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SECURED TRANSACTIONS

Derivatives in Secured Lending:

The Impact of Dodd-Frank

erivative products can be
used in various ways, often
to hedge interest rate or for-
eign exchange risks. Over
the past decade, deriva-
tives have become an integral part
of secured lending transactions,
commonly required by lenders to
mitigate the risk that a borrower’s
credit may be adversely affected
due to fluctuations in currency or
interest rates. The Dodd-Frank Wall
Street Reform and Consumer Protec-
tion Act! amended the Commodity
Exchange Act (CEA),? which is imple-
mented, administered and enforced
by the Commodities Future Trading
Commission (CFTC) through regula-
tions,? and introduced major changes
to many aspects of the financial sys-
tem in the United States, especially
swaps and other derivatives. Con-
gress passed Dodd-Frank’s deriva-
tives provisions largely to bring
stability and transparency to the
largely unregulated swaps market in
the wake of the 2008 financial crisis.
The new rules change in fundamental
ways who can enter derivatives, how
they go about it, and how much deriv-
atives cost. Today we discuss how
these rules have changed the ways
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in which derivatives can be used in
secured transactions and what new
issues they have introduced.

Background

The most common forms of deriva-
tives in secured lending transactions
are interest rate swaps, since most
commercial loans bear interest based
on a floating rate. In floating rate-based
loans, arise in interest rates increases
the amount of the borrower’s interest
payment obligations and, accordingly,
may adversely affect the borrower’s
liquidity. A swap addresses this credit
risk to borrowers and their lenders
through a structure in which a counter-
party (typically one of the financial insti-
tution lenders or its affiliates) agrees
to pay a floating rate of interest to the
borrower matched to the loan’s floating
rate, based on a “notional amount” that
is usually the principal amount of the
loan, in exchange for a fixed interest rate
payment by the borrower on the same
notional amount. This form of swap is
referred to as a fixed-to-floating interest
rate swap, and its effect is to have the
counterparty bear the risk of changes in
interest rates rather than the end-user
(i.e., the borrower).

Until recently, no definition of the
term “swap” existed under the CEA.
Dodd-Frank amended the CEA by add-
ing, among other things, a definition of
“swap™ and brought traditional swaps,
including interest rate swaps used in
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domestic bank lending transactions,
within the scope of regulation under the
CEA. As aresult, under the CEA certain
interest rate swaps (which currently
include, for example, fixed-to-floating
interest rate swaps that reference LIBOR
or EURIBOR and are denominated in U.S.
dollars, euros, pounds sterling or yen)
must now be cleared® (meaning that a
regulated clearinghouse interposes itself
as principal between the two partici-
pants in the transaction and adminis-
ters payments and margin calls) unless
the hedging party (e.g., the borrower)
qualifies for an exemption such as the
“end user” exemption (see the discus-
sion below).® In addition, as further dis-
cussed below under the heading “Eli-
gible Contract Participants,” §2(e) of the
CEA prohibits any party from entering
into a swap unless it and all guarantors
of its obligations are “eligible contract
participants.””

Clearing and Trade Execution

As aresult of Dodd-Frank amendments
to the CEA, the CFTC is now required
to establish which types of swaps must
be cleared. Accordingly, the CFTC has
determined that certain interest rate
swaps, among others, be submitted for
clearing through a clearinghouse that
acts as a derivatives clearing organiza-
tion (DCO).2

Clearing is a process by which two
parties who wish to enter into a swap
consummate their transaction through
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a centralized entity—the DCO—rather
than between themselves, as was typi-
cal in the over-the-counter off-exchange
transactions that were prevalent pre-
Dodd-Frank. Under these mandatory
clearing rules, the DCO assumes the
counterparty risks by entering into
separate contractual arrangements
with each counterparty, as principal,
becoming buyer to one and seller to the
other. Each party thereby avoids direct
credit exposure to the other. The DCO’s
rules also set collateral requirements
for its clearing members. Using a DCO
provides comfort to counterparties that
the transaction will settle because they
do not rely directly on each other. Once
aswap is accepted for clearing, the origi-
nal bilateral swap is extinguished and
replaced by equal and opposite swaps
with the DCO. All terms of the swap must
conform to the product specifications
for cleared swaps established under the
DCO’s rules, as discussed below. This
may deprive a borrower of a perfect
hedge if no DCO offers a product that
matches its risk profile.

In determining which products it
accepts for clearing, a DCO must take
into account its ability to manage the
risks associated with clearing such prod-
ucts. In the event that no DCO offers a
trade that must otherwise be mandato-
rily cleared, a swap may be entered into
on an uncleared basis, although CFTC
anti-evasion rules would still apply (pre-
venting changes to non-material terms
to avoid clearing requirements).’

As noted above, the CEA mandates
that the CFTC review all swaps to deter-
mine whether they should be subject to
mandatory clearance.!’ Because inter-
est rate swaps are some of the most
commonly used swaps in secured
lending, this determination is of tre-
mendous importance to lenders. Cur-
rently, only certain interest rate swaps
(such as those discussed above) and
index credit default swaps (specifical-
ly, North American CDX and European
iTraxx untranched CDS index swaps)
must be cleared,!! although the CFTC
may add to this list as DCOs make more
swaps available (for example, interest
rate swaps denominated in less com-

mon international currencies, such as
Australian or Canadian dollars or the
Danish Krone).

Dodd-Frank also introduced CEA §2(h)
(8),'2 which provides that any swap
subject to mandatory clearing must be
traded on a designated contract market
(DCM) or swap execution facility (SEF),
unless no DCM or SEF makes the swap
“available to trade.”® DCMs, such as the
Chicago Board of Trade, are the tradi-
tional markets for commodity futures
and options, while SEFs are a new type
of venue introduced by the Dodd-Frank
amendments to the CEA.* DCMs and
SEFs are platforms on which trades are
executed, but unlike a DCO, they do not
become principals to the transaction.

The new rules change in
fundamental ways who can
enter derivatives, how they
go about it, and how much
derivatives cost.

CEA §2(h)(7) creates an exception,
commonly called the “end-user” excep-
tion, to the requirement that swap coun-
terparties use a DCM or SEF to enter into
swaps.!"® It provides that the clearing
requirement does not apply to a swap
if one of the counterparties is not a
financial entity (described below) and
is using the swap to hedge business risk.
As a further condition to electing the
end-user exception, §50.50(b) of CFTC’s
implementing regulations requires that
the reporting counterparty report cer-
tain information about the entity elect-
ing the exception, including a notice of
the election of the exception, to a regis-
tered swap data repository (SDR) (or if
no registered SDR is available to receive
the information, to the CFTC).16

This end-user exception to the clear-
ing requirement is particularly relevant
to secured lenders because many bor-
rowers will be able to enter into swaps
on a bilateral basis, even if the swap
is of a type that is subject to manda-
tory clearing, thus saving the costs

and complications of clearing and
trade execution. Additionally, because
end-users can enter into fully-bespoke
swaps, they may be able to obtain more
complete hedges than can parties who
are restricted to the standard contracts
available from DCOs. As noted above,
this exception is generally not available
to “financial entities.”!” Financial enti-
ties include, among other things, private
funds and persons engaged predomi-
nantly in financial activities. Thus, bor-
rowers who provide financial services,
such as finance and leasing companies,
cannot use this exception.

The new clearing and trade execu-
tion mandates can make participation
in the swaps market considerably
more operationally complex by intro-
ducing new parties such as DCOs and
execution platforms, as well as futures
commission merchants if their partici-
pation is required for access to such
platforms. As a result, borrowers who
are not eligible for an exception from
the clearing mandate may be unwilling
or unable due to the increased costs
to enter into swaps.

Eligible Contract Participants

In addition to its requirements in
respect of DCO’s, Dodd-Frank amend-
ed CEA §2(e) to require entities that
are not eligible contract participants
(ECPs)!8 to execute all swaps, includ-
ing interest rate swaps, solely through
a DCM. The definition of ECP generally
seeks to identify counterparties that
are sufficiently sophisticated and finan-
cially responsible to enter into swaps
without the protections of a DCM’s
rules. To that end, the statute limits
ECP status to regulated institutions
such as banks or insurance companies
and to entities that meet various asset
thresholds. For example, corporate
entities and individuals must gener-
ally have assets greater than $10 mil-
lion, while commodity pools and pen-
sion funds must generally have assets
greater than $5 million. Additionally, a
corporate entity may qualify as an ECP
without independently satisfying the
minimum asset requirements if its obli-
gations are guaranteed or supported
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by a letter of credit, keepwell, support
agreement or similar arrangement with
an ECP.

This severely restricts a non-ECP bor-
rower’s execution options and, because
CFTC rules require all transactions
executed on a DCM to be cleared, com-
pletely precludes the use of uncleared
swaps.!” Borrowers would be prohibited
from using a SEF or entering into over-
the-counter swaps, whether cleared
or uncleared. As discussed above, the
clearing process can make the use of
swaps significantly more cumbersome.
Thus, borrowers who are not eligible
contract participants may be unwilling
or unable to enter into a swap as part of
their loan, as with borrowers who fail
to satisfy the end-user exception, due
to increased costs.

An even more difficult issue arises
when the obligations of a borrower
which is an ECP are guaranteed by an
affiliate that is not an ECP. Under §2(e) of
the CEA, it is “unlawful” for any person
“other than an eligible contract partici-
pant” to enter into a swap unless the
swap is entered into on, or subject to the
rules of,” a DCM.? It is typical, however,
under syndicated loan facilities for the
lenders to require most of a borrower’s
wholly-owned subsidiaries to guarantee
that borrower’s obligations, and for the
obligations guaranteed to include the
borrower’s exposure under any inter-
est rate swaps required by the terms of
such facilities. In many circumstances,
although the borrower may be a sub-
stantial size company (and, accordingly,
satisfy the requirements of an ECP), its
subsidiaries may not. While not obvious
from the language of §2(e), in October
2012 the Office of the General Counsel
of the CFTC stated in No-Action Letter
12-17 that the definition of “swap” includ-
ed any guaranty of a swap. Accordingly,
in such event, if a guarantor is not an
ECP, its guaranty would be in violation
of the CEA and therefore is likely both
illegal and unenforceable.

Lenders have tried to address this
problem by having “keepwell” agree-
ments from affiliates who are ECPs
with respect to guarantors who are not
ECPs. Under these agreements, the ECP

would agree to maintain the minimum
net worth of the non-ECP guarantor
sufficient to enable it to qualify as an
ECP.2! However, some borrowers have
expressed concern about the periodic
monitoring and capital contribution
requirements that may be implicit in a
keepwell arrangement, and have pro-
posed instead alternative structures
such as cross-guaranty arrangements
of non-ECP’s from other ECP’s.

Collateral and Margin

Finally, Dodd-Frank added §4s(e) to
the CEA requiring, among other things,
that swap dealers and major swap par-
ticipants hold margin on uncleared
swaps. This law mandated the promul-
gation of three margin rules, one each
by the CFTC, the SEC, and a group of
prudential bank regulators. None of
the rules have been finalized. If final-
ized, these rules potentially could affect
secured lenders adversely by making
the use of swaps to hedge risks in loan
transactions more expensive and con-
siderably less liquid.??

Conclusion

Dodd-Frank has profoundly affected
swaps and their usefulness in secured
lending. In addition to increasing the cost
of swaps for many borrowers, the regula-
tions that implement many provisions
of the law have yet to be finalized. Many
borrowers that do not actively trade in
swaps may not have experience with
the various provisions of Dodd-Frank
and the related CFTC rules, requiring
lenders to help borrowers to understand
their status and responsibilities. Nev-
ertheless, and despite the uncertainty,
swaps remain powerful tools that can
enhance secured transactions by reduc-
ing a borrower’s credit risk and provid-
ing interest rate stability.
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