UNITED STATES OF AMERICA
Before the
COMMODITY FUTURES TRADING COMMISSION

E o &2 o
KHORRAM PROPERTIES, LLC = en
CFTC Docket No. 042R045 o
Mo
McDONALD INVESTMENTS, INC. - ORDER GRANTING &2 &
- INTERLOCUTORY REVIEW

This matter is befor_e us on the Respondent’s application for interlocutory review ina
reparations prbceeding 'that has been stayed pending review. The legal issue presented is
whether. the Commission’s Pplicy Statement Concerning Swap Transactions (“Policy
Statement”), issued July 17, 1989, governs an interest rate swap that is the subj ect matter of the
parties’ dispute.’ Respon_dgnt cont;:nds thét the Policy Statement operates to deprive fhe
Commission of jurisdiction over the transaction. Complainant asserts that the Policy Statement

‘has been Superseded by amendments to the Act. The Administrative Law Judge (“ALJ”) ruled in
Complainant’s favor in denying both Respondent’s motion té disnﬂss and its inotion to certify

the question for Commission review. We grant'the application and dismiss the complaint.

! See Policy Statement Concerning Swap Transactions, 54 Fed. Reg. 30694 (July 21, 1989), reprinted in [1987-1990

Transfer Binder] Comm. Fut. L. Rep. (CCH) 9 24,494 (CFTC July 21, 1989). The statement creates a non-exclusive

safe harbor for qualifying swaps pursuant to Section 2(a)(1)(A) of the Commodity Exchange Act (“Act” or “CEA”),
- which grants the Commission exclusive jurisdiction over futures transactions.

Relying on Commission and judicial precedent, the Commission specified that swap agreements would not be
regulated as futures contracts if they had: (1) individually-tailored terms; (2) an absence of exchange-style offset;

(3) an absence of a clearing organization or margin system; (4) been undertaken in conjunction with the parties' lines
of business; and (5) not been marketed to the public. Id. at 36,145-47.



BACKGROUND
-The Compléinan‘t, Khorram Properties, LLC (“Khorram;’),- owns and opefates a 42-}1nit

_apartment complex in Bellevue, Washington. At the tim‘e’it entered into the swap, Khorram
was in the business of constructing the apartment complex and had borrowed $5,6v71,000
from Keyi3ank Natioﬁal Association (“KeyBank™) for this purpbse.\As part of _the loan,
- Khorram aﬁd KeyBank entered into the swap to loék‘ in an interest rate for the permanent |
financing that Khorram knew it would need when construction was completed énd the

' con§tmcti_on loan was repaid throﬁgh a permanent, long-terfn loan. .The swap’s notional

: v_allu'e.was the same a;s the amount of the'clonstfuction loah, i.e., $5,671,000. It was coﬁﬁ-rmed
on Juné 2, 2000.

'vUpon termination o_f the swap fhree years later, a settlement payment of $1,461,232 was
dﬁe from Kh_orrafn -to KeyB.ank. Khorrém made the payment oﬁ I uﬁe 2, 2003, but later brought
this reparations complaint to fecover the aﬁlount of the payment, naming as respondeﬁts
KéyBank; McDénald Investments, LLC, an introducing broker afﬁli‘ated with KeyBank
(“McDonald”); and several individuals. The Office of Proceedings forwarded Khorram’s
complaint only to McDonald, Eécause McDonéld was the sole registrant' under the Act named in
_ tﬁe éoﬁlplaint.

Khorram has claimed throughout this proceéding that the swap it entered into with
KeyBank is an illegal, off—exchange futures contract. According to Khorram, swap agreements :

are futures contracts under the Act and the two means to lawfully offer swaps are through CEA



Section 2(g)” and Part 35 of the Commission’s regulations.3 Khorram argues that Section 2(g)
and Part 35 becamé law after the Policy Statement was issued and therefore have operated to
supersede its original terms. It contends that the swap it entered into with KeyBank does not
| comply with either Section 2(g) or Part 35, and is therefore illegal. Its assertion of illegality rests
on the contention that swaps may be entered into only by parties who qualify eithe}r as “eligible_
swap participants” under Rule 35.1(b)(2) or as “eligible contract participants” under CEA
Section 1a(12). Theée two provisions define the classes of persons pefmitted to participafe in
those swap transactions governed, respectively, by Part 35 and CEA Section 2(g). Khorram
claims it does not qualify under either provision.
| McDonald d_efends on the grounds that the briginal terms of the Policy Statement remain
in férce and provide a third way whereby qualifying swaps may be lawfully offered. It asserts
‘that its swap with Khorram complied with the terms of the Policy Statement. McDonald
contended that qualifying swaps uﬁder the Policy Statement are not regulated as exchange-traded
futures, wa.‘nd therefore are not subject to the Commission’s reparations jurisdiction under Section
14 of the Act. -Accordingly, McDonald filed a ﬁiotion asking the ALJ to dismiss Khorram’s
complaint. |
On March 28, 20035, the ALJ denied McDonald’s motion to dismiss, without explanation,

and also refused either to certify the jurisdictional question for Commission review or to stay the

% Section 2(g) was added to the Act by the Commodity Futures Modernization Act of 2000 (“CFMA”), Appendix E
to Pub. L. No. 106-554, § 105(b), 114 Stat. 2763 (2000). It excludes qualifying swap contracts from the Act, except
for certain reserved provisions.

? Section 4(c), a general grant of exemptive authority, was added to the Act by the Futures Trading Practices Act of
1992 (%1992 Act”). Pursuant to its authority under Section 4(c), the Commission adopted Part 35 of its rules on
January 14, 1993. Part 35 exempts qualifying swaps “which may be subject to the Act, and which hafve] been
entered into on or after October 23, 1974” from all provisions of the Act except those specified in Part 35. See
Commission Regulations 35.1(a), 35.2. See also Exemption for Certain Swap Agreements, 58 Fed. Reg. 5587,
reprinted in [1992-1994 Transfer Binder], Comm. Fut. L. Rep. (CCH) Y 25,539 (CFTC Jan. 22, 1993)(“Part 35 Rule
Approval™).



proceedings while McDonald applied for iﬁteﬂocu’tory review notwithsfanding the ALJ’s refusal“ '
to cenif}‘/. On April 22, 2005, we took review and stayed the case to consider McDénald’-s
.application.
DISCUSSION

This appeal presents an issue bf first irhpression in our repérations forum. -We reject
Khorram"s argument that the Policy Statelment 1s obsolete for several reasons. Contrary to
Khorram’s assertion that Mcbohald. is “dredgiﬁg up a long past standard” as a defense, the
Commission has never withdrawn the Policy Statement and expressly reaffirmed it on its original
terms in 1993 and 1998. See Part 35 Rule Approval, Y 25,539 at 39,588-89 n.11; see also Ovér—
the—‘Co'unter Derivatives, 63 Féd. Rég. 26114, reprinted in [1996-199/8 Transfer Binder] Comm.
Fut. L.‘Rep. (lCCH) 1 2,7’282 (CFTC May 12, 1998) (“Concept» Reiease”). In approving _thé Part
35 rules, ‘the Commi_ssion stated that the Poli_cy Statement would remain 'in effect and that swaps
market participants could continue to rely upon it for existing and new swéps._ Part 35 Rule
Approval, supra, at 39,588-89 n.11. The Commission reaffirmed the Policy S"taternent’_s
viability five years later in the Concepf Release. The Concept Release summarized:the Policy
Statem_ent and reiterated that all applicable exemptions, intel;prefations, and policy statements
’ igsued by the Commissioﬁ concerﬁing over—the-countér derivative contracts remained in effect,
and that market par'ticipant,svcould continue to r¢1y’upon them.* |

As McDohald_ contendé;_ the Commission’s reafﬁrmation of the Policy Statement in the

Part 35 Rule Approval and in the Concept Release demonstrates that the 1992 Act did not touch

* Khorram also argues that a 1997 comment letter by the Commission to the Securities and Exchange Commission
demonstrated that the Policy Statement was “gone” and “subsumed” by Part 35. See Complainant’s Opposition at 8.
Because the Commission reaffirmed the validity of Swaps Policy Statement one year later in the 1998 Concept

- Release, the 1997 letter cannot be viewed as a withdrawal or abandonment of the Policy Statement.



upon the continued validity of the safe harbor created by the Policy Statement.” The tfeatment of
* swaps under the Comnﬁssion’s Part 35 rules is not at cross-purpbses to the treétmént of
qualifying swaps under the Policy Statement. They are non-exclusive, complementafy sources
of regulatory relief.® W? also find Khorram’s. argunmnt that vCongress enacted legislation in
2000 overruling the Poliqy Statement to be_ unfounded. Section 2(g) was added to the Act when
the CFMA was signed into law on December 21 5 2060.- It does-not apply retroéctively to the '
Khorram-KeyBank swap agreémen’;, confirmed June 2, 2000. Our iﬁquiry under Section 2(g)
stops there.” |

‘Overall, Khorram misapprehends the Commission’s and Congress’s shared concern with -

preventing legal uncertainty.® The approach taken by the Commission in the Policy Statement is

% In 1998, Congress took the unusual step of temporanly prohibiting the CFTC from taking any regulatory action to
alter the Swaps Policy Statement, which it mentioned by name and by Federal Register citation. See H.R. 4328,
Omnibus Appropriations Act, 105th Cong. § 760, (Oct. 21, 1998), reprinted in [1998-1999 Transfer Binder] Comm.
Fut. L. Rep. (CCH) Y 27,431. Subsection (e) of this appropriations bill stated that nothing in it should be construed
as “reflecting or implying a determination” that a qualifying swap agreement under the Policy Statement was subject
to'the CEA. .

Congress intended that Section 4(c) would add to the Commission’s ability to enhance legal certainty for swaps
and other off-exchange instrurnents without requiring any determination that such instruments were subject to the
CEA. When Section 4(c) was adopted in 1992, the bill’s conferees stated: '

The Conferees do not intend that the exercise of exemptive authority by the Commission [under
section 4(c)] would require any determination beforehand that the agreement, instrument, or
transaction for which an exemption is sought is subject to the Act. Rather, this provision provides
flexibility for the Commission to provide legal certainty to novel instruments where the
determination as to Junsdlctlon is not straightforward.

See HR. Rep. No. 978, 1024 Cong., 2d Sess. 82-83 (1992).

"The CFMA does not speak in terms of retroactive application. Absent a clear indication from Congress that it
intended the CFMA to have retroactive application, we conclude that the CFMA does not apply to the Khorram-
KeyBank swap. Hughes Aircraft Co. v. Schumer, 520 U.S. 939, 947-49 (1997) (barring a defense available before
statute’s effective date violates presumption against retroactivity); Landgrafv. USI Film Products, 511 U.S. 244
(1994) (absent a statutory statement to the contrary, a presumption against retroactivity applies); see also Cary oil,
Inc. v. MG Refining & Marketing, Inc., [2002-2003 Transfer Binder] Comm. Fut. L. Rep. (CCH) 129,213 (S.D.N.Y.
2002) (under Landgraf, CFMA does not apply retroactively).

¥ In the legislative history of the CFMA, the House Financial Services Committee defined the term “legal
uncertainty” as the risk that the CFTC or a court might determine that a particular class of swap agreement is an
illegal, off-exchange futures contract. The Committee recounted steps taken by the Commission to reduce this risk.



cpnsistent.with thé incremental, Step-by—step approach that Congress continued to follow in the
1992 and 2000 reauthorizati.ons.Q We rej ect Khorram’s a;gunient that the Policy Statement is
outdated because of subsequent legal developments. Becausé the Pc;licy Statement govéms this
transaction, whether Khorram qualifies as an eligible swap participant under Part 35 or an
Ieligible confract participant under Section'2(g) is not relevant to our inquiry.
* ¥ ®

‘Khorram makes the separate argument that even if the Policy Statement rernains valid
- generally, it dbes not provide a safé harbor in this caée because the K‘horram—K_eyBank.lswap
-does not qualify under its terms. Khorram states that McDonald’s motion to dismiss : |
“entirely fails to address” this aspect of this case. Complainant ‘s Opposition to
Requndent ’s Motion to Dismiss at 1 (Mar. 14,. 2005) (“Complainant"s Opposition”).

»K‘horralrn. reasons that if its transactibn is not avquélifying swap within fhe rﬁeaning of -

the Policy Statement, it is ipso facto an illegal futures contract cognizable in the reparations

The Committee stated:

Legal uncertainty for derivatives has for years been of particular concern to the Committee.
Outdated statutes that raise questions about the enforceability of contracts with banks and bar
improvements in the ways banks reduce risk pose a palpable threat to the safety and soundness of
the financial system. U.S. banking regulators warn that uncertainties and unintended
consequences associated with the CEA could potentially turn financial disruptions in the global
system into financial disasters.

The CFTC itself has tried to address these serious concerns. - In 1989 the CFTC established, in its

- Swaps Policy Statement, that swaps are not appropriately regulated as futures. Since then, the
CFTC has generally adhered fo this policy in its actions. In addition, no Federal agency, no court,
and no Congress has ever found that swaps are futures. As a result, the de facto reality is that
swaps have never been regulated as futures under the CEA. Every day banks write an enormous
volume of swaps contracts that are sustained by this consensus.

See Commodity Futures Modernization and Financial Contract Nettmg Improvement Act of 2000, H.R. Rep. No.
106-711 (II), at 54-55 (Sept. 6, 2000). .

°In this regard, we observe that Congress has chosen not to amend Section 2(a)(1)(A), the-statutory basis for the
Policy Statement, in the three reauthorization cycles completed since 1989. When Congress revisits a statute giving
tise to a well-known administrative interpretation without pertinent change, the congressional failure to revise or
repeal the agency's interpretation is persuasive evidence that the interpretation is the one intended by Congress. See
CFTC v. Schor, 478 U.S. 833, 846 (1986). :



forum. It contends that whether its swap meeté the requiremeﬁts of the Policy Staﬁement isa

fact-based issue that requires further development of the record below. Thus, it contendé,-

McDonald’s motion to vdismiss is premature. Our review of the reéord, however, reveéls no

material factual disputé that the,Khorram-KeyBaﬁk swap qualiﬁgs under tﬂe terms of the
bPo'licy Statement. |

As stated above, see supra note 1, swap agreements will not Be regulated as futures

contracts if they have: (1) individually-tailored terms; (2) an absence of exchange-style offset;

(3) an absence of a clearing organization or margin syst‘em;' (4) have been undertaken in
. cpnjunction with the parties’ lines of business; and (5) are not marketed to the public. Policy
Statemém‘, 9 24,494 at 36,145-47. No dispute exists with respect to three of the five |
requirements: absence of exchange;style offset, absence of a clearing or margin system, and the
"fact that the swap was undertaken in connection with a line of business. Although Kﬁorram
argues that fhe other -factor_s—“ihdividuélly failor_ed terms” and “not marketed to the general'
public”—have not been met, we conclude that McDonald has demonétrated that these factors |
have been satisfied as well. | |

Khorram conténds that the swap lacked individually tailbréd terms because it was

memorialized on an ISDA form agreement. Khofram?also argues that the notional amount and
interest rate were set by the market rather than by the parties, and Wére therefore ﬁot iﬁdividually
tailored. These arguments lack merit. In issuing the Policy Statement, the Commission said that
the requirement for “indi‘vidually tailored terms” does not preclude ﬁse of a master agreement,
provided the mateﬁal terms of the master agreement and transaction specifications are

individually tailored by the parties. See Swaps Policy Statement, § 24,494 at 36,145-46 n.17.



The Khorram-KeyBank swap contained material individually-tailored terms, namely, the
_ notibﬁal amount and the settlement date. .The notional amount was $5,671,000, which was the
precise amounf of KeyBank's ‘loan to Khorram, and the settlement date of J uné 2,2003 was
chosen as the date when Khorram was expepted >to need permanent financing: The interest rate
was based on a future settlement date unique to Khon_‘am, determined by its individual
refinancing needs. Moreover, Khofram’_s principalé and their spouses were required to guarantee
the swap. As McDonald pdin__ts out, nothing in the fecord shows that KeyBank ever wrote -
another swap with these precise terms, Which.were tied to K_horram’s loan or its refinancing -
needs. | |

Khorram also failed to rebﬁt McDonald's showing that its swap was not marketed to the
public. ~McDonald submitted: sworn evidc;nce that it marketed swaps only to commercial loan vi
~ customers of KeyBank in connection with anticipafed or clésed loans. Khorram’s specific swavp-
could not iléve been marketed to the public since its terms were uniquely tied to‘Khorram'si loan,
and Khorram's prinéipals and their spouses were required to guérantee the swap. Khorram has
‘offered no evidence to contrévert_ this showihg.

Khorram's only argument on this point is that it was not an institutional participa.ﬁt in the
swaps mérket, but rather was a customer of KeyBahk seeking a loan;with_ no_eiperience in
stocks, bonds or derivatives. The Policy Statemeﬁt expressly cbntemplates such circumstances.
It states in peﬂiﬁent part:

The safe ’harbor set forth herein is limited to swap transactions undertaken in conjunction

with the parties' line of business.” This restriction is intended to preclude public

participation in qualifying swap transactions and to limit qualifying transactions to those
based upon individualized credit determinations. This restriction does not preclude

dealer transactions in swaps undertaken in conjunction Wlth a line of busxness including
financial intermediation services.



124,494 at 36,147. Footnote 23 states: “Swap transactions entered into with respect to exchaﬁge
rate, interest rate, or other price exposure arising from avparticipant's line of business or the
financing of its busihess would be c’onsisfént with this standard.” Id. The KeyBank-Khorram
swap falls sqﬁarely withi;i the scope of the .Poiicy Statement.  Unlike Part 35 and Sectioﬁ 2(g),
which define the ciasses of persons eligible ‘to‘ enter into swaps under their authority, and o
éstab’lish ﬁnan(':ial qualifications for swap participants,.the Poﬁcy Statement focuses:-on the-
nature and purpose of the transaction. |

Khorram borrowed $5;671,000 from KeyBank for the commércial purpose of
- constructing an apartment complex, and the sWap was transacted With_KeyBank to lock in a rate
index for refinancing the commercial loan when construction was compléted. Khorram was
therefote w1thm that limited class of persons to which McDonald marketéd Swaps, and its
assertiqh that it lacked expérienqe in stocks, bonds, and derivatives does ﬁot determine the
availability of the safe harbor. We conclude that the record reflects without credible
contradiction from Khérraﬁ that neither its swap, nor KeyBank swaps in general, were marketed
to the public. Because all requirements of the Policy Staterﬁen_t have been met, the safe»harbc;r
applies, and the sWap lies outside our regulatoi'y authority. |

* * *

Fiﬁally, we addresé Khorram’s procedural argument against interlocutory review. This
case reacﬁed us from the ALJ’s denial of McDonald’s motion to dismiss. Khorrarh argues that
McDonald’s pleading, although titled a “motion to dismiss,” should be treated as a motion for
summary disposition becausé McDonald cited to fac_;tS contained in various documents of record.
See Complainant’s Response to Respondent’s Applicatioh for Interlocutory Review at 3 (April

12, 2005). Khorram reasons that these citations to fact “convert[ed]” McDonald’s motion into a



“summary disposition motion. Under Rule 12.31 'O(f);, “[a]n application for interlocutory review of

an order denyi_ng a motion for summary disposition shall not be allowed'.""
| We disagree with this analysis. Rule 12.308(c)(2), governing motions to dismiss,

. provides that an ALJ’s decision must be baiséd “‘[u]l‘)or-x consideration of the whole record.”
Under the express terms of the rulé, McDonald was.entitled to rely on fapts as they appeared of
record when it filed ité dismissal-mdtio‘n._ It is apparent that the parties had conducted a
donsiderable amount of discovéry and McDonald in its motion has relied on the record
-developed through discovery. ‘McDonald’s use of these jur'isdiétional facts -{Which are-not
subject to material di‘sputc, as discussed ébove), does not “convert” its disfnissal motion Iunder
Rule 12.308 into a summafy disposition motion m&er Rule 12.310. Kilorram gives too little

: weight to the fact that McDonald’s motion challengés our subject matter jurisdiction.. Since we.

-cannot decide ciaims that fall outside the reacﬁ of our authority, it is appropriate that
jurisdictional issues be raised promptly and reséived at the earli’est oppdrtunity. Motzek v.
Monéx_ Int'l Ltd.; [1992;1994 Transfer Binder] Comrﬁ. Fut.l L.Rep. (CCH) q 26,095 (CFTC June
1, 1994); Stucki v. American Options Corp., [1977-1980 Transfer Binder] C‘t..)mm. Fut. L. Rep.

'(CCH) 20,559 at 22,286 n.19 (CFTC Feb. 13, 1978).1°

1% While McDonald’s application for interlocutory review has been pending before the Commission, Khorram has
filed several motions seeking to introduce material that it received from the Commission pursuant to the Freedom of
Information Act. Although these submissions are not contemplated by the rules governing interlocutory review, we
have examined them and determined that they are essentially cumulative of points and authorities contained in the
parties’ pleadings, and do not bear on the outcome of our decision. See Sommerfeld v. Aiello, [1999-2000 Transfer
Binder] Comm. Fut. L. Rep. (CCH) 1[ 28,271 at 50,650 n. 36 (CFTC Sept 29, 2000). Accordingly, Khorram’s
motions are denied.

10



CONCLUSION
For the foregoing reasons, we find that the transaction in diépute in this case lies beyond
the jurisdictional reach of Section 14. In this extraordinary Circumét'ance, we grant resﬁondent’s
petition for interlocuto_ry review and dismiss the cofnpléirit. R
- IT IS-:SO ORDERED."

By the Comm1ss1on (Chairman JEFFERY and Comm1ssmners LUKKEN BROWN-HRUSKA
HATFIELD, and DUNN)

ecretary of the Commission
- Commodity Futures Trading Commission

Dated: October 13, 2005

" Under Sections 6(c) and 14(e) of the Commodity Exchange Act (7 U.S.C. §§ 9 and 18(e) (2000)), a party may
appeal a reparation order of the Commission to the United States Court of Appeals for only the circuit in which a
hearing was held; if no hearing is held, the appeal may be filed in any circuit in which the appellee is located. The
statute states that such an appeal must be filed within 15 days after notice of the Commission order, and that any
appeal is not effective unless, within 30 days of the effect of the order, the appealing party files-with the clerk of the -
court a bond equal to double the amount of the reparation award.
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