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The Commodity Futures Modernization Act of 2000
(H R 5660) (the "Act") was signed into | aw by President
Clinton on Decenber 21, 2000.' The Act represents a
sweepi ng overhaul of the provisions of the Comodity
Exchange Act (the "CEA")

The Act addresses uncertainties regarding the
status of over-the-counter ("OIC') derivatives and hybrid
instrunments under the CEA through a nunber of statutory
excl usions and exenptions. The Act al so addresses
uncertainties regarding the status of certain non-retai
swaps under the Securities Act of 1933 (the "1933 Act") and
the Securities Exchange Act of 1934 (the "1934 Act") by
clarifying that while such swaps are not securities under
those statutes, specific fraud, manipul ation and i nsider
tradi ng prohibitions neverthel ess apply to certain security-
based swap agreenents. This Menorandumw || concentrate on
t he foregoing aspects of the Act.

The Act also restructures the regul ation of
exchange-traded futures contracts under the CEA. In
addition, the Act permts, for the first tinme, the trading
in the United States of futures contracts on individual
equity securities and narrow groups and indices of such
securities. Finally, the Act authorizes the clearing of OIC

derivatives and establishes a framework for the regul ation

! The Act was passed as part of H R 4577, the
Consol i dat ed Appropriations Act, 2001.
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of clearing organizations. These aspects of the Act will be
summari zed at the end of this Menorandum

The Commodities Futures Tradi ng Conm ssion (the
"CFTC') approved rules consisting of four separate rel eases
on Novenber 22, 2000, that contained many provisions simlar
to the provisions of the Act. 1In a release issued on
Decenber 21, 2000, and effective as of Decenmber 28, 2000,
the CFTC wthdrew al nost all the new rules as a result of
t he enactnment of the Act.

l. Executi ve Sunmary

The key provisions of the Act fromthe point of
vi ew of OTC derivatives include the follow ng:

1. Legal Certainty.

Concerns about the enforcenent of OTC derivatives
transactions due to the exchange-tradi ng requirenent of the
CEA have been fully put to rest. Under the Act, no contract
shal | be unenforceabl e under the CEA or any other provision
of Federal or State | aw based on a failure to conply with
any exenption or exclusion fromany provision of the CEA

2. OIC Deri vati ves.

The Act excludes fromthe coverage of the CEA and

regul ation by the CFTC a broad range of swap agreenents and
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other OTC derivatives that are not executed on a trading
facility.
Transactions invol ving any cormmodity (other than an
agricultural commodity) that are not executed on a
trading facility are excluded fromthe CEA if they are
entered into solely by eligible contract partici pants?
and are subject to individual negotiation.
Al so excluded fromthe CEA are transactions involving
"excluded commodities" (a broad range of interest rate,
currency, credit, equity, weather and other
derivatives, but not energy products, chem cals or
metal derivatives) that are not executed on a trading
facility and are entered into solely by eligible
contract participants.
Transactions invol ving "exenpt commodities"
(commodi ties other than excluded commodities or
agricultural comodities, but including commodities

such as energy products, chemcals and netals) are

2 The Act's definition of "eligible contract participant"”
is based upon the CFTC s definition of "eligible swap
participant” in the 1993 Swaps Exenption, but, as expl ai ned
below, it has been expanded in several respects.
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simlarly excluded fromthe CEA, but remain subject to
the CFTC s antifraud and anti mani pul ati on jurisdiction.

The Act al so provides exclusions for transactions

entered into through electronic trading facilities.

The Act excludes fromthe CEA any transaction invol ving
an excluded commodity that is executed through an
electronic trading facility by eligible contract
participants trading on a principal-to-principal basis
or by certain authorized fiduciaries or investnent
manager s.
The Act al so provides an exclusion for any transaction
i nvol ving an exenpt commodity that is executed through
an electronic trading facility by certain conmercia
entities trading on a principal-to-principal basis.
Such transactions wll be subject to the CFTC s
antifraud and anti mani pul ation authority, and the
facility will be subject to certain recordkeeping,
price dissem nation, reporting and rel ated
requirenents.

In addition, the Act creates, as part of the

separate "Legal Certainty for Bank Products Act of 2000", an

exclusion fromthe CEA for certain individually negoti at ed
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swap agreenents offered by banks to eligible contract
partici pants.

3. Hybrid Instrunents.

The Act excludes from coverage of the CEA and
regul ation by the CFTC hybrid instrunents that are
"predom nant|y" securities. A hybrid instrunment is
"predom nantly" a security for these purposes if the issuer
receives full paynent of the purchase price substantially
cont enporaneously with delivery, the holder is not required
to make any additional paynents to the issuer, the issuer is
not subject to mark-to-market margining requirenents and the
instrument is not marketed as a futures contract (or option
t her eon) .

The Act al so adds, as part of the separate Legal
Certainty for Bank Products Act of 2000, a parallel
exclusion fromthe CEA for hybrid instruments that are
predom nantly identified banking products.

4. Treasury Anendnent.

The Act anmends the "Treasury Amendnent” to excl ude
fromthe CEA transactions involving foreign currency,
governnmental securities, security warrants, security rights,
resal es of installnment |oan contracts, repurchase

transactions in "excluded commodities" or nortgages or
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nort gage purchase commtnents that are not futures contracts
(or options thereon) or commodity options conducted on
"organi zed exchanges". An "organi zed exchange" is defined
as atrading facility that permts trading by or on behalf
of a person that is not an eligible contract participant or
by persons other than on a principal-to-principal basis, or
t hat has adopted rules that govern the conduct of certain
participants and provide disciplinary sanctions.

The Act grants jurisdiction to the CFTC over
foreign currency futures contracts or options (other than
options traded on a national securities exchange) entered
into with persons that are not "eligible contract
participants", unless the relevant dealer is one of an
enuner at ed group of regulated entities.

5. Treatnent of Swaps under the Securities Laws.

The Act anmends the 1933 Act and the 1934 Act to
provi de that swap agreenents, whether or not based on
securities prices, yields or volatilities, are not
securities under those statutes.

Swap agreenent is defined broadly for this purpose with
respect to transactions that are between eligible
contract participants and the material economc terns

of which are subject to individual negotiation.
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Swap agreenents that are based on securities prices,
yields or volatilities are, however, subject to
specific antifraud, antimani pulation and anti-i nsider
tradi ng provisions of the 1933 Act and 1934 Act.

The SEC neverthel ess may neither require the

regi stration of securities-based swap agreenents nor
promul gate or enforce rules or orders that inpose
reporting or recordkeeping requirenents or other
procedures or standards as prophylactic neasures
agai nst fraud, manipulation or insider trading with
respect to securities-based swap agreenents.

6. Cearing.

The Act permts clearing of OIC derivatives
transactions w thout disqualifying those transactions from
any of the exclusions discussed above. The Act requires,
however, that clearing of excluded OTC derivatives
transactions occur through a clearing organization regul ated
by the SEC, the CFTC or the Federal banking regul ators.

I'l. Background

The CEA was signed into lawin 1974. Until
anended by the Act, the CEA required that futures contracts
be traded on a regul ated exchange. A futures contract

traded off an exchange was illegal and unenforceable. In
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1974 this draconi an standard was sensi bl e because the
meani ngs of "futures" and "exchanges" were reasonably clear
in view of the types of transactions and trading systens in
exi stence at that time. The devel opnent of OTC derivatives
transactions since the early 1980's reduced this clarity and
led to concerns about the enforceability of certain
derivatives transactions under the CEA

The CFTC mtigated this uncertainty when it issued
the Swaps Policy Statenment in 1989. The uncertainty was
further reduced with the passage in late 1992 of the Futures
Tradi ng Practices Act and the rel ated adoption by the CFTC
of the Swaps Exenption in early 1993. Concerns about
enforceability remai ned, however, because the Swaps
Exenpti on does not apply to securities-based derivatives
(e.g., equity derivatives and certain credit derivatives).
This limtation in the Swaps Exenption was due to the
express requirenents of the Futures Trading Practices Act.
The enhanced popul arity of securities-based derivatives
since 1993 has increased the uncertainty that remained after
t he adoption of the Swaps Exenption. Moreover, the terns of
t he Swaps Exenption have becone | ess useful over tinme as

derivatives activities have evol ved si nce 1993.
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Certain actions by the CFTC al so increased | egal
certainty concerns. The enforcenent orders of the CFTC
i nvol vi ng Bankers Trust Conpany (Decenber 22, 1994) and MG
Refining and Marketing, Inc. (July 27, 1995) suggested that
the CFTC believed that at |east sonme OTC derivatives
constitute "futures". In 1998, the CFTC i ssued a concept
rel ease regarding OIC derivatives that was perceived by many
as a precursor to reqgulating these transactions as futures.
This created both regulatory and enforceability
uncertainty. Congress responded by adopting a six-nonth
noratoriumon the CFTC s ability to regulate OTC derivatives
in order to give the President's Wrking Goup on Financial
Mar kets an opportunity to conplete a study on the rel evant
issues. In Novenber 1999 the President's Wrking G oup
conpl eted its unani nous reconmendations on OIC derivatives
and presented its findings to Congress.® Those
recomendati ons provided the foundations for the Act.

There al so has been uncertainty about the status

of OTC derivatives under the 1933 Act and the 1934 Act. The

3 See Report of the President's Wrking G oup on
Fi nanci al Markets, "Over-the-Counter Derivatives Markets and
the Comodity Exchange Act" (Novenber 1999).
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SEC s order inposing sanctions on Bankers Trust Conpany
(Decenber 22, 1994) used what many considered to be a broad
definition of a "security" in order to assert regul atory
jurisdiction in that situation. There also has been private
l[itigation in the U S that has included broad assertions
that OTC derivatives transactions constitute securities
under the 1933 Act and the 1934 Act.

| SDA has been working to increase |egal and
regul atory certainty for OIC derivatives under the CEA since
1988. The passage of the Act represents the successful
cul m nation of many years of work by | SDA and numerous ot her
interested parties. It is also notable that the Act
clarifies the status of OIC derivatives under the U S
securities | aws.

[11. Definitions

Certain terns are fundanental to understanding the
| egal certainty provisions of the Act. A summary of the key
terms is set forth bel ow

1. Agreenents, Contracts or Transactions.

Nunmer ous provisions of the Act apply to
"agreenents, contracts or transactions". The Swap Exenption
adopted by the CFTC in 1993 applies to "swap agreenents".

Clearly, the new exclusions in the Act no |onger require

[ NYCORP; 1199256. 5: 4270f : 01/ 05/ 01-10: 43a]



14

that the subject transaction constitute a "swap agreenent".
This change to a nore generic termelimnates any
suggestion that there is a separate requirenent that a
transacti on neet sone test of being a certain type of
agreenent before being excluded fromthe CEA. References to
"any transaction" or "transactions" in this Menorandum
shoul d be understood as references to "any contract,
agreenent or transaction" or "contracts, agreenents or
transactions".

2. Eligible Contract Participant.

Several sections of the Act condition an exclusion
or an exenption on the requirenent that a transaction
involve "eligible contract participants”. The term
"eligible contract participant” should include al
derivatives dealers that are | SDA nenbers and nost of their
counterparties. The term"eligible contract participant” is
broader than "eligible swap participant” in the CFTC s 1993
Swaps Exenption in several respects. First, "eligible
contract participant” includes natural persons with nore
t han $5, 000,000 in assets who enter into the related
transaction for risk managenment purposes. It also includes
non-U. S. regul ated i nsurance conpani es and regul at ed

i nsurance conpany affiliates as well as non-U.S. banks and
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their U S. branches and agencies. Finally, "eligible
contract participant” includes certain eligible contract
partici pants acting as brokers, agents, investnent advisors
or fiduciaries. "Eligible contract participant” in rel evant
part includes:

(A) acting for its own account--

(1) a financial institution (any U S
depository institution, any non-U S. bank or U S
branch or agency of a non-U. S. bank, any financi al
hol di ng conpany or any trust conpany);

(2) an insurance conpany regulated by a State
or subject to simlar non-U S. regulation,
including regulated affiliates;

(3) a U S regulated investnent conpany or a
non-U. S. entity subject to simlar regulation;

(4) a corporation, partnership or other
entity that has total assets in excess of
$10, 000, 000;

(5) an ERI SA enpl oyee benefits plan that has
total assets in excess of $5, 000, 000;

(6) a registered broker-deal er or a broker-

deal er subject to simlar non-U S. regulation;
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(7) an individual with total assets in excess
of $10, 000,000 (or in excess of $5,000,000 and who
enters into the transaction for risk nmanagenent
pur poses) ;

(B) an eligible contract participant

described in (a)(1), (2), (4) or (6) above or in (O
bel ow when acting as a broker or performng a simlar
agency function on behalf of any other eligible
contract participant; or

(C) a registered investnent advisor, a registered
comodity trading advisor (or, in either case, a non-
U.S. person subject to simlar regulation) or an
eligible contract participant described in (A (1), (2),
(4) or (6) above when, acting as an authorized
i nvest ment manager or fiduciary.

The distinction made in (B) and (C) above is

rel evant to the exclusion for transactions in an excluded

commodity executed on an electronic trading facility in new

* The definition of "eligible contract participant" also
covers material associated persons of broker-dealers,
futures comm ssion nerchants, floor brokers, floor traders,
governnmental entities and commodity pools.
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Section 2(d)(2) of the CEA, which is available if the
transaction either is entered into on a principal-to-
principal basis or as described in (C above (but not in (B)
above). See part V.2 bel ow

3. Trading Facility and El ectroni c Trading

Facility.

The ternms of several exclusions and exenptions
al so vary dependi ng on whether or not a contract, agreenent
or transaction is executed or traded on a "trading facility"
or an "electronic trading facility". The Act defines
"trading facility" as foll ows:

"(A) IN GENERAL. The term'trading facility’
means a person or group of persons that constitutes,
mai ntai ns, or provides a physical or electronic
facility or systemin which nultiple participants have
the ability to execute or trade agreenents, contracts,
or transactions by accepting bids and offers made by
other participants that are open to nultiple
participants in the facility or system

(B) EXCLUSIONS. The term'trading facility' does
not i ncl ude- -

(i) a person or group of persons solely
because the person or group of persons
constitutes, maintains, or provides an electronic
facility or systemthat enables participants to
negotiate the terns of and enter into bil ateral
transactions as a result of conmunications
exchanged by the parties and not frominteraction
of multiple bids and nultiple offers wwthin a
predet erm ned, nondi scretionary automated trade
mat chi ng and execution al gorithm

(1i) a government securities dealer or governnent
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securities broker, to the extent that the deal er
or broker executes or trades agreenents,
contracts, or transactions in governnent
securities, or assists persons in conmunicating
about, negotiating, entering into, executing, or
tradi ng an agreenent, contract, or transaction in
governnment securities . . .; or

(ti1) facilities on which bids and offers, and
acceptances of bids and offers effected on the
facility, are not binding.

Any person, group of persons, deal er, broker, or
facility described in clause (i) or (ii) is excluded
fromthe nmeaning of the term'trading facility' for the
pur poses of this Act wi thout any prior specific
approval, certification, or other action by the

Commi ssion. "

Speaking in the Senate on Decenber 15, 2000, Senator Lugar,
Chai rman of the Senate Agriculture Commttee, further
clarified the definition of a "trading facility' by

expl ai ning that such exclusion attenpts:
" to address the advent of electronic trading
and the changi ng and innovating nature of the financial
i ndustry. Indeed, we are keenly aware that there are
new y energing electronic systens that provide for the
el ectroni c negotiation of swaps agreenents between and
anong | arge banks and ot her sophisticated nmaj or
financial institutions acting as dealers. W do not
intend for these systens to cone within the definition
of trading facilities."” 146 Cong. Rec. S11925 (2000).

Congressman Leach, Chairman of the House Banking
Committee, made a simlar point in a Floor Statenent
rel eased on Decenber 15, 2000. He stated that:

"A final natter which deserves attention is the
definition of '"trading facility' contained in
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section 103 of the legislation. Wether an entity is a
"trading facility' has ramfications as to whether or
not the entity m ght be regul ated by the CFTC and/ or
the SEC. It should be nmade clear that the definition
of 'trading facility' is not to be construed so broadly
as to include existing and devel opi ng el ectronic
systens which permt parties to negotiate and enter
into over-the-counter derivatives transactions." Floor
St at enent of Congressman Janmes A Leach on the
Commodi ty Futures Mdernization Act (Dec. 15, 2000).

An "electronic trading facility" is defined in the
Act as a "trading facility" that:

"(A) operates by neans of an electronic or
t el ecomruni cati ons network; and

(B) maintains an automated audit trail of bids,
offers, and the matching of orders or the execution of
transactions on the facility."

4. Excluded Comodities and Exenpt Conmoditi es.

New Section 2(d) of the CEA contains a broad
exclusion for qualifying transactions in "excl uded
commodities”. New Section 2(h) of the CEA contains a
somewhat nore narrow exclusion for qualifying transactions
in "exenpt comodities”". Wile Congress wanted to provide
significant relief for transactions involving al
non-agricultural comodities, the enactnent of nore narrow
relief for exenpt comodities was due to concerns with
possi bl e mani pul ati on of the market price of such

comodi ti es.
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The term "excluded comodity” is defined to nean:

"(i) an interest rate, exchange rate, currency,
security, security index, credit risk or neasure, debt
or equity instrunent, index or neasure of inflation, or
ot her macroeconom c i ndex or neasure;
(1i) any other rate, differential, index, or neasure of
econom ¢ or commercial risk, return, or value that is--

(I') not based in substantial part on the

val ue of a narrow group of commodities not

described in clause (i); or

(I'l) based solely on 1 or nore commodities that

have no cash market;
(1i1) any econom c or commercial index based on prices,
rates, values, or levels that are not within the
control of any party to the rel evant contract,
agreenent, or transaction; or
(1v) an occurrence, extent of an occurrence, or
contingency (other than a change in the price, rate,
val ue, or level of a commodity not described in
clause (1)) that is--

(I') beyond the control of the parties to the

rel evant contract, agreenment, or transaction; and
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(I'l) associated with a financial, comercial, or

econoni ¢ consequence. "

The term "exenpt commodity” nmeans a "comodity
that is not an "excluded commodity” or an "agricul tural
commodi ty".

Many types of transactions entered into under | SDA
Mast er Agreenents involve excluded commodities. Exanples
include interest rate, currency, credit, equity and weat her
derivatives and transactions involving comodities having no
cash market. Transactions involving netals, chemcals or
energy products, however, will be considered transactions
i nvol vi ng exenpt comuoditi es.

V. Contract Enforceability

Concerns about the enforcenent of OTC derivatives
transactions due to the exchange tradi ng requirenent of the
CEA have been fully put to rest. Section 22 of the CEAis
entitled "Private Right of Action". The Act adds a new
cl ause (4) at the end of Section 22(a), which provides as
fol |l ows:

"(4) CONTRACT ENFORCEMENT BETWEEN ELI d BLE
COUNTERPARTI ES. No agreenent, contract, or transaction
between eligible contract participants or persons
reasonably believed to be eligible contract
participants, and no hybrid instrunent sold to any

i nvestor, shall be void, voidable, or unenforceable,
and no such party shall be entitled to rescind, or
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recover any paynent made with respect to, such an
agreenent, contract, transaction, or instrunment under
this section or any other provision of Federal or State
| aw, based solely on the failure of the agreenent,
contract, transaction, or instrunent to conply with the
terms or conditions of an exenption or exclusion from
any provision of this Act or regulations of the

Comm ssion." (enphasis added)

The Futures Trading Practices Act of 1992 added
provisions to Section 12(e) of the CEA that preenpted the
application of state gam ng and bucket shop laws to OIC
derivatives transactions covered by an exenption granted by
the CFTC pursuant to Section 4(c) of the CEA. The effect of
this provision was to preenpt the application of such state
laws to transactions covered by the 1993 Swaps Exenpti on.
The Act replaces Section 12(e)(2) of the CEAwith a new
provi sion that preenpts the application of state gam ng and
bucket shop laws to transactions excluded fromthe CEA or
exenpt under regul ations of the CFTC, whether or not the
transacti ons woul d ot herwi se be subject to the CEA. This
new provi sion makes preenption applicable to transactions
covered by all the new exclusions in the Act as well as by
the revised Treasury Amendnent (see part | X below and the
new exclusion for electronic trading facilities (see

part VI bel ow).

[ NYCORP; 1199256. 5: 4270f : 01/ 05/ 01-10: 43a]



23

V. Legal Certainty for Excluded Derivative Transactions

and for Excluded Swap Transactions

1. Section 2(d)(1).

New Section 2(d)(1) of the CEA states that nothing
in the CEA (other than new Section 5b, which governs the
regul ation of derivatives clearing organizations, and
revised Section 12(e)(2)(B), which is the preenption
provi sion discussed in part |V above) governs or applies to
a transaction in an "excluded comodity" if the transaction
is (A) between persons that are eligible contract
participants at the tinme they enter into the transaction and
(B) not entered into or traded on a trading facility.

The Swaps Exenption (Part 35 of the CFTC
Regul ati ons) contains four el enents:

(1) the swap agreenent is entered into between

el igible swap participants;

(2) the swap agreenent is not part of a fungible
class of agreenents that are standardi zed as to their
materi al econom c terns;

(3) the creditworthiness of the parties is a
mat eri al consideration in entering into or determning

the terns of the swap agreenent; and
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(4) the swap agreenent is not entered into or
traded through a nultilateral transaction execution
facility.

The exclusion in new Section 2(d)(1) is nuch broader than

t he exenption enbodied in the Swaps Exenption. First, a
statutory exclusion that can only be nodified by Congress is
i nherently nore robust than a regul atory exenption that can
be nodified by agency action. Second, Section 2(d)(1)
applies to any transaction and not just to swap agreenents.
Third, "eligible contract participant” is broader than
"eligible swap participant” in several respects. Fourth,
both the nonfungibility and creditworthiness requirenents in
t he Swaps Exenption have been dropped. Finally,

Section 2(d) (1) replaces "nultilateral transaction execution
facility" with "trading facility". The significance of this
| ast change will only beconme apparent over tinme as the term
"trading facility" is clarified through interpretation and
experience. There is, of course, a separate exclusion for
transacti ons executed through an el ectronic trading
facility, as explained i medi ately bel ow

2. Section 2(d)(2).

New Section 2(d)(2) of the CEA provides an

exclusion for transactions involving excluded commodities
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that are executed or traded on an el ectronic trading
facility. This exclusion covers all provisions of the CEA
except Section 5a (to the extent provided in Section 5a(qQ),
which permts a board of trade that elects to becone a

regi stered derivatives transaction execution facility to
trade on the facility any transaction involving excluded or
exenpt commodities other than securities), Section 5b
(governing the regul ation of derivatives clearing
organi zati ons), 5d (governing exenpt boards of trade) and
Section 12(e)(2)(B) (the preenption provision discussed in
part 1V above). Section 2(d)(2) states that nothing in the
CEA (except as noted i nmedi ately above) governs or applies
to a transaction in an "excluded comodity” if the
transaction is:

(A) entered into on a principal-to-principal basis
by parties trading for their own account or by a party
trading as an authorized investnent nmanager or
fiduciary as described in part 111.2.C above;

(B) between persons that are eligible contract
participants (other than when acting as a broker or in
a simlar agency function) at the tinme they enter into

the transaction; and
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(C) executed or traded on an electronic trading
facility.
Speaking in the Senate on Decenber 15, 2000,
Senat or Gramm Chairman of the Senate Banking Commttee,
expl ai ned one aspect of the principal-to-principal
requi renent as foll ows:

"The Commodity Futures Modernization Act of 2000
excludes fromits coverage agreenents, contracts or
transactions in an excluded commodity entered into on
an electronic trading facility provided that such
agreenments, contracts or transactions are entered into
only by eligible contract participants on a principal -
to-principal basis trading for their own accounts. In
sone cases, a party nmay enter into an agreenent,
contract or transaction on an electronic trading
facility that mrrors another agreenent, contract or
transaction entered into at about the sane tinme with a
custoner. The risk of one transaction may be | argely
or conpletely offset by the other; and that may be the
purpose for entering into both transactions. But the
party entering into both transactions remains liable to
each of its counterparties throughout the Iife of the
transaction. That party is simlarly exposed to the
credit risk of each of its counterparties. The fact
that a party has entered into back-to-back transactions
as descri bed above does not alter the principal-to-
princi pal nature of each of the transactions and nust
not be construed to affect the eligibility of either
transaction for the electronic trading facility
exclusion."” 146 Cong. Rec. S11867-8 (2000).

In a simlar vein, in a Floor Statenent released
on Decenber 15, 2000, Congressman Leach stated that:
"A 'principal-to-principal' transaction includes any
transacti on whereby a party to the transacti on books

the transaction for the party's own account. It
i ncludes 'riskless principal' transactions, whereby one
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party enters into a transaction and thereafter or

cont enporaneously enters into an offsetting transaction
so that the risk or paynents under the transacti ons net
out. The fact that the party has entered into off-
setting transactions in no way alters the 'principal-
to-principal' nature of the transaction, and any party
that has entered into a 'riskless principal

transaction may be assured that its contracts remain

| egal |y enforceabl e and excl uded or exenpted fromthe
jurisdiction of the CFTC and/or SEC, as applicable.”

Fl oor Statenent of Congressnman Janes A. Leach on the
Commodi ty Futures Mdernization Act (Dec. 15, 2000).

3. Section 2(Q).

Al t hough entitled "Excluded Swap Transactions",
new Section 2(g) of the CEA applies to any transaction in a
comodity other than an agricultural commodity. The
Section 2(g) exclusion covers all provisions of the CEA
subject to the sane exceptions as set forth in
Section 2(d)(2), which are explained in part V.2 imedi ately
above. Section 2(g) states that nothing in the CEA (except
as noted) governs or applies to a transaction in any
comodity (other than an agricultural commodity) if the
transaction is:

(A) between persons that are eligible contract
participants at the tine they enter into the
transacti on;

(B) subject to individual negotiation by the

parties; and
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(© not executed or traded on a trading facility.

There is a great deal of overlap between the
exclusions in Section 2(d)(1) (see part V.1 above) and
Section 2(g). Section 2(d)(1), however, applies to "excl uded
comodities", while Section 2(g) applies to all comodities
except agricultural commodities. The Section 2(g) exclusion
thus will be particularly relevant to transacti ons not
executed on a trading facility that involve netals,
chem cals or energy products. In addition, the "subject to
i ndi vi dual negotiation" requirenent in Section 2(g) does not
appear in Section 2(d)(1).

4. Title IV--Covered Swap Agreenents

As discussed in part X. 2 below, Title IV of the
Act (the Legal Certainty for Bank Products Act of 2000)
creates an exclusion fromthe CEA for "covered swap
agreenents”. The terns of this exclusion are substantially
simlar in aggregate effect to the exclusions discussed
above. On a procedural level, the exclusions discussed
above will in the first instance be interpreted by the CFTC
The exclusion for "covered swap agreenents” in Title IV of
the Act should in the first instance be interpreted by the

banki ng regul ators.
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VI. Legal Certainty for Transactions in Exenpt Conmodities

1. Section 2(h)(1).

New Section 2(h)(1) of the CEA states that nothing
in the CEA (other than as noted i medi ately bel ow) applies
to a transaction in an "exenpt commodity” if the transaction
is (A between persons that are eligible contract
participants at the tinme they enter into the transaction and
(B) not entered into on a trading facility. The provisions
of (A) and (B) immedi ately above are alnost identical to the
conpar abl e provisions of Section 2(d)(1). See part V.1
above. The only exceptions to the exclusion in
Section 2(d)(1), however, are Sections 5b and 12(e)(2)(B) of
the CEA. The exceptions to the exclusion in Section 2(h)(1)
i nclude not only Sections 5b and 12(e)(2)(B) but also a
variety of provisions proscribing fraud in connection with
comodity option transactions that are not between eligible
commercial entities and mani pul ati on of the market price of
any commodity. "Eligible comrercial entities" is defined as
certain types of eligible contract participants that
(i) have the ability to make or take delivery of the
underlying comodity, (ii) incur commodity risks in addition

to price risk or (iii) are dealers in either the underlying
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commodity or derivatives transactions involving that
comodi ty.

2. Section 2(h)(3).

New Section 2(h)(3) of the CEA provides an
exclusion for transactions involving "exenpt comodities”
that are executed or traded on an el ectronic trading
facility. Section 2(h)(3) states that nothing in the CEA
(other than as noted inmmedi ately below) applies to a
transaction in an "exenpt comodity" if the transaction is
(A) entered into on a principal-to-principal basis between
persons that are eligible commercial entities at the tine
they enter into the transaction and (B) executed or traded
on an electronic trading facility. There are various
exceptions to this exclusion. The exceptions include
Sections 5a (to the extent provided in Section 5a(g)), 5b,
5d and 12(e)(2)(B); these are the sane exceptions as
stipulated for the exclusion in Section 2(d)(2). See
part V.2 above. |In addition, the exceptions to
Section 2(h)(3) include Sections 4b and 40 of the CEA and
the related regulations proscribing fraud in connection with
comodity option transactions and Sections 6(c) and 9(a)(2)
of the CEA prohibiting mani pul ation of the market price of

any commodity. Finally, the exceptions to the exclusion in
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Section 2(h)(3) include any rules and regul ati ons adopted by

the CFTC to ensure tinely dissem nation by the electronic

trading facility of trading data if the CFTC determ nes t hat

the facility perforns a significant price discovery function

for the underlying comodity.

Section 2(h)(5) sets forth a variety of

notification, certification, access to trading protocols and

reporting obligations for any electronic trading facility
relying on the exclusion set forth in Section 2(h)(3).

VI1. Legal Certainty for Excluded El ectronic Trading

Facilities

New Section 2(e)(1l) of the CEA states that nothing

in the CEA (except the preenption provision in

Section 12(e)(2)(B)) governs or is applicable to an
electronic trading facility that limts transactions

aut hori zed to be conducted on its facilities to those
satisfying the requirenents of Section 2(d)(2) (excluded
comodities; see part V.2 above), Section 2(g) (excluded
swap transactions; see part V.3 above) or Section 2(h)(3)
(exenpt commodities; see part VI.2 above). A designated

contract market or a derivatives transacti on executi on

facility is free to establish an excluded el ectronic trading

facility.
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VIIT. Excl usion for Qualifying Hybrid Instrunents

New Section 2(f)(1l) of the CEA states that nothing
in the CEA (except the preenption provision in
Section 12(e)(2)(B)) governs or is applicable to a hybrid
instrunment that is predomnantly a security. A hybrid
instrunment is predomnantly a security if:

(A) the issuer receives paynent in full of the
purchase price substantially contenporaneously with
delivery of the instrunment;

(B) the holder of the instrunent is not required
to make any paynents to the issuer, whether as nmargin,
settl enment paynents, or otherw se, other than the
purchase price, during the life of the instrunent or at
maturity;

(C the issuer is not subject by the terns of the
instrument to mark-to-market margining requirements;?®

and

® The Act makes clear that the mark-to-market linitation
woul d not prevent an issuer of a secured debt obligation
fromincreasing the amount of collateral pledged for the
benefit of the holder to secure the issuer's repaynment
obl i gati ons.
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(D) the instrunent is not marketed as a futures

contract or option on a futures contract.

This new hybrid instrunment exclusion is
substantially broader than the existing Hybrid Instrunent
Exenption (Part 34 of the CFTC Regul ations) in several
respects. First, hybrid instrunents no | onger have to
satisfy the predom nance test of whether the aggregate val ue
of the commodity-independent conponents of the instrunment
exceeds the aggregate value of its commodity-dependent
conponents. Second, hybrid instrunents no | onger are
subject to a restriction on settlenent by delivery of an
instrunment specified in the rules of a designated contract
market. Finally, the exclusion is not subject to the
limtations fornmerly inposed by Section 2(a)(1)(B) of the
CEA (the Shad-Johnson Accord).

Hybrid instrunents that are predom nantly
identified banking products are dealt with el sewhere in the
Act. See part X 1 bel ow

| X. Legal Certainty for Treasury Amendnent Products

The Act nodifies the existing Treasury Amendnent
by providing a new Section 2(c) of the CEA. Under the new
Section 2(c), the CEA, with |imted exceptions, does not

govern or apply to a transaction in foreign currency,
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government securities, security warrants, security rights,
resal es of installnent |oan contracts, repurchase
transactions in an excluded comodity, or nortgages or

nort gage purchase commtnents. Exceptions to this exclusion
i nclude Sections 5a (to the extent provided in

Section 5(a)(g)), 5b, 5d and 12(e)(2)(B) of the CEA;, these
are the sane exceptions as stipulated for the exclusion in
Section 2(d)(2). See part V.2 above.

The Act also includes two other inportant limts
on the Section 2(c) exclusion. The first grants the CFTC
jurisdiction over futures contracts (or options thereon) or
comodity options involving any of these enunerated products
executed or traded on an "organi zed exchange". Organized
exchange is defined as a "trading facility" that
(A (i) permts trading by or on behalf of a person that is
not an eligible contract participant or (ii) permts trading
ot her than on a principal-to-principal basis or (B) has
adopted rules that (i) govern the conduct of participants
(other than with respect to the subm ssion of orders or
execution of transactions on the facility), and (ii) contain
di sci plinary sanctions (other than exclusion fromtrading on
the system). O ganized exchange does not include a national

securities exchange.
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In addition, the CFTC is granted jurisdiction over
foreign currency futures contracts (or options thereon) and
options on foreign currencies offered to be entered into
with a person that is not an eligible contract participant,
unl ess entered into on a national securities exchange or
unl ess the counterparty is one of an enunerated group of
directly or indirectly regulated entities, such as a bank or
other financial institution, broker-dealer, insurance
conpany, financial holding conpany or investnment bank
hol di ng conpany.

The changes in the Treasury Anendnent elim nate
the uncertainty in the fornmer Treasury Amendnment concerning
the definition of "board of trade" by providing that
transactions in the enunerated products are exenpt unl ess
effected on an organi zed exchange. O gani zed exchange is
defined in such a way as to exclude CEA regul ation of
transactions executed through trading facilities on which
participation is limted to eligible contract participants
dealing on a principal-to-principal basis.

X. Regul atory Responsibility for Bank Products

The Act includes a new Title IV, which is entitled
the "Legal Certainty for Bank Products Act of 2000". This

title is part of neither the banking |l aws nor the CEA
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Title I'V excludes the application of any provision of the
CEA to, and CFTC regul atory authority over, certain
identified banking products, hybrid instrunents that are
predom nantly banki ng products and covered swap agreenents.

1. ldentified Banking Products and Hybrid

| nstrunments.

Section 403 of Title IV provides an unqualified

exclusion for an identified banking product if:

(A) an appropriate banking agency certifies that
the identified banking product has been commonly
offered, entered into or provided in the United States
by any bank on or before Decenber 5, 2000, under
appl i cabl e banking | aw, and

(B) the product was not prohibited by the CEA and
not regulated by CFTC as a contract of sale of a
commodity for future delivery (or an option on such a
contract) or an option on a comodity, on or before
Decenber 5, 2000.

Section 404 of Title IV provides an exclusion from

all provisions of the CEA for new banking products offered

after Decenber 5, 2000 if:
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(A) the product is not linked to and does not
provide for delivery of any commodity (as broadly
defined in Section 1(a)(4) of the CEA); or
(B) the product or commodity is otherw se excl uded
fromthe CEA
Section 405 of Title IV provides anot her excl usion
fromall provisions of the CEA for a product that is a
hybrid instrunent that is predom nantly a banki ng product
under a predom nance test that is the sane as the test
hybrid instrunents in new Section 2(f)(1) of the CEA.  See
part VII1 above. Section 406 of Title IV sets forth
procedures for decisions on predom nance issues that involve
both the CFTC and the Board of Governors of the Federal
Reserve System

Title IV defines "identified banking product” by
reference to paragraphs (1) through (5) of Section 206(a) of
the Gamm Leach-Bliley Act, which define the termto
i ncl ude:

(1) a deposit account, savings account,
certificate of deposit, or other deposit instrunent
i ssued by a bank;

(2) a banker's acceptance;
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(3) aletter of credit issued or |oan made by a
bank;

(4) a debit account at a bank arising froma
credit card or simlar arrangenent;

(5) a participation in a |oan which the bank or an
affiliate of the bank (other than a broker or deal er)
funds, participates in, or ows that is sold--

(A) to qualified investors; or
(B) to certain other persons.

Title IV nodifies the G amm Leach-Blil ey
definition of "bank" to cover any Federal depository
institution, any non-U. S. bank or any U S. branch or agency
of a non-U.S. bank, any credit union, any trust conpany,
certain corporations operating under the Federal Reserve Act
and any of their respective subsidiaries that are regul ated
as part of the parent entity. Broker-dealers and futures
conmi ssion nerchants are specifically excluded. 1In
addition, the G amm Leach-Bliley term"qualified investor"
is replaced by "eligible contract participant” as defined in
t he Act.

2. Covered Swap Agreenents
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Title IV also states a definition of "covered swap
agreenent”. This definitionin Title IV starts with Section
206(b) of Gramm Leach-Bliley, which provides as foll ows:

"[T] he term'swap agreenent' neans any

i ndividually negotiated contact, agreenent, warrant,
note, or option that is based, in whole or in part, on
the value of, any interest in, or any quantitative
measure or the occurrence of any event relating to, one
or nore comodities, securities, currencies, interest
or other rates, indices, or other assets, but does not

i nclude any other identified banking product, as
defined in paragraphs (1) through (5) of

subsection (a)."

Section 402(d) of the Act then provides that
"covered swap agreenent” neans a swap agreenent (as defined
in section 206(b) of the G ammLeach-Bliley Act), including
a credit or equity swap, based on a commopdity ot her than an
agricultural comodity enunerated in Section la(4) of the
CEA i f:

(1) the swap agreenent:

(A) is entered into only between persons that
are eligible contract participants; and

(B) is not entered into or executed on a
trading facility; or

(2) the swap agreenent:

(A) is entered into or executed on an

electronic trading facility;
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(B) is entered into on a principal-to-
princi pal basis between parties trading for their
own accounts or by a party trading as an
aut hori zed i nvest nent nmanager or fiduciary as
described in part 111.2.C above;

(C is entered into by persons that are
eligible contract participants (other than when
acting as a broker or in a simlar agency
function) at the tine they enter into the
transacti on; and

(D) is a transaction in an excl uded
comodi ty.

Section 407 then sets forth a broad exclusion for
"covered swap agreenents”. It provides that no provision of
the CEA (other than Section 5b with respect to the clearing
of covered swap agreenents) shall apply to, and the CFTC
shal | not exercise regulatory authority with respect to, a
covered swap agreenent offered, entered into or provided by
a bank.

Xl. Regulatory Responsibility for Security-Based Swap

Agreenent s
Title Il of the Act amends both the 1933 Act and

the 1934 Act to clarify the status of "swap agreenents”
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under the U. S. securities laws. The Act adds a new
definition of "swap agreenent” in the formof Section 206A
of the Gamm Leach-Bliley Act. This new definition includes
a broad array of interest rate, currency, credit, equity,
commodity, weather and other derivatives, provided that
transactions are entered into by eligible contract
participants and the material terns of the transaction
(other than price and quantity) are subject to individual
negoti ation. "Swap agreenent” for this purpose does not
i ncl ude transactions involving the purchase or sale of a
security or a put, call, straddle or option on a security,
using for this purpose the definition of "security"” found in
Section 2(a)(1l) of the 1933 Act and Section 3(a)(10) of the
1934 Act. Title Ill adds a new Section 2A to the 1933 Act
and a new Section 3A to the 1934 Act stating that for
pur poses of the U S. securities |laws "security" does not
i nclude any "swap agreenent”. These new provi sions
effectively end any confusion about the status of swaps
under the U. S. securities laws that arose fromthe
enforcenent order of the SEC invol ving Bankers Trust Conpany
dat ed Decenber 22, 1994.

Title I'll of the Act distinguishes between

"security-based swap agreenents" and "non-security based
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swap agreenents”. The forner neans a "swap agreenent" (as
defined above in this part Xl) of which a material termis
based on the price, yield, value or volatility of any
security or any group or index of securities. The latter
means any swap agreenent that is not a security-based swap
agr eenent .

Security-based swap agreenents are subject to
specific antifraud, antimani pulation and anti-i nsider
tradi ng provisions of the 1933 Act and 1934 Act (i ncluding
judicial precedents under those provisions) to the sane
extent such provisions are applicable to securities. The
SEC may not, however, pronulgate or enforce rules or orders
t hat i npose reporting or recordkeeping requirenents or other
procedures or standards as prophylactic neasures agai nst
fraud, mani pulation or insider trading with respect to
security-based swap agreenents, or otherw se regulate or
require the registration of security-based swap agreenents
under either the 1933 Act or the 1934 Act.

Speaking in the Senate on Decenber 15, 2000,
Senator Gramm provided the foll ow ng explanati on of the
SEC s authority concerning security-based swap agreenents:

"Under Title IIl of the bill, the SEC is granted new

authority to undertake certain enforcenent actions in
connection wth security-based swap agreenents. It is
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i nportant to enphasize that nothing in the title should
be read to inply that swap agreenents are either
securities or futures contracts. To enphasize that
point, the definition of a 'swap agreenent' is placed
in a neutral statute, the G amm Leach-Bliley Act, that
is, legislation that is not specifically part of a
banki ng, securities, or coomodities |aw. However,
drawi ng upon the SEC s enforcenent experience, the SEC
is permtted, on a case-by-case basis, wth respect to
security-based swap agreenents (as defined in the

| egi slation) to take action against fraud,
mani pul ation, and insider trading abuses. Title Il
makes it clear that the SECis not to inpose
regul ati ons on such instrunments as prophylactic
measures. Banks are already heavily regul ated
institutions. Further regulatory burden, rather than
di scour agi ng wongdoi ng, would be nore likely to

di scour age devel opnent and innovation, driving business
overseas instead. The SEC is directed to focus on the
wrong doers rather than provide new paperwork burden
and regul atory costs on the |aw abiding investors and
financial services providers. For exanple, the SECis
directed not to require the registration of security-
based swap agreenents. If a registration statenent is
submtted to the SEC and accepted by the SEC, the
agency is required pronptly to notify the registrant of
the error, and the registration statenent wll be nul
and void." 146 Cong. Rec. S11867 (2000).

XIl. OGher Inportant Provisions of the Act

1. Cl earing.

Wil e transactions qualifying for the exclusions
descri bed above nmay be cleared, Congress wanted to be sure
that cl earing organi zations thenselves are subject to
suitable regulation. The Act establishes two new categories
of reqgul ated clearing organi zations for derivatives:

"multilateral clearing organizations”, which are subject to
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banki ng regul ation; and "derivatives clearing
organi zati ons", which are subject to CFTC regulation. OIC
derivatives transactions eligible for the exclusions
descri bed above in this Menorandum if cleared, nust be
cleared through a multilateral clearing organization, a
derivatives clearing organization regi stered under the CEA,
a securities clearing agency regul ated by the SEC under the
1934 Act or certain foreign clearing organi zati ons approved
by the SEC, the CFTC or the Federal banking regul ators.
Clearing will not, however, nake those excl usions
unavai |l abl e.

CFTC-regi stered derivatives clearing organi zations
must conply with a set of core principles and wll be
regul ated i ndependently of any trading facility for which
they clear transactions.

2. Regulatory Relief for Contract Markets.

The Act creates three tiers of regulation for
boards of trade based on whether the underlying commodities
bei ng traded are susceptible to mani pul ati on and whet her the
users of the facility are limted to eligible contract
partici pants.

The hi ghest | evel of regulation is for designated

contract markets. The Act anends the current approach to
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regul ation of these markets with a series of "core
principles" that are intended to be nore flexible. Existing
contract markets are not required to requalify under the new
provi sions, although they will be subject to ongoing
conpliance wth the core principles.

The Act creates a new category of regul ated
trading facility, known as a Derivatives Transaction
Execution Facility or "DTEF', which is subject to |ess
regul ation (through a | ess conprehensi ve body of core
principles) than a designated contract market. Operation as
a DTEF will require registration under new Section 5a(c) of
the CEA. The Act permts a narrower range of contracts to
be traded on DTEFs than on contract markets, depending in
part on the types of participants granted access.
Transactions invol ving any cormmodity (other than an
agricultural commodity) are permtted if the DITEF limts
access to "eligible commercial entities"® trading for their
own accounts. If trading access is not so |imted, the DTEF

may permit transactions involving any underlying conmodity

® "Eligible conmmercial entities" is defined as certain

types of eligible contract participants that (i) have the
ability to make or take delivery of the underlying
commodity, (ii) incur commodity risks in addition to price
risk or (iii) are dealers in either the underlying commodity
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that has (i) a nearly inexhaustible deliverable supply,
(1i) a deliverable supply that is sufficiently |arge that
the contract is "highly unlikely to be susceptible to the
threat of manipulation" or (iii) no cash market. Trading
access nmust be limted to eligible contract participants or
persons trading through a futures comm ssion nerchant that
has net capital of at |east $20,000,000 and neets certain
other requirenents. The Act also permts trading on a DTEF
of transactions that woul d ot herwi se be excluded or exenpt
fromthe CEA under the provisions described in other parts
of this Menorandum

The Act further authorizes a third category of
trading facility, an "exenpt board of trade". Becom ng an
exenpt board of trade does not require registration with the
CFTC;, it merely requires receipt by the CFTC fromthe exenpt
board of trade of a notice in a manner to be prescribed by
the CFTC. To qualify, an exenpt board of trade may permt
only contracts for sale of a conmmodity for future delivery
(or options on such contracts or on a conmmodity) between
eligible contract participants for which the underlying

comodity has (i) a nearly inexhaustible deliverable

or derivatives transactions involving that commodity.
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supply, (ii) a deliverable supply that is sufficiently

| arge, and a cash market sufficiently liquid, "to render any
contract traded on the commodity highly unlikely to be
susceptible to the threat of manipulation”, or (iii) no cash
market. Contracts involving securities or any group or

i ndex of securities may not be traded on an exenpt board of
trade. A party to a transaction that is traded on an exenpt
board of trade is subject to various antimanipul ati on and
antifraud provisions of the CEA. In addition, if the CFTC
finds that an exenpt board of trade is a significant source
of price discovery for the cash market for the commodity
under |l ying any transaction traded through the exenpt board
of trade, the board of trade will be required to dissem nate
publicly on a daily basis trading volunme, price and other
trading data as appropriate to the market. Al though
transactions invol ving "excluded comodities" may be traded
t hrough an exenpt board of trade, doing so would appear to
submt such transactions to antifraud and anti mani pul ati on
provi sions of the CEA that would not apply under

Section 2(d)(2) of the CEA if the sane transactions were
entered into through an electronic trading facility. See

part V.2 above.
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A designated contract market or a DTEF is
permtted to operate an exenpt board of trade so long as it
is organi zed as a separate |legal entity.

3. Futures on Single and Narrow | ndi ces of

Securities.

Until the Act becane |aw, Section 2(a)(1l)(B) of
the CEA (the Shad-Johnson Accord) prohibited futures on
single shares and narrow i ndi ces of securities. The Act
will now permt the trading in the United States of futures
on individual securities and narrow based groups or indices
of securities. Thus provisions generally will not take
effect for one year. Regulation is to be coordinated by
both the CFTC and the SEC. Related tax provisions were
adopted as part of the Community Renewal Tax Relief Act of
2000; these provisions generally conformthe taxation of
futures on single shares or narrow i ndices of securities to
the taxation of options on single shares.

Section 201 of the Act anmends Section 3(a) of the
1934 Act to add a definition of "security future", which is
"a contract for sale for future delivery of a single
security or of a narrow based security index, including any
interest therein or based on the value thereof" subject to

certain exceptions. In particular, "security future" does
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not include any transaction excluded fromthe CEA under CEA
Sections 2(c) (Treasury Anendnent; see part | X above), 2(d)
(excluded derivatives transactions; see part V above), 2(f)
(hybrid instrunments; see part VIII above) or 2(g) (swap
transactions); see part V.3 above) or under Title IV of the
Act (identified banking products and covered swap
agreenents; see part X above). These exclusions fromthe
definition of "security future" were intended to clarify
that OIC derivatives transactions anong eligible contract
participants related to the prices of securities are outside
the jurisdiction of the SEC

Xl Fut ure Devel opnents--Retail Study

Section 105(c) of the Act directs the Board of
Governors of the Federal Reserve System the Secretary of
the Treasury, the CFTC and the SEC to conduct a study of
i ssues involving offering swap agreenents to persons ot her
than eligible contract participants. The study wll
addr ess:
(A) the potential uses of swap agreenents by
persons other than eligible contract participants;
(B) the extent to which financial institutions are
willing to offer swap agreenents to persons other than

eligible contract participants;
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(C the appropriate regulatory structure to
address custonmer protection issues that may arise in
connection with the offer of swap agreenents to persons
other than eligible contract participants; and

(D) other relevant matters deenmed necessary or
appropri ate.

A report is due to be submtted to Congress wthin

one year after enactment of the Act. The report wll
i ncl ude recommendati ons for necessary and appropriate

| egi sl ative action.

Dani el P. Cunni ngham
Kat heri ne J. Page

| nternati onal Swaps and Derivatives Associ ation

600 Fifth Avenue
New Yor k, NY 10020
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