
July 22,2011 

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

Ms. Elizabeth M. Murphy 
Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090 

Re: Further Definition of "Swap," "Security-Based Swap," and "Security-Based Swap 
Agreement"; Mixed Swaps; Security-Based Swap Agreement Recordkeeping - File 
No. S7-16-11 

Dear Mr. Stawick and Ms. Murphy: 

The Committee on Investment of Employee Benefit Assets ("CIEBA") appreciates this 
opportunity to provide comments to the Commodity Futures Trading Commission (the "CFTC') 
and the Securities and Exchange Commission (the "SEC' and, together with the CFTC, the 
"Commissions") regarding the proposed rule regarding product definitions (the "Proposed 
Rule") I which is proposed under the Dodd-Frank Wall Street Reform and Consumer Protection 
Act (the "DFA" or the "Act,,).2 

CIEBA represents more than 100 of the country's largest private pension sponsors. Its 
members manage more than $1 trillion of defined benefit and defmed contribution plan assets on 
behalf of 15 million plan participants and beneficiaries. CIEBA members are generally the 
senior corporate financial officers who manage and administer The Employee Retirement 
Income Security Act of 1974 ("ERISA,,)3-govemed corporate retirement plan assets. CIEBA's 
recent annual survey of members showed an increased emphasis on managing and reducing plan 
risks and a corresponding increase in the usage of swaps and security-based swaps ("SB swaps") 
to address those risks. 

SUMMARY 

As further discussed below, we believe that non-deliverable foreign exchange forwards 
("NDFs") are functionally and economically indistinguishable in many ways from Foreign 
Exchange Forwards (as defined in the DFA).4 Because Congress explicitly allowed Foreign 

1 Further Definition of "Swap," "Security-Based Swap," and "Security-Based Swap Agreement"; Mixed Swaps; 
Security-Based Swap Agreement Recordkeeping, 76 Fed. Reg. 29818 (published May 23,2011). 

2 The Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. 111-203, 124 Stat. 1376 (2010). 

3 The Employee Retirement Income Security Act of 1974, Pub. L. 93-406, 88 Stat. 829 (enacted September 2, 1974). 

4 The CEA, as amended by the Dodd-Frank Act, defines the foreign exchange contracts, agreements and transactions 
eligible for the Determination as: 
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Exchange Forwards to be exempted from the definition of a "swap" in the DFA, we believe that 
it would be in keeping with Congressional intent for the Commissions to also exempt NDFs from 
the definition of a swap so long as certain conditions are met. We also believe that the CFTC is 
authorized to make such an exemption for NDFs under Section 4(c) of the Commodity Exchange 
Act (the "CEA"). As with Foreign Exchange Forwards, we believe that NDFs should only be 
exempt from clearing and trading requirements and not other requirements of the DF A. 5 

Likewise, a currency swap that consists of two NDFs should be subject to the same exemption 
and the same conditions as Foreign Exchange Swaps.6 If the Commissions and the Secretary are 
unwilling to give a broad exemption for foreign exchange NDFs, we believe it would be 
consistent with Congressional intent and in the public interest to authorize this exemption for 
ERISA pension plans that enter into such transactions primarily for hedging and mitigating risks 
directly associated with the operation of their plans. 

DISCUSSION 

(1) Congress Recognized That Foreign Exchange Forwards and Foreign Exchange Swaps 
Differ in Significant Ways from Many Other Swaps and Derivatives 

Congress granted the Secretary of Treasury (the "Secretary") the authority to make a 
determination that Foreign Exchange Forwards and Foreign Exchange Swaps should not be 
considered swaps and should not be regulated as swaps.7 This was one of the few exemptions 
from regulation that Congress granted for transactions that are in the nature of swaps, and it 
required the Secretary to base its detelmination on the fact that Foreign Exchange Forwards are 
"qualitatively different from other classes of swaps .... ,,8 

The Secretary indeed made such a determination, finding that Foreign Exchange 
Forwards "have a very short average length and, therefore, relative to other swaps and 
derivatives, create significantly lower levels of counterparty credit risk.,,9 Furthermore, foreign 

(24) FOREIGN EXCHANGE FORWARD.-The term 'foreign exchange forward' means a transaction that 
solely involves the exchange of 2 different currencies on a specific future date at a fixed rate agreed upon on the 
inception of the contract covering the exchange. 

(25) FOREIGN EXCHANGE SWAP.-The term 'foreign exchange swap' means a transaction that solely 
involves - (A) an exchange of 2 different currencies on a specific date at a fixed rate that is agreed upon on the 
inception of the contract covering the exchange; and (B) a reverse exchange of the 2 currencies described in 
subparagraph (A) at a later date and at a fixed rate that is agreed upon on the inception of the contract covering 
the exchange. 

CEA § 1a(24), (25). To distinguish Foreign Exchange Forwards and Foreign Exchange Swaps from other 
instruments that are not specifically defined in the CEA and may be included in the definition of a "swap", we refer 
to these instruments as capitalized terms - Foreign Exchange Forwards and Foreign Exchange Swaps. 

5 See, e.g., CEA § 1(a)(47)(E)(iv) ("Notwithstanding a written determination by the Secretary pursuant to clause (i), 
any party to a foreign exchange swap or forward that is a swap dealer or major swap participant shall conform to the 
business conduct standards contained in section 4s(h)."). 

6 See id. 
7 See DFA § 721(a)(21) (amending CEA § 1a(47)(E)). We further discuss the exemption applicable to Foreign 
Exchange Swaps in this letter below in Section 6. 

8 See DFA § 722(h) (adding CEA § 1b(b)(1)). 

9 Determination of Foreign Exchange Swaps and Foreign Exchange Forwards Under the Commodity Exchange Act, 
76 Fed. Reg. 25774, 25776 (published May 5,2011) (the "Determination"). 
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exchange rates, upon which the risk of a Foreign Exchange Forward is based, have historically 
been far less volatile (and thus less risky) than other underlying markets such as equities. As 
such, their "risk profile is largely concentrated on settlement risk" which is controlled by 
settlement procedures established by CLS Bank International,lo and that key players in the 
foreign exchange market are already subject to oversight. II As such, the Secretary proposed to 
exempt Foreign Exchange Forwards from the definition of a swap because they "differ in 
significant ways from other swaps and derivatives." 12 

(2) Non-Deliverable Foreign Exchange Forwards (NDFs) Are the Functional Equivalent of 
Foreign Exchange Forwards 

The Secretary arguably did not have authority to exempt NDFs from the definition of a 
swap because the DF A only permits a Treasury exemption for Foreign Exchange Swaps and 
Forwards, which terms arguably do not include NDFs under the definitions provided in the 
Act. 13 However, we believe that the CFTC can and should exempt NDFs from that definition 
because NDFs are very much the functional and economic equivalent of Foreign Exchange 
Forwards. The only difference between the two is that parties to a Foreign Exchange Forward 
exchange U.S. dollars (U.S. currency) for, for example, British Pounds (non-U.S. currency), and 
in a NDF the paying party pays the difference between the agreed upon exchange rate for two 
currencies (e.g, US dollars/Pounds) and the spot rate at settlement.. Obviously, because most 
commonly-traded non-U.S. currencies are very liquid and very easily convertible into U.S. 
currency at any given time, the distinction becomes highly artificial and arbitrary. Ironically, 
NDFs pose less risk than Foreign Exchange Forwards because, in a NDF, only party is required 
to make payment and such payment is based on the net difference between two currencies as 
compared to the fit/I notional amount of the transaction. 

As a result, we do not believe that there is any policy reason to subject NDFs, and not 
Foreign Exchange Forwards, to clearing and execution requirements and we believe that 
exempting NDFs would be in keeping with Congressional intent as demonstrated through its 
authorization of the Foreign Exchange Forward and Foreign Exchange Swap exemption. 

A Foreign Exchange Forward contract is "an obligation to purchase or sell a specific 
currency on a future date (settlement date) for a fixed price set on the date of the contract (trade 
date)." 14 The Commissions recognized that an NDF "generally is similar to a forward foreign 
exchange contract, except that at maturity, the NDF does not require physical delivery of 
currencies" 15 Both of these types of transactions involve the same market risks. As the 
Commissions correctly pointed out, in an NDF transaction, "[i]f the spot market exchange rate 

10Id. 

II Id. at 25777. 

12 I d. at 25776. 

13 See supra, note 4, at 2 (providing definition of Foreign Exchange Forward and Foreign Exchange Swap). NDFs 
arguably do not satisfy either the definition of a Foreign Exchange Forward or a Foreign Exchange Swap because, 
by definition, there is not an exchange of two different currencies in an NDF. 

14 Laura Lipscomb, "Federal Reserve Bank of New York, An Overview of Non-Deliverable Foreign Exchange 
Forward Markets," 1 (May 2005) (citation omitted) ("Fed NDF Overview"). 

15 Proposed Rule, 76 Fed. Reg. at 29836 (citation omitted). 
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on the settlement date is greater (in foreign currency per dollar terms) than the previously agreed 
fOlWard exchange rate, the party to the contract that is long the emerging market currency must 
pay its counterparty the difference between the contracted fOlWard price and the spot market rate, 
multiplied by the notional amount.,,16 Similarly, in a Foreign Exchange FOlWard contract, if the 
spot market exchange rate of Currency A has risen relative to Currency B between the trade date 
and settlement date, the "seller" of Currency A will receive less of the Currency B on the 
settlement date than it could receive by simply exchanging the currencies on the settlement date. 
In this way, both NDFs and Foreign Exchange FOlWards involve the same risk that the currency 
market will move against them. 

The Secretary, however, emphasized that an important distinction between Foreign 
Exchange FOlWards and NDFs is that parties to a Foreign Exchange FOlWard know at the 
beginning of the contract what they will owe on the settlement date. 17 We believe that this is a 
distinction without a difference because parties to a Foreign Exchange Forward do not know the 
value of the currency that they will owe on the settlement date. Foreign Exchange FOlWard 
parties are therefore assuming the same risk that the currency market will move against them as 
are parties to any NDF. 

Because NDFs and Foreign Exchange Forwards are equivalent from a risk and any other 
economic perspective, they are used to hedge and speculate in the same manner and for the same 
reasons. For example, a company with operations in an emerging market would use an NDF to 
hedge against the risk of the non-deliverable currency depreciating, while a company with 
operations in a market without capital controls could use a Foreign Exchange FOlWard for the 
same purpose. 

Another example is a pension plan that holds non-base currency denominated assets 
(such as equities or bonds). In this instance, the pension plan is exposed to the translation (i.e., 
mark-to-market) risk that the currency in which the assets are denominated will depreciate 
against the base currency. The NDF is then used to offset the translation risk of the non-base 
currency assets; a pension plan would use an NDF instead of a Foreign Exchange FOlWard since 
there is no need to exchange physical currencies, only to hedge the potential loss of market value 
due to currency translation. 

Importantly, some NDFs exist because of the capital controls imposed by certain 
emerging markets which make Foreign Exchange FOlWards impossible, not because of any 
greater risk or benefit associated with NDFs. As the Federal Reserve Bank of New York 
explained, "Major NDF market trading began in the early 1990's, initially as a means for 
companies to hedge their exposure to currency fluctuations of emerging market countries with 
actual or potential foreign exchange convertibility restrictions." 18 The use of NDFs for this 
purpose has continued, as evidenced by the fact that "NDF markets in currencies of countries 
that have allowed increased capital convertibility, to the point where currency hedging is fully 

16 I d. at 29836. 

17 See Determination, 76 Fed. Reg. at 25776 ("In contrast to other derivatives, including [NDFs], parties' ultimate 
payment obligations on a foreign exchange swap or forward are known and fixed from the beginning of the contract 
and involve the actual exchange of a predetermined amount of principal at settlement."). 

18 Fed NDF Overview, 2. 
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available onshore, have dissipated and/or disappeared.,,19 This further demonstrates that NDFs 
and Foreign Exchange Forwards are functionally equivalent to one another. 

In this way, we respectfully disagree with an implication that the Commissions made 
regarding the differences between NDFs and Foreign Exchange Forwards. In the Proposed Rule, 
the Commissions stated that "NDF markets appear to be driven in large part by speculation and 
hedging, which features are more characteristic of swap markets than forward markets.,,2o The 
implication of this is that Foreign Exchange Forwards are not driven in large party by 
speculation and hedging. We do not believe that this is true. 

This implication appears to be based on the CFTC's "historical understanding that a 
forward contract is a commercial merchandising transaction,,,21 which "is deferred for reasons of 
commercial convenience or necessity. ,,22 However, the Commissions noted in the Proposed 
Rule that this "historical understanding" applies to non-financial forwards. 23 As explained 
above, this "historical understanding" does not apply to Foreign Exchange Forwards any more 
than it does to NDFs. But Congress and the Secretary determined to exempt Foreign Exchange 
Forwards from the definition of a swap for many reasons that are entirely divorced from the 
CFTC's "historical understanding." 

As explained below, the reasons for the Secretary's exemption of Foreign Exchange 
Forwards apply equally to NDFs. 

(3) NDFs Pose Similar Counterparty Credit Risk and Less Settlement Risk than Foreign 
Exchange Forwards 

In determining to exempt Foreign Exchange Forwards from the swap definition, the 
Secretary placed great emphasis on the fact that Foreign Exchange Forwards "have a very short 
average length and, therefore, relative to other swaps and derivatives, create significantly lower 
levels of counterparty credit risk,,24 and that they have "a risk profile that is largely concentrated 
on settlement risk.,,25 We believe that these factors also apply to NDFs. 

First, NDFs are typically of a short duration, just like Foreign Exchange Forwards. As 
the Secretary correctly explained, "[ c ]ounterparty credit risk increases with the length of a 
contract because that increases the length of time during which a counterparty could suffer from 
adverse developments.,,26 We believe that this point also supports the low degree of 

19Id. 

20 Proposed Rule, 76 Fed. Reg. at 29836. 

21 See id. at 29828. 

22 Statutory Interpretation Concerning Forward Transactions, 55 Fed. Reg. 39188, 39190 (published Sept. 25,1990). 

23 See Proposed Rule, 76 Fed. Reg. at 29828. 

24 Determination, 76 Fed. Reg. at 25776. 
25Id. 

26 !d. 
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