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Securities Regulation Daily Wrap Up, DERIVATIVES—CFTC proposes
margin for uncleared swaps; adopts utility exception, (Sep. 17, 2014)
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By Jim Hamilton, J.D., LL.M.

The CFTC has adopted a final rule ensuring that many of the small utility companies that serve communities
across the nation can reduce their risk of doing business when it comes to the cost of fuel. At the same time, the
CFTC proposed a globally important rule imposing margin requirements for uncleared swaps. A key mandate
of the Dodd-Frank Act was central clearing of swaps. The proposed rule will be a significant tool to monitor and
mitigate risk.

The final rule permits a person who enters into utility operations-related swaps, as defined, with defined utility
special entities to exclude those swaps in calculating the aggregate gross notional amount of the person’s swap
positions, but solely for purposes of the Special Entity De Minimis Threshold. The goal of the rulemaking is to
encourage more counterparties to enter into utility operations-related swaps that utility special entities need to
provide continuous service to their customers and to more cost-effectively manage the commercial risks of their
operations.

The rule defines a “utility operations-related swap” as a swap to which one of the parties is a utility special entity
and the utility special entity is using the swap to hedge or mitigate commercial risk. A “utility special entity”
is a special entity that owns or operates electric or natural gas facilities, electric or natural gas operations, or
anticipated electric or natural gas facilities or operations; supplies natural gas or electric energy to other utility
special entities; has public service obligations or anticipated public service obligations under federal, state or
local law or regulation to deliver electric energy or natural gas service to utility customers; or is a federal power
marketing agency as defined in Sec.3 of the Federal Power Act.

Margin for uncleared swaps. With regard to the proposed swaps margin rules, the commissioners were very
concerned with the cross-border implications of the rules. The proposed rules are very similar to the standards
issued by the Basel Committee and IOSCO in September of 2013. In a few instances the Commission and the
Prudential Regulators are stricter. For example the international standards would permit limited rehypothecation
of initial margin. The proposed rules would prohibit it.

The proposed rules require swap dealers and major swap participants to post and collect margin in their swaps
with one another. They must also do so in their swaps with financial entities if the level of activity is above
certain thresholds. This focus on swap dealers and major swap participants is appropriate, said CFTC Chair
Tim Massad, since they are the participants that much of our oversight is focused on. Importantly, the proposal
does not require commercial end-users to post or collect margin. The new margin proposal would establish initial
and variation margin requirements for uncleared swaps between swap dealers and others, and certain financial
entities with material swap exposures. It also contains important risk-management and documentation provisions
for swap dealers and major swap participants.

The proposal defines an “uncleared swap” as one that is not cleared by a registered derivatives clearing
organization or a clearinghouse eligible to rely upon no-action relief issued by the CFTC’s staff or a Commission
exemption

The importance of international harmonization cannot be understated, said the CFTC chair. It is particularly
important to reach harmonization in the area of margin for uncleared swaps because this is a new requirement
and the CFTC does not want to create the potential for regulatory arbitrage in the market by creating
unnecessary differences. Margin for uncleared swaps goes hand in hand with the global mandates to clear
swaps. Imposing margin on uncleared swaps will level the playing field between cleared and uncleared swaps
and remove any incentive not to clear swaps that can be cleared The chair is firmly committed to working with
the European Commission on this issue. In particular, it is very important that they recognize U.S. exchanges
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and clearinghouses to prevent any potential for market disruption, and so that European market participants can
continue to trade and clear transactions in the United States.

Commissioner Mark Wetjen said that he is most eager to review public comments relating to the alternatives
proposed for the cross-border application of the margin rules. Unlike previous drafts, and as a result of many
discussions between Commissioners in recent days, the preamble now seeks public comment on three
approaches to applying margin rules in a cross-border context. One option, which he favors, proposes that the
margin rule be applied as a transaction-level requirement under the Commission’s cross-border guidance. In
his view, the cross-border guidance recognized that capital rules interact with the margin rules to the extent
additional capital is required when trades are not fully margined.

The proposal would lower the $11 billion threshold in the Global Margin Framework to $3 billion which, in the
view of Commissioner Wetjen, means more and smaller financial end-users may be required to post initial
margin. Considered by itself, he reasoned, the rationale for departing from the Global Margin Framework may be
sound, but he is concerned that the lower threshold may complicate the recognition of foreign margin rules and
perhaps negatively impact global harmonization incentives.
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