices, and a consequent severe
credit crunch on U S. capital markets.

O course, the lessons drawn by the CFTC with regard to
the Long-Term Capital episode are likely to be quite
different fromthose drawn by the OIC derivatives industry
and the Federal Reserve. Even granting the "success" of the
Federal Reserve's intervention in Septenber, the Conmm ssion
m ght question the nerits of such a last mnute, ad hoc

regul atory response to problens in the OIC derivatives

mar ket, relative to direct, continuous oversight of the
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mar ket by the CFTC. For instance, the CFTC could creditably
argue that were substantive regulatory limts in place
regardi ng the extent to which OTC derivative counterparties
coul d be | everaged, the Long-Term Capital crisis could have
been averted al t oget her.

The CFTC coul d al so question the characterization of
the Long-Term Capital episode as sinply one step in the
mar ket's ongoi ng | earni ng process about OIC derivatives.
G ven the potential, admtted by Federal Reserve officials,
of the collapse of Long-Term Capital to trigger a severe
credit crunch in U S. capital markets, it seens plausible
that the value of the education to be gleaned fromsuch a
collapse is not worth its potential cost. In other words,
the system c risk posed by |large-scale dealing in OIC
derivatives is too great to permt such dealing to continue

essentially free of substantive federal regulation.”

Part |1V: Congressional Intent

The CFTC and the OIC derivatives industry have sharply
di vergent views of the status of OIC derivatives under the
Comodi ty Exchange Act. The CFTC (and the commoditi es
exchanges, econom c conpetitors of OIC deal ers) argue that
OTC derivatives are functionally equival ent to exchange-
traded futures, and therefore OIC derivatives are futures

under the Act. The OIC derivatives industry (and its
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chanpions in the federal governnment: the SEC, Federa
Reserve, and Treasury Departnent) maintain that OIC
derivatives are not futures under the Act, because to hold
ot herwi se woul d increase | egal uncertainty, be inconsistent
with the purposes of the Act, and bring the benefits of
"regul atory diversity" to the regulation of risk nmanagenent
instrunments. This Part considers the legislative history of
the 1974, 1982, and 1992 anendnents to the Act, particularly
t he passage of the Treasury Amendnent in 1974, to assess the
validity of these conpeting positions.

1. The 1974 Amendnents. As noted above, Congress in
1974 significantly anended the Commodity Exchange Act.
Anongst ot her things, the anmendnents created the CFTC, and
greatly expanded the nunber and nature of commodities
covered by the Act. In addition, two circunstances
concerning the anmendnents sowed the seeds for the current
controversy regarding the Act's applicability to OIC
derivatives. First, the swaps nost commonly used today had
sinply not been created in 1974. Second, the anendnments did
not define the term"futures."

Several elenments of the legislative history to the 1974
amendnents | end support to the OIC i ndustry's argunent that
t he CEA does not apply to OIC derivatives. The "Short
Expl anati on" of the anmendnents, which prefaces the Senate

Report acconpanyi ng the anmendnents, speaks exclusively in
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terms of regul ati ng exchanges. It describes the
"fundanental purpose” of the Act as "insuring [sic] fair
practice and honest dealing on the commopdity exchanges and
provi ding a neasure of control over those forns of

specul ative activity which often denoralize the markets to
the injury of producers, consuners, and the exchanges

t hensel ves. " ™!

In addition, while the Cormodity Exchange Act does not

define the term"futures,"” the legislative history to the
1974 anendnments does include a "glossary of terns used in
commodity futures trading” in an appendi x. The gl ossary
defines "futures contract” as "contracts for the purchase
and sale of commodities for delivery sonme tinme in the
futures on an organi zed exchange and subject to all terns
and conditions included in the Rules of that Exchange."’
The interpretive force of this definition is severely
limted by a footnote acconpanying the gl ossary, which
states: "The inclusion of this glossary is intended for the
conveni ence of Menbers of the Senate, their staff, and
interested public. It is not, under any circunstances, to
be deenmed a set of legal definitions, nor a guide to

.""  Nevert hel ess,

interpretation of the present Act
t he substance of the |egislative history's "short
explanation” and its definition of the term"futures

contract" suggests that Congress had exchange-traded
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instrunments in mnd in drafting the 1974 anmendnents to the
CEA.

Per haps the nost significant evidence fromthe
| egi slative history to the 1974 anmendnents relates to the
enact nent of the "Treasury Anendnent." However, this
evi dence does not cut entirely in favor of either the CFTC
or the OIC derivatives industry. On the one hand, the
addition of the Treasury Amendnent suggests that, at the
time the 1974 anmendnents to the Commodity Exchange Act were
enacted, the |anguage of the Act was read by many to
enconpass a broad array of risk-shifting instrunents, both
exchange-traded and OTC. On the other hand, Congress's
decision to grant a statutory exenption to certain off-
exchange transactions in response to concerns raised by the
Treasury Departnent suggests that Congress did not intend,
in enacting the Commodity Exchange Act, to subject off-
exchange transactions to the same CFTC regul ati on as
exchange-traded futures.

As noted above, the Treasury Amendnent exenpts off-
exchange "futures" trading in certain commodities, such as
foreign currency, from substantive regul ati on under the
Commodi ty Exchange Act. The sort of trading exenpted by the
amendnent was |ikely the closest analog, in 1974, to the OIC
derivatives activity that is currently the subject of

contention between the CFTC and the OIC derivati ves
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i ndustry. The Treasury Departnent described the off-
exchange foreign currency futures trading it wished to
exenpt via anmendnent as involving "an informal network of
banks and deal ers.” The deal er market "consi st|[ ed]
primarily of the |large banks." The purpose of the trading
was to "serv[e] the needs of international business in
hedgi ng the risks that stemfromforeign exchange rate
movenents. "™

When the revision of the Commodity Exchange Act was
under consideration in Congress in 1974, the Treasury
Departnent indicated its belief that wi thout the addition of
its proposed anmendnent, the changes being considered to the
Commodi ty Exchange Act woul d subject interbank foreign
currency "futures" trading to regulation under the Act. In
a letter to the Senate Conm ttee considering the 1974
anendnents, the Treasury Departnent's general counsel noted
that the proposed changes' |anguage "is sufficiently broad
to authorize the Conm ssion to regulate trading in foreign
currenci es by banks in the over-the-counter nmarket.""

The Treasury Departnent's stance in 1974 stands in
contrast to its position today. |In Congressional hearings
| ast sunmer, the Departnent aligned itself with those who do
not believe that the Commobdity Exchange Act grants the CFTC
jurisdiction over OTC derivatives transactions.’® The

Treasury Departnment'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.’” However, the fact
remains that at the tine of passage of the 1974 anendnents,
the Treasury expressed a clear view that over-the-counter
ri sk managenent instruments were included in the CFTC s
jurisdictional purview under the Act. The explanation for
the Treasury Departnent's change of heart was captured by
Federal Reserve Chairnman G eenspan in Congressional
testinony | ast sunmer. He described the history leading to
the enactnment of the Treasury Amendnent, and concl uded:
"What the Treasury did not envision, and the Treasury
Amendnent did not protect, was the subsequent [to 1974]
devel opnent and spectacul ar growh of a nuch w der range of
OTC derivative contracts [than derivative contracts on
foreign currencies]."’®

Anot her noteworthy aspect of the 1974 Treasury
Departnment |etter proposing the Treasury Anendnent 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. Agreenents
of the sort described in the Treasury letter would be
referred to as forward contracts,’® or nore generically as

OTC derivatives. The Treasury Departnment's use of the term
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"futures" to refer to OIC transactions would buttress a
claimby the CFTC that the Commodity Exchange Act was
under st ood by Congress in 1974 to apply (absent a statutory
exenption) to all transactions in risk-shifting instrunents,
on or off exchanges.

Wil e the circunstances surroundi ng the enact nent of
the Treasury Amendnent | end credence to the CFTC s position,
the enactnment itself suggests that Congress did not, in
fact, nmean to grant CFTC broad jurisdiction over OIC
derivatives. In its 1974 letter to the Senate conmttee
consi dering anmendnents to the CEA, the Treasury Depart nent
wote, "W do not believe that either the House of
Representatives or your Conmttee intends the proposed
| egi slation to subject the foreign currency futures trading
of banks or other institutions, other than on an organi zed

° To ensure that

exchange, to the new regul atory reginme."®
the Comodity Exchange Act did not apply to of f-exchange
"futures" trading, the Treasury Departnent proposed
statutory | anguage to be added to the Act. This |anguage,
whi ch becane the Treasury Anendnent, was adopted nearly
wor d-for-word by Congress.® The Senate Report acconpanying
the 1974 anmendnents expl ai ned the adoption of the Treasury
Amendnent as fol |l ows:

[ T]he Commttee included an anmendnent to clarify

that the provisions of the bill are not applicable

to trading in foreign currencies and certain
enunerated financial instrunments 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 Commttee believes that this market

is nmore properly supervised by the bank regul atory

agencies and that, therefore, regulation under

this |egislation is unnecessary. ®
Thi s paragraph is notable for the way in which it echoes the
OTC derivatives industry's explanations of why the Cormodity
Exchange Act should not be read to grant jurisdiction over
OTC derivatives to the CFTC. First, a primary purpose of
the Treasury Anendnent was "to clarify" the | egal status of,
i.e. increase |legal certainty concerning, certain risk
managenent financial instrunents. Second, the | ast sentence
presents the "regulatory diversity" argunent for w thhol ding
jurisdiction over OIC derivatives fromthe CFTC. 1In the
case of off-exchange foreign currency futures trading, the
cl osest analog in 1974 to today's array of OIC derivatives,
Congress felt that it was the banking regulators (the
Federal Reserve and the Treasury Departnent), not the CFTC
that were best situated to regul ate.

2. The 1982 Anendnents. The 1982 anendnents to the
Comodi ty Exchange Act codified the 1981 jurisdictional
accord between the SEC and the CFTC. The jurisdictional
accord did not relate directly to OIC derivatives; rather
it arose out of a dispute concerning which agency had

regul atory authority to approve the on-exchange tradi ng of

options and futures on GNMVA certificates.® However, the
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CFTC has pointed to the legislative history to the 1982
anmendnents in support of its claimto jurisdiction over OIC
derivatives.® Specifically, the CFTC has cited the
follow ng statenent in the |l egislative history, which
summari zes Congress's intent in dividing regul atory
authority between the CFTC and the SEC. "The Conm ttee has
| ong recogni zed 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 instrunents that serve a hedging and price discovery
function while the SEC wll regulate markets and instrunents
wi th an underlying investment purpose."®

While this statenment can be read to support the CFTC s
claimof jurisdiction over OTC derivatives, it is not as
clearly supportive of the CFTC s position as the Comm ssion
has suggested. On the one hand, the term"instrunents that
serve a hedging and price discovery function" appears, on
its face, to include both exchange-traded and OIC derivative
products. On the other hand, it is inportant to put the
statenent in the context of the 1982 legislation. As noted
above, that |legislation was designed to resolve a conflict
bet ween the SEC and CFTC over exchange-traded products, not
OTC products. In fact, at the tinme the 1982 anendnents were

enacted, the OIC derivatives at the heart of the current
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di spute were in their infancy. Therefore, one should
hesitate to read too much significance for the OTC
derivatives debate into statenments appearing in the 1982
| egi sl ative history.

3. The 1992 Amendnents. Unlike the 1982 anendnents,
the 1992 anmendnents directly addressed the regul ati on of OTC
derivatives. The anendnents enpowered the CFTC to exenpt
certain OTC derivatives fromthe exchange-traded requirenent
of the Commobdity Exchange Act. As noted above, however, the
amendnent s ducked the basic jurisdictional question of
whet her swaps and ot her OTC derivative products are futures
under the Act. Unsurprisingly, therefore, the |egislative
history to the 1992 anendnents sheds little [ight on the
scope of the CFTC s jurisdiction.

One passage fromthe 1992 | egislative history does bear
exam ni ng, however. In the course of explaining the
background of and need for the |egislation, the Senate
Report acconpanyi ng the anmendnents stated: "Since 1974, when
Congress created the CFTC, the principle of 'functional
regul ation was intended to govern the introduction of new

financial instrunments. "8

The Report then quoted the

passage fromthe 1982 history stating that the CFTCis to
regul ate markets and instrunents with a hedging and price
di scovery function.® This statenent is probably the nost

clear cut statenent in support of the CFTC s position on OTC
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derivatives in the legislative history of the Combdity
Exchange Act since 1974 (when the CFTC was created).
However, even this statenent does not unequivocally support
the CFTC s position, as the statenent was backward-| ooki ng,
not forward-looking. After stating that CFTC jurisdiction
had historically been prem sed on the principle of
"functional " regulation, the Report stated that
"increasingly, this principle has becone blurred as novel

"hybrid" instrunments are devel oped. "8

The Report went on
to explain that "lack of clarity" exists "over the extent of
CFTC jurisdiction with respect to new 'hybrids.'"® So
while the legislative history at first seened to endorse the
principle of "functional" regulation, it then cast doubt on
the principle by suggesting that, notw thstanding the
principle, the regulatory status of hybrid instrunents that

are functionally equivalent in large part to certain

exchange-traded i nstrunents was uncertain.

Part V: Judicial Interpretation of the Commodity Exchange
Act: Dunn

Two years ago, in Dunn v. Commodity Futures Trading
Commi ssion, *° the Suprene Court considered the scope of CFTC
jurisdiction over a specific type of OIC derivative, foreign
currency options. A unaninous Court held that the Treasury

Amendnent exenption for "transactions in foreign currency”
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extends to foreign currency options, and hence the CFTC does
not have authority to regul ate such options under the
Comodi ty Exchange Act.® The case did not directly address
the jurisdictional issue discussed in this paper; options
are clearly a type of OIC derivative different fromfutures,
regul ated pursuant to a separate set of provisions under the
Commodi ty Exchange Act. However, the Dunn case suggests, in
at least two ways, how the Court m ght approach a nore
general challenge to the CFTC s jurisdiction over other
types of comonly-traded OIC derivatives, such as swaps and
hybrids. First, the decision suggests the Court's
understanding of the term"futures" as used in the Conmmodity
Exchange Act. Second, the decision the decision suggests
t he approaches the Court is likely to take in interpreting
jurisdictional questions under the Act.
A. Meaning of "Futures"”

The Dunn decision, |ike 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

% and "spot transactions."%

"option,"% "forward contracts,"
The Court's failure to define "futures"” is indicative of the
| ack of consensus regarding the proper definition of the

termunder the Act. However, various aspects of the Court's

deci si on suggest that the Court understands the term
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"futures" to enconpass a relatively broad set of
transactions, both on- and off-exchange.

First, in discussing the Treasury Amendnent and the
hi story of its enactnent, the Dunn Court adopted the
Treasury Departnent's 1974 usage of the term"futures."®
In other words, the Court used "foreign currency futures" to
mean derivative transactions involving foreign currencies
that occur both on and off of organi zed exchanges. As noted
above, the Treasury Departnent used "futures" in this broad
way when | obbying for a foreign currency exenption from
Comodi ty Exchange Act regulation in 1974, though the
Depart ment has subsequently aligned itself with the OIC
i ndustry'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" ("agreenments 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 OIC derivatives
i ndustry regards the operative distinction between forward
contracts and futures as whether the contract in question

has standardized terms and is traded on an exchange. °°
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It is inpossible to draw firm concl usi ons about the
Court's view of the term"futures" under the Act, because
the Court does not define the termin Dunn and because the
basi c i ssue addressed by the Court in Dunn invol ved options,
not futures. Nevertheless, the circunstantial evidence
presented by the Dunn opi nion suggests that the Court's
wor ki ng understanding of the term"futures" in the Comodity
Exchange Act may be broad enough to enconpass such OIC
derivatives as swaps and hybri ds.

B. Interpretive Approaches

The Dunn Court took two main approaches in interpreting
the Commodity Exchange Act: it exam ned the plain text of
the statute, and it considered the congressi onal purpose
behind the Act, as revealed by the Act's legislative
hi story. This section will consider how each interpretive
approach m ght be applied to a challenge to the CFTC s
authority under the Commodity Exchange Act to regul ate broad
OTC derivatives generally. The section will also note
anot her possi bl e 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 wote
it."® In Dunn, the dispute centered on the nmeaning of the

term"transactions in foreign currency” within the Treasury
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Amendnent. 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.®

The "pl ain nmeani ng" approach to interpretation seened
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 nmeani ng approach
seens | ess hel pful in the context of CFTC jurisdiction over
OTC derivatives generally. As noted above, it is unclear
whet her the phrase "any transaction in, or in connection
with, a contract for the purchase or sale of a comodity for

future delivery"®

in the Commodity Exchange Act extends to
such OTC derivatives transactions as swaps and hybri ds.
Per haps one coul d argue that because actual delivery is not
customary in OIC derivatives contracts, such contracts do
not nmeet the "commodity for future delivery" requirenent.
However, the sane is true of exchange-traded futures, over
whi ch the CFTC undeni ably has jurisdiction. |In short, the
"pl ain | anguage"” of the statute sinply does not provide a
cl ear answer to the question whether the CFTC has authority
to regul ate OTC derivati ves.

A second interpretive approach taken by the Court in

Dunn was to consider Congress' purpose in enacting the

Commodi ty Exchange Act, and in particular the Treasury
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Amendnent. The Court noted that in 1974, the year of the
Treasury Anmendnment's enactnent, foreign currency options
(the instruments at issue in Dunn) did not exist.
Nevert hel ess, the Court decided that the Treasury Anmendnent
exenption for transactions in foreign currency extended to
foreign currency options, as "Congress' broad purpose in
enacting the Treasury Amendnent was to provide a general
exenption from CFTC regul ation for sophisticated off-
exchange foreign currency trading."! The Court concl uded
that this was Congress' purpose by review ng the history of
t he Anendnent's passage, which is described above in Part
V.

A " Congressi onal purpose" approach to statutory
interpretation mght |lead the Court to conclude that the
CFTC does not have jurisdiction over OIC derivatives
generally. In particular, the OIC derivatives industry can
take heart fromthe fact that in Dunn, the Court found that
a class of instrunments that did not exist at the tine of the
Treasury Amendnent's passage was neverthel ess exenpt from
regul ati on under the Anmendnent based on Congress' intent to
exenpt a broad sweep of transactions from CFTC regul ati on.
The key question going forward is exactly how broad this
sweep is. Wre the Court to be presented with a chall enge
to the CFTC s jurisdiction over OIC derivatives generally,

would it confine its understandi ng of Congressional intent,

46



as in the Dunn case, to a general exenption . . . for
sophi sticated off-exchange foreign currency trading"? O
woul d it understand Congress' intent nore broadly, as an
exenption for sophisticated off-exchange trading in a
variety of financial assets, including foreign currency and
interest rate paynents?

It is inpossible to say with certainty how the Court
woul d vi ew Congressional intent in the face of a chall enge
to the CFTC s jurisdiction over OIC derivatives generally.
However, it is worth noting that interbank off-exchange
foreign currency trading was the very activity that
notivated the Treasury Departnment to | obby for enactnent of
the Treasury Anendnent in 1974. It was therefore not a
stretch for the Dunn Court to find foreign currency options
to be covered by the Arendnent. |In contrast, the Court
m ght well be reluctant to extend the Amendnent's scope to
ot her of f-exchange derivatives involving other underlying
assets.

Finally, Dunn is revealing because of one interpretive
approach the Court inplicitly 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 Comm ssion in the Dunn decision itself. However, in
oral argunent the Court did question both parties as to the

rel evance of the principle of deference to adm nistrative
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agency interpretations of regulatory statutes. The Court's
decision in Dunn — rejecting the CFTC s cl ai m of
jurisdiction over foreign currency options — indicates that
the Court chose not to follow the principle of deference to
an adm ni strative agency. Its questions during oral
argunent suggest why. First, the Court stated that "[w] e
don't ordinarily give deference" to agencies

h. %1 Second,

interpretations of their jurisdictional reac
the Court noted that to the extent Congress w shed to defer
to any agency's interpretation of the Treasury Amendnent, it
seened at |east as likely that that agency should be the
Treasury Departnent, not the CFTC. '°> Because the Treasury
Departnent and the CFTC di sagreed as to the proper
interpretation of the Treasury Amendnent 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 OIC derivatives. On the whole, however,
it seens the CFTC has the better of the | egal argunents
concerning the proper interpretation of the Cormodity
Exchange Act as currently witten. The CFTC can nmake a
strong case that the Act confers jurisdiction over the nost

comonly used OIC derivatives, including swaps and hybrids,
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to the CFTC. This case would be based, first and forenost,
on the broad, open-ended | anguage of the statute itself.
Buttressing the CFTC s argunent would be the history of the
enactment of the "Treasury Amendnent." This history
suggests that even the Treasury Departnent, which is now
strongly opposed to CFTC jurisdiction over OIC derivatives,
understood the 1974 anendnents to the Act at the tine of
their passage to grant the CFTC such jurisdiction. The
CFTC s case would also turn on its contention that the
Commodi ty Exchange Act grants it jurisdiction over al
instruments with a risk-managenent function. This claimis
buttressed by various statenents in the |legislative history
acconpanyi ng recent anmendnents to the Act. Finally, the
Supreme Court's decision in Dunn suggests that the Court,

li ke the CFTC, understands the term"futures" to enconpass a
broad range of derivative products, including products
traded on and of f of organi zed exchanges.

O course, the OTC derivatives industry has its own set
of legal argunents in support of its claimthat its products
do not fall wthin the substantive regulatory sphere of the
Comodity Exchange Act. Like the CFTC, the OTC i ndustry can
point to certain statenents in the legislative history in
support of its claim Specifically, the industry can argue
t hat Congress neant the Act to apply only to exchange-traded

ri sk- mmnagenent instrunents. More fundanentally, however,
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the OTC i ndustry can nake a powerful argunent that its
products should not fall within the substantive regul atory
sphere of the Commodity Exchange Act. While the CFTC s
argunents are based largely on statutory |anguage and
Congressional intent, the industry's clains are |largely
policy-based. The OIC industry contends that by asserting
jurisdiction, the CFTC is creating damagi ng | egal
uncertainty; and the industry argues that the policy
obj ectives that have driven enactnent of the CEA and its
anendnents are inapplicable to OIC derivati ves.
Legi sl ative action seens |like a natural response to the
current uncertainty regarding jurisdiction over OTC
derivatives. Legislation could take a variety of forns.
Congress could anend the Commodity Exchange Act to define

the term"futures," thereby resolving a major source of
uncertainty concerning OTC derivatives. Starting points in
devel opi ng such a definition could include the section of
the 1989 swaps policy statenent addressing the elenents of a
futures contract identified by the CFTC and the courts, 1%
and the table in the legislative history to the 1992
Comodi ty Exchange Act anmendnents regardi ng CFTC no-action
and interpretive letters and federal court cases addressing
whet her given financial instruments are futures contracts. '

| f Congress does statutorily define "futures," one nmjor

issue will be whether one el ement of the definition is "an
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instrunment that is traded on an exchange." The i ncl usion of
this elenent in the definition of "futures" would seem ngly
remove OIC derivative fromthe substantive regul atory

provi sions of the Act.

An alternative | egislative approach would be to
explicitly exenpt statutorily certain OIC derivatives from
the regul atory provisions of the Act. Such a statutory
exenpti on was proposed by the Senate in 1992, but ultimtely
rejected in the final bill. Fromthe standpoint of the OIC
derivatives industry, such a statutory exenpti on would
increase |legal certainty by renoving the threat of the CFTC
reversing course and w thdrawi ng previously issued
adm ni strative exenptions.

Thi s paper has focused on the | egal question whether,
under existing law, the CFTC has jurisdiction over OIC
derivatives. However, if Congress were to anend the
Commodi ty Exchange Act to clarify the |legal status of OIC
derivatives, it will also open a fierce debate over the
policy question of what the optimal regulatory schene for
ri sk- mmnagenent instruments, exchange-traded and OIC, is.
Thus far, it would appear the OIC derivatives industry has
the better of the policy argunment concerning whether the
CFTC shoul d have jurisdiction over OTC derivatives. As
not ed above, the primary policy objectives of the Comodity

Exchange Act — consumer protection and prevention of market
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mani pul ation — seemlargely irrelevant to the OIC
derivatives market. Mreover, it is an overstatenent to
claimthat OIC derivatives are conpletely unregul ated today;
in fact, the principal dealers in the OTC derivatives

mar ket, banks and broker-deal ers, are overseen by the

f ederal banking agencies and the SEC, respectively. As

Prof essor John Coffee has noted, "If the CFTC contends t hat
it has sonme conparative advantage over the federal banking
agencies or the SEC as a guardi an of bank or broker-deal er
solvency, this is a radical thesis on which it should bear

t he burden of proof. "

Finally, the explosive growh in
the OTC derivatives market in recent years suggests an
endor sement by market participants of the current regul atory
schene.

On the other hand, recent devel opnents in the OIC
derivatives industry suggest that there may be a need to
ret hi nk, and perhaps refine, the current regulatory schene.
In particular, the near coll apse of Long-Term Capital
Managenent | ast fall raises concerns regarding the potenti al
contribution of OTC derivatives to increased system c risk
in the econony. Prior to the Long-Term Capital incident,
coment ators had generally downpl ayed or dism ssed the
"system c risk" rationale for regulation of the OTC

6

derivatives nmarket.° However, the Federal Reserve's

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

cl oseout of Long-Term Capital's positions,” largely in OIC

derivatives, "would have posed unacceptable risks to the

Aneri can economy. "’

Mor eover, Chairman G eenspan,
referring to the near-coll apse of Long-Term Capital, stated,
"What is remarkable is not this episode, but the relative

"108  These

absence of such exanpl es over the past five years.
statenents are thensel ves sonewhat renarkable, com ng as
they do fromthe Federal Reserve, a staunch opponent of
substantive regul ation of OIC derivatives. They suggest
that the near-coll apse of Long-Term Capital m ght have been
nmerely a prelude to nore dramati c epi sodes of system c risk
from OIC derivatives use during future econom c downt urns.
The threat of systemc risk fromthe ever-expandi ng use
of OIC derivatives does not necessarily justify inposing
substantive regul ation on OTC derivatives equivalent to that
currently inposed on exchange-traded futures. |Ideally, new
| egi sl ati on concerning OTC derivatives would, in addition to
increasing legal certainty concerning these instrunents,
build on the forns of regulation already in place:
regul ati on of market participants' behavior by one anot her,
and indirect regulation of OIC derivatives deal ers, |enders,
and users by the governnent agencies that oversee these
institutions. For instance, |egislation that nmandated

greater transparency concerning the investnent and | endi ng
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practices of OIC users mght enable the Federal Reserve to
foresee and forestall future Long-Term Capital-type
potential crises |ong before they devel oped into true

threats to the American econony.

! Derivatives are "financial instrunments whose val ue derives
fromsonme other, nore fundanental asset." Roberta Romano, A
Thunmbnai | Sketch of Derivatives Securities and Their
Regul ation, 55 Md. L. Rev. 1 (1996). More precisely, a
derivative is "a contract that either allows or obligates
one of the parties . . . to buy or sell an asset." Henry
T.C. Hu, M sunderstood Derivatives: The Causes of
I nformational Failure and the Prom se of Regul atory
Increnentalism 102 Yale L.J. 1457, 1464 (1993). See also
Thomas A. Torney, Note, A Derivatives Dilemma: The Treasury
Amendnent Controversy and the Regul atory Status of Foreign
Currency Options, 63 FordhamL. Rev. 2313, 2315 n.1 (1997)
(suggesting that conventional definitions of "derivatives"”
are overly broad or otherw se unhel pful); Saul S. Cohen, The
Chal | enge of Derivatives, 63 Fordham L. Rev. 1993, 1993 &
n.1 (contending that "there is no generally accepted neani ng
to the termderivative").

An over-the-counter derivative is a derivative that is
purchased el sewhere than on an organi zed exchange. See Hu,

supra, at 1465. For a detailed description of the nost
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comonly used OTC derivatives, options and swaps, see
Romano, supra, at Parts II1-1V.

2 Users of OTC derivatives are "typically corporations and
sovereign entities." Hu, supra note 1, at 1465.

® Hu describes the risk managenent function of derivatives
as "perhaps [their] nost inportant.” See id. at 1466. He
identifies the other functions of derivatives as "a cheaper

alternative to investing in the underlying asset,"” and a
means "to arbitrage differences between the price of the
derivative and the price of the underlying asset."” See id.
* See International Swaps and Derivatives Associ ation, | SDA
Mar ket Survey (visited Feb. 18, 1999) <http://ww. i sda. org>.
These figures are based on voluntary reporting to | SDA by
its menber dealers, and therefore inevitably underestimte
the true val ue of outstanding OIC derivatives.

The notional value of a derivatives contract refers to
t he base anobunt used to cal cul ate the exchange of paynents
bet ween counterparties to a derivatives contract. It
greatly overstates the actual capital at risk in OIC
derivatives. |SDA estimates the actual financial risk of
OTC derivatives as 1-2%of their notional value. See id.
The governnent uses a nore conservative nmeasure, estimating
the financial risk as 3% of the notional value of OIC

derivatives. See Concept Rel ease, 63 Fed. Reg. 26114, 26115

(1998) .
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> For capsul e recountings of these two financi al

m sadventures, see WIlliam K Maready, Jr., Comment,

Regul ating for Disaster: Federal Attenpts to Control the
Derivatives Market, 31 Wake Forest L. Rev. 885, 887 - 89,
894 - 97 (1996).

® For accounts of the Long Term Capital Management crisis,
see Mchael Siconolfi et al., Al Bets Are Of: How the
Sal esmanshi p and Brai npower Failed at Long-Term Capital,
Vall St. J., Novenber 16, 1998, at Al, and Anita Raghavan &
Mtchell Pacelle, To the Rescue? A Hedge Fund Falters, So
t he Fed Persuades Big Banks to Ante Up, Wall St. J.,

Sept enber 24, 1998, at Al.

" Concept Rel ease, 63 Fed. Reg. 26114 (1998).

1d.

® See Omi bus Consol i dated and Emergency Suppl enent al
Appropriations Act, Pub. L. No. 105-277, 8§ 760, 112 Stat.
2681, 2681-35 (1998).

0 For a detailed description of the process |eading to the
enact nent of the 1974 anendnents, focusing on the decision
to create an independent futures regulator, see Roberta
Romano, The Political Dynam cs of Derivative Securities
Regul ation, 14 Yale J. on Reg. 279 (1997).

1 See S. Rep. 93-1131, app. 2 (1974).

127 U.S.C. 8§ la (1994).
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137 US.C 8§ 6 (1994).

14 See Romano, supra note 1, at 50 (noting that the first
currency swap was witten in 1979, interest rate swaps were
created in 1981, and commodity and equity swaps were

devel oped even nore recently); Hu, supra note 1, at 1473 -
76 (explaining that the nodern derivatives industry was nmade
possi bl e by financial science breakthroughs of the 1960s and
1970s, in particular the devel opnment of the Bl ack-Schol es
option pricing nodel in the early 1970s). Ironically, Mron
Schol es, one of the two individuals responsible for the
intell ectual breakthrough that nade the derivatives industry
possi bl e, was one of the |leading figures at Long-Term

Capi tal Managenent, the hedge fund that suffered historic

| osses in August and Septenber 1998 in the derivatives

mar ket .

1> See S. Rep. 93-1131, letter fromDonald L.E. Ritger,
Acting Ceneral Counsel, Departnent of the Treasury, to
Herman E. Tal nadge, Chairman, Comm ttee on Agriculture and
Forestry (July 30, 1974).

7 U.S.C 8§ 2(ii) (1994).

17 54 Fed. Reg. 30,694 (1989).

' See id. at 30,696 - 97.

19 52 Fed. Reg. 47,022 (1987).

20

See Romano, supra note 1, at 55,

21 See i d.
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°2 54 Fed. Reg. 30,694 (enphasis added).

23 See 54 Fed. Reg. 30,694 - 95.

24 See 7 U.S.C. & 6(c) (1994).

%7 U.S.C. 8§ 6(c)(5). Contrary to the assertion of sone

commentators, see, e.g., Ronmano, supra note 1, at 56, and

i ndustry representatives, Congress did not nandate that the

CFTC exercise its exenptive authority with respect to swaps

and hybrids; instead it stated that "the Comm ssion may .
exercise its exenptive authority."” (enphasis added)

However, the grant of exenptive authority, conbined with

explicit nmention in the statute of pronpt use of the

authority with respect to swaps and derivatives, suggests

that Congress did intend the CFTC to exercise its authority

Wi th respect to these instrunents.

26 See 17 C.F.R 88 34, 35 (1999).

’’ See 17 CF.R § 35.2.

8 See Exenption for Certain Swap Agreements, 58 Fed. Reg.

5587, n.13 and acconpanyi ng text (Jan. 22, 1993) (noting

that the rul emaki ng exenpting certain swaps fromregul ation

under the Commodity Exchange Act did not a determ nation by

the CFTC that such instrunments are or are not covered by the

terms of the Act).

29 63 Fed. Reg. 26,114 (1998).

%0 gSee id. at 26,120 - 22.
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$1d. at 26, 114.

2 1d. at 26,114 - 15.

% Hearings on the Over-the-Counter Derivatives Market
Before the House Comm On Agriculture, Subcommttee on Risk
Managenent and Specialty Crops (June 10, 1998) (statenent of
Br ooksl ey Born, chairperson, CFTC).

3 Brooksl ey Born, Remarks at the Fordham University School
of Law 1999 Derivatives & R sk Managenent Synposium (Jan.
28, 1999), available at <http://ww.cftc.gov/opal/ speeches/ -
born-42. ht m >.

% See id. Chairperson Born has recently announced her
resignation. See CFTC s Born Wn't Seek New Term as

Chai rwoman, Vall St. J., Jan. 20, 1999, at B15.

% See Hearings, supra note 33.

37 1 d.
38 gSee id.
39 | d.
40 | d.

“ For an in-depth discussion of these jurisdictional

battles witten fromthe perspective of a fornmer CFTC

comm ssioner, see 2 Philip MBride Johnson & Thomas Lee
Hazen, Commodities Regulation §8 4.05 (3rd ed. 1999). See
al so John C. Coffee, Jr., Conpetition Versus Consolidation:

The Significance of Organizational Structure in Financial
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and Securities Regulation, 50 Bus. Law. 447, 460 - 73
(1995).

“2 See Coffee, supra note 41, at 460 - 61 (noting that the
SEC "has continually tried to gain authority fromthe CFTC,
but has had only limted success, which has been confined
|argely to the context of stock index futures").

43 See Johnson & Hazen, supra note 41, § 4.05[10], at 4-69.
“ Al though the jurisdictional issues faced by Johnson
during his tenure as CFTC chairperson did not primarily

i nvol ve OTC derivatives (such derivatives were in their
infancy at the tine), he does briefly address jurisdiction
over OIC derivatives in his treatise. He describes OIC
derivatives as a "profound jurisdictional challenge” to the
CFTC, and notes that OTC derivatives "conpete with" and
"often resenbl e" exchange-traded derivatives. Id. 8
4.05[9], at 4-68. Johnson's comments suggest a worKking
assunption on his part that OIC derivatives are functionally
equi val ent to exchange-traded derivatives, and therefore
naturally should, |ike exchange-traded products, be

regul ated directly by the CFTC. He concl udes: "Looking into
the twenty-first century, these "over-the-counter” products
and deal ers may represent a greater challenge to the
Commission . . . than all of the past inter-agency

skirm shes conmbined." 1d.
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4> See, e.g., Hearings on Derivatives Market Regul ation
Before the Senate Comnm on Agriculture, Nutrition, and
Forestry (July 30, 1998) (statenent submtted by the

I nternati onal Swaps and Derivatives Association) (noting
that swap transactions are custom zed and privately
negoti ated, that swap parties assune the credit risk of
their counterparties, and that swaps are not capabl e of
bei ng systematically traded on an exchange fl oor).

*® For an overview of the OTC derivatives industry's
concerns regarding | egal uncertainty, see Hearings, supra
note 45 (statenent submtted by the International Swaps and
Derivatives Associ ation).

“7 See Transnor (Bernuda) Ltd. v. BP North Anmerica

Petrol eum 738 F. Supp. 1472 (S.D.N. Y. 1990).

“® See Romano, supra note 1, at 52 - 53.

“° Hearings on Regul ation of Derivatives Before the House
Comm on Banki ng and Fi nancial Services (July 17, 1998)
(testinmony of Dr. Robert J. Mackay, Vice President, Nationa
Econom ¢ Research Associ ates).

°0 Hearings, supra note 45 (statement subnitted by the

I nternati onal Swaps and Derivatives Associ ation).

*! Hearings, supra note 49 (testinmony of Dennis Qakl ey,

Managi ng Director, the Chase Manhattan Bank).
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2 Hearings, supra note 49 (testinmony of John C. Coffee,
Jr., Adolf A Berle Professor of Law, Colunbia University
Law School) .

® Hearings on Regul ation of Derivatives Before the House
Comm on Banki ng and Fi nanci al Services (July 24, 1998)
(testinmony of Douglas E. Harris, Esq., Arthur Andersen LLP)
> See Hearings, supra note 45 (testinmony of Al an G eenspan,
Chai rman, Board of CGovernors of the Federal Reserve Systen
> d.

° See id. For an argument that institutional investors
trading in conplex derivatives, who rely on their

sophi stication in arguing for governnent deregul ation of
their activity, should not then enjoy the right to sue their
brokers (claimng that they were not aware of the risks
involved in their derivatives dealings) when they suffer
significant | osses, see Jerry W Markham Protecting the
Institutional Investor — Jungle Predator or Shorn Lanb?, 12
Yale J. on Reg. 345 (1995).

®" See Hearings, supra note 49 (statement of Mark C.
Brickell, submtted on behalf of J.P. Mirgan & Co.).

% See id.

® Hearing on Systenic Risks to the @ obal Econony and
Banki ng System from Hedge Fund Operations Before the House

Comm ttee on Banki ng and Fi nancial Services (Cctober 1,
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1998) (testinony of Al an G eenspan, Chairman, Federal
Reserve Board).

% 1 d.

®1 See Romano, supra note 10.

2 See Coffee, supra note 41, at 481 - 82.
® 1d. at 470.

® See Siconol fi, supra note 6.

® See Hearing, supra note 59 (testinony of Al an G eenspan,
Chai rman, Federal Reserve Board). See also Steven Lipin et
al ., Bailout Blues: How a Big Hedge Fund Marketed Its
Expertise and Shrouded Its Risks, Wall St. J., Sept. 25,
1998, at Al (quoting Stephen Mddzel ewski, a hedge fund
manager) ("[Long-Term Capital's] |enders 'were not requiring
adequate capital to support the risk-taking activities.
Nobody was asking if there was any good-faith noney behind
the trades; they were just assumng there were Ph.D.s. To a
certain extent, | think Wall Street had stardust in its
eyes.'").

® Raghavan & Pacelle, supra note 6.

" See Hearings on the CFTC Before the Senate Agriculture
Comm (Dec. 16, 1998) (statenent of Patrick M Parkinson
Associ ate Director, D vision of Research and Statistics,

Board of Governors of the Federal Reserve System
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® For a detailed account of the Federal Reserve's role in
| earning of and addressing the near-collapse of Long-Term
Capi tal Managenent, see Hearings, supra note 59 (testinony
of WIIliam McDonough, President, New York Federal Reserve
Bank) .

® See, e.g., Editorial, Mral Hazard Revisited, Wall St.
J., Cct. 2, 1998, at Al4; Janmes K dassman, Op-Ed, Reckl ess
Bai | outs, Wash. Post, Sept. 29, 1998, at Al7. But see
Daniel R Fischel & Randal C. Picker, Manager's Journal: A
Firm That Failed Well, Wall St. J., Cct. 12, 1998, at Al8
(comrendi ng the Federal Reserve's actions during the Long-
Term Capital crisis, and arguing that "noral hazard"
argunments are overstated in this case and ignore the
rational desire of creditors to have financially distressed
firms' assets sold in an orderly manner).

" The systemic risk posed by OTC derivatives trading is

di scussed nore fully belowin Part V.

TS, Rep. 93-1131 (Aug. 29, 1974).

2 1d. app. IX

B 1d. app. IX n.1.

'S, Rep. 93-1131, letter frombDonald L.E. Ritger, Acting
General Counsel, Departnent of the Treasury, to Herman E
Tal madge, Chairman, Commttee on Agriculture and Forestry

(July 30, 1974).
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=d.

® See Hearings, supra note 45 (statenent of Law ence H.

Summers, Deputy Secretary of the Treasury) ("It is our view
that swaps are not futures under the CEA. ").

" See Coffee, supra note 41, at 458 - 60.

® Hearings, supra note 45 (testinony of A an G eenspan,

Chai rman, Board of CGovernors of the Federal Reserve Systen

(enphasi s added).

" For a discussion of forward contracts, see Romano, supra

note 1, at 7 - 10. Romano defines futures contracts as

"standardi zed forward contracts,” which are "readily

transferable" and "are publicly traded on exchanges." 1d.

at 10.

80 S Rep. 93-1131, letter frombDonald L.E. Ritger, Acting

General Counsel, Departnent of the Treasury, to Herman E

Tal madge, Chairman, Committee on Agriculture and Forestry

(July 30, 1974).

8 For the proposed | anguage, see id. For the Treasury

Amendnent as enacted, see 7 U S.C. 8§ 2(ii) (1994).

82 'S, Rep. 93-1131 (Aug. 29, 1974).

8 See Coffee, supra note 41, at 461 - 62.

8 See Hearings, supra note 45 (testinmony of Brooksley Born,

Chai rperson, Commodity Futures Tradi ng Comm ssion), n.35 and

acconpanyi ng text.
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8 H Rep. 97-565(1) (May 17, 1982).

8 S, Rep. 102-22 (March 12, 1991).

87 See i d.
88 | d.
89 ] d.

% 519 U S. 465 (1997).

% See Dunn, 519 U.S. at 468 - 70.

92 "['A] transaction in which the buyer purchases fromthe
seller for consideration the right, but not the obligation,
to buy or sell an agreed anpbunt of a compbdity at a set rate
at any time prior to the option's expiration." 1d. at 469.
% "I Algreements that anticipate the actual delivery of a
comodity on a specified future date.” 1d. at 472.

% [ Algreements for purchase and sale of commodities that
anticipate near-termdelivery." 1d.

% See, e.g., id. at 474 (discussing the Treasury
Department's belief in "the need to exenpt the foreign
currency futures market from CFTC regul ation").

% For an articulation of the industry view of the

di fference between forwards and futures, see Romano, supra
note 1, at 7 - 10.

° punn, 519 U. S. at 470 (quoting Hubbard v. United States,
115 S. C. 1754, 1759 (1995)) (internal quotation marks

omtted).
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% 1d.

% 7 US.C § 6 (1994).

1% Dunn, 519 U.S. at 473,

91 Oral Argument, Dunn (No. 95-1181), at 1996 W. 668331.
192 see id.

103 See 54 Fed. Reg. 30694, 30694 - 95 (July 21, 1989).
104 See S. Rep. 102-22 tbl.B (March 12, 1991).

105 Hearings, supra note 49 (testinony of John C. Coffee,
Jr., Professor of Law, Colunbia University Law School).
106 See, e.g., Maready, supra note 5, at 913 - 914 (noting
that the nost highly-publicized exanples of default on
derivatives contracts, such as the Barings Bank and O ange
County bankruptcies, did not create system c risk); Cohen
supra note 1, at 2009 - 10 (conparing concern over systemc
risk fromthe use of OIC derivatives to concern over "the
possibility that our atnosphere will be destroyed by a great
asteroid"). Cf. Adam Wal dman, Comment, OIC Derivatives &
System ¢ Ri sk: Innovative Finance or the Dance Into the
Abyss?, 43 Am U. L. Rev. 1023, 1053 - 58 (1994) (finding
that OIC derivatives had not yet created systemc risk, but
that they mght in the future; and recomrendi ng private,

rat her than governnental, action to address the possibility

of future systemc risk).

67



107 Hearing, supra note 59 (testinony of WIIiam MDonough,
President, New York Federal Reserve Bank).
108 1d. (testinony of Alan Greenspan, Chairman, Federal

Reserve Board).
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