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From: Quach, Anh <Anh.Quach@capitalone.com>

Sent: Monday, September 20, 2010 3:21 PM

To: dfadefinitions <dfadefinitions@CFTC.gov>; rule-comments(@sec.gov

Ce: regs.comments@occ.treas.gov; regs.comments@federalreserve.gov

Subject: Capital One Comment on CFTC & SEC "Definitions” ANPR [Release No. 34-
62717, File No. S7-16-10]

Attach: Capital One Comment on Definitions [File No. S7-16-10] (September 20
2010).pdf

Please find attached Capital One's comment on CFTC and SEC advance notice of proposed rulemaking on
Definitions Contained in Title VIl of Dodd-Frank Wall Street Reform and Consumer Protection Act.

If you have any technical difficulties with this document please feel free to contact me.

Sincerely,
Anh

Anh H. Quach

Government Relations Specialist, Legal
703.720.3234 (TL 420)

703.720-2246 (fax)
anh.quach@capitalone.com

The information contained in this e-mail is confidential and/or proprietary
to Capital One and/or its affiliates. The information transmitted herewith
is intended only for use by the individual or entity to which it is
addressed. If the reader of this message is not the intended recipient,

you are hereby notified that any review, retransmission, dissemination,
distribution, copying or other use of, or taking of any action in reliance
upon this information is strictly prohibited. If you have received this
communication in error, please contact the sender and delete the material
from your computer.



Capital One Financial Corporation
1680 Capital One Dirive
Mclean, VA 22102

September 20, 2010

David A, Stawick, Secretary Elizabeth M. Murphy, Secretary
Comnnodity Futures Trading Commission Securities and Exchange Commission
Three Latayette Centre 100 ¥ Street, NE

1135 21st Street, NW Washington, DC 20549-1090

W%hm‘gton e ’?’()583 P e COTRINSRINISTC, unY

e Comments on the Definitions Contained in Title VII of Dadd-Frauk
Wull Street Reform and Consuner Protection Act
{CIFTC Definitions; SEC File Number §87-16-10)

Dear My, Stawick and Ms. Murphy:

Capital One Financial Corporation (together with its subsidiaries, “Capital One™)!
submits this Jetier in response to the Advance Joint Notice of Proposed Rulemaking
issued by the Commodity Futures Trading Commission (“CFTC”) and Securities and
Fxchange Cormission (“SEC™) on key definitions contained in Title VU of the Dodd
Frank Wall Street Rcf‘bxm and Consumer Protection Act (the “Dodd-Frank Act”).?

Capital One appreciates the opportunity to L()i]‘!lni’lli on these important definitions at this
zarly stage in the regulatory rulemaking process. .

ﬁ;nm% Oue Financial Corporation (g sapniainasn cogy is a financial bolding uompdn} whose
subsidiaries, which include Capital Om."«l AL and Capital One Bank (USAY, N A, bad 81173 billion in
deposits and $197.5 billion in total managed assets outstanding as of June 30, 2010, }kac{quanm ed in
Mclean, Virginia, Capital One offers a broad spectvum of financial produoets and services to consumers,
sl businesses and commercial olignts, Capital One, M.A - has zpproximately 1,080 beanch locations
primarily in New York, New Jersey, Texas, Louisiana, Maryland, Virginia, and the District of Coliunbia. A
Fortune 300 company, Capital One trades on the New York Steck Exchange under the symbel “COF” and
is incladed 1o the S&P 100 index

* See 75 Fed. Reg. 51429 (Angust 20, 2010).

Y We also are providing these comments to the SEC in connection with iis sulemaking relating to the
definition of “Major Security-Based Swap Participant™ given that this definition is to be coordinated with
the CETCs rulermaking refating to the definition of “Major Swap Participant”.
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Introduction

Capital One suppotts efforts to provide greater transparency to the over-the-
counter (“OTCY) derivatives market and to monitor dealers and significant market
participants whose derivative activities may pose systemic risk to the U.S. financial
aystem. Capital One also support efforts to implement clearing and exchange trading
requirenents for all financial entitics whose swaps are accepted for cleating or exchange
trading, including those who are financial end-users of derivatives such as Capital One
and repardless of the purpose of the swap transaction.

Capital Ong enters into swaps with large bank swap dealers to help mitigaie the
risks of its ordinary banking activities, such as hedging the inferest rate and currency
risks avising from its core lending and deposit-faking activities. While Capital One does
not buy and sell swaps as a primary part of its business, it offers to enter into a swap with
its conwnercial and small business banking customers in connection with originating a
loan with these customers. Capital One manages the interest rate risk exposure arising
from cach customer-facing swap by entering into offsetting interest vate swaps with large
swap dealers.

Capital One’s swap activities are essentially those of a financial end-user. Banks
such as Capital One are considered “financial entities” under Section 723 of the Dodd-
Frank Act. Capital One therefore is not eligible for the end-user clearing exemption and
instead subject to mandatory clearing and exchange trading for all of its swaps that are
accepted for clearing and exchange trading. Also, like all banks, Capital One’s swap
activities ave subject to strong prudential federal supervision and regulation, including
capital regulations, which specifically address the visks of banks® derivatives activities,

Capital One is concerned, however, that through the regulatory rulemaking
process banks that are financial end-users of derivatives could be inadvertently
designated “Major Swap Participants” uuder the Dodd-Frank Act. For main street
lending banks such as Capital One, the additional regulatory burdens from being
designated a “Major Swap Participant” would increase the costs of ordinary cowrse
bauking activities, such as hedging against interest rate or foreign exchange exposures or
in connection with lending to small business and other conunercial customers. Capital
One also is concerned that classifying financial end-users as “Major Swap Participants”
will sharply reduce credit and Hquidity at a time when both remain limited as the
economy slowly recovers. Capital One encourages the CFTC to clarify the definition of
“Major Swap Participant” so that it excludes those financial end-users whose swaps
positions are largely non-complex, highly liquid interest rate and foreign exchange swaps
arising from their normal banking activities.”

! Given the nature of embedded customer options i traditional deposit and lending products such as
mottgages, banks also use plain vanitia devivatives such as caps, floors and swaptions to bedge their
interest rate risk exposure.
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The Dodd-Frank Act deflines “Major Swap Participant™ as any person other thau a
swap dealer (i) that maintains a “Substantial Position” in swaps, excluding positions held
for hedging or mitigating “Conuncrcial Risk™, (if) whose outstanding swaps create
“Substantial Counterparly Exposure” that could have serious adverse effects on the
financial stability of the U.S. banking system or financial markets or (iti) is a highly
leveraged financial entity not subject to capital requivements established by an
appropriate Federal banking agency and which maintains a “Substantial Position™ in
swaps in any major swap categary as determined by the CFTC.

The CFTC s clarification on what is considered a “Substantial Position” in swaps,
whether “Commercial Rigsk™ includes interest rate and foreign exchange exposures, and
what swap positions create “Substantial Counterparty Exposure” is critical for financial
end-users and other market participants, Ouly with such clarification will entities be able
{o determine how their swaps activities it in the framework of derivatives regulation.
Capital One shares below its concerns about these terms in the definition of “Major Swap
Participant”, which if applied broadly to swap market participants including financial
end-users, would do very lttle to contain systemic risk yet would pull liquidity and credit
out of the cconomy in the carly stages of recovery.

The termn “Substanticl Position” in the definition of “Mujor Swap Participant” should
be defined fo capiure a timited group of now-dealer entities whase activities could pose
systemic risk

Consideraiion of Swap Caiegory or Type of Activity. In determining whether an
entity maintains a “Substantial Position” in swaps, Capital One asks the CFTC to
consider the entity’s relative position in complex, riskier derivatives as compared to
standard, liquid derivatives such as interest rate swaps used for risk management and
hedging purposes.

Credit default swaps, for example, played an instrumentad role in the recent
financial crisis. While credit default swaps have characteristics that are similar to other
OTC devivatives, it is widely acknowledged that they also have characteristics tha
distinguish them from other types of derivatives.” Credit default swaps function
essentially as binary options where a seller of credit default swaps collecting a steady
stream of monthly premium could suddenly face massive losses if the referenced entity
defaults, Such a “jump-to-defanit” payout structure of credit default swaps creates many
challenges in managing risk exposure as compared, for example, to interest rate
derivatives used for risk management purposes that adjust continuously based on the

N

movements of the underlying rate.”

® See, e.g., Keynote Address of Chairman Gary Gensler, OTC Derivatives Reform, Markit’s Outlook for
OIC D rkets Conference (March 9, 2010). Available at
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The new comprehensive regulatory framewaork for OTC derivatives should be
implemented ina manner that (1) recognizes the unique characteristics of difterent types
of derivatives {e.g., interest rate swaps, foreign exchange swaps, equily swaps and credit
defanlt swaps) and (i1} considers the likelihood for certain swap categories to create
systemic risk such as credit default swaps used for speculative purposes as compared fo
standard derivatives such as interest rate risk swaps used for risk management purposes.

Consideration of Market Positioning. Other than Section 716°s prohibition
against federal assistance for swaps entitics, the extensive requivements under the Dodd-
Frank Act for both “Swap Dealers” and “Major Swap Participants” ave nearly identical. ’
Capital One believes the “Major Swap Participant” definition shonld capture only those
very active market participants, whose significant swap posilions pose systemic risk yet
do not fall squarely in the definition of “Swap Dealer”. Financial end-users who enter
into swaps with a smail group of large bank swap dealers for risk management purposes
do not pose systemic risk from their swap activities. [t does not seem consistent with
legislative intent to finther define *Major Swap Participant” i manaer where financial
end-users designated as “Major Swap Participants” face the same extensive regulatory
requirements applicable to large commercial banks who buy and sell swaps as “Swap
Dealers”. Applying extensive regulatory requiremnents to such financial end-users would
impose ¢osts on banks and their customers that would far outweigh the risk posed to the
stability of the U.S. banking system: from such ordinary course swap activities.

A comprehensive framework of derivatives regnlation is appropriate for an entity
that is centrally positioned in the market for hundreds, if not thousands, of counterparties.
However, such frammework does not fit the risk protile and counterparly exposures arising
from the overwhelming majority of banks executing swaps for visk management and
hedging purposes with a small number of systemically-important bank swap dealers.
Importantly, reform efforts would not be circumvented as Title VII of the Dodd-Frank
Act requires financial entities such as Capital One to follow mandatory clearing
requirernents fo reduce market risk and report trade information to promote public
transparency of the derivatives market.

1n fact, the Office of the Comptroller of the Currency ("OCC”) noted i its (31
2010 report on Bank Trading and Derivatives Activities that just five large commercial
banks represented 97% of the total banking industry notional amounts and 86% of
industry net counterparty credit exposure.” While Capital One is among those banks
deemed systemically significant under the Dodd-Frank Act based solely on its asset sive,
the OCC’s report unequivocally demonstrates that only “five banks dominate in
devivatives” relative to all commercial banks.” Capital One asks the CFTC to define the
term “Substantial Position” in the “Major Swap Participant”™ definition with a focus on (i)

7 Soe Section 731 of Title VI of the Dodd-Frank Act.

¥ 00O s Quarterly Report oo Bank Trading and Drevivatives Activities First Quarter 2010, Available at
{httpiiiwdng. osc reas. zov/fip/release/2010-7T tapdlL
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the purpose of the swap activity (i.e., risk management vs, trading/speculation), (ii) the
category of swap (e.g., interest rate visk or foreign exchange vs. credit derivative) and {1it)
the relative net position within a swap category. By using these factors, the CFYC may
differentiate between those entities requiring extensive regulation because their swaps
activities are a primary part of thelr business and swap positions pose systemic risk and
those financial and other end-users whose use of swaps for risk management purposes
require less extensive regulation,

The definition of “Commercial Risk” shonld include balance sheet risk from interest
rate aad foreign exchange exposures

Title VI of the Dodd-Frank Act, both in the definition of which entities are
“Major Swap Participants™ and in the end-user exemption from cleating requitements,
provides advaniageous treatiment for swaps used to mitigate or hedge “Commercial
Risk”. Capital One encourages the CFTC to define “Commercial Risk™ to include
balance sheet exposures fron interest rate and foreign exchange fluctuations, Capital
One is concerned that if these exposures are not included in “Commereial Risk”, financial
and other end-users hedging nterest rate or foreign exchange exposures could be
unintentionally categorized as “Major Swap Participants™.

Notably, Congress exchuded from the “Major Swap Participant” definition any
entity whose primary business is providing financing, and which uses derivatives for the
purpose of hedging .nderlying conmterciol visks related to interest yate and foreign
curvency exposures, 30% or more of which arise from financing that facilitates the
purchase or lease of products, 90% or more of which are manufactured by the parent
company or another subsidiary of the parent company. © In this so-called “captive
finance company” exclusion, Congress specifically referenced interest rate and foreign
exchange exposures as examples of “Conumercial Risk™. Just as Congress recognized the
conumercial risks arising from intevest rate and foreign exchange exposure, Capital One
encourages the CFTC to define “Commercial Risk” in the “Major Swap Participant”
definition to similarly include the hedging of interest rate or foreign exchange exposures.

The definition of “Substauntial Counterparty Exposure” in the definition of “Muajor
Swap Participant” should captuve the fimited group of non-dealer entities whose swap
positiens actually could pose systemic risk

Capital One believes the exposure of the financial system to a single entity’s
failure is best measured by the aggregate amowunt of such entity’s net derivatives
payai.ﬁes.” Derivatives payables represent the total of all swaps having a negative value

9 gee Section T21(a)2) 33 (D) of Title VIT of the Dodd-Frauk Act.

U Sse Manmohan Singh, “Coltateral, Netting and Systemie Risk in OTC Derivatives Market,”
hiternational Monetary Fund Working Paper [0/ 99 (2010), Available at
’ H 3 1), See alvo Bank for International Scitlements,

(i vwwdmborsfosiy
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1o an entity and measures the loss exposure such entity posesio ils counterpar‘fies Asa
more precise measure of @ swap patticipant’s counterparty exposure, the CEFTC should
allow swap participants to calenlate their derivatives payables by reducing the gross
amount by (i) the value of any high quality and liguid collateral held against such loss
exposure and (1) any offset amount from netling its swaps contracts with po‘sitive values
against those contracts with negative values where there is a netting agreement in place
with the counterparty. 12

In determining “Substantial Counterparty Exposure”, the CFTC also should
consider the extent to which an entity’s exposure fo counterpartics is collateralized by
such entity. Capital One believes the most important tactor for the CFTC to use in
determining whether an entily’s swap positions create “Substantial Counterparty
Exposure™ is the amount of uncollateralized connterparty exposure to such entity. As the
amount of uncollateralized counterparty exposure increases, the amount of loss exposure
also grows thereby increasing the probability that an entity’s defanlt will pose systemic
visk. Cleared swaps that ave fully collateratized, however, should not be included in the
calculation of substantial counterparty exposure because the actual Hﬁk of loss for cleared
swaps in most cases should be offset by an enlity’s margin amount.’

The OCC’s Quarterty Report on Bank Trading and Derivatives Activities states
that banks beld collateral against 67% of derivatives paysbles {net of derivatives
receivables) at the end of Q1 2010, " When examining the report more closely, the data
reveals essentially two distinet swaps markets — a bank-to-bank market and also a large
hank swap dealer to corporate end-user market, In the bank-to-bank market, banks held
collateral against 97% of their exposure o other banks and securities firms, while the
collateral coverage of banks in the large bank swap dealer to corporate end-user market
dropped dramatically to 27% and 0% against corporate and monoline financial firm
exposure, respectively.

Capital One believes such divergence in margin practices for these two swap
markets should informy the CFTC rulemaking on the definition of “Substantial
Counterparty Exposare”. Specifically, a swaps portfolio consisting of predominantly
bank-to-bank swaps should, in the oversvhelming majority of instances, not pose systemic
risk. Tt would follow then the cosily government intervention lo contain the systemic risk

Monetary and Bconomic Department, OTC Derivatives Market Activiiy ity the Second HalPof 2009 (May
40 0) Avaxlabk at{ 5 : : by M%pi .Jwe mm OCC s Quarterly

vy B 141

13 Ahother consideration is the ability of the financial systemn to absarbithe positions of a fatled
counterparty so that the risk of loss associated with the failed counterpaity’s outstanding positions does not
severatly disrupi the derivatives market and financiad system.

H UC( 3 Quane;iv chmt on Bank imrlmu and Demai ives Activities First Quarter 2010, Available at
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from a large corporate user of derivatives such as AIG may have been averted had large
bank swap dealers required ALG at the outset to satisfy margin reguirements against ils
substantial swap positions,

Capital One supports the regulatory reform efforts to implement clearing
requirements for all financial entities. It 15 very important, however, for the CITC to
define “Major Swap Participant” in a manner that reflects the degree of risk of foss, swap
category differences and the financial end-user status of most banks. Financial end-users
who enter into swaps with a small group of large bank swap dealers for risk management
purposes, rather than for frading, simply do not pose syslemic visk from their swap
activities. Applying onerous regulatory requirements from the “Major Swap Participant”
category to such financial end-users will increase costs for banks and their customers,
reduce Haquidity and threaten the economic recovery,

Capital One again appreciates the opportunity to conument on these key
definitions at this early stage of the repulatory rulemaking process and welcomes the
opportunity to discuss any questions you may have on our comments. Feel tree (o
contact nie on (703} 720-1000.

Sincerely,

Stephen Linchan
Executive Vice President and Treasurer

o Federal Reserve Board of Governors

Office of the Comptroller of the Currency
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