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Whalen begins by making a few points about how the Committee should think about

OTC derivatives. First, he notes that, in defining OTC asset classes, regulators must include
conventional interest rate and currency swap contracts, single name CDS contracts, the various
customized gaming contracts, and complex structured financial instruments such as CDOs and
mortgage securitizations. Second, he contends that the structure of the OTC derivatives market
is a function of what he believes is a flawed model of large dealer banks. The structural flaw that
he sees in these larger dealer banks is the supra-normal returns paid to the dealers, which are
effectively a tax on other market participants. He indicates that the Committee should not
consider the views of existing financial regulatory agencies, especially the Federal Reserve
Board and the Treasury, since their views are duplicative of the views of the large OTC dealers.
Third, Whalen indicates that OTC derivatives should be divided into types of contracts: those for
which there is a clear cash market and those for which the basis is obscure or non-existent.
Whalen believes that CDS contracts and complex structured assets are deceptive and may even
violate U.S. securities or anti-fraud laws. Fourth, he believes that the CDS and CDO markets
create systemic risk and are parasitic. Fifth, he notes that CDS and other instruments can
misrepresent financial statements of companies and can be unfair to investors, possibly even
fraudulent. Whalen argues that Congress should modernize oversight of OTC derivatives by
subjecting all OTC contracts to the Commodity Exchange Act and having the CFTC review OTC

contracts and decide either to require OTC markets to conform to disclosure, collateral, and

transparency standards, or shift contracts to bilateral exchanges. He believes that Congress
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should further consider how to delineate the tasks of the CFTC and SEC. Whalen states that the
Administration’s proposed reform does not actually alter the fact that the largest dealer banks
have a de facto monopoly over the OTC markets. He believes that OTC contracts that operate in
cash markets should be exchange traded and that CDS and complex structured assets should be
banned. In regard to systemic risk, Whalen believes that if Congress imposes regulations on

OTC derivatives markets, the need for a systemic risk regulator will disappear.
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