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August 16, 2012

Mr. David A. Stawick

Secretary of the Commission

Commodity Futures Trading Commission
Three Lafayette Centre

1155 21% Street, NW

Washington, DC 20581

Re: Clearing Exemption for Certain Swaps Entered Into by Cooperatives (Exempt Cooperatives),
[RIN 3038-AD47]

The National Rural Utilities Cooperative Finance Corporation (CFC) appreciates this opportunity to
provide comments to the Commodity Futures Trading Commission (CFTC or Commission). CFC
strongly supports the proposed rule on Clearing Exemption for Certain Swaps Entered Into by
Cooperatives (Cooperative Exemption or NPRM). We agree with the Cooperative Exemption’s
underlying premise that the member-owned nature of cooperatives means that a qualifying cooperative is
acting on behalf of its non-financial end-user members. Therefore it is both logical and sound policy to
pass-through the end-user exception available to members of the cooperative to the cooperative itself. We
appreciate the CFTC taking into account the June 15, 2011 comment letter advocating an exemption such
as the one proposed in the NPRM which was signed by approximately 500 individuals associated with
CFC’s nonprofit member rural electric cooperatives.'

The Cooperative Exemption makes sense, represents good policy, protects the public interest, and is
consistent with both Congressional intent > and the specific provisions of the Dodd-Frank Wall Street
Reform and Consumer Protection Act (DFA). Consistent with the pass-through premise of the proposed

YFor your convenience, the June 15, 2011 letter is attached as Exhibit 1.

? For instance, in addition to the rationale for the proposed Cooperative Exemption described in this letter, section
722(f) of the DFA states that public interest waivers should be provided for certain swap transactions involving
rural electric cooperatives. Section 722(f) states that: “If the Commission determines that the exemption would be
consistent with the public interest and purposes of this Act, the Commission shall...exempt from the requirements
of this Act an agreement, contract, or transaction that is entered into...between entities described in section 201(f)
of the Federal Power Act....” Entities described in 201(f) can include CFC because it acts as an “instrumentality” of
its member rural electric cooperatives. The Federal Power Act defines 201(f) entities to include, “an electric
cooperative that receives financing under the Rural Electrification Act of 1936 (7 U.S.C. 901 et seq.) or that sells
less than 4,000,000 megawatt hours of electricity per year, or any... instrumentality of any one or more of the
foregoing.” (emphasis added).



Cooperative Exemption, swaps that would be exempt from clearing requirements under the Cooperative
Exemption would be subject to the same limits imposed on end-users in the end-user exception to
clearing.” Thus CFC believes that the proposed Cooperative Exemption would promote fair competition,
consistent with the requirements of section 4(c) of the Commodities Exchange Act (CEA). Also, given
the limited nature of the proposed exemption, the proposal represents a responsible financial innovation,
also consistent with the requirements of section 4(c) of the CEA, and is a reasoned approach to limiting
risk.

The Cooperative Exemption is extremely narrowly constructed. The CFTC estimates that approximately
ten cooperatives will be eligible for the Cooperative Exemption.' Specifically, the proposed Cooperative
Exemption applies only to cooperatives that:

(i) are financial entities as defined in section 2(h)(7)(C)(i) of the CEA, solely because of
section 2(h)(7)(C)(i)(VIII) of the CEA’;

(ii) are formed and existing as a cooperative pursuant to Federal or state law; and

(iii)  consist only of members that are entities that could elect the end-user exception
themselves.’

Questions Posed in the Notice of Proposed Rulemaking

As discussed above, CFC strongly supports the proposed Cooperative Exemption. The following are our
comments in response to questions posed in the preamble to the proposal. For ease of reference, we have
reiterated the questions asked in the preamble to the NPRM in italics followed by CFC’s response.

Q: Has the Commission correctly limited the exemption to cooperatives in which each member is: a non-
financial entity, a financial entity to which the small financial institution exemption applies, or a
cooperative each of whose members fall into those categories?

A: We believe the proposal correctly implements the Commission’s stated goal.

3 “End-User Exception to the Clearing Requirement for Swaps,” 77 Fed. Reg. 42560-42591 (July 19, 2012).
% 77 Fed. Reg. at 41946.

> That section defines a financial entity for purposes of the CEA as “a person predominately 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.” Section 1843(k) includes lending activities within its list of enumerated activities that are financial in nature.

® As the Commission noted in the preamble to the proposal, the limitations assure that the Cooperative Exemption
will not be available to cooperatives that have members that are non-exempt financial entities as defined in
Section 2(h)(7)(C) of the CEA. For example, the Commission notes that the Cooperative Exemption would not be
available to the Federal Home Loan Banks, whose membership includes financial entities that are not small
financial institutions. 77 Fed. Reg. at 41942, fn. 15.



Q: Are there cooperatives in which not all members are a non-financial entity, a financial entity to which
the small financial institution exemption applies, or a cooperative each of whose members fall into those
categories? If so, should the proposed definition of "exempt cooperative" be modified to include them?

A: CFC is in agreement with the approach taken in the proposed rule that limits the exemption in a
manner consistent with the premise of the pass-through concept.

Q: Would such inclusion undermine the narrow pass-through focus of the rule?

A: Because CFC is in agreement with the approach taken by the CFTC in the proposed rule, CFC is not
advocating for such a change to the definition of “exempt cooperative.”

Q: Is it possible that financial entities that do not currently operate as cooperatives and for which the
clearing requirement is intended could reorganize or create cooperatives to take advantage of the
proposed cooperative exemption? If so, how could the proposed rule be modified to prevent that from
happening?-

A: CFC believes it would be difficult for financial entities that are not organized as cooperatives to
reorganize or create cooperatives as most financial entities are stock corporations and could not easily
reorganize into cooperatives.

Q: Should affiliates of financial entities identified in Sections 2(h)(7)(C)(i)(1) through (VII) of the CEA be
expressly excluded from the definition of exempt cooperative?

A: CFC is in agreement with the proposed rule which would exclude such affiliates from the exemption.

Q: The Commission invites comment on whether the types of swaps for which the cooperative exemption
may be elected should be expanded or further limited and why. If so, please describe such
expansion/limitation specifically.

A: CFC is in agreement with the proposed rule. CFC currently only uses interest rate swaps. In the past
when CFC had certain foreign denominated debt, it used currency swaps to mitigate risk. CFC urges the
Commission to ensure that interest rate swaps and currency swaps (if not determined to be exempt from
the definition of swap by the Secretary of the Treasury pursuant to Section 1a(47)(E) of the CEA) are
eligible for exemption from clearing in any final rule implementing the proposed Cooperative Exemption.



Q: Is the provision allowing for swaps that hedge or mitigate risk "related to loans to members" too
limited or not limited enough?

A: CFC agrees with this limitation and believes that it is consistent with the pass-through concept
underlying the proposed Cooperative Exemption and that this limitation is also consistent with section
722(f) of the DFA.

Q: What clarifying language could be added to more effectively identify such swaps that would be
consistent with the rationale used for the proposed rule regarding the cooperative standing in place of its
members when entering into hedging swaps with other financial entities?

A: CFC does not believe that any clarifying language is necessary.

Q: Are there practical or other considerations in identifying which swaps serve to hedge or mitigate the
risk of member loans or member loan related swaps?

A: CFC believes that this standard is appropriate and that it can be implemented in a practical manner.

Q: Are there additional or alternative considerations that should be reviewed by the Commission
regarding the proposed cooperative exemption?

A: Yes. For the sake of consistency in referring to financial entities and non-financial entities, CFC
suggests a modification to the cross reference to the definition of hedging or mitigating commercial risk
in 39.6(c). Section 39.6(c)(1)(i) refers to “the reduction of risks in the conduct and management of @
commercial enterprise, where the risks arise from ...” (emphasis added). We suggest that the CFTC add
a provision which provides that the term “a commercial enterprise” as used in 39.6(c)(1)(i) be replaced
with the term “exempt cooperative.” This change will promote clarity as non-financial entities are
sometimes referred to as commercial entities, and is consistent with the approach taken by the CFTC
elsewhere in the NPRM.®

CFC would also like to request that the CFTC coordinate with the prudential regulators that are currently
drafting margin requirements for non-cleared swaps, that is the Office of Comptroller of the Currency, the
Board of Governors of the Federal Reserve System, the Federal Deposit Insurance Corporation, the Farm
Credit Administration, and the Federal Housing Finance Agency, (collectively, the Agencies). CFC urges
the CFTC and the prudential regulators to take an approach in finalizing their proposed rules on margin

7 see supra fn. 2.

8 see proposed & 39.6(f)(2)(i), which provides that the term “insured depository institution” as used in 17 C.F.R. §
1.3(ggg)(5)(i), (ii), and (iii) is replaced with the term “exempt cooperative.”

4



required for uncleared swaps that is consistent with the pass-through approach taken in the proposed
Cooperative Exemption. In other words, CFC requests that the CFTC and the prudential regulators not
impose minimum regulatory margin thresholds for swaps that would be exempt from clearing under the
proposed Cooperative Exemption, but instead follow the approach taken in the proposed margin
requirement rules for non-financial counterparties and only require the posting of margin required
pursuant to the credit support arrangement between the parties.’

Q: Would a cooperative exemption have any adverse impact on competition?

A: CFC does not believe the proposed Cooperative Exemption would have an adverse impact on
competition. The proposed Cooperative Exemption is based on the pass-through concept and is simply
extending to the cooperative entity, the exemption to which its members would otherwise be entitled.
Also, as noted above, the exemption has been narrowly drawn, and thus should mitigate the impact on
competition.

Q: Would a cooperative exemption have an impact on fees or other charges for any products and/or
services?

A: Yes, the Cooperative Exemption would permit CFC to avoid cost increases that would be passed onto
our member rural electric cooperatives. CFC and its nonprofit members depend on the flexibility and
cost-effectiveness of the over-the-counter interest rate swaps market. A key component of CFC’s ability
to keep funding costs low and provide members with flexibility in managing their debt portfolios as well
as attractive interest rates has been CFC’s ability to utilize over-the-counter derivatives to hedge interest
rate risk, never to speculate. As a result, our members benefit by paying lower rates. Those benefits are
passed on to the rural ratepayer customers our members serve. If we were required to post margin, as
contemplated in the NPRM, our costs would rise significantly, and we would have to pass those costs on
to our members. The proposed Cooperative Exemption is also consistent with Congressional intent in
providing special treatment for rural electric cooperatives and their instrumentalities, such as CFC."’

Q: Would a cooperative exemption result in efficiencies or other benefits not described in this NPRM?

A: CFC currently engages in uncleared swaps in connection with its lending activities. The primary
benefits to CFC’s member-owners, the rural electric cooperatives, of using uncleared swaps are the lower

% As the Agencies noted in their notice of proposed rulemaking, the DFA requires the CFTC, the Securities and
Exchange Commission, and the Agencies to establish and maintain, to the maximum extent practicable, capital and
margin requirements that are comparable, and to consult with each other periodically (but no less than annually)
regarding these requirements. 77 Fed. Reg. at 27566 (May 11, 2011).

10 gee supra fn. 2.



costs and increased flexibility associated with such transactions, as discussed in response to the prior
question. CFC also realizes benefits that may be broadly characterized as reduced funding costs and
efficiency related benefits, which we summarize below. We would, once again, urge the CFTC to
coordinate with the Agencies with respect to their proposed margin rulemaking to ensure that uncleared
swaps receive consistent treatment, as the benefits also arise from CFC’s ability to utilize swaps that are
not currently subject to margin requirements.

The Proposed Cooperative Exemption Would Result in Efficiency-Related Benefits

e Over-the-counter (OTC) swaps are more efficient because they can be tailored for specific
transactions, e.g., based on amount and term. In addition, OTC swaps allow for more efficient
one-off match funding.

e CFC offers its nonprofit member cooperatives substantial flexibility in interest rate terms so that
they can best achieve their public purpose objectives. Thus, these cooperatives drive CFC’s
balance sheet. As a Cooperative lender with the aim of providing our members with the lowest
cost financing and given the flexibility that our members need, it is more efficient for CFC to use
interest rate swaps to manage the unknown future interest rate decisions that our members will
make, rather than embedding costly optionality into CFC's funding instruments. When our
members do switch from variable rates to fixed rates, to minimize the resulting mismatch CFC
uses interest rate swaps to convert the liability cash-flow streams to match this movement. If it
was not for swaps, CFC could not do this in the cash-market because CFC generally issues bullet,
non-callable bonds.

e CFC follows a match-funding policy where loan cash-flows are matched with cost of borrowings
and equity to mitigate interest rate risk. If CFC could not enter into tailored OTC swaps, CFC
would have more difficulty in efficiently match-funding these types of loans using a cash market
instrument.

e The cost and administrative burden of posting collateral to a central clearinghouse would have a
substantial negative effect on CFC’s business. Collateral posting requires daily valuation. This
additional work would mean that costs would be incurred for additional staff resources that would
be needed to manage this operation.

Background on CFC

CFC is a nonprofit, member-owned cooperative that was incorporated under the District of Columbia
Cooperative Association Act in April 1969. The National Rural Electric Cooperative Association, an
association of approximately 1,000 nonprofit, rural electric utility cooperatives serving rural America,

was instrumental in forming CFC. As a cooperative, CFC is 100% owned by and serves its membership,
which consists solely of member-owned nonprofit entities or subsidiaries or affiliates of nonprofit entities.
The great majority of CFC members are member-owned cooperatives, with a small number being public
corporations, utility districts or national, regional or statewide associations of cooperatives.



From its inception, CFC’s purpose has been to provide its members with loans, and other types of

financing, to supplement the loan programs of the Rural Utilities Service (RUS), an agency of the U.S.
Department of Agriculture. With the help of CFC financing, its members acquire, construct, maintain,
upgrade and operate all types of electric distribution, generation, transmission and related facilities. At
May 31, 2012, loans and guarantees outstanding to CFC’s borrowers totaled approximately $20 billion.

As a nonprofit cooperative, CFC’s objective is to offer its members cost-based financial products and
services consistent with sound financial management and is not to maximize net income. Thus, CFC’s
purpose is to maximize benefits for its nonprofit, consumer-owned rural electric cooperative members.
Approximately 190 CFC members receive 100% of their financing from CFC, with the balance of
approximately 800 members receiving financing at varying levels from CFC, RUS and other sources.
CFC’s members provide reliable, affordable electricity in 48 states to individuals, families, public
agencies and businesses encompassing a population of approximately 42 million people.

Conclusion

For the reasons noted above, we strongly support the proposed Cooperative Exemption. We appreciate
your consideration, and we would welcome the opportunity to further discuss our views. Please do not
hesitate to contact Richard E. Larochelle, CFC’s Senior Vice President of Corporate Relations, at (703)
467-7406, rich.larochelle@nrucfec.coop should you wish to discuss any of our comments or need
additional information.
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June 15, 2011

Commodity Futures Trading Commission
1155 21st Street NW
Washington, DC 20581

As member-owners of the National Rural Utilities Cooperative Finance Corporation (CFC), our
wholly owned cooperative that provides us with financing, we encourage the CFTC to clarify in
rulemaking that CFC, as an “end user” of derivatives, is exempt from the new margining and
clearing requirements under the Dodd-Frank Act (DFA).

By way of background, CFC is a nonprofit cooperative entity created and owned by consumer-
owned rural electric cooperatives (RECs). We, the RECs, established CFC in 1969 to supplement
the loan programs of the U.S. Department of Agriculture. Since that time, we have continued to
rely on CFC to provide us the financing necessary to deliver our end product — electricity — to
consumers. CFC’s loans to us enable us to provide electric power service to more than 42 million
rural Americans in 47 states.

Congress explicitly recognized that end users of over-the-counter (OTC) interest rate swaps
should be exempt from margining and clearing requirements. Under the DFA, Congress provided
electric cooperative end users a clear exemption from the margining and clearing requirements
for swaps used to mitigate our own business risks. In connection with making loans to us, CFC
also uses OTC interest rate swaps to mitigate its business risks. If new requirements are imposed
on CFC, the increased cost will undoubtedly be borne by our rural electric consumers in the form
of higher rates.

We encourage the CFTC to “look through” CFC to its REC member-owners and clarify that, as a
nonprofit lender owned and controlled by the entities exempted under the DFA, CFC is provided
a clear exemption from margining and clearing requirements for the following reasons:

e CFC is a captive nonprofit cooperative created by, and wholly owned by,
electric cooperatives;

e CFC is owned and controlled by its REC members on a “one member, one
vote” basis;

e CFC uses swaps only to mitigate the commercial risk arising from lending to
its electric cooperative members; and

e CFC never uses derivatives for speculative purposes.

We strongly urge that CFC, our wholly owned and controlled financing arm, be afforded the
same exemptions as its REC member-owners from margining and clearing requirements. We
appreciate your consideration of our views.

Sincerely,
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