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Capital One Financial
1680 Capita! Oae Drlv~
McLean, VA 22102

September 20, 2010

Davkt A. Stawick, Secretary
Commodity Futures Tradh~g Commission
Three Lat~yette Centt’e
I 155 21 s~ Street, NW
Washington, DC 20581.

,.:.~ >~-:., :~.,

EIizabeth M. Murphy. Secretary
Securities and Exchange Commissmn
100 F Street, NE
WashingtotL DC 20549-1090
!~!.~}.~Z%.,’.T?.?!!.’:.?.!.~!.~!ii~i!5."::!?

lie: Comme~ ts on the Definitions Contained in Title VII of Dt~dd-Frank
,Vail Sireet Reform air(| Collsllllt¢ Protection

(CFTC Dcfiniiions; SEC File 1Nlllltber S%16q0)

Dear Mr. Stawick and Ms. Murphy:

C.ap, ta One Fi~ancial Corporation (together with its subs~charms, "Capital One )
submits this 1.elter in response to ,t~e Advance Joint Notice of Proposed Rulemaking
issued by the Commodity Futures Trading Conmussmn ("CFTC") and Securities m~d
Exchange Commission ("SEe") on key definitions contailmd in T~tle Ii ofd’~e [)odd-
Fratfl~ Wall S0 eet Reform and Consumer Protection Act (the "Dodd-Fran~ Act").2
Capital One appreciales the opportunity to comment o~ these important de~nitions a! this
early stage in file regula’mry m temaking process.3

I Capital One Financial Corporation ().!!ip-..’.~s~.:vw.!._’_~i4?~_!;}:!~..’.:’:i~:’...{~:.i?{}?:) is a financial bokling compa,ay whose

stlbsidiaries, which include Capital One. N.A. slid Capital One Bm/k (USA3, N. A., had $117.3 billion
deposits arid $1 :.)7.5 billion i~-~ total managed assets outs{a~ding ,is olY.htne 30~ 20 {0. Headquartered in
McLean~ Virginia, Capital One offers a broad spectrum of financial prodtmts sad services to consumers,
smatl businesses and commerdal clkn{s, Capital One, N.A. t~as approximately 1,000 branch locations
primarily in New York, New Jersey, Texas, Louisiana, Marylaad, Virginia. and the District ofCokm~bia. A
Fortune 500 company, Capi~a[ One trades on the New York Stock Exchange under the symbol "COF" and
is included in the S&P 100 index.

See "/5 Fed, Reg. 51429 (August 20, 20]0L

-: We atso are providing these commen~s to ti~e SEC, i~ com~ectio~
defiuitiol~ of"Maior Scct~rity-Based Swap Participant’ give~ dtat
tile CFTC’s rulem~king relaliilg to the dethlitiol~ og"M~}or Swap Par[icipant’.



Capital O~e Comments on lhe Defi~ti*ions Contained in Tit~e Vll of ~e Dodd-Frank Act

Capital O~e supports efforts to provide greater transparency to the over-fi~e-
counter ("OTC") derivatives market a~ct to monitor dealers and significant market
participa~its whose derivative activities may pose systemic risk to the U.S. financial
system. Capital One also support elTlTi)rts to implement clearing and exchm~gc tradhig
requirements for al! 17inancial entities whose swaps are accepted for clearir~g or exchange
trading, including those who are financial endousers of derivatives such as Capital One
and re gardless of the lx~rpose of the swap transaction.

Capita! O~.e e~ters into swaps with large bank swap dealers to help mitigate the
risks of its ordinary banking activities, such as hedging the interes~ rate and currency
risks arising fiom its core lm~,diag and deposit-Inking activities, While Capital One does
not buy m~.d sell swaps as a primary part of its business, it ofrkrs io enter into a swap witl~
its commercia! m~d smali business banking customers in c(mnectio~ with originating a
loan with these customers, Capita! One mintages the interest rate risk expos~re arising
from each c~stomer~i~cing swap by entering into offsetting imerest rate swaps with large
swap dealers,

Capital One’s swap activities are essentially those of a financial end-user. Banks
such as Capital One arc considered ’~financial entities" under Sectio~ 723 of the I)odd-
Frarik AcL Cq,~ital One therefore is ~of eligible lbr the end-user cleari~.~g exemption and
instead subject to mandatory clearing and exchange trading fbr all of its swaps that are
accepted for ciearing and exchange trading. Also, Iike all banks, Capital O~e’s swap
activities m’e subjec~ to strong pmde~tiaI t~derat supervision, and regulation, including
capital regulations, which speci_ficatly address the risks of bm:tks’ derivatives activities.

Capi~al One is concerned, however, ~t-~.al through the regulatory rulemaking
process bm~ks that at’e fin.an.cial end-users of derivaiives could be inadvertently
designated :~Major Swap Participants" under ~he Dodd~Frank AcL For main s~ree{
lending banks such as Capitol One, the additiona! regulatory burdens from being
designated a "Major Swap Participant" would increase ti~e costs of ordinary course
bat~ki~g activities, such as hedgi~ag against interest rate or ~breign exchat~ge exposm’es or
in connecOon with {ending to small business and ofl~.er commercial customers. Capital
One also is concerned ~hat classifying financial end-users as "M~or Swap Participants"
will sharply reduce credit and lk!uidi~y a{ a time when both remain limited as the
economy slowly recovers. Capita! One encm~rages the CFTC to clarify !l~e del]nition of
"M~or Swap Participant" so ll.mt it excludes those financial end-users whose swaps
positions are largely non-complex, highly liquid it~Ierest rate m~d tbrcign exchange swaps
arising t)’om their normal banking activi-ties."~

~a Give~ the nature of embedded customer opilons ia traditional deposit and lending products s~cl~ as
mortgages, banks :also use plain vanilla tier:ira{ires such as caps, {loots and swaptions to i~edge their
in{crest rate risk expost!~’e.
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The Deal&Frank Ac~ defines "M~ior Swap Participant" as any person other thma a
swap dealer (i) that maid,rains a "Subslantia! Position" iu swaps, excluding positions held
tbr hedging or mitigating "Commercial Risk", (ii) whose outstanding swaps create
’;Substm~tiat Counterparty Exposure" that could have serious adverse effects on. the
financial stability of the U.S. banking system or financial markets or (iii) is a highly
levera.ged financial entity not subject to capital req uhements established by m~
appropriate Federal banking agency and which maintains a "Substantia! Position" in
swaps i~ any ma.ior swap category as determined by fl~e CFTC.

The CFTC’s clarification on what is considered a "Substantia! PosifioF’ in swaps,
whether "Commercial Risk" inclttdes interest rate and foreig,~ exchange expost~res, and
what swap positions create "Substantial Counterparty Exposm’e:’ is critical for finm~cia!
e~d-users and o, her marke~ parficipants. O~.ly with such clarification will entities be able
to determine how their swaps activities fit in the framework of derivatives regulation.
Capital One shares below its cmmerns about these terms in the definitim~ of"Mg~or Swap
Participant", which, if app, lied broadly to swap market participants including financial
end-users, wm~ld do very little to contain syaemic risk yet would pull liquidity and credit
out of the economy in tt~e earl y stages or" recovery.

77re term "Substantial Position" it~ ¢t~e &~.ition of "Major Swap Participattt" should
be dgf!~ted to eapmrea limited grotq) qf tw~t-dealer e~ti.ties wltose aetiv#ies" coMd pose
O,stemic risk

Consideraiio~~ q/Sw(tp Category or Type qf Aeth,iO,. ~. determining whether
entity maintains a "Substm:ttial Position" in swaps, Capital One asks {t~e CFTC to
consider the entity’s relative position in complex, riskier derivatives as compared to
stm~.dard, tiquid derivatives such as interest rate swaps used for risk mamgeme~t and
i~edging purposes.

Credit deJ2}nt{t swaps, for example, played a~ instrumental ro!e in the recent
financial crisis. While credit de~?at[t swains have characteristics that are similar to other
OTC derivatives, it is widely acknowledged that they also have chmacteristics that
disti~guisb fl~.em fi’om other ~ypes of derivatives.5 Credit default swaps function
essentially as binary options where a seller of credit default swaps collecting a steady
s, ream of monthly premium could saddenly face massive losses if the referenced entity
detSt~lts. Such a "jump-m--default" payout structure of credi! delimit swaps creates many
challenges in managing risk e×posure as compared, for example, to inlercs{ rate
derivatives used for risk management purposes ~ hat adjust continuously based on the
movements oflhe underlying ra~c.~

s Se< ej4, Keynote Address of Chairmm~ Gary Gensler, OTC Derivatives Reibrm, Markit’s Outlodk fbr
OTC Derivatives Marke~s ConI~re~ce (March 9, 2010). Avaitnble at
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The ~ew comprehensive regulatory framework t’c)r O’IC derivatives should be
implemented in a rammer tha~ (i) recog~fi~es the uMq~te characteristics of dift-~rent types
of derivatives (e.g., i~terest rote swaps, foreign exctm.t~ge swaps, equity swaps and credi~
dcfau|t swaps) and (ii) co~siders {t~e likelihood for certain swap categories to create
systemic risk such as credit defm~h swaps used fi)r speculative purposes as compared to
standard derivatives such as in~:erest rate risk swaps used for risk management purposes.

Cor~siak,,,’atio,~ q/aMrket Positio~i, tg. Other than Section 716’s prohibition
agairmt federal, assistance lbr swaps entities, the cxte~sive requh’ements under the Dodd-
Frank Act t~r bc fl~ Swap Oealc.rs arm "Major Swap Participants" are nearly ide~t{ca.!.
Capital One believes the "M~]or Swap Part~cipanU definition should capture only tlmse
very active market participants, wlmse 8igniIScant swap positions pose systemic risk yet
do not fall squarely i~ the definition of’~Swap Dealer". Financial end-users who et~ter
into swaps with a small group af large bank swap dealers fbr risk management purposes
do nol pose aysiemic risk from tl~eir swap activities. h does noi seem consiste~t
legislative inte~g to fiu’fl~er define "Mt~}or Swap ParticipmW’ in manner where financial
et~d-~sers designated as "M~:~or Swap Participa~tts" l~ce the same cxte~sive regulatory
requirements applicable to large commercial banks who buy and sell swaps as ’Swap
Dealers". Apptyhag extensive regula*.ory requirements to such financial e~~d--t~sers would
impose costs on banks and their customers lhat would lhr ot~twcigh the risk posed to
stability offl’~e U.S. banking system fi’om such oMinary course swap activities.

A comprehcnsive framework of derivatives regulation is appropriate for an entity
that is centrally positioned in the market [br hundreds, if not thousands, of countcrparties.
However, such framework does not fit thc risk profile and cmmterparty exposures arising
from the overwhe~mi~g majority of banks cxecuting swaps fbr -risk management and
hedging purposes with a small nmnber oF systemicalty-hnportant bank swap dealers.
Importantly, reform efforts wotfld not be circtmwented as TitD VII of the Dodd-Frank
Act req.nires financial e~tities such as CapitM O~e ~o tbllow mandatory clearing
req uirements to reduce market risk and report ~rade in~brmadon to promote pt.fl)lie
tra~sparency of the derivatives market.

In i[i-.~ct, the OlI:ice of the Comptroller of the Currm~cy ("OCC") noted in ils Q I
20 i 0 report on Bran Trading and Derivatives .Activities that just t~ve large commercial
banks represented 97% of the to~a] banking industry notional amounts and 86% o~
indt~stry net counterparty credit exposure,s While Capital Ot~e is among those banks
deemed systemically significant trader the Dodd-Frank Act based solely on its asset size,
the OCC s repm t uncqu~x, ocatl~ demonsh’ates lh.at only fi~c banl, s domm~t~ m
derivatives" relative tt{ all commercial banks.9 Capital One asks the Clq’(. to define the
term "Substantial Position" in ihe "Major Swap Partieipa~W’ definition witt~ a focus or~ (i)

See Secdon 73 ! ofTi,ie Vll of the Dodd-Frank AcL

OCC’s Quarmrly Report on -Bank Trading and Derivatives Activities First ©uar~er 2010. Available
(I’~ttp:!iwww.occ.~reas.gov/flp!releasei20 t 0-7 t a,pd0.



C"apita] One Commeats on the Definitio~’~s Cor~{ained in Title Vt! of the Dodd-Fraak Act
Page 5

the purpose of the swap activity (i.e, risk management vs, trading/speculation), (ii) the
category of swap (e,g, interest rate risk o~’ foreign exchange vs, credit derivative)and (iii)
the relai~v.e net posit~on within a swap catego~ry. By using these l~ctors~ the CFTC may
dlffbrentiate between those entities requiring extensive regulafior, because tl~eir swaps
activities are a primary part of {heir business and swap position,s pose systemic risk and
those ~h~at~cia! and other end,~.~sers whose useof swaps ~br risk management purposes
require less extensive regulation.

The d~btition qf "Contmercial Risk" should iuchtde bahmce sheet risl¢ [)oom ittterest
rate attd f!.’eigu eovchange e.vposures

Title VII of~he Dodd-Frank Act, both in the definition of which entities are
"Major Swap Participants" and in the end-user exemption from clearing requirements,
provides advantageotts treatment ~.br swaps used to mitigate or hedge °’Commercial
Risk", Capitul One encore’ages the CFTC to dethae "Commercial Risk:’ to include
balaace shee~ exposures from interest rate and foreig~ exchange fluctnatio,~s. Capital
O~e is concerned lhal if these exposmes are not included in "Commercial Risk". tinancial
and other end-users hedging ialerest rate or tbreign exchange exposures conld be
unin.tentionaIly categorized as "Major Swap Participants".

Notably, Co~igress excluded from the "Major Swap Participant" defi~fition any
entity whose primary business is providi~g financing, and which uses derivafi yes t~r the
purpose of hedging underlying comme~’ciot risks related to i~te,,’es~ rate a.d.fore@~
curre~o, a~;uosures’, 90% or more of which arise fi’om financing that Ncflitates the
puvch.ase or lease ofp~oducts, 90% or more of Which are manu£actured by the parent
company or another subsidiary of the pm’ent company]° h~ this so-ca!led "captive
finance compa~y" excktsim~, Congress specifically referenced i~terest rate and ~i)rci~n
exctmnge expos~ues as examples of"Commercia! Risk". Just as Congress recognized the
commercml risks arising fi’om interest rate and fi~reign exchm~ge exposure, Capital ()~ae
encourages fl~e CFTC to define "Commercial Risk" in the "Major Swap Participant"
definitio~ to shni!arly inch~de the hedging of interest rate or foreign exchange expost~res.

The definition of "%’ubstmtlial CouuterparO, Exposure" i,t the defiuition q[" "Major
Swap Pattieipant ,fftouhl captttre the limited gronp of ttonodealer entities whose swap
positiotts aetual{~, could pose systemic risk

Capitol Oue believes fl:~c exposure of the financial system to a si~gle entit3,:s
failure is best measured by the aggregaIc atom nt of such entitys ~e{ der~\,’a~x.es
payables. ~ Derivatives payables represent the tola~ of all swaps having a negative val’ae

:o Sce Section 721(a)(2) 33 (D) ol’Title VII of the Dodd-~’rank Act,

See Mamnohan Sirrah Colfatmal. Netting. and Systemic Risk in OTC Derivatives
lnte~’natio~ml Monetary Ftmd Working Paper 10:99 (20t0), Available at
(.{~!.! ~.!.:iT~:,i}:,,.....?...i!?..~.!:.~!,.:{-.g:ex~,v:r a :’}!!:!!.-’..’~.’i.i!:’i>!.!17.;2,!?.! !,"~’!.’,’/..-" t{~9)kpviF). See also Bank for International



Page 6

to an entity and measures the loss exposure such e~3tity poses to ils counterparties. As a
more precise measure of a swap partic~pan.t’s counterpm°ty exposure, lhe CFTC should
allow swap participants to calculate their derivatives payables by reducing the gross
amount by (i) the value of any high quality m~d liquid collatera! held against such loss
exposure m3d (it) any offset amount @ore netting its swaps contracts with positive values
against those co,atracts witi~ ~cgative values where there is a netting agreement in place
with the coun{erparty,

In determining °’Substm~tial Counterparty Exposure", the CFTC also should
consider ihe extent to whic!~ an entity’s exposure to counterpa~.ies is collateralized by
such entity. Capital One believes the mos{ important thctor fin’ the CtqTC to use in
demrmlning whether an e~iity’s swap positions c,~ate "Substamial Coumerparty
Exposure" is the amonnt ofuncollateralized counterparty exposure to such entity. As the
amount ofu~collateraiized counterparty exposure increases, the amounl of Ioss exposure
also grows thereby mcreasi~ag the probability that an er, tity’s default will pose syslemie
risk. Cleat’ed swaps that are l~lly collatera~ized, however, should no{ be included in tlm
calculation of substantial counterparty exposure because the actua! risk of loss I~?r cleared
swaps in most cases should be offset by an en6iy’s margin amoum.~3

The OCC’s Quarlerly Report on Bat~.k Trading m~d Derivatives Activities states
that banks held collateral against 67% of derivatbies payables (net of derivatives
receivables) at *he end of Q 1 2010.~4 When examining ttae report more closely, the data
reveals essentially two distinct swaps markets - a baak-to-bm~k marke! m~d also a large
bank swap dealer to corporate end-user marl~et, [n the bmikotoobank market, banks held
collateral against 97% of their exposure to other banks and securities firms, while the
collateral coverage of bar&s in fl~e large bank swap dealer ,~o corporate er,.d-user market
dropped dramatically to 27% aud 0% against corporate and monoline financial firm
exposure, respectively.

Capital One believes such divergence in margin practices tSr tl~ese two swap
markets should in form the CFTC’ rulemaking on the definition of"S ubstan~ial
Cmmterpar~.y Exposure", Specifically, a swaps portfolio consisting of predominantly
bank-to-bank swaps should, in **he overwhelming m~ori{y of instances, not pose systemic
risk. It would follow then the costly govermnent imerventio~, to contain the systemic risk

Monetary and Economic Depariment, OTC Deri~atl ~ ~s Marke. ActiviIy in lhe Second Hal ~of2009 (May
z01 ~). Available at ~’~ ::F;"*,.’ww: ’ : ~:, ~ ~.: ~i~-~ v ~,: ~~(~ f 8~;~x~i~am~,.::~::~ } 5’ee a~s’o OCC ~ Quarterly
Report o~ Bauk Trading and Derivatives Activities First Quarter 20 ~0 (20~0). Available at

~s An0~he~ consideration iS the ability of die iinalmial sys{em to abs0r5 dm positions of a flailed

cotmiel:party so that the risk of loss associaed with file fid]ed cmmterparly’s outsta~diug position,s fl0es
Severaiiy d~srup~ tt~e derivatives market and fimmcial systeiiL

~ OCC’s Quarterly Report on Ba~k Trading m~d Derivaiives Activities First Quarter 2010. Available at



fl’om a large corporate t~ser of derivatives m.mh as A[G may have been averted had large
bard~: swap dealers required AIG at the oulset ~-o satisfy margin, reqmrements agah~st its
substantial swap pos~{ions,

Capital ()n.e supports the regulatory relbrm efforts to imp|emen{ clearing
requirements for all 15nanciai entities. It is very tmportm~l, however, for ~he CIq’C to
define ~’Major Swap Parlicipant" in a manner tha~ tel:leers the degree of risk of loss, swap
catcgm’y differences an.d the financial m~douser status oFi1~ost banks. Financial end-users
who m~ter into swaps with a small grottp of large batik swap dealers tbr risk managemem
purposes, rather than for irad.ir~g,, simp|y do not pose systemic risk from their swap
activities, Applying onerous regulatory requirements fi’om the "Major Swap ParticipanF’
category 1o such .l.’inancial en&users will increase costs for bm~ks and their eustomc~.
reduce l~quidity m~d threaten the ecmmm~c recovery,

Capital One again appreciates the oppor{ur~i{y to commem on these key
definition,s at this early stage of the regtalatory rulemaki~g process and we!comes the
opportunity to dismiss any questions you may have on our commems. Feet fiee to
cent.act me on (703) 720- 1000.

Si~ccrely,

Stephen Linehan
Execrative Vice President and Treasurer

Federal Reserve Boa rd of Governors

Office of the Comptroller of the Currency
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