Meeting between Federal Reserve Board staff and
National Rural Utilities Cooperative Finance Corporation representatives
Margin and Capital Requirements for Covered Swap Entities [R-1415]
November 30, 2012

Participants: Sean Campbell; Mona Elliot; Anna Harrington; Stephanie Martin; and
Chris Paridon (Federal Reserve Board)

Brad Captain, Thomas Kandel, Richard Larochelle, and John Suter (National
Rural Utilities Cooperative Finance Corporation), Edward Barron (Greenberg
Taurig); and Daniel Meade (Hogan Lovells)

Summary:  National Rural Utilities Cooperative Finance Corporation (“CFC”) representatives
met with Board staff to discuss issues related to the proposed rule of the Board and other
prudential regulators on margin and capital requirements for covered swap entities under Title
VII of the Dodd-Frank Act.

CFC representatives discussed the possibility of an exemption from the margin requirements for
CFC and requested an approach similar to the one contained in the CFTC’s clearing exemption
proposal. CFC argued for an exemption based on the fact that it acts as an extension of its non-
profit member owners which would qualify as commercial end users. Further background
information and arguments made by CFC in support of its position are described in the attached
presentation.
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A. Introduction to CFC



CFC is an Important Source of Capital to
Ulilities in Rural America

» Member-owned cooperative assuciation

- Established in 1969; owned by America's electric
cooperatives

- Private financing arm of America's rural wtility systems

» CFC's owners can qualify as commercial end users under DFA.

» CFC would qudlify for an exemption from clearing
under the CFICT's July 2012 proposed rule on
“Clearing Bxemption for Certain Swaps Emliered Into

by Cooperatives.”



CFC's Punmpose is to Povide Fimamcing so that Hectric
Cooperaiives can Phavide Hieciric Power to Rural
America.

Mapofidaindi | catsik oo o Caaiyae Nadiwo ke twork

[for details see http://www.nreca.coop/members/Maps/Pages/Co-opServiceTerritory.aspx]



Electric Cooperatives: A Small But
Important Segment of the Industry

.Generationpiinaaiijy Howilttto
meet native load requirements
of member distribution systems
only — no merchant or
independent power producer
risk; limited nuclearr plant
investment.

.Accessttoffechbe rdilroveercon aa
preferential basis.

.Diishilbution coonppanies thave
defined service territories —
largely residential and small
commerrcial customers.

.Generally,cooeppsauee aibbbetto
opt out of deregulation in
applicable skates.

Low aoast (12 lypss) long-tkemm
funding from USIDA/ RUS,

treasury rate funding.

.Sttable apeeadition s aand imtlsstry
outlook.

[illustrative diagram. For Cooperative-Member Owned Ultilities, debt money comes from CFC, Investors, and RUS.

A little equity money goes back to CFC and Investors. The Utilities sends 10% kWh to Consumers. For Investor-Owned
Utilities debt money comes from Investors and Equity money comes from investors. The Utilities sends 74% kWh to
Cocn:sumers. F(]JI’ Government-Owned Utilities, investors send tax-exempt debt money and the utilities sends 16% kWh
to Consumers.

Data Source: NRECA, Strategic Analysis



CFC's Fuiblic Punpose

» CFC is different from traditional financial service organizations.
» CFC focuses exclusively on providing capital to the rural wiiliky
industry.

- Management incentives are designed to reinforce its long-
term mission and credit ratings

— Cooperative structure and nonprofit tax-exempt status
influences capital structure

- High asset portfolio quality with low delinquency rate and
high recovery rate
» Hectric cooperadives provide affordable and reliable electric
power in the most rural areas of the USA.
- Provide essential service
- Are managed in a conservative manner
- For the most part, are not rate regulated
— Consistently report strong metrics
- Do not have motivation for speculative iinvestments



CFC's Objective is to offer Cost-Based Fnwamcial
Phroducts, not to Maximiize its Net Imcome.

Lines of Credit

Lamg-term Concurrent Fimamncing

100% Lomg-term Ficemcing

Letters of Credit

F’owerVision

Associate Member Fimancing

Ehl? Guaranteed [_ggrrl‘g

Joint CFC—RUS Combustion Turbine Financing

Joint CFC-RUS Combustion Turbine Financing

Clean Renewable Energy Bonds (CREBs)

Clean Renewable Energy Bonds (CREBS)

unsecured credit loams for shork-term working capital needs.

long-term financing of up to 35 years to supplememnt Rural Ulilities Service (RUS) loans.

lending to independent borrowers (membens that have chosen to leave the RUS
program)).

shork-term lending that enhance the credit to trading pariners and other suppliers.

financing with a draw period of five years for electric plant or other approved
purposes.

lending to not-for—pmiit cooperative orgamizations that are owned, operated, or
controlled by a National Rural distribution, G&T, skatewide, or regional owner and that
are providing non-electric services for the benefit of their consumers.

available funding for electric facililies, with the RUS repayment guarantee helping to
keep interest rates down.

keep interest rates down.

provide funds to meet cash requirements prior to permanent financing from RUS.

provide funds to meet cash requirements prior to permanent financing from RUS.

provides electric cooperatives and other not—for—profit utilities incentives to invest in

renewable generation resources. S ) ) )
provides electric cooperatives and other not-for-profit utilities incentives to invest in

renewable generation resources.



CFC Is Committed to Strong Corporate
Governance

Board of Directors consists of twenty-three persons elected from general memibership:

«  Twenty general managers or directors from member systems.
. Two from the industry’s trade association, National Rural Electric Cooperative Association (NRECA).

. One at-large position that meets the requirements of the audit committee financial expert (as defined
by Section 407 of the Sarbanes-Oxlkey Act of 2002).

No members of CFC management hold board seats.

Elected member serves a 3-year term; limited to a maximum of 2 consecutive terms.
Regularly meets in executive sessions; management may not attend.

Maintains audit, finance advisory, executive, loan, and corporate relations committees.

Audit committee consists of no less than seven board members. Meetings held up to 5 times a year with
external and internal auditors in executive session without CFC management present.

Board members affiliated with a cooperative requesting a loan or guarantee are not allowed to attend or
participate in the decision—making process.



Background of NRUCFC

National Rural Utilities Cooperative Finance Corporation is a member—owned, non—-governmental arganization
that provides financial products to member systems.

« The Company offers full-service financing, investment, and related services to its members, and offers a
wide range of flexible, low—cost financing programs and interest rate options.

¢ Headquartered in Dulles, Virginia, outside of Washington, D.C., the Company raises funds for loan programs
with support of its owners’ equity and investments through the sale of multiple financing vehicles in the
private and public financial markets.

« The Company is governed by a 23-member board made up of cooperative utility directors and mamagers.
It has approximately 230 employees, including well seasoned regional credit portfolio managers.

Points to Remember:

« Primary objective is to provide its utility members/owners with an assured source of capital at the lowest
reasonable loan and guarantee rates consistent with sound financial performance.

 Has no exposure to residential mortgages, mortgage—backed securities, collateralized loan or debt
obligations, or structured investment vehicles. Financial derivatives only utilized for interest rate and
currency hedging.

« NRUCFC is a member-owned finance company. CFC is not a bond insurance company.

« Largest non—-govermmental lender to rural utility industry in the U.S.A with over $19 billion of gross loans
outstanding, and its owners have invested over $4.5 billion in a wide array of securities at May 31, 2012.

* NRUCFC has securities listed on NYSE and is a “Well-Known and Seasoned Issuer” in the public markets.
The company is subject to the Sarbanes-Oxley law and is in compliance with all applicable requirements.



B. How and Why CFC Uses Derivatives



How & Why CFC Uses Derivatives

» Devivative use is limited to plain vanilla interest rate exchange
agreemamis. Simce 1983, CFC has executed derivatives for the
following reasons:

- To practice good risk mmanagement

— To match-fund its fixed and variable loan pools and manage the size
of its warehouse/prefund position

- To provide flexibility in loan structuring and match cash-flows that
may have deferral periods, accretions and other types of
amortizations

— To mitigate interest rate risk on forward starting loans

— To create lower cost synthetic fixed/floating liabilities vs. issuance in
the cash market

— To limit exposure to exchange rate fluctuations when foreign
currency denominated debt is issued. (None currently outstanding.)



CFC uses Derivatives to Hedge Market Interest
Rate Risk

In this example, CFC Fﬂy- Fixed sﬂﬂp

receives fixed interest
from an aggregate loan
portfolio but pays [Diagram.]
floating LIBOR to capital
market investons. This
mismatch in interest
rate creates exposure,
prompting CFC to swap
the fixed rate from its
loan portfolio to
floating.

Pay-Hoating Swmap

In this example, CFC
issues fixed rate notes [diagram.]
and uses the proceeds
to pay down
Commencial Paper.
CFC then swaps the
fixed notes to floating
so as to maintain its
floating exposure and
achieve a lower cost of
funds.



CFC Swap Porifiolio at May 31, 2012

Pay 1ML/Receive Fixed
Pay 3ML/Receive Fixed

CFC Pay Floating Total

Pay Fixed/Receive 3M Libor
Pay Fixed/Receive CP

CFC Pay Fixed| Tt

CFC Swap Portfolio Total

200,000,000
3,520,440,025

3,720,440,025

5,371,366,344
184,735,000
5,556,101,344

9,276,541,369

33

35

81

86

121

4.6
4.8

4.8

9.2
15.9

9.4

7.6

41,123,835
294,461,143

335,584,978

(595,907,272)
(68,415,902)
(664,323,174)

(328,738,196)



Interest Rate Management

Credit and market risk associated with the derivatives portfolios is
offset and managed through the following:

— Highly rated, diverse counterparties consisting of participants in
CFC's revolving credit facilities

- Transactions are awarded on multi-tranche basis to ensure
competitive pricing and to allow benchmark comparison when
calculating fair values

~ Notional limits per counterparty

— Offsetting trades executed with individual counterparties to reduce
overdll net credit exposure

— Counterparty rating triggers embedded for long-dated swap tenors
— Netting/resetting provisions

— CEC has fully executed ISDAs with every swap counterparty

— Complete legal review of all swap confirms on executed trades

—~ Thorough external and internal audit review of overall swap
portfolio management and supporting documentation



Porifiolio Mix — Risk Mitigating Exescution
» Quarterly mark-to-market (MTM) change is range bound

due to offsetting trades executed (Pay Fixed vs. Pay
Amating) at roughly 50/50 mix over time

[chart illustrating the previous text.]

» Other key interest rate risk mitigating features:
— Notionals managed to 15% thresthold

- Offsetting swap trades in aggregate and by
Counterpanty
- 56% of portfolio amortizing

— Short weighted average life of 7.55 yrs — 46% of
outstanding trades are through half their lives (e.g.
smaller MTM movemants due to limited time frame
for interest rate movement and number of
remaining cash-flows are less.)

FY2008 5 6 PRay Fibzeed 354 12.8
FY20038 2 5 Pay Floatimg 575 8.6
FY2009 4 8 Ray Fibzed 220 183.3
FY2009 2 9 PRay Floatimg 1,400 4.3
FY201© 3 6 Ray Fibzed 505 7.5
FY201© 8 8 PRay Floatimg 1,557 6.9
FY201 1 5 D Ray Fibzed 600 10.2
Fwy201 1 o 0O Pay Floatimg - -

Fy20n2 4 6 Ray Fibzed 4938 12.2
Fy20n2 2 2 Pay Floatimg 269D 13.2
Fy2013 5 5 PRay Fibzeed 455 28.7
Fy2013 2 3 Pay Floatimg 230 11.1



CFC Emters into Swaps with Highly Ralted
Counterpanties

S&P Ratings
Range

AAA to AA-

A+ to A-

BBB+ to BBB

NR
Total

SWAP PORTFOLIO BY RATING 5.31.2012

S&P RatingS&P Ratings
Number of Notional
Banks

11

19

3,375,658,804

4,792,550,840

1,242,202,692

740,000

9,411,152,336

S&P Ratingéoody's Ratings

(I;A)o(r)t];‘olio Range

35.9% AaatoAa3

50.9% A1toAS3

13.2% Baal to Baa2
01%

100%

Moody's
Ratings
Number of
Banks

19

Moody's Ratings
Notional

4,185,745,389

4,074, 731,111

1,150,675,836

9,411,152,336

Moody's
Ratings
% of Portfoli

44.5%

43.3%

12.2%

100%



CFC Emkters into a Limited Number of
dwaps Each Year

Deal Count Year Notional
42 1998 1,334,710,896
11 1999 974,350,000
32 2000 3,998,853,500
40 2001 7,617,378,573
21 2002 6,514,500,000
45 2003 4,433,402,643
14 2004 1,058,531,800
35 2005 3,247,134,500
20 2006 1,451,878,525
31 2007 2,945,218,401
25 2008 2,203,708,000
17 2009 1,558,201,100
14 2010 1,091,684,925
6 2011 450,000,000
14 2012 1,364,577,016




C. CFC Sinould be Exempt from DFA's
Margining & Clearing Reqguirements



CFC Should be EBxempt from the
Margining and Clearing Feguirements
of DFA.

» CFC is owned by and functions as a private financing arm for
entities that are commercial end users eligible for exemption.

» Tramsfeming Risk to a Clearing Organization is not meeded
— CEC eftectively manages its derivatives portfolio
— CEC has the financial strength to meet obligations associated with
non-cleared Swaps:
~» CFC ik naited ait A+ llevel flor senior secured dietbit
» CFC Ihas mexer rmissed amy paymment amn am bl graiicmn
» CFC has sutbstantial |igjuiidiity
- CHC's paoriiolio strengtih is due o ithe matiure of iis
membership



CFC's Credit Rating Hislory

Senior Secured Debt

Year Moody's Investors Service Standard & Poor's Corporation
1972-1973 A A
1974 A A+
1975-1978 A AA
1979-1984 Aa AA
1985-1989 Aa2 AA
1990 Aa3 A+
1991-1993 Aa3 A+
19294-2000 Aa3 AA
2001 Aa3 AA-

2002-2012 Al A+



Liguidity Management

» At May 31, 2012, CFC had the following projected liquidity sources
available:

Cash and Cash Equivalemnis $191
Excess Commerciall Paper Capacity $371
Guaramteed Underwriter Pragram $580
Farmer Mac Revolving Fumding Availability $2,735
Total Fumding Sources $3,877
Scheduled Loan Amortization & Other RRpay memts $1;725
Total Liiquidity $5,602
Scheduled L-T Debt Matuwritiies-? ($1.247)
Excess Liiquidity $4,355

[footfibfe LHIOEC tsba ik baek dinba dsupackup Ligldditytsfoo msrer mimlepaipdrpapeamsuance[endoffootnote.]
fabireste 2(50ms eke k@ onailtix reofodidebtsi ssuaddtyiBa urehiviRarmer Mac[endoffootnote. ]
[foothoked] Sited doken d osoT H radiroin atidro thret ceperyrepalamantsLdndebiT maliunitbes tues theenake Tidmotitsonths[endoffootnote. ]

» CFC is a well-known seasoned issuer and believes it has adequate
access to both long-term and short-term global funding options.



Strong Member Support

» At May 31, 2012, CFC’s members provided more than $4.5 hillion
in capital to CFC.

[Bar graph showing the invested funds on May 31 of each year starting in 2005 and going through 2012.

Daily liquidity fund was $251 million in 2005, $267 million in 2006, $250 million in 2007, $251 million in 2008,

$291 million in 2009, $372 million in 2010, $309 million in 2011, $478 million in 2012 o

Commercial paper was $989 million in 2005, $1184 million in 2006, $1384 million in 2007, $1276 million in 2008,

$935 million in 2009, $999 million in 2010, $1190 million in 2011, $998 million in 2012 o

Medium term notes was $275 million in 2005, $255 million in 2006, $308 million in 2007, $393 million in 2008,

$723 million in 2009, $634 million in 2010, $372 million in 2011, $499 million in 2012 o o
Member's subordinated certificates was $1491 million in 2005, $1428 million in 2006, $1381 million in 2007, $1407 million in 2008,
$1462 million in 2009, $1413 million in 2010, $1415 million in 2011, 1341$ million in 2012

Members' equity was $524 million in 2005, $545 million in 2006, $566 million in 2007, $613 million in 2008,

$604 million in 2009, $669 million in 2010, $790 million in 2011, $815 million in 2012 o

Member capital securities didn't start having values until 2009. It was $278 million in 2009, $398 million in 2010,

$398 million in 2011, $398 million in 2012.]



Raling Compamison — Co-ops vs. IOU's

[S&P Credit ratings bar graph comparing Top 21 Coops to US I0Us. For ratings around BBB- Top 21 Coops has
about 5% of those rated versus US 10Us having about 28% of those rated. For ratings around BBB+, BBB Top
21 Coops has about 10% of those rated versus US IOUs having about 45% of those rated. For ratings around

A+, A, A-, Top 21 Coops has about 66% of those rated versus US 10Us having about 22%. For ratings around
AAA Top 21 Coops has about 19% of those rated versus US 10Us having about 5%.]

Source: Scott Madden Management Consultants (June 2012)

Defined here as those with assets over $1 billion or annual revenue over $500 million.



Co-op Ratepayenrs Have a Sirong Hisliory of
Raliable and Timely Payments of Hiectric Bills

Pencentage of Tokal Operating Rewenue

[gra h plotting the median percentage for accounts receivable over 60 days and amounts written off from 2001 through 2011.
n 2001 accounts receivable over 60 days was about .28%, amounts written off was about 22%.
In 2002 accounts receivable over 60 days was about .26%, amounts written off was about 22%.
In 2003 accounts receivable over 60 days was about .24%, amounts written off was about 22%
In 2004 accounts receivable over 60 days was about .23%, amounts written off was about 21%.
In 2005 accounts receivable over 60 days was about .24%, amounts written off was about 19%.
In 2006 accounts receivable over 60 days was about .21%, amounts written off was about 19%.
In 2007 accounts receivable over 60 days was about .20%, amounts written off was about 19%.
In 2008 accounts receivable over 60 days was about .18%, amounts written off was about 19%.
In 2009 accounts receivable over 60 days was about .18%, amounts written off was about 21%.
In 2010 accounts receivable over 60 days was about .18%, amounts written off was about 19%.
In 2011 accounts receivable over 60 days was about .16%, amounts written off was about 18%.]



Equity of Rural Electric Dishilbution Sysliems

Equity % of Assets

[graph from 1971 though 2011. Starts with a median of about 34% in 1971, goes down to about 31% in 1980, rises
202 gbtj)ut 43% in 1998, stays around there until about 2001, then drops to about 39.5% in 2007 and ends 2011 at about
0.



Times Interest Eammed Ratio (TIER) for
Hiectric Disltilbution Co-ops

Yeal 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Mediana11 230 228 233 220 229 224 227 230 245 2.40



D. Key Points



Key Points on CFC's Use of Derivatives

» CFC mever uses detivatives to specullaie

~ Sitrong panitfolio of [ow nidk [toams to nurall elecimic wiility
cooperatives that provide an essential service

~ Sirong liguidiity
~ Hiistory of efflfectively rmanaging detivatives pantolio
~ limmited mumiber of dietivative ramsactions each yeair




Key Points (Continued)

~ CFC llemds only ito iits nmemibers, mot ito ithe gemenall
public and is not engaged in the business of banking
in @ manner akin to depository institutions or other
for profit financial entities.

- CFC was areated and is owned by momprofit emitites
for which it serves as a non-governmentall financing
arm—essentially an extension of its monprofit
member-owners.

~ Tihe Runall Hieciic Cooperatives fthat own CRC quallify
for the commercial end user exemption.



CFC Requests that Bank Regulators

Consider CFIC's Pjposed “Cooperative
Exemption” and Exempt Higjible
Cooperatiives from Collateral Reguirements

o CFIC's proposed Cooperative Exemption is:
— Narrowly defined, applicable to about 10 entities

- Based on pass-through of exemption available to
CEC members that are commercial end users

— Exempt cooperatives are not required to post
collateral for uncleared swaps



[Blank page.]



