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Sturgeon, Linda J <Linda.Sturgeon(@skadden.com> on behalf of

From: Young, Mark D <Mark.D.Y oung(@skadden.com>

Sent: Wednesday, September 22, 2010 4:32 PM

To: SEFRules <SEFRules@CFTC.gov>

Subject: SEF Registration Requirements and Core Principle Rulemaking, Interpretation &
Guidance

Attach: Document.pdf

Mr. Stawick,

Please find attached our comments re Interpretation of Statutory Registration Requirements for Swap Execution
Facilities and Security-Based Execution Facilities.
Thank you for your consideration.

Linda J. Sturgeon

Assistant to Mark D. Young and Prashina Gagoomal

Skadden, Arps, Slate, Meagher & Flom LLP

1440 New York Avenue, N.W. | Washington | D.C. | 20005-2111
T: 202.371.7601

linda.sturgeon@skadden.com
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To ensure compliance with Treasury Department regulations, we advise you that, unless otherwise expressly
indicated, any federal tax advice contained in this message was not intended or written to be used, and cannot
be used, for the purpose of (i) avoiding tax-related penalties under the Internal Revenue Code or applicable
state or local tax law provisions or (i) promoting, marketing or recommending to another party any tax-

related matters addressed herein.
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This email (and any attachments thereto) is intended only for use by the addressee(s) named herein and may
contain legally privileged and/or confidential information. If you are not the intended recipient of this email,
you are hereby notified that any dissemination, distribution or copying of this email (and any attachments
thereto) is strictly prohibited. If you receive this email in error please immediately notify me at (212) 735-
3000 and permanently delete the original email (and any copy of any email) and any printout thereof.

Further information about the firm, a list of the Partners and their professional qualifications will be provided

upon request.
e sfe 33 sfe e e sfe e sfe sfe e sfe e e sfe e sfe sfe e sfe e e sfe e sfe e e sfe e sfe sfe e sfe e e 2o e sfe she e sfe e e oo e sfe e e she e shesk




SRADDEN, ARPS, SLATE, MEAGHER & FLOM LLE
(LA NEW YORK AVENUE, NUW
WASHINGTON, D.C. 28005-211

TEL: "'>o2‘= EVL-TOOD
FAX (FOE} 393-3780

e w.ukdodeﬁ.u;m

PARK. 0. YOUNGESKALRES. COM

September 22, 261¢€

David AL Stawick, Secre taly

e

1.8, Commuodity Futures Trading Conumnission
Three Lafayetiz, Centre

1155 21% Street, NW,
Washington, I3 C 2058

Elizabeth M. J?‘MUEY?“‘ Secretary
U 8. Securities and Exchange Commission
100 F Street, N i*
Washington, 13.0, 20549

Re: Interpretation. of Stamtorv Registration Requirements for Swap  Fxecution
Facilities and Securitv-Based Swap Execution Facilities

Dyear Mr. Stawick and Ms. Murphy:

The leadership of the Commodity Futures Trading Commission {CHFTC) and Securities
and Exchange Commission (SEC) have requested public comments to be filed with the agencies
on issues of importance arising under the Dodd-Frank Wall Street Reform and Consumer
Protection Act {"Lrodd-TFrank™ or the “Act™. Most recently. the agencies published a more
formalized reguest for comments in a variety of areas in the Federal Register. See Acceptance of
Public Submissions on the Wall Street Reform and Consumer Protection Act and the
Rulemakings That Will Be Proposed by the Commission, 75 Fed. Reg. 52512 (Aug. 26, 2010}
One of the identified areas of inferest and eventual rulemaking csm{:emc& “Swap Hxeculion
Factlities” (SEFS) and “Security-Based Swap Hxecution Facilities” (SBSEFs). fd at 52513

in the short time since passage of the Act, many public conferences have been conducted
explaining and analyzing the Act’s provisions. In these meetings, one issue that is often raised
and debated is the proper scope of the Dodd-Frank registration reguirement for SEFs and
SBSEFs. Specificaily, the issue is whether facilities that do not provide for execution of swaps.
bui simply process in some way already executed swaps, must register as a SEF or SBSEF.
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Given the vital role registered SEFs and SBSEFs will play in achieving the Act’s objectives, the
SEF/SBSEF regisiration issae i3 precisely the kind of important statutory interpretation issue on
which we expect the agencies would welcome public comment. We offer the following views on
the SEF/SBSEF registration requirement because this issue affects a number of our clients,
afthough this letter is not being submitted on behalf of any specific client.

Dodd-Frank and SEFS/SBSEFs: Registration and Definition

Dodd-Frank contains four basic SEF and SBSEF provisions — a definition, g registration
requirement, a series of core principles to be met and the exchange-trading mandate for clearable
swaps. In basic outling, the Act requires SEFs and SBSEFs to register with the CFTC or SEC
respectively, to comply with seif-regulatory core principles and to decide whether to trigger the
e ch ange-trading mandaie for clearable swaps by making swaps available for trading, as the SEF

SBSHY believes to be appropriate.

The SEF/SBSEF provisions flow out of the statutory definition nf a SEF/SBSEF and the

registration requirement. The Act defines SEF without any reference o “processing”™ of swaps.
Under Dodd-Frank, the termy “SEF means:

{A] trading svstem or platform in which multiple participants have the ability to
execute or trade swaps by accepting bids and offers made by multiple participants
in the facility or system, through any means of interstate commerce, including any
irading {awﬂfv ldr-“'( AY facilitates the execution of swaps between persons; and
(B} is not a designated contract market.'

This definition focuses exclusively on "the ability” of market participants to “execute or trade”
swaps through a system or platform.

The Dodd-Frank registration requirement, however, provides: "{1}}0 person shall operate

a facility for the trading or processing of swaps uniess the facility is registered as a swap
execution facility o188 4 designated contract market.”  Dodd-Frank does not define the terms
“facility,” “trading” or “processing.” Nonetheless, a processing facility 1s quite different from an
execuiion facility. An execution facility is where bids and offers for swap transactions can be

See Dodd-Frank Wall Street Reform and Conswmer Protection Act, FLR. 4173, 111% Congress, § 721 (20616}
{enacted) {bereinafier “Act”]. A SBSEF is defined similarly as, “s trading systein o platforss in which multiple
partisipants have the ability to execute or trade security-based swaps by accepting bids and offers made by
multiple participants in the facility or system, through any means of interstate commerce, including any trading
tacility, that—{ A facilitates the execttion of seourity-based swips between persons; and (B isnota natisnai
seeurities exchange.™ Ser Act § 761,

Sez Act § 733, Similarly, “[nio person may operate a facility for the trading or processing of security-based
swaps, unless the {aeility is registered as a security-based swap execution facility oras s .}.ammal securities
exchange.” Jee Act § 763 {emphasis added).
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made and accepled, resulting in the swap having been “traded or executed” A processing
facility reconciles, records and otherwise documents swapb that have alrcady been offered to be
entered mnto {e.g. iraded) 3 or entered into (e.g. executed).” Not surprisingly, the statutory title of
the regulatory category Congress created — SE ¥ {or SBSEF) ~ itself emphasizes the “execution”
capacity of the facility. Congress did not call these entities “Swap Execution or Processing
}‘°1L13 $ies.”

{inder hasic principles of statutory construction, “if a statute defines a term in s
definitional section, then that definition controls the meaning of the term whenever it appears in
the statute.”® The eheence of the ferm “processing” in the statutory definition of SEF/SBSEF is
thus significant and should affect the construction of all statutory refercnces to SEF/SBSEF,
including the s qm%nmﬁ that trading or processing facilities register as SEFs/SBSEFs. When
the registration rcquwm =t is not read in Hght of the statutory SEF/SBSEF definition, an absurd
situation — and one that Congress would not have intended — arises: a person could be required
16 register in a smww ily-defined category although that person does not meet the statutory
definition for that category.

To avoid this contradictory result, we believe that the CFTC and the SEC should adopt an
approach that would harmonize the SEF/SBSEF definition and registration chumnmm by
interpreting the term “processing” in the registration requirement in a manner consistent with the
SEF/SBSEF definition itself. Under this view, SEF/SBSEY registration would be required only
for those WE*@ operate_a system or platform for trading or executing swaps. including the
essential processing inherent in the trading and execution functions.

Resolving the Apparent SEF/SBSEF Contradiction

{“}fun courts and agencies will look to resolve an ambiguity in one part of a statute by
reference to other provisions of the statute. > In this case, the goal of SEF/SBSEF repistration, the

This difference is also manifest in financial services more generally—the “front office” trades and executes
wransactions and the “back office” reconciles, records and otherwise processes the actions of the front office.
We believe in the definftion of SEF/SBSEF Congress intended to cover the “Font office”™ and essential related
activities on trading platforms, but did not intend that “back office” activities alone—where ro execution or
orice discovery ocoturs-—would be covered by the new statutory definition and corvesponding regulatory regime
for SEFs/SBSEFs,

Rodinsosn v, Sheil (4 Co., T3 ¥ 3d 325, 328 (4th Cir. 995) {en banc) (emphasis added}; see afso Neffw
Capiral Acguisitions & Af(:;wvc*mww* Co, 352 F.34 1118, 1121 (Tth Cir. 2003} (heiding that regulatory
requirement that “creditors” send n‘onﬁm statements to debtors did not apply to defendant-entities where those
entities did not meet the statutory definition of “creditor™}

See, e.g., Dobrek v, Phefan, 418 F.3d 259, 264 (34 Cir. 2005) (“In the ovent the {statutory} words and
provisions are ambiguous . .. we look next at the surrounding words and provisions and also to the words in
sontext.”}
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SEF/SBSEF core principles and the exchange-trading mandate support the proposed
interpretation.

The Goal of SEF/SBSEF Registration and SEF/SBSEF Core Principles

Congress was very specific about the “goal” of the SEF registration reguirement and
applicable core principies in new CEA § 5h. In a provision entitled “Rule of Construction,”
Congress stated: “The goal of this section is to promote the trading of Mdys on s‘mp “\wmzm
facilities and o promote pre-trade price transparency in the swaps market.” CEA § Shiaj(1) el
Registering facilities that merely process swaps as SEFs will not promote cither goal; pure
processing facilities neither promote swaps trading. nor pre-trade price transparency. Facilities
that post-execution process swaps and swap data would not satisfy the congressional goals for
SEFs. In fact, Congress provided an entirely different registration category for swap data
repositories that receive reports of exccuted swaps transactions.

Among the new SEF core principles, new CEA § Shif)(4; requires a SEF to “(A)
establish and enforce rules or ferms and conditions defining, or specifications detailing ~ (i)
trading procedures to be used in entering and executing orders traded on or through the facilities
of the [SEF]; and (i1} g‘imccdurc% for trade processing of swaps on or through the factlities of the
[SEFI A SEF must have procedures both for entering and executing traded orders and for
processing those trades i swaps. Similarly, in new CEA § Sh{D(14}C), SEFs are required to
“pertodically conduct tests to verify that the back up resources of the sw ap execution facility are
sufficient 1o ensure continued . . . order processing and trade maiching,” among other functions.”
Congress would not have required SEFs 1o have trading and execuﬁon procedures or to verify
that back up resowrces are adequate for trade matching if SEFs were simply to be processing
factlities for swaps already traded or executed elsewhere.

That several core principles require SEFs to establish rules solely with respect to the
frading or execution of swaps further confirms that SEFs were not intended {6 be pure processing
facilities. For ﬁxamp L new CEA § Sh{PM2)C) states that SEFs “shall . . . establish rules
governing the operation of the facility, inchuding rules specifving frading procedires to be used
in entering and executing orders traded or posted on the facility. including block trades.”
{emphasis added).” New CEA §8 Sh{f}(7) (“Financial Integrity of Transactions™} and S} B}
{“Fimely Poblication of Trading Information™) also require SEFs to take certain actions with

Congress did not include a similar Rule of Construction in the otherwise paralicl SBSEF provisicn of the
Securities Exchange Act

~1

The paralie] SBSEF core principle is found in new SEA § 3D{(d)(4).
The paratlel SBSEYF core principle is found in new SEA § 3D(dY{(13XC).

G

The parallel SRSEY core principle is found i new SHA § 3D(AX2XC).
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respect to the transactions entered or executed on or through those facilitie 5.'% The existence of
these mandates that refer solely 1o trading and execution — and the notable absence of any core
principles that deal exclusively with processing — again demonstrates that Congress did not
intend SEFS 1o be mere processing facilities.

The SEF/SBSEYF Exchange-Trading Mandate

Two of Dodd-Frank’s central reforms are the clearing and exchange-trading mandates for
swaps 1n Section 723 and security-based swaps in Section 763. These are two separate, but
linked, mandates. First, derivatives clearing organizations (DC()S) and the CFTC must agree on
what swaps will be subject 1o the clearing mandate. New CEA §82¢h{1 1A and 28821 Then,
designated coniract markets (DOMsY and SEFs must decide Wh&t clearable swaps o “make
available for trading” nnder new CEA §2(h)8)."" The statute is clear: if a swap would be
accepied for clearing by a I3CO it must be cleared, absent an exemption; and if & clearable swap
is Histed for trading on 2 DCM or SEF it must be “executed” on a DCM or SEF. 2 Nowhere does
Congress indicate that a swap may be “processed” on a SEF and still comply with the so-called
exchange-irading mandate in CEA §2(h)8). Congress used the word “execmed” in this gl
n"zpormm provision Because 1 understood that SEFs would be “execution facilities.” not mere
processing platforms

Moreover, Congress did not intend that DCOs which perform processing {functions for
swaps, would be required o be registered as SEFs.” Indeed. if Congress had intended that just
by participating in the processing of swaps a facility would need to register as a SEF, Congress
would not have needed to enact any exchange-trading mandate — all DCOs that clear and process
swaps would have been required 1o be registered as SEFs, thereby collapsing Dodd-Frank’'s two
part clearing and exchange trading mandates into one. Nothing in the text or history of Dodd-
Frank suggests Congress intended this result.

The Delta Options Case

New {EA § *’»{':’3}{3}("} does provide that registration as a SEF is required for those
providing a facility for “trading or processing swaps.”'* The use of “or” could be cited to

° The parallel SBSEF sore principles are found in new SEA §§ 3D(dXE) and 3IDAKB KB ), respectively.
The paraliel clearing mandate for security-based swaps is found in new SEA §§ 3C{a)1) and 3Ch).

The parallel exchange-trading mandate for security-based swaps is found in new SEA § 3Ch}

When Congress intended that a DUO conld register as another entity, it made itself clear in the Act. New CEA

82 Ha) 1B, for cuample, provides that a DCO may register as a swap data repository (SDRY. The fack of g
paraliel provision penmitdag DCGs to register as SEFs shows that Congress did not intend such dual
registration.

O New SEA § 3D 1) containa the paralie] SBSEF registration requirement.
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support congressional intent 1o have pure swap processing facilities register as SEFs. But as the
Commissions well know, agencies and courts will not read “or” in the disjunctive when doing so
will lead {0 a result that undercuts other significant statutory provisions or purposes.

The second “Delis Options™ case from the ULS. Court of Appeals for the Seventh Circnit
provides an apt example. Delta Options wncamd whether an clectronic trading system for
yﬁaonb on hmsm‘ﬂ securities was an “exchange” under the S@cw itics Exchange Act of 1934
(“Fxchange Act™).” The Exchange Act defines an “exchange” as “any organization. association,
or group of persops...which constitutes, marﬁams, or provides a market place or facilities for
bringing together purchasers and seliers of securities or for otherwise performing with respect to
securities the functions commonly performed by a stock exchange as that term is generally
understood.”  The SEL reasoned that the system was not an exchange because it was not
“eenerally undersiood” to be a stock exchange within the meaning of the statutory definition.

Competing, reguiated futyres exchanges challenged the SEC's action, arguing that the
SEC improperly interpreted the Exchange Act because a system that brought together buvers or
seilers of securities, without more, was cm m_chang,e under the literal terms of the statute. The
court, however, agreed with the SEC, because the consequence of reading the “or” in the
isjunctive {tantamount to insoerting a comma before the word “or” the court ohserved) would
have been inconsistent with the Exchange Act’s structure and purposes. Y in fact, the court
reasoned that “even when {the statute is read] literally, which is 1o say without repunetuation of
the statute and without overlooking the impossibility of a consistently literal reading.” it did not
support overturning the SEC's view.,  Applying a literal reading to the statute would have
wmpdmc. ﬁ}ﬁ systent 1o wz,m“‘ as an exchange, something its structure precluded. This mcani
that “the system wonld be kapur.™ The Court therefore affirmed the SEC™s determination.’

{oneiusion

Like the statutory provisions at issue in Delta Options, the SEF and SBSEF registration
requirements in Dodd-Frank offer an inderpretive challenge that makes a perfectly consistent
literal reading of the new law impossible. But the harmonized approach we have offered s
faithful to Dodd-Frank’s key statutory provisions from the exchange-trading mandate {o the core
principles for SEFs/SBSEFs while also serving well the specific geals of the provision as
identified by Congress. In contrast, imposing SEF and SBSEF registration on those simply

© See Board of Trade of the City of Thicage v, SEC, 923 ¥.2d 1270 {7th Cir. 1991}

Seedd at 1272 {oiting Bxchange Act § 3{a}(13) {emphasis added).
7 Ree id,

kR LR A -3 4 oirs &Y

Hee id {emphasis in originall

9 e g g ey
Sew fd a3 1273
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operating facilities for processing swap transactions will thwart the goals of Congress and distort
key statutory provisions. We respectfully urge the Commissions not to adopt that approach.

We thank the Commissions for their time and efforts in welcoming public comments on
issues related to SEFs and SBSEFs and considering this letter’s statutory analysis of Dodd-
Frank’s registration requirement for SEFs/SBSEFs. If the Conunissions have any guestions or
would like further information, please do not hesitate to contact us.

1

Respectfully submitted,

Mark D). YOU.E:}Q
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