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BILLING CODE 6351 -01 

COMMODITY FUTURES TRADING COMMISSION  

17 CFR Parts 4 and 23  

RIN 3038-AD25 

Business Conduct Standards for Swap Dealers and Major Swap Participants With 

Counterparties.  

AGENCY:  Commodity Futures Trading Commission. 

ACTION:  Final rules. 

SUMMARY : The Commodity Futures Trading Commission (ñCommissionò or ñCFTCò) is 

adopting final rules to implement Section 4s(h) of the Commodity Exchange Act (ñCEAò) 

pursuant to Section 731 of Title VII of the Dodd-Frank Wall Street Reform and Consumer 

Protection Act of 2010 (the ñDodd-Frank Actò). These rules prescribe external business conduct 

standards for swap dealers and major swap participants.  

DATES: Effective Date: These final rules will become effective on [INSERT DATE  60 DAYS 

AFTER DATE OF PUBLICATION IN THE FEDERAL REGISTER ]. 

Compliance Date: Swap dealers and major swap participants must comply with the rules in 

subpart H of part 23 on the later of 180 days after the effective date of these rules or the date on 

which swap dealers or major swap participants are required to apply for registration pursuant to 

Commission rule 3.10. 

FOR FURTHER INFORMATION CONTACT:  Phyllis J. Cela, Chief Counsel, Division of 

Enforcement; Katherine Scovin Driscoll, Senior Trial Attorney, Division of Enforcement; 

Theodore M. Kneller, Attorney Advisor, Division of Enforcement; Mary Q. Lutz, Attorney 

Advisor, Division of Enforcement; Barry McCarty, Attorney Advisor, Division of Enforcement; 
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Michael Solinsky, Chief Trial Attorney, Division of Enforcement; Mark D. Higgins, Counsel, 

Office of General Counsel; and Peter Sanchez, Special Counsel, Division of Swap Dealer and 

Intermediary Oversight, Commodity Futures Trading Commission, 1155 21st Street NW, 

Washington, DC 20581. Telephone number: (202) 418-7642. 

SUPPLEMENTARY INFORMATION:  The Commission is adopting final rules §§ 23.400-

402, 23.410, 23.430-434, 23.440, and 23.450-451 under Section 4s(h) of the CEA and § 4.6(a)(3) 

under Section 1a(12) of the CEA.  
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I. Introduction  

On July 21, 2010, President Obama signed the Dodd-Frank Act.
1
 Title VII of the Dodd-Frank 

Act amended the CEA
2
 to establish a comprehensive new regulatory framework for swaps.

3
 The 

legislation was enacted to reduce risk, increase transparency and promote market integrity within 

the financial system by, among other things: (1) Providing for the registration and 

comprehensive regulation of swap dealers and major swap participants; (2) imposing clearing 

and trade execution requirements on standardized derivative products; (3) creating robust 

recordkeeping and real-time reporting regimes; and (4) enhancing the Commissionôs rulemaking 

and enforcement authorities with respect to, among others, all registered entities and 

intermediaries subject to the Commissionôs oversight.  

On December 22, 2010, the Commission published in the Federal Register proposed subpart 

H of part 23 of the Commissionôs Regulations to implement new Section 4s(h) of the CEA 

pursuant to Section 731 of the Dodd-Frank Act (the ñproposed rulesò or ñproposing releaseò).
4
 

There was a 60-day period for the public to comment on the proposing release, which ended on 

February 22, 2011. On May 4, 2011, the Commission published in the Federal Register a notice 

to re-open the public comment period for an additional 30 days, which ended on June 3, 2011.
5
 

                                                           
1
 See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010).  

2
 7 U.S.C. 1 et seq., as amended by the Dodd-Frank Act. All references to the CEA are to the CEA as amended by 

the Dodd-Frank Act except where otherwise noted.  
3
 Title VII of the Dodd-Frank Act also amended the federal securities laws to establish a similar comprehensive new 

regulatory framework for security-based swaps. 
4
 Proposed Rules for Business Conduct Standards for Swap Dealers and Major Swap Participants With 

Counterparties, 75 FR 80638, Dec. 22, 2010 (ñproposing releaseò).  
5
 Reopening and Extension of Comment Periods for Rulemakings Implementing the Dodd-Frank Wall Street 

Reform and Consumer Protection Act, 76 FR 25274, May 4, 2011 (ñExtension of Comment Periodsò). As reflected 
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The Commission has determined to adopt the proposed rules with a few exceptions and with 

certain modifications, discussed below, to address the comments the Commission received. One 

rule that the Commission has determined not to adopt at this time is proposed § 155.7, which 

would have required Commission registrants to comply with swap execution standards.
6
 Should 

the Commission determine to consider execution standards at a later date, it would re-propose 

such rules. 

Section 731 of the Dodd-Frank Act amends the CEA by adding Section 4s(h).
7
 Section 4s(h) 

provides the Commission with both mandatory and discretionary rulemaking authority to impose 

business conduct standards on swap dealers and major swap participants in their dealings with 

counterparties, including Special Entities.
8
 The proposing release included rules mandated by 

Section 4s(h) as well as discretionary rules that the Commission determined were appropriate in 

the public interest, for the protection of investors and in furtherance of the purposes of the CEA.
9
 

In compliance with Sections 712(a)(1) and 752(a)
10

 of the Dodd-Frank Act, Commission 

                                                                                                                                                                                           

in the public comment file, the Commission continued to receive comments and meet with commenters after the 

comment period officially closed.  
6
 Proposing release, 75 FR at 80648-49 and 80662. 

7
 7 U.S.C. 6s(h). 

8
 Section 4s(h)(2)(C) defines Special Entity as: ñ(i) a Federal Agency; (ii) a State, State agency, city, county, 

municipality, or other political subdivision of a State; (iii) an employee benefit plan, as defined in section 3 of the 

Employee Retirement Income Security Act of 1974 (29 U.S.C. 1002); (iv) any governmental plan, as defined in 

section 3 of the Employee Retirement Income Security Act of 1974; or (v) any endowment, including an endowment 

that is an organization described in section 501(c)(3) of the Internal Revenue Code of 1986.ò 
9
 See Section 4s(h)(3)(D) (ñBusiness conduct requirements adopted by the Commission shall establish such other 

standards and requirements as the Commission may determine are appropriate in the public interest, for the 

protection of investors, or otherwise in furtherance of the purposes of [the CEA.]ò); see also Sections 4s(h)(1)(D), 

4s(h)(5)(B) and 4s(h)(6). The proposed and final rules are informed by existing requirements for market 

intermediaries under the CEA and Commission Regulations, the federal securities laws, self-regulatory organization 

(ñSROò) rules, prudential regulator standards for banks, industry ñbest practicesò and requirements applicable under 

foreign regulatory regimes. See proposing release, 75 FR at 80639 for further discussion of the sources the 

Commission considered in drafting the proposing release.  
10

 Section 712(a)(1) of the Dodd-Frank Act requires that the Commission consult with SEC and prudential 

regulators in promulgating rules pursuant to Section 4s(h). Section 752(a) of the Dodd-Frank Act states in part, that 

the Commission, SEC, and the prudential regulators ñshall consult and coordinate with foreign regulatory authorities 

on the establishment of consistent international standards with respect to the regulation (including fees) of 

swaps . . . .ò  
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staff consulted and coordinated with the Securities and Exchange Commission (ñSECò),
11

 

prudential regulators and foreign authorities. Commission staff also consulted informally with 

staff from the Department of Labor (ñDOLò) and the Internal Revenue Service (ñIRSò) with 

respect to certain Special Entity definitions and the intersection of their regulatory requirements 

with the Dodd-Frank Act business conduct standards provisions. This ongoing consultation and 

coordination effort is described more fully in Section II  of this adopting release. 

In addition, Commission staff consulted with foreign authorities, specifically European 

Commission and United Kingdom Financial Services Authority staff. Commission staff also 

considered the existing and ongoing work of the International Organization of Securities 

Commissions (ñIOSCOò). Staff consultations with foreign authorities revealed similarities in the 

proposed rules and foreign regulatory requirements.
12

 

The Commission received more than 120 written submissions on the proposing release from 

a range of commenters.
13

 Commission staff also met with representatives from at least 33 of the 

commenters and other members of the public. Commenters included members of Congress, 

dealers, advisors, large asset managers, consumer advocacy groups and pension beneficiaries, 

end-users, trade or professional organizations and Special Entities such as State and municipal 

governmental entities, ERISA pension plan sponsors and administrators, government pension 

                                                           
11

 See proposing release, 75 FR at 80640 for further discussion of the Commissionôs consultation and coordination 

with the SEC before issuing the proposing release. 
12

 See proposing release, 75 FR at 80640 for further discussion of the Commissionôs consultation with foreign 

authorities. See generally European Union Markets in Financial Instruments Directive (ñMiFIDò), Directive 

2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in financial instruments; 

see also European Union Market Abuse Directive (ñMarket Abuse Directiveò), Directive 2006/6/EC of the European 

Parliament and of the Council of 28 January 2003 on market abuse; Proposal for a Directive of the European 

Parliament and of the Council on markets in financial instruments repealing Directive 2004/39/EC, COM (2011) 

656 final (Oct. 20, 2011) (ñMiFID II Proposalò). 
13

 Subsequent to the issuance of the proposing release, the Commission received written submissions from the 

public, available in the comment file on www.cftc.gov, including, but not limited to those listed in the table in 

Appendix 1 to this adopting release. 
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plan administrators and endowments. These comments and meetings were in addition to seven 

written submissions received by the Commission and at least 33 meetings held by Commission 

staff with commenters and other members of the public prior to the publication of the proposing 

release.
14

 The proposed rules included a scope provision,
15

 definitions,
16

 general compliance 

provisions,
17

 rules that would apply to dealings with all counterparties
18

 and rules that would 

apply to dealings with Special Entities.
19

 While the comments touched on all aspects of the 

proposing release, many of them concerned the proposed requirements for swap dealers and 

major swap participants in their dealings with Special Entities.  

The Commission has reviewed and considered the comments and, in Sections III and IV 

below, has endeavored to address both the primary themes running throughout the comment 

letters and the significant points made by individual commenters. The final rules, like the statute 

and proposed rules, are principles based and generally follow the framework of the proposed 

rules.
20

 The text has been clarified in a number of respects to take into account the comments 

received by the Commission and to harmonize with the SECôs and DOLôs regulatory approaches. 

                                                           
14

 Prior to the publication of the proposing release, the Commission received several written submissions from the 

public, available in the comment file on www.cftc.gov, including, but not limited to: American Benefits Council 

letter, dated Sept. 8, 2010; American Benefits Council and the Committee on the Investment of Employee Benefit 

Assets letter, dated Oct. 19, 2010; National Futures Association letter, dated Aug. 25, 2010 (ñNFA Aug. 25, 2010 

Letterò); New York City Bar Association letter, dated Nov. 29, 2010; Ropes & Gray letter, dated Sept. 2, 2010; 

Securities Industry and Financial Markets Association and International Swaps and Derivatives Association letter, 

dated Oct. 22, 2010 (ñSIFMA/ISDA Oct. 22, 2010 Letterò); Swap Financial Group letter, dated Aug. 9, 2010; Swap 

Financial Group presentation entitled ñBriefing for SEC/CFTC Joint Working Group,ò dated Aug. 9, 2010; and 

Morgan Stanley letter, dated Dec. 3, 2010. 
15

 See proposed § 23.400. 
16

 See proposed § 23.401. 
17

 See proposed § 23.402. 
18

 See proposed §§ 23.410, 23.430, 23.431, 23.432, 23.433, and 23.434.  
19

 See proposed §§ 23.440, 23.450 and 23.451. 
20

 The requirements under Section 4s(h), generally, do not distinguish between swap dealers and major swap 

participants. However, the Commission has considered the nature of the business done by swap dealers and major 

swap participants and determined that certain of the final rules will not apply to major swap participants. In 

particular, major swap participants will not be subject to the institutional suitability, ñknow your counterpartyò and 

scenario analysis requirements, or to a pay-to-play restriction. This is discussed further in the sections below 

addressing those rules. 



 

 

 

9 

 

The Commission discusses each of the final rules in separate sections below, which address the 

changes from the proposed rules, if any, and the content of the final rules.
21

 The discussions 

address comments concerning costs and benefits, as well as alternative approaches proposed by 

commenters. The Commission also provides guidance, where appropriate, to assist swap dealers 

and major swap participants in complying with their new duties. The Commission also states that 

it does not view the business conduct standards statutory provisions or rules in subpart H of part 

23 to impose a fiduciary duty on a swap dealer or major swap participant with respect to any 

other party. 

II.  Regulatory Intersections 

A. Securities and Exchange Commission Business Conduct Standards for Security-Based Swap 

Dealers and Major Security-Based Swap Participants 

In addition to CEA Section 4s(h), which was added by Section 731 of the Dodd-Frank Act, 

Section 764 of the Dodd-Frank Act added virtually identical business conduct standards 

provisions in Section 15F(h) of the Securities Exchange Act of 1934 (ñExchange Actò).
22

 Section 

15F(h)
23

 of the Exchange Act provides the SEC with rulemaking authority to impose business 

conduct standards on security-based swap dealers (ñSBS Dealersò) and major security-based 

swap participants (ñMajor SBS Participantsò and collectively ñSBS Entitiesò) in their dealings 

                                                           
21

 The Commission is not adopting a diligent supervision rule in this rulemaking, finding that such a rule would be 

duplicative of the proposed diligent supervision rule in a separate rulemaking. See Regulations Establishing and 

Governing the Duties of Swap Dealers and Major Swap Participants, 75 FR 71397, Nov. 23, 2010 (ñGoverning the 

Duties of Swap Dealersò) (proposed Ä 23.602 imposing additional diligent supervision requirements on swap dealers 

and major swap participants). The final rules also do not include a free standing prohibition against front running or 

trading ahead of counterparty transactions as proposed in § 23.410(c) because the Commission has determined that 

such trading, depending on the facts and circumstances, would violate the Commissionôs prohibitions against 

fraudulent, deceptive or manipulative practices, including Sections 4b, 4s(h)(4)(A) and 6(c)(1) of the Act and 

Regulations §§ 23.410 and 180.1. 
22

 15 U.S.C. 78a et seq. All references to the Exchange Act are to the Exchange Act as amended by the Dodd-Frank 

Act. 
23

 15 U.S.C. 78o-10(h). 
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with counterparties, including Special Entities. Furthermore, Section 712(a)(1) of the Dodd-

Frank Act requires that the Commission and SEC consult with one another in promulgating 

certain rules including business conduct standards.
24

  

On July 18, 2011, the SEC published in the Federal Register proposed rules for Business 

Conduct Standards for SBS Entities (ñSECôs proposed rulesò).
25

 The comment period for the 

SECôs proposed rules closed on August 29, 2011. Following publication of the SECôs proposed 

rules, commenters requested that the Commission work with the SEC to harmonize the rules for 

swap dealers, major swap participants, and SBS Entities.
26

 

Commission staff worked closely with SEC staff in the development of the Commissionôs 

proposed rules,
27

 the SECôs proposed rules, and these final rules. Additionally, the Commission 

and SEC staffs held thirteen joint external consultations on business conduct standards with 

interested parties following the publication of the SECôs proposed rules.
28

 The Commissionôs 

objective was to establish consistent requirements for CFTC and SEC registrants to the extent 

practicable given the differences in existing regulatory regimes and approaches. At this time, the 

SECôs business conduct standards rules for SBS Entities remain at the proposal stage; however, 

the Commission believes it has appropriately harmonized its final rules with the SECôs proposed 

rules, to the extent practicable, and will continue to work with the SEC as it approaches 

finalization of the SECôs proposed rules. 

B. Department of Labor ERISA Fiduciary Regulations  

                                                           
24

 Section 712(a)(1) of the Dodd-Frank Act requires that the Commission consult with the SEC and prudential 

regulators in promulgating rules pursuant to Section 4s(h). 
25

 SEC proposed rules, Business Conduct Standards for Security-Based Swap Dealers & Major Security-Based 

Swap Participants, 76 FR 42396, Jul. 18, 2011. 
26

 See, e.g., FIA/ISDA/SIFMA Sept. 14 Letter, at passim; CFA/AFR Aug. 29 Letter, at passim. 
27

 See proposing release, 75 FR at 80640 (Commission staff and SEC staff jointly held numerous external 

consultations with stakeholders prior to publication of the proposed rules in the Federal Register). 
28

 A list of Commission staff consultations in connection with this final rulemaking is posted on the Commissionôs 

website, available at http://www.cftc.gov/. 
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Special Entities defined in Section 4s(h)(2)(C) of the CEA include ñany employee benefit 

plan, as defined in Section 3ò
29

 of the Employee Retirement Income Security Act of 1974 

(ñERISAò). DOL is the federal agency responsible for administering and enforcing Title I of 

ERISA.
30

  

On October 22, 2010, DOL published in the Federal Register proposed revisions (ñDOLôs 

proposed fiduciary ruleò) to the regulatory definition of ñfiduciaryò under Section 3(21)(A)(ii) of 

ERISA.
31

 Section 3(21)(A)(ii) states that a person is a fiduciary (ñERISA fiduciaryò) to an 

employee benefit plan subject to Title I of ERISA (ñERISA planò) ñto the extent it renders 

investment advice for a fee or other compensation, direct or indirect, with respect to any moneys 

or other property of such plan, or has any authority or responsibility to do so.ò
32

 In 1975, DOL 

issued a regulation that defines the circumstances under which a person renders ñinvestment 

adviceò to a plan within the meaning of Section 3(21)(A)(ii).
33

 The regulation established a 5-

part test that must be satisfied for a person to be treated as an ERISA fiduciary by reason of 

rendering investment advice.
34

 DOLôs proposed fiduciary rule would have revised the 5-part test 

and created a counterparty exception or ñlimitationò for a person acting in its capacity as a 

purchaser or seller.
35

 

                                                           
29

 29 U.S.C. 1002. 
30

 29 U.S.C. 1001 et seq.; History of EBSA and ERISA, available at 

http://www.dol.gov/ebsa/aboutebsa/history.html.  
31

 Definition of the Term ñFiduciary,ò 75 FR 65263, Oct. 22, 2010 (ñDOLôs proposed fiduciary ruleò). 
32

 29 U.S.C. 1002(21)(A)(ii). 
33

 29 CFR 2510.3ï21(c); see also DOLôs proposed fiduciary rule, 75 FR at 65264. 
34

 See id., at 65264. The 5-part test states in relevant part:  

For advice to constitute ñinvestment advice,ò an adviser . . . mustð (1) Render advice as to the value of 

securities or other property, or make recommendations as to the advisability of investing in, purchasing 

or selling securities or other property (2) On a regular basis (3) Pursuant to a mutual agreement, 

arrangement or understanding, with the plan or a plan fiduciary, that (4) The advice will serve as a 

primary basis for investment decisions with respect to plan assets, and that (5) The advice will be 

individualized based on the particular needs of the plan. 
35

 DOLôs proposed fiduciary rule provided that, unless the person has expressly represented that it is acting as a 

fiduciary, it will not be treated as one if it:  

 



 

 

 

12 

 

The Commission received numerous comments concerning the intersection between ERISA, 

DOLôs proposed fiduciary rule, and existing fiduciary regulation with the business conduct 

standards under the CEA and the Commissionôs proposed rules.
36

 Many commenters, including 

ERISA plan sponsors, swap dealers and institutional asset managers, stated that although many 

ERISA plans currently use swaps as part of their overall hedging or investment strategy, the 

statutory and regulatory intersections of ERISA and the CEA could prevent ERISA plans from 

participating in swap markets in the future.
37

 

Commenters were primarily concerned that compliance with the business conduct standards 

under the CEA or the Commissionôs proposed rules would cause a swap dealer or major swap 

participant to be an ERISA fiduciary to an ERISA plan and subject to ERISAôs prohibited 

transaction provisions.
38

 Thus, if a swap dealer or major swap participant were to become an 

ERISA fiduciary to an ERISA plan, it would be prohibited from entering into a swap with that 

ERISA plan absent an exemption.
39

 Commenters stated that the penalties for violating ERISAôs 

prohibited transaction provisions are significant and would discourage swap dealers or major 

                                                                                                                                                                                           

[C]an demonstrate that the recipient of the advice knows or, under the circumstances, reasonably should 

know, that the person is providing the advice or making the recommendation in its capacity as a 

purchaser or seller of a security or other property, or as an agent of, or appraiser for, such a purchaser or 

seller, whose interests are adverse to the interests of the plan or its participants or beneficiaries, and that 

the person is not undertaking to provide impartial investment advice.  

DOLôs proposed fiduciary rule, 29 CFR 2310.3-21(c)(2), 75 FR at 65277. 
36

 See, e.g., ERIC Feb. 22 Letter, at passim; SIFMA/ISDA Feb. 17 Letter, at 5; AMG-SIFMA Feb. 22 Letter, at 8; 

ABC/CIEBA Feb. 22 Letter, at 2-3. 
37

 See, e.g., ABC/CIEBA Feb. 22 Letter, at 2-3; SIFMA/ISDA Feb. 17 Letter, at 5; AMG-SIFMA Feb. 22 Letter, at 

8. 
38

 Section 406(b) of ERISA (29 U.S.C. 1106(b)) states that an ERISA fiduciary with respect to an ERISA plan shall 

notï(1) deal with the assets of the plan in his own interest or for his own account, (2) in his individual or in any 

other capacity act in any transaction involving the plan on behalf of a party (or represent a party) whose interests are 

adverse to the interests of the plan or the interests of its participants or beneficiaries, or (3) receive any consideration 

for his own personal account from any party dealing with such plan in connection with a transaction involving the 

assets of the plan. 
39

 In addition to other statutory exemptions, Section 408(a) of ERISA (29 U.S.C. 1108(a)) gives DOL authority to 

grant administrative exemptions from prohibited transactions prescribed in Section 406 of ERISA. 
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swap participants from dealing with ERISA plans.
40

  

Prior to proposing the business conduct standards rules, the Commission received 

submissions from stakeholders concerning the interaction with ERISA, DOLôs proposed 

fiduciary rule and current regulation regarding the definition of ERISA fiduciaries.
41

 Thus, 

Commission and DOL staffs consulted on issues regarding Special Entity definitions that 

reference ERISA and the intersection of ERISA fiduciary status with the Dodd-Frank Act 

business conduct provisions.
42

  

Informed by discussions between the Commission and DOL staffs, the Commission 

published its proposed business conduct standards rules. Many commenters, however, expressed 

ongoing concern that the proposed business conduct standards rules, if adopted in final form 

without clarification, could have unintended consequences for swap dealers and major swap 

participants dealing with ERISA plans. Commenters remained concerned that compliance with 

the business conduct standards could cause a swap dealer or major swap participant to be an 

ERISA fiduciary to an ERISA plan, which would trigger the prohibited transaction provisions of 

ERISA.
43

 Specifically, commenters expressed concerns that the business conduct standards 

could: (1) Cause a swap dealer or major swap participant to become an ERISA fiduciary under 

current law;
44

 (2) require a swap dealer or major swap participant to cause a third-party advisor 

to fail to meet DOLôs Qualified Professional Asset Manager (ñQPAMò) prohibited transaction 

                                                           
40

 See, e.g., AMG-SIFMA Feb. 22 Letter, at 8 (ñThis substantial penalty would serve as a serious disincentive for 

swap dealers and [major swap participants] from engaging in swap transactions with Special Entities subject to 

ERISA.ò); SIFMA/ISDA Feb. 17 Letter, at 5-6 (ñthere is a serious risk that [swap dealers] will refuse to engage in 

swap transactions with an ERISA plan to avoid the risks of costly ERISA violationsò). 
41

 See, e.g., SIFMA/ISDA Oct. 22, 2010 Letter, at 8 fn. 19 (A swap dealer ñshould not be an advisor in 

circumstances where it is not a fiduciary under [DOLôs proposed] standard.ò). 
42

 Proposing release, 75 FR at 80640 and 80650 fn. 101. 
43

 See, e.g., ABC/CIEBA Feb. 22 Letter, at passim; ERIC Feb. 22 Letter, at passim. 
44

 SIFMA/ISDA Feb. 17 Letter, at 5; AMG-SIFMA Feb. 22 Letter, at 8; ABC/CIEBA Feb. 22 Letter, at 2-3. 
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class exemption;
45

 (3) require a swap dealer or major swap participant to perform certain 

activities that could make it an ERISA fiduciary under DOLôs proposed fiduciary rule, such as 

calculating and providing a daily mark that is the mid-market value of a swap or providing a 

scenario analysis of a swap;
46

 (4) require a swap dealer or major swap participant to engage in 

advisor-like activities such as those required under proposed § 23.401(c)ïKnow your 

counterparty, proposed § 23.434ïInstitutional suitability, or proposed § 23.440ïSwap dealers 

acting as advisors to Special Entities;
47

 or (5) cause a swap dealer to fail to satisfy the 

counterparty exception or ñlimitationò provision in DOLôs proposed fiduciary rule.
48

  

Many commenters also requested that the Commission and DOL publicly coordinate the 

respective proposed rules to avoid swap dealers and major swap participants being deemed 

ERISA fiduciaries.
49

 On April 28, 2011, DOL submitted a letter to the Chairman of the CFTC 

regarding its views on DOLôs proposed fiduciary rule and potential intersections with the 

business conduct standards statutory provisions and the Commissionôs proposed rules.
50

 The 

letter stated that DOLôs proposed fiduciary rule ñis not broadly intended to impose ERISA 

fiduciary obligations on persons who are merely counterparties to plans in armôs length 

commercial transactions. . . . [and] is not intended to upend these expectations by imposing 

ERISA fiduciary norms on parties who are on the opposite side of plans in such armôs length 

                                                           
45

 SIFMA/ISDA Feb. 17 Letter, at 5 fn. 13; AMG-SIFMA Feb. 22 Letter, at 6; ERIC Feb. 22 Letter, at 14; see also 

DOL Amendment to Prohibited Transaction Exemption (PTE) 84-14 for Plan Asset Transactions Determined by 

Independent Qualified Professional Asset Managers, 75 FR 38837, Jul. 6, 2010 (ñDOL QPAM PTE 84-14ò). 
46

 See, e.g., ABC/CIEBA Feb. 22 Letter, at 5-6; SIFMA/ISDA Feb. 17 Letter, at 32. 
47

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 5 fn. 13; AMG-SIFMA Feb. 22 Letter, at 6; ERIC Feb. 22 Letter, at 14. 
48

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 5-6, 19-21, 23-24, and 39; ABC/CIEBA Feb. 22 Letter, at passim; 

ERIC Feb. 22 Letter, at passim. 
49

 AFSCME Feb. 22 Letter, at 4; BlackRock Feb. 22 Letter, at 2 and 5; AMG-SIFMA Feb. 22 Letter, at 9; ERIC 

Feb. 22 Letter, at 2 and 4; Sen. Kerry May 18 Letter, at 1; Sen. Harkin May 3 Letter, at 1-2; Rep. Bachus Mar. 15 

Letter, at 2; Rep. Smith July 25 Letter, at 1-2; Sen. Johnson Oct. 4 Letter, at 2. 
50

 DOL Apr. 28 Letter. 



 

 

 

15 

 

deals.ò
51

 The letter concludes, ñ[in DOLôs] view, with careful attention to fairly straightforward 

drafting issues, we can ensure that the DOL regulation and the CFTC business conduct standards 

are appropriately harmonized.ò
52

 Subsequently, the Commission received additional comments 

stating that, although supportive of DOLôs statement of intent and analysis of DOLôs proposed 

fiduciary rule, the letter did not resolve all of their concerns and was non-binding.
53

 

On September 19, 2011, DOL announced that it would re-propose its rule on the definition of 

fiduciary and expected the new proposed rule to be issued in early 2012.
54

 DOL also stated that it 

ñwill continue to coordinate closely with the . . . Commission to ensure that this effort is 

harmonized with other ongoing rulemakings.ò
55

 The Commission has continued to coordinate 

with DOL to ensure that the final business conduct standards rules are appropriately harmonized 

with ERISA and DOL regulations.
56

 DOL has reviewed the Commissionôs final business conduct 

standards rules for swap dealers and majors swap participants and provided the Commission with 

the following statement: 

The Department of Labor has reviewed these final business conduct standards and 

concluded that they do not require swap dealers or major swap participants to 

engage in activities that would make them fiduciaries under the Department of 

Laborôs current five-part test defining fiduciary advice 29 C.F.R. § 2510.3-21(c). 

In the Department's view, the CFTCôs final business conduct standards neither 

conflict with the Departmentôs existing regulations, nor compel swap dealers or 

major swap participants to engage in fiduciary conduct. Moreover, the 

Department states that it is fully committed to ensuring that any changes to the 

current ERISA fiduciary advice regulation are carefully harmonized with the final 

business conduct standards, as adopted by the CFTC and the SEC, so that there 

are no unintended consequences for swap dealers and major swap participants 

                                                           
51

 DOL Apr. 28 Letter, at 1. 
52

 DOL Apr. 28 Letter, at 3. 
53

 See, e.g., ABC/CIEBA June 3 Letter, at 3. 
54

 Office of Public Affairs News Release, U.S. Dept. of Labor, U.S. Labor Departmentôs EBSA to re-propose rule on 

definition of a fiduciary (Sept. 19, 2011).  
55

 Id.  
56

 Final § 23.440ïRequirements for swap dealers acting as advisors to Special Entities and § 23.450ïRequirements 

for swap dealers and major swap participants acting as counterparties to Special Entities address the issues raised by 

commenters. See Sections IV.B. and IV.C. of this adopting release for a discussion of final §§ 23.440 and 23.450. 
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who comply with these business conduct standards.
57

 

After considering the comments and DOLôs statement, the Commission has determined that 

the final business conduct standards are appropriately harmonized with ERISA and DOL 

regulations. The Commission understands from DOL that compliance with the business conduct 

standards statutory provisions and Commission rules will not, by itself, cause a swap dealer or 

major swap participant to be an ERISA fiduciary to an ERISA plan. Furthermore, DOL stated its 

intention to continue to coordinate and appropriately harmonize with Commission rules when it 

re-proposes its rule on the definition of fiduciary. Thus, the Commission has determined that 

issues and concerns raised by commenters regarding ERISA requirements have been addressed 

appropriately. 

C. Securities and Exchange Commission Municipal Advisor Registration 

The amendments to the CEA in Section 731 of the Dodd-Frank Act also direct the 

Commission to adopt business conduct standards rules for swap dealers and major swap 

participants dealing with Special Entities, which include ña State, State agency, city, county, 

municipality, or other political subdivision of a Stateò (ñState and municipal Special Entitiesò).
58

 

In addition, Section 975 of the Dodd-Frank Act amended Section 15B of the Exchange Act to 

provide for new regulatory oversight of ñmunicipal advisors,ò
59

 that provide advice to a 

ñmunicipal entityò
60

 with respect to, among other things, municipal financial products, which 

                                                           
57

 A copy of the statement is included as Appendix 2 of this adopting release. 
58

 Section 4s(h)(2)(C)(ii) of the CEA (7 U.S.C. 6s(h)(2)(C)(ii)). 
59

 The definition of ñmunicipal advisorò means a person (who is not a municipal entity or an employee of a 

municipal entity) (i) that provides advice to or on behalf of a municipal entity with respect to municipal financial 

products (including municipal derivatives) or the issuance of municipal securities, including advice with respect to 

the structure, timing, terms, and other similar matters concerning such financial products or issues, or (ii) that 

undertakes a solicitation of a municipal entity. The definition includes financial advisors, third-party marketers, and 

swap advisors that engage in municipal advisory activities. 15 U.S.C. 78o-4(e)(4). 
60

 Section 975 of the Dodd-Frank Act amended Section 15B(e)(8) of the Exchange Act to define the term 

ñmunicipal entityò as any State, political subdivision of a State, or municipal corporate instrumentality of a State, 
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include municipal derivatives. Municipal advisors are required to register with the SEC
61

 and are 

subject to the rules of the Municipal Securities Rulemaking Board (ñMSRBò), a self-regulatory 

organization (ñSROò).
62

 On January 6, 2011, the SEC published in the Federal Register proposed 

rules for the Registration of Municipal Advisors (ñSEC Proposed MA Rulesò).
63

  

The intersection of the business conduct standards provisions under Section 731 of the Dodd-

Frank Act and the municipal advisor provisions under Section 975 raises two important issues. 

The first issue concerns the regulatory intersection of requirements for SEC-registered municipal 

advisors and Commission-registered commodity trading advisors (ñCTAò) that may serve as 

qualified independent representatives to a Special Entity under Section 4s(h)(5) and proposed 

§ 23.450. Section 4s(h)(5) of the CEA mandates the Commission to establish a duty for swap 

dealers or major swap participants that offer to or enter into a swap with a Special Entity to have 

a reasonable basis to believe that the Special Entity has a qualified independent representative.
64

 

Thus, an independent representative under Section 4s(h)(5) that advises State and municipal 

Special Entities will be subject to registration with the Commission as a CTA,
65

 except for those 

independent representatives who are employees of such entity or otherwise excluded or exempt 

under the CEA or Commission rules. Similarly, municipal advisors include financial advisors 

and swap advisors that engage in municipal advisory activities, including providing advice with 

respect to municipal derivatives, with municipal entities, which include all State and municipal 

                                                                                                                                                                                           

including (A) any agency, authority, or municipal corporate instrumentality; (B) any plan, program, or pool of assets 

sponsored or established by the State, political subdivision, or municipal corporate instrumentality or any agency, 

authority, or instrumentality thereof, and (C) any other issuer of municipal securities. 15 U.S.C. 78o-4(e)(8). 
61

 15 U.S.C. 78o-4(a)(1). 
62

 15 U.S.C. 78o-4(b)(2). 
63

 SEC Proposed Registration of Municipal Advisors, 76 FR 824, Jan. 6, 2011 (ñSEC Proposed MA Rulesò). 
64

 Section 4s(h)(5) of the CEA (7 U.S.C. 6s(h)(5)). 
65

 Section 1a(12) of the CEA (7 U.S.C. 1a(12)) defines óócommodity trading advisorôô to be any person who for 

compensation or profit, engages in the business of advising others, either directly or through publications, writings, 

or electronic media, as to the value of or the advisability of trading in any swap, among other CEA jurisdictional 

products.  
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Special Entities. Additionally, registered CTAs ñwho are providing advice related to swapsò are 

expressly excluded from the definition of ñmunicipal advisor.ò
66

 Accordingly, a registered CTA 

would be subject to the Commissionôs regulatory requirements, but not those of the SEC or 

MSRB, even if such CTA registration were required solely for swap advice provided to a 

municipal entity.
67

 Given these intersections, commenters requested that the Commission 

coordinate with the SEC to appropriately harmonize the regulatory regime for Commission-

registered CTAs that advise municipalities with the regulatory regime for SEC-registered 

municipal advisors.
68

  

A second issue raised by commenters concerns whether compliance with the proposed 

business conduct standards rules would cause a swap dealer or major swap participant dealing 

with a State or municipal Special Entity to be deemed to be a municipal advisor.
69

 For example, 

some commenters asked whether a swap dealer that complies with Section 4s(h)(4)(B) and 

proposed § 23.440, which requires a swap dealer that ñacts as an advisor to a Special Entityò to 

ñact in the best interestsò of the Special Entity, would trigger the municipal advisor definition. 

These commenters opposed such an outcome and requested that the Commission and SEC 

coordinate and harmonize the proposed rules.
70

  

After considering the comments, the Commission has taken steps to ensure that the business 

conduct standards provisions are appropriately harmonized with the SEC and MSRB regulatory 

                                                           
66

 The exclusion includes ñany commodity trading advisor registered under the Commodity Exchange Act or 

persons associated with a commodity trading advisor who are providing advice related to swaps.ò 15 U.S.C. 78o-

4(e)(4)(C). 
67

 To the extent that a registered CTA engages in any municipal advisory activities other than advice related to 

swaps, registration may still be required with the SEC. See SEC Proposed MA Rules, 76 FR at 833; see also 

proposed rule 17 CFR 15Ba1-1(d)(2)(iii), 76 FR at 882. 
68

 See, e.g., SFG Feb. 22 Letter, at 2 (ñ[t]here is a need for a single, harmonized regulatory scheme for credentialing 

and registering swap advisorsò); GFOA Feb. 22 Letter, at 2. 
69

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 6, 19-21, 24, and 34-35; BDA Feb. 22 Letter, at 2. 
70

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 24 and 34 (the Commission and SEC should adopt a unified standard 

for recognizing when ñadviceò is being given). 
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regime for municipal advisors. Commission staff has engaged in several consultations with the 

staffs of the SEC, MSRB, and the National Futures Association (ñNFAò) regarding the 

regulatory regimes for municipal advisors and CTAs that provide advice to municipal entities 

with respect to swaps. The Commission is considering several options with respect to CTAs and 

municipal advisors, including proposing a CTA registration exemption for CTAs that are 

registered municipal advisors whose CTA activity is limited to swap advice to municipal entities. 

The Commission is also considering developing rules for CTAs that would be comparable to 

those adopted by the SEC and MSRB for municipal advisors. Such rules could be adopted by the 

Commission or, for CTAs that are members of NFA, by NFA. Commission staff continues to 

consult with SEC staff regarding municipal advisor registration requirements to address the 

treatment of swap dealers and major swap participants that comply with the Commissionôs 

business conducts standards rules. At this time, the rules for the registration of municipal 

advisors remain at the proposal stage. Therefore, the Commission believes it has appropriately 

harmonized these final rules and will continue to work with the SEC as it approaches finalization 

of the SECôs Proposed MA Rules. 

D. Commodity Trading Advisor Status for Swap Dealers 

The Commission noted in its proposed rules that swap dealers would likely be acting as 

CTAs when they make recommendations to their counterparties, and particularly 

recommendations that are tailored to the needs of their counterparty.
71

 Classification as a CTA 

under the CEA subjects a person to various statutory and regulatory requirements including, 

among others, the anti-fraud provisions of Section 4o of the CEA and registration with the 

                                                           
71

 Proposing release, 75 FR at 80647-48. 
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Commission.
72

 In addition, a CTA, depending on the nature of the relationship, may also owe 

fiduciary duties to its clients under applicable case law.
73

 

Commenters expressed concerns about the implications of swap dealers being treated as 

CTAs and urged the Commission to make clear that a swap dealer would not be a CTA solely by 

virtue of providing swap ñrecommendationsò to counterparties. One of these commenters noted 

that a swap dealer operates in a principal-to-principal market and plays a different role than that 

of a typical CTA that provides advice to ñretailò clients.
74

 This commenter contended that a swap 

dealer should not be required to register as a CTA in addition to registering in its capacity as a 

swap dealer. A second commenter stated that by using the term ñadvisorò rather than 

ñcommodity trading advisorò in the relevant provisions of Section 4s(h)(4), Congress likely 

regarded the provisions of the CEA regulating CTAs as unrelated to those adopted under Section 

4s(h)(4).
75

 This commenter requested that the Commission specifically state that no requirement 

or combination of requirements under the proposed rules would cause a swap dealer, including a 

swap dealer that makes a recommendation to a Special Entity, to be treated as a CTA.
76

 

A ñcommodity trading advisorò includes any person who, for compensation or profit, 

engages in the business of advising others, either directly or through publications, writings, or 

electronic media, as to the value of or the advisability of trading in any swap.
77

 The CEA, 

however, excludes from the CTA definition banks, floor brokers, and futures commission 

merchants (ñFCMsò), among others, whose advice is ñsolely incidental to the conduct of their 

business or profession.ò Section 1a(12)(B)(vii) of the CEA also grants the Commission authority 

                                                           
72

 7 U.S.C. 6m and 6o. 
73

 See Commodity Trend Serv., Inc. v. CFTC, 233 F.3d 981, 990 (7th Cir. 2000). 
74

 CEF Feb. 22 Letter, at 17. 
75

 SIFMA/ISDA Feb. 17 Letter, at 32 fn. 75. 
76

 Id., at 34. 
77

 Section 1a(12) of the CEA (7 U.S.C. 1a(12)). 
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to exclude ñsuch other persons not within the intent of [the CTA definition] as the Commission 

may specify . . .ò; however, such exclusion is limited to advice that is ñsolely incidental to the 

conduct of their business or profession.ò The Commission has determined to provide a similar 

exclusion for swap dealers whose advice is solely incidental to their business as swap dealers. In 

determining that a swap dealerôs recommendations to a counterparty regarding proposed swap 

transactions or trading strategies should be considered ñsolely incidentalò to the conduct of its 

business, the Commission considered the definition of ñswap dealer.ò Section 1a(49) of the CEA 

defines the term ñswap dealerò as a person who (1) holds itself out as a dealer in swaps; (2) 

makes a market in swaps; (3) regularly enters into swaps with counterparties as an ordinary 

course of business for its own account; or (4) engages in any activity causing the person to be 

commonly known in the trade as a dealer or market maker in swaps.
78

  

Based on the types of activities that define a swap dealerôs business, commentersô views and 

the statutory scheme under Section 4s(h), the Commission has determined that making swap 

related recommendations to counterparties is most appropriately considered ñsolely incidentalò 

to the conduct of a swap dealerôs business as a dealer or market maker in swaps, including 

customized swaps, and is not CTA business. Specifically, the Commission has determined that 

when making recommendations to a counterparty with respect to an otherwise armôs length 

principal-to-principal swap transaction with a counterparty a swap dealer will be acting solely 

incidental to its business as a swap dealer as defined in the CEA and Commission rules. Thus, 

the Commission has determined to exercise its authority under Section 1a(12)(B)(vii) to add a 

new exclusion from the CTA definition applicable to swap dealers, including swap dealers that 

may be excluded or exempt from registration under the CEA or Commission rules, in existing 

                                                           
78

 Section 1a(49) of the CEA (7 U.S.C. 1a(49)). 
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§ 4.6. Under new § 4.6(a)(3) a swap dealer is excluded from the definition of the term 

ñcommodity trading advisorò provided that its ñadvisory activitiesò are solely incidental to its 

business as a swap dealer.
79

 ñSwap dealerò is defined for purposes of the rule by reference to the 

definitions in Section 1a(49) of the CEA and § 1.3, and would include ñassociated personsò
80

 

acting on behalf of a swap dealer.  

With respect to the scope of the ñsolely incidentalò exclusion for swap dealers, the 

Commission is generally of the view that making recommendations to a counterparty would not 

cause a swap dealer to be a CTA.
81

 The exclusion would cover customizing a swap for a 

counterparty in response to a counterpartyôs expressed interest or on the swap dealerôs own 

initiative.
82

 Also, preparing a term sheet for purposes of outlining proposed terms of a swap for 

negotiation or otherwise would be an activity solely incidental to a swap dealerôs business.  

There are advisory activities that the Commission would consider to be beyond the scope of 

the ñsolely incidentalò exclusion, and depending on the facts and circumstances could cause a 

swap dealer to be a CTA within the statutory definition. For example, a swap dealer that has 

general discretion to trade the account of, or otherwise act for or on behalf of, a counterparty 

would be engaging in activity that is not solely incidental to the business of a swap dealer. 

Limited discretion related to the execution of a particular counterparty order, however, would not 

cause a swap dealer to be a CTA. Also, the exclusion would not apply if a swap dealer received 

separate compensation for, or otherwise profited primarily from, advice provided to a 

                                                           
79

 While swap dealers that make recommendations will be excluded from the CTA definition, they must comply 

with other applicable provisions (i.e., § 23.434ïSuitability and § 23.440ïRequirements for swap dealers acting as 

advisors to Special Entities). 
80

 ñAssociated person of a swap dealer or major swap participantò is a defined term in Section 1a(4) of the CEA (7 

U.S.C. 1a(4)). 
81

 See Section III.G. of this adopting release for a discussion of the term ñrecommendationò in connection with the 

institutional suitability rule in § 23.434. 
82

 The ñsolely incidentalò exclusion also would encompass providing information to a counterparty that is general 

transaction, financial, or market information, or swap terms in response to a request for quote.  
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counterparty. Furthermore, a swap dealer that enters into an agreement with its counterparty to 

provide advisory services or a swap dealer that otherwise holds itself out to the public as a CTA 

would also not be within the ñsolely incidentalò exclusion. These examples are not exhaustive. 

There may be other circumstances in which a swap dealerôs activity would fall outside the 

available exclusion. A determination of whether activity is ñsolely incidentalò would necessarily 

need to be viewed in context based on the particular facts and circumstances.  

III.  Final Rules for Swap Dealers and Major Swap Participants Dealing With 

Counterparties Generally 

The final business conduct standards rules dealing with counterparty relationships are 

contained in subpart H of new part 23 of the Commissionôs Regulations.
83

 This section of the 

adopting release discusses the following rules that apply to swap dealersô and, unless otherwise 

indicated, major swap participantsô dealings with counterparties generally: § 23.400ïScope; 

§ 23.401ïDefinitions; § 23.402ïGeneral provisions; § 23.410ïProhibition on fraud, 

manipulation and other abusive practices; § 23.430ïVerification of counterparty eligibility; 

§ 23.431ïDisclosures of material information; § 23.432ïClearing disclosures; § 23.433ï

Communications-fair dealing; and § 23.434ïRecommendations to counterparties-institutional 

suitability. A section-by-section description of the final rules follows. 

A. Sections 23.400, 23.401 and 23.402ïScope, Definitions and General Provisions 

1. Section 23.400ïScope 

a. Proposed § 23.400ïScope 

Proposed § 23.400 set forth the scope of subpart H of new part 23 of the Commissionôs 

Regulations, which stated that the rules contained in subpart H were not intended to limit  or 
                                                           
83

 The ñsolely incidentalò CTA exclusion for swap dealers is promulgated in part 4 of the Commissionôs 

Regulations.  
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restrict the applicability of other provisions of the CEA, Commission rules and regulations, or 

any other applicable laws, rules and regulations.
84

 Moreover, the proposed rule provided that 

subpart H would apply to swap dealers and major swap participants in connection with swap 

transactions, including swaps that are offered but not entered into.
85

 Some of the proposed rules 

required compliance prior to entering into a swap, while others, such as the requirement to 

provide a daily mark, were to be in effect during the entire life of a swap.  

b. Comments and Final § 23.400ïScope 

The Commission received numerous comments regarding issues that relate to the general 

scope of the proposed business conduct standards, though not necessarily concerning the text of 

the proposed ñscopeò rule. One commenter requested that the Commission clarify that the 

business conduct standards rules would not apply to unexpired swaps executed prior to the 

effective date of the final rules.
86

 Another commenter asked the Commission to clarify that 

certain business conduct standards rules impose duties for swap dealers and major swap 

participants that continue after the execution of a swap.
87

 The Commission confirms that the 

business conduct standards will not apply to unexpired swaps executed before the effective date 

of this adopting release and will apply in accordance with the implementation schedule set forth 

in Section V.C. of this adopting release; however, the Commission will consider a material 

amendment to the terms of a swap to be a new swap and subject to subpart H of part 23 of the 

                                                           
84

 Proposing release, 75 FR at 80640. 
85

 In the proposing release, the Commission commented that the external business conduct standards rules would be 

most applicable when swap dealers and major swap participants have a pre-trade relationship with their 

counterparty. Proposing release, 75 FR at 80641. The Commission noted that for swaps initiated on a designated 

contract market (ñDCMò) or swap execution facility (ñSEFò) where the swap dealer or major swap participant does 

not know the counterpartyôs identity prior to execution, the disclosure and due diligence obligations would not 

apply. See Section III.D.3. and fn. 338 of this adopting release for a discussion of final § 23.431ïDisclosures of 

material information, which address the disclosure duties of swap dealers and major swap participants pursuant to 

Section 4s(h)(3)(B) with respect to bilateral swaps and swaps executed on a DCM or SEF. 
86

 SIFMA/ISDA Feb. 17 Letter, at 8. 
87

 See CFA/AFR Aug. 29 Letter, at 11. 
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Commissionôs Regulations. For swaps that are subject to the business conduct standards rules, 

the Commission clarifies that certain rules by their terms impose ongoing duties on the swap 

dealer or major swap participant (e.g., § 23.410(a)ïProhibitions on fraud, § 23.410(c)ï

Confidential treatment of counterparty information, and § 23.433ïCommunicationsïfair 

dealing); however, other rules by their terms do not impose ongoing duties on the swap dealer or 

major swap participant (e.g., § 23.430ïVerification of counterparty eligibility).
88

 

Another concern raised by commenters was the meaning of the word ñofferò in the context of 

negotiating a swap transaction because certain requirements are triggered when an offer occurs. 

Other commenters expressed views on the Commissionôs decision to use the authority granted by 

Congress to draft discretionary rules for swap transactions instead of solely drafting rules that are 

explicitly mandated by statute. There were comments suggesting that the discretionary rules 

should be delegated to an SRO.
89

 Commenters also suggested that the rules should not apply to 

certain sophisticated counterparties or that counterparties be afforded the opportunity to opt in or 

opt out of these rules.
90

 Some believed that swap dealers and major swap participants should be 

subject to different regulations.
91

 Others were concerned about the extraterritorial reach of the 

Commissionôs Regulations.
92

 Some commentators were concerned that violating the rules could 
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 Although certain rules do not impose an ongoing duty on a swap dealer or major swap participant with respect to 

the swap, a swap dealer or major swap participant would still be required to comply with the duty with respect to 

subsequent swaps offered or entered into with a counterparty. 
89

 See, e.g. SIFMA/ISDA Feb. 17 Letter, at 3 and 25-26. 
90

 See, e.g. SIFMA/ISDA Feb. 17 Letter, at 26; NACUBO Feb. 22 Letter, at 3-4; VRS Feb. 22 Letter, at 3-4; 

HOOPP Feb. 22 Letter, at 3; NFP Energy End Users, Ex Parte Communication, Jan. 19, 2011 (citing NFP Energy 

End Users Sept. 20, 2010 Letter, at 14-15). 
91

 See, e.g., AMG-SIFMA Jan. 18 Letter, at 2-3; MFA Feb. 22 Letter, at 1-4; CEF Feb. 22 Letter, at 5-6; BlackRock 

Apr. 12 Letter, at 1-5. 
92

 See, e.g., Societe Generale Feb. 18 Letter, at 8-13; Barclays Jan. 11 Letter, at 5-7; Bank of Tokyo May 6 Letter, at 

5-6; Barclays Feb. 17 Letter, at passim. 
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be a basis for a private right of action under the CEA.
93

 The Commission addresses these issues 

in the discussion below. 

i. Meaning of ñOfferò  

Certain of the business conduct standards duties under the rules are triggered at the time an 

ñofferò is made.
94

 Two commenters suggested that the rules should be modified to clarify when an 

ñofferò occurs.
95

 One of the commenters suggested that the Commission should define ñofferò to 

mean when sufficient terms are offered that, if accepted, would create a binding agreement under 

contract law.
96

 They believe that this is necessary because, unlike in securities or futures, the 

terms of the product are not preset but can be negotiated.  

The Commission confirms that the term ñoffer,ò as used in the business conduct standards 

rules in subpart H, has the same meaning as in contract law, such that, if accepted, the terms of 

the offer would form a binding contract.
97

 The Commission notes, however, that not all of the 

rules are triggered when an offer is made. For example, the suitability duty is triggered when a 

swap dealer makes a ñrecommendation.ò
 98

 The final fair dealing rule
99

 will apply to all 

communications by a swap dealer or major swap participant in connection with a swap, 

including communications made prior to an offer. Other final rules (e.g., the anti-fraud and 
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 See, e.g., VRS Feb. 22 Letter, at 3; ABC/CIEBA Feb. 22 Letter, at 9-10; SIFMA/ISDA Feb. 17 Letter, at 4, 5-6, 

10, and 34-35; FHLBanks June 3 Letter, at 6 and 8; AMG-SIFMA Feb. 22 Letter, at 4-5 and 7-8; CEF Feb. 22 

Letter, at 3-4 and 9-10; Exelon Feb. 22 Letter, at 3. 
94

 See, e.g., final § 23.430(a) ï Verification of counterparty eligibility (ñbefore offering to enter into . . . a swap with 

that counterpartyò); final Ä 23.450(b)(1) ï Requirements for swap dealers and major swap participants acting as 

counterparties to Special Entities (ñAny swap dealer or major swap participant that offers to enter or enters into a 

swap with a Special Entity . . .ò). 
95

 See APPA/LPPC Feb. 22 Letter, at 4; SIFMA/ISDA Feb. 17 Letter, at 35-36. 
96

 See SIFMA/ISDA Feb. 17 Letter, at 35 fn. 84. 
97

 See, e.g., Restatement (Second) of Contracts Ä 24 (1981) (ñAn offer is the manifestation of willingness to enter 

into a bargain, so made as to justify another person in understanding that his assent to that bargain is invited and will 

conclude it.ò). In addition, as stated in § 23.400, nothing in these rules is intended to limit or restrict the applicability 

of other applicable laws, rules and regulations, including the federal securities laws. 
98

 See Section III.G. of this adopting release for a discussion of § 23.434ïRecommendations to Counterpartiesï

Institutional Suitability.  
99

 See Section III.F.3. of this adopting release for a discussion of final § 23.433. 
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confidential treatment rules) will be triggered as indicated by their terms. In addition, the 

Commission expects that for practical purposes swap dealers and major swap participants will 

comply with certain of their business conduct standards duties through counterparty relationship 

documentation negotiated with their counterparties well before an ñofferò or a ñrecommendationò 

is made.
100

  

Swap dealers and major swap participants will be permitted to arrange with third parties, such 

as the counterpartyôs prime broker, a method of providing disclosures or verifying that a Special 

Entity has an independent representative to satisfy its obligations under the rules. But the swap 

dealer or major swap participant will remain responsible for compliance with the rules.  

ii.  Discretionary Rules  

In the proposing release, the Commission noted that some of the requirements and duties in 

the proposed rules were mandated by specific provisions in the Dodd-Frank Act, while others 

were proposed under the Commissionôs discretionary authority.
101

 Some commenters 

recommended that the final rules be limited to what is mandated by statute until the CFTC gains 

more familiarity with these markets as they develop.
102

 Another commenter expressed a contrary 

view that Congress intended the Commission to use its discretionary authority because, if it did 

not, such authority would not have been granted.
103

 A commenter suggested that the rules that 

are promulgated based on the Commissionôs discretionary authority, such as suitability and 

scenario analysis, should apply only to a subset of eligible contract participants (ñECPsò) that 

                                                           
100

 For example, the verification of counterparty eligibility, know your counterparty and the verification of a Special 

Entityôs independent representative would be completed prior to any recommendation or offer. Other forms of 

documentation may suffice depending on the circumstances. For instance, if a counterparty requests a quote from a 

swap dealer with which it does not have relationship documentation, the counterparty could book the swap through its 

prime broker with which the swap dealer may have pre-negotiated documentation.  
101

 See proposing release, 75 FR at 80639. 
102

 See BlackRock Feb. 22 Letter, at 1-2; Encana Feb. 22 Letter, at 2. 
103

 CFA/AFR Feb. 22 Letter, at 18. 
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require additional protections.
104

 Another commenter suggested that if the Commission does 

adopt the discretionary rules, it should implement any such additional proposals as SRO rules 

and allow sophisticated counterparties to opt out of the heightened protections that they may not 

need or want.
105

 

One commenter stated that the Commissionôs approach in proposing discretionary rules that 

used industry best practices was reasonable because the proposals have already been endorsed by 

the industry as workable and achievable.
106

 The commenter stated that the Commission should go 

further, however, because the industryôs standards of conduct have been so poor that the industryôs 

own suggestions may not go far enough.  

The Commission has determined to adopt the rules proposed under the Commissionôs 

discretionary authority along with the mandatory rules, albeit with the changes and for the reasons 

discussed in the applicable sections of this adopting release that address each final rule. In 

exercising that discretion, the Commission has acted consistently with the intent of Congress as 

expressed in Section 4s(h)(3)(D) to establish business conduct standards that the Commission 

determines are appropriate in the public interest, for the protection of investors, or otherwise in 

furtherance of the purposes of the CEA.
107

 Many of the discretionary rules adopted by the 

Commission are based generally on existing Commission and SRO rules for registrants and 

industry best practices, and extending them to swap dealers and, where appropriate, to major swap 

participants will promote regulatory consistency. As such, the discretionary rules reflect existing 

business conduct standards that are time-tested, appropriate for swap dealers and major swap 

participants, and are well within the Commissionôs broad discretionary rulemaking authority under 

                                                           
104

 CEF Feb. 22 Letter, at 4-5.  
105

 SIFMA/ISDA Feb. 17 Letter, at 3 and 25-26. 
106

 CFA/AFR Feb. 22 Letter, at 19. 
107

 See also Sections 4s(h)(1)(D), 4s(h)(5)(B) and 4s(h)(6). 
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Section 4s(h). As a result, the final rules strike an appropriate balance between protecting the public 

interest and providing a workable compliance framework for market participants. With regard to the 

comments that suggest the Commission should implement any discretionary rules as SRO rules, the 

Commission declines to take such an approach. The Commission has relied in the past on SROs to 

fulfill a number of important functions in the derivatives market, and it will continue to do so in the 

future. Moreover, the Commission will consider SRO guidance, where relevant and appropriate, in 

interpreting the Commissionôs final rules that are based on SRO rules.
108

 If, in the future, it becomes 

beneficial to delegate certain functions regarding the business conduct standards to SROs, the 

Commission will do so at that time. Delegating all discretionary rules to the SROs now, however, is 

premature and not consistent with the regulatory scheme that was mandated by Congress.
109

  

iii.  Different Rules for Swap Dealers and Major Swap Participants 

Some commenters recommended that there be different business conduct standards rules for 

swap dealers and major swap participants.
110

 Another commenter stated that the rules concerning 

ñknow your counterparty,ò treatment of confidential information, trading ahead and front running, 

the requirement to provide a daily mark, fair dealing, and the determination of counterparty 

suitability should not apply to major swap participants.
111

 This commenter believed that major swap 

participants, however, should receive the benefits of those rules when acting as counterparties to swap 
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 For further discussions of SRO guidance see Section III.A.3.b. of this release at fn. 188 discussing final 

§ 23.402(b) (know your counterparty), Section III.F.3. of this release at fn. 500 discussing final § 23.433 

(communications-fair dealing), and Section III.G.3. of this release at fn. 542 discussing final § 23.434 

(recommendations to counterpartiesïinstitutional suitability). 
109

 The SEC has taken a consistent approach in its proposed business conduct standards rules. For example, the 

SECôs ñknow your counterparty,ò suitability and fair communications rules are based on similar requirements under 

the rules of the Financial Industry Regulatory Authority (ñFINRAò). See SECôs proposed rules, 76 FR at 42414 fn. 

125, 42415 fn. 128, and 42418 fn. 151. See also FINRA Rule 2090 (know your customer), FINRA Rule 2111 

(suitability), and NASD Rule 2210 (communications with the public).  
110

 See AMG-SIFMA Jan. 18 Letter, at 2-3; MFA Feb. 22 Letter, at 1-4; CEF Feb. 22 Letter, at 5-6; BlackRock Apr. 

12 Letter, at 1-5; BlackRock June 3 Medero and Prager Letter, at 4-5. 
111

 MetLife Feb. 22 Letter, at 4-5, contra CFA/AFR Nov. 3 Letter, at 7. 
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dealers. They argued that major swap participants, regardless of their size, cannot be presumed to 

possess a level of market or product information equal to that of swap dealers and are less likely 

than swap dealers to be members of a swap execution facility (ñSEFò), a designated contract 

market (ñDCMò) or a derivatives clearing organization (ñDCOò). The commenter believed that 

major swap participants are unlikely to have systems and personnel comparable to that of a swap 

dealer to allow them to model and value complex instruments.
112

 As a result, they argued that major 

swap participants, when dealing with swap dealers, should be able to: (1) Elect where to clear 

trades; (2) receive risk disclosure, the required scenario analyses for complex high-risk bilateral 

swaps, information about incentives or compensation the dealer is getting, and any new product 

analysis that the swap dealer does for its risk management purposes; and (3) receive the protection 

from the suitability provision the same as any other counterparty would receive. 

The statutory business conduct standards requirements, generally, do not distinguish between 

swap dealers and major swap participants. However, the Commission has considered the definitions 

of swap dealer and major swap participant, which are based on the nature of their swap related 

businesses, including marketing activities, and has determined, where appropriate, not to apply 

certain discretionary rules to major swap participants.
 
 The final rules for major swap participants 

do not include the suitability duty, pay-to-play, ñknow your counterpartyò and scenario analysis 

provisions. Removing these requirements alleviates some of the regulatory burden on major swap 

participants without materially impacting the protections for counterparties envisioned by 

Congress. This is discussed further in the sections below that address these relevant rules.  

With respect to one commenterôs request that major swap participants be the beneficiaries of 
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 MetLife Feb. 22 Letter, at 4-5.  
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the business conduct standards rules,
113

 Congress appears to have made a contrary determination 

as indicated, for example, in Section 4s(h)(3), which explicitly relieves swap dealers from the 

duty to provide disclosures to major swap participants. Following this approach in the statute, the 

Commission has determined not to require that swap dealers provide major swap participants with 

the same protections afforded to other counterparties. Nor is the Commission requiring swap 

dealers to allow major swap participants to opt in to receive certain protections, such as a daily 

mark, suitability or scenario analysis, that are afforded to counterparties generally. That would 

impose a burden on swap dealers that is not contemplated by the statutory scheme. Of course, 

major swap participants are free to negotiate with swap dealers for such protections on a 

contractual basis.  

iv. Opt in or Opt out for Certain Classes of Counterparties 

Some commenters suggested that the Commission should (1) provide an exemption from the 

external business conduct standards for swap dealers when they transact with certain 

sophisticated investors, which might include certain Special Entities, or (2) narrowly tailor the 

external business conduct standards to make them elective for the counterparty.
114

 These 

commenters suggested that the Commission should set the threshold for parties that decide to opt 

out to include ñqualified institutional buyersò as defined in Rule 144A
115

 under the Securities Act 

of 1933 (ñSecurities Actò)
116

 and corporations having assets under management of $100 million 

or more.  

Another commenter suggested that the Special Entity provisions should not be applicable to 
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 Id. 
114

 See VRS Feb. 22 Letter, at 4; SIFMA/ISDA Feb. 17 Letter, at 26; NACUBO Feb. 22 Letter, at 3-4. 
115

 17 CFR 230.144A. 
116

 15 U.S.C. 77a et seq. All references to the Securities Act are to the Securities Act, as amended by the Dodd-

Frank Act. 
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certain not-for-profit electricity and natural gas providers because of their sophistication in 

dealing with swaps concerning such commodities.
117

 One commenter believed that the business 

conduct standards rules should not apply to sophisticated Special Entities,
118

 and another 

commenter suggested that they should not apply to non-ERISA pension plans.
119

 According to 

these commenters, many of the protections in place for Special Entities will slow down the 

process for entering into swaps and make it more difficult for Special Entities to do business. 

Two other commenters believed that the rules will increase the price of swaps without any 

material benefit.
120

 One of them suggested that the Commission instead should (1) provide an 

exemption from the external business conduct standards rules for swap dealers when transacting 

with certain sophisticated investors, which would include certain government plans such as the 

commenter, or (2) narrowly tailor the rules to make them elective for the counterparty.
121

  

That is not the approach that Congress took in Section 4s(h) of the CEA. With a few 

exceptions not relevant here, the statute does not distinguish among counterparties or types of 

transactions.
122

 Nevertheless, as discussed below in connection with the relevant rules, the 

Commission has determined to permit means of compliance with the final rules that should 

promote efficiency and reduce costs and, where appropriate, allow the parties to take into 

account the sophistication of the counterparty.
123

 The final rules grant swap dealers and major 
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 See NFP Energy End Users, Ex Parte Communication, Jan. 19, 2011 (citing NFP Energy End Users Sept. 20, 

2010 Letter, at 14-15).  
118

 VRS Feb. 22 Letter, at 3 (business conduct standards rules should not apply to sophisticated Special Entities). 
119

 HOOPP Feb. 22 Letter, at 3 (business conduct standards rules should not apply to sophisticated non-ERISA plans 

such as HOOPP). 
120

 VRS Feb. 22 Letter, at 3-4; EEI June 3 Letter, at 6.  
121

 VRS Feb. 22 Letter, at 3-4. 
122

 Section 4s(h) distinguishes among counterparties in the Special Entity provisions (Sections 4s(h)(4) and (5)), and 

among swaps transactions where the counterparty to the swap dealer or major swap participant is a swap dealer, major 

swap participant, or SBS Entity (Section 4s(h)(3)). 
123

 For example, swap dealers will be able to rely on counterparty representations with respect to sophistication, 

among other things, to tailor their compliance with the suitability rule ï § 23.434. To promote efficiency and lower 
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swap participants, with approval of their counterparties, discretion in selecting a reliable, cost-

effective means for providing required information, including using websites with password 

protection.
124

 Additionally, the Commission adopted approaches for swap dealers and major swap 

participants dealing with Special Entities to streamline the process for complying with the Special 

Entity provisions without undermining the intent of Congress in enacting those provisions.  

In addition, an opt in or opt out regime for counterparties could create incentives for swap 

dealers and major swap participants that would be inconsistent with congressional intent in 

enacting the business conduct standards. Rather than raising standards, pressure from swap 

dealers or major swap participants could discourage counterparties from electing to receive such 

protections and could effectively force counterparties to waive their rights or be shut out of many 

swaps transactions.
125

 Moreover, the Commission generally frowns on attempts to get customers 

to waive protections under its rules.
126

 As a result, the Commission declines to adopt such an opt 

in or opt out regime.  

                                                                                                                                                                                           

costs, the rules allow swap dealers and major swap participants to incorporate, as appropriate, material information 

covered by the disclosure requirements in counterparty relationship documentation or other standardized formats to 

avoid having to make repetitious disclosures on a transaction-by-transaction basis.  
124

 Section 23.402(e) ï Manner of disclosure. The Commission notes, however, that the disclosure rules are 

principles based and set standards for required disclosures. The standards apply to each swap covered by the rules. 

Therefore, whether any particular disclosure or format (e.g., custom tailored or standardized in counterparty 

relationship documentation) meets the standard in connection with any particular swap will depend on the facts and 

circumstances. Swap dealers and major swap participants will be responsible for complying with the disclosure 

standards for each swap. 
125

 One commenter suggested that the Commission should impose a minimum comprehension requirement on 

counterparties.  See Copping Jan. 12 Submission. The Commission declines to do so as it is beyond the scope of the 

business conduct standards rules, which govern swap dealer and major swap participant behavior and not 

counterparties. Moreover, Congress determined to limit swaps trading, except on a DCM, to ECPs, implicitly 

finding ECPs to be qualified to engage in such transactions. Nevertheless, the final rules follow the statutory 

scheme, which establishes a robust disclosure regime and Special Entity protections, among others. The 

Commission has determined to use its discretionary rulemaking authority to provide for suitability and scenario 

analysis, in particular. Taken together, the final rules materially enhance the ability of counterparties to assess the 

merits of entering into any particular swap transaction and reduce information asymmetries between swap dealers 

and major swap participants and their counterparties. 
126

 See, e.g., First American Discount Corp. v. CFTC, 222 F. 3d 1008, 1016-17 (D.C. Cir. 2000) (the Commission 

contended that permitting introducing brokers to waive the required guarantee agreement with its FCM would 

undermine the protections provided by Commission Regulation § 1.10(j) (17 CFR 1.10(j))).  
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v. SEF Transactions 

Some commenters stated that certain business conduct standards rules should not apply to SEF 

transactions where the swap dealer or major swap participant learns the identity of the counterparty 

only immediately prior to the execution of the swap such as in a request for quote (ñRFQò) 

system.
127

 Another commenter opined that Section 4s(h)(7) is intended to exclude certain 

transactions from all of the requirements of the Commissionôs business conduct standards 

rules.
128

 The commenter stated that, because the Commission only mentions the exemption with 

respect to verification of counterparty eligibility
129

 and the requirements for swap dealers acting 

as counterparties to Special Entities,
130

 the exclusion could be read as applying only to those rules. 

The commenter believed that the proper reading of Section 4s(h)(7) requires that all transactions 

initiated by a Special Entity on a SEF or DCM are excluded from the business conduct standards 

rules, not merely those that are initiated by a Special Entity where the identity of the counterparty 

is not known.
131

 The commenter believed the two prongs are intended to be disjunctive and carve 

out from the business conduct standards rules (1) any transaction a Special Entity enters into on a 

SEF or DCM, or (2) all SEF or DCM transactions where the swap dealer or major swap 

participant does not know the identity of the counterparty.
132

 

Based on the statutory language, the Commissionôs view is that Section 4s(h)(7) creates an 

exclusion that applies when two conditions are met: (1) When a transaction is initiated by a Special 
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 See SIFMA/ISDA Feb. 17 Letter, at 7 (asserting that the Commission should clarify that the following proposed 

exceptions would be available to a swap dealer or major swap participant in an RFQ system where the 

counterpartyôs identity is known only immediately prior to the execution of the swap: Ä 23.430(c)ïVerification of 

counterparty eligibility, § 23.431(b)ïDisclosures of material information, § 23.450(g) ï Acting as counterparties to 

Special Entities, and § 23.451(b)(2)(iii)ïPay-to-play prohibitions); State Street Feb. 22 Letter, at 2-3; SWIB Feb. 22 

Letter, at 2. 
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 ABC/CIEBA June 3 Letter, at 6-7. 
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 See proposed § 23.430(c). 
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 See proposed § 23.450(g). 
131

 ABC/CIEBA June 3 Letter, at 6-7. 
132

 Id. 
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Entity on a DCM or SEF; and (2) the swap dealer or major swap participant does not know the 

identity of the counterparty to the transaction.
 
Consistent with Section 4s(h)(7), the Commission 

has determined that certain of the business conduct standards rules will apply only where the swap 

dealer or major swap participant knows the identity of the counterparty prior to execution. These 

are the provisions for ñknow your counterparty,ò true name and owner, verification of eligibility, 

disclosures, suitability, and the Special Entity rules.
133

  

For uncleared swaps executed on a SEF, swap dealers and major swap participants have 

ongoing duties to counterparties the same as they would in uncleared non-SEF transactions. For 

example, the duties to provide a daily mark, engage in fair dealing, and maintain confidentiality of 

counterparty information will continue to apply. 

For swaps where the identity of the counterparty is known just prior to execution on a SEF, 

the Commission has determined that the business conduct standards rules, including the 

disclosure duties, will apply. Section 4s(h)(7), which limits application of the Special Entity 

provisions of the business conduct standards in anonymous DCM and SEF transactions, informs 

the applicability of other business conduct standards that are also anonymous DCM or SEF 

transactions. It would be inconsistent with the statutory language and blur the line of when 

disclosures are required, for example, to exempt swaps from the business conduct standards 

duties where the identity of the counterparty is known just prior to execution on a SEF. Under 

the final rules, swap dealers and major swap participants will have to develop mechanisms for 
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 Swap market participants should be aware that the Commissionôs anti-evasion rule in § 23.402(a) requires swap 

dealers or major swap participants to have policies and procedures to prevent them from evading or facilitating an 

evasion of any provision of the Act or Commission Regulation. The Commission expects such policies and 

procedures to preclude routing pre-arranged trades through a SEF or DCM for the purpose of avoiding compliance 

with the business conduct standards rules. For example, where a swap dealer or major swap participant has a 

relationship with a counterparty and has discussed a transaction prior to ñanonymousò execution on a SEF, the 

Commission will consider whether the transaction was structured to avoid compliance with the business conduct 

standards rules in determining whether to bring an action for failure to have or comply with written policies and 

procedures to prevent evasion under § 23.402(a).  
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making disclosures in connection with such transactions on a SEF, which may include working 

with the SEF itself, to develop functionality to facilitate disclosures.
134

 

vi. Extraterritoriality 

A few commenters addressed the international reach of the proposed rules. Some commenters 

stated that the business conduct standards rules should apply only to swaps with a U.S. customer 

and a U.S. based salesperson.
135

 For other swaps, the commenters stated the Commission should 

defer to foreign regulators
136

 and exercise supervision through memoranda of understanding.
137

 

One commenter also recommended a new registration category for foreign dealers.
138

  

The Commission expects to address extraterritorial issues under the Dodd-Frank Act in a 

separate release, which will include the issues raised by these commenters concerning the 

application of the business conduct standards rules to foreign customers and dealers.  

vii.  Private Rights of Action 

Several commenters voiced concerns over the potential for litigation that could arise because 

of the business conduct standards rules.
139

 They are concerned that litigation costs will increase as 

a result and be passed on to counterparties. Commenters noted that the proposed rules may 

indirectly subject swap dealers and major swap participants to private rights of action because of 
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 Providing required disclosures under § 23.431 through such mechanisms will not be considered evasion under 

§ 23.402(a). 
135

 See, e.g., Societe Generale Feb. 18 Letter, at 8-13; Barclays Jan. 11 Letter, at 5; Bank of Tokyo May 6 Letter, at 5-

6; Barclays Feb. 17 Letter, at 8-9. 
136

 See Bank of Tokyo May 6 Letter, at 6. 
137

 See Societe Generale Feb. 18 Letter, at 8.  
138

 Id. 
139

 See VRS Feb. 22 Letter, at 3; ABC/CIEBA Feb. 22 Letter, at 9-10; SIFMA/ISDA Feb. 17 Letter, at 4, 5-6, 10 

and 34-35; FHLBanks June 3 Letter, at 6 and 8; AMG-SIFMA Feb. 22 Letter, at 4-5 and 7-8; CEF Feb. 22 Letter, at 

3-4 and 9-10; Exelon Feb. 22 Letter, at 3. 
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the statutory language in Section 4s(h).
140

 While the Commission cannot exempt swap dealers 

and major swap participants from private rights of action under Section 22 of the CEA, and issues 

related to private rights of action are beyond the scope of this rulemaking, in this adopting 

release and in the rule text, the Commission has provided guidance to swap dealers and major 

swap participants for complying with the final rules. In addition, in the absence of fraud, the 

Commission will consider good faith compliance with policies and procedures reasonably 

designed to comply with the business conduct standards rules as a mitigating factor when 

exercising its prosecutorial discretion for violation of the rules.  

viii. Inter-affiliate Transactions 

One commenter suggested that the Commission clarify that certain of the requirements 

applicable to swap transactions and swap dealing activities do not apply to transactions among 

affiliated entities because such inter-affiliate transactions do not implicate the concerns for 

systemic risk and market integrity that the Dodd-Frank Act is intended to address and there is 

very limited potential for fraudulent conduct.
141

 Another commenter suggested that, with regard 

to banks, the Commission should provide relief from the business conduct standards with respect 

to transactions among bank group members when the transaction is with a group member that is a 

registered swap dealer or major swap participant.
142

 

The Commission confirms that swap dealers and major swap participants need not comply 

with the subpart H external business conduct standards rules for swaps entered into with their 

affiliates where the transactions would not be ñpublicly reportable swap transactions.ò Under 
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 For example, Section 22 of the CEA provides a private right of action for any violation of the CEA, and Section 

4s(h)(l) states that ñ[e]ach registered swap dealer and major swap participant shall conform with such business 

conduct standards . . . as may be prescribed by the Commission by rule or regulation . . . .ò 
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 Shell June 3 Letter, at 1. 
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 Bank of Tokyo May 3 Letter, at 4-5.  
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§ 43.2, recently adopted in the real time reporting rulemaking, a publicly reportable swap 

transaction means, among other things, any executed swap that is an armôs length transaction 

between two parties that results in a corresponding change in the market risk position between the 

two parties.
143

 The definition of a publicly reportable swap transaction provides, by way of 

example, that internal transactions to move risk between wholly-owned subsidiaries of the same 

parent, without having credit exposure to the other party would not require public dissemination 

because such swaps are not armôs-length transactions. Such transactions, however, are subject to 

the anti-evasion requirements of § 23.402(a) and the anti-fraud provisions in § 23.410. 

2. Section 23.401ïDefinitions  

a. Proposed § 23.401  

Proposed § 23.401 contained definitions for several terms that are relevant to the 

Commissionôs proposed business conduct standards rules. These include the terms 

ñcounterparty,ò ñmajor swap participant,ò ñSpecial Entityò
144

 and ñswap dealer.ò The term 

counterparty was defined to include prospective counterparties. The proposed definitions of 

ñswap dealerò and ñmajor swap participantò incorporated by reference the proposed definitions 

in the Commissionôs entity definitions rulemaking.
145

 In addition, these terms included, as 

appropriate under this subpart, anyone acting for or on behalf of such persons, including 

associated persons as defined in Section 1a(4) of the CEA.   

b. Comments 

The Commission did not receive any comments regarding the proposed definitions of swap 
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 Real Time Public Reporting, 77 FR 1182 at 1187, Jan. 9, 2012. 
144

 See Section IV.A. of this adopting release for a discussion of the comment letters received and the Commissionôs 

determination regarding the definition of the term ñSpecial Entity.ò  
145

 See Further Definition of ñSwap Dealer,ò ñSecurity-Based Swap Dealer,ò Major Swap Participant,ò ñMajor 

Security-Based Swap Participant,ò and ñEligible Contract Participant,ò 75 FR 80174, Dec. 21, 2010. 
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dealer or major swap participant.
146

 One commenter stated that the Commission should revise the 

proposed definition of counterparty to exclude swap dealers and major swap participants.
147

 The 

commenter asserted that the Commission should revise the definition of counterparty and clarify 

that none of the business conduct standards rules applies where swap dealers or major swap 

participants transact with another swap dealer or major swap participant.
148

 

c. Final § 23.401  

The Commission has determined to adopt the definitions of counterparty, swap dealer and 

major swap participant as proposed (renumbered as § 23.401(a)ïCounterparty, § 23.401(b)ï

Major swap participant and § 23.401(d)ïSwap dealer). The Commission declines to revise the 

definition of counterparty to exclude swap dealers and major swap participants. Certain rules by 

their terms, such as § 23.431-Disclosures of Material Information and § 23.434-Institutional 

Suitability, do not apply to transactions among swap dealers or major swap participants. 

However, the Commission has determined that it would be inappropriate and inconsistent with 

the statute to exclude such transactions from other rules, such as § 23.433ïCommunicationsïfair 

dealing. 

3. Section 23.402ïGeneral Provisions
149

 

a. Section 23.402(a)ïPolicies and Procedures to Ensure Compliance and Prevent Evasion 

i. Proposed § 23.402(a)  

                                                           
146

 A commenter urged the Commission to refine the definition of ECP so that the discretionary rules would provide 

protections only for a subset of unsophisticated ECPs. Alternatively, this commenter asked the Commission to 

exempt swap dealers and major swap participants from compliance with the external business conduct standards 

when they face counterparties who are sophisticated enough to evaluate swap transactions without support from the 

swap dealer or major swap participant. CEF Feb. 22 Letter, at 4-5, see also Wells Fargo May 11 Letter, at passim. 

See Section III.A.1. of this adopting release for a discussion of § 23.400ïScope, including how the Commission 

addressed these issues. 
147

 CEF Feb. 22 Letter, at 7-8. 
148

 Id. 
149

 The Commission proposed § 23.402(b)ïDiligent supervision, but has determined not to adopt it as a final rule. 

See fn. 21. As a result, the paragraphs in final § 23.402 have been renumbered as reflected in the final rules. 
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Proposed § 23.402(a) required swap dealers and major swap participants to have policies and 

procedures reasonably designed to ensure compliance and prevent evasion of any provision of 

the CEA or any Commission Regulation, and to implement and monitor compliance with such 

policies and procedures as part of their supervision and risk requirements under subpart J of part 

23.
150

 

ii.  Comments 

One commenter directly addressed proposed § 23.402(a) and asserted that the rule would 

require a swap dealer or major swap participant to have a policy with respect to each statutory 

provision or regulation that potentially applies to a swap dealer or major swap participant.
151

 

According to the commenter, because many regulations only apply in limited circumstances, the 

scope of a swap dealer or major swap participantôs policies and procedures should be limited to 

material provisions of the CEA and Commission Regulations.
152

  

Another commenter, while not directly addressing proposed § 23.402(a), recommended that 

the Commission convert certain prescriptive requirements of the proposed rules and permit swap 

dealers and major swap participants to comply by establishing and enforcing policies and 

procedures.
153

 Conversely, another commenter opposed an approach that would deem swap 

dealers or major swap participants to be in compliance with the business conduct standards for 
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 The Commission has proposed that swap dealers and major swap participants adopt policies and procedures 

regarding compliance with the CEA and Commission Regulations. See, e.g., Governing the Duties of Swap Dealers, 

75 FR 71397; Designation of a Chief Compliance Officer, Required Compliance Policies, and Annual Report of a 

Futures Commission Merchant, Swap Dealer, Major Swap Participant, 75 FR 70881, Nov. 19, 2010 (ñCCO 

proposed rulesò); Implementation of Conflict-of-Interest Standards by Swap Dealers and Major Swap Participants, 

75 FR 71391, Nov. 23, 2010 (ñConflict-of-Interest Standards by Swap Dealersò). 
151

 CEF Feb. 22 Letter, at 19 (Appendix A). 
152

 Id.  
153

 SIFMA/ISDA Feb. 17 Letter, at 11 (discussing proposed § 23.410(b)ïConfidential Treatment of Counterparty 

Information); see also FIA/ISDA/SIFMA Aug. 26 Letter, at 17 (discussing the SECôs proposed institutional 

suitability requirements and supporting the implementation of the SECôs proposed ñknow your counterpartyò rule 

through policies and procedures). 
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complying with policies and procedures.
154

 

iii.  Final § 23.402(a)  

The Commission has considered the comments and has determined to adopt § 23.402(a) as 

proposed. The Commission clarifies, however, that a swap dealer or major swap participant may 

consider the nature of its particular business in developing its policies and procedures and tailor 

such policies and procedures accordingly.
155

 A swap dealer or major swap participant, however, 

remains responsible for complying with all applicable provisions of the CEA and Commission 

Regulations, including subpart H of part 23. 

A swap dealer or major swap participant will be expected to have policies and procedures 

reasonably designed both to ensure compliance and avoid evasion of the applicable requirements 

of the CEA and Commission Regulations, including subpart H of part 23. Good faith compliance 

with such policies and procedures will be considered by the Commission in exercising its 

prosecutorial discretion in connection with violations of the CEA and Commission Regulations. 

To be considered good faith compliance, the Commission will consider, among other things, 

whether the swap dealer or major swap participant made reasonable inquiry and took appropriate 

action where the swap dealer or major swap participant had information that would cause a 

reasonable person to believe that any person acting for or on behalf of the swap dealer, major 

swap participant or any counterparty was violating the CEA or the Commissionôs Regulations in 

connection with the swaps related business of the swap dealer or major swap participant.  

                                                           
154

 CFA/AFR Aug. 29 Letter, at 12 (also noting, however, ñit is certainly appropriate for the [SEC] to require SBS 

Entities to establish, maintain, document and enforce policies and procedures reasonably designed to achieve 

compliance with business conduct rulesò). 
155

 As part of the materials submitted in an application for registration as a swap dealer or major swap participant, an 

applicant may submit its written policies and procedures to ñdemonstrate, concurrently with or subsequent to the 

filing of their Form 7ïR with the National Futures Association, compliance with regulations adopted by the 

Commission pursuant to section[] . . . 4s(h) . . . of the [CEA] . . . .ò The Commission adopted final registration rules 

on the same day as these business conduct standards rules. See also proposed § 3.10(a)(1)(v)(A), Proposed Rules for 

Registration of Swap Dealers and Major Swap Participants, 75 FR 71379, Nov. 23, 2010. 
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b. Section 23.402(b)ïKnow Your Counterparty  

i. Proposed § 23.402(c) 

 Among the Commissionôs proposed business conduct rules was a ñknow your counterpartyò 

requirement.
156

 Proposed § 23.402(c) (renumbered as final § 23.402(b)) required swap dealers 

and major swap participants to use reasonable due diligence to know and retain a record of the 

essential facts concerning each counterparty and the authority of any person acting for such 

counterparty, including facts necessary to: (1) Comply with applicable laws, regulations and 

rules; (2) effectively service the counterparty; (3) implement any special instructions from the 

counterparty; and (4) evaluate the previous swaps experience, financial wherewithal and 

flexibility, trading objectives and purposes of the counterparty.
157

  

The Commission stated that, among other purposes, proposed § 23.402(c) would assist swap 

dealers and major swap participants in avoiding violations of Section 4c(a)(7) of the CEA, which 

makes it ñunlawful for any person to enter into a swap knowing, or acting in reckless disregard 

of the fact, that its counterparty will use the swap as part of a device, scheme, or artifice to 

defraud any third party.ò
158

 In proposing § 23.402(c), the Commission noted that it was guided 

by NFA Compliance Rule 2-30, Customer Information and Risk Disclosure, which NFA has 

interpreted to impose ñknow your customerò duties and has been a key component of NFAôs 

customer protection regime.
159

 

ii.  Comments 

The Commission received several comments representing a diversity of views on proposed 
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 Proposing release, 75 FR at 80641.  
157

 Id., at 80657.  
158

 Id., at 80641; 7 U.S.C. 6c(a)(7). 
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 Proposing release, 75 FR at 80641 fn. 25 (citing NFA Interpretive Notice 9013 ï NFA Compliance Rule 2-30: 

Customer Information and Risk Disclosure (Staff, Nov. 30, 1990; revised Jul. 1, 2000)). 
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§ 23.402(c). As a general matter, some commenters believed the ñknow your counterpartyò rule 

should not be adopted because it was not mandated by the Dodd-Frank Act.
160

 These 

commenters expressed concern about a number of specific issues as well.  

One commenter stated that the application of proposed § 23.402(c) and certain other 

proposed rules to major swap participants in connection with their trading with swap dealers and 

other registered market intermediaries is inappropriate because they are customers of swap 

dealers or registered market intermediaries and should be treated as such rather than as dealers or 

quasi-dealers.
161

  

Commenters stated that proposed § 23.402(c) seemed to transform swap dealers and major 

swap participants into ñservice providers,ò which they contend is a departure from their actual 

status as counterparties.
162

 In this regard, these commenters believed the Commission erred by 

misapplying principles of agency to armôs length, principal-to-principal relationships.
163

 These 

commenters contend that, to the extent swap dealers and major swap participants are transacting 

with counterparties at armôs length, the Commission should clarify that the ñknow your 

counterpartyò and corresponding recordkeeping requirements do not apply.
164

 Similarly, these 

commenters expressed concern that requiring swap dealers and major swap participants to obtain 

financial information from their counterparties would be inconsistent with ordinary business 

practice and would place the counterparties at a severe negotiating and informational 

disadvantage to the swap dealer or major swap participant.
165
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 See, e.g., ABC/CIEBA Feb. 22 Letter, at 13-14; SIFMA/ISDA Feb. 17 Letter, at 8-9.  
161

 MetLife Feb. 22 Letter, at 4-5.  
162

 See, e.g., ABC/CIEBA Feb. 22 Letter, at 14; SIFMA/ISDA Feb. 17 Letter, at 9; HOOPP Feb. 22 Letter, at 3; 

BlackRock June 3 Medero and Prager Letter, at 5.  
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 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 9. 
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 See, e.g., MFA Feb. 22 Letter, at 5. 
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 See, e.g., ABC/CIEBA Feb. 22 Letter, at 14; AMG-SIFMA Feb. 22 Letter, at 10.  
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Commenters opposed to proposed § 23.402(c) also took issue with the Commissionôs 

reference to NFA Compliance Rule 2-30 (Customer Information and Risk Disclosure).
166

 In their 

view, the Commissionôs proposal to require a swap dealer or major swap participant to conduct 

an independent investigation in order to obtain information necessary to evaluate a 

counterpartyôs flexibility is unclear and a costly departure from NFA Compliance Rule 2-30 and 

FINRA Rule 2090 (Know Your Customer).
167

 The commenters stated that the SRO rules are 

intended to protect retail customers and are ill-suited to a sophisticated institutional market.
168

 By 

transforming an SRO rule into a Commission regulation, these commenters believed that the 

Commissionôs proposal exposes swap dealers and major swap participants to unnecessary and 

significant private litigation risk and associated costs.
169

  

The concern regarding the proposalôs potential to increase legal risk and transaction costs 

extended to those commenters who were generally supportive of the requirement in proposed 

§ 23.402(c) that swap dealers and major swap participants use reasonable due diligence to know 

and retain a record of the essential facts concerning each counterparty.
170

 As one commenter 

stated, ñif the derivatives markets are unduly constrained on account of increased legal risk, the 

intended benefits of the external business conduct rules will not be realized.ò
171

 

Another commenter strongly supported proposed § 23.402(c) as an essential component of an 

effective business conduct standards rule regime and urged the Commission to strengthen the 

recordkeeping requirements associated with the proposed ñknow your counterpartyò rule.
172
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 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 8; MFA Feb. 22 Letter, at 3. 
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 Id. 
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 Id.  
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 Id.  
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 See, e.g., FHLBanks June 3 Letter, at 6. 
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However, the commenter agreed with those generally opposed to the proposal on one point: That 

it may be appropriate to scale any ñknow your counterpartyò requirements according to the 

nature of the relationship between the counterparties. Accordingly, the commenter agreed that, 

where a truly armôs length relationship exists, for example, it may be appropriate to limit the 

ñknow your counterpartyò obligation to information necessary to comply with the law.
173

  

In connection with the ñknow your counterpartyò rule, commenters urged the Commission to 

harmonize its rules with those proposed by the SEC.
174

 These commenters stated their belief that 

Congress sought to assure through Section 712(a) of the Dodd-Frank Act that the CFTC and 

SEC adopt comparable and consistent regulations.
175

 These commenters also highlighted that, 

from a cost-benefit perspective, inconsistent or conflicting requirements would increase the costs 

to market participants of implementing the measures necessary to comply with the CEA.
176

  

iii.  Final § 23.402(b) 

The Commission has determined to adopt proposed § 23.402(c) (renumbered as § 23.402(b)) 

with changes to reflect certain of the comments it received. In making this determination, the 

Commission concluded that final § 23.402(b) is fully authorized by the discretionary rulemaking 

authority vested in the Commission by Section 4s(h). In Section 4s(h), Congress granted the 

Commission broad discretionary authority to promulgate business conduct requirements, as 

appropriate in the public interest, for the protection of investors or otherwise in furtherance of the 

purposes of the CEA.
177

 The Commission considers the rule to be an appropriate exercise of its 

discretionary authority because a ñknow your counterpartyò requirement is an integral 
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 Compare CFA/AFR Feb. 22 Letter, at 19, with SIFMA/ISDA Feb. 17 Letter, at 8-9. 
174

 See, e.g., FIA/ISDA/SIFMA Sept. 14 Letter, at 2-3.  
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 Id., at 2. 
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 Id. 
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 Section 4s(h)(3)(D); see also Sections 4s(h)(1)(D), 4s(h)(5)(B) and 4s(h)(6). 
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component of, and consistent with, sound principles of legal and regulatory compliance and 

operational and credit risk management.
178

 Many of the entities that will be subject to this 

requirement should already have in place, as a matter of normal business practices, ñknow your 

counterpartyò policies and procedures by way of their membership in an SRO
179

 or, for banks, 

compliance with standards set forth by their prudential regulators.
180

 Given this fact, the 

Commission believes the additional costs of complying with this requirement, if any, will be 

minimal.  

 Final § 23.402(b) seeks to harmonize the Commissionôs approach with the SECôs proposed 

rules.
181

 As one commenter noted, the SECôs ñknow your counterpartyò proposal benefited from 

the comments the Commission received on proposed § 23.402(c).
182

 This same commenter 

highlighted the congressional mandate in Section 712(a) of the Dodd-Frank Act that the 

Commission and the SEC consult for the purposes of assuring regulatory consistency and 

comparability, to the extent possible. The Commission believes that the ñknow your 

counterpartyò rule is an area where the Commission and the SEC can achieve consistency. At the 

same time, there will be some variation to account for the comments received on the 

Commissionôs proposal and the fact that the Commission regulates different products, 

participants, and markets.  

The Commission agrees with comments calling for the exclusion of major swap participants 

from the ñknow your counterpartyò requirements. In most cases, major swap participants will 

                                                           
178

 See Derivatives Policy Group, ñFramework for Voluntary Oversight,ò at Section V.III.B. (Mar. 1995) (ñDPG 

Frameworkò). 
179

 See, e.g., NFA Compliance Rule 2-30; see also FINRA Rule 2090. 
180

 See also Trading & Capital-Markets Activities Manual, sections 2050.3, 2050.4, 2060.3, 2060.4, 3030.1, and 

3030.3 (Bd. of Gov. Fed. Reserve Sys. Jan. 2009). 
181

 SECôs proposed rules, 76 FR at 42414. 
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 See FIA/ISDA/SIFMA Aug. 26 Letter, at 3. 
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themselves be counterparties to or customers of swap dealers. By definition, their business will 

not be dealing in or making a market in swaps.
183

 Accordingly, the Commission is deleting major 

swap participants from final § 23.402(b).  

With respect to the requirement in proposed § 23.402(c) that the swap dealer evaluate the 

previous swap experience, financial wherewithal and flexibility, trading objectives and purposes 

of the counterparty, commenters expressed several objections. Rather than fostering counterparty 

protections, commenters asserted, this requirement could actually place counterparties at a 

negotiating and information disadvantage relative to swap dealers.
184

 Further, commenters 

claimed that such protections are unnecessary when swap dealers and counterparties are dealing 

in armôs length transactions and are more appropriate when swap dealers make recommendations 

to counterparties.
185

  

In light of the foregoing comments, the Commission believes that certain of the protections 

provided for in proposed § 23.402(c) are better addressed in connection with § 23.434ï

Recommendations to counterpartiesïinstitutional suitability.
186

 Accordingly, the Commission is 

removing from final § 23.402(b) the requirements in proposed § 23.402(c) to ñeffectively service 

the counterpartyò and ñimplement any special instructions from the counterparty.ò Through these 

changes, the Commission clarifies that the final ñknow your counterpartyò rule does not, by 

itself, create an ñadvisorò status or impose a fiduciary duty on a swap dealer.  

The Commission believes comments opposing proposed § 23.402(c) on the basis that it 

transforms NFA Compliance Rule 2-30 (Customer Information and Risk Disclosure) from an 
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 The definition of ñmajor swap participantò states that the term ñmeans any person who is not a swap dealer.ò 

Section 1a(33) of the CEA (7 U.S.C. 1a(33)). 
184

 See, e.g., ABC/CIEBA Feb. 22 Letter, at 14. 
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 See, e.g., MFA Feb. 22 Letter, at 4. 
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 See Section III.G. of this adopting release for a discussion of § 23.434.  



 

 

 

48 

 

SRO rule to a Commission regulation are misplaced. The Commission was guided by NFA 

Compliance Rule 2-30 as a model for the proposal, with modification where appropriate to 

achieve the Commissionôs policy objectives, including assisting swap dealers to avoid violations 

of Section 4c(a)(7) of the CEA.
187

 The Commission believes that NFA Compliance Rule 2-30 

and the precedent developed under it will serve as useful guidance to the Commission and the 

public in the application of the final rule.
188

 However, as stated above, final § 23.402(b), which 

essentially codifies sound business practices,
189

 is an important component of the Commissionôs 

overall business conduct standards framework. The Commission views NFAôs and the 

Commissionôs ñknow your counterpartyò requirements as complementary.  

Given the changes from the proposal to final § 23.402(b), the Commission believes it has 

ameliorated much of the burden commenters attributed to compliance risk associated with the 

ñknow your counterpartyò requirements. Based on the foregoing, the Commission is 

promulgating final § 23.402(b) with modification from the proposal to account for the specific 

comments received and to conform, where appropriate, to the SECôs proposed ñknow your 

counterpartyò rule. Accordingly, final Ä 23.402(b) requires that each swap dealer shall 

implement policies and procedures reasonably designed to obtain and retain a record of the 

essential facts concerning each counterparty whose identity is known to the swap dealer that are 

necessary for conducting business with such counterparty.
190

 For purposes of final § 23.402(b), 

the essential facts concerning a counterparty are: (1) Facts required to comply with applicable 

                                                           
187

 Section 4c(a)(7) of the CEA makes it ñunlawful for any person to enter into a swap knowing, or acting in reckless 

disregard of the fact, that its counterparty will use the swap as part of a device, scheme or artifice to defraud any 

third party.ò See also discussion at fn. 158. 
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 See, e.g., NFA Interpretive Notice 9004 ï NFA Compliance Rule 2-30: Customer Information and Risk 

Disclosure (Board of Directors, effective June 1, 1986; revised January 3, 2011). 
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 See DPG Framework, at Section V.III.B. 
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 Final § 23.402(b) will not apply to swaps that are executed on a SEF or DCM where the swap dealer does not 

know the identity of the counterparty to the transaction. 
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laws, regulations and rules; (2) facts required to implement the swap dealerôs credit and 

operational risk management policies in connection with transactions entered into with such 

counterparty; and (3) information regarding the authority of any person acting for such 

counterparty.  

In adopting this final rule, the Commission makes clear that recordkeeping, in accordance 

with final § 23.402(g), must be sufficient so as to enable the Commission to determine 

compliance with final § 23.402(b). Unlike the SEC proposed rule, the Commission has 

determined not to include the following as an essential fact in final § 23.402(b): ñIf the 

counterparty is a Special Entity, such background information regarding the independent 

representative as the swap dealer reasonably deems appropriate.ò
191

 This requirement is 

specifically addressed in Section 4s(h)(5) of the CEA as well as in the final rules that address the 

independent representative requirement.
192

 

As with other business conduct standards rules, final § 23.402(b) does not allow 

counterparties to opt out. However, swap dealers will be able to reduce the costs of compliance 

by receiving written representations from their counterparties at the outset of the relationship 

rather than on a transaction-by-transaction basis, where appropriate, and in accordance with the 

requirements of final § 23.402(d)ïReasonable Reliance on Representations. 

c. Section 23.402(c)ïTrue Name and Owner  

i. Proposed § 23.402(d) 

 Proposed § 23.402(d) (renumbered as final § 23.402(c)) required swap dealers and major 

swap participants to keep records that show the true name, address, and principal occupation or 

business of each counterparty, as well as the name and address of any other person guaranteeing 
                                                           
191

 SECôs proposed rules, 76 FR at 42414. 
192

 See Section IV.C.3. of this adopting release for a discussion of final § 23.450. 
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the performance of such counterparty and any person exercising any control with respect to the 

positions of such counterparty.
193

 This rule was proposed under the Commissionôs discretionary 

rulemaking authority in Section 4s(h). 

ii.  Comments 

The Commission did not receive any comments regarding proposed § 23.402(d).  

iii.  Final § 23.402(c) 

As stated in the proposing release, proposed § 23.402(d) was based on existing Commission 

Regulation § 1.37(a)(1),
194

 which applies to FCMs, introducing brokers, and members of a DCM. 

The Commission has determined that it is in the public interest to hold swap dealers and major 

swap participants to this same standard. Further, the Commission has determined that the 

recordkeeping requirements under this rule will assist swap dealers and major swap participants 

in meeting their other duties pursuant to the business conduct standards in subpart H of part 23 

(e.g., the ñverification of counterparty eligibilityò requirement of final Ä 23.430). Accordingly, 

the Commission is adopting proposed § 23.402(d) (renumbered as § 23.402(c)). 

d. Section 23.402(d)ïReasonable Reliance on Representations 

i. Proposed § 23.402(e) 

Proposed § 23.402(e) (renumbered as final § 23.402(d)) stated that swap dealers and major 

swap participants that seek to rely on counterparty representations to satisfy any of the business 

conduct standards rules must have a reasonable basis to believe that the representations are 

reliable under the circumstances.
195

 In other words, proposed § 23.402(e) would have allowed 

swap dealers and major swap participants, as appropriate, to reasonably rely, absent red flags, on 
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 Proposing release, 75 FR at 80641. 
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 17 CFR 1.37(a)(1). 
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representations of counterparties to meet due diligence obligations. The counterpartyôs 

representations must have included information that was sufficiently detailed for the swap dealer 

or major swap participant to form a reasonable conclusion that the relevant requirement was 

satisfied. 

ii.  Comments 

The Commission did not receive comments directly addressing proposed § 23.402(e).  

However, many commenters addressed the concept in proposed § 23.402(e) of reasonable 

reliance on representations in connection with the due diligence requirements under certain other 

proposed rules, such as proposed § 23.430ïVerification of Counterparty Eligibility, proposed 

§ 23.434ïRecommendations to CounterpartiesïInstitutional Suitability, and proposed 

§ 23.450(d)ïRequirements for Swap Dealers and Major Swap Participants Acting as 

Counterparties to Special Entities.
196

 Commenters were particularly concerned with the language 

in these proposed rules that the representations be reliable ñtaking into consideration the facts 

and circumstances of a particular relationship, assessed in the context of a particular transactionò 

and that the representations be ñsufficiently detailed.ò
197

 According to some commenters, the 

proposed rules that permitted reliance on representations, including proposed § 23.402(e), would 

require transaction-by-transaction diligence that would delay execution and increase costs for 

swap dealers, major swap participants and their counterparties.
198

 Several commenters also 

                                                           
196

 See, e.g., ABA/ABC Feb. 22 Letter, at 2-3; ABC/CIEBA Feb. 22 Letter, at passim; AMG-SIFMA Feb. 22 Letter, 
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asserted that a swap dealer or major swap participant should not have an affirmative duty to 

investigate the counterpartyôs representations.
199

  

iii.  Final § 23.402(d) 

The Commission has considered the comments discussed above and, as a result, has 

determined to refine the language in proposed § 23.402(e) (renumbered as § 23.402(d)). The 

revised language permits a swap dealer or major swap participant to rely on the written 

representations of a counterparty to satisfy its due diligence requirements under subpart H of part 

23. The Commission has determined, however, that a swap dealer or major swap participant 

cannot rely on a representation if the swap dealer or major swap participant has information that 

would cause a reasonable person to question the accuracy of the representation. In other words, a 

swap dealer or major swap participant cannot ignore red flags when relying on representations to 

satisfy its due diligence obligations. 

The nature and specificity of the representations required under subpart H of part 23 vary 

depending on the specific rule. Therefore, the Commission has separately described in the 

discussion of the relevant provisions the content and level of detail a particular representation 

                                                                                                                                                                                           

Eligibility, ñan SD/MSP must conduct affirmative diligence in order to determine whether it is reasonable to rely on 

provided representations. Such an approach effectively makes the relevant representation(s) superfluous.ò). 
199

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 15-16 (ñ[swap dealers] should be permitted to . . . rely[] on a written 

representation by the counterparty. . . absent actual notice of countervailing facts (or facts that reasonably should 

have put the [swap dealer or major swap participant] on notice), which would trigger a consequent duty to inquire 

furtherò); ABC/CIEBA Feb. 22 Letter, at 10-11 fn. 3 (asserting the Commission should adopt a standard used under 

Rule 144A of the federal securities laws, which would not impose a duty to inquire further ñunless circumstances 

existed giving reason to question the veracity of a certificationò); AMG-SIFMA Feb. 22 Letter, at 10-11 (ñA swap 

dealer or [major swap participant] should be able to rely on an investment adviserôs representation unless the swap 

dealer or [major swap participant] has information to the contrary.ò); Comm. Cap. Mkts. May 3 Letter, at 2 (ñThe 

dealer should be required to probe beyond that representation only if it has reason to believe that the Special Entityôs 

representations with respect to its independent representative are inaccurate.ò); BlackRock Feb. 22 Letter, at 3 (ñThe 

CFTC should specifically permit the [swap dealer] to rely, absent notice of facts that would require further inquiry 

. . . .ò). 
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must have to satisfy the due diligence obligation of a particular rule.
200

 

The Commission reaffirms that, if agreed to by the counterparty, counterparty representations 

may be contained in counterparty relationship documentation and may be deemed renewed with 

each subsequent offer or transaction. However, a swap dealer or major swap participant may 

only rely on representations in the counterparty relationship documentation if the counterparty 

agrees to timely update any material changes to the representations.
201

 In addition, the 

Commission expects swap dealers and major swap participants to review the representations on a 

periodic basis to ensure that they remain appropriate for the intended purpose. The Commission 

believes that ñbest practiceò would be at least an annual review in connection with the required 

annual compliance review by the chief compliance officer pursuant to proposed § 3.3.
202

 

e. Section 23.402(e)ïManner of Disclosure 

i. Proposed § 23.402(f) 

Proposed § 23.402(f) (renumbered as final § 23.402(e)) provided flexibility to swap dealers 

and major swap participants by allowing them to provide information required by subpart H of 

part 23, including required disclosures, by any reliable means agreed to in writing by the 

counterparty.
203

 

ii.  Comments 

One commenter suggested that the Commission establish minimum requirements defining 
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 See Sections III.A.3.b., III.C., III.G., IV.B., and IV.C. in this adopting release for a discussion of the following 

final rules, respectively: § 23.402(b)ïKnow your counterparty; § 23.430ïVerification of counterparty eligibility; 
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 CCO proposed rules, 75 FR at 70887. 
203

 Proposing release, 75 FR at 80642. 
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ñreliable meansò within the rule.
204

 In addition, the use of password protected web pages to 

satisfy the daily mark obligation was identified as a potential area of concern. The commenter 

recommended that permitted interfaces should provide counterparties with tools to initiate, track 

and close valuation disputes and the interfaces should be designed to prevent any unintentional 

or fraudulent addition, modification, or deletion of a valuation record.
205

 Another commenter 

opposed permitting pre-transaction oral disclosures to satisfy a disclosure obligation, even where 

such disclosures are supplemented by post-transaction written documentation.
206

 

iii.  Final § 23.402(e) 

The Commission is adopting proposed § 23.402(f) (renumbered as § 23.402(e)) with a 

change to account for disclosures for certain swaps initiated on a SEF or DCM. For such swaps, 

no written agreement by the counterparty regarding the manner of disclosure is necessary, but 

the manner of disclosure must be reliable. Otherwise, for swaps executed bilaterally and not on a 

SEF or DCM, the rule requires counterparties to agree, in writing, to the manner of disclosure.  

In addition, the Commission is clarifying in this adopting release that oral disclosures are 

permitted if agreed to by the counterparty and the disclosures are confirmed in writing. To avoid 

confusion and misunderstanding among the parties, however, written disclosures are the 

preferred manner of disclosure. Written disclosures also facilitate diligent supervision and 

auditing of compliance with the disclosure duties and record retention rule.  

In response to comments received prior to the publication of the proposing release, daily 

marks may be provided by password protected web pages.
207

 This approach is consistent with 
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 Markit Feb. 22 Letter, at 3.  
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 CFA/AFR Nov. 3 Letter, at 6. 
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 See proposing release, 75 FR at 80646 fn. 62. 
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industry suggestions and reflects cost of compliance concerns.
208

 Regarding the concerns raised 

by the commenter,
209

 the Commissionôs internal business conduct rules in new subpart J of part 

23 of the Commissionôs Regulations
210

 require swap dealers and major swap participants to have 

policies and procedures in place that ensure communications, including the daily mark, are 

reliable and timely.  

Final § 23.402(e) provides flexibility to swap dealers and major swap participants to take 

advantage of technological innovations while accommodating industry practice and counterparty 

preferences. The Commission anticipates that technology will be adapted to expedite and reduce 

the costs associated with satisfying the disclosure requirements in the Commissionôs business 

conduct standards generally. 

f. Section 23.402(f)ïDisclosures in a Standard Format 

i. Proposed § 23.402(g) 

Proposed § 23.402(g) (renumbered as final § 23.402(f)) allowed swap dealers and major 

swap participants to use, where appropriate, standardized formats to make certain required 

disclosures of material information to their counterparties and to include such standardized 

disclosures in a master or other written agreement between the parties, if agreed to by the 

parties.
211

 

ii.  Comments 

The Commission received letters from several commenters regarding proposed 
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56 

 

§ 23.402(g).
212

 Generally, the commenters endorsed the proposed rule, but raised a variety of 

concerns, including the scope, substance, timing, frequency and cost of the standardized 

disclosures. Regarding scope and substance, some commenters suggested that the Commission 

promote or develop standardized disclosures to ensure adequate and consistent information, 

which would streamline the disclosure process, foster legal certainty and reduce costs.
213

 One 

commenter proposed, as an alternative to disclosing material information, limiting the required 

disclosure to the provision of robust market risk scenario analyses, defined in scope, in advance 

of all swaps.
214

 Several commenters requested that the form of disclosure be specified by the 

Commission as it has done for futures trading under § 1.55.
215

 One commenter suggested that 

DCOs prepare certain standardized disclosures for cleared swaps.
216

  

Regarding the timing and frequency of standard form disclosures, virtually all commenters 

agreed that, for standardized swaps, disclosures by swap dealers and major swap participants to 

counterparties should be allowed on a relationship basis and not required on a transaction-by-

transaction basis.
217

 For non-standardized swaps, one commenter challenged the statement in the 

proposing release that ñthe Commission believes that most bespoke transactions . . . will require 

some combination of standardized and particularized disclosures[]ò
218

 asserting that bespoke 

issues can be anticipated and included in standardized disclosures as part of counterparty 
                                                           
212

 See FHLBanks Feb. 22 Letter, at 3-4; ABC/CIEBA Feb. 22 Letter, at 13; ABC Aug. 29 Letter, at 2 and 10-11; 

CEF Feb. 22 Letter, at 13; BlackRock Feb. 22 Letter, at 6-7; APGA Feb. 22 Letter, at 3; ATA Feb. 22 Letter, at 3; 
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 CEF Feb. 22 Letter, at 13. 
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relationship documentation or other written agreements.
219

 A different commenter commended 

the Commission for recognizing that standardized disclosures alone would not be adequate to 

elucidate the risks in customized swaps.
220

 Another commenter acknowledged that there are 

certain instances in which standardized disclosures may not provide adequate information and 

requested that the Commission clarify that counterparties may require additional disclosure from 

swap dealers and major swap participants.
221

  

In addition, a commenter requested guidance regarding the required disclosures and 

customary non-reliance language in swap documents.
222

 This commenter stated: ñIt is anomalous 

to require swap dealers and major swap participants to make certain disclosures to their end-user 

counterparties pursuant to the proposed rule while those swap dealers and major swap 

participants continue to include non-reliance agreements in swap transaction documentation 

providing their end-user counterparties may not rely on disclosures.ò
223

 The commenter 

requested that the Commission clarify that any non-reliance provisions contained in swap 

transaction documentation must exclude any disclosure mandated by the Dodd-Frank Act and the 

rules promulgated thereunder.
224

  

iii.  Final § 23.402(f)  

The Commission is adopting proposed § 23.402(g) (renumbered as § 23.402(f)) with a slight 

modification for clarity purposes. The language referencing ña standard format, including in a 

master . . . agreement . . .ò was changed to ñcounterparty relationship documentation.ò 

Regarding comments related to scope and substance and the request that the Commission 
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develop a standardized disclosure form for swaps, the Commission has determined that a 

§ 1.55
225

 type disclosure form for swaps would be inconsistent with the requirements of Section 

4s(h)(3). Because the types of swaps covered by the disclosure duties will not be limited to 

standardized products and will include negotiated, bilateral transactions, swap dealers and major 

swap participants are required to develop the disclosures appropriate to the transactions that they 

offer to and enter into with counterparties. Unlike standardized exchange traded futures and 

options, swaps can be bespoke instruments with a wide range of non-standardized economic 

features that materially influence cash flows, which do not lend themselves to a single form, 

futures-style risk disclosure statement developed by the Commission.
226

  

In addition, commenters suggested that the Commission provide standardized disclosure to 

promote legal certainty. On the contrary, such a disclosure could increase uncertainty because it 

would necessarily have to be general enough to cover all conceivable swaps, to such an extent 

that the purpose of disclosure would not be served. Congress enacted this robust disclosure 

regime to reduce information asymmetry and give counterparties the material information to 

make an informed and reasoned decision before placing assets at risk. A Commission generated 

standard disclosure also runs the risk of offering a roadmap for evasion, or it would require 

constant updates to maintain pace with innovations that are engineered and may not be covered 

by the standard language.  

To address legal certainty concerns, the Commission is clarifying in this adopting release 

that, in the absence of fraud, it will consider good faith compliance with policies and procedures 

                                                           
225

 17 CFR 1.55. 
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 The Commission has proposed a swap risk disclosure statement for commodity pool operators (ñCPOsò) and 

CTAs. See Commodity Pool Operators and Commodity Trading Advisors: Amendments to Compliance Obligations, 
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reasonably designed to comply with the business conduct standards rules as a mitigating factor 

when exercising its prosecutorial discretion for violation of the rules.  

The Commission expects that swap dealers and major swap participants will develop their 

own standard disclosures to meet certain aspects of the disclosure requirements, where 

appropriate, that will be tailored to the types of swaps that they offer and will be provided to 

counterparties in counterparty relationship documentation or through other reliable means. Such 

an approach will help to minimize costs without diminishing the quality of risk disclosures 

provided to counterparties. Where such standardized disclosures are inadequate to meet the 

requirements of final § 23.402(f), swap dealers and major swap participants will have to make 

particularized disclosures in a timely manner that are sufficient to allow the counterparty to 

assess the material risks and characteristics of the swap. In addition, swap dealers and major 

swap participants will need to have policies and procedures to address when and how disclosures 

will be provided to counterparties, including particularized disclosures in connection with 

complex swaps. Factors that would be relevant include, but are not limited to, the complexity of 

the transaction, the degree and nature of any leverage,
227

 the potential for periods of significantly 

reduced liquidity, and the lack of price transparency.
228

 This approach is consistent with over-

the-counter (ñOTCò) industry best practice recommendations for high-risk, complex financial 
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 The leverage characteristic is particularly relevant when the swap includes an embedded option, including one in 

which the counterparty has sold an option to the dealer or the dealer retains the option to alter the terms of the swap 
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instruments.
229

  

With respect to scenario analysis, counterparties will be able to opt in to receive scenario 

analysis for swaps that are not ñmade available for tradingò on a DCM or SEF.
230

 The 

Commission declines, however, to determine, as suggested by commenters, that standard form 

scenario analysis is sufficient to meet all business conduct standards disclosure requirements, 

which include material risks, characteristics, incentives and conflicts of interest.
231

  

Regarding the suggestion that DCOs be required to provide certain standardized disclosures 

(other than the daily mark) for cleared swaps, the Commission is not mandating such a rule in 

this rulemaking because Section 4s(h) of the CEA and subpart H of part 23 only govern swap 

dealers and major swap participants. Swap dealers and major swap participants will be permitted, 

however, to arrange with third parties, including DCOs and SEFs, to provide disclosures to a 

counterparty to satisfy the swap dealerôs or major swap participantôs obligation under Ä 23.431. 

The Commission expects that a DCO or SEF may make available certain information, such as 

the material economic terms of cleared swaps, similar to the contract specifications provided by 

DCMs today. Swap dealers and major swap participants may make arrangements so that such 

information from the DCO or SEF satisfies certain disclosure obligations (e.g., material 

characteristics of the swap). Regardless, the swap dealer or major swap participant will remain 

responsible for compliance with § 23.431. Lastly, the Commission is providing guidance that 

non-reliance provisions routinely included in counterparty relationship documentation will not 

relieve swap dealers and major swap participants of their duty to comply in good faith with the 

business conduct standards requirements. It will be up to the adjudicator in a particular case to 
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determine the extent of any liability of the swap dealer or major swap participant to a 

counterparty under the business conduct standards rules, depending on the facts and 

circumstances.  

g. Section 23.402(g)ïRecord Retention 

i. Proposed § 23.402(h) 

Proposed § 23.402(h) (renumbered as final § 23.402(g)) required swap dealers and major 

swap participants to create and retain a written record of their compliance with the requirements 

of the external business conduct rules in subpart H. Such requirements would be (1) part of the 

overall recordkeeping obligations imposed on swap dealers and major swap participants in the 

CEA and subpart F of part 23 of the Commissionôs Regulations, (2) maintained in accordance 

with § 1.31
232

 of the Commissionôs Regulations, and (3) accessible to applicable prudential 

regulators.
233

 

ii.  Comments 

A commenter requested clarification regarding the requirement to create a written record of 

compliance with the external business conduct rules. In particular, guidance was requested 

regarding whether master agreements, which contain certain counterparty representations, 

qualify as a ñwritten record of complianceò within the rule.
234

 Another commenter suggested that 

the Commission strengthen the recordkeeping requirements throughout to ensure that records are 

detailed enough to allow regulators to easily determine compliance.
235

  

iii.  Final § 23.402(g) 

After considering the comments, the Commission has determined to adopt § 23.402(h) as 
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proposed (renumbered as § 23.402(g)). In addition, the Commission confirms that counterparty 

relationship documentation containing standard form disclosures, other material information and 

counterparty representations may be part of the written record of compliance with the external 

business conduct rules that require certain disclosures and due diligence. Further, swap dealers 

and major swap participants may choose to use internet based applications to provide disclosures 

and daily marks.
236

 Swap dealers and major swap participants are required to have policies and 

procedures for documenting disclosures and due diligence. Recordkeeping policies and 

procedures should ensure that records are sufficiently detailed to allow compliance officers and 

regulators to determine compliance.  

B. Section 23.410ïProhibition on Fraud, Manipulation and Other Abusive Practices 

1. Sections 23.410(a) and (b)  

a. Proposed § 23.410(a) 

Section 4s(h)(1) grants the Commission discretionary authority to promulgate rules 

applicable to swap dealers and major swap participants related to, among other things, fraud, 

manipulation and abusive practices.
237

 To implement this provision, the Commission proposed 

several rules, including proposed § 23.410(a), which incorporated the statutory text in Section 

4s(h)(4)(A).
238

 The statutory provision prohibits fraudulent, deceptive and manipulative practices 
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 Swap dealers and major swap participants will have to retain a record of all required information irrespective of 

the method used to convey such information. 
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 In addition, Section 753 of the Dodd-Frank Act provided the Commission with expanded anti-manipulative and 
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by swap dealers and major swap participants.
239

 While the heading of Section 4s(h)(4) reads 

ñSpecial Requirements for Swap Dealers Acting as Advisors,ò the plain language of the statutory 

text within that section includes both more general and more specific restrictions. The fraudulent, 

deceptive and manipulative practices provision in Section 4s(h)(4)(A), by its own terms, is not 

limited to the advisory context or to swap dealers.
240

  

Proposed § 23.410(a) followed the statutory text and applied to swap dealers and major swap 

participants acting in any capacity, e.g., as an advisor or counterparty.
241

 The first two 

paragraphs of the proposed rule focused on Special Entities and prohibited swap dealers and 

major swap participants from (1) employing any device, scheme or artifice to defraud any 

Special Entity, and (2) engaging in any transaction, practice or course of business that operates 

as a fraud or deceit on any Special Entity. The third paragraph of the proposed rule was not 

limited to conduct with Special Entities and prohibited swap dealers and major swap participants 

from engaging in any act, practice or course of business that is fraudulent, deceptive or 

manipulative.
242
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 In addition to the proposed antifraud rule, swap dealers and major swap participants are subject to all other 

applicable provisions of the CEA and Commission Regulations, including those dealing with fraud and manipulation 

(e.g., Sections 4b, 6(c)(1) and (3), and 9(a)(2) of the CEA (7 U.S.C. 6b, 9(c)(1) and (3), and 13(a)(2)), and §§ 180.1 

and 180.2 (17 CFR 180.1 and 180.2)). 
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 Section 4s(h)(4)(A) states:  
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 Proposing release, 75 FR at 80642. 
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(15 U.S.C. 80b-1 et seq.), which does not require scienter to prove liability. See SEC v. Steadman, 967 F.2d 636, 
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b. Comments 

The Commission received a number of comments both supporting and opposing aspects of 

proposed § 23.410(a). One commenter urged that the fraud prohibition in Section 4s(h)(4) should 

apply only when a swap dealer is acting as an advisor to a Special Entity.
243

 The commenter 

asserted that, while the prohibitions of Section 4s(h)(4)(A) do not themselves contain language 

limiting them to instances where a swap dealer is an advisor, the title ñSpecial Requirements for 

Swap Dealers Acting as Advisorsò should be read as limiting the scope of any rules promulgated 

thereunder.
244

 The commenter further asserted that the lack of scienter in proposed 

§ 23.410(a)(3) is particularly misplaced as the language of Section 4s(h)(4)(A)(iii) mirrors 

Section 206(4) of the Investment Advisers Act of 1940 (ñAdvisers Actò),
245

 which is in the 

context of an advisor relationship, and that in cases where there is not an advisor relationship, the 

scienter standards of Rule 10b-5
246

 under the Exchange Act should prevail.
247

 This commenter 

stated that the Commission should adopt a scienter requirement when a swap dealer or major 

swap participant acts merely as a counterparty to a non-Special Entity and does not act as an 

advisor as it would be unfair to subject swap dealers or major swap participants, not acting as 

advisors, to liability without a showing of bad faith.
248

 The Commission also received comments 

urging that proposed § 23.410(a) not be adopted as it is redundant of the rules promulgated in 

part 180.
249

 

Other commenters supported proposed § 23.410(a). One commenter asserted that the rule 

                                                           
243

 SIFMA/ISDA Feb. 17 Letter, at 10. 
244

 Id. 
245

 15 U.S.C. 80b-6. 
246

 17 CFR 240.10b-5. 
247

 SIFMA/ISDA Feb. 17 Letter, at 10. 
248

 Id. 
249

 See CEF Feb. 22 Letter, at 12; Barnard May 23 Letter, at 2.  



 

 

 

65 

 

prohibiting fraud and manipulation by swap dealers and major swap participants is appropriate as 

long as these principles are properly applied to swap markets.
250

 Another commenter supported 

the proposed rule because it believed the rule was largely consistent with the recommendations 

contained in the July 2009 report of the Investorsô Working Group,
251

 and another commenter 

believed it would strengthen the protection of market participants, encourage investor confidence 

and promote integrity within the financial system.
252

 One commenter asserted that the title 

ñSpecial Requirements for Swap Dealers Acting as Advisorsò should not limit the scope of the 

rule where the statutory language is broad, applying to ñany device, scheme or artifice to 

defraud,ò and that Congress intended to apply these principles to the broad range of conduct 

engaged in by swap dealers and major swap participants with regard to counterparties generally 

and Special Entities in particular.
253

 This commenter believed that, under the proposed rule, it 

should be considered an abusive practice to recommend a swap or trading strategy that achieves 

the counterpartyôs aim in a way that includes risks to the counterparty greater than those it seeks 

to hedge and to recommend customized swaps where the counterparty could achieve the same 

result at a lower cost through standardized swaps.
254

 

c. Final § 23.410(a) and (b) 

After considering the comments, the Commission decided to adopt § 23.410(a) as proposed. 

Inclusion of the rule in subpart H of part 23 of the Commissionôs Regulations provides swap 

dealers, major swap participants and counterparties with easy reference to the business conduct 
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requirements under Section 4s(h) of the CEA without any additional cost to market participants.  

With respect to the concern regarding the ruleôs protections for counterparties other than 

Special Entities, § 23.410(a) mirrors the language of the statute. In addition, the prohibition 

against engaging in ñany act, practice, or course of business that is fraudulent, deceptive, or 

manipulativeò has been interpreted by the courts as imposing a non-scienter standard under the 

Advisers Act.
255

 Even if the Commission were to limit the rule to require proof of scienter and 

apply the rule only when a swap dealer is acting as an advisor to a Special Entity, that would not 

restrict a court from taking a plain meaning approach to the language in Section 4s(h)(4) in a 

private action under Section 22 of the CEA.
256

 In addition, because comparable non-scienter 

fraudulent and manipulative practices provisions will apply to SBS Entities in enforcement 

actions under Sections 9(j)
 257

 and 15F(h)(4)
258

 of the Exchange Act and Sections 17(a)(2) and 

(3) of the Securities Act, it would be inconsistent to impose a different intent standard for swap 

dealers and major swap participants.
259

  

Finally, in response to commenters who urged that it would be unfair to subject swap dealers 

or major swap participants to the non-scienter provision of the rule, the Commission decided to 

provide an affirmative defense in final § 23.410(b) for swap dealers and major swap participants 

in cases alleging non-scienter violations of § 23.410(a)(2) and (3) based solely on violations of 
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 See discussion at fn. 242. 
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 7 U.S.C. 25. 
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relevant part that ñIt shall be unlawful for any person . . . to effect any transaction in . . . any security-based swap, in 

connection with which such person . . . engages in any transaction, practice, or course of business which operates as 

a fraud or deceit upon any person.ò Courts have interpreted ñoperates as a fraudò provisions under a non-scienter 

standard. On November 8, 2010, the SEC published proposed rule 17 CFR 240.9j-1 in the Federal Register to clarify 

that the provisions of Section 9(j) apply to fraud in connection with (1) entering into a security-based swap and (2) 

the exercise of any right or performance of any obligation under a security-based swap. Prohibition Against Fraud, 
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the business conduct standards rules in subpart H. The affirmative defense enables swap dealers 

and major swap participants to defend against such claims by establishing that they complied in 

good faith with written policies and procedures reasonably designed to meet the requirements of 

the particular rule that is the basis for the alleged § 23.410(a)(2) or (3) violation. Whether the 

affirmative defense is established will depend on the facts and circumstances of the case. 

However, by way of non-exclusive example, a swap dealer or major swap participant would be 

unable to establish that it acted in good faith if the evidence showed that it acted intentionally or 

recklessly in connection with the violation. Similarly, policies and procedures that were outdated 

or failed to address the scope of swap business conducted by the swap dealer or major swap 

participant would not be considered reasonable. 

With respect to whether any particular type of conduct would be abusive within the 

prohibitions under final § 23.410(a) as urged by commenters, the Commission will evaluate the 

facts and circumstances of any particular case in light of the elements of an offense under the 

final rule. This is consistent with the approach that the Commission took in adopting § 180.1.
260

 

2. Section 23.410(c)ïConfidential Treatment of Counterparty Information 

a. Proposed § 23.410(b) 

The Commission proposed § 23.410(b) (renumbered as final § 23.410(c)), which prohibited 

swap dealers and major swap participants from disclosing confidential counterparty 

information,
261

 using its discretionary rulemaking authority under Section 4s(h)(1)(A).
262

 The 
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proposed rule extended existing Commission standards that protect the confidentiality of 

customer orders.  

b. Comments 

The Commission received comments regarding the proposed prohibition against disclosing 

confidential counterparty information. One commenter stated that the confidentiality of 

counterparty information should be left to private negotiation rather than imposed by 

Commission rule.
263

 The commenter urged that if the Commission determines to promulgate a 

rule protecting the confidentiality of such information, the Commission should alternatively 

require swap dealers and major swap participants to establish, maintain and enforce policies and 

procedures reasonably designed to prevent the improper use or disclosure of any counterparty 

information that the swap dealer or major swap participant has agreed with the counterparty to 

keep confidential.
264

 The commenter also stated that the confidentiality rule should be 

implemented as an SRO rule and should allow sophisticated counterparties to opt out of 

heightened protections they may not want or need.
265

 The commenter expressed concern that the 

proposed rule would restrict swap dealers and major swap participants in properly servicing 

counterparties through discussions with the swap dealerôs or major swap participantôs 

affiliates.
266

 Further, the commenter asserted that there would be facts and circumstances that 

                                                                                                                                                                                           

using information received from a Special Entity to engage in trades that would take advantage of the Special 
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would warrant particular disclosures in certain contexts.
267

 

Another commenter asserted that the confidential treatment and trading ahead rules should 

not apply to major swap participants because they are customers of swap dealers and should be 

treated as such, rather than as dealers or quasi-dealers.
268

 Another commenter stated that the 

Commission should avoid specifying in detail the conduct that would violate the rule because 

doing so could have unintended consequences of limiting its scope. This commenter stated that a 

broad, enforceable principles based approach is the best approach for promoting market 

integrity.
269

  

c. Final § 23.410(c) 

Upon consideration, the Commission has determined to adopt proposed § 23.410(b) 

(renumbered as § 23.410(c)) with several changes. First, the final rule has been changed to also 

permit swap dealers and major swap participants
270

 to disclose confidential information to an 

SRO designated by the Commission or as required by law. The proposed rule addressed 

disclosure only to the CFTC, Department of Justice (ñDOJò) and applicable prudential 

regulators. Second, the Commission has clarified that the final rule will protect confidential 

counterparty information from disclosure to third parties, as well as from improper use by the 

swap dealer or major swap participant. It is not intended to restrict the necessary and appropriate 

use of the information by the swap dealer or major swap participant, but is intended to address 

material conflicts of interest that must be identified and managed to avoid trading or other 

activities on the basis of confidential counterparty information that would tend to be materially 

                                                           
267

 Id., at 11.  
268
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 The Commission has determined to impose the final rule on both swap dealers and major swap participants, 
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adverse to the interests of the counterparty.
271

 By promulgating final § 23.410(c), the 

Commission does not intend to prohibit legitimate trading activities, which, depending on the 

facts and circumstances, would include, among other things, (1) bona fide risk-mitigating and 

hedging activities in connection with the swap, (2) purchases or sales of the same or similar 

types of swaps consistent with commitments of the swap dealer or major swap participant to 

provide liquidity for the swap, or (3) bona-fide market-making in the swap.
272

 

The final rule requires swap dealers and major swap participants to have written policies and 

procedures reasonably designed to protect material confidential information provided by or on 

behalf of a counterparty from disclosure and use by any person acting for or on behalf of the 

swap dealer or major swap participant. Such policies and procedures should be designed to 

identify and manage material conflicts of interest between a swap dealer or major swap 

participant and a counterparty through, for example, information barriers and restrictions on 

access to confidential counterparty information on a ñneed-to-knowò basis.
273

 Information 

barriers can be used to restrict the dissemination of information within a complex organization 

and to prevent material conflicts by limiting knowledge and coordination of specific business 

activities among different units of the entity. Examples of information barriers include 

restrictions on information sharing, limits on types of trading and greater separation between 

various functions of the firm. Such information barriers have been recognized in the federal 
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 The final rule is aimed at improper disclosure of the counterpartyôs position, the transaction and the 

counterpartyôs intentions to enter or exit the market, which may be detrimental to the interests of the counterparty.  
272

 The Commission notes by analogy that Section 621 of the Dodd-Frank Act, to be codified at Section 27B of the 
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counterparty.  
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securities laws and rules as a means to address or mitigate potential conflicts of interest or other 

inappropriate activities within an organization.  

Depending on the facts and circumstances, the Commission would consider it to be an abuse 

of confidential counterparty information for a swap dealer or major swap participant to disclose 

or use such information for its own benefit if such use or disclosure would tend to be materially 

adverse to the interests of the counterparty.
274

 Final § 23.410(c) does not prohibit disclosure or 

use that is necessary for the effective execution of any swap for or with the counterparty, to 

hedge or mitigate any exposure created by such swap or to comply with a request of the 

Commission, DOJ, any SRO designated by the Commission, or applicable prudential regulator, 

or is otherwise required by law.  

In response to the commenter that expressed concern that the proposed rule would restrict 

swap dealers and major swap participants in properly servicing counterparties through 

discussions with the swap dealerôs or major swap participantôs affiliates,
275

 it is not the intent of 

the rule to prohibit certain interactions needed to execute the swap but is to ensure that the 

counterpartyôs confidential information is disseminated only on a ñneed to knowò basis. Further, 

in response to a commenter that stated that there may be facts or circumstances that would 
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 The financial industry has long-held standards relating to confidential treatment of counterparty information 

similar to those set forth in the final rule. While not endorsing any particular industry practice, the Commission 

notes, for example, that one industry group has recommended that financial institutions ñhave internal written 

policies and procedures in place governing the use of and access to proprietary information provided to them by 

trading counterparties as a basis for credit evaluations.ò Improving Counterparty Risk Management Practices, 

Counterparty Risk Management Policy Group (June 1999) (ñCRMPG I Reportò), at 5; see also Toward a Greater 

Financial Stability: A Private Sector Perspective, Counterparty Risk Management Policy Group (July 2005) 

(ñCRMPG II Reportò), at 47 (recommending that firms evaluate operational risks with customized legal documents 

that deviate from a firmôs existing procedures for handing confidential counterparty information). Also without 
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confidentiality of the information with which you are entrusted, including complying with information barriers 

procedures applicable to your business. The only exception is when disclosure is authorized or legally mandated. . . . 

Confidential or proprietary information . . . provided by a third party [is provided with] the expectation that the 

information will be kept confidential and used solely for the business purpose for which it was conveyed.ò Goldman 

Sachs Code of Business Conduct and Ethics (amended, effective January 11, 2011).  
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 See SIFMA/ISDA Feb. 17 Letter, at 10-11. 
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warrant particular disclosures or uses in certain contexts,
276

 the Commission included a provision 

in the rule that allows for use or disclosure of confidential counterparty information if authorized 

in writing by the counterparty.  

The Commission decided it is appropriate to establish an explicit confidential treatment duty 

for swap dealers and major swap participants with respect to confidential counterparty 

information. Because swap dealers and major swap participants principally act as counterparties 

rather than as agents or brokers (unlike FCMs), in the absence of such an explicit duty, it could 

be more difficult to establish that disclosure or misuse of confidential counterparty information is 

fraudulent, deceptive or manipulative. Depending on the facts and circumstances, however, as set 

forth in final § 23.410(b), good faith compliance with reasonably designed policies and 

procedures will constitute an affirmative defense to a non-scienter violation of final 

§ 23.410(a)(2) or (3) for improper disclosure or abuse of counterparty information. 

The Commission considered the commenterôs suggestion that confidential treatment of 

counterparty information should be left to negotiation between counterparties or, alternatively, 

be implemented as an SRO rule or on an opt in or opt out basis.
277

 The Commission determined 

that such alternatives would be inconsistent with Congressô intent that the Commission 

promulgate rules that raise business conduct standards for the protection of all counterparties.
278

 

The final rule is in accordance with current industry practices where confidential treatment is 

routinely part of negotiations among the parties that is then incorporated into the counterparty 
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relationship documentation.
279

 

Adopting a confidential treatment rule will ensure that all counterparties, irrespective of their 

negotiating power, will be able to protect their confidential information from disclosure and 

abuse by swap dealers and major swap participants. Counterparties will continue to be free to 

negotiate additional protections based on their individual needs. By establishing such a duty, the 

Commission is not changing the ñcounterpartyò nature of the relationship between a swap dealer 

or major swap participant and a counterparty. Nor is the Commission imposing a general 

fiduciary duty on swap dealers or major swap participants. Violation of the confidential 

treatment duty, however, depending on the facts and circumstances, could constitute a 

fraudulent, deceptive or manipulative practice. 

3. Proposed § 23.410(c)ïTrading Ahead and Front Running ProhibitedïNot Adopted as Final 

Rule 

a. Proposed § 23.410(c) 

The Commission proposed § 23.410(c), which prohibited swap dealers and major swap 

participants from front running or trading ahead of counterparty swap transactions.
280

 The 

proposed rule was based on trading standards applicable to FCMs and introducing brokers that 

prohibit trading ahead of customer orders.
281

  

b. Comments 

One commenter urged that the Commission not adopt the trading ahead and front running 

rule or, in the alternative, apply the rule only when the swap dealer or major swap participant has 
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 See, e.g., 17 CFR 155.3-4. 
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an executable order and not when a swap is still under negotiation.
282

 The commenter asserted 

that the prohibition on trading during the negotiation of a swap fails to appreciate the distinction 

between bilateral swaps and orders for standardized products, as bilateral swap terms must be 

negotiated, which can take weeks or months, and counterparties may negotiate with multiple 

dealers to obtain the best price.
283

 The commenter further asserted that enforcement of a front 

running ban would be untenable, disruptive to the market and prevent hedging activity related 

either to the pending transaction or the other liabilities of the swap dealer or major swap 

participant.
284

 The commenter urged that, if the Commission were to adopt the proposed rule, 

then it should prohibit only a transaction (1) that is entered into for a non-hedging purpose on the 

basis of actual knowledge of a non-public, executable order of a counterparty, (2) that exhibits 

consistent and estimable positive price correlation to the pending executable counterparty swap 

transaction, and (3) whose execution is substantially likely to materially affect the price of that 

pending executable swap transaction.
285

 The commenter asserted that, without an actual 

knowledge standard, the proposed rule would prohibit transactions by other parts of an 

organization not privy to the order.
286

 Finally, the commenter urged the Commission to clarify its 

proposed ñspecificò consent standard and the duration of the prohibition.
287

  

In addition, the commenter urged the Commission to clarify that the following trades would 

not be considered front running under proposed § 23.410(c): (1) When a swap dealer or major 

swap participant enters a trade at the request of another customer; (2) when the specifics of a 

pending counterparty transaction are as yet undefined; (3) when a swap dealer or major swap 
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participant trades in the ordinary course of hedging other transactions, assets or liabilities; (4) 

when there is not a clear price-related nexus to the pending swap transaction; (5) if the 

transaction would not affect the counterparty; and (6) if the transaction is an anticipatory hedge 

of the subject transaction and disclosed to the counterparty.
288

 The commenter also urged that the 

prohibition should only exist until the transaction is executed or cancelled, or the relevant 

information ceases to be material, non-public information, and the proposed rule should not 

require further specific consent to trade with respect to specific transactions at specific times.
289

 

Another commenter stated that it did not object to applying the front running prohibition to 

trades executable on a DCM and for which a swap dealer or major swap participant is merely an 

intermediary.
290

 However, the commenter believed proprietary trading desks should be able to 

trade freely as long as they are unaware of the counterpartyôs order.
291

 Without such a limitation, 

the commenter asserted, swap dealers may have little incentive to accept swap orders that can be 

executed electronically or may refuse to accept orders for such transactions altogether.
292

  

Further, the commenter urged that the proposed front running prohibition should not apply to 

bilaterally negotiated and settled swaps. Since some swaps take months to negotiate, the 

commenter believed front running rules would severely limit a swap dealerôs ability to be in the 

market.
293

 The commenter stated that front running should be defined in a manner more 

appropriate for the swaps markets as the present definition could be interpreted to force a swap 

dealer to stop, or severely limit, physical trading related to the swap.
294

 The commenter urged the 
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Commission to eliminate the front running rules or to exclude swap markets with actual physical 

underlying commodities from such rules.
295

  

Another commenter stated that the proposed rule is tailored to a securities broker-dealer 

model and is not suited to the commodities market.
296

 The commenter asserted that instruments 

relating to derivatives of an underlying physical market are not susceptible to insider trading or 

broker-dealer abuses, and that the disclosures required in proposed § 23.410(c) would chill the 

open interaction that occurs between counterparties in a competitive swaps market.
297

 

Another commenter stated that prohibiting front running would have unintended 

consequences that would, along with other proposed rules, increase the administrative and 

compliance burden on swap dealers.
298

 The combined effect of the proposed rules, the 

commenter asserted, would slow the process of swap trading and increase costs by requiring 

additional time, effort, and risks taken in trading swaps.
299

 

One commenter that generally supported the proposed rule recommended imposing a time 

limit on the trading ahead prohibition for swaps under negotiation and believed swap dealers 

should be required to disclose the time limit to counterparties.
300

 Alternatively, the commenter 

urged that swap dealers should have reasonable grounds for believing the counterparty does not 

intend to enter into the transaction in the near future.
301

  

Another commenter that supported the proposed rule urged that the entire front running 

section be removed because it is duplicative of the rules promulgated by the Commission under 
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 CFA/AFR Feb. 22 Letter, at 7. 
301

 Id. 



 

 

 

77 

 

Section 6(c)(1) of the CEA (the new general fraudulent, deceptive and manipulative practices 

provision).
302

  

c. Commission Determination 

The Commission has considered the comments and has determined not to promulgate 

proposed § 23.410(c). The fraudulent, deceptive and manipulative practices rule in final 

§ 23.410(a), coupled with the confidential treatment rule in final § 23.410(c), should effectively 

protect counterparties from abuse of their material confidential information by swap dealers and 

major swap participants.
303

 The Commission agrees with the commenter that stated that, 

depending on the facts and circumstances, improperly trading ahead or front running 

counterparty orders would constitute fraudulent, deceptive or manipulative conduct under final 

§ 23.410(a) and § 180.1, among other fraudulent, deceptive and manipulative practices 

protections under the CEA and Commission Regulations.  

In response to commenters seeking clarity as to the types of transactions that would 

constitute illegal trading ahead or front running by a swap dealer or major swap participant, the 

Commission declines to adopt the request of certain commenters to list the trades or specific 

situations that would not be considered illegal trading ahead or front running in violation of the 

anti-fraud and confidential treatment rules in final § 23.410(a) and final § 23.410(c), 

respectively. The Commission expects swap dealers and major swap participants to implement 

policies and procedures, including establishing appropriate information barriers and other means 

to protect material confidential counterparty information, that would allow the swap dealer or 

major swap participant to continue to provide liquidity in the swap or engage in bona-fide 
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market-making in the swap. The Commission states, however, that use of confidential 

counterparty information to trade ahead of or front run a counterpartyôs order would tend to be 

materially adverse to the interests of the counterparty, depending on the facts and circumstances, 

and would be considered an abuse of final §§ 23.410(a) and (c), among other similar protections 

under the CEA and Commission Regulations.  

The Commissionôs decision not to adopt proposed Ä 23.410(c) was informed by commenters 

who stated that the proposed rule would have unintended consequences of severely hampering 

the ability of swap dealers and major swap participants to conduct swaps business and would 

have the potential to impose additional costs on swap transactions. While abuse of counterparty 

information, including trading ahead, will still be prohibited under the manipulative, deceptive 

and fraudulent practices rule in final § 23.410(a) and the confidential treatment rule in final 

§ 23.410(c), among other provisions, the approach adopted by the Commission should eliminate 

the uncertainties identified by commenters in the proposed trading ahead and front running rule, 

and allow legitimate trading by swap dealers and major swap participants. The Commission, 

however, will continue to monitor market conduct to determine whether, in the future, there is a 

need to address explicitly abuses related to trading ahead and front running of counterparty swap 

transactions. 

C. Section 23.430ïVerification of Counterparty Eligibility  

1. Proposed § 23.430 

The Dodd-Frank Act makes it unlawful for any person, other than an ECP,
304

 to enter into a 

swap unless it is executed on or subject to the rules of a DCM.
305

 Section 4s(h)(3)(A) also 

requires the Commission to establish a duty for swap dealers and major swap participants to 
                                                           
304

 ñEligible contract participantò is a defined term in Section 1a(18) of the CEA. (7 U.S.C. 1a(18)). 
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 See Section 2(e) of the CEA. (7 U.S.C. 2(e)). 
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verify that any counterparty meets the eligibility standards for an ECP. Proposed § 23.430 

required swap dealers and major swap participants to verify that a counterparty meets the 

definition of an ECP prior to offering to enter into or entering into a swap and to determine 

whether the counterparty is a Special Entity as defined in Section 4s(h)(2)(C) and proposed 

§ 23.401.
306

  

The Commission contemplated that, in the absence of ñred flags,ò and as provided in 

proposed § 23.402(e), a swap dealer or major swap participant would be permitted to rely on 

reasonable written representations of a potential counterparty to establish its eligibility as an 

ECP. In addition, under proposed § 23.402(g), such written representations could be expressed in 

a master agreement or other written agreement and, if agreed to by the parties, could be deemed 

to be renewed with each subsequent swap transaction, absent any facts or circumstances to the 

contrary. Finally, as set forth in proposed § 23.430(c), a swap dealer or major swap participant 

would not be required to verify the ECP or Special Entity status of the counterparty for any swap 

initiated on a SEF where the swap dealer or major swap participant does not know the identity of 

the counterparty.
307

  

2. Comments 

The Commission received several comments regarding proposed § 23.430.
308

 Two 

commenters recommended that swap dealers and major swap participants be able to rely 

principally on counterparty representations regarding eligibility.
309

 It was asserted that only 

actual notice of countervailing facts or facts that reasonably put the swap dealer or major swap 
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 Proposing release, 75 FR at 80643. 
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participant on notice should trigger a duty to inquire further, consistent with industry practice.
310

 

One commenter supported sufficiently detailed representations to facilitate eligibility 

determinations and regulatory compliance audits.
311

 Other commenters requested that the 

proposed rule be amended to specifically allow counterparties to make eligibility representations 

in master agreements.
312

 A different commenter recommended that the Commission sponsor and 

promote standardized due diligence documentation to facilitate compliance, reduce costs and 

promote legal certainty.
313

 Certain commenters questioned whether the verification duty was an 

ongoing duty throughout the life of the swap.
314

 Two commenters suggested amending the rule 

to require an update whenever there is a change impacting a counterpartyôs eligibility or 

status.
315

 A commenter recommended additional guidance regarding red flags and the nature and 

timing of evidence necessary to establish ECP status.
316

 Lastly, a commenter supported the 

proposed exemption from the verification duty for SEF and DCM transactions.
317

  

3. Final § 23.430 

After considering the comments, the Commission has determined to adopt the rule with three 

changes. First, the Commission is adding a new § 23.430(c), Special Entity election, which will 

require a swap dealer or major swap participant to determine whether a counterparty is eligible to 

elect to be a Special Entity and notify such counterparty as provided for in the Special Entity 
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 SIFMA/ISDA Feb. 17 Letter, at 16 fn. 35 (citing Regulation D (17 CFR 230.501-508) and Rule 144A (17 CFR 
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definition in final § 23.401(c)(6).
318

 Second, the Commission has added a new safe harbor, 

§ 23.430(d), to clarify that a swap dealer or major swap participant may rely on written 

representations of counterparties to meet the requirements in the rule. Third, the Commission is 

clarifying that the exemption from verification applies to all transactions on a DCM and to 

anonymous transactions on a SEF.  

In addition, the Commission is providing the following guidance in response to the 

comments it received. A swap dealer or major swap participant must determine ECP and Special 

Entity status before offering to enter into or entering into a swap.
319

 Counterparties will be able 

to make representations about their status at the outset of a transaction or in counterparty 

relationship documentation and update that representation if there is a change in status.
320

 Parties 

will not be required to terminate a swap based solely on a change in the counterpartyôs ECP 

status during the term of the swap.  

In addition, swap dealers and major swap participants may rely on the written representations 

of counterparties in the absence of red flags. With respect to the level of detail required in the 

representation, a swap dealer or major swap participant will be deemed to have a ñreasonable 

basisò to rely on a representation that a counterparty is eligible under the rule if the counterparty 

identifies the paragraph of the ECP definition plus, in the case of a Special Entity, the paragraph 

of the Special Entity definition that applies to it, and the swap dealer or major swap participant 

does not have a reason to believe the representation is inaccurate. In the absence of counterparty 
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 This addition is related to the Commissionôs determinations regarding the final Special Entity definition relating 
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 OTC derivatives industry best practice advises professional intermediaries, prior to entering into any transaction, 
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with subpart J of part 23. See proposed §§ 23.600 and 23.602, Governing Duties of Swap Dealers, 75 FR 71397. 
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representations, the swap dealer or major swap participant will have to engage in sufficient due 

diligence to have a reasonable basis to believe that the counterparty meets the eligibility 

standards for an ECP and whether it is a Special Entity.  

Further, the Commission is not adopting standardized due diligence documentation at this 

time. The rule is principles based and allows the parties flexibility in developing efficient means 

to address the requirements of the rule. By providing non-exclusive guidance as to the types of 

representations that will meet the ñreasonable basisò standard, the Commission believes that the 

parties will be able to comply with the rule without incurring undue cost. Lastly, the Commission 

is confirming that, with respect to transactions initiated on a SEF, the verification exemption is 

only applicable to anonymous transactions consistent with Section 4s(h)(7). The proposed 

exemption from the verification duty did not mention DCM transactions, unlike Section 4s(h)(7) 

of the CEA, because Section 2(e) of the CEA does not limit participation in DCM swap 

transactions to ECPs. However, for the sake of clarity, the Commission has added language to 

final § 23.430 that confirms that swap dealers and major swap participants do not have to verify 

ECP status for DCM transactions, whether anonymous or otherwise. 

D. Section 23.431ïDisclosure of Material Risks, Characteristics, Material Incentives and 

Conflicts of Interest Regarding a Swap 

Proposed § 23.431 is a multipart rule that tracks Section 4s(h)(3)(B) of the CEA. Based on 

the structure of and comments relating to proposed § 23.431, the following discussion is divided 

into six sections: Proposed § 23.431ïgenerally; material risk disclosure; scenario analysis; 

material characteristics; material incentives and conflicts of interest; and daily mark. Each of the 

six sections includes a summary of the proposed subsections of § 23.431, public comments, and 

a description of the final rule and Commission guidance. 
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1. Proposed § 23.431ïGenerally 

Section 4s(h)(3)(B) of the CEA requires swap dealers and major swap participants to disclose 

to their counterparties material information about the risks, characteristics, incentives and 

conflicts of interest regarding the swap. The requirements do not apply if both counterparties are 

any of the following: Swap dealer; major swap participant; or SBS Entities. Proposed § 23.431 

implemented the statutory disclosure requirements and provided specificity with respect to 

certain types of material information that must be disclosed under the rule. The Commission 

stated that information is material if there is a substantial likelihood that a reasonable 

counterparty would consider it important in making a swap-related decision.
321

 The Dodd-Frank 

Act does not address the timing and form of the required disclosures.  To satisfy its disclosure 

obligation, swap dealers and major swap participants would be required to make such disclosures 

at a time prior to entering into the swap and in a manner that was reasonably sufficient to allow 

the counterparty to assess the disclosures.
322

 Swap dealers and major swap participants would 

have flexibility to make these disclosures using reliable means agreed to by the counterparties, as 

provided in proposed § 23.402(f).
323

 The proposed rules allowed standardized disclosure of some 

required information, where appropriate, if the information is applicable to multiple swaps of a 

particular type or class.
324

 The Commission noted, however, that most bespoke transactions 
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would require some combination of standardized and particularized disclosures.
325

  

2. CommentsïGenerally 

Commenters had a variety of general concerns with the disclosure rules including: (1) The 

proposed rules should be tailored to the institutional swaps market, not retail futures or securities 

markets;
326

 (2) the proposed rules should not apply when a counterparty is a certain size and 

level of sophistication;
327

 (3) counterparties should be able to opt in to or opt out of the proposed 

rules;
328

 (4) the proposed rules alter the relationship between counterparties and swap dealers or 

major swap participants;
329

 (5) the Commission should coordinate with the SEC and DOL to 

ensure that the proposed rules do not trigger ERISA fiduciary status or municipal advisor 

status;
330

 (6) only mandatory statutory rules should be promulgated at this time and discretionary 

rules (e.g., scenario analysis) should be delayed;
331

 (7) the statute does not require the same rules 

for both swap dealers and major swap participants; different, less burdensome rules consistent 

with the statute should be drawn for major swap participants;
332

 (8) uncertainty regarding 

compliance with principles based disclosure rules;
333

 and (9) the costs outweigh the benefits of 
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 See SIFMA/ISDA Feb. 17 Letter, at 3-4 and 18; COPE Feb. 22 Letter, at 3-5; VRS Feb. 22 Letter, at 3-4; Exelon 

Feb. 22 Letter, at 2-4; CEF Feb. 22 Letter, at 2-4; NY City Bar Feb. 22 Letter, at 2. 
327

 See VRS Feb. 22 Letter, at 1 and 4; NACUBO Feb. 22 Letter, at 3-4; HOOPP Feb. 22 Letter, at 3; CEF Feb. 22 

Letter, at 4-5. 
328

 See VRS Feb. 22 Letter, at 4; NACUBO Feb. 22 Letter, at 3-4; ABC/CIEBA Feb. 22 Letter, at 13. 
329

 See BlackRock Feb. 22 Letter, at 2; CEF Feb. 22 Letter, at 3-4 and 8. 
330

 See Rep. Bachus Mar 15 Letter, at 1-3; SIFMA/ISDA Feb. 17 Letter, at 9; BlackRock Feb. 22 Letter, at 2 and 6; 

ABC/CIEBA Feb. 22 Letter, at 2-3; ERIC Feb. 22 Letter, at 2-3; AFSCME Feb. 22 Letter, at 4-5; AMG-SIFMA 

Feb. 22 Letter, at 8-9. 
331

 See BlackRock Feb. 22 Letter, at 2; SIFMA/ISDA Feb. 17 Letter, at 3; CEF Feb. 22 Letter, at 8. 
332

 See MFA Feb. 22 Letter, at 1-3; BlackRock Feb. 22 Letter, at 2; MetLife Feb. 22 Letter, at 1 and 4-5; CEF Feb. 

22 Letter, at 5-6. 
333

 See, e.g., FHLBanks Feb. 22 Letter, at 3-4; FHLBanks June 3 Letter, at 8-9; NY City Bar Feb. 22 Letter, at 2; 

SIFMA/ISDA Feb. 17 Letter, at 4 and 16-18. Contra CFA/AFR Feb. 22 Letter, at 18. 
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the proposed rule.
334

  

3. Final § 23.431ïGenerally 

Regarding the comment that the proposed rule should be tailored to the institutional swaps 

market, not retail futures or securities market, as indicated in the proposing release, the 

disclosure rules follow the statute and are informed by industry practices and best practice 

recommendations. The Commission reviewed OTC derivatives industry reports, as well as 

futures and securities regulations and related SRO business conduct rules, prior to drafting the 

rule.
335

 In particular, reports by the Derivatives Policy Group (ñDPGò) and Counterparty Risk 

Management Policy Group (ñCRMPGò) included industry best practice recommendations 

regarding product disclosures.
336

 These OTC derivatives industry reports confirmed that the 

industry is familiar with product disclosure. In addition, a commenter reported that: 

Swap dealers also generally distribute to their end-user counterparties at the outset 

of a new swap relationship standardized documentation setting forth the material 

characteristics, risks and conflicts of interest with respect to the swaps to be 

entered into with such end-user counterparty under an ISDA Master Agreement or 

other master documentation.
337

 

 

Moreover, the plain language of Section 4s(h)(3)(B) requires disclosure of the material risks, 

characteristics, incentives and conflicts of interest relating to the swap. Based on the statutory 

language, industry practice and industry best practice recommendations, the Commission 

believes that the final rule is tailored appropriately to the swaps market. 

With respect to whether the disclosure duties should apply when a counterparty is a certain 

                                                           
334

 See BlackRock Feb. 22 Letter, at 6-7; VRS Feb. 22 Letter, at 3-4; MFA Feb. 22 Letter, at 5-6; HOOPP Feb. 22 

Letter, at 2-3; ABC/CIEBA Feb. 22 Letter, at 13; COPE Feb. 22 Letter, at 2-4; COPE June 3 Letter, at 5-6; Exelon 

Feb. 22 Letter, at 2-3; ETA June 3 Letter, at 20-21; CalPERS Feb. 18 Letter, at 3-4; CEF Feb. 22 Letter, at 2. 
335

 Proposing release, 75 FR at 80639. 
336

 See DPG Framework, supra fn. 178; CRMPG I Report, supra fn. 274; CRMPG II Report, supra fn. 274; CRMPG 

III Report, supra fn. 228.  
337

 See FHLBanks Feb. 22 Letter, at 2. 
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size and level of sophistication, and whether counterparties should be able to opt in to or opt out 

of the protections of the disclosure rule, the Commission notes that Section 4s(h)(3)(B) only 

limits the disclosure duty when a swap transaction is between swap dealers, major swap 

participants, and/or SBS Entities. The only exception in Section 4s(h)(3)(B) allows 

counterparties to obtain the daily mark for cleared swaps upon request.
338

 Given that the statute 

provides such limited opt in/opt out for disclosures, the final rule is consistent with the plain 

language of the statute by not allowing counterparties to opt in to or opt out of the disclosure rule 

other than as provided by the statute.
339

  

Commenters claimed that the proposed disclosure rule alters the relationship between 

counterparties and swap dealers or major swap participants from armôs length dealings to 

advisory relationships.
340

 The Commission disagrees and confirms that the business conduct 

standards rules alone do not cause a swap dealer or major swap participant to assume advisory 

responsibilities or become a fiduciary.
341

 The final rule tracks the statute and includes 

explanatory language regarding the timing and content of the statutory, principles based 

disclosure duty, and was informed by industry practices
342

 and industry best practice 

                                                           
338

 The Commission also has clarified that the § 23.431 disclosure obligations do not apply to transactions that are 

initiated on a SEF or DCM where the swap dealer or major swap participant does not know the identity of the 

counterparty to the transaction. See final § 23.431(c) (previously numbered as proposed § 23.431(b)). See also 

Section 4s(h)(7) of the CEA with respect to the Special Entity provisions. 
339

 See Section III.A.1. of this adopting release for a discussion of ñOpt in or Opt out for Certain Classes of 

Counterparties.ò 
340

 Several commenters urged the Commission to coordinate with the SEC and DOL to ensure that the final rule 

does not trigger ERISA fiduciary or municipal advisor status. The Commission confirms that it continues to 

coordinate with both agencies on these issues. See Section II of this adopting release for a discussion of ñRegulatory 

Intersections.ò See also Section III.A.1. of this adopting release for a discussion of ñDiscretionary Rulesò and 

ñDifferent Rules for Swap Dealers and Major Swap Participants.ò Regarding the relative costs and benefits of the 

disclosure rules, see Section VI.C.4. of this adopting release for a discussion of § 23.431. 
341

 The Commission is amending § 4.6 to exclude swap dealers from the CTA definition, which the Dodd-Frank Act 

amended to include swaps, when their advice is solely incidental to its business as a swap dealer. See Section II.D. 

of this adopting release. See also Section II.B. of this adopting release for a discussion of how compliance with the 

business conduct standards rules, including the disclosure duties, will be considered by DOL. 
342

 See supra at fn. 336 and accompanying text. 
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recommendations.
343

 The statute and the disclosure rules are intended to level the information 

playing field by requiring swap dealers and major swap participants to provide sufficient 

information about a swap to enable counterparties to make their own informed decisions about 

the appropriateness of entering into the swap. The additional language in the rule, including ñat a 

reasonably sufficient time prior to entering into a swapò and ñinformation reasonably designed to 

allow a counterparty to assess,ò along with the material risks and characteristics standards in the 

rule, is intended to provide guidance to swap dealers and major swap participants in complying 

with the rule. This guidance will assist swap dealers and major swap participants in designing 

reasonable policies and procedures to comply with the requirements of the statute and the final 

rule.  

The Commission has promoted efficiency and reduced costs by allowing swap dealers and 

major swap participants to use standardized formats to make required disclosures, as appropriate, 

in counterparty relationship documentation.
344

 Depending on the facts and circumstances, 

disclosures in a standard format may be appropriate if the information is applicable to multiple 

swaps of a particular type and class, particularly standardized swaps. Similarly, whether standard 

form disclosures are appropriate for certain bespoke swaps will depend on the facts and 

circumstances. Factors that would be relevant are the complexity of the transaction, including, 

                                                           
343

 The CRMPG III Report provides the following best practice guidance regarding disclosure:  

[I]t is critical that participants in the markets for high-risk complex instruments must understand 

the risks that they face. An investor or derivative counterparty should have the information needed 

to make informed decisions. While the Policy Group has recommended that each participant must 

develop a degree of independence in decision-making, large integrated financial intermediaries 

have a responsibility to provide their counterparties with appropriate documentation and 

disclosures. Disclosures must meet the standards established by the relevant regulatory 

jurisdiction. The Policy Group believes that appropriate disclosures should often go beyond those 

minimum standards, both through enhancement for instruments currently requiring disclosure, and 

by establishing documentation standards for instruments that currently require little or none. 

CRMPG III Report, at 59.  
344

 See Section III.A.3.f. of this adopting release for a discussion of proposed § 23.402(g)ïDisclosures in a standard 

format (renumbered as final § 23.402(f)). 
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but not limited to, the degree and nature of any leverage,
345

 the potential for periods of 

significantly reduced liquidity, and the lack of price transparency.
346

 This approach is consistent 

with OTC derivatives industry best practice recommendations for high-risk, complex financial 

instruments.
347

 Given the evolutionary nature of swaps, and especially bespoke swaps, swap 

dealers and major swap participants will be required to have and implement reasonably designed 

policies and procedures concerning when and how to make particularized disclosures on a 

transactional basis to account for changing characteristics, as well as different and newly 

identified risks, incentives and conflicts of interest. The statute is unequivocal regarding the duty 

to provide disclosures of the material risks, characteristics, incentives and conflicts of interest for 

each swap.  

Regarding commentersô recommendations to delay discretionary rules and urging different 

rules for major swap participants, the Commission has addressed those issues above.
348

 In 

response to commenters concerns about compliance with principles based disclosure duties, the 

Commission will, in the absence of fraud, consider good faith compliance with policies and 

procedures reasonably designed to comply with the disclosure rules as a mitigating factor when 

exercising its prosecutorial discretion for violation of the disclosure rule.  

a. Section 23.431(a)(1)ïMaterial Risk Disclosure  

i. Proposed § 23.431(a)(1) 

The proposed rule tracked the statutory obligations under Section 4s(h)(3)(B)(i) and required 

the swap dealer or major swap participant to disclose information to enable a counterparty to 

                                                           
345

 This characteristic is particularly relevant when the swap includes an embedded option that increases leverage. 

Such features can significantly increase counterparty risk exposure in ways that are not transparent. See also fn. 227. 
346

 CRMPG III Report, at 56; see also text at fn. 228.  
347

 CRMPG III Report, at 56. 
348

 See Section III.A.1.b.ii. and iii. of this adopting release for a discussion of  ñDiscretionary Rulesò and ñDifferent 

Rules for Swap Dealers and Major Swap Participants.ò 
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assess the material risks of a particular swap. The Commission anticipated that swap dealers and 

major swap participants typically would rely on a combination of standardized disclosures and 

more particularized disclosures to satisfy this requirement. The proposed rule identified certain 

types of risks that are associated with swaps generally, including market,
349

 credit,
350

 

operational,
351

 and liquidity risks.
352

 Required risk disclosure included sufficient information to 

enable a counterparty to assess its potential exposure during the term of the swap and at 

expiration or upon early termination. The Commission noted that, consistent with industry ñbest 

practices,ò information regarding specific material risks had to identify the material factors that 

influence the day-to-day changes in valuation, as well as the factors or events that might lead to 

significant losses.
353

 As described in the proposing release, disclosures under the proposed rule 

should consider the effect of future economic factors and other material events that could cause 

the swap to experience such losses. Disclosures also should identify, to the extent possible, the 

sensitivities of the swap to those factors and conditions, as well as the approximate magnitude of 

the gains or losses the swap will likely experience. The Commission noted that swap dealers and 

major swap participants also should consider the unique risks associated with particular types of 

swaps, asset classes and trading venues, and tailor their disclosures accordingly.  

ii. Comments 

The Commission received comments on a variety of issues related to proposed 

§ 23.431(a)(1). Comments included claims that disclosures would increase costs, delay 

                                                           
349

 Market risk refers to the risk to a counterpartyôs financial condition resulting from adverse movements in the 

level or volatility of market prices. 
350

 Credit risk refers to the risk that a party to a swap will fail to perform on an obligation under the swap. 
351

 Operational risk refers to the risk that deficiencies in information systems or internal controls, including human 

error, will result in unexpected loss. 
352

 Liquidity risk is the risk that a counterparty may not be able to, or cannot easily, unwind or offset a particular 

position at or near the previous market price because of inadequate market depth, unique trade terms or remaining 

party characteristics or because of disruptions in the marketplace. 
353

 See CRMPG III Report, at 60. 
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execution, expose parties to additional market risk, intrude on counterparty confidential 

information and result in ever longer lists of hypothetical risks.
354

 However, one commenter 

specifically disagreed, arguing that the statute requires material risk disclosure and not limited 

utility, generalized disclosure.
355

 With respect to the importance of a robust risk disclosure duty, 

the commenter
356

 referenced transactions profiled in the report from the U.S. Senate Permanent 

Subcommittee on Investigations, Committee on Homeland Security and Governmental Affairs, 

ñWall Street and the Financial Crisis: Anatomy of a Financial Collapse,ò issued April 13, 2011 

(ñSenate Reportò).
357

  

Another commenter stated that the proposed rule was too vague regarding what material risks 

must be disclosed, creating legal uncertainty, potential hindsight enforcement, and private rights 

of action.
358

 The commenter claimed that, without guidance, swap dealers and major swap 

participants may over disclose risks and/or limit the number of their swap counterparties.
359

 

Certain commenters recommended that the Commission clarify that the ñmaterial risksò of a 

swap are limited to the economic terms of the product and not risks associated with the 

underlying asset.
360

  

Several commenters supported standardized risk disclosures.
361

 However, others were 

                                                           
354

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 17.  
355

 CFA/AFR Aug. 29 Letter, at 19. 
356

 Id., at 2-5 and 12. 
357

 The report concludes that transactions involving structured collateralized debt obligations (ñCDOsò) were 

problematic because they were designed to fail and the disclosures omitted and/or misrepresented the material risks, 

characteristics, incentives and conflicts of interest related to these types of transactions.   
358

 FHLBanks June 3 Letter, at 8-9. 
359

 Id.  
360

 See, e.g., SIFMA/ISDA Feb. 17 Letter, at 17 (e.g., a particular event in the Middle East that could impact 

currency markets). 
361

 See, e.g., MetLife Feb. 22 Letter, at 5; ATA Feb. 22 Letter, at 3; APGA Feb. 22 Letter, at 3; FHLBanks Feb. 22 

Letter, at 1 and 3-4; FHLBanks June 3 Letter, at 8-9; CII Feb. 10 Letter, at 2. 
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skeptical of the value of mandatory boilerplate disclosures.
362

 Other commenters recommended 

that the Commission specifically require risk disclosures regarding volatility, historic liquidity 

and value at risk.
363

 One commenter recommended that, in lieu of proposed § 23.431, the 

Commission limit the disclosure duty to a predefined scenario analysis.
364

 It was suggested, for 

example, regarding interest rate sensitivity, that the rule could mandate an analysis of interest 

rate conditions up to a certain number of standard deviations away from expected interest rate 

movements based on historical interest rates.
365

 It was asserted that such objective standards 

would promote marketplace and legal certainty.
366

  

iii. Final § 23.431(a)(1) 

After considering the comments on proposed § 23.431(a)(1), the Commission has determined 

to adopt the rule as proposed. In addition, the Commission is confirming that the rule will be 

interpreted consistently with industry best practice regarding the disclosure of material risks.
367

 

This guidance will assist swap dealers and major swap participants in designing policies and 

procedures to comply with the final rule. The final rule is tailored to give effect to the plain 

language of the statute by requiring swap dealers and major swap participants to provide material 
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 See COPE Feb. 22 Letter, at 3-4; Exelon Feb. 22 Letter, at 2-3; BlackRock Feb. 22 Letter, at 7. 
363

 See Better Markets Feb. 22 Letter, at 3 and 7; Barnard May 23 Letter, at 2. 
364

 NY City Bar Feb. 22 Letter, at 2. 
365

 Id. 
366

 Id. 
367

 As stated in the proposing release, consistent with industry ñbest practices,ò information regarding specific 

material risks must identify the material factors that influence the day-to-day changes in valuation, as well as the 

factors or events that might lead to significant losses. Proposing release, 75 FR at 80644 (citing CRMPG III Report, 

at 60). Appropriate disclosures should consider the effect of future economic factors and other material events that 

could cause the swap to experience such losses. Disclosures should also identify, to the extent possible, the 

sensitivities of the swap to those factors and conditions, as well as the approximate magnitude of the gains or losses 

the swap will likely experience. Proposing release, 75 FR at 80644. See also proposed 17 CFR 240.15Fh-3(b)(1), 

SECôs proposed rules, 76 FR at 42454 (SEC rule regarding material risks requires disclosure, including, but not 

limited to, ñthe material factors that influence the day-to-day changes in valuation, the factors or events that might 

lead to significant losses, the sensitivities of the security-based swap to those factors and conditions, and the 

approximate magnitude of the gains or losses the security-based swap will experience under specified 

circumstancesò). Accordingly, the Commissionôs interpretation is consistent with the text of the SECôs proposed risk 

disclosure rule, which furthers the harmonization goal of the Commission and the SEC. 
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risk disclosure that allows a counterparty to assess the risks of the swap.  

Certain commenters recommended that the Commission clarify that the material risk 

disclosure requirement under § 23.431(a)(1) is limited to disclosures about the risks associated 

with the economic terms of the product and not risks associated with the underlying asset.
368

 The 

Commission believes that for most swaps information about the material risks and characteristics 

of the swap will relate to the risks and characteristics of the economic terms of the swap.
369

 For 

certain swaps, however, where payments or cash-flows are materially affected by the 

performance of an underlying asset for which there is not publicly available information (or the 

information is not otherwise accessible to the counterparty), final § 23.431 would require 

disclosures about the material risks and characteristics that affect the value of the underlying 

asset to enable a counterparty to assess the material risks of the swap.
370

 For example, for a total 

return swap whose value is based on the performance of a broad-based index consisting of 
                                                           
368

 See SIFMA/ISDA Feb. 17 Letter, at 17. 
369

 Such economic terms would include payout structures that embed volatility or optionality features into the 

transaction, including, but not limited to, caps, collars, floors, knock-in or knock-out rights, or range accrual 

features. As noted above, disclosures concerning these features would need to provide sufficient information about 

these features to enable counterparties to make their own informed decisions about the appropriateness of entering 

into the swap. 
370

 Such a requirement is not intended to create, and does not create, any general trading prohibition or general 

disclosure requirement concerning ñinside informationò under the CEA. This guidance addresses circumstances 

where information concerning the risks of the underlying asset generally are not publicly available. For example, 

where a swap dealer offered a total return swap on a broad-based index based on unique assets that it created or 

acquired, any potential counterparty would be unable to evaluate that transaction absent some form of disclosure by 

the swap dealer. This rule would require such disclosure. In contrast, where a swap dealer offers a swap on an 

underlying asset for which it has nonpublic information, for example, harvest information about an agricultural 

commodity or production information about an energy commodity, and the asset is one for which risk information is 

publicly available, the swap dealer or major swap participant would not be required to disclose the nonpublic 

information it holds. However, depending on the facts and circumstances, the swap dealer might have to disclose 

nonpublic information as part of its duty to disclose material incentives and conflicts of interest. See Section 

III.D.3.d.iii. of this release for a discussion of the duty to disclose material incentives and conflicts of interest. In 

addition, as part of its obligation to disclose the material economic terms of the swap, the swap dealer would have to 

provide information about the factors that would cause the value of the swap to change including any correlations 

with the value of the underlying asset. Of course, swap dealers and major swap participants also will be subject to 

the fair dealing rule and antifraud provisions with respect to their communications with counterparties. See Sections 

III.B. and III.F. of this release for a discussion of § 23.410ïProhibition on Fraud, Manipulation and Other Abusive 

Practices, and § 23.433ïCommunicationsïFair Dealing, respectively. In addition, as stated in § 23.400, nothing in 

these rules is intended to limit or restrict the applicability of other applicable laws, rules and regulations, including 

the federal securities laws. 
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unique assets that it created or acquired, a swap dealer or major swap participant would be 

required to disclose information about the material risks and characteristics of the broad-based 

index, unless such information is accessible to the counterparty. Disclosure regarding an 

underlying asset in such circumstances is consistent with the duty to communicate in a fair and 

balanced manner based on principles of fair dealing and good faith as required by Section 

4s(h)(3)(C) and final § 23.433. In connection with a swap based on the price of oil, for example, 

a swap dealer or major swap participant would not have to disclose information about the drivers 

of oil prices because such information is readily available to market participants.
371

  

Without commenting on the Senate Reportôs findings, the Commission considered how the 

final disclosure rules would address transactions similar to those profiled in the Senate Report, as 

requested by commenters.
372

 The final rule addresses the types of concerns raised by the Senate 

Report and by commenters by requiring the disclosure of material risks, characteristics, 

incentives and conflicts of interest, as well the duty to communicate in a fair and balanced 

manner based on principles of fair dealing and good faith. These duties are consistent with 

longstanding legal, regulatory and industry best practice standards, which are familiar to the 

financial services industry and the OTC derivatives industry.  

The Commission declines to limit the disclosure duty to a predefined scenario analysis as 

suggested by one commenter. The Commission recognizes the benefits of, and encourages the 

use of, an analysis such as the one suggested by the commenter
373

 to satisfy, in part, the material 

                                                           
371

 With respect to the request by certain commenters that the Commission require material risk disclosures 

regarding volatility, historic liquidity, and value at risk, the Commission declines to prescribe specific parameters 

for compliance with the risk disclosure rule beyond the explanatory text of the final rule. Nevertheless, the 

Commission believes that, depending on the facts and circumstances, including whether the counterparty has elected 

to receive scenario analysis, disclosure of these risk factors may be appropriate. 
372

 See, e.g., Sen. Levin Aug. 29 Letter, at passim; CFA/AFR Feb. 22 Letter, at 2, 10 and 12; CFA/AFR Aug. 29 

Letter, at 3-8, 18 and 20. 
373

 NY City Bar Feb. 22 Letter, at 2-3. 
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risk disclosure requirement. In fact, the Commission believes that the use of historical data in 

tabular form to illustrate specific swap and/or asset prices, volatility, sensitivity, liquidity risks 

and characteristics is consistent with industry practice.
374

 However, the Commission has 

determined that such analyses may not satisfy all aspects of the principles based disclosure 

requirement in Section 4s(h)(3)(B) for all swaps. Accordingly, the Commission has determined 

not to adopt a predefined scenario analysis in lieu of proposed § 23.431.  

In response to commenters asking that the Commission develop standardized risk 

disclosures, the Commission decided not to adopt futures style standard form swap disclosure for 

the reasons discussed in connection with § 23.402(f)ïDisclosures in a standard format.
375

  

b. Section 23.431(b)ïScenario Analysis 

i. Proposed § 23.431(a)(1)(i)-(v) 

The Commissionôs scenario analysis rule in proposed § 23.431(a)(1)(i)-(v) (renumbered as 

§ 23.431(b)) required swap dealers and major swap participants to provide scenario analyses 

when offering to enter into a high-risk complex bilateral swap to allow the counterparty to assess 

its potential exposure in connection with the swap.
376

 In addition, the proposed rule allowed 

counterparties to elect to receive scenario analysis when they were offered bilateral swaps not 

available for trading on a DCM or SEF. The elective aspect of the rule reflected the expectation 

that there would be circumstances where scenario analysis would be helpful for certain 

counterparties, even for swaps that are not high-risk complex. Proposed § 23.431(a)(1) was 

modeled on the CRMPG III industry best practices recommendation for high-risk complex 

                                                           
374

 See CRMPG III Report, at 60. 
375

 See Section III.A.3.f. of this adopting release for a discussion of final § 23.402(f)ïDisclosures in a standard 

format. 
376

 Scenario analysis was proposed in addition to required disclosures for swaps that do not qualify as high-risk 

complex. Such required disclosures included a clear explanation of the economics of the instrument. 
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financial instruments.
377

  

Like the CRMPG III industry best practices recommendation, the term ñhigh-risk complex 

bilateral swapò was not defined in the proposed rule; rather, certain flexible characteristics were 

identified to prevent concerns about over- or under-inclusivity. The characteristics included: The 

degree and nature of leverage,
378

 the potential for periods of significantly reduced liquidity and 

the lack of price transparency.
379

 The proposed rule required swap dealers and major swap 

participants to establish reasonable policies and procedures to identify high-risk complex 

bilateral swaps and, in connection with such swaps, provide the additional risk disclosure 

specified in proposed § 23.431(a)(1). 

Scenario analysis, as required by the proposed rule, would be an expression of potential 

losses to the fair value of the swap in market conditions ranging from normal to severe in terms 

of stress.
380

 Such analyses would be designed to illustrate certain potential economic outcomes 

that might occur and the effect of these outcomes on the value of the swap. The proposed rule 

required that these outcomes or scenarios be developed by the swap dealer or major swap 

participant in consultation with the counterparty. In addition, the proposed rule required that all 

material assumptions underlying a given scenario and their impact on swap valuation be 

disclosed.
381

 In requiring such disclosures, however, the Commission did not require swap 

dealers or major swap participants to disclose proprietary information about pricing models. 

The Commission did not propose to define the parameters of the scenario analysis in order to 

                                                           
377

 CRMPG III Report, at 60-61. 
378

 See fn. 227 and 345 discussing risks regarding leverage. 
379

 CRMPG III Report, at 56; see also text at fn. 228. 
380

 These value changes originate from changes or shocks to the underlying risk factors affecting the given swap, 

such as interest rates, foreign currency exchange rates, commodity prices and asset volatilities. 
381

 Material assumptions included (1) the assumptions of the valuation model and any parameters applied and (2) a 

general discussion of the economic state that the scenario is intended to illustrate. 
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provide flexibility to the parties in designing the analyses in accordance with the characteristics 

of the bespoke swap at issue and any criteria developed in consultations with the counterparty. 

Further, the proposed rule required swap dealers and major swap participants to consider relevant 

internal risk analyses, including any new product reviews, when designing the analyses.
382

 As for 

the format, the proposed rule required both narrative and tabular expressions of the analyses. 

To ensure fair and balanced communications and to avoid misleading counterparties, swap 

dealers and major swap participants also were required to state the limitations of the scenario 

analysis, including cautions about the predictive value of the scenario analysis, and any 

limitations on the analysis based on the assumptions used to prepare it. The Commission aligned 

the proposed rule with longstanding industry best practice recommendations.
383

  

ii.  Comments 

The Commission received comments on a broad range of issues regarding the proposed 

scenario analysis rule. One commenter raised a host of concerns, including: (1) That Section 

4s(h)(3)(B) does not require scenario analysis; (2) codifying industry best practice will 

discourage future private sector initiatives; (3) scenario analysis is a broad concept encompassing 

many potential analyses that are not relevant for individual transactions and, absent a definition 

or guidance regarding the parameters of the analysis, it is possible that scenario analysis will be 

misleading; (4) scenario analysis may cause swap dealers and major swap participants to become 

ERISA fiduciaries, municipal advisors and/or CTAs; (5) swap dealers and major swap 

participants may have liability for failing to provide mandatory scenario analysis even though 

                                                           
382

 The Commission proposed that swap dealers and major swap participants adopt policies and procedures 

regarding a new product policy as part of their risk management system. See proposed § 23.600(c)(3), Governing 

the Duties of Swap Dealers, 75 FR at 71405. 
383

 See DPG Framework, at Section V.II .G.; CRMPG III Report, at 59-61 and Appendix A, Bullet 5; but see 

SIFMA/ISDA Feb. 17 Letter, at 13-14. 
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they have reasonable policies and procedures for identifying high-risk complex bilateral swaps; 

(6) the highly subjective definition of high-risk complex bilateral swap is problematic from a 

liability perspective, particularly for hindsight enforcement actions and private rights of action; 

(7) the rule mandates delivery of scenario analysis even if the counterparty neither requests nor 

wants the analysis; and (8) the mandatory delivery of scenario analysis will delay execution, 

which increases risk to the counterparty.
384

  

Other commenters claimed that the scenario analysis rule would increase counterparty 

dependence on swap dealers and major swap participants thereby raising moral hazard 

concerns.
385

 Another commenter was concerned that scenario analysis, or portions thereof, is 

often proprietary, which raises confidentiality and liability issues.
386

 The commenter also 

claimed that the proposed scenario analysis rule is resource intensive and will increase the cost 

of swaps to counterparties.
387

  

Certain commenters were in favor of the proposed scenario analysis rule. For example, a 

commenter said it would like to receive scenario analysis for the swaps covered by the proposed 

rule.
388

 Another commenter believed that scenario analysis should not be expensive in that swap 

dealers and major swap participants are expected to take the other side of the swap and already 

do the analysis, which is easily modified to the counterpartyôs purpose.
389

 Moreover, the 

commenter asserted that swap dealers and major swap participants must do the analysis as part of 

the suitability or Special Entity ñbest interestsò analysis.
390

 Another commenter supported the 
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 See SIFMA/ISDA Feb. 17 Letter, at 18-21.  
385

 See MFA Feb. 22 Letter, at 6; CEF Feb. 22 Letter, at 9; SIFMA/ISDA Feb. 17 Letter, at 19. 
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proposed rule, but suggested allowing swap dealers and major swap participants to delegate 

responsibility for the analysis to appropriately qualified independent third party providers.
391

 In 

addition, this commenter recommended that the scenario analysis be provided on a portfolio 

basis.
392

 Lastly, certain commenters suggested that the proposed scenario analysis only be 

required at the request of the counterparty.
393

  

iii.  Final § 23.431(b) 

After considering the comments, the Commission has determined to adopt proposed 

§ 23.431(a)(1)(i)-(v) (renumbered as § 23.431(b)) with certain modifications. The Commission 

revised the proposed rule to eliminate the requirement to provide scenario analysis for ñhigh-risk 

complex bilateral swaps.ò Instead, the final rule requires scenario analysis only when requested 

by the counterparty for any swap not ñmade available for tradingò on a DCM or SEF.
394

 To 

comply with the rule, swap dealers will have to disclose to counterparties their right to receive 

scenario analysis and consult with counterparties regarding design. These changes eliminate both 

the mandatory element and definitional issues associated with the term ñhigh-risk complex 

bilateral swap.ò They also address counterparty concerns about execution delays and costs. In 

addition, major swap participants will not have to provide scenario analysis. Because modeling 

and providing scenario analysis is currently an industry best practice for dealers, the Commission 
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is limiting the duty to swap dealers only.  

Regarding parameters for scenario analysis, the Commission decided to retain the language 

in proposed § 23.431(a)(1)(ii), (iv) and (v). The rule is principles based and allows flexibility in 

designing the analysis. As guidance, the Commission directs swap dealers to industry best 

practices for scenario analysis for high-risk complex financial instruments.
395

 That best practice 

recommends:  

The analysis should be done over a range of assumptions, including severe 

downside stress scenarios. Scenario analysis should also include an analysis of 

what assumptions would result in a significant percentage loss (e.g., 50%) of 

principal or notional. All implicit and explicit assumptions should be clearly 

indicated and calculation methodologies should be explained. Significant 

assumptions should be stress-tested with the results plainly disclosed.
396

 

 

In addition, counterparties may request the type of information and scenario analyses they 

consider useful. Such flexibility enhances the benefits of scenario analysis to counterparties 

while limiting the costs of the final rule. The counterparty gets what it needs and the swap dealer 

has certainty about the type of analysis that will comply with the rule. As noted in the proposing 

release, swap dealers have informed Commission staff that they currently provide to 

counterparties scenario analysis upon request and without charge.
397

  

Regarding comments that Section 4s(h)(3)(B) does not require scenario analysis, the 

Commission notes that OTC derivatives industry best practice dating back to 1995 discusses the 

provision of scenario analysis to illustrate the risks of particular derivative products.
398

 In 

addition, a recent OTC derivatives industry best practice disclosure recommendation for high-

risk complex financial instruments calls for ñrigorous scenario analyses and stress tests that 

                                                           
395

 See CRMPG III Report, at Appendix A, Bullet 5. 
396

 Id. 
397

 Proposing release, 75 FR at 80645. 
398

 See DPG Framework, at Section V.II.G. 



 

 

 

100 

 

prominently illustrate how the instrument will perform in extreme scenarios, in addition to more 

probable scenarios.ò
399

 These industry reports, coupled with letters from commenters,
400

 are 

evidence of the value of scenario analysis in supplementing a counterpartyôs ability to assess the 

risks and characteristics of swaps and support the Commissionôs determination that requiring 

scenario analysis, as provided for in the final rule, is in the public interest. As discussed above in 

connection with final § 23.400ïScope, the Commission has ample discretionary authority to 

adopt the scenario analysis rule.
401

 

The Commission is not persuaded by the assertion that codifying industry best practice will 

discourage future private sector initiatives and enhance the potential for hindsight enforcement 

actions and private rights of action.
402

 By adopting industry best practice recommendations, it 

can be argued that the Commission is encouraging industry efforts to try to shape regulatory 

solutions to industry problems. The Commission also is not persuaded that adopting industry best 

practice recommendations will cause hindsight enforcement actions and private suits filed 

against swap dealers. The Commission notes that litigation risk is not new to swap dealers. 

Numerous private and enforcement actions involving derivatives have been filed based on 

theories that existed prior to the enactment of the Dodd-Frank Act.  

With regard to the claim that scenario analysis needs a definition and parameters to avoid 

potentially misleading counterparties, the Commission notes that the final rule, unlike the 
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proposed rule, will require scenario analysis only as requested by the counterparty.
403

 The final 

rule also will require consultation with the counterparty and disclosure of the material 

assumptions and calculation methodologies. These aspects of the rule, coupled with the other 

disclosure and fair dealing duties, should ameliorate the potential for misleading the 

counterparty. In addition, the Commission has determined to adopt the CRMPG III Report 

description of scenario analysis, which provides an appropriate, principles based standard for 

swap dealers under the final rule.
404

 This principles based standard should provide sufficient 

guidance to swap dealers to achieve consistency regarding the minimum parameters of scenario 

analyses. As indicated in the final rule, counterparties may request additional information and 

analyses.  

The Commission is not persuaded by claims that the scenario analysis rule would increase 

counterparty dependence on swap dealers thereby raising moral hazard concerns. As discussed 

above, the scenario analysis rule has been revised to eliminate the mandatory provision in favor 

of a counterparty election. In addition, the counterparty election covers swaps that are not ñmade 

available for tradingò on a DCM or SEF.
405

 This narrowing of the rule reduces both swap dealer 

and counterparty costs, including potential delays in execution. Only counterparties that want 

and request the scenario analysis will receive it. This approach is consistent with industry 

practice, which was confirmed during meetings with swap dealers, that upon request of 

counterparties scenario analysis is provided and without any additional charge.
406

 Therefore, the 

rule should not significantly change the existing practice by unduly increasing counterparty 
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dependence on swap dealers or creating moral hazard concerns.  

With respect to claims that scenario analysis, or portions thereof, are often proprietary, which 

may raise confidentiality and liability issues,
407

 the Commission notes that the final rule does not 

require the disclosure of ñconfidential, proprietary information about any model it may use to 

prepare the scenario analysis.ò However, the rule does require the disclosure of all material 

assumptions and an explanation of the calculation methodologies. The Commission does not 

consider scenario analysis and its material assumptions and calculation methodologies to be 

confidential, proprietary information. This conclusion is based on several industry reports that 

confirm that scenario analysis and its material assumptions and calculation methodologies are 

best practice disclosure.
408

 Regarding commenterôs concerns relating to liability for the scenario 

analysis, the Commission believes that forward-looking statements should not unduly expose 

swap dealers to liability where the scenario analysis is performed consistent with the rule, in 

consultation with the counterparty and subject to appropriate warnings about the assumptions 

and limitations underlying the scenario analysis. Such warnings also would be consistent with 

§ 23.433ïCommunicationsïfair dealing.
409

 

The elective approach in the final rule ameliorates concerns that the proposed scenario 

analysis rule is resource intensive and will increase the cost of swaps to counterparties. This 

approach was supported by commenters and should be less burdensome.
410

 In addition, the final 

rule provides for counterparty consultation in the design of a requested scenario analysis. Where 

the counterparty does not specify the assumptions, the swap dealer will have discretion to design 

a scenario analysis consistent with the principles established in the rule. This approach should 
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assist the swap dealer in limiting the costs associated with complying with the final scenario 

analysis rule. The Commission notes that swap dealers are already preparing some form of 

scenario analysis of the swap for their own purposes, including new product review, daily 

product pricing, margin analysis and risk management.  

The Commission agrees with the commenter that suggested that swap dealers be able to use 

appropriately qualified independent third party providers to perform the scenario analysis.
411

 

However, swap dealers will remain responsible for ensuring compliance with the rule. With 

respect to the suggestion that the rule require that scenario analysis be provided on a portfolio 

basis,
412

 the Commission notes that the final rule is guided by the statute, which requires 

disclosure of information about the risks of ñthe swap.ò As a result, the Commission has 

determined that it is appropriate to require swap dealers to provide scenario analysis, upon 

request, with respect to a particular swap. However, nothing in the rule precludes swap dealers 

from agreeing to provide scenario analysis on a portfolio basis, upon request. The Commission 

expects some counterparties may request scenario analysis based on a portfolio while others, for 

a variety of reasons, including confidentiality of portfolio positions, may not request that 

analysis. Lastly, the Commission addressed the commentersô concern that scenario analysis may 

cause swap dealers to become ERISA fiduciaries, municipal advisors and/or CTAs elsewhere in 

this adopting release.
413

 

c. Section 23.431(a)(2)ïMaterial Characteristics 

i. Proposed § 23.431(a)(2) 

Proposed § 23.431(a)(2) required swap dealers and major swap participants to disclose the 
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material characteristics of the swap, including the material economic terms of the swap, the 

material terms relating to the operation of the swap and the material rights and obligations of the 

parties during the term of the swap. Under the proposed rule, the material characteristics 

included the material terms of the swap that would be included in any ñconfirmationò of a swap 

sent by the swap dealer or major swap participant to the counterparty upon execution.
414

 

ii. Comments 

Commenters raised objections to language in the proposing release concerning delivery of a 

summary of the material characteristics of the swap to be provided by swap dealers and major 

swap participants to counterparties prior to entering into a swap.
415

 One commenter claimed it 

would be both unnecessary given the ECP status of the counterparty and potentially confusing 

due to differences between a pre-execution summary and the post-execution transaction 

documentation.
416

  

Commenters that support the disclosure rule recommended that the rule be interpreted to 

require for bespoke swaps that disclosures separately detail standardized components of the swap 

and price of each component, including embedded credit for forgone collateral.
417

 In addition, a 

commenter recommended that the disclosure obligation include the features of the swap that 

could disadvantage the counterparty.
418

  

iii. Final § 23.431(a)(2) 

After considering the comments, the Commission has determined to adopt § 23.431(a)(2) as 
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proposed. To address questions about the manner and substance of disclosure that must be 

provided prior to entering into a swap, and the nature of transaction documentation that will be 

required post execution, the Commission provides the following guidance. As noted above, for a 

counterparty to assess the merits of entering into a swap, it will need information about the 

material risks and characteristics of the swap at a reasonably sufficient time prior to entering into 

the swap. The disclosure rules grant discretion to swap dealers and major swap participants, 

consistent with the rules on manner of disclosure, disclosures in a standard format and record 

retention, to adopt a reliable means of disclosure agreed to by a counterparty.
419

  

Disclosures made prior to entering into a swap should not be confused with transaction 

documentation. The final internal business conduct standards rules in subsection J of part 23 will 

apply to transaction documentation.
420

 The final external business conduct standards rules in 

subsection H of part 23 establish requirements to make disclosures about the material 

characteristics, among other information, of the swap. The two sets of rules will work together. 

To the extent that the final internal business conduct standards rules require that swap dealers 

and major swap participants provide to counterparties pre-execution information about the 

characteristics of a swap, such information should be considered by swap dealers and major 

swap participants in determining what, if any, additional information must be provided to 

counterparties pre-execution to comply with the material characteristics disclosure duty in 

§ 23.431(a)(2).  
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One commenter requested that the Commission clarify that the disclosure requirement is 

satisfied when a counterparty has or is provided a copy of each item of documentation that 

governs the terms of its swap with the swap dealer or major swap participant.
421

 The 

Commission declines to make such a determination because whether the material characteristics 

disclosure requirement is met in any particular case will be a facts and circumstances 

determination, based on the standards set forth in the rule. This will be particularly true when 

certain features including, but not limited to, caps, collars, floors, knock-ins, knock-outs, range 

accrual features, embedded optionality or embedded volatility increase the complexity of the 

swap. The disclosure rule, coupled with § 23.433ïCommunicationsïFair Dealing,
422

 requires the 

swap dealer or major swap participant to provide a sound factual basis for the counterparty to 

assess how these features and others would impact the value of the swap under various market 

conditions during the life of the swap.
423

  

Swap dealers and major swap participants will be permitted to include certain disclosures 

about material characteristics (other than information normally contained in a term sheet, such as 

price and dates) in counterparty relationship documentation, where appropriate, consistent with 

final § 23.402(f)ïDisclosures in a standard format.  

Commenters sought guidance on whether the material characteristics disclosure duty requires 

a swap dealer or major swap participant to determine and then disclose how the terms of a 
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particular swap relate to the circumstances of a particular counterparty.
424

 The Commission 

believes that, for most swaps, information about the material characteristics of the swap will 

relate to the economic terms of the swap rather than the circumstances of the particular 

counterparty. However, if a swap dealer or major swap participant has contractually undertaken 

to do so, or a swap dealer has made a ñrecommendation,ò which triggers a suitability duty or is 

acting as an advisor to a Special Entity, the swap dealer or major swap participant will be 

required to act consistently with the relevant duty, including exercising reasonable due diligence 

and making appropriate disclosures. Of course, in all circumstances, swap dealers and major 

swap participants are required to communicate in a fair and balanced manner based on principles 

of fair dealing and good faith in accordance with final § 23.433. Additionally, for a Special 

Entity, the swap dealer or major swap participant will have to have a reasonable basis to believe 

that the qualified independent representative will act in the Special Entityôs best interests and 

evaluate the appropriateness of each swap based on the needs and characteristics of the Special 

Entity before the Special Entity enters into the swap with a swap dealer or major swap 

participant.
425

 

d. Section 23.431(a)(3)ïMaterial Incentives and Conflicts of Interest 

i. Proposed § 23.431(a)(3) 

Proposed § 23.431(a)(3) tracked the statutory language under Section 4s(h)(3)(B)(ii) and 

required a swap dealer or major swap participant to disclose to any counterparty the material 

incentives and conflicts of interest that the swap dealer or major swap participant may have in 

connection with a particular swap. The Commission also proposed that swap dealers and major 
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swap participants be required to include with the price of the swap, the mid-market value of the 

swap as defined in proposed § 23.431(c)(2). In addition, swap dealers and major swap 

participants were required to disclose any compensation or benefit that they receive from any 

third party in connection with the swap. The Commission also stated in the proposing release 

that, in connection with any recommended swap, swap dealers and major swap participants were 

expected to disclose whether their compensation related to the recommended swap would be 

greater than for another instrument with similar economic terms offered by the swap dealer or 

major swap participant.
426

 With respect to conflicts of interest, the Commission stated that it 

expected such disclosure would include the inherent conflicts in a counterparty relationship, 

particularly when the swap dealer or major swap participant recommends the transaction. The 

Commission also indicated it expected that a swap dealer or major swap participant that engages 

in business with the counterparty in more than one capacity should consider whether acting in 

multiple capacities creates material incentives or conflicts of interest that require disclosure.
427

 

ii. Comments 

The Commission received comments addressing a variety of issues. Several commenters 

generally supported the disclosure requirement.
428

 One commenter stated that it wanted to 

receive information about incentives or compensation that the swap dealer was receiving.
429

 Two 

other commenters said they did not object to swap dealers being required to disclose conflicts of 
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interest because such disclosures would seem to be embedded in the concept of fair dealing.
430

 

Another commenter recommended allowing the use of standardized disclosures to satisfy 

conflicts of interest and compensation matters but supported specific disclosure on a transaction-

by-transaction basis for any compensation received by the swap dealer or major swap participant 

in connection with a particular swap.
431

  

A commenter approved of the proposed rule and the guidance in the proposing release 

requiring swap dealers and major swap participants to disclose whether their compensation for a 

recommended swap would be greater than for another instrument with similar economic terms 

offered by the swap dealer or major swap participant.
432

 However, a different commenter 

objected to, and requested withdrawal of, that same statement asserting that swap dealers and 

major swap participants should not be obligated to identify and evaluate comparable instruments 

on behalf of the counterparty as such a comparative analysis would be an advisory service that is 

the responsibility of the counterparty and its advisors.
 433

  

Another commenter urged full disclosure to counterparties of the incentives to swap dealers 

and major swap participants for use of various market infrastructures (swap data repositories 

(ñSDRsò), DCOs, DCMs, and SEFs).
434

 Similarly, the commenter recommended prohibiting fee 

rebates, discounts, and revenue and profit sharing, which it asserts are substantively the same as 

preferential access to market infrastructures. The commenter maintained that such practices 

simply transfer costs to less influential participants who must follow the lead of large liquidity 
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providers.
435

  

In addition, certain commenters that supported the rule also would like the Commission to 

require separate pricing of each ñamalgamatedò standardized component of a customized swap 

and a comparison of the risks and costs of the customized swap with comparable standardized, 

listed swaps.
436

 The commenters identified, for example, embedded credit for forgone collateral 

as an amalgamated component that should be priced separately. These commenters also urged 

the Commission to clarify that the material incentives and conflicts of interest disclosure 

obligation applies not only to specific alternative instruments but also to alternative strategies.
437

  

In addition, a commenter recommended that the Commission issue guidance that the 

following situations are not conflicts of interest that warrant disclosure because counterparties 

are aware of or expect these common business practices: (1) Simply taking the opposite side of a 

swap; (2) swap dealers, major swap participants or affiliates entering into other swaps that take 

an opposite view from that of the counterparty for reasons unrelated to the swap with the 

counterparty; and (3) swap dealers and major swap participants having a physical business that 

would benefit from a price movement that would be adverse to the counterpartyôs economic 

position under the swap.
438

 This same commenter also requested that the final rules formally 

recognize that no disclosure obligation exists with respect to knowledge regarding a swapôs 

reference commodity (specifically, swaps referencing energy commodities), the physical markets 

in which it trades, or any particular entityôs positions or business in such commodity.
439

  

iii. Final § 23.431(a)(3) 
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After considering the comments, the Commission has determined to adopt the proposed rule 

with the following revision. In proposed § 23.431(a)(3)(i), when disclosing the price of a swap, 

swap dealers and major swap participants would have to disclose the ñmid-market valueò of the 

swap. In the final rule, the Commission decided to change the term ñmid-market valueò to ñmid-

market markò
440

 to more accurately describe the requirement and mitigate concerns that the duty 

would constitute valuation, appraisal or advisory services or impose a fiduciary status on swap 

dealers and major swap participants.
441

 The Commission notes that information about the spread 

between the quote and mid-market mark is relevant to disclosures regarding material incentives 

and provides the counterparty with pricing information that facilitates negotiations and balances 

historical information asymmetry regarding swap pricing. 

In addition, the Commission is clarifying certain guidance provided in the proposing release 

regarding recommended swaps.
442

 The proposing release indicated that, in connection with the 

duty to disclose material incentives and conflicts of interest, swap dealers and major swap 

participants would be expected to disclose whether their compensation relating to a 

recommended swap would be greater than for another instrument with ñsimilar economic termsò 

offered by the swap dealer or major swap participant.
443

 In response to commenter concerns that 

such disclosure would constitute advice,
444

 the Commission has determined to limit the guidance 

to instances where more than one swap and/or strategy is recommended to accomplish a 

particular financial objective.
445

 Generally, these multi-product presentations include a 
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comparison of swaps or strategies. In addition, the Commission understands that counterparties 

often ask dealers for alternatives to a particular swap, which may lead to a comparison. 

Considering this common industry practice, which facilitates sales, the comparison should 

include the relative compensation related to the different alternatives. This information is 

material to the swap dealerôs or major swap participantôs incentives underlying the 

recommendations and should assist the counterparty in making an assessment. Lastly, the 

Commission notes that this guidance does not prevent counterparties from requesting, or swap 

dealers and major swap participants from providing, comparisons of other swaps or products that 

may or may not have similar economic terms.  

The Commission declines to state categorically that swap dealers and major swap 

participants will be required to separately price each standardized component of a customized 

swap, compare the risks and costs of customized swaps with those of standardized swaps, or 

disclose the embedded cost of credit for forgone collateral. Similarly, the Commission believes 

that facts and circumstances, including whether the swap dealer or major swap participant 

recommended the swap, will determine whether a swap dealer or major swap participant is 

required to disclose that it is trying to move a particular position off its books and that the swap 

is part of that strategy.
446

 Swap dealers and major swap participants will be required to have 

policies and procedures reasonably designed to identify material incentives and conflicts within 

the scope of § 23.431(a)(3). The Commission will consider good faith compliance with such 

policies and procedures when exercising its prosecutorial discretion in connection with any 

violation of the rule.  
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With respect to the use of standardized disclosures to satisfy conflicts of interest and 

incentives disclosures, the Commission reminds swap dealers and major swap participants, as it 

has with respect to other disclosure obligations, that whether such disclosures will be sufficient 

to satisfy the disclosure rule in connection with any particular swap will depend on the facts and 

circumstances.
447

 As discussed elsewhere in this adopting release, the statute places the 

disclosure duty on swap dealers and major swap participants to ensure that all material incentives 

and conflicts of interest relating to the swap are disclosed. 

Concerning disclosure to counterparties of the incentives to swap dealers and major swap 

participants for use of various market infrastructures (DCOs, SDRs, DCMs, and SEFs), the 

Commission agrees that incentives paid to swap dealers and major swap participants by various 

market infrastructures for a swap transaction are a required disclosure within the statute and 

§ 23.431(a)(3).
448

 With respect to fee rebates, discounts, and revenue and profit sharing, the 

Commission has determined not to prohibit these payments at this time, but rather to require 

disclosure of such payments because the payments would constitute material incentives or 

conflicts of interest in conjunction with the swap. Such disclosure also is encompassed in the 

duty to communicate in a fair and balanced manner. Further, the failure to disclose this 

information or other material disclosures under the rule may be a material omission under the 

Commissionôs anti-fraud provisions, including final § 23.410(a).  

The Commission declines the commentersô request that the Commission issue guidance that 

certain enumerated situations are not conflicts of interest that warrant disclosure. The plain 

                                                           
447

 See, e.g., Section III.A.3.f. of this adopting release for a discussion of final § 23.402(f)ïDisclosures in a standard 

format.  
448

 Such payments can be considered both incentives and conflicts of interest within the meaning of the statute and 

rule and, either way, must be disclosed. See Section 4s(h)(3)(C) of the CEA and final §23.433-Communications-fair 

dealing. 
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language of Section 4s(h)(3)(B)(ii) of the CEA requires disclosure of all material conflicts of 

interest that a swap dealer or major swap participant has in connection with the swap. Without 

assessing the list of situations provided by commenters, the Commission notes that the statute 

does not limit or exempt the disclosure of certain conflicts of interest where counterparties may 

be aware of or expect certain common business practices.  

One commenter requested confirmation that the material incentives and conflicts of interest 

disclosure obligation does not apply to information known by the swap dealer or major swap 

participant regarding a swapôs reference commodity, the physical markets in which it trades or 

any particular entityôs positions or business in such commodity.
449

 Based on the statutory 

language in Section 4s(h)(3)(B)(ii), the Commission cannot confirm the commenterôs point. The 

statute requires swap dealers and major swap participants to disclose ñany material incentives or 

conflicts of interest that the swap dealer or major swap participant may have in connection with 

the swap.ò It is certainly possible, particularly in the energy context mentioned by the 

commenter, that activities of the swap dealer or major swap participant related to the underlying 

commodity could create material incentives or conflicts of interest ñin connection withò the swap 

offered to a counterparty. In addition, the Commission believes that transactions similar to those 

described in the Senate Report
450

 would warrant disclosures concerning activities related to the 

underlying commodity. Without commenting on the transactions themselves, the Commission 

notes that the Senate Report raised concerns regarding proprietary trading and the limited 

transparency of underlying assets.
451

 Whether such disclosure is required in connection with any 
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 See CEF Feb. 22 Letter, at 13. 
450

 Senate Report, at 513-636. 
451

 See Section III.D.3.a. of this adopting release for a discussion of § 23.431(a)(1)ïMaterial risk disclosure. 
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particular swap will depend on the facts and circumstances.
452

  

e. Section 23.431(d)ïDaily Mark 

i. Proposed § 23.431(c) 

Section 4s(h)(3)(B)(iii)  directs the Commission to adopt rules that require: (1) For cleared 

swaps, upon request of the counterparty, receipt of the daily mark of the transaction from the 

appropriate DCO; and (2) for uncleared swaps, receipt of the daily mark of the swap transaction 

from the swap dealer or major swap participant.
453

  

For cleared swaps, proposed § 23.431(c)(1) required swap dealers and major swap 

participants to notify counterparties of their rights to receive, upon request, the daily mark from 

the appropriate DCO. For uncleared swaps, proposed § 23.431(c)(2) and (3) required swap 

dealers and major swap participants to provide a daily mark to their counterparties on each 

business day during the term of the swap as of the close of business, or such other time as the 

parties agree in writing. The Commission proposed to define daily mark for uncleared swaps as 

the mid-market value of the swap, which would specifically not include amounts for profit, credit 

reserve, hedging, funding, liquidity or any other costs or adjustments.
454

 Based on consultations 

with stakeholders, the consensus was that mid-market value was a transparent measure that 

would assist counterparties in calculating valuations for their own internal risk management 

purposes. Further, the Commission proposed that swap dealers and major swap participants 

disclose both the methodology and assumptions used to prepare the daily mark, and any material 

changes to the methodology or assumptions during the term of the swap. The Commission noted 

                                                           
452

 Such a requirement is not intended to create, and does not create, any general trading prohibition or general 

disclosure requirement concerning ñinside information.ò See discussion at fn. 370; see also fn. 499. 
453

 The Commission noted that the term ñdaily markò is not defined in the statute and that the term ñmarkò is used 

colloquially to refer to various types of valuation information. See proposing release, 75 FR at 80645. 
454

 Proposing release, 75 FR at 80645-46. 
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that the daily mark for certain bespoke swaps may be generated using proprietary models. The 

proposed rule did not require the swap dealer or major swap participant to disclose proprietary 

information relating to its model.
455

 

Lastly, the Commission proposed that swap dealers and major swap participants provide 

appropriate clarifying statements relating to the daily mark.
456

 Such disclosures could include, as 

appropriate, that the daily mark may not necessarily be: (1) A price at which the swap dealer or 

major swap participant would agree to replace or terminate the swap; (2) the basis for a variation 

margin call; nor (3) the value of the swap that is marked on the books of the swap dealer or 

major swap participant. 

ii. Comments 

One commenter favored disclosure of a daily mark.
457

 The commenter concurred with the 

Commissionôs definition of daily mark as the ñmid-market valueò of the swap.
458

 The commenter 

noted that many end-user counterparties already receive daily swap valuations at mid-market as 

determined under the definition of ñExposureò included in the 1994 ISDA Credit Support Annex 

and requested that the Commission clarify that the daily mark valuations under the rule are to be 

determined by reference to the same definition.
459

 Some commenters recommended that the daily 

mark be calculated on a portfolio basis rather than for each individual swap because margin calls 

are based on a net or portfolio basis.
460

 Several commenters recommended that the rule be 

revised from a mandatory daily disclosure to ñupon requestò by the counterparty model.
461

 

                                                           
455

 Id. at 80646. 
456

 Id. 
457

 FHLBanks Feb. 22 Letter, at 5. 
458

 Id.  
459

 Id., at 6. 
460

 See, e.g., Exelon Feb. 22 Letter, at 4; CEF Feb. 22 Letter, at 15. 
461

 See, e.g., COPE Feb. 22 Letter, at 4; MFA Feb. 22 Letter, at 6; SIFMA/ISDA Feb. 17 Letter, at 23. 
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Others asserted that daily mark disclosure should be negotiable, including an opt out 

alternative.
462

  

One commenter recommended revising the rule to allow swap dealers and major swap 

participants to delegate responsibility for providing the daily mark to appropriately qualified 

independent third party providers.
463

 Another commenter stated that counterparties should not 

rely on swap dealers or major swap participants, but instead should seek marks from independent 

third parties.
464

 Several commenters expressed concern that requiring swap dealers and major 

swap participants to provide a daily mark may be considered appraisal services that trigger 

ERISA fiduciary status, which prohibits principal-to-principal swap transactions.
465

  

One commenter recommended revising the rule to require swap dealers and major swap 

participants, upon request of a counterparty, to provide the mark used for determining either 

partyôs mark-to-market margin obligation or entitlement under an outstanding swap because this 

approach is consistent with statutory text and the daily mark requirement for cleared swaps.
466

  

A different commenter recommended deeming the daily mark obligation for cleared swaps 

satisfied if the counterparty can access the information directly from the DCO or its FCM.
467

 In 

addition, the commenter requested that the final rule provide that swap dealers and major swap 

participants, absent fraud, have no liability for a counterpartyôs use of the provided daily mark.
468

 

Further, the commenter asserted that requiring disclosure of the daily mark methodology and 

assumptions encourages improper reliance by the counterparty on the swap dealer or major swap 

                                                           
462

 See, e.g., ERIC Feb. 22 Letter, at 16-17; CEF Feb. 22 Letter, at 15; MFA Feb. 22 Letter, at 6. 
463

 Markit Feb. 22 Letter, at 2-3; Markit June 3 Letter, at 7. 
464

 MFA Feb. 22 Letter, at 6. 
465

 See BlackRock Feb. 22 Letter, at 6; SIFMA/ISDA Feb. 17 Letter, at 24; ABC/CIEBA Feb. 22 Letter, at 5-6; 

AMG-SIFMA Feb. 22 Letter, at 7; ERIC Feb. 22 Letter, at 16-17. 
466

 SIFMA/ISDA Feb. 17 Letter, at 23-24. 
467

 CEF Feb. 22 Letter, at 14. 
468

 Id., at 15. 
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participant.
469

 Lastly, one commenter suggested that the rule require swap dealers and major 

swap participants to deliver the daily mark via communication media that are secure, timely and 

auditable.
470

  

iii. Final § 23.431(d) 

After considering the comments, the Commission has determined to adopt § 23.431(c) 

(renumbered as § 23.431(d)) as proposed, but change the term ñmid-market valueò to ñmid-

market mark.ò This change more accurately describes the requirement and mitigates concerns 

that the duty would constitute valuation, appraisal or advisory services or impose a fiduciary 

status on swap dealers and major swap participants.
471

 The Commission has determined to define 

the term daily mark as the ñmid-market markò using its discretionary authority to define terms 

under the Dodd-Frank Act.
472

 Because ñmid-marketò represents an objective value, it provides 

counterparties with a baseline to assess swap valuations for other purposes, including margin or 

terminations. This term has been used by many industry participants since at least 1994.
473

  

The Commission notes that certain comments conflict directly with the plain language of 

Section 4s(h)(3)(B)(iii)(I) and (II) of the CEA. For example, the suggestion that the daily mark 

be provided on a portfolio basis rather than for each swap conflicts with the plain language of the 

                                                           
469

 Id. 
470

 Markit Feb. 22 Letter, at 2-3. 
471

 The Commission has made the same change in final § 23.431(a)(3)ïDisclosures of material information, which 

requires disclosures of material incentives and characteristics. The Commission repeats that, with respect to final 

§ 23.431(d), the Dodd-Frank Act disclosures, including the daily mark and mid-market mark, alone do not cause a 

swap dealer or major swap participant to be an advisor to a counterparty, including a Special Entity. The 

Commission does not consider the Dodd-Frank Act disclosures to be advice or a recommendation. See Section II of 

this adopting release for further discussion of the intersection of the subpart H requirements with DOL and SEC 

requirements.  
472

 Section 721(b)(2) of the Dodd-Frank Act. 
473

 See FHLBanks Feb. 22 Letter, at 6-7. In addition, the term ñmid-market valueò is used in CRMPG I Report, at 7. 

See also Bank One Corp. v. IRS, 120 T.C. 174 (U.S. Tax Court 2003). For a discussion of mid-market value and 

costs, see ISDA Research Notes, The Value of a New Swap, Issue 3 (2010), available at 

http://www.isda.org/researchnotes/pdf/NewSwapRN.pdf. 
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statute.
474

 If counterparties want additional marks (e.g., marks on a portfolio basis or marks used 

to calculate margin), then they are free to negotiate the receipt of such information with swap 

dealers and major swap participants. 

With respect to the recommendation that a swap dealer or major swap participant be deemed 

to satisfy the daily mark duty for cleared swaps if the counterparty can access the information 

directly from the DCO or its FCM, the Commission agrees, provided that the swap dealer or 

major swap participant apprises the counterparty and the counterparty agrees to such substituted 

compliance. The Commission notes that the swap dealerôs or major swap participantôs daily 

mark obligation for cleared swaps is prompted by the request of the counterparty. As a result, 

under the statute, it is up to the counterparty to decide whether it wishes to receive the daily mark 

through access to the DCO or FCM or from the swap dealer or major swap participant. 

As to the request to limit the liability of swap dealers or major swap participants in relation to 

a counterpartyôs use of a provided daily mark, the Commission considers the request to be 

beyond the scope of the rulemaking.
475

 Nevertheless, the Commission notes that it will consider 

good faith compliance with policies and procedures reasonably designed to meet the daily mark 

requirements, including the calculation of mid-market mark under final § 23.431(d), in 

exercising its prosecutorial discretion for violations of the rule.
476

 

The Commission disagrees with the assertion that requiring disclosure of the daily mark 

methodology and assumptions will encourage improper reliance by the counterparty on the swap 

                                                           
474

 Section 4s(h)(3)(B)(iii) of the CEA states: ñ(I) for cleared swaps, upon the request of the counterparty, receipt of 

the daily mark of the transaction from the appropriate derivatives clearing organization; and (II) for uncleared 

swaps, receipt of the daily mark of the transaction from the swap dealer or major swap participant.ò 
475

 See Section III.A.1. of this adopting release for a discussion of ñPrivate Rights of Action.ò 
476

 The Commission agrees with a commenterôs suggestion that the rule should require swap dealers and major swap 

participants to deliver the daily mark via communication media that are secure, timely and auditable. Markit Feb. 22 

Letter, at 3. This is consistent with final § 23.431(d)ïDaily mark, as well as final § 23.402(e)ïManner of disclosure. 

See Section III.A.3.e. of this adopting release for a discussion of final § 23.402(e).  
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dealer or major swap participant. The statutory daily mark requirement is meaningless unless the 

counterparty knows the methodology and assumptions that were used to calculate the mark. To 

make its own assessment of the value of the swap for its own purposes, the counterparty has to 

have information from the swap dealer or major swap participant about how the mid-market 

mark was calculated. To satisfy the duty to disclose both the methodology and assumptions used 

to prepare the daily mark, swap dealers and major swap participants may choose to provide to 

counterparties methodologies and assumptions sufficient to independently validate the output 

from a model generating the daily mark, collectively referred to as the ñreference model.ò The 

Commission does not intend that disclosure of the ñreference modelò would require swap dealers 

and major swap participants to disclose proprietary information. While the Commission does not 

define what currently constitutes proprietary information, the Commission is aware that, in light 

of the disclosure requirements relating to the methodology and assumptions used to prepare the 

daily mark, market participants may aid in the establishment of appropriate ñreference modelsò 

and, in so doing, potentially alter the extent of undisclosed proprietary information in the future. 

With proper disclosures, counterparties should not be misled or unduly rely on the mid-market 

mark provided by the swap dealer or major swap participant.
477

 Therefore, the Commissionôs 

final rule requires disclosure of the methodology and assumptions underlying the daily mark. 

The Commissionôs determination is based on the statutory disclosure provisions as well as the 

duty to communicate in a fair and balanced manner based on principles of fair dealing and good 

faith.  

One commenter asked the Commission to confirm that the daily mark received by 

                                                           
477

 Without commenting on the findings of the Senate Report, the Commission notes that the Senate Report included 

descriptions of certain conduct relating to marks where dealers purportedly refused to explain the basis and 

methodology for the mark. See Senate Report, at 509-510. 
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counterparties is to be determined by reference to the same mid-market valuations used in 

connection with the definition of ñExposureò under the 1994 ISDA Credit Support Annex. The 

Commission declines to endorse any particular methodology given the principles based nature of 

the rule. 

Further, the Commission is providing guidance that the term ñmid-market markò can be 

determined through mark-to-model calculations when a liquid market does not exist. In addition, 

swap dealers and major swap participants can delegate daily mark responsibilities to third party 

vendors. However, swap dealers and major swap participants will remain responsible for 

compliance with the rule. 

E. Section § 23.432ïClearing Disclosures 

1. Proposed § 23.432 

The Commissionôs proposed rule required certain disclosures regarding the counterpartyôs 

right to select a DCO and to clear swaps that are not otherwise required to be cleared. For swaps 

where clearing is mandatory,
478

 proposed § 23.432(a) required a swap dealer or major swap 

participant to notify the counterparty of its right to select the DCO that would clear the swap. For 

swaps that are not required to be cleared, under proposed § 23.432(b), a swap dealer or major 

swap participant was required to notify a counterparty that the counterparty may elect to require 

the swap to be cleared and that it has the sole right to select the DCO for clearing the swap.
479

 

Neither of these notification provisions applied where the counterparty was a registered swap 

dealer, major swap participant, security-based swap dealer or major security-based swap 

                                                           
478

 See Section 2(h) of the CEA. (7 U.S.C. 2(h)). 
479

 With respect to these proposed disclosure requirements, the Commission noted that, as between the parties, the 

counterparty is entitled to choose whether and where to clear, but that no DCM or SEF is required to make clearing 

available through any DCO. In other words, it is up to the parties to take the swap to a DCM or SEF that provides 

for clearing through the counterpartyôs preferred DCO. See proposing release, 75 FR at 80646. 
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participant.
480

  

2. Comments 

The comments submitted on proposed § 23.432 were directed at issues related to the 

substantive rules for swaps not required to be cleared and, as such, were beyond the scope of this 

rulemaking.
481

 The only commenters on the disclosure requirement itself stated that they did not 

object to the proposed rule.
482

 

3. Final § 23.432 

The Commission has determined to adopt § 23.432 as proposed.  

F. Section 23.433ïCommunicationsïFair Dealing 

1. Proposed § 23.433 

The Dodd-Frank Act requires that the Commission establish a duty for swap dealers and 

major swap participants to communicate in a fair and balanced manner based on principles of 

fair dealing and good faith. Proposed § 23.433 established a duty that, consistent with the 

statutory language, applies to all swap dealer and major swap participant communications with 

counterparties. As the Commission noted in the proposing release,
483

 these principles are well 

established in the futures and securities markets, particularly through SRO rules.
484

 The duty to 
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 Proposing release, 75 FR at 80646. 
481

 See Barclays Jan. 11 Letter, at 8 (clearing requirement should not apply to foreign swap transactions); 

SIFMA/ISDA Feb. 17 Letter, at 24-25; CEF Feb. 22 Letter, at 22 (the Commission should clarify that the election to 

clear a swap is meant to be exercised at the swapôs inception); id. (supporting the proposed clearing disclosure rule, 

but recommended that the election of the counterparty regarding where to clear that is made at the outset of the 

transaction should be binding unless both parties agree; to do otherwise might require the swap dealer or major swap 

participant to transfer a swap from bilateral clearing to central clearing at an economically disadvantageous 

moment); MetLife Feb. 22 Letter, at 5 (major swap participants should be treated like other customers of a swap 

dealer, and receive the same rights as other counterparties, including the right to elect where to clear trades). 
482

 See COPE Feb. 22 Letter, at 4; CEF Feb. 22 Letter, at 22. 
483

 Proposing release, 75 FR at 80646. 
484

 See, e.g., 17 CFR 170.5 (ñA futures association must establish and maintain a program for . . . the adoption of 

rules . . . to promote fair dealing with the public.ò); NFA Compliance Rule 2-29 ï Communications with the Public 

and Promotional Material; NFA Interpretative Notice 9041 ï Obligations to Customers and Other Market 

Participants. 
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communicate in a fair and balanced manner is one of the primary requirements of the NFA 

customer communications rule
485

 and is designed to ensure a balanced treatment of potential 

benefits and risks. In determining whether a communication with a counterparty is fair and 

balanced, the Commission stated that it expects a swap dealer or major swap participant to 

consider factors such as whether the communication: (1) Provides a sound basis for evaluating 

the facts with respect to any swap;
486

 (2) avoids making exaggerated or unwarranted claims, 

opinions or forecasts;
487

 and (3) balances any statement that refers to the potential opportunities 

or advantages presented by a swap with statements of corresponding risks.
488

 The Commission 

also stated its expectation that to deal fairly requires the swap dealer or major swap participant to 

treat counterparties in such a way so as not to unfairly advantage a counterparty or group of 

counterparties over another. Additionally, communications are subject to the anti-fraud 

provisions of the CEA and Commission Regulations, as well as any applicable SRO rules.
489

  

2. Comments 

The Commission received several letters from commenters regarding proposed § 23.433. 

One commenter found the principles based approach to the rule more appropriate than a 

prescriptive approach.
490

 However, a different commenter expressed concern regarding the ruleôs 

lack of detail, stating that it could create uncertainty and risk for swap dealers and major swap 

                                                           
485

 See, e.g., NFA Compliance Rule 2-29(b)(2) and (5); see also NFA Interpretive Notice 9043 ï NFA Compliance 

Rule 2-29: Use of Past or Projected Performance; Disclosing Conflicts of Interest for Security Futures Products 

(performance must be presented in a balanced manner). 
486

 See, e.g., NFA Interpretive Notice 9041, Obligations to Customers and Other Market Participants (ñMembers . . . 

and their Associates should provide a sound basis for evaluating the facts regarding any particular security futures 

product . . . .ò). 
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 See, e.g., NFA Compliance Rule 2-29(b)(4)-(5). 
488

 Proposing release, 75 FR at 80646. 
489

 Id. 
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 CFA/AFR Feb. 22 Letter, at 12. In addition, the commenter recognized the need for future guidance, if necessary, 

after implementation.  
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participants.
491

 That commenter recommended that the Commission consider using safe harbors 

containing objective standards as a means to satisfy the statutory requirements.
492

 Another 

commenter urged the Commission to clarify the communications standards by reference to 

currently prevailing standards, such as FINRA and NFA standards, subject to appropriate 

modifications to reflect standards for participation in the swaps market.
493

 Another commenter 

requested that major swap participants not be subject to a good faith and fair dealing rule when 

transacting with swap dealers.
494

 It asserted that major swap participants in this particular context 

are customers of swap dealers and should not be treated as a dealer or quasi-dealer. Others had 

little or no concern regarding the fair dealing requirement.
495

  

3. Final § 23.433 

The Commission has determined to adopt § 23.433 as proposed. In addition, the Commission 

is providing the following guidance regarding the final fair dealing rule. As discussed above 

regarding § 23.431ïDisclosures, the fair dealing rule works in tandem with both the material 

disclosure and anti-fraud rules to ensure that counterparties receive material information that is 

balanced and fair at all times.
496

 The Commission intends these rules to address the concerns 

raised by commenters
497

 regarding transactions similar to those profiled in the Senate Report.
498

 

The Senate Report concludes that those transactions, which involved structured CDOs, were 
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 NY City Bar Feb. 22 Letter, at 3. 
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 FHLBanks Feb. 22 Letter, at 6. 
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discussion of § 23.431. 
497

 See CFA/AFR Feb. 22 Letter, at 12; Sen. Levin Aug. 29 Letter, at 10-11. 
498

 Senate Report, at 376-636. 



 

 

 

125 

 

problematic because they were designed to fail and the disclosures omitted and/or 

misrepresented the material risks, characteristics, incentives and conflicts of interest. Under all 

circumstances, and particularly those akin to the Senate Report involving complex swaps, the 

Commissionôs fair dealing rule will apply and operate as an independent basis for enforcement 

proceedings.  

The fair dealing rule, like the disclosure rules, is principles based and applies flexibly based 

on the facts and circumstances of a particular swap. For example, when addressing the risks and 

characteristics of a swap with features including, but not limited to, caps, collars, floors, knock-

ins, knock-outs and range accrual features that increase its complexity, the fair dealing rule 

requires the swap dealer or major swap participant to provide a sound basis for the counterparty 

to assess how those features would impact the value of the swap under various market conditions 

during the life of the swap. In a complex swap, where the risks and characteristics associated 

with an underlying asset are not readily discoverable by the counterparty upon the exercise of 

reasonable diligence, the swap dealer or major swap participant is expected, under both the 

disclosure rule and fair dealing rule, to provide a sound basis for the counterparty to assess the 

swap by providing information about the risks and characteristics of the underlying asset.
499

 The 

fair dealing rule also will supplement requirements to inform counterparties of material 

incentives and conflicts of interest that would tend to be adverse to the interests of a counterparty 

in connection with a swap, particularly in situations like those referenced in the Senate Report. In 

this regard, a swap dealer or major swap participant will have to follow policies and procedures 

reasonably designed to ensure that the content and context of its disclosures are fair and 

complete to allow the counterparty to protect itself and make an informed decision. 
                                                           
499

 Such a requirement is not intended to create, and does not create, any general trading prohibition or general 
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In addition, in response to the comments it received, the Commission is confirming that it 

will look to NFA guidance when interpreting § 23.433 and, as appropriate, will consider 

providing further guidance, if necessary, after implementation.
500

 The Commission concludes 

that the futures and securities industry familiarity with these precedents considerably mitigates 

concerns about legal certainty as a result of the principles based rule. Also, in the absence of 

fraud, the Commission will consider good faith compliance with policies and procedures 

reasonably designed to comply with the business conduct standards rules as a mitigating factor 

when exercising its prosecutorial discretion in connection with a violation of the rules. Lastly, 

the Commission is not exempting major swap participants from the fair communication 

requirement when they transact with swap dealers. Such an exemption would undermine 

congressional intent to improve transparency and raise the business conduct standards applicable 

to the market. 

G. Section 23.434ïRecommendations to CounterpartiesïInstitutional Suitability  

1. Proposed § 23.434 

In proposed § 23.434, the Commission exercised its discretionary authority under new 

Section 4s(h) by proposing an institutional suitability obligation for any recommendation a swap 

dealer or major swap participant makes to a counterparty in connection with a swap or swap 

trading strategy.
501

 More precisely, proposed § 23.434 required a swap dealer or major swap 

participant to have a reasonable basis to believe that any swap or trading strategy involving 
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swaps that it recommends to a counterparty is suitable for such counterparty.
502

 A swap dealer or 

major swap participant would be required to make this determination based on reasonable due 

diligence that would include obtaining information regarding the counterpartyôs financial 

situation and needs, objectives, tax status, ability to evaluate the recommendation, liquidity 

needs, risk tolerance, ability to absorb potential losses related to the recommended swap or 

trading strategy, and any other information known by the swap dealer or major swap 

participant.
503

  

Proposed § 23.434 provided that a swap dealer or major swap participant could fulfill its 

obligations if the following conditions were satisfied: (1) The swap dealer or major swap 

participant had a reasonable basis to believe that the counterparty (or a party to whom 

discretionary authority has been delegated) was capable of evaluating, independently, the risks 

related to the particular swap or trading strategy recommended; (2) the counterparty (or its 

discretionary advisor) affirmatively indicated that it was exercising independent judgment in 

evaluating the recommendations; and (3) the swap dealer or major swap participant had a 

reasonable basis to believe that the counterparty had the capacity to absorb any potential 

losses.
504

  

Proposed § 23.434 made clear that it would not apply: To any recommendations made to 

another swap dealer, major swap participant, security-based swap dealer, or major security-based 

swap participant; where a swap dealer or major swap participant provides information that is 

general transaction, financial, or market information; or to swap terms in response to a 
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competitive bid request from the counterparty. In proposing § 23.434, the Commission explained 

that whether a swap dealer or major swap participant has made a recommendation and thus 

triggered its suitability obligation would depend on the facts and circumstances of the particular 

case. A recommendation would include any communication by which a swap dealer or major 

swap participant provides information to a counterparty about a particular swap or trading 

strategy that is tailored to the needs or characteristics of the counterparty.
505

  

While recognizing that futures market professionals have not been subject to an explicit 

suitability obligation, the Commission stated that such professionals have long been required to 

meet a variety of related requirements as part of their NFA-imposed obligations.
506

 Further, in 

proposing § 23.434, the Commission considered that a suitability obligation is a common 

requirement for professionals in other markets and in other jurisdictions, including the banking 

and securities markets. Thus, to promote regulatory consistency, the Commission proposed to 

adopt a suitability obligation for swap dealers and major swap participants, modeled, in part, on 

existing obligations for banks and broker-dealers dealing with institutional clients.
507

  

2. Comments 

The Commission received several comments representing a diversity of views on proposed 

§ 23.434. As a general matter, some commenters strongly supported the proposal as an important 

feature of the system of business conduct standards and directly responsive to the concerns raised 

by members of Congress regarding conflicts of interest, particularly as between investment 

banks and their customers.
508

 For example, one commenter stated that, for both swap dealers and 
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swap advisors, there should be some suitability standards in place so that those entities with the 

appropriate expertise and capabilities to engage knowledgeably in these transactions are able to 

do so, while protecting those entities that should not be engaged in these types of transactions.
509

 

Other commenters, however, believed that the institutional suitability requirement is unnecessary 

and inappropriate for the swaps market, which is comprised of institutional market participants, 

not retail investors, and should remain an SRO rule, if at all.
510

  

Of specific concern to some commenters was the proposalôs inclusion of major swap 

participants. These commenters stated that, regardless of size, major swap participants cannot be 

presumed to possess a level of market or product information equal to that of swap dealers. 

Further, they expressed concern that proposed § 23.434 would force major swap participants into 

a position of trust and confidence when, in fact, they are transacting with their counterparties on 

an armôs length basis.
511

 These commenters urged the Commission to treat major swap 

participants like any other customer of a swap dealer.
512

  

Several commenters expressed concern with the use of the term ñrecommendationò in 

proposed § 23.434.
513

 One commenter opined that the term is not defined and, therefore, could 

be overly broad.
514

 Another commenter was concerned that general marketing materials could 

qualify as a recommendation within the meaning of the proposal.
515

 That commenter requested 

the Commission clarify that such materials, as opposed to the recommendation of specific swaps 
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