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Proposed Rule for Clearing Exemption for

Swaps between Certain Affiliated Entities 1
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We appreciate the opportunity to provide comments on the ploposed 1ule g
under Title VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the
“Dodd-Frank Act”) recently published by the Commodity Futures Trading Commission
(the “CFTC”) regarding the exemption of swaps and security-based swaps from
mandatory clearing, often referred to as the “inter-affiliate” exemption (the “Proposed

Rule”).!

Although the Dodd-Frank Act does not explicitly provide any specific
exemption from the mandatory clearing requirement to swaps entered into by affiliates
(“inter-affiliate swaps”), it does provide the CFTC with the ability to “make a
determination as to whether [a partlculal] swap or group, category, type, or class of
swaps should be required to be cleared”.* We believe the CFTC acted properly in
proposing an exemption from clearing for inter-affiliate swaps; however we believe the
Proposed Rule overstates the risks related to inter-affiliate swaps and the exemption
should be broadened such that swaps between wholly-owned or majority-owned affiliates
should be entirely exempted from clearing, margining and reporting requirements.

! Clearing Exemption for Swaps Between Cettain Affiliated Entities, 77 Fed. Reg. 50425 (Aug. 21, 2012).
2 public Law 111-203, §§ 723(a), 763(a), 124 Stat. at 1676, 1762 (adding Commodity Exchange Act

(“CEA”) § 2(h)(2)).




Background

Wholly-owned or majority-owned affiliates within a corporate group often
engage in inter-affiliate swap transactions to allocate the economics of the hedges entered
into by the parent company (or other market-facing member of the group) to the
particular subsidiary or other affiliate whose operations give rise to the related risks.
These transactions are in almost every case intended to address internal accounting and
risk management requirements by allocating risks within the corporate group. They do
not, in any practical sense, change the risk to the financial system posed by the corporate
group or its members. This is true regardless of whether the internal swap transactions
are guaranteed (which is neither typical nor necessary). Because the Dodd-Frank Act
was enacted for the purpose of reducing systemic risk within the financial system, it is
not at all clear that imposing costly clearing, margining, documentation, trade execution
and reporting requirements on transactions that do not impact the overall credit risk of a
corporate group to the financial system would have any meaningful benefits or serve the
purposes of the Dodd-Frank Act. This is particularly true in the case of industrial
companies which are not subject to specific regulatory regimes that impose additional
risk management or regulatory considerations on internal transfers within the corporate

group.
Proposed Margin Requirements

The requirement in the Proposed Rule that affiliated companies which
meet the broad definition of “financial entities” must post variation margin to one another
to support their inter-affiliate swap transaction is not necessary to protect the financial
system. While posting margin is a valid way to reduce systemic risk posed by market-
facing swaps with third parties, it does not follow that margin requirements should apply
to inter-affiliate swaps which do not create counterparty credit risk. The posting of such
margin would unnecessarily tie up capital that could otherwise be used for investment
_ purposes to create jobs and goods and services for the economy. It is not clear why it
would be necessary to post variation margin to protect the financial system in the context
of inter-affiliate swaps when the back-to-back market-facing swap entered into by an
end-user affiliate would not be subject to any such requirement. Additionally, the
Proposed Rule would allow an exemption from posting variation margin only in the
limited case where the affiliates are 100% commonly-owned and commonly-guaranteed.
It seems to be entirely irrelevant whether one or both of the parties’ obligations are
guaranteed—the fact that the entire risk is carried by two related parties in the same
corporate group should be sufficient to eliminate any requirement to post margin.

Reporting Requirements

We believe, based on discussions with our clients, particularly those in
businesses outside the financial institution sector, that many companies will have
difficulty collecting and producing the detailed information required for historical swap
reporting without diverting significant time and resources to the project. Moreover, the
level of documentation usually associated with inter-affiliate swap transactions among
subsidiaries in an industrial company’s corporate group is typically not equivalent to the




documentation associated with a market-facing transaction but instead is quite minimal,
which is consistent with the internal risk management purposes served by the swap
transactions. Additionally, many companies will need to invest substantial amounts of
time and financial resources to develop systems to produce the required documentation
and verify the swap information required for new swap transactions among wholly-
owned or majority-owned affiliates. There is nothing in the Dodd-Frank Act expressly
requiring the reporting of inter-affiliate swaps, and therefore we believe that the Proposed
Rule should provide meaningful relief from the reporting requirements of Part 45 and
Part 46. The Commission has already determined that the Real-Time Public Reporting
requirements contained in Part 43 should not apply to inter-affiliate swaps, on the basis
that they are not arm’s-length transactions. Such inter-affiliate swap transactions which
manage risk among wholly-owned or majority-owned subsidiaries of the same parent
without increasing counterparty credit exposure do not require public dissemination to
serve the purposes of the Dodd-Frank Act under Part 43. We believe that the same logic
applies to Part 45 and Part 46. Moreover, given that all market-facing swaps will be
reported by the relevant reporting party, the risk associated with the internal swaps of all
end-user groups will already be included in the information provided to the CFTC. The
administrative and managerial costs and burdens of applying the same rules to inter-
affiliate swaps as are applied to the related market-facing swaps would appear to us to
outweigh any regulatory benefit associated with the reporting of these inter-affiliate

swaps.
Documentation and Risk Management Requirements

For the reasons outlined above, we believe that the costs associated with
the imposition of the documentation requirements and risk management procedural
- requirements imposed on inter-affiliate swaps significantly outweigh any perceived
benefit to the financial system. Particularly in the case of companies outside the financial
institution sector, which comprise by far the largest group of companies that will be
subject to these requirements, the Proposed Rule will in many cases mandate a substantial
change in the processes and procedures currently maintained by these companies. "
Companies should have the flexibility to engage in prudent risk management for their
corporate group in a manner consistent with the overall level of risks to their business.
The level of documentation necessary for inter-affiliate swaps should be part of that
analysis and should be left to the boards and management of companies to determine in
the reasonable exercise of their fiduciary responsibilities.

We thank you for the opportunity to comment on the Proposed Rule for
the inter-affiliate exemption from mandatory clearing of swaps under the Dodd-Frank




Act. We would be pleased to discuss the contents of this letter in greater detail with the
CFTC. Please feel free to the undersigned at 212-474-1270 or wrogers@cravath.com
with questions you may have regarding the contents of this letter.

Very truly yours,

W [ i

William P. Rogers, Jr.

David A. Stawick, Secretary
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street NW
Washington, DC 20581




