Gibson, Dunn & Crutcher LLP

Michael D. Bopp
Direct: +1 202.955.8256
Fax: +1 202.530.9648

MBopp@gibsondunn.com
April 14,2017
The Honorable Mike Crapo The Honorable Sherrod Brown
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Dear Chairman Crapo and Ranking Member Brown:

I represent the Coalition for Derivatives End-Users (“Coalition”) and write in response to
your request for proposals to foster economic growth. The attached document outlines
proposals that would prevent end-users from bearing needlessly high costs on their risk-
management activities. These are costs that reduce company capital expenditures and cause
job creation and economic growth to suffer.

The Coalition has provided end-users with a voice in the debate over financial regulation
since before the Dodd-Frank Act was first drafted. Hundreds of end-user companies have
been active in the Coalition, which supports smart regulation of and transparency in the
derivatives markets.

The proposals that we offer today —still works in progress—are relatively simple legislative
steps designed to promote economic growth and ensure Main Street businesses can be
competitive with foreign companies. We would be pleased to meet and work with your staff
to make sure that these proposals are as effective as possible.

Thank you very much for your consideration of our proposals. Please feel free to have your
staff contact me with any questions they may have.

Sincerely,
Michael D. Bopp
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2017 DERIVATIVES END-USER RELIEF ACT

DISCUSSION DRAFT

Despite the efforts of many in Congress to provide end-users with relief from some of the
costliest regulations promulgated under Title VII of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank”), end-users still face significant burdens in seeking to
comply with Dodd-Frank rules. These burdens have threatened the ability of American
businesses to affordably protect against risks associated with their commercial operations.

Since before the passage of Dodd-Frank, derivatives end-users have consistently
supported a balanced approach to regulatory reform. Smart derivatives regulatory reform should
increase transparency in the derivatives markets and enhance financial stability for the U.S.
economy, while avoiding needless costs that adversely impact job creators.

While the U.S. Commodity Futures Trading Commission (“CFTC”), the U.S. Securities
and Exchange Commission (“SEC”) and the U.S. prudential regulators have implemented
important reforms to better protect derivatives end-users and the derivatives markets generally,
the implementation of many of these new rules have had the unintended consequence of
constricting American business investment, acquisitions, research and development, and job
creation. In order to reverse many of these unintended consequences, derivatives end-users
support the introduction of legislative solutions that would make several key improvements to
Dodd-Frank. In particular, Congress should enact solutions that address the following
foundational concerns arising out of the implementation of Dodd-Frank:

e Credit valuation adjustment (“CVA”) relief. The CVA assesses a capital charge on
banking organizations to address the counterparty credit risk on their uncleared
derivatives transactions. Included in the CVA calculation in the United States—but not
in Europe—are uncleared derivatives transactions with end-users. Applying the CVA to
hedging transactions with these end-users undermines the benefits to the end-user
community of the statutory exemptions from clearing and margin requirements, thus
thwarting the will of Congress. Proposed legislation would establish an exemption from
the CVA calculation for uncleared derivatives transactions with end-users in order to
ensure that U.S. companies are not disadvantaged vis-a-vis their European counterparts.

e Removing Unfairness in the Scope of the End-User Relief. Under the current Dodd-
Frank framework, there are many derivatives market participants that, because they fall
under the definition of a “financial entity”, are denied relief provided to non-financial
end-users of derivatives. This is the case notwithstanding the fact that their derivatives
activities are limited to hedging legitimate commercial risks and their amount of non-
hedging derivatives activities are de minimis when compared to the activities of more
active market participants. These end-users should not be disadvantaged in the
derivatives marketplace if they trade derivatives contracts for commercial hedging
purposes and do not cross a de minimis threshold. Proposed legislation would expand
which entities qualify as derivatives end-users by amending the definition of “financial
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entity” to exclude a subset of entities that use derivatives to hedge risk just like those
non-financial end-users that currently fall outside the definition.

e Amending relief from mandatory clearing for centralized treasury units (“CTUs”)
of non-financial companies. In 2015, Congress amended CEA Section 2(h)(7)(D) to
codify a CFTC staff no-action letter, which provided relief to CTUs of non-financial
affiliates from the CFTC’s mandatory clearing obligation. However, since the passage of
the amendment, end-users have experienced difficulty in satisfying one of the qualifying
requirements for statutory relief because of a technical discrepancy between the language
in the amended statute and the CFTC staff no-action relief. Proposed legislation would
remove this technical discrepancy and, as a result, would allow end-users to benefit from
the relief that Congress intended to provide.

o Re-characterization of foreign exchange (“FX”) non-deliverable forward
transactions. While the U.S. Department of the Treasury (“Treasury”) issued a written
determination exempting certain FX derivatives from the definition of “swap” under the
Commodity Exchange Act (“CEA”), a commonly used and nearly identical type of FX
derivative known as an FX non-deliverable forward (“FX NDF”) was not similarly
exempted. As aresult, U.S. derivatives end-users that employ FX NDFs to hedge their
onshore investments or earnings when they operate in certain emerging markets find it
difficult to trade these instruments because they are subject to several onerous
requirements under Dodd-Frank. Proposed legislation would expressly exempt FX NDFs
from the “swap” definition in the same manner as other FX derivatives.

o Inter-affiliate transaction relief. Existing CFTC regulations indiscriminately apply the
full panoply of requirements under Dodd-Frank to inter-affiliate transactions as if those
transactions were executed between unaffiliated, third-parties. While derivatives end-
users currently enjoy regulatory and CFTC staff no-action relief with respect to their
inter-affiliate transactions, proposed legislation would provide end-users with certainty
that internal, risk management transactions among majority-owned affiliates are not
subject to the same requirements as external swaps with unaffiliated, third parties.

More detailed descriptions of each concern and its proposed legislative solution are set
forth below. In addition, draft legislative text to effectuate each proposed solution is appended
hereto.

1. CREDIT VALUATION ADJUSTMENT RELIEF

A. Concerns raised by current statutory and regulatory scheme. If Congress does not
amend the CVA, it may hamper the growth of U.S. businesses and damage the U.S. economy by
increasing hedging costs for derivatives end-users. A derivatives end-user exemption to the
current U.S. capital framework is necessary in order to ensure that U.S. businesses can fairly
compete with their European counterparts that enjoy an exemption from the CVA charge.
Additionally, as noted above, applying the CVA to hedging transactions with end-users
undermines certain cost-saving measures specifically provided for in legislative relief which
exempts those transactions from clearing and margin requirements. The additive nature of the
CVA also is of concern as other existing capital requirements more than adequately address the






counterparty credit risks that banks face when they enter into transactions with derivatives end-
users.!

B. What is the CVA and how does it impact derivatives end-users? Part of the Basel III
regulatory framework, the CVA assesses an additional capital charge on banking organizations
to address the counterparty credit risk of their uncleared derivatives transactions. The CVA
requires a banking organization to retain additional capital to protect against potential mark-to-
market losses in situations where their OTC derivatives counterparties’ creditworthiness
deteriorates. Included in the CVA calculation in the United States—but not Europe—are
uncleared derivatives transactions with end-users. These end-users require fairly-priced, tailor-
made, and widely offered derivative products to protect their core business activities from a
multitude of commercial and financial risks. End-users executing uncleared swaps with banking
organizations that are subject to the CVA are likely to see increased transaction costs as banking
organizations are likely to pass through the costs of the CVA capital charge in the form of higher
pricing on their uncleared swap transactions.

C. Why is CVA exemptive relief necessary for derivatives end-users? CVA exemptive
relief is necessary for two primary reasons. First, applying the CVA charge to end-user hedging
transactions on the same basis as applied to financial entities penalizes end-users, which are
traditionally associated with sustainable growth, American job creation, and prudent risk
management. The proposed CVA exemption would strengthen U.S. commercial markets by
encouraging prudent risk management via affordable derivatives transactions.

Second, there is a disparity currently in the global implementation of Basel III, which
results in unfair competitive advantages for European entities over U.S. derivatives end-users
since the European Union has exempted end-user transactions from EU-regulated banks’ CVA
calculations. Establishing a CVA exemption in the United States would ensure that U.S.
businesses can compete on equal footing with their European counterparts.

The proposed statutory exemption would complement current congressional recognition
of the non-systemic nature of end-users’ derivatives activities and would provide tailored relief
for end-users by removing a small subset of their derivatives transactions—namely, uncleared
risk management hedges—from the CVA capital charge imposed on their bank counterparties.

D. Description of the proposed legislative relief. The proposed legislative text set forth
in Appendix A would amend the U.S. prudential regulators’ authority to promulgate minimum
risk-based capital requirements (which is the authority under which the CVA was promulgated)
by ensuring that their regulations exempt CVA calculations for uncleared derivatives
transactions with end-users, where those users are entering transactions for hedging purposes.

! In addition to banks already addressing counterparty credit risk in their internal pricing and modeling processes,
it is worth noting that the Supplemental Leverage Ratio (“SLR”), which is another capital standard applicable to
the largest financial institutions, also requires banks to account for derivatives counterparty credit risk by
incorporating the same variables that are used in calculating the CVA. Since the largest financial institutions
are required to account for the same counterparty credit risks in two different capital charges, the CVA charge
results in unnecessarily higher and particularly burdensome costs for derivatives end-users. The proposed
amendment would remove the CVA charge for qualifying end-user transactions, which would implicitly
consolidate all derivatives counterparty credit risk calculations under the SLR.
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II. REMOVING UNFAIRNESS IN THE SCOPE OF THE END-USER RELIEF

A. Concerns raised by current statutory and regulatory scheme. Currently, non-financial
end-users that engage in swaps to hedge or mitigate commercial risks are eligible for exceptions
and exemptions from several Dodd-Frank requirements, including mandatory clearing,
mandatory trading, and the requirements under the CFTC’s final uncleared margin rules.
However, Dodd-Frank’s expansive and uncertain definition of “financial entity” unfairly
captures the hedging activities of certain end-users, which prevents these entities from qualifying
for or otherwise electing any of the foregoing exceptions or exemptions. These end-users should
not be so disadvantaged in the derivatives marketplace if they use derivatives to hedge bona fide
business risks.

B. Why is the expansion of relief necessary? The expansive definition of “financial
entity” sweeps in unregistered entities that are using derivatives to hedge or mitigate commercial
risks. Accordingly, such entities that are using derivatives in the same manner and for the same
purposes as those entities that fall outside the definition are denied exceptions from clearing,
trade execution, and potentially margin. The proposed relief is necessary to avoid penalizing and
discincentivizing hedging activities of certain subset of financial end-users and would allow U.S.
market participants to compete on a more level playing field with their foreign competitors.
Expansion of relief would bring US regulations closer to international harmonization by limiting
entities captured under the financial entity definition.

C. Description of the proposed legislative relief. The proposed legislative text set forth
in Appendix B would broaden the availability of end-user relief to include certain entities that
use derivatives primarily to hedge or mitigate commercial business risks. The text accomplishes
this by amending the definition of “financial entity” to exclude: (1) commodity pools that are not
required to be operated by a CFTC-registered commodity pool operator; (2) private funds that
are majority invested in physical assets or that majority own and operate commercial businesses;
and (3) entities that fall below a de minimis non-hedging derivatives threshold and are either
employee benefit plans or are predominantly engaged in activities that are “financial in nature.”
For these purposes, “de minimis financial activity” relating to a particular entity would be swap
activity in which the average daily notional amount of uncleared swaps with all counterparties
for June, July, and August of the previous calendar year is less than USD $1 billion, where such
amount is calculated only for business days and excludes swaps that hedge or mitigate
commercial risk of the entity.

I11. TECHNICAL AMENDMENT TO CENTRALIZED TREASURY UNIT EXCEPTION

A. Concerns raised by current statutory and regulatory scheme. Before Congress took
action to revise CEA Section 2(h)(7)(D) in 2015, nonfinancial end-users relied on relief provided
in CFTC Staff No-Action Letter 14-144 (“Staff Letter”), which allowed CTUs to qualify for an
exception to the CFTC’s mandatory clearing obligation. Congress revised Section 2(h)(7)(D) to
codify the Staff Letter in order provide certainty to end-users and make the relief more
permanent. Due to technical differences in the language in revised Section 2(h)(7)(D) and the
Staff Letter, several end-users began raising concerns regarding their ability to continue
qualifying for the relief given that one of the conditions in revised Section 2(h)(7)(D) could be
interpreted to lead to a different result. In particular, seemingly unintended differences in the
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language in CEA Section 2(h)(7)(D)(iv)(Il) created uncertainty as to whether a CTU seeking to
elect the exception might not satisfy that condition if an affiliate in the corporate group that does
not trade swaps with the CTU engages in a swap with another affiliate of the same corporate
group that is a financial entity.>

We note that the current language in revised CEA Section 2(h)(7)(D) was proposed by
the CFTC. Hence, one would assume that this technical discrepancy as between the Staff Letter
and current statutory language was inadvertent.

B. Why is it necessary to clarify the language? Derivatives end-users that engage in a
risk-mitigating best practice—for which Congress intended this relief to apply—are being denied
the ability to rely on statutory relief from the CFTC’s mandatory clearing obligation.
Accordingly, these entities are being penalized simply as a result of their corporate structure and
their risk management practices. This needed technical amendment would ensure that
derivatives end-users for which the relief in revised CEA Section 2(h)(7)(D) was intended can
appropriately rely on it.

C. Description of the proposed legislative relief. The proposed legislative text set forth in
Appendix C would clarify that a CTU continues to qualify for the relief from the CFTC’s
mandatory clearing obligation in line with the relief in the Staff Letter on which revised CEA
Section 2(h)(7)(D) was based.

IV. RE-CHARACTERIZATION OF FOREIGN EXCHANGE NON-DELIVERABLE FORWARD
TRANSACTIONS

A. Concerns raised by current statutory and regulatory scheme. In 2012, Treasury issued
a written determination that narrowly exempts FX swaps and FX forwards (“Exempted FX
Derivatives”) from the CFTC’s trade execution, mandatory clearing, and margin requirements
under Dodd-Frank. In its determination, Treasury declined to exempt FX NDFs in the same
way, citing the CFTC’s view that FX NDFs are distinguishable from Exempted FX Derivatives
because FX NDFs do not involve the actual exchange of currencies. Derivatives end-users
frequently trade FX NDFs to hedge their foreign onshore investments or earnings since
international trading of the underlying physical currency is relatively difficult or expressly
prohibited by the foreign jurisdiction. Creating a distinction between FX NDFs and Exempted
FX Derivatives ignores the way in which derivatives end-users use FX derivatives. In addition,

2 In a common example, a multinational manufacturing company may have a CTU that enters into inter-affiliate
swaps with non-financial affiliates and qualifies for the mandatory clearing exception under revised CEA
Section 2(h)(7)(D). That same multinational manufacturing company may have non-financial affiliates in Asia
that do not trade swaps with the CTU and remain separate (i.e., ring-fenced operations). This separation
generally occurs for any number of legitimate business reasons, including the operation of different business
lines, currency concerns, local requirements in foreign jurisdictions, etc. If the non-financial Asian affiliates
then trade with another affiliate within the corporate group that (1) is a financial entity and (2) does not meet the
conditions of new CEA Section 2(h)(7)(D), the CTU arguably would not be permitted to elect the exception
under revised CEA Section 2(h)(7)(D). In contrast, to qualify for the relief under the Staff Letter, the activities
of the Asian affiliates as described above would be out-of-scope (i.e., appropriately ring-fenced) for the
purposes of satisfying the conditions in the Staff Letter. Under the revised CEA Section 2(h)(7)(D), the
activities of the Asian affiliates as described above could seemingly preclude the CTU from relying on the
exception.





iti 1 End-Users

this distinction disregards domestic and international market practice with respect to FX NDFs
and threatens the viability of the FX NDF market in the United States.

B. What are FX NDFs and why are they traded by derivatives end-users? FX NDFs are
FX transactions that, unlike conventional FX trades, do not result in the physical exchange of
currencies. Instead the counterparties agree to cash-settle with respect to an agreed notional
amount based on the difference between the exchange rate at the time of the trade’s inception
and the exchange rate at the time of the trade’s maturity. Using a pre-agreed reference rate, one
counterparty makes a one-way payment to the other, usually in U.S. dollars, representing the
movement in the exchange rate. As noted above, FX NDFs are normally transacted outside the
jurisdiction of the currency in question because certain foreign countries prohibit or otherwise
restrict onshore trading or delivery. Because of these restrictions, derivatives end-users use FX
NDFs to access foreign currencies and efficiently hedge exposures when they sell their
commercial products and services in certain restrictive emerging markets (e.g., China, Brazil,
India).

C. Why should FX NDFs be treated in the same manner as Exempted FX Derivatives?
FX NDFs are economically and functionally identical to deliverable FX forwards despite the fact
that they are cash settled in just one currency and do not involve the exchange of underlying
currencies because of currency controls or local law restrictions in certain foreign jurisdictions.
FX NDFs and deliverable FX forwards require the same net value to be transferred between
counterparties. Whether the FX forward is deliverable or non-deliverable (based on a foreign
countries currency policies) is irrelevant to an end-user’s trading decision. Before Treasury
issued its written determination, regulatory and market practice domestically and internationally
treated FX NDFs and FX forwards as the same product. For example, the Bank for International
Settlements treats FX NDFs as a component of the outright forward category. Similarly,
international regulators do not distinguish between FX forwards and FX NDFs. In terms of
market practice, standard FX market documentation structures do not distinguish between FX
forwards and FX NDFs. Finally, in the United States, FX forwards are subject to special rules
under the U.S. tax code that apply equally to FX NDFs.

D. Description of the proposed legislative relief. The proposed legislative text set forth
in Appendix D would amend the definition of “swap” in CEA Section 1a(47)(E) to expressly
clarify that Treasury make a written determination in respect of FX swaps and FX forwards,
which includes both deliverable FX forwards and FX NDFs.

V. INTER-AFFILIATE TRANSACTION LEGISLATIVE RELIEF

A. Concerns raised by current statutory and regulatory scheme. Currently, the CEA and
CFTC regulations indiscriminately apply many requirements under Dodd-Frank to inter-affiliate
transactions as if those transactions were executed between unaffiliated, third-parties. While the
CFTC has issued final rules and staff no-action letters to provide relief from Dodd-Frank
requirements, those rules and staff no-action letters create uncertainty and impose complex
conditions. In that regard, existing staff no-action relief relating to inter-affiliate transactions on
which end-users rely can be removed or modified at any time without an official vote of the
CFTC.
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B. What are inter-affiliate transactions? Inter-affiliate transactions are internal, risk
management transactions that enable firms to centralize their risk management activities between
affiliated counterparties. In general, counterparties are considered “affiliated” where (1) one
counterparty, directly or indirectly, holds a majority ownership interest in the other counterparty,
or (2) a third party, directly or indirectly, holds a majority ownership interest in both
counterparties. Inter-affiliate transactions do not raise the systemic risk concerns that Dodd-
Frank is intended to address because they do not create additional counterparty exposure outside
of the corporate group and do not increase interconnectedness between third parties. Instead,
inter-affiliate transactions help promote safety and soundness by permitting centralized risk
management and limiting the extent of credit exposure to third parties.

B. How do derivatives end-users use inter-affiliate transactions? Rather than having
each affiliate face the market to execute swaps, it is a common for derivatives end-users to
engage in the risk-reducing best practice of operating a single market-facing entity within a
corporate group in order to centralize hedging expertise. This model allows for risks to be
managed by a local entity within a corporate group, with the appropriate specialized expertise
and operations, in the appropriate entity, jurisdiction, or time zone. As a result of this market-
and credit risk-reducing practice, derivatives end-users often enter into a greater number of inter-
affiliate transactions than external swap transactions with third parties.

C. Why is a legislative solution necessary? A legislative solution (as opposed to
regulatory or staff no-action relief) would more permanently clarify that these internal, risk-
reducing transactions are not subject to regulatory burdens that were designed to be applied only
to certain market-facing swaps. It would ensure that derivatives end-users can use these
transactions to manage risks. While CFTC staff no-action relief for end-users has been helpful,
CFTC staff’s actions to address these issues underscore the need for legislation to provide
certainty and a more permanent legislative solution.

D. Description of the proposed legislative solution. The proposed legislative text set
forth in Appendix E would exempt all inter-affiliate transactions, subject to certain
requirements, from being regulated as “swaps” under the Dodd-Frank-related provisions of the
CEA and CFTC regulations promulgated thereunder. In short, the proposed legislative text
would define an “inter-affiliate transaction” as one that meets both an “affiliation” requirement
as between the counterparties, and a requirement that the counterparties are both reflected in the
same consolidated financial statements. With respect to the consolidated financial statements
requirement, the affiliated counterparty that holds the majority interest in the other counterparty
or the third party that holds the majority interests in both affiliated counterparties would be
required to report its financial statements on a consolidated basis under U.S. Generally Accepted
Accounting Principles, International Financial Reporting Standards, or other similar standards.
The proposed legislative text also would impose three additional requirements on all inter-
affiliate transactions of swap dealers or major swap participants: (1) the reporting counterparty
must report the transaction to a swap data repository in the same manner that applies currently to
these swap transactions; (2) the transaction must be subject to a centralized risk management
program (consistent with current CFTC regulations) that is reasonably designed to monitor and
manage the risks associated with the transaction; and (3) affiliated counterparties to an otherwise
qualifying inter-affiliate transaction must exchange variation margin to the extent prescribed by
current uncleared margin rules of the CFTC or relevant prudential regulator, as appropriate.
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APPENDIX A — CVA LANGUAGE

Amendment to 12 U.S.C. § 5371

Discussion: 12 U.S.C. § 5371 currently provides the Federal banking agencies the
explicit authority to promulgate minimum risk-based capital requirements, which
has resulted in the adoption of the CVA.> An amendment to 12 U.S.C. § 5371 is
necessary to ensure that regulations exempt CVA calculations for qualifying
transactions with corporate end-users (i.e., transactions that are exempt from
margin and clearing requirements under the Commodity Exchange Act, as codified
under title 7 of the United States Code).

12 U.S.C. § 5371(b)(2) is amended to read as follows:

M) [...]
(2) Minimum risk-based capital requirements

The appropriate Federal banking agencies shall establish minimum risk-based capital
requirements on a consolidated basis for insured depository institutions, depository
institution holding companies, and nonbank financial companies supervised by the
Board of Governors:, provided that—

(A) The the minimum risk-based capital requirements established under this
paragraph shall not be less than the generally applicable risk-based capital
requirements, which shall serve as a floor for any capital requirements that the
agency may require, nor quantitatively lower than the generally applicable risk-
based capital requirements that were in effect for insured depository institutions
as of July 21, 2010; and

(B) no fair value adjustment to reflect counterparty credit risk in valuation of OTC

derivative contracts* shall apply to transactions with counterparties that qualify
for:

(i)  an exception under section 2(h)(7)(A) of title 7;

3 CVA Regulations: FDIC (12 CFR § 324.132(e)); OCC (12 CFR § 3.132(¢)); Fed (12 CFR § 217.132(¢)).

4 Note to Draft: Because CVA and OTC derivative contract is not defined in the statute, the language was lifted
from current 12 CFR § § § 3.101(b) (“Credit Valuation Adjustment (CVA) means the fair value adjustment to
reflect counterparty credit risk in valuation of OTC derivative contracts”). This is different from the EU
definition: “an adjustment to the mid-market valuation of the portfolio of transactions with a counterparty. That
adjustment reflects the current market value of the credit risk of the counterparty to the institution, but does not
reflect the current market value of the credit risk of the institution to the counterparty.”
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(i1))  an exemption issued under section 6(c)(1) of this title from the
requirements of section 2(h)(1)(A) of this title for cooperative
entities as defined in such exemption; or

(ii1)  or satisfies the criteria in section 2(h)(7)(D) of title 7.

Amendment to 12 U.S.C. § 5365

Discussion: In addition to the amendment in 12 U.S.C. § 5371, and amendment is
needed in 12 U.S.C. §5365 to exempt CVA calculations for “advanced
approaches” banking organizations (i.e., banks which have with at least $250
billion in total consolidated assets or at least $10 billion in total on-balance sheet
foreign exposure). End-users often rely on these large entities for cost savings due
to economies of scale and consolidated business dealings (e.g., large banks serve
as a one-stop-shop for end-users’ lending, hedging, and other financing needs).

12 U.S.C. § 5365(b)(1) is amended to add the following:

(C) Credit Valuation Adjustment. No prudential risk-based capital requirements established
pursuant to this section shall apply a fair value adjustment to reflect counterparty credit
risk in valuation of OTC derivatives contracts to transactions with counterparties that
meets the requirements of—

(1)  section 2(h)(7)(A) of title 7;

(i1)  an exemption issued under section 6(c)(1) of this title from the requirements of
section 2(h)(1)(A) of this title for cooperative entities as defined in such
exemption; or

iii) the criteria in section 2(h)(7)(D) of title 7.
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APPENDIX B — FIXING END-USER UNFAIRNESS LANGUAGE

Amendment to 7 U.S.C. § 2(h)(7)(C)

Discussion: 7 U.S.C. § 2(h)(7)(C) sets forth the definition of “financial entity.”
This definition is referenced in several provisions in the Commodity Exchange Act,
including in the Commodity Futures Trading Commission’s end-user exception to
the mandatory clearing requirement and the exemption to the Commission’s and
the Prudential Regulators’ final uncleared margin rules. The proposed amendment
would narrow the definition of “financial entity” to clarify that: (1) the “commodity
pool prong” of the definition only applies to commodity pools that are operated by
registered commodity pool operators; (2) the “private fund prong” of the definition
would exclude entities that are majority invested in physical assets or that majority
own and operate commercial businesses; and (3) entities that fall within the
“employee benefit plan prong” or that fall within the “predominantly engaged
prong” because they are predominantly engaged in activities that are “financial in
nature,” and meet a de minimis financial activity threshold, would be excluded from
the definition.

7 U.S.C. § 2(h)(7)(C) is amended as follows:
(C) Financial entity definition
(1) In general. For the purposes of this paragraph, the term “financial entity” means—
(I) aswap dealer;
(IT) a security-based swap dealer;
(ITIT) a major swap participant;
(IV) a major security-based swap participant;

(V) acommodity pool that is required to be operated by a Commission-
registered commodity pool operator;

(VI) aprivate fund as defined in section 80b—2(a) of title 15 that, directly or
indirectly, (A) is not majority invested in physical assets or (B) does not majority own
and operate commercial businesses;

(VII) an employee benefit plan as defined in paragraphs (3) and (32) of section
1002 of title 29;

(VIII) a person predominantly engaged in activities that are in the business of

banking, or in activities that are financial in nature, as defined in section 1843(k) of title
12.

10
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(i) Exclusion. The Commission shall consider whether to exempt small banks, savings
associations, farm credit system institutions, and credit unions, including—

(I) depository institutions with total assets of $10,000,000,000 or less;

(IT) farm credit system institutions with total assets of $10,000,000,000 or less;
or

(ITI) credit unions with total assets of $10,000,000,000 or less.

(ii1) Limitation. Such definition shall not include an entity whose primary business is
providing financing, and uses derivatives for the purpose of hedging underlying commercial
risks related to interest rate and foreign currency exposures, 90 percent or more of which arise
from financing that facilitates the purchase or lease of products, 90 percent or more of which are
manufactured by the parent company or another subsidiary of the parent company.

(iv) De minimis financial activity. An entity described in clause (VII) or (VIII) of

subparagraph (i) above that engages in de minimis financial activity shall be excluded from the
definition of “financial entity”. De minimis financial activity shall mean, with respect to a
particular entity, an average daily notional amount of uncleared swaps with all counterparties for
June, July and August of the previous calendar vear of less than USD $1 billion where such

amount is calculated only for business days and excludes swaps that hedge or mitigate
commercial risk of the entity.

11
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APPENDIX C - AMENDMENTS TO CTU RELIEF

Amendment to 7 U.S.C. § 2(h)(7)(D)

Discussion: 7 U.S.C. § 2(h)(7)(D) sought to codify relief original provided in
CFTC Staff No-Action Letter 14-144 (“Staff Letter”), which allowed centralized
treasury units (“CTUs”) to qualify for an exception to the CFTC’s mandatory
clearing obligation. Due to inadvertent technical differences in the language in
revised Section 2(h)(7)(D) and the Staff Letter, several end-users began raising
concerns regarding their ability to continue qualifying for the relief given that one
of the conditions in revised Section 2(h)(7)(D) could be interpreted to lead to a
different result. The proposed revisions below clarify that a CTU will continue to
qualify for the relief from the CFTC’s mandatory clearing obligation in line with
the relief in the Staff Letter on which revised CEA Section 2(h)(7)(D) was based.

7 U.S.C. § 2(h)(7)(D) is amended by striking the specific text as indicated below:
(D) Treatment of affiliates

(1) In general. An affiliate of a person that qualifies for an exception under subparagraph
(A) (including affiliate entities predominantly engaged in providing financing for the purchase of
the merchandise or manufactured goods of the person) may qualify for the exception only if the
affiliate—

(I) enters into the swap to hedge or mitigate the commercial risk of the person or
other affiliate of the person that is not a financial entity, and the commercial risk that the
affiliate is hedging or mitigating has been transferred to the affiliate;

(IT) 1s directly and wholly-owned by another affiliate qualified for the exception
under this subparagraph or an entity that is not a financial entity;

(I17) is not indirectly majority-owned by a financial entity;
(IV) is not ultimately owned by a parent company that is a financial entity; and

(V) does not provide any services, financial or otherwise, to any affiliate that is a
nonbank financial company supervised by the Board of Governors (as defined under
section 5311 of title 12).

(i) Limitation on qualifying affiliates. The exception in clause (i) shall not apply if the
affiliate is—

() a swap dealer;
(IT) a security-based swap dealer;

(IIT) a major swap participant;

12





Coalition for_ End-Users

(IV) a major security-based swap participant;

(V) a commodity pool;

(VI) a bank holding company;

(VII) a private fund, as defined in section 80b—2(a) of title 15;

(VIII) an employee benefit plan or government [8] plan, as defined in paragraphs
(3) and (32) of section 1002 of title 29;

(IX) an insured depository institution;
(X) a farm credit system institution;
(XI) a credit union;

(XIT) a nonbank financial company supervised by the Board of Governors (as
defined under section 5311 of title 12); or

(XIIT) an entity engaged in the business of insurance and subject to capital
requirements established by an insurance governmental authority of a State, a territory of
the United States, the District of Columbia, a country other than the United States, or a
political subdivision of a country other than the United States that is engaged in the
supervision of insurance companies under insurance law.

(ii1) Limitation on affiliates’ affiliates. Unless the Commission determines, by order,
rule, or regulation, that it is in the public interest, the exception in clause (i) shall not apply with
respect to an affiliate if the affiliate is itself affiliated with—

(I) a major security-based swap participant;
(IT) a security-based swap dealer;

(I1T) a major swap participant; or

(IV) a swap dealer.

(iv) Conditions on transactions. With respect to an affiliate that qualifies for the
exception in clause (i}—

(I) the affiliate may not enter into any swap other than for the purpose of hedging
or mitigating commercial risk; and

(IT) neither the qualifying affiliate nor any person affiliated with such qualifying
the—affiliate that enters into swaps with such qualifying affiliate,is-neta finaneial entity

may enter into a swap with or on behalf of any affiliate that is a financial entity or
otherwise assume, net, combine, or consolidate the risk of swaps entered into by any such
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financial entity, except one that is an affiliate that qualifies for the exception under clause

(®.
(v) Transition rule for affiliates.

An affiliate, subsidiary, or a wholly owned entity of a person that qualifies for an
exception under subparagraph (A) and is predominantly engaged in providing financing for the
purchase or lease of merchandise or manufactured goods of the person shall be exempt from the
margin requirement described in section 6s(e) of this title and the clearing requirement described
in paragraph (1) with regard to swaps entered into to mitigate the risk of the financing activities
for not less than a 2-year period beginning on July 21, 2010.

(vi) Risk management program.

Any swap entered into by an affiliate that qualifies for the exception in clause (i) shall be
subject to a centralized risk management program of the affiliate, which is reasonably designed
both to monitor and manage the risks associated with the swap and to identify each of the
affiliates on whose behalf a swap was entered into.
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APPENDIX D — FX NDF LANGUAGE

Amendment to 7 U.S.C. § 1a(47)(E)

Discussion: 7 U.S.C. § 1a(47)(E) currently provides that the Secretary of the
Treasury is vested with the authority to determine whether foreign exchange swaps
and forwards should be regulated as swaps under the Commodity Exchange Act.
Under this section, the Secretary is authorized to make a written determination
satisfying certain criteria specified in Section 1b of the Commodity Exchange Act.

7 U.S.C. § 1a(47)(E) is amended to read as follows:
(E) Treatment of foreign exchange swaps and forwards.

(1) In general. Foreign exchange swaps and foreign exchange forwards (which shall
include both physically-settled and cash-settled instruments) shall be considered swaps under
this paragraph unless the Secretary makes a written determination under section 1b of this title
that either foreign exchange swaps or foreign exchange forwards or both—

(I) should be not be regulated as swaps under this chapter; and

(IT) are not structured to evade the Dodd-Frank Wall Street Reform and
Consumer Protection Act in violation of any rule promulgated by the Commission
pursuant to section 721(c) of that Act.

(i) Congressional notice; effectiveness. The Secretary shall submit any written
determination under clause (1) to the appropriate committees of Congress, including the
Committee on Agriculture, Nutrition, and Forestry of the Senate and the Committee on
Agriculture of the House of Representatives. Any such written determination by the Secretary
shall not be effective until it is submitted to the appropriate committees of Congress.

(i11)) Reporting. Notwithstanding a written determination by the Secretary under clause
(1), all foreign exchange swaps and foreign exchange forwards shall be reported to either a swap
data repository, or, if there is no swap data repository that would accept such swaps or forwards,
to the Commission pursuant to section 6r of this title within such time period as the Commission
may by rule or regulation prescribe.

(iv) Business standards. Notwithstanding a written determination by the Secretary
pursuant to clause (i), any party to a foreign exchange swap or forward that is a swap dealer or

major swap participant shall conform to the business conduct standards contained in section
6s(h) of this title.

(v) Secretary. For purposes of this subparagraph, the term “Secretary” means the
Secretary of the Treasury.
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APPENDIX E — INTER-AFFILIATE LANGUAGE

Amendment to 7 U.S.C. § 1a(47)

Discussion: 7U.S.C. § 1a(47) currently provides that the definition of “swap.” The
definition does not include any references to the treatment of swap transactions
between affiliated counterparties. The following amendment would establish an
exemption from the definition of “swap” for internal, risk management transactions
among majority-owned affiliates in order to ensure that those transactions are not
subject to the same requirements under the Commodity Exchange Act and
Commodity Futures Trading Commission regulations as external swaps with
unaffiliated, third parties.

7 U.S.C. § 1a(47) is amended by adding at the end the following:

(G) TREATMENT OF TRANSACTIONS BETWEEN AFFILIATES.—

(1) EXEMPTION FROM SWAP RULES.—An agreement, contract, or transaction
described in subparagraphs (A) through (F) shall not be regulated as a swap under this Act if all
of the following apply with respect to the agreement, contract, or transaction:

(I) AFFILIATION.—One counterparty, directly or indirectly, holds a majority ownership

interest in the other counterparty, or a third party, directly or indirectly, holds a majority
ownership interest in both counterparties.

(II) FINANCIAL STATEMENTS.—The affiliated counterparty that holds the majority
interest in the other counterparty or the third party that, directly or indirectly, holds the majority
interests in both affiliated counterparties, reports its financial statements on a consolidated basis
under generally accepted accounting principles or International Financial Reporting Standards,
or other similar standards, and the financial statements include the financial results of the

majority-owned affiliated counterparty or counterparties.

(i1) REPORTING REQUIREMENT.—If at least one counterparty to an agreement,
contract, or transaction that meets the requirements of clause (i) is a swap dealer or major swap
participant, that counterparty shall report the agreement, contract, or transaction pursuant to
section 4r, within such time period as the Commission may by rule or regulation prescribe—

(I) to a swap data repository; or

(ID) if there is no swap data repository that would accept the agreement, contract or
transaction, to the Commission .

(ii1) RISK MANAGEMENT REQUIREMENT.—If at least one counterparty to an
agreement, contract, or transaction that meets the requirements of clause (i) is a swap dealer or
major swap participant, the agreement, contract, or transaction shall be subject to a centralized
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risk management program pursuant to section 4s(j) that is reasonably designed to monitor and to

manage the risks associated with the agreement, contract, or transaction.

(iv) VARIATION MARGIN REQUIREMENT.—Affiliated counterparties to an
agreement, contract, or transaction that meets the requirements of clause (i) shall exchange

variation margin to the extent prescribed under any rule promulgated by the Commission or an

prudential regulator pursuant to section 4s(e).

(v) ANTI-EVASION REQUIREMENT.—An agreement, contract, or transaction that
meets the requirements of clause (i) shall not be structured to evade the Dodd-Frank Wall Street

Reform and Consumer Protection Act in violation of any rule promulgated by the Commission
pursuant to section 721(c) of such Act.
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