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Introduction

The Institute for Agriculture and Trade Policy (IATP)? appreciates the opportunity to
comment on this consultation paper, which applies to several financial reform topics and
which poses many methodological challenges. Of the core reform topics addressed in the
Proposed Framework, IATP will respond only to the objective of “making derivatives
markets safer.” (5)

Regarding methodologies, IATP cautions the FSB against over-relying for evidence of
reform causality on econometric modeling that claims to have the rigor and replicability of
natural science experiments. Large and repeated gaps between econometric projections and
historical economic performance have drawn attention to policy scenario dependence of
computable general equilibrium theory.®> When policy scenario assumptions are un-
representative of real world economics and/or based on data sets with large gaps, the
replicability of an econometric model experiment should not be considered the gold
standard of evidence for the post-implementation evaluation.

The Proposed Framework is intended to evaluate the G20 financial regulatory reforms in
terms of empirical data relevant to specific reforms. Such data can give the clearest
indication of the effect of specific reforms, to the extent that they have been implemented
and to the extent that the data reported represent the universe of financial activities in
specific asset classes and instruments. However, consider the view of one market observer
relative to the reform of Over the Counter trading of derivatives contracts: “All of the
world’s swaps regulators recognize that [trade data] reporting is a mess.” A more
charitable view of swaps reporting is that regulators are struggling to close loopholes in the
face of financial industry resistance to providing such data for regulators’ monitoring of
OTC derivatives trading.®
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The Proposed Framework should consider how to evaluate the risks to financial stability
by unreported or misreported trading data and when regulators lack the resources to
investigate indications of cases of misconduct, which, in aggregate, pose risks to financial
stability. For example, the U.S. Commodity Futures Trading Commission’s (“CFTC” or
“Commission”) director of enforcement during the Obama administration said that the
Commission did not have the financial, personnel or computer infrastructure required to
investigate trade data signs of a “massive amount of misconduct” in futures, options and
swaps markets.® The FSB’s Chairman has not hesitated to inform G20 finance ministers
and central bank governors of the risks to financial stability resulting from massive
misconduct.” The Framework should propose a method for quantifying the misconduct and
the risks it poses to financial stability.

General comment

Financial Stability Board Chairman Mark Carney wrote in his August 31, 2016 letter to
G20 leaders, “The G20 reforms are working (bold in the original). The system is
providing more reliable financial services and has proven resilient in the face of recent
shocks. As implementation progresses, the financial system is increasingly absorbing
shocks, rather than amplifying them,”® as happened during the 2007-2009 crisis. U.S.
Commodity Futures Trading Commission Chairman Timothy Massad, in effect, seconded
these remarks, in his December 6" speech to the Economics Club of New York, noting that
the financial system absorbed, rather than amplified, the shock of the Brexit decision.®

These positive evaluations of the G20 reforms are, of course, qualitative, and should not
prejudice the more quantitative evaluation to be carried out under the final version of the
Proposed Framework. In the final Framework, it will be important to characterize the
shocks not just as specific events, but in terms of the data and data gaps that pertain to
different categories of banking risk, including, but not limited to, credit risk, liquidity risk,
market risk and operational risk. While financial actors may absorb or amplify shocks
attributed to news events, the capacity of the financial system to amplify or absorb shocks
depends in no small part on the ability of financial actors and regulators to access and
evaluate financial data that is standardized, accurate, comprehensive and reported in near
real time. If data remains customized, partial, not readily subject to computer enabled
surveillance and data mining, and reported at the convenience of the financial actor, we
will remain in the Dark Ages of OTC trading, particularly in the 2007-2010 period.

Responses to specific questions in the Proposed Framework

1. Do you have any comments or suggestions on the main elements of the evaluation
framework (e.g. are there other elements that should be considered for inclusion
in the framework)?

“The focus of the framework is on post-implementation evaluation; that is, evaluating the
effects of G20 reforms for which implementation is well underway or completed.” (5) The
final Framework should define stages of implementation, to better determine which effects
have taken place and to what end. Market actors may change how and where they trade in
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anticipation of compliance with a rulemaking, e.g. less than fully implemented swaps
trading rules and the establishment of Swaps Execution Facilities. The so-called
“futurization of swaps” should, in theory, make derivatives trading safer by standardizing
derivatives contracts, by near real time and uniform reporting, by expediting portfolio
compression, by centralized clearing and other safety and soundness measures.

However, the futurization of swaps has occurred more slowly than anticipated in many
markets and has affected different asset classes differently.® Safety and soundness,
however necessary for the system, may hold no attraction for a market actor who prefers
to trade in unlit markets and to risk getting caught violating swaps reporting rules, since
the penalty for the convicted is too small to be dissuasive. As Professor Anat Admati
recently noted, “There are enormous rates of recidivism in corporate misconduct. Paying a
fine need not lead to significant change.”! When the violator is a Systematically Important
Financial Institution, such as Deutsche Bank,*? the question arises whether reporting
failures may mask operational and solvency risks that could cascade through other SIFI
and large financial institution counterparties.

The FSB will evaluate the effect of specific reforms that can be readily quantified, e.g. the
volume of swaps contracts that have migrated to futures and options markets or the volume
and value of swaps transactions that have not been centrally cleared. However, the
Framework should not neglect to attempt to estimate the effect of the less readily quantified
indicators of reform implementation, such as the leverage ratios of unreported swaps
transactions or the overall leverage ratios of entities that have reported swaps transactions
inaccurately and/or incompletely. A critical mass of unreported or misreported transactions
may point to derivatives reform that is on the rulebooks but not practiced in the
marketplace.

Rulemaking and implementation of reform measures concerning automated trading,
including High Frequency Trading, is not well underway in FSB jurisdictions.
Nevertheless, because a high percentage of derivatives trading transactions in all asset
classes are designed and executed by Algorithmic Trading Systems (ATS),*® the FSB
evaluation should consider how ATS strategies and practices effect reform measures that
have been implemented.

2. Would you suggest any refinements or additions to the concepts and terms?

Regarding evaluation of “interaction and coherence among the reforms” identification of
interaction among the reforms may not indicate a coherency of reforms or effects, so
evaluation of interaction and coherence of reforms should be considered separately. For
example, reforms to the definitions of who is responsible for reporting and aggregating the
swaps positions of parent firms and their foreign affiliates may show a clear interaction
within one jurisdiction’s rule. However, such an interaction may not be coherent with the
rules for cross border swaps aggregation in another FSB jurisdiction. Notwithstanding the
excellent work of the Financial Stability Board on the aggregation mechanism for cross
border trading data, FSB members have yet to harmonize rules on cross border swaps
trading and clearing. According to one observer, “Multinational entities have many



questions concerning issues of cross-border regulation, particularly where the U.S. and EU
regulatory approaches, though similar in intent, appear to diverge in content. In particular,
these entities are concerned about how best to reconcile the sometimes disparate
equivalence and substituted compliance approaches in the U.S. and EU.”*4

10. Do you have suggestions on information sharing arrangements (publication of
results, repository of evaluations, and data availability, particularly as it pertains to
replicability)?

The evaluation Framework should survey FSB members on the status of their swaps data
reporting and swaps data quality. That survey should include not only the regulatory status
of swaps data reporting, but questions to determine the data quality and comprehensiveness
of swaps reporting among each FSB member. For example, are there instances of
regulations that have been approved but not implemented, whether due to inadequate
regulatory resources, disputes with industry over reporting requirements and/or non-
compliance by rule defined reporting entities? Absent reported data to verify compliance
with reporting rules, what other means have authorities to evaluate whether derivatives
markets serve the interests of market actors and the public interest per statutory authorities
in FSB jurisdictions?

In the United States, commodity swaps data reporting is so inconsistent and of such poor
quality that as of October 28, 2015, the CFTC no longer requires exchanges and swaps data
repositories to report commodity swaps trading for the CFTC Weekly Swaps Report.*® If
FSB members do not have access to swaps trading data according to reporting regulations
in their jurisdictions, the evaluation Framework should propose how to use unofficial data,
such as that of private data reporting services, to help assess the effect of G20 reforms to
make derivatives markets safer.

More generally, as the FSB knows from the 2014 Senior Supervisors’ report on
counterparty data quality, SIFIs and other large financial institutions have often been
unable to provide authorities with high quality data. The Senior Supervisors wrote in their
transmission letter to FSB Chairman Mark Carney,

Our observations in this report indicate that firms’ progress toward consistent,
timely, and accurate reporting of top counterparty exposures fails to meet
supervisory expectations as well as industry self-identified best practices. Data
quality is of particular concern. Additionally, we believe that the supervisors of
these firms must prioritize the effort within the scope of their own work and commit
to impressing upon firms the importance of being able to quickly and accurately
aggregate top counterparty exposures. The SSG will continue to monitor and
review these practices periodically to ensure their effectiveness going forward.®

As part of the evaluation Framework, the FSB should include a data quality section with
an update to the 2014 Senior Supervisors’ report. If data quality on counterparty exposures
continues to be deficient, the evaluation Framework should propose other means, including



qualitative means, for assessing the impact of G20 reforms in the absence of high quality
data in each asset class.

11. How can the FSB and SSBs best engage with external stakeholders (e.g.
financial services providers, various kinds of end-users, and academics) in their
evaluation work (going beyond public consultations)?

The FSB may wish to consider proposing in the Framework an addendum to the Evaluation
that would report the results of a survey of external stakeholders. The survey must be
anonymous, to improve the likelihood of receiving full and frank responses, which
otherwise might be impeded by the disclosure of the identities of the commenters. Survey
questions would elicit responses concerning which G20 committed reforms have been
implemented, in full or part, and with what effect; which reforms remain to be implemented
and why implementation has not taken place; which changes in market regulation and
technology have circumvented reforms and/or made them obsolete; and which additional
reforms need to be agreed to expedite realization of committed reforms or to improve
synergy among the interaction of reforms. There should be a survey section dedicated to
questions that would explore FSB member modifications or nullifications of legislation,
regulations and/or administrative procedures that individually, or in combination, would
signal FSB member changes to and/or abandonment of G20 committed reforms.

12. Do you have comments or suggestions on which individual reforms or interacting set(s)
of reforms should be initially considered for evaluation as a matter of priority?

Per the comments above, evaluating data quality generally and swaps trading and clearing
data particularly, should be a Framework priority. No matter how well and clearly drafted
a regulation to implement the reform commitments, no matter how assiduous compliance
with such regulations by individual market actors and exchanges, authorities cannot
determine the individual or aggregate effect of reforms nor the modifications that may be
needed to those reforms without high quality and comprehensive data.

A related priority is to evaluate the implementation status among member governments of
FSB incubated cross border data trading tools, including the Legal Entity Identifier, the
Universal Transaction ldentifier and the Aggregation Mechanism. One step towards
evaluation would be to include questions about the implementation and effect of these tools
in the survey proposed in response to question 11.

Finally, if the FSB wishes to claim that the “G20 reforms are working” to absorb shocks
and not amplify them, it should define “shocks” in a data driven way and specify absorption
and amplification mechanisms. For example, is the persistence of mini-flash crashes in the
derivatives market a data source to illustrate the absorption of shocks by “circuit breakers,”
whether regulatory or algorithmic? Or does this persistence illustrate a new mechanism for
amplification of shocks that remains unrecognized by regulators because of the scale and
dispersion of flash crashes across asset classes and markets or because of the lack of official
monitoring of intraday HFT activities? As one pundit said of a mini-flash crash of the value
of the British pound, “For once, why don’t the international regulators get together and



work out, properly this time, exactly what happened; who profited, which trades came from
which servers, why and how. And | mean properly how, not just blame-a-day-trader-in-
Hounslow how.”’

Conclusion

IATP thanks the FSB for the opportunity to comment on this critically important
consultation paper. We do not take this privilege for granted and hope that this short
comment will aid the FSB as it finalizes the Framework for presentation to the G20 finance
ministers and central bank governors in June. IATP hopes that it will have the opportunity
to comment on the draft Evaluation.
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