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Dear Mr. Frierson,

The Institute for Agriculture and Trade Policy (IATP)* appreciates this opportunity to
comment on the Commission’s above captioned proposed rulemaking on physical
commodities. Our comment, like our April 15, 2014 response to the Board’s Advanced
Notice of Proposed Rulemaking (ANPR), concerns only the activities of financial holding
companies related to physical commodities.

General comment

IATP understands that the Board’s primary concern in this NPR is to ensure that the
complementary commodity activities of Financial Holding Companies (FHCs) do not
compromise the safety and soundness of the FHCs and the U.S. financial system overall.
Additionally, the Board is required to consider whether the complementary commodity
activities produce “produce benefits to the public—such as greater convenience, increased
competition, or gains in efficiency—that outweigh possible adverse effects, such as undue
concentration of resources, decreased or unfair competition, conflicts of interest, or
unsound banking practices” (NPR , 9) We address these two distinct statutory obligations
in turn with regard to one of the permitted complementary commodity activities, “the



purchase and sale of commodities in the spot market, and taking and making delivery of

physical commodities to settle commodity derivatives (physical commodity trading)”
(NPR, 9).

Safety and Soundness

Towards protecting the safety and soundness of the FHCs, the Board would limit “the
market value of the commodities an FHC could hold under complementary authority to an
aggregate of 5 percent of the FHC’s consolidated tier 1 capital” (NPR, 20). However, FHCs
are allowed to hold physical commodities under authorities not subject to Board oversight.
Because the liabilities of such physical commodity holding and trading may imperil FHC
safety and soundness, the Board proposes to limit FHC physical commodity activities, “if
the market value of physical commodities owned by the FHC and its subsidiaries under
any authority, other than authority to engage in merchant banking activities, similar
investment authority for insurance companies, or authority to acquire assets or voting
securities held in satisfaction of debts previously contracted, exceeds 5 percent of the
consolidated tier 1 capital ofthe FHC” (NPR, 21-22). FHCs would have two years to adjust
their capital holdings to comply with the new more comprehensive 5 percent requirement.

Unlike some market participant commenters, IATP does not view this capital requirement
as “extreme.” Indeed, the expansion of the capital requirement beyond that authorized by
the Banking Holding Company Act, is prudent in view of the lack of a consolidated FHC
statement of physical commodities holdings and trading reported to federal authorities.
TATP assumes that the 5 percent limit to the value of complementary commodities activity
corresponds to the minimum capital ratios of the Board’s Comprehensive Capital Analysis
Review of the FHCs.* If so, the proposed value limit appears to meet the safety and
soundness objective, since the likelihood of FHC losses and liabilities alone amounting to
a scale as to exceed the tier 1 capital reserve requirement does not appear to be great.
However, we support the Board’s proposed limit with a caveat.

IATP believes that the Board underestimates the FHC and bank market share participation
in commodities derivatives (NPR, 34), and as a result may underestimate the impact of
commodity derivatives losses on the FHC trading losses in physical commodities. The
NPR estimation relies on two Commodity Futures Trading Commission reports (NPR, 35,
footnotes 60 and 61). These reports document only the market share participation in futures
and options contracts, and not in Over the Counter commodity swaps. FHCs have resisted
agreeing on standardized data elements for swaps reporting to make their swaps activities
subject to computer surveillance by the CFTC. As a result, the CFTC has not reported the
notional value of swaps in commodities and other asset classes since October 28, 2015.% In
the Wordg of one market observer, “U.S. swaps data reporting remains pretty much a
disaster.”

Another source of Board underestimation of FHC participation in commodity derivatives
are their Commodity Index Trader (CIT) operations. The CFTC does not regulate CITs
specifically, among them FHCs permitted by the Board to also trade physical commodities.



A study by Better Markets estimated that CITs alone (not counting other financial
speculators) controlled more than 20 percent of open interest in some commodity contracts
from 2006 to 2011.7 The promises of the incoming administration to dismantle Dodd Frank
Act authorized derivatives rules and an increase in the spot price of dominant CIT
commodities, particularly crude oil, likely will result in a larger CIT/FHC market share in
commodity derivatives than that indicated by the CFTC futures and options reporting cited
in the NPR.

Last but not least, the Board should take into consideration the impact on safety and
soundness of FHC commodity derivatives trading through Automated Trading Systems
and particularly High Frequency Trading, neither of which are regulated by the CFTC. For
example, a 2011 study by the Tabb Group calculates that HFT proprietary firms account
for about a third of the volume of OTC energy swaps.® Hedge funds’ commodity trade
advisors used automated programs to short crude oil futures and swaps, driving prices on
the regulated futures markets in 2015.° As Dow-Jones Wire reported on January 25, “A
tumbling oil price, sharp declines in global stocks and big moves in currencies this month
have provided near ideal conditions for commodity trade advisors, or CTAs, which run
around $260 billion globally, providing the market trends and volatility that they can latch
onto and profit from.”!® To the extent that FHCs are counterparties to HFT commodity
swaps or have HFT subsidiaries or affiliates, whether in the U.S. or not, the Board should
consider how these unregulated commodity derivatives activities may affect the safety and
soundness of parent FHCs.

Public benefits of FHC physical commodity trading

The question of whether FHC complementary commodity activities produce public
benefits is more difficult to analyze than issues pertaining to what capital requirements are
needed to ensure safety and soundness. The initial FHC lobbying response to the NPR
repudiates it in no uncertain terms, but also imputes benefits to commodity end users that
will be lost if the Board applies its proposed capital limit to FHC complementary
commodity activities: “it is both inappropriate and unfortunate that [the Federal Reserve]
has proposed regulatory changes that are based upon wholly theoretical and
unsubstantiated concerns rather than actual facts, evidence, or historical experience... By
imposing unjustifiably higher capital on this important economic activity, end-users will
ultimately pay the price, burdening business and hindering job creation, the formation of
new businesses and economic growth.”!! There is a tiny smidgen of truth in this statement,
namely that facts and data about FHC complementary commodity activities are in very,
very short supply, so data verification about the alleged benefits of FHC physical
commodities trading is likewise in very, very short supply.

We cited in our 2014 letter to the Board, a study by Saule Omarova, according to whom,
“It is virtually impossible to glean even a broad overall picture of Goldman’s, Morgan
Stanley’s or JMPC’s physical commodities activities from their public filings with the
Securities and Exchange Commission (SEC) and federal bank regulators.”'* The success
of the FHCs in failing to report any relevant granular data on the scope of their



complementary commodity activities must not be rewarded with light touch regulation.
Furthermore, their claims of public benefits and harm to commodity end-users must be
regarded skeptically until such time as they report those data.

IATP assumes that FHCs gain an informational advantage for their commodities
derivatives activities by trading physical commodities. The Board should investigate
whether and when this physical commodities trading affects the exchange estimated
deliverable supply, according to which spot month and non-spot month position limits for
commodities derivatives are set, both by the CFTC and by the individual exchanges. In
assessing FHC claimed benefits of the complementary commodity activities, the Board
should investigate whether there is excessive HFC capital in contracts that exacerbates
price volatility and drives end users out of derivatives markets, due to the high margin and
clearing cost of managing such price volatility. The Board must verify the end user benefits
of FHC complementary commodities activity not with hortatory statements from the end-
user members of the International Swaps and Derivatives Association, but on the basis of
comprehensive and uniformly formatted commodities trading data from the FHCs and their
foreign subsidiaries and affiliates.

Response to specific questions

Question 5. Does the proposed definition of “covered physical commodity™ sufficiently
cover the commodities that pose the greatest legal, reputational, and financial risks to an
FHC? If not, please describe those high-risk commodities that would fall outside the scope
of the definition.

TATP is not aware of FHCs that trade rare earth minerals, but given the strategic importance
of these minerals to the U.S. economy and indeed, to national defense, we would be
surprised if there were not an FHC contemplating application to the Board to trade rare
earths as part of its complementary commodity activities, merchant banking and/or
derivatives strategy.!?® Rare earth minerals are highly toxic and pose great environmental
and health risks and liabilities in their mining, transport and warehousing.'* Because most
known rare earth deposits lie outside the United States, the environmental, public health,
reputational and indeed, diplomatic risks and associated liabilities should become a subject
of Board research.

Question 6. What, if any, other criteria should the Board consider when determining
whether a physical commodity poses a risk that the FHC would be liable for a catastrophe
involving its physical commodity activities?

If greenhouse gas emissions and emissions offset credits become tradeable on U.S. markets
as “physical” commodities and commodity derivatives, the Board will have to amplify its
understanding of what comprises a “catastrophe.” The Board should be aware of the extent
and kinds of criminality in the carbon emissions markets,'* and the risks posed to FHCs by
trading such commodities. Far greater, however, are the opportunity costs and FHC
reputational risks of investing in emissions trading schemes, rather than directly and
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urgently reducing emissions and adapting to climate change.'® Climate change and the
attempt to manage climate risks with emissions trading pose catastrophic risks that FHCs
have yet to report,!” much less to counter. If “catastrophe” is conventionally defined as an
event in a fixed time and place, substituting emissions derivatives trading and emissions
offset credit trading for emissions reduction and climate change adaptation requires the
Board to broaden the insurance-based understanding of what comprises a “catastrophe”
with regard to the failure of emissions trading schemes to reduce greenhouse gas
emissions.'®

Conclusion

TATP thanks the Board for this opportunity to comment on the NPR. We urge the Board to
rebut industry attacks on its proposed tier one capital limit by requiring FHCs to divulge
comprehensive and standardized data about their complementary commodity activities to
verify their claims of harm from the Board’s actions, and their claims of end user and
greater social benefits from those activities.
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