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Summary
Congress should amend the clearing mandates for swaps and 

security-based swaps in the Commodity Exchange Act (CEA) and 

the Securities Exchange Act of 1934 (Exchange Act), respective-

ly. Congress mandated a specific solution to address the need for 

greater regulatory supervision, improved transparency, and less 

systemic risk with respect to the trillion-dollar derivatives markets. 

Innovators are seeking to replace existing methods for trading and 

settling financial products with developments, such as blockchain 

or distributed ledger technology. These innovations may make the 

technology-specific mandates in the Dodd-Frank Wall Street and 

Consumer Protection Act of 2010 (Dodd-Frank Act)1 obsolete. To 

foster innovation and to ensure that regulators have the means for 

proper oversight, Congress should replace the technology-specific 

mandate of clearing, and instead, identify goals and standards for the 

derivatives markets.

Background
Although thoughtful people will differ2 over the causes of the Great 

Recession of 2008, most observers agree that the federal govern-

ment’s failure to regulate the trillion-dollar derivatives market was a 

significant precipitating factor.3 For example, U.S. financial regu-

lators, along with many other observers at the time, feared that if 

American International Group Inc. (AIG) and its enormous deriva-

tives portfolio failed, it would trigger cascading failures across the 

country.4 Accordingly, the Federal Reserve and U.S. Treasury loaned 

money or purchased securities from AIG in a bailout worth $141.8 

billion by April 2009.5 

In the wake of the Great Recession of 2008, Congress enacted 

the Dodd-Frank Act. Among its key provisions was Title VII, which 

imposed specific new requirements on the over-the-counter (OTC) 

derivatives market and divided regulatory oversight of derivatives 

market participants among the Securities and Exchange Commis-

sion (SEC), the Commodity Futures Trading Commission (CFTC), 

and the federal banking agencies. Under Title VII, Congress also 

bifurcated regulatory authority over derivatives products by charging 

the CFTC with regulating swaps activity and charging the SEC with 

regulating security-based swaps activity.6

These congressional mandates included requiring market par-

ticipants to clear many swaps or security-based swaps,7 subject to 

certain limited exceptions. Congress imposed the clearing obligation 

as its preferred approach for addressing risk and improving trans-

parency in the derivatives markets. As Rep. Paul Kanjorski (D-Pa.), 

chairman of the House Subcommittee on Capital Markets, noted 

during House consideration of the conference agreement:

This conference agreement finally addresses the utter lack of 

regulation in this enormous market by mandating the clearing 

of most derivative contracts on exchanges so that we have 

more transparency. For those derivatives that are not cleared, 

the bill’s reporting and disclosure requirements ensure that 

information on the transaction is maintained.8

This mandate was consistent with the G-20 Leaders Statement 

from the 2009 Pittsburgh Summit. Included in the framework for 

strengthening the international financial regulatory system was a 

commitment to clearing derivatives:
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Improving over-the-counter derivatives markets: All 

standardized OTC derivative contracts should be traded on 

exchanges or electronic trading platforms, where appropriate, 

and cleared through central counterparties by end-2012 at the 

latest. OTC derivative contracts should be reported to trade 

repositories. Non-centrally cleared contracts should be subject 

to higher capital requirements. We ask the [Financial Stability 

Board (FSB)] and its relevant members to assess regularly 

implementation and whether it is sufficient to improve trans-

parency in the derivatives markets, mitigate systemic risk, and 

protect against market abuse.9

Clearing is an old approach10 to managing risk among those who 

trade securities, futures, or other financial products. The key idea is 

that: 

Clearinghouses maintain market integrity and capital pro-

tections by standing in the middle of each trade—the buyer 

to every seller’s clearing member and the seller to every 

buyer’s clearing member. Once a trade has been matched, the 

clearinghouse becomes the central counterparty to the trade, 

thereby guaranteeing financial performance of the contract. 

This robust counterparty risk intermediation is critical to sup-

porting the availability of efficient and liquid markets.11

Derivatives clearing organizations also “compress” or pair off a 

participant’s trades. The clearing organization nets a participant’s 

trades within its portfolio “that have economically compatible char-

acteristics with one another.”12 

Clearing offers definite benefits by reducing counterparty risk 

and acting as guarantor of transactions. By centralizing risk, central 

clearing parties (CCPs) have strong incentives to manage risk effec-

tively. Critics observe that centralizing risk means that the failure of 

a few organizations could cause a financial collapse. As then-Federal 

Reserve Chairman Ben Bernanke noted:

By centralizing and standardizing specific classes of financial 

transactions, clearinghouses reduce the costs and operation-

al risks of clearing and settlement among multiple market 

participants. In many cases they also act as a guarantor of 

transactions—the counterparty to every trade—thereby help-

ing to reduce counterparty credit and liquidity risks. However, 

the flip side of the centralization of clearing and settlement 

activities in clearinghouses is the concentration of substantial 

financial and operational risk in a small number of organi-

zations, a development with potentially important systemic 

implications.13 

The Dodd-Frank Act included a number of qualifications and 

exceptions from the clearing requirements it established.14 During 

Congress’ debate on the legislation, many members expressed the 

view that it was not appropriate to extend the clearing mandate 

to all parties to a derivative without exception. In particular, some 

members thought that the legislation should not subject end-users 

to clearing. For example, Rep. Gary Peters (D-Mich.) noted during 

floor consideration: “Commercial end users, who are those who use 

derivatives to hedge legitimate business risks, do not pose systemic 

risk and because they solely use these contracts as a way to provide 

consumers with lower cost goods, they are exempted from clearing 

and margin requirements.”15 Rep. Collin Peterson (D-Minn.), chair-

man of the House Committee on Agriculture, further explained that:

It was the Agriculture Committee, on a bipartisan basis, that 

embraced mandatory clearing well before the idea became 

popular. Clearing is not only a means to bring greater trans-

parency to the derivative markets, but it also should reduce 

the risk that was prevalent throughout the over-the-counter 

market. The conference report closely follows the House 

approach to mandatory clearing. In crafting the House bill and 

the conference report, we focused on creating a regulatory 

approach that permits the so-called end users to continue us-

ing derivatives to hedge risks associated with their underlying 

businesses, whether it is energy exploration, manufacturing, 

or commercial activities.

Chairman Peterson further explained that the exemptions for end 

users do not apply to major swap participants and swap dealers.16 

The CFTC has used its authority to exempt from clearing in 

accordance with its understanding of the congressional mandate.17 

The Dodd-Frank Act’s preferred approach for addressing risk and 

improving transparency in the derivatives markets is to impose 

a clearing obligation on market participants as far as practicable. 

Regulators probably would be abusing their discretion if they granted 

broad exemptions from clearing, even if the regulators were trying to 

accommodate blockchain or some other new technology.

The Problem
Although Congress acted with good intentions, it is increasingly 

apparent that the CCP model may not always be the best solution 

to settle financial transactions and to manage risk. Indeed, someday 

clearing may become obsolete—and that “someday” may be sooner, 

rather than later.

Cryptocurrency grabbed headlines when the price of one such 

cryptocurrency, Bitcoin, spiked in price.18 But the bigger story in 

the long run may not be cryptocurrencies, even though they may 

become an important part of the financial landscape. In my view, the 

bigger story is the development of blockchain, an electronic ledger 

system that keeps track of any type of transaction. All users of the 

system have a copy of the ledger—there is no central, master ledger. 

Blockchain operates using consensus protocols to ensure that when 

one person makes a change to the ledger, a majority of the users in 

that network must agree to the change for the ledger to accept the 

change. “Those transactions can in principle represent anything. 

They could be actual exchanges of money, as they are on the block-

chains that underlie cryptocurrencies like Bitcoin. They could mark 

exchanges of other assets, such as digital stock certificates.”19 Be-

cause of its inherent protections, blockchain allows parties who may 

not know or trust each other to transact business without relying on 

a central record-keeper.20 The absence of a central record-keeper 

may make blockchain less vulnerable to thieves, such as hackers, 

who wish to steal or manipulate the data.21

Blockchain is the antithesis of a centrally cleared system that 

depends on a central party to authenticate transactions.22 It is an 

entirely different mechanism for sharing transactional data, including 

financial transactions.23 Blockchain is in its infancy and may not be 

suitable for all settings. For example, it does not allow users to alter 
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prior entries even when they are erroneous. Further, blockchain may 

make it difficult to transfer data to a new system.24 By comparison, 

the current CCP model allows for “multiple versions of the truth,” 

meaning that different record-keeping systems may have differing 

records of the same transaction. Current CCP systems are vulnerable 

to cyber-attack and are very complex.25 

The FSB and other standard setting bodies note that “central 

clearing of standardised OTC derivatives is a pillar of the G-20 lead-

ers’ commitments to reform OTC derivatives markets in response 

to the financial crisis.”26 The FSB reports that many countries have 

honored their commitments to clear derivatives.27 Changing that 

system would involve abandoning significant legal and infrastructure 

at considerable cost. Finally, regulators have established protocols 

for examining CCPs.

CCPs have an enviable record of performance. For example, in 

2017, DTCC processed $1.6 quadrillion in securities transactions.28 

DTCC’s CCP “daily volume averages over 100 million individual 

trades. DTCC has tested its system performance to handle well 

over 800 million trades, which is just over twice its historical peak 

volume.”29 The current CCP model has advantages, such as low costs 

and netting. DTCC notes that “it is even … difficult to begin a long, 

expensive replacement process [for a CCP-based system] without a 

clear risk and cost reduction benefit.”30 

But as successful as CCPs have been, it would be foolish to as-

sume that no one will be able to develop anything better. DTCC itself 

has undertaken a study that demonstrates that “distributed ledger 

technology (DLT) is capable of supporting average daily trading 

volumes of more than 100 million shares per day.”31 As DTCC notes, 

DLT is similar to blockchain.32 

In my opinion, Congress should not require clearing and the CCP 

model as an end in and of itself. Congress imposed derivatives clear-

ing because it reasonably deemed clearing as the most efficient way 

to reduce systemic risk and to improve transparency in the deriva-

tives market. However, if newer technologies provide even greater 

public benefit at lower cost, shouldn’t Congress permit the financial 

services industry, and the customers they serve, to use those newer 

technologies? Indeed, legal prohibitions protecting the CCP model 

may discourage innovators from seeking to perfect blockchain or 

other alternatives for the financial services sector. Again, my point 

is that Congress should allow the marketplace to determine which 

approach works best, not mandate a specific approach by statute.

History as Analogue
Congress should replace the prescriptive derivatives clearing require-

ment in the Dodd-Frank Act with a more flexible standards-based 

framework. Congress and regulators have taken this more flexible 

approach in other contexts and it has worked remarkably well. This 

article discusses some examples below. The article also discusses 

one example when regulators specified that regulated entities use a 

specific technology that did not have a good result.

Legislative Examples
Paperwork Crisis
During the late 1960s and 1970s, the securities industry encountered 

the “Paperwork Crisis.” As trading volumes expanded, broker-dealers 

and exchanges were unable to process the paperwork associated 

with the trades. Securities trades often settled by the exchange 

of physical certificates, rather than by book-entry. The securities 

industry and the exchanges failed to modernize their systems for 

processing securities trading. The crisis became so severe that the 

exchanges reduced trading hours and even closed one day per week 

in an effort to resolve these problems. Many broker-dealers failed 

and the New York Stock Exchange’s Trust Fund compensated many 

customers for the losses that they suffered from those failures. 

Congress directed the SEC to study and document the problems. In 

1971, the SEC prepared a “Study of Unsafe and Unsound Practices 

of Brokers and Dealers.”33 Among the remedies that the report urged 

was improving securities clearing. 34 

Congress enacted the Securities Acts Amendments of 197535 to 

address the Paperwork Crisis and otherwise to modernize the federal 

securities laws. In that legislation, Congress did not mandate a 

specific securities processing methodology to address the Paperwork 

Crisis. Congress added § 17A to the Exchange Act, directing the SEC 

to create a national system for the clearance and settlement of secu-

rities transactions (NSCSST). In particular, § 17A(a)(2)(A) provides:

The [SEC] is directed, therefore, having due regard for the 

public interest, the protection of investors, the safeguarding 

of securities and funds, and maintenance of fair competition 

among brokers and dealers, clearing agencies, and transfer 

agents, to use its authority under this chapter to facilitate 

the establishment of a national system for the prompt and 

accurate clearance and settlement of transactions in securities 

(other than exempted securities)….36

Congress added other provisions for the registration and regula-

tion of clearing agencies and transfer agents. In particular, it required 

entities performing clearing to register as clearing agencies under 

the Securities Exchange Act and to meet specified requirements.37 

But most significantly, the statute itself does not command the SEC 

or its regulatees to clear any class of securities transactions. Instead, 

rules of FINRA, NYSE, OCC, and other self-regulatory organizations 

(SROs) impose clearing obligations on clearing firms and introducing 

broker-dealers.38 Although in 1990, Congress amended this portion 

of §17A of the Exchange Act, it did not alter the structure of the stat-

utory mandates for the NSCSST. In particular, that legislation did not 

impose specific clearing requirements on any class of securities.39

The NSCSST has employed CCPs, among other things, to address 

the problems of the Paperwork Crisis and to absorb geometrically 

larger trading volumes that broker-dealers have executed for their 

customers since then. Nonetheless, in my view, Congress wisely 

did not dictate clearing as the only solution to address the policy 

concerns that it identified. 

National Market System
Congress added § 11A in the 1975 Acts Amendments to create a 

national market system. Section 11A(a)(2) of the Exchange Act 

provides:

The [SEC] is directed, therefore, having due regard for the 

public interest, the protection of investors, and the mainte-

nance of fair and orderly markets, to use its authority under 

this title to facilitate the establishment of a national market 

system for securities (which may include subsystems for 

particular types of securities with unique trading characteris-

tics).40
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Congress did not attempt to micromanage the characteristics 

of the national market system. It has used this authority in the 

intervening years to encourage greater competition among equity 

markets. The SEC has been increasingly aggressive in requiring 

change. For example, in 1980 the SEC adopted Exchange Act Rule 

19c-3, which amended the rules of national securities exchanges to 

eliminate exchange rules that prohibited members of those exchang-

es from trading listed stocks otherwise than on those exchanges.41 

However, the rule grandfathered existing listings. In 2000, the SEC 

approved a proposal from the New York Stock Exchange to remove 

the remaining off-board trading restrictions in its Rule 390.42 The 

SEC took bolder action in 2005 when it adopted the Regulation Na-

tional Market System (Reg NMS). Reg NMS required greater market 

access among and between trading centers, which had the effect of 

improving investors’ access to better prices at lower cost.43 

Congress wisely did not attempt to dictate a specific market 

structure, and the SEC has used its authority to further that vision. 

Most importantly, neither Congress nor the SEC sought to impose a 

specific market structure, such as the creation of a central limit order 

book that imposes price/time priority on orders. 

Insider Trading
Congress enacted the Insider Trading and Securities Fraud En-

forcement Act of 1988 (ITSFEA) to address concerns about insider 

trading and to increase broker-dealers’ liability for certain actions 

of their associated persons.44 Among other things, ITSFEA requires 

registered brokers and dealers and specified investment advisers 

to establish, maintain, and enforce written policies and procedures 

reasonably designed to prevent insider trading.45 ITSFEA does not 

prescribe specific policies that broker-dealers or investment advisers 

must adopt; instead, ITSFEA places the burden on those entities 

to develop workable policies and procedures that will satisfy the 

statutory requirement. 

When Congress establishes a goal-based supervisory requirement, 

it imposes a more rigorous requirement than if it set out specific 

requirements. Broker-dealers and investment advisers must review 

and revise their policies and procedures on a periodic basis to ensure 

that they meet the standard. That is a more demanding requirement 

than a “check the box” approach.46

Regulatory Examples
SEC and SRO rules often impose standards-based requirements on 

regulated entities. Examples include:

Investment Adviser Compliance
Rule 206(4)-7 under the Advisers Act requires registered investment 

advisers to adopt and implement policies and procedures reasonably 

designed to prevent the adviser and its supervised persons from 

violating the Advisers Act. It also requires the adviser to appoint a 

chief compliance officer.47

Broker-Dealer Compliance
FINRA’s 300048 rule series requires each member to establish and 

maintain a supervisory system. For example:

FINRA Rule 3110(a) requires each member to “establish and 

maintain a system to supervise the activities of each associat-

ed person that is reasonably designed to achieve compliance 

with applicable securities laws and regulations, and with 

applicable FINRA rules.” 

FINRA Rule 3130(b) requires each member’s chief executive 

officer to certify annually that the member has in place (1) processes 

to establish, maintain, review, test, and modify written compliance 

policies; and (2) written supervisory procedures reasonably designed 

to achieve compliance with applicable FINRA rules, Municipal 

Securities Rulemaking Board rules, and federal securities laws and 

regulations. It further requires that each member shall have its chief 

executive officer certify annually that he/she has conducted one or 

more meetings with the chief compliance officer in the preceding 12 

months to discuss such processes.

Although FINRA’s rules are detailed, they impose on the member 

the responsibility to design and enforce their own supervisory 

system. As FINRA Rule 3110(a) notes, “final responsibility for proper 

supervision shall rest with the member.”

Broker-Dealer Record-Keeping
By contrast, the SEC’s record-keeping rules require broker-dealers 

to use a specific technology. Rule 17a-4(f)(2)(ii) (17 CFR§240.17a-

4(f)(2)(ii)) requires broker-dealers using electronic storage media 

to use “write once/read many” or “WORM” storage. The securities 

industry objected to the rule’s technological specificity.49 When the 

CFTC adopted a similar rule for its regulated entities,50 its regulatees 

objected to the rule’s technological mandate, which was essentially 

unworkable. In 2017, the CFTC amended its rule to “modernize and 

make technology neutral the form and manner in which regulatory 

records must be kept.”51

Although the SEC adopted its rule to prevent bad actors from 

tampering with a broker-dealer’s records, it is unwise to impose a 

rule that relies on a specific technology. WORM technology may have 

been the best option available to the SEC in 1997, but broker-dealers 

continue to struggle with an unworkable rule. Indeed, blockchain 

might present a much more secure and less expensive alternative to 

Rule 17a-4(f)(2)(ii), but it is unclear as to whether blockchain would 

satisfy the rule.

Recommendations
Congress should amend the clearing requirements in §§ 723 and 763 

of the Dodd-Frank Act and delete the specific clearing mandates. 

Instead, Congress should replace these specific mandates with the 

goals that Congress intended clearing to provide. Congress should 

require market participants52 to trade and settle derivatives in a 

system that:

•	 Manages and mitigates risks;

•	 Reduces the likelihood of failed trades;

•	 Ensures prudent limitations on margin and leverage; and

•	 Fosters price transparency and market access.

Congress should be more concerned about addressing the 

problems in the derivatives markets that contributed to the Great 

Recession than with prescribing clearing as the specific remedy to 

those problems. Certainly, clearing should be a solution, but it need 

not be the only solution. 

Could the SEC and CFTC accommodate blockchain and other 

technologies by using the exemptive authority that Congress grant-

ed? Perhaps—but if they did so, the agencies would be substituting 
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their judgment for that of Congress. Although the Dodd-Frank Act 

delegated a substantial amount of discretion to these and other 

agencies in other areas, those agencies should not ignore Congress’ 

instruction when it spoke with such precision.

For the same reason, Congress should not replace the specific 

clearing directive with a blockchain or DLT directive. Blockchain is 

an evolutionary technology and may not prove to be as promising 

as its promoters hope. More importantly, specifying any technology 

would simply repeat the same mistake as specifying clearing as the 

solution. Innovators may develop eka-blockchain (i.e., blockchain 

2.0) or something else entirely, or they may not. 

These recommendations are not a recipe for going back to the 

pre-Dodd-Frank days; anyone who suggests that this proposal is a 

not-so-clever suggestion to deregulate derivatives markets is missing 

the point. Instead, Congress should establish standards and then 

charge the SEC and CFTC, as well as their regulatees, with meet-

ing those standards. As technology and competition cause trading 

and settlement mechanism to evolve and improve, so should the 

regulators and the regulated adopt those technologies to better 

achieve Congress’ goals. Alternatives to CCPs would need to include 

mechanism to ensure effective regulatory oversight.

Regulators will need to come to terms with blockchain, DLT, and 

other innovations. It is an unfortunate fact of life that fraudsters 

often seek to cheat investors by invoking the latest fad. The SEC’s 

Investor Spotlight has sought to warn investors about frauds that 

purport to be initial coin offerings and digital assets.53 The SEC also 

has brought actions against individuals selling initial coin offerings 

that the SEC believes are unregistered securities.54 

On a more positive note, the SEC recently established a new 

strategic hub for innovation and financial technology55 and appointed 

a new associate director in the Division of Corporation Finance for 

digital assets.56 These developments seem to indicate that the SEC is 

looking to help honest innovators find a way to comply with the rele-

vant federal securities laws. Similarly, the CFTC launched LabCFTC 

“to promote responsible FinTech innovation and fair competition 

for the benefit of the American public.”57 The CFTC also issued a 

request for input to better inform its understanding of the technol-

ogy, mechanics, and markets for virtual currencies beyond Bitcoin, 

namely Ether and its use on the Ethereum Network.58

Conclusion
Clearing has conferred enormous public benefit on investors and 

the American economy. In my view, the specific mandates in the 

Dodd-Frank Act have been beneficial in the intervening years. But 

as technology evolves, it would be unwise to handicap American 

markets by preventing them from adopting the best technology avail-

able, provided that the new technology more effectively achieves the 

public policy benefits that Congress sought. 
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