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Dear Mr Stawick,

Thank you for the opportunity to comment on the definitions contained in Title VII of Dodd-Frank Wail Street
Reform and Consumer Protection Act.

Please find attached AlMA’s response letter setting out our views on the Title VII definitions more generally and
our specific comments for each of the definitions for which you have requested comments.

If you would like to discuss any of the comments made in our letter, please let me know.

Kind regards,

Andrew Baker
Chief Executive Officer
The Alternative Investment Management Association Limited (ALMA)
Registered in England & Wales - company no 4437037 & VAT no 577 5913 90. Registered office as below.

2nd F[oor, 167 F[eet Street, London EC4A 2EA
Te[: +44 (0)20 7822 8380
Fax: +44 (0)20 7822 8381
abaker®aima.org

Enhancing understanding, sound practices and industry growth

This message and any attachments are confidential and intended so[ely for the use of the individual or entity to whom they are addressed. You must

not act on or disclose the contents if received in error but should inform us at the address above and delete the message. This e-marl is not
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Alternative Investment Manasement Association

David A. Stawick,
Secretary,
Commodity Futures Trading Commission,
Three Lafayette Centre,
1155 21st Street, NW,
Washington,
DC 20581

Etizabeth M. Murphy,
Secretary,
Securities and Exchange Commission,
100 F Street, NE,
Washington,
DC 20549-1090

By emait to: .r..u..!..e..-..c...o....m....m...e...n...t..s...O...s..e...c..:.~9..v. and .d...f..a...d...e..f..i..n.j.t.!..o...n..s..@..c..f..t..c..:g.o..~

20 September 2010

Dear Mr Stawick and Ms Murphy,

CFTC and SEC request for comment on Definitions Contained in Title VII of Dodd-Frank Wall Street Reform and
Consumer Protection Act - File Number $7-16-10 - Definitions

The Atternative Investment Management Association (ALMA)1 appreciates the opportunity to provide comment as
part of the Commodity Futures Trading Commission (the CFTC) and the Securities and Exchange Commission’s (the
’SEC’) request for comments on the definitions contained in Titte VII of Dodd-Frank Watt Street Reform and
Consumer Protection Act (the ’Dodd-Frank Act’).

At Annex 1, we set out our specific comments on the definitions under Titte VII of the Dodd-Frank Act.

AlMA betieves that the definitions in Titte VII are essentiat to the apptication of an appropriate regime for the
derivatives market which ensures financiat stabitity concerns are addressed and provides transparency. As the
definitions particutarise the scope of the tegistation, we are appreciative that the CFTC and the SEC are consutting
furry on the definitions concerning the contracts and the parties that witt be subject to the regime. We additionatty
took forward to continuing to contribute to the discussions around designing the new regutatory regime for the OTC
derivatives market and witt provide our thoughts to the CFTC and the SEC on other issues, such as ensuring the
continued gtobat nature of the OTC derivatives market, ensuring appropriate buyside invotvement in centrat ctearing
and market position timits, in a separate tetter.

Our first concern at this time is to ensure that the threshotds in the definition of ’swap dearer2’ are property
ctarified, so that onty those entities that the industry woutd consider to be deating in swaps are caught, as onty such
entities potentiatty give rise to the specific industry risks as swap deaters. In short, a swap dearer is one who offers
two way prices, participating in both sides of the market to profit from providing tiquidity to the market. AlMA’s
hedge fund manager members do not fatt within this definition.

AlMA is the trade body for the hedge fund industry gtobatty; our membership represents art constituencies within the sector - including hedge
fund managers, fund of hedge funds managers, prime brokers, fund administrators, accountants and [awyers. Our membership comprises over
1,100 corporate bodies in over 40 countries, with 11% based in the US and over 30% of AlMA members’ totat assets under management (AUM)
managed by US investment advisers.
For the purposes of this fetter, references to a "swap dearer" inctude equatty a "security-based swap dearer" untess otherwise stated.
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Our second concern is that the definition of ’major swap participant’ (’MSP’) (or, equaLLy, ’major security-based
swap participant’) are consistent with the stated aim of the term, which is to enable regulators to monitor and
oversee "entities that are systemicaLLy important or can significantly impact the financial system of the United
States". For a number of reasons, we do not believe that many (if any) hedge fund managers in today’s market
should be subject to the MSP regime (except in extreme cases) incLudin~ that aLL wiLL be registered Investment
Advisers and wiLL be:

¯ overseen by the SEC3;
¯ reportin~ data on their trades to swap data repositories; and
¯ coLLateraLisin~ their exposures.

AdditionaLLy, care should be taken to distinguish between a fund entity and its manager (where they are different) -
the MSP regime is not appropriate for the business model of hedge fund managers (who, for example, may not have
sufficient capital to protectin~ a~ainst the Losses of the fund) and, in the rare situation in which a hedge fund itself
could be seen as significant and thus might be classified as an MSP, it should be the fund that should be subject to
the regime. Any threshold created to define a ’substantial position’ maintained by a MSP should take account of
only the important factors relevant to an entity’s position and should be set at a Level that does not capture an
entity unless its exposure could reasonably be considered LikeLy to cause financial instability to the economy of the
United States, should that entity default. We have provided in Annex 1 the CFTC and the SEC with the factors we
think should be considered when seekin~ to define an MSP, and we believe that this definition should be applied
objectively and universaLLy to aLL swap participants.

Any misapplications of these definitions to hedge fund managers or hedge funds, risks dama~in~ an important US
industry, with no discernible financial stability improvements or benefits.

Conclusion

We thank you for this opportunity to comment on the definitions contained in TitLe VII of Dodd-Frank WaLL Street
Reform and Consumer Protection Act and are, of course, very happy to discuss with you in ~reater detail any of our
comments.

Yours sincerely,

Andrew Baker
Chief Executive Officer

We are aware that certain AlMA members are registered as Commodity Tradin~ Advisers (CTAs) with the CFTC, however we
understand these firms wit[ be subject to equa[ oversight to that provided by the SEC.
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ANNEX 1

The list of contracts included within Section 721 (a)(21) of the Dodd-Frank Act is inclusive of a[[ of the contracts we
would expect to see within the legislation. It is important that a[[ contracts that could be considered "swaps" are
included within the obligation to clear contracts, to ensure that there are no loopholes that could undermine this
important initiative to bring risk reduction and transparency to the derivatives markets and to reduce the overall
threat of financial instability.

It is important that the interpretations of "swap" and "security-based swap" are similarly defined and are applied
with respect to the provisions of Title VII of the Dodd-Frank Act in a consistent and coordinated manner. Equally,
the CFTC and the SEC should be conscious of other, similar reforms arising in other jurisdictions since the September
2009 G20 leaders’ statement ca[ling for "A[[ standardized OTC derivative contracts ... [to] be traded on exchanges or
electronic trading platforms, where appropriate, and cleared through central counterparties by end-2012 at the
latest". Of particular importance is for the CFTC and the SEC to consider the extent to which its rules cover the
same contracts as those subject to mandatory clearing in proposed European legislation, which makes reference to
the contracts listed in Annex I, Section C of the Markets in Financial Instruments Directive (2004/39/EC). Any
discrepancies between the CFTC and the SEC rules, or the SEC/CFTC’s rules and those in the rest of the world, may
provide opportunities for regulatory arbitrage, which could undermine the global financial reform efforts.

To the extent that the Secretary of the Treasury, in consuttation with the SEC and CFTC, betieves that foreign
exchange contracts shoutd be exctuded from the obtigations of Title VII, this shoutd onty be done where there are
strong poticy arguments for their exclusion, giving due consideration to the costs and benefits and the potentia[
systemic risk that may be caused by exctuding this crass of contracts. The SEC and CFTC shoutd give equa[
consideration to any other class of contracts that may reasonabty be considered for an exctusion from the provisions
- for exampte, short maturity contracts that on this basis may not pass the cost benefit anatysis conducted. Where
possibte, the CFTC and the SEC shoutd seek to be as inclusive as possibte in the classes of contract that are subject
to the provisions appticabte to swaps in the Dodd-Frank Act.

Security-based swaps that come under the jurisdiction of the SEC should be defined and applied in the same manner
as swaps that come under the jurisdiction of the CFTC - as discussed above.

AlMA is concerned that some of its members, who wi[[ be required to register with the SEC as investment advisers,
wi[[ incorrectly be classified as "swap dealers" under this very broad definition. If the first three limbs of the
definition of "swap dealer" in Section 721(a)(21) are alternatives, then the third limb (which states that a swap
dealer means any person who "regularly enters into swaps with counterparties as an ordinary course of business for
its own account") would seem to include a huge number of small funds that trade in swaps but would not be
considered "dealers" according to the common usage and understanding of the word. It would be more helpful if
the first three limbs of the definition could be considered as having to apply collectively and not alternatively.

AlMA believes appropriate clarification should provide that the business activity of an entity intended to come
within the definition of "swap dealer" should involve taking both sides of the market, for the purposes of profiting
from providing liquidity to counterparties. Alternatively, AlMA would like to see specific exclusions for entities that
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would not be considered dealers in the market. We do not believe that this concern can be adequately addressed
by the ’de minimis’ exemption provided within the legislation.

The same arguments as for "swap dealer" - as discussed above - apply to "security-based swap dealer".

AlMA appreciates that the Dodd-Frank Act has tried to address a perceived concern about parties who are not
dealers takin~ on large derivatives positions which, should they fail, could lead to market instability, so that they
are, or become, systemically important. We understand that the key driver behind the MSP provisions is to capture
entities such as the insurance company AIG, which accumulated large unco[[atera[ised positions in CDS contracts
before the crisis and then defaulted, requirin~ federal fundin~ to stabilize the firm. Our concern, however, is that
certain entities may be inappropriately classified as MSPs and, as such, be subject to burdensome and unworkable
requirements. AlMA members require clarity as to whether this definition could apply to them and we believe that
the requirements should only be applied where they are appropriate.

There are certain elements of the Section 721(a)(16) definition which are subjective and require detailed
clarification to provide certainty to the industry, including:

a "major" swap participant;
a "substantial" position;
swaps creatin~ "substantial" counterparty exposure;
a financial entity that is "highly" [evera~ed to the amount of capita[ it holds4.

The CFTC and the SEC should conduct appropriate studies to ensure that the threshold for substantial positions and
exposures are set at levels that focus on the actual risk of toss from the default of an entity, and thus only capture
the entities for which such a risk of toss sisnificant[y threatens financial stability. This should be the only
consideration of what a "major" swap participant is. The criteria that should be considered with resards to whether
a position or exposure is "substantial" are:

for cleared derivatives, an extremely large position
counterparty exposure, adjusted for the amount and quality of co[lateral posted
for uncleared derivatives:
o net market exposure in an asset class overall
o net market exposure in an asset class per counterparty

When measurin~ market exposure, potential toss should be the measure used rather than notional exposure, because
it is always financial toss that drives systemic risk and for many derivatives (inc[udin~ for example options and CDS,
where toss depends critically on whether the contract has been bought or shorted) the potential toss cannot be
~au~ed from the notional

The first Hmb of the MSP definition inctudes any entity that maintains a ’substantia[ positions’ whether [evera~ed or not, and
therefore we do not see this Hmb as bein~ relevant for the CFTC and the SEC’s determination. However, if the CFTC and the
SEC do consider the definition of leverage, they should ensure that the definition is in Hne with international a~reements with
what "leverage" is and how it is calculated, and its threshold [eve[ should be objectively defined at an appropriate [eve[.
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When considerin~ how to define an MSP, the first consideration shoutd be whether or not the entity’s position
includes centratty cleared swaps. The requirement for mandatory ctearin~ is designed to si~nificantty reduce an
entity’s credit risk, and thus its exposure to its counterparties through the use of a supervised and re~utated, we[t-
funded and capitatised derivatives ctearin~ organization (DCO) that sits between the counterparties, as buyer to
each setter and setter to each buyer.

The retated requirements that at[ centratty cteared exposures shoutd be cottateratised through the use of segregated
high quatity initiat and variation mar~in payments atso si~nificantty mitigates counterparty credit risk. The eFT�
and the SEe are permitted by the Dodd-Frank Act to take into account the vatue and quatity of cottaterat herd
a~ainst counterparty exposures, an important and retevant consideration. The provision of cottaterat reduces the
impact that defautt on a contract woutd have on a counterparty, with initiat mar~in payments reducin~ counterparty
credit risk and variation mar~in reducin~ market risk from fluctuations in prices. It wit[ be a requirement for those
mandated to use D¢Os to post cottaterat in this way, and thus those who participate in centrat ctearin~ may
therefore be tess systemicatty retevant. Entities may atso provide cottaterat where a contract is bitateratty cteared
with a counterparty - this is nearty universatty common for the hedge fund industry, where parties post cottaterat
with swap deaters, atthou~h we understand it is not universatty apptied for other buyside (non-dearer) firms. The
type of cottaterat posted by hedge funds under bitaterat ctearin~ is typicatty hi~hty rated, tow market risk
~overnment securities or cash. It is expected that D¢Os wit[ require simitar quatity for cottaterat payments. The
amount and quatity of cottaterat provided shoutd both be retevant considerations for the eFT� and the SEe when
assessin~ an exposure. The D¢Os themsetves are required to have high revers of capita[ and other fundin~ sources
provided by ctearin~ members to protect a~ainst defautt, and are thus designed not to be si~nificantty impacted by
the defautt of even a tar~e counterparty.

For these reasons, at[ swaps cteared with D¢Os shoutd either be exctuded from the catcutation of a position /
exposure for determinin~ whether it meets a determined significant position / exposure threshotd, or heavity
discounted. Reco~nisin~ that cteared swaps are not entirety free of risk of toss, a much hi~her threshotd for cleared
swaps may be appropriate.

For uncleared swaps, the second consideration for the CFTC and the SEC shoutd be as to the types of swaps which
comprise an entity’s a~re~ate position. Each type of swap has a different risk profite and each has a different risk
of toss. Whitst, for exampte, an interest rate swap may have a tar~e risk of toss if herd in a tar~e uncottateratised
position, the buyer of a credit defautt swap (CDS) is untikety to create a tar~e risk of toss through a tar~e position,
due to the characteristics of the contract. A further consideration is the directionatity of a contract - for exampte,
a buyer of a CDS contract has a smart outtay in its premium but a tar~e upside on the reference entity’s defautt, but
a setter of a CDS contract has a smart and re~utar income on the contract but a potentiatty very tar~e outtay, shoutd
the reference entity defautt. One direction on a contract may create a bi~ risk of toss; the other direction may not.
According[y, the CFTC and the SEC shoutd assess each type of asset of an entity, and the assets’ characteristics, to
determine if the positions in that asset crass breach an appropriate threshotd. If the entity passes one asset crass
threshotd, it shoutd be considered an MSP for at[ its swap positions. Each type of contract shoutd have a fair and
objective, individuatty catcutated substantiat position threshotd.

Within the uncteared swap asset ctasses, the CFTC and the SEC shoutd next consider the actuat risk of toss of the
positions. Notionat sizes do not accuratety indicate the risk of any particutar contract and can be misteadins. A fair
estimation of a protection buyer’s maximum risk of toss (for exampte, with CDS contracts) woutd be points paid
upfront by the buyer on the position ptus the present vatue of any future spreads that the buyer woutd need to pay
for the position. However, a protection setter’s maximum toss on a position woutd be the notionat amount of the
position tess the points paid upfront to it by the buyer. The risk of toss may be reduced in a88resated positions
herd or in positions herd in one asset ctasses by off-settin8 and nettin8 of exposures. However, nettin8 may not be
appropriate in art cases and a tarse one way position may be sisnificant, even if combined with others makes the
entity’s position fiat - the best exampte of this bein8 Lehman Brothers who were approximatety fiat in position at
the time of cottapse but had tarse individuat exposures which caused faitures and affected the stabitity of the
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markets. The [en~_Ith that the position remains open may also be a relevant factor, as may be the ease with which a
position can be unwound in unfavourab[e market conditions.

The CFTC and the SEC should therefore be settin~ a threshold that takes account of:

I. whether the contract is centrally cleared;
2. the value and quality of co[lateral provided for individual positions;
3. the position in a single asset class and its characteristics, inc[udin~ direction in the market; and
4. the actual risk of loss (after reductions from items I to 3).

The calculation of the position (takin~ account of the actual risk of loss discussed above) should then be assessed
a~ainst a fair and objective threshold. Such a threshold could be calculated in a number of ways inc[udin~ as a
percentage of the relevant market or could be calculated takin~ in to account its relative size in comparison to
other entities tradin~ in the same asset class. The consideration of the exposure threshold could be calculated as
exposure to individual counterparties but this would require the CFTC and the SEC to know the size of the
counterparty and their ability to absorb losses as we[[ as the risk for those potentially considered to be MSPs. The
CFTC and the SEC could look at the counterparties’ balance sheets and calculate a threshold that takes account of
the impact that a default on a contract could have on the other entity ~iven the size of its balance sheet and factors
such as the amount of capita[ that entity holds a~ainst exposures. We believe that on fair prescription of both
thresholds, after consideration of relevant risk of loss factors, no hedge fund is likely to be classified as an MSP.

The CFTC and the SEC may not wish to consider the number of counterparties an entity has as a relevant factor
since, although interconnectedness can be a relevant systemic risk consideration more ~enera[[y, this is not a
relevant consideration when decidin~ whether an entity is likely to fail or whether an entity’s exposure or its failure
would be significant. An entity that has only a small number of counterparties may only affect a small number of
entities directly, should it fail, but the impact could be significant if the position is large and the counterparty is a
systemically important entity. A diversified exposure to multiple entities could affect more entities but is likely to
be smaller and thus shares the losses in the industry and havin~ less systemic impact. To set a number of
counterparties threshold also risks concentratin~ a[[ risk with (for example) the top five or so dealer counterparties
creatin~ five too-bi~-to-fai[ institutions. An assessment of counterparty numbers also creates issues around who are
the counterparties, and unreasonable outcomes may be found if the CFTC and the SEC were to consider a single
counterparty to be one of a number of sub-funds of a hedge fund, or one of many [e~a[ entities of a dealer bankin~
~roup. The problem of countin~ counterparties is further highlighted in the FX market where parties can trade usin~
Electronic Brokin~ Services (EBS) (or equivalent services from other electronic platforms) which ~ives an entity the
ability to trade with hundreds of potential counterparties.

When an entity is above the substantial position threshold, to assess whether the entity is thus "systemically
important or can si~_Inificant[y impact the financial system of the United States", the CFTC or the SEC should then
enter into a dia[o~_lue and collect information on the entities to assess whether the entity should be required to
re,lister as an MSP. The MSP requirements are si~3nificant[y burdensome and may not reflect a[[ factors relevant to
the entity’s potential systemic importance, and thus a second sta~le of discussion and information ~latherin~l would
allow classification as a MSP only where this is justified. The determination of whether entities above the
substantial position threshold should be done periodically, and on no ~Ireater than a quarterly basis. More frequent
assessment and re-cate~lorisation of entities would be disruptive for entities’ business models and would be
administratively burdensome for the CFTC and the SEC.

AIMA believes that the MSP ’[abe[’ would not apply to the vast majority of hedge funds; nevertheless, objective
criteria should be used, so that any one type of entity is not specifically targeted. AIMA members wi[[ ~enera[[y be
required to re~ister with the SEC under Title IV of the Dodd-Frank Act, as Investment Advisers regulated by the
provisions of the Investment Advisers Act of 1940. As such, a[[ relevant entities wi[[ already become subject to a
~enera[ [eve[ of oversight and monitorin~ in their business by the SEC, and wi[[ be required to keep records and
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report to the SEC in a number of respects provided in the Dodd-Frank Act and as witt be determined by SEC rutes.
The Dodd-Frank Act atso requires art entities to report their uncteared swap and security-based swap transactions to
swap data repositories, and for DCOs to report simitarty for cteared swaps, so that resutators witt atso be aware of
both entities’ tradin8 positions and retated information and a88resated data, to achieve their 8oat of effectivety
monitorin8 the market.

Where entities are determined to be MSPs, in the case of an asset manager, the specific requirements retatin~ to
bein~ an MSP shoutd fatt to the specific funds on whose behatf the manager is mana~in~ the money, rather than on
the manager itsetf - in the case of a typicat corporate structure in Europe, for exampte, the manager is independent
from the fund company and not a partner of the fund such as is common in the US. It woutd cause significant
burden if those mana~in~ funds were required to hotd capitat a~ainst their exposures, as managers who do not act as
principat are not hi~hty capitatised and do not have tar~e amounts of sharehotder capitat, as banks do, due to their
business modet. The fund on whose behatf the manager is actin~ atso does not have capitat, as it is merety a vehicte
for pootin~ investment capitat. However, such funds are abte to draw down on the money in their funds to provide
high quatity cottaterat in the form of mar~in payments, which achieves the same ~oat as capitat in securin~ the
exposure and protectin~ a~ainst defautts on the contract. For this reason, AlMA betieves that it shoutd be funds,
who are the re,at swap counterparties, not their managers, that shoutd be subject to the MSP requirements, and
their prudentiat requirements shoutd be futfitted via appropriate revers of mar~in payments rather than capitat.
Further, the reportin~ and record-keepin~ requirements appticabte to MSPs can be dete~ated to the fund’s manager
(or administrators) if necessary and, where they are independent, both parties a~ree to this arrangement. To have
managers as the MSPs and subject to the requirements opens up the requirements to difficutties in determinin~
when the MSP threshotd is breached; questions woutd then arise, such as: what happens if a manager’s a~re~ate
position across art funds makes it an MSP? And what happens when one fund has muttipte managers - are art
managers of that fund ~SPs? Havin~ to a~re~ate the independent funds and accounts of fund managers, which may
be independentty managed by the management firm, woutd create an unjustified burden for asset managers. The
CFTC and the SEC in any case witt be abte to ~ain manager by manager information on their totat positions through
the managers’ registration with the SEC and from swap data repositories.

AlMA woutd atso [ike to see a further ctarification as to the extra-territoriatity of the MSP requirements and whether
it wit[ be apptied to entities outside of the US if the non-US counterparty is contractin~ with a US registered swap
dearer or tradin~ swaps denominated in US dottars or referencin~ US securities or other undertyin~s.

AlMA does not betieve there are any specific issues that retate to "major security-based swap participants". We
woutd, however, [ike to see consideration of the same factors for determinin~ threshotds, and simitar threshotds for
substantia[ positions in the MSP and MSBSP definitions, if appropriate.

The CFTC and the SEC shoutd atso jointty ctarify the position where an entity has positions in swaps and security-
based swaps, and whether it is possibte for an entity to be both an MSP and an MSBSP, and whether this woutd read
to dupticative requirements.

AlMA has no comments on this definition.
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e~u~ity-ba~e wapa~reemen

AlMA has no comments on this definition.

AlMA feets that, in the majority of situations, a mixed swap witt be predominatety of one nature rather than
another: either c[oser to a swap or security-based swap than not. The CFTC and the SEC shoutd, therefore, as far as
possibte, propose a predominance test for mixed swaps and make arrangements for the SEC to take responsibitity for
at[ contracts that coutd most reasonabty be considered security-based swaps, and simitarty the CFTC to take
responsibitity for at[ contracts that coutd most reasonabty be considered swaps. In rare instances of dispute, the SEC
and the CFTC shoutd a~ree appropriate resotution mechanisms for decidin~ which re~utator shoutd be overseein~
that type of contract.

The rutes for swaps and security-based swaps shoutd be as ctosety ati~ned as possibte, and mixed swaps shoutd not
be subject to duptication via the apptication of two different re~utatory regimes. The two re~utators shoutd atso not
commit dupticative resources to monitorin~ the same contracts, as this is ctearty wasteful
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