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A Note from the Publisher

Dear Readers,

Upon the fifth anniversary of the founding of
The American Interest, we are proud and thrilled
to announce that Walter Russell Mead—in ad-
dition to continuing with his remarkable online
contributions—will act as impresario for up-
and-coming talent whom we will introduce on
our website (www.the-american-interest.com).

Mr. Mead will also develop other ideas and
projects. We hope you will stay tuned over the
next few months as we roll out some of this
innovation, free from emulation of the latest
Internet fads—we’ll endeavor to avoid systemic
abridgment catering to the supposedly deficient
attention spans of online readers.

Another new development is that we are now
pre-releasing a certain amount of material on
our website if it has particular relevance to the
news cycle. For example, from this issue, we
posted at The American Interest Online an article
by Lucy Komisar on May 18, during the thick
of the legislative debates on financial reform.

We much appreciate your readership. These are
turbulent times in publishing, but as you see we
are forging ahead.

With all best regards,

Charles Davidson
Publisher
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Location, location, location 1s key for ICE Trust
U.S., a new clearinghouse that trades credit
default swaps, the complex financial instruments
at the heart of one financial crisis after anothet,
from LLehman Brothers to AIG to Greece.

The Wall Street

[CEcapades

Lucy Komisar

s the U.S. Senate recently debated a ma-
A jor financial reform bill in which the
credit default swap, a kind of derivative,
played a significant part, Senators Carl Levin
(D-MI) and Jeff Merkley (D-OR) proposed an
amendment to that bill that would have banned
banks from proprietary trading. There were a lot
of high-rolling bankers who did not want that
amendment to pass, because it would have messed
up their plans to repatriate foreign profits into the
United States, untaxed, by trading in derivatives
on their own accounts. The clearinghouse ICE
Trust U.S. forms a central part of these plans.
What is ICE Trust U.S., and who owns it?
ICE US Holding Co., which was established
in 2008 as the parent of ICE Trust U.S,, is lo-
cated in the Cayman Islands. Yet none of the
owners of ICE US Holding Co. are based in
the Caymans. IntercontinentalExchange, Inc.,
which owns 50 percent of ICE US Holding,
is headquartered in Atlanta, Georgia. Among
the other owners of the Caymans company
are Citigroup, Goldman Sachs, J.P. Morgan,
Merrill Lynch and Morgan Stanley, which are

Lucy Komisar is an investigative journalist
who since 1997 has focused on reporting abour
the offshore bank and corporate secrecy system.

headquartered in New York. Bank of America,
which now owns Merrill Lynch, is based in
Charlotte, North Carolina. Deutsche Bank
(Frankfurt) and both UBS and Credit Suisse
(Zurich) are also part owners.

Derivatives lie close to the heart of the debate
over financial reform, yet no one appears to have
examined the ICE exchange, whose ownership
means it will be the world’s main credit default
swap clearinghouse; nor has anyone explained
how its ownership structure might enrich the
banks who own ICE US Holding Co. at the ex-
pense of U.S. taxpayers. This is what I propose
to do here.

CE Trust U.S. was created in anticipation of

tougher U.S. laws that will force the trading
of derivatives into clearinghouses in which pric-
es are made public and the losses of one member
are shared with others. The Obama Adminis-
tration proposed this measure last year, explain-
ing it as a form of self-insurance designed to
reduce the odds of another financial company
bailout by U.S. taxpayers. The Administration
had good reason to focus on derivatives, which
are securities based on the value of other securi-
ties. They account for $600 trillion in invest-
ment worldwide and include everything from
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IntercontinentalExchange, Inc. (ICE)

registered in Delaware

headquartered in Atlanta

owns 50% of

partner of

( )
The Clearing
ICE US Holding Corporation (TCC)
ICE US Holding i Company L.P. registered in Delaware
Company GP LLC is a general headquartered and ownership includes

registered in Delaware

registered in the

Cayman Islands

Bank of America, Citigroup,
Goldman Sachs, J.P. Morgan,
Merill Lynch and
Morgan Stanley

ICE Trust U.S.

registered in New York
headquartered in Atlanta

futures and options to complex, one-of-a-kind
contracts. ICE focuses on the market for credit
default swaps, a form of insurance that protects
investors against defaults in the bond market.
ICE’s member banks account for about 90 per-
cent of the credit default swap market and are
thus in position to steer business to ICE and
help it capture a leading market share.

Given the nature of its business, there’s no
obvious reason why ICE has to be owned by
a company outside of the United States. Its
fledgling rival, a clearinghouse operated by
the Chicago Mercantile Exchange, is based in
the United States and has no foreign parent.
So why is ICE’s parent located in the Cayman
Islands? Jonathan Short, chief counsel of Inter-
continentalExchange Inc., declined to answer
this question on the record, but some experts
have offered a very plausible explanation. To
understand the experts’ explanation, however,
we first need to know a little tax history.

Before the 1960s, ithad been along-standing
rule that U.S. company profits earned abroad
are not taxed until they are repatriated. Even
before repatriation, however, U.S. corporations
could reap economic benefit from foreign sub-
sidiaries’ earnings by making them available to
the U.S. parent company as investments, loans
or guarantees. The Kennedy Administration
and Congress tried to put an end to this prac-
tice, having decided that such practices were in
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substance little different from the parent com-
pany’s receipt of a dividend. In 1962, Congress
enacted Section 956 of the tax code, which said
that not just profits but any company funds
moved to the United States, including loans,
would be taxed.

Clearinghouses such as ICE Trust U.S,,
which move large sums of money around the
world, can run afoul of Section 956 because they
collect security deposits, known as margin, from
their clients, which tax authorities view as a form
of loan. These “loans” can be taxable, depending
upon who is doing the trading, where they are
trading from and who owns the exchange. For
example, some of the banks using the services of
ICE Trust U.S. are its U.S. broker-dealer own-
ers doing business through foreign subsidiaries.
They include Bank of America/Merrill Lynch,
Citigroup, Goldman Sachs, J.P. Morgan and
Morgan Stanley. If they use ICE Trust U.S. to
buy American credit default swap products, they
must deposit money with the clearinghouse as
collateral, or margin. If their foreign subsidiar-
ies make the trades for clients, the margin isn't
subject to U.S. taxes. But if the banks foreign
subsidiaries use ICE Trust U.S. to trade credit
default swaps for themselves, called “proprietary
trading’”, the margin they put in ICE Trust U.S.
falls under Section 956. Since those banks are
part owners of ICE Trust U.S., this is deemed
transferring money from the subsidiary to the



parent in the United States, and it is taxable.
This is why it might help to have a pass-through
in the Cayman Islands. As a source close to ICE
explained:

The only reason a Cayman entity was formed
was to have a foreign entity in the chain of own-
ership. The problem that some of the clearing
participants had with this and with our clear-
ing offering was the application of that section
of the Internal Revenue code to payments that
would be made from their CDS foreign clear-
ing operations through the clearinghouse for
marketing purposes and the potential taxation
of those payments under Section 956. They
were concerned that, because they would have
a profitsharing interest in this U.S. clearing-
house, that it could fall within 956. So the
decision was made, ‘Let’s interpose a foreign
entity in the structure.” That way it will fall
clearly outside 956. There will be no risk that it
could ever apply, and everyone was happy with
the structuring,

David Howard, a lawyer and certified
public accountant with the Silicon Valley law
firm Hoge Fenton, explained further that ICE
US Holding Company L.P., Cayman Islands,
which owns ICE Trust U.S., is “a blocking
company” used to prevent the foreign subsid-
iary from being deemed as loaning margin to a
“U.S. person” (namely, ICE Trust U.S.). “They
are loaning the money to a Cayman Islands
person”, he said. This means that banks can
keep their profits abroad and untaxed, but still
use them to trade on a U.S. exchange, making
investments in U.S. credit default swaps while
not paying tax on the collateral placed on the
exchange. It’s precisely what Section 956 was
designed to prevent.

Tax experts say ICE Trust U.S. and its own-
ers benefit from the fact that the IRS and other
regulators have very different ways of looking
at the map. The Caymans offshore structure
is legal: Both the New York Federal Reserve
Bank and the New York Banking Department
approved it. New York Fed spokesman Da-
vid Girardin declined to comment. New York
Banking Department spokeswoman Glorimar
Perez-Gonzalez told me, “We satisfied ourselves
that the holding company structure is not being
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used to evade U.S. taxes. We have no further
comment on the matter.” The IRS declined
comment as well. The parent ICE holding
company duly reported the Caymans company
to the Securities and Exchange Commission, as
required by law, in March 2009. The Securities
and Exchange Commission (SEC) declined to
discuss the matter. A spokesman merely told me
that the agency does not approve or disapprove
of the use of offshore structures; it just requires
that owners disclose their existence.

This bifurcation of views and responsibili-
ties is the problem, explains Adam Rosenz-
weig, associate professor of tax law and policy
at the Washington University Law School in
St. Louis. Rosenzweig, who specialized in Fed-
eral tax law relating to private equity, hedge
funds, equity derivatives and cross-border capi-
tal markets before moving to academia, put it
this way:

The SEC and Federal Reserve are treating ICE
Trust U.S. as the place the action is going on.
The tax law looks at ICE Trust U.S. and says
all the action is happening at the holding com-
pany level in the Caymans. They are exploit
ing the benefit of being in the United States for
regulatory purposes and being a foreign entity
in the Caymans for tax purposes.

Some ICE Trust U.S. owner banks deny that
they are currently using foreign subsidiaries to
move money into the United States untaxed.
Citigroup spokesperson Molly Meiners said,
“The potential tax issue is not relevant to Citi-
group. Citi deals with ICE Trust only through
U.S. vehicles and pays all applicable taxes under
U.S. code” Scott Silvestri, speaking for Bank
of America and Merrill Lynch, said, “The ICE
structure is not being used to bring profits back
to the United States untaxed.” J.P. Morgan’s Jus-
tin G. Perras said, “JPM receives no beneficial
tax treatment from its relationship with ICE
Trust. Any implication otherwise is patently
false.” (The other U.S. owner banks, Goldman
Sachs and Morgan Stanley, declined to com-
ment.) However, the Caymans structure is dif-
ficult to fathom unless some of the owner banks
want to move money to the exchange from for-
eign subsidiaries and dodge U.S. tax on those
repatriated profits.

VACATION (JUuLY/AuGuST) 2010 77



CAPITALISM, DEMOCRACY & LAW

It is worth noting that many of these banks’
subsidiaries are located in offshore locations
where they pay no local taxes, so they would
not benefit from treaties made to avoid double
taxation; repatriated profits would be taxed in
full. Goldman lists only 31 offshore subsidiar-
ies in its SEC filing, though it acknowledges
that it “aggregates” individual companies in its
reporting. The subsidiaries include Amagan-
sett Funding Ltd. in the Caymans and MLT
investments in Mauritius. Morgan Stanley lists
321 offshore subsidiaries, including Morgan
Stanley Berkshire Investments in Jersey and
Morgan Stanley Morane Investments in Lux-
embourg. The other banks also have hundreds
of offshore subsidiaries. Profits from these un-
taxed subsidiaries need to be invested, and the
banks would prefer it to be done in ways that

avoid taxation. Buying credit default swaps on
ICE Trust U.S. allows the banks to do that.

ust how much money could skirt Section

956 via the ICE Caymans structure? Peter
Vinella, managing director of the consulting
firm LECG, says there is no way to know the
number or value of trades being done through
the U.S. banks’ foreign subsidiaries because the
figures aren’t reported. “It’s not transparent;
there’s no U.S.-owned market”, said Vinella,
who ran a global derivatives business as CEO of
Wilmington Trust Conduit Services.

ICE Trust would not disclose the volume
of margin payments it receives from foreign
subsidiaries of U.S. banks. Vinella says margin
requirements range from 5 percent of the con-
tract for high-quality counterparties with stan-
dard structures to 15 percent for lower quality
counterparties. Typical credit analyses, which
include corporate family rating, financials, in-
dustry sector, country and news stories used to
compute the probability of default, drive most
judgments. “Most margins are around 7 per-
cent, because most people do standard deriva-
tives”, he said.

“It’s difficult to get real numbers on what
is involved”, agrees Michael Greenberger, for-
mer director of trading and markets at the
Commodity Futures Trading Commission and
current teacher at the University of Maryland
School of Law. He asks, “What would be the
amounts owed if tax obligations were triggered?
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The whole market is deregulated or offshore.
Reporting is very bad. That doesn’t mean the
IRS can’t figure out amounts owed. But for a
member of the public, trying to get information
is very sketchy.”

At the moment, ICE Trust U.S. is pretty
small. During the nine months between
March and December 2009, ICE Trust says
it cleared more than $3.1 trillion face value of
North American credit default swap contracts
and collected $30 million in fees. But if Con-
gress requires credit default swap trades to be
conducted in a clearinghouse, the big banks
that co-own ICE Trust U.S. have a ready-
made vehicle to capture a share of what is
expected to be a $26-trillion market. Green-
berger said the numbers then could eventu-
ally be quite significant: “If the taxes (on that
margin) are going to be collected, the income
stream to the IRS is going to be phenomenal.
This would be well worth the IRS’s time to
get on top of.”

University of Michigan Law School profes-
sor Reuven Avi-Yonah, who frequently testifies
as an expert witness on tax issues in congressio-
nal hearings, said the ICE structure ought to be
examined by the public, even if it is legal. “Not
only do we have an entity in a tax haven, but it’s
also an entity with no substance, which is really
a killer combination.” A former corporate law-
yer, Avi-Yonah told me, “I am not sure the IRS
would reject it, but that doesn’t mean it’s okay;
Congress should take a look.”

Congress may do just that. Rep. Lloyd Dog-
gett (D-TX), a long-time veteran of the fight
against corporate tax evasion, had this to say
about the ICE structure: “Too many multina-
tional corporations obscure their tax avoidance
activities through complicated offshore tax
structures. Where the legitimate purpose is not
clear, these structures deserve greater scrutiny.”
His office has passed on documentation about
ICE to the Congressional Joint Committee on
Taxation. Staff of the Senate Finance, Banking
and Agriculture Committees, and the House
Financial Services and Ways and Means Com-
mittees, as well as leading members of Con-
gress who deal with derivatives and tax issues,
were unaware of the ICE US Holding Com-
pany structure and declined to comment on
the matter.



Nevertheless, the legislative wheels are
grinding. Legislation passed by the House
and Senate would require most or all traders for
credit default swaps and other derivatives to use
an exchange.

But another major reform—the “Volcker
Rule” to ban banks trading on their own ac-
counts—appears blocked. As this article goes to
press, it is likely that a House-Senate conference
committee will agree to sections in both bills
to ban proprietary trades in derivatives by the
big banks only if the financial regulators decide
to do so. The “Volcker Rule”, proposed by for-
mer Federal Reserve Chair Paul Volcker and en-
dorsed by President Obama, would have banned
such trading. Under the House bill, the rules
would be written jointly by the primary regula-
tors of banks and bank holding companies—
not likely to be tough on the banks. The House
left it up to the regulators’ discretion, based on a
particular company’s overall risk portfolio.

The Senate language is almost as ineffectual.
The Senate’s bill tells the regulators to “study”
limiting high-risk speculation by the big banks
with their own capital in derivatives and other se-
curities and would follow the regulators’ recom-
mendations. But the decision would still be up
to a council of “systemic risk” regulators, among
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them the chairs of the Federal Reserve and Fed-
eral Deposit Insurance Corporation, the Treasury
Secretary and the Comptroller of Currency.

An amendment filed by Senators Carl Levin
and Merkley would make a proprietary trading
ban law for banks that have Federal Deposit In-
surance Corporation (FDIC) guarantees. Re-
publicans prevented it from being considered.
As I write, Levin and Merkley are still pressing
for its adoption by the conferees.

Ironically, a staffer involved in the legisla-
tion said the final bill could be less effective
than existing rules. They allow bank regulators
to restrict proprietary trading if they think it is
a threat to the safety and soundness of a par-
ticular banking institution, no “study” or high-
level approvals required.

If the legislation passes without the Levin-
Merkley ban on proprietary trading, ICE Trust
U.S., with its Caymans parent company, is
positioned to help the major American banks
use their foreign profits to do U.S. credit de-
fault swap trades in a $26-trillion market while
dodging millions of dollars in taxation—a
nifty double axel. Let’s hope Congress becomes
aware of this scam and keeps U.S. taxpayers
from getting iced by yet another banker’s “ar-
rangement.” &



