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l. Introduction

On July 21, 2010, President Obama signed the Baddk Act! Title VIl of the DoddFrank

Act amended the CE#&o establish a comprehensive new regulatory framework for sWtpes.
legislation was enacted to reduce risk, increase tramspaamd promote market integrity within
the financial system by, among other things:Ribviding for the registration and
comprehensive regulation of swap dealers and major swap participants; (2) imposing clearing
and trade execution requirements on dsadized derivative products; (B)eating robust
recordkeepingandreali me reporting regimes; and (4) enha
and enforcement authorities with respect to, among others, all registered entities and

intermediaries subjecttoh e Commi ssi onds oversight.

On December 22, 2010, the Commission published iké¢lderaRegistemproposed subpart

H of part 23 of the Commissionds Regul ations
pursuant to Section 731 of the DeBld a n k  Apcrto p(otsheed fir ul eso 8r fAprop
There was a 6@ay period for the public to comment on the proposing release, which ended on

February 2, 2011. On May 4, 2011, the Commisspurblished in thé-ederaRegistera notice

to re-open the publicomment period for an additional 30 days, which ended on June 3° 2011.

! SeeDoddFrank Wall Street Reform and Consumer Protection Act, Pub. L. Ne23,1124 Stat. 1376 (2010).

27 U.S.C. letseq, as amended by the Dodfdank Act. All references to the CEA are to the CEA as amended by

the DoddFrank Actexcept where otherwésnoted

3 Title VIl of the DoddFrank Act also amended the federal securities laws to establish a similar comprehensive new
regulatory framework for securilyased swaps.

* Proposed Rules f@usiness Conduct Standards for Swap Dealers and Major Swap Participants With

Counterparties/5 FR80638Dec. 22, 2010 (fAiproposing releaseo0).

® Reopening and Extension of Comment Periods for Rulemakings Implementing thé-BmitdWall Street
Reformandconsumer Protection Act, 76 FR 25274, May 4, 2011



The Commission has determined to adopt the proposed rules with a few exceptions and with
certain modifications, discussed below, to address the comments the Comneissioad One
rule that the Commission has determined not to adopt at this tiopn@piesed 8.55.7 which
would have required Commission registrants to comply svitapexecution standardsShould
the Commissiordetermine to consider execution standards at a lateritata)ld repropose
such rules

Section 731 of the DodBrank Act amends the CEA by adding Section 45@gction 4s(h)
provides the Commission with both mandatory and discretionary rulemaking authority to impose
business conduct standards on swap dealed major swap participants in their dealings with
counterparties, including Special EntitféEhe proposing release included rules mandated by
Section 4s(h) as well as discretionary rules that the Commission determined were appropriate in
the public inerest, for the protection of investors and in furtherance of the purposes of the CEA.

In compliance with Sections 712(a)(1) and 752(aj the DoddFrank Act, Commission

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

comment period officially closed.

® Proposing relase, 75 FR at 806440 and 80662.

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

8Section4sth) (C) defines Speci al Entity as: i(i) a Federal £
municipality, or other political subdivision of a State; (iii) an employee benefit pfashefned 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 isan organization described in section 501(c)(3heflnternal Revenue Code of 1986

°SeeSection 4s(h)(3)(D) (fABusiness conduct requirements
standards and requirements as the Commission may detexraiappropriate in the public interest, for the
protection of investors, or ot her wiemlgoSéctonsf4s(h)(L)er ance o
4s(h)(5)(B) and 4s(h)(6). The proposed and final rules are informed by existing requiréonenarket

intermediaries under the CEA and Commission Regulations, the federal securities lavegubaibry organization

(ASROO0) rules, prudenti al regul ator standards for bank:
foreign reyulatory regimesSeeproposing 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 Doderank Act requires that the Commission consult with SEC and pradlenti

regulators in promulgating rules pursuant to Section 4s(h). Section 752(a) of thé-@o#dAct states in part, that

the Commi ssion, SEC, and the prudenti al regul ators fAsh:
on the establishnmt of consistent international standards with respect to the regulation (including fees) of

swaps.... 0



staff consulted and coordinated with®e cur i ti es and Exch&nge Commi
prudential regulators and foreign authorities. Commission staff also consulted informally with
staff from the Department of Labor (ADOLO) an
respect to certain Special Entity definitions and the intersectitreofregulatory requirements
with the DoddFrank Act business conduct standards provisions. This ongoing consultation and
coordination effort is described more fully in Sectlbof thisadoptingrelease.

In addition, Commission staff consulted with figre authorities, specifically European
Commission and United Kingdom Financial Services Authority staffnmission &ff also
considered the existing and ongoing work of the International Organization of Securities
Commi ssions (Al OS @Owith foreigh udhbrities revealed gimilaraids in the
proposed rules and foreign regulatory requireménts.

The Commission receivadore tharl20 written submissionsen the proposing release from
a range of commentetdCommission staff also met with reggsentatives 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,
endusers, trade or professional orgatizmas and Special Entities such&tate and municipal

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

“Seeproposing release, 75 FR at 80640 for further discus
with the SEC before issuing the pasing release.

2Seeproposing release, 75 FR at 80640 for further discus
authoritiesSeegenerallyf ur opean Uni on Mar kets in Financi al Il nstr ume
2004/39/EC of the Europedarliament and of the Council of 21 April 2004 on markets in financial instruments;
seealsoEur opean Uni on Mar ket Abuse Directive (fAMar ket Abus
Parliament and of the Council of 28 January 2003 on matkete 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) (AaMi FI D I1 Proposal o).

13 Subsequent to the issuance of the proposingseleéhe Commission received written submissions from the

public, available in the comment file @ww.cftc.goy, including, but not limited to those listed in the table in

Appendix 1 to this adopting release.



plan administrators and endowments. These comments and meetings were in addition to seven
written submissionseceived 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
releasé:* The proposed rules included a scope proviSiatefinitions® general compliance
provisions'’ rules that would apply to dealings with all counterpatfiand rules that would
apply to dealings with Special Entiti&While the comments touched on all aspects of the
proposing releasepanyof them concerned the proposed requirememtsvi@p dealers and
major swap participants in their dealings with Special Entities.

The Commission has reviewed and considered the comments &edttiondll and 1V
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 genersly fine framework of the proposed
rules® The text has been clarified in a number of respects to take into account the comments

received by the Commi ssion and to harmonize w

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

public, available in the comment file @ww.cftc.gov, including, but not limited to: AericanBenefitsCouncil

letter, dated Sept. 8, 2010m&ricanBenefitsCouncilandthe Committee on thénvestment oEmployeeBenefit

Assetdetter, dated Oct. 19, 2010aNonalFuturesAssociation et t er dated Aug. 25, 2010 (
L et t eew¥ork,CityBar Associationetter, dated Nov. 22010; Ropes & Gray letter, dated Sept. 2, 2010;
Securitieslndustry andrinancialMarketsAssociatiorand hternationalSwaps anderivativesAssociatiorletter,

dated Oct. 22,2010 A S| FMA/ | SDA Oc t;SwagPhanci@@duflettdr, eldted Ag. 9 2010; Fap
FinancialGrouppr esent ati on entitled ABriefing for SBLC/ CFTC Joi
Morgan Stanley letter, dated Dec. 3, 2010

15 Seeproposed £3.400.

16 Seeproposed §3.401.

" Seeproposed § 23.402.

18 Seeproposed §§ 23.410, 23.430, 23.431, 23.432, 23.433, and 23.434.

19 Seeproposed §§ 23.440, 23.450 and 23.451.

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

participants. However, the Commissiaasiconsidered 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 institisid s ui t abi | i ty, Aknow yout
scenario analysis requirements, or to afaplay restriction. This is discussed further in the sections below

addressing those rules.



The Commission discusses each @ffiihal rules in separate sections below, which address the
changes from the proposed rules, if any, and the content of the final*rlites discussios

address comment®ncerningcosts and benefits, as well as alternative approaches proposed by
commentes. The Commission also provides guidance, where appropriate, to assist swap dealers
and major swap participants in complying with their new dulibs. Commission also statesat

it does not view the business conduct standards statutory provisionssoinraubpart H of part

23 to impose a fiduciary duty on a swap deatemajor swap participantith respect to any

other party.

Il. Regulatory Intersections

A. Securities and Exchange Commission Business Conduct Standards for SeaseiySwap

Dealersand Major SecurifBased Swap Participants

In addition to CEA Section 4s(h), which was added by Section 731 of theadi Act,
Section 764 of the DodBrank Act added virtually identical business conduct standards
provisions in Section 15F(h) oftheSer i t i es Exchange Ac#%Seotibn 19 34
15F(h¥? of the Exchange Act provides the SEC with rulemaking authority to impose business
conduct standardsonsecuifitya s ed swap deal ers (ASBbasedeal er so

swap participantsiMaj or SBS Participantso and coll ecti v

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

duplicative of the proposed diligent supervision rule in a separate rulem8kiel§egulations Establishing and
Governing the Duties of Swap Deal ers and Majimgthe Swap Pal
Duties of Swap Dealerso) (proposed A 23.602 imposing a
and major swap participants). The final rules also do not include a free standing prohibition against front running or

trading aheadfacounterparty transactions as proposed in § 23.410(c) because the Commission has determined that
such trading, depending on the facts and circumstances,
fraudulent, deceptive or manipulative practicas|uding Sections 4b, 4s(h)(4)(A) and 6(c)(1) of the Act and

Regulations §§ 23.410 and 180.1.

#2215 U.S.C. 78&tseq All references to the Exchange Act are to the Exchange Act as amended by thErBdd

Act.

#15U.S.C. 78-10(h).



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 stand®rds.

On July 18, 2011, the SEC published in Begleral Registgrroposed rules for Business

Conduct Standards 6foo o p 9B @ T Ehe tointednt@driod fdr BeE C
SEC6s pr opoedenddugustd9,e2681Fol 6 ®wi ng publication of
rules,commenters requested that the Commission work with the SEC to harmonize the rules for
swap dealers, major swap participants, and SBS Erffties.

Commission staff worked closelywitteESC st af f i n the devel opment
proposed rule§’t he SEC6s proposed rules, and these fi
and SEC staffs heltthirteen joint external consultations on business conduct standards with
interested partieofl | owi ng t he publicat i®mheofCotnnmei sSH @onso -
objective was to establish consistent requirements for CFTC and SEC registrants to the extent
practicable given the differences in existing regulatory regimes and approaches. iAtehibe
SEC6s business conduct standards rules for SB
the Commission believes it has appropriately harmoritgdohal ruleswi t h t he SECO6s pi
rules,to the extent practicabland will continue to wrk with the SEC as it approaches
finalization of the SEC6s proposed rul es.

B. Department of Labor ERISA Fiduciary Regulations

% Section 712(a)(1) ahe DoddFrank Act requires that the Commission consult with the SEC and prudential

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

% SECproposedules, Business Conduct Standards for Seciityed Swap Dealers & Major SecurBpsed

Swap Pdicipants, 76 FR 42396, Jul. 18, 2011.

% seee.qg, FIAIISDA/SIFMA Sept. 14 Letter, giassim CFA/AFR Aug. 29 Letter, gtassim

%" Seeproposing release, 75 FR at 80640 (Commission staff and SEC staff jointly held numerous external

consultations with steeholders prior to publication of the proposed rules irBdgeral Register

BA list of Commission staff consultations in connecti ol
website availableat http://www.cftc.gov/
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Speci al Entities defined in Section 4s(h)(2)
plan, as defined in Sectio?® of the Employee Retirement Income Security Act of 1974
( A E RI.B@Las)he federal agency responsible for administering and enfofdied of
ERISA®

On October 22, 2010, DOL published in thederal Reqistgn r o posed DQ@Lvdissi ons

proposedfidui ary ruleo) to the regulatory definitio
ERISA*Section 3(21)(A)(ii) states that a person
empl oyee benefit plan subj e ddatheextehittendetse | of E
investment advice for a fee or other compensation, direct or indirect, with respect to any moneys

or other property of such plan, *0nrl975®06L any au
issued a regulation that defines the circumsteance d er whi ch a vgstmens on r end
advicé to a plan within the meaning of Section 3(21)(A)filhe regulation establistia 5

part test that must be satisfied for a person to be treated as an ERISA fiduciary by reason of
rendering investment advi®dDOL 6s proposed fiduci ar-parttestl e wo u
and created a count er par rsgnaetirgindtpdapactynasar Al i mi

purchaser or sellér,

2929 U.S.C. 1002.
%929 U.S.C. 100&tseq; History of EBSA and ERISAqvailableat
http://www.dol.gov/ebsa/aboutebsa/history.html
'Definition of tme FRrénh %6F3 ,du@dtar y2», 2010 (ADOL6sS prop
3229 U.S.C. 1002(21)(A)(ii).
%329 CFR 251(®Bi 21(c);seealsoDOL 6s proposedFRat@5264i ary rul e,
% Seeid., at 65264. The-part test states in relevant part:
For advice to constitute Aidn(t)Rendanadnide asaaltheivalue ofd an advi
securities or otherrpperty, 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, thath@)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.
*DOL6s proposed fiduciary rule provided that, unless t|
fiduciary, it will not be treated as one if it:

11



The Commission received numerous comments concerning the intersection between ERISA,
DOLG6s pr opos eand éxistidgufiduciary rggulatian wigh the business conduct
standards underthe CEA@ t he Commi s s i 8 Mahsconpremteaysocudingg r ul es .
ERISA plan sponsors, swap dealers and institutional asset marsgies that although many
ERISA plans currently use swaps as part of their overall hedging or investment strategy, the
statuory and regulatory intersections of ERISA and the CEA could prevent ERISA plans from
participating in swap markets in the futdfe.

Commenters were primarily concerned that compliance with the business conduct standards
under the CEA o rropasédeule®aulthecaiiss & swapmdéaler opmajor swap
participant to be an ERISA fiduciaryto BRISAp| an and subject to ERI SA
transaction provision& Thus, if a swap dealer or major swap participant were to become an
ERISA fiduciary to arERISA plan, it would be prohibited from entering into a swap with that
ERISAplan absent an exemptiShCo mment er s st ated that the pena

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

[Clan demonstrate that the recipient of the advice knows or, under the circumstances, lseabonhb
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 adversentihterests of the plan or its participants or beneficiaries, and that
the person is not undertaking to provide impartial investment advice.
DOL6&6s propos e CFR2BIOLL(@R)Y5 FR@tI6®277.
% Seee.g, ERIC Feb. 22 Letter, giassin; SIFMA/ISDA Feb. 17 Letter, at 5; AMGIFMA Feb. 22 Letter, at 8;
ABC/CIEBA Feb. 22 Letter, at-3.
3 Seee.g, ABC/CIEBA Feb. 22 Letter, at-2; SIFMA/ISDA Feb. 17 Letter, at 5; AMGIFMA Feb. 22 Letter, at
8.
3 Section 406(b) of ERISA (29 U.S.C. 1169 states that an ERISA fiduciary with pest to an ERISA plan shall
nofi (1) deal with the assets of the plan in his own interest or for his own ac€®)inthis individual or in any
other capacity act in any transaction involving the plan on behalparty (or represent a party) whose interests are
adverse to the interests of the plan or the interests of its participants or beneficigBipseagive any consideration
for his own personal account from any party dealing with such plan in commedgth a transaction involving the
assets of the plan.
%9 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 SectiohEZRIBa.
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swap participants from dealing withRISA plans?®

Prior to proposing the business conduct standards rules, the Commission received
submissions from stakeholders concerning the interaction with ERISAL. 6 s pr oposed
fiduciary rule and current regulation eding the definition of ERISA fiduciarié$ Thus,
Commission and DOL staffs consulted on issues regarding Special Entity definitions that
reference ERISA and the intersection of ERISA fiduciary status with the-Braatk Act
business conduct provisioffs.

Informed by discussions between the Commission and DOL dtaf§ommission
published its proposed business conduct standards rules. Many commenters, feypwesssed
ongoing concern that the proposed business conduct standards rules, if adopgdanfi
without clarification, could have unintended consequences for swap dealers and major swap
participants dealing witERISA plans. Commenters remained concerned that compliance with
the business conduct standards could cause a swap dealer onwagj@asticipant to be an
ERISA fiduciary to arERISA plan, which would trigger the prohibited transaction provisions of
ERISA* Specifically, commenters expressed concerns that the business conduct standards
could (1) Cause a swap dealer or major swagip@ant to become an ERISA fiduciary under
current law** (2) require a swap dealer or major swap participant to cause -géhntydadvisor

tofaltomeeDOL 6s Quali fied Pr ofQRAMD)iprmhmbided traAssctiant Man a

“Seee.g, AMG-S| FMA Feb. 22 Letter, at 8 (fAThis substantial p
swap dealers and [major swap participants] from engaging in swap transactions with Special Entities subject to

ERI SA. 0) ; SEbFIMPettdr,atBA (it here is a serious risk that [ sw
swap transactions with an ERI SA plan to avoid the risk:
“ISeee.qg, SIFMA/ISDA Oct. 222010L et t er, at 8 fn. 19 (A swap dealer fsh
circumstances where it is not a fiduciary under [ DOLGOGS
“2 Proposing release, 75 FR at 80640 and 80650 fn. 101.

“3See e.q, ABC/CIEBA Feb. 22 Letter, giassim ERIC Feb 22 Letter, apassim

“ SIFMAJ/ISDA Feb. 17 Letter, at 5; AMGIFMA Feb. 22 Letter, at 8; ABC/CIEBA Feb. 22 Letter, &.2

13



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

activities that could make it an ERISA fiduci

calculating and providing a daily mark that is the smédrket value of a swap or providing a

scerario analysis of a swal3;(4) require a swap dealer or major swap participant to engage in

advisorlike activities such as those required under prop8s221401(cj Know your

counterparty, proposed23.434 Institutionalsuitability, or proposed 83.440 Swapdealers

acting as advisors to Special Entiti€€;or (5) cause a swap dealer to fail to satisfy the

counterparty exception or dlimitat® ono provis
Many commenters also requesthdtthe Commission and DOL publicboordinate the

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

ERISA fiduciaries’® On April 28, 2011, DOL submitted a letter to the Chairman of the CFTC

regardingitsviewsoBD OL 6s pr oposed f itd inerseationswiththé e and po

business conduct standards statutorTherovisio

|l etter stated that DOLG6s proposed fiduciary r

fiduciary obligations on personswhoare meelg unt er parti es to plans ir

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

ERI SA fiduciary norms on parties who are on t

> SIFMA/ISDA Feb. 17 Letter, at 5 fn. 13; AMSIFMA Feb. 22 Letter, at 6; ERIC Feb. 22 Letter, atsekalso
DOL Amendment to Ptabited Transaction Exemption (PTE)-84 for Plan Asset Transactions Determined by

I ndependent Qualified Professional Asset Mahd&)gers, 75 |
“6See e.g, ABC/CIEBA Feb. 22 Letter, at-6; SIFMA/ISDA Feb. 17 Lette at 32.

47S_ee,gg, SIFMA/ISDA Feb. 17 Letter, at 5 fn. 13; AMGIFMA Feb. 22 Letter, at 6; ERIC Feb. 22 Letter, at 14.
8 See e.g, SIFMA/ISDA Feb. 17 Letter, at-6, 1921, 2324, and 39; ABC/CIEBA Feb. 22 Letter, @dssim

ERIC Feb. 22 Letter, ggassim

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

Feb. 22 Letter, at 2 and 4; Sen. Kerry May 18 Letter, at 1; Sen. Harkin May 3 Lett&; Ref. Bachus Mar. 15
Letter, at2; Rep. Smith Julg5 Letter, at 42; Sen. Johnson Oct. 4 Letter, at 2.

*'DOL Apr. 28 Letter.
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d e aT ®he letter conclude$,[ i n DOL®&s] view, with careful at
drafting issues, we can ensure that the DOL regulation and the CFTC business conduct standards
are appropr i atSebsequehtly then@ommigsierdrecgived additional comments
stat ng that, although supportive of DOLG6s state
fiduciary rule, the letter did not resolve all of their concerns and wasbinding>*
On September 19, 2011, DOL announced that it wouftapose its rule on thesfinition of

fiduciary and expected the new proposed rule to be issued in early*IDM2. also stated that it
Awill continue to coordinate closely with the
harmoni zed with ot h¥The Comnigsion Imag comtinuedegontaockdinateg s . 0
with DOL to ensure that the final business conduct standards rules are appropriately harmonized
with ERISA and DOL regulaton€DOL has revi ewed the Commi ssi ot
standards rules for swap dealensl anajors 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 awities that would make them fiduciaries under the Department of

Labor 60s epartrtestedafining fiduciaey advice 29 C.F.R. § 251P18c).

I n the Department's vVvi ew, the CFTCb6s fina

conflict wit kexistingreghaigns ndr compek sivap dealers or

major swap participants to engaga fiduciary conduct. Moreover, the

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

current ERISA fiduciary advice regulation are cargftidrmonized 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

*LDOL Apr. 28 Letter, at 1.
*2DOL Apr. 28 Letter, at 3.
*3Seee.g, ABC/CIEBA June 3 Letter, at 3.
% Office of Public Affairs News Release, U.S. Dept. of Lalbh6. Labor Departmet 6 s E Bpoposé role on e
(Sjsefinition of a fiduciary(Sept. 19, 2011).
Id.
*% Final § 23.44DRequirements for swap dealers acting as advisors to Special Entitiea5@ Requirements
for swap dealers and major swap participants acting as counterparties to Special Entities address the issues raised by
commentersSeeSections IV.B. and IV.C. of this adopting release for a discussion of finzZ8.8330 and 23.450.
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who comply with these business conduct stand¥rds.
After consideringtheemment s and DOLOGs statement, the Cc
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 statoty provisions and Commission rules will not,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 Commiskswiuen 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 Muratifddvisor Registration

The amendments to the CEA in Section 731 of the Efrddk Act also direct the
Commission to adopt business conduct standards rules for swap dealers and major swap
participants dealing with Speagemy, citcotniyt i es, w
municipality, or other political subdi Vi sion
In addition, Sectio®75 of the DodeFrank Act amended Section 15B of the Exchange Act to
provide for new regul at or Ythadoprosidesdvigetda of fAmuni

Amuni ci pranith respect tpampry other thingspunicipal financial productsvhich

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

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

*The definition of Amunicipal advisoro means a person |
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 otlsémilar matters concerning such financial products or issues, or (ii) that

undertakes a solicitation of a municipal entity. The definition includes financial advisorspaéhniydmarketers, and

swap advisors that engage in municipal advisory activitigs).S.C. 78-4(e)(4).

%0 Section 975 of the DodBrank Act amended Section 15B(e)(8) of the Exchange Act to define the term
Amunicipal entityo as any State, political subdivision
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include municipal derivativesMunicipal advisors are required to register with the 8&6d are
subject to the rules of the Muni ci-pgulatorfecur it

organization fi S R®@n)January 6, 2011, the SEC published inRixeral Registeproposed

rules for the Registration of MunicipAld vi sors (ASEC P¥oposed MA Rul
The intersection of the business conduct standards provisions under SectdnhZ3Dodd

Frank Actand the municipal advisor provisions under Sectifh i&ises two important issues.

The first issue concerns the regulatory iséetion of requirements for SEHEgistered muicipal

advisors and Commissiane gi st ered commodi ty trading advi sc

gualified independent representativesSpecial Entity under Section 4s(h)(5) and proposed

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

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

a reasonile basis to believe that the Special Entity has a qualified independent repres&htative.

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

Special Entities will be subject to registration with the CommissionGEAe®® 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 adyiactivities, 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 theré@nd (C) any other issuer of municipal securities. 15 U.S.&47&)(8).

115 U.S.C. 78-4(a)(1).

6215 U.S.C. 78-4(b)(2).

3 SEC Proposed Registration of Municipal Advisors, 76 FR 824, Jan. 62818 EC Propos.ed MA Rul es
% Section 4s(h)(5) of the GE(7 U.S.C. 6s(h)(5)).

®Section 1a(12) of the CEA (7 U.S.C. 1a(12)) defines 6«
compensation or profit, engages in the business of advising others, either directly or through publications, writings,

or ekectronic 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. Additionallyegistered CTA$I w h o pravidirgy advice related to swapare
expressly excluded from t RPAccaidingly, aregtsteredCTA f i mu
would be subject to the Commi ssionds regul ato
MSRB, even if such CTA registration were required solely for swiajra provided to a
municipal entity’’ Given these intersectiongyrmmenters requested that the Commission
coordinate with the SEC to appropriately harmonize the regulatory regime for Commission
registered CTAshatadvie municipalitieswith the regulatoy regime forSEGregistered
municipal advisor§®

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 SpetiEntity to be deemed to be a municipal advféétor example,
some commenters asked whether a swap dealer that complies with Section 4s(h)(4)(B) and
proposed 3.44Qwhi ch requires a swap dealer that dnac:
Aacthenbest interestso of the Speci al Entity,
These commenters opposed such an outcome and requested that the Commission and SEC
coordinate and harmonize the proposed r(fles.

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

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

®The exclusion includes fiany commodity trading advisor
persons associated with a commodity trading advisor wh
4(e)(4)(O).

®7To 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 SE€2SEC Proposed MA Ruleg6 FR at 833seealso

proposed rule 17 CFR 15Bd1d)(2)(iii), 76 FR at 882.

®Seee.qy, SFG Feb. 22 Letter, at 2 (f[t]lhere is a need for
and registering swap advisorso); GFOA Feb. 22 Letter,
% see e.g, SIFMA/ISDA Feb. 17 Letter, at 6, 181, 24, and4-35; BDA Feb. 22 Letter, at 2.

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

for recognizing when Aadviced i s being given).
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regime for municipal advisors. Commission staff has engaged in several consultations with the
staffsoftheSEC, MSRB, and the National Fthe ures Assoc
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 vbeutdmparable to

those adopted by the SEC and MSRB for municipal advisors. Such rules could be adopted by the
Commission grfor CTAsthatare memberef NFA, by NFA. Commission staffontinues to

consult with SEC staff regarding municipal advisor registration requirements to address the
treat ment of swap dealers and major swap part
business conducts standards rules. At this time, the rules for the regisdfanunicipal

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 t h ePro@Eed® Rules.

D. Commodity Tading 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 needseaf tbunterparty Classification as a CTA
under the CEA subjects a person to various statutory and regulatory requirements including,

among others, the afftiaud provisions of Sectionobf the CEAand registration with the

" Proposing release, 75 FR at 80648,
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Commission’? In addition, a CA, depending on the nature of the relationship, may also owe
fiduciary duties to its clients under applicable case’faw.

Commenters expressed concerns about the implications of swap dealers being treated as
CTAs and urged the Commission to make cleardlatap dealer would not be a CTA solely by
virtue of providing swap fArecommendationso to
that a swap dealer operates in a prinetpgdrincipal market and plays a different role than that
of atypical CTAthapr ovi des advi c’&This aommienter toatentedl that & swapn t s .
dealer should not be required to register as a CTA in addition to registering in its capacity as a
swap dealer. A second commenter samated that b
Acommodity trading advisoro in the relevant p
regarded the provisions of the CEA regulating CTAs as unrelated to those adopted under Section
4s(h)(4)” This commenter requested that the Commission spebjfitate 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 a€a CTA.

A Acommodi ty tr adanypersorawhe, forscompeénsation or brafit) e s
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 $Wap. CEA,
however, excludes from tH&T A definition banks, floor brokers, and futures commission
merchant§ AFCMsajnong ot hers, whose advice is fAsol e

business or profession. o6 Section la(12) (B)(vi

27 U.S.C.6m and6o.

3 SeeCommodity Trend Serv., Inc. v. CFT@33 F.3d 981, 990 (7th Cir. 2000).
"4 CEF Feb. 22 Letter, at 17.

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

®1d., at 34.

" Section 1a(12) of the CEA (7 U.S.C. 1a(12)).
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toexcude Asuch other persons not within the inte
may specify . . . 0; however, such exclusion i
conduct of t heir ThexCommmssiendas daterrgato@rovieds assimdan . 0
exclusion for swap dealers whose advice is solely incidental to their business as swapmealers.
determining that a swap deal erés recommendat.
transactions or trading strategedwuldo e consi dered fAsolely inciden
business, the Commissi on ¢ on Sectibela@d ofthét@&Adef i n
defines the term As wlaholdsdtsekhduteas addeadesin sava@®; € r son wh
makes a m&et in swaps;J) regularly enters into swaps with counterparties as an ordinary

course of business for its own account;4)rgngages in any activity causitige person to be

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

Basedonta t ypes of activities that d&iewsanel a swa
the statutory scheme under Section 4s(h), the Commission has determined that making swap
related recommendations to count er pcardteinegsalios
tothe conductod s wa p bdseess as a dealer or market maker in swaps, including
customized swaps, amsinot CTA business. Specifically, the Commission has determined that
when making recommendations to a counterparty with respestto@at her wi se ar més |
principatto-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 exertsauthority under Section 1a(12)(B)(vii) to add a
new exclusion from the CTA definition applicable to swap dealers, including swap dealers that

may beexcluded oexempt from registration under the CEA or Commission rules, in existing

8 Section 1a(49) of the CEA (7 U.S.C. 1a(49)).
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84.6. Under new 38.6(a)(3) a swap dealer is excluded from the definition of the term
ficommodity trading advisor pr ovi ded that iits fAadvisory act.i
businessas aswap dedéi Swap deal ero is defined fothe purpo
definitions in Section 1a(49) of the CEAand§ 3, and woul d inc®ude fias.
acting on behalf of a swap dealer.
With respect to the scope of the fAsolely inc
Commissioris generally of theiew that making recommendations to a counterparty would not
cause a swap dealer to be a CfAhe exclusion would cover customizing a swap for a
counterparty in response to a counterpartyos
initiative 2 Also, preparing a term sheet for purposes of outlining proposed terms of a swap for
negotiation or otherwise would be an activity
There are advisory activities that the Commission would consider to be bigoscbpe of
the Asolely incidental o exclusion, and depend
swap dealer to be a CTA within the statutory definition. For example, a swap dealer that has
general discretion to trade the accounbofotherwig act for or on behalf p& 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 dealerlhe a CTA. Also, the exclusion would not apply if a swap dealer received

separate compensation for, or otherwise profited primarily femivice provided to a

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

with other applicable provisiong €., 8§ 23.434 Suitability and § 23.440Requirements for swap dealers acting as

advisors to Special Entities)

®HAesi ated person of a swap dealer or major swap partic

U.S.C. la(4)).

81seeSection 111 .G. of this adopting release for a discus
institutional suiability rule in §23.434.

#The fisolely incidental o exclusion also would encompas:

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 arswap dealethatotherwise holds itself out to the public as a CTA
woul d also not be within the fAsolely incident
There may be other <cir cums ityavouddali ovisidketnehi ch a s
avail able exclusion. A determination of wheth
need to be viewed in context based on the particular facts and circumstances.
lll. Final Rules for Swap Dealers and Major SwagParticipants Dealing With
Counterparties Generally

The final business condustandardsules dealing with counterparty relationships are
contained in subpartHofngwa r t 23 of t IRegulaianst Mhissestioroohtlides
adoptingrelease discusses tfwlowingr ul es t hat appl,pynlessothawisap de al
indicatedmaj or swap participantsdé d8284008c0pe; Wi t h co
§ 23.401 Definitions; 823.402 General provisions; 83.410 Prohibition on faud,
manipulation and other abusive practice3830 Verification of counterparty eligibility;
8§ 23.431 Disclosures of material information;28.432 Clearing disclosures; 23.433
Communicationdair dealing;and8 23.434 Recommendations to counterpes-institutional
suitability. A sectiorby-section description of the final rules follows.

A. Sections 23.400, 23.401 and 23.#82ope, Definitions and General Provisions

1. Section 23.400Scope
a.Proposed 23.400 Scope
Proposed 23.400 set forth the scope of subpawH new part 23 of the C

Regulationswhich statedhatthe rules containeth subpart Hverenotintended tdimit or

¥The fAsoéel gl on€TA exclusion for swap dealers is promul
Regulations.
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restrictthe applicability of other provisions of the CEA, Commisgioles and regulans, or
any other applicable laws, rules and regulatfdmgoreover, the proposed rule provided that
subpart H woulapply toswap dealers and major swap participants in connection with swap
transactions, including swaps that affered but not enteredto.®> Some of theproposedules
required compliance prior to entering into a swap, while others, such as the requirement to
provide a daily markwereto bein effect during the entire life of a swap
b. Comments and Final Z3.400 Scope

The Commissiomeceived numerous comments regarding issues that relate to the general
scope of the proposed business conduct standards, though not necessarily concerning the text of
t he pr op os e@neidosnmenieraeguestad tha the Commission clarify that the
business conduct standards rules would not apply to unexpired swaps executed prior to the
effective date of the final rulé§ 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 ff@hpe Commission confirms that the
business conduct staards will not apply to unexpired swaps executed before the effective date
of thisadoptingrelease andiill apply in accordance with the implementation schedule set forth
in SectionV.C. of thisadoptingrelease; however, the Commission will consider tenel

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

8 proposing release, 75 FR at 80640.

% n the proposing release, the Commission commented that the external business conduct standards rules would be
most appkable when swap dealers and major swap participants haverageeelationship with their

counterparty. Proposing release, 75 FR at 80641. The Commission noted that for swaps initidesigmated

cont r ac tDCMoapr dwaptexe€ufion facility SEFO where the swap dealer or major swap participant does

not know the counterpartyds identity prior to executi ol
apply.SeeSection I11.D.3. and fn338of this adopting release for a discussion of fin@B&31 Disclosures 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.

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

87 SeeCFA/AFR Aug. 29 Letter, at 11.
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Commi ssionds Regul ations. For swaps that are
the Commission clarifies that certain rules by their term®sampngoing duties on the swap
dealer or major swap participamtd, 8 23.410(aj) Prohibitions on fraud, 83.410(cj
Confidential treatment of counterparty information, arkB&833 Communicationifair
dealing); however, other ruléy their termslo notimpose ongoing duties on the swap dealer or
major swap participang(g, § 23.430 Verification of counterparty eligibility§®

Anotherconcern raised by commenterswasrtheani ng of the word Aof f e
negotiating a swap transaction becacesgiain requirements are triggered when an offer occurs.
Other commenters expressed views onGltemmi s si onés deci sion to use
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 ta 8RO Commenters also suggested that the rules should not apply to
certain sophisticated counterparties or ttmtnterpartiebe afforded the opportunity to opt in or
opt out of these rule¥.Some believed that swap dealers and major swap participants should be
subject to different regulatiortd Otherswere concerned about the extraterritorial reach of the

Co mmi s ReguatiddsS’ Some commentatorgere concerned that violating the rules could

8 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 otered into with a counterparty.

8 See e.qg.SIFMA/ISDA Feb. 17 Letter, at 3 and 5.

D see €.9.SIFMA/ISDA Feb. 17 Letter, at 26; NACUB®Beb. 22 etter, at 34; VRSFeb. 22 etter, at 34;

HOOPPFeb. 22 etter, at 3; NFP Energy End Users, Ex Parte Camipation, Jan. 19, 2011 (citing NFP Energy

End Users Sept. 20, 2010 Letter, at1H).

1see e.g, AMG-SIFMA Jan. 18 Letter, at-3; MFA Feb. 22 Letter, at-4; CEF Feb. 22 Letter, at& BlackRock

Apr. 12 Letter, at 15.

9 Seee.qg, Societe Generaleeh. 18 Letter, at-83; Barclays Jan. 11 Letter, aZ5Bank of TokydVay 6 Letter, at

5-6; Barclays Feb. 17 Letter, passim
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be a basis for a private right of action under the GEFhe Commission addresses these issues
in the discussion below.
i.Meaning of AOffero

Certain of the business conduct standardieslunder the rules are triggered at the time an
fiof fer & Tioscommerdeesuggested that the rules should be modified to clarify when an
flo f f oeaurd® One of the commentessiggested that tH@ommission should defif® f f er & t o
mean when sufficient terms are offered thaaciéepted, would create a binding agreement under
contract law’® They believe that this isecessary because, unlike in securities or futures, the
terms of the product are not prebat can be negutted.

The Commission confirms th#te termfoffer,0 as used in the business conduct standards
rules in subpart Hhas the same meaning as in contract law, such that, if accepted, the terms of
the offer would form a binding contrattThe Commission notes, however, that not all of the
rules are triggered when an offer is mdela. example, the suitability duty is triggered when a
swap deal er mak e s®The fifiatfar dealingra@vdilapply  all. o
communications by aswap dealer or major swap participant in connection with a,swap

including communications made prior to an affether final rules€.q, the antifraud and

S See e.d, VRSFeb. 22 etter, at 3; ABC/CIEBA Feb. 22 Letter, at1®; SIFMA/ISDA Feb. 17 Letter, at 4;6&
10, and 3435; FHLBanks June 3 Letter, at 6 and 8; AMBB-FMA Feb. 22 Letter, at-8 and 78; CEF Feb. 22
Letter, at 34 and 910; ExelonFeb. 22 etter, at 3.

“Seee.q, final §23.430(@) Ver i ficati on of counterparty aealswagwithi | ity (
that count er par t y ®equirenientsfer swapdedleBs.ard nfjdqr bwag panjicipants acting as
counterparties to Special Entities (AAny swap deal er ol

swap withaSpei al Entity . . . 0).

% SeeAPPA/LPPCFeb. 22L etter, at 4; SIFMA/ISDA Feb. 17 Letter, at-36.

% SeeSIFMA/ISDA Feb. 17 Letter, at 35 fn. 84.

Seee.yy, Restatement ( Sec on dAnofferfis the manifestatian ofswillidgnedsdo etdr9 8 1) (A
into a bargain, so made as to justify another person in understanding that his assent to that bargain is invited and will

c o n c | u bthadditioh, ags)ated inZ3.400, nothing in these rules isended to limit or restrict the applicability

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

% SeeSection I11.G. of this adopting release for a discussion of § 2BR&gommendations to Counterparties
InstitutionalSuitability.

% SeeSection I1I.F.3. of thimdoptingrelease for a discussion of final § 23.433.
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confidential treatment rules) will be triggered as indicated by their témrasidition, the
Comnission expects thdbr practical purposeswvap dealers and major swap participants will
comply with certain of their business conduct standards duties through counterparty relationship
documentation negotiated with thRheecoommemtdat p &n
is madet®
Swap ealers and major swap participants will be permitted to arrange with third parties, such
ast he count er paramsthodopnvidngdisclobures dt weriyg that a Special
Entity has an independent representative to satisfy its obligatnales the rules. But thevap
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 rulesere mandated by specific provisions in the Deeldink Act, while others
were proposed under the Co%hsomeanmentedss di scret i
recommended thahe final rules be limited to what is mandated by statute until the CFTC gains
more familiarity with thesenarkets as they develdff Another commenter expressed a contrary
view that Congress intended the Commission to use its discretionary authorityeh&aadsd
not, such authority would not have been graft@d commentesuggested that the rules that
are promul gated based on t he Cogumabilgysndondés di s

scenario analysis, should apply only to a subset of eligildlent r act parti ci pant s

10 For example, theerification ofcounterparty eligibility, know your counterparty and the verification of a Special
Entityoés i ndependberompletedprioetsaayrdcanmmendationoar@@ther forms of
documentation may suffice depending on the circumstaRoednstance, if a counterparty requests a quote from a
swap dealer with which it does not have relationship documentatiorguhtemparty could book the swap through its
prime broker with which the swap dealer may havenagotiated documentation.

191 Seeproposing release, R at 80639.

192 seeBlackRock Feb. 22 Letteat 12; EncanaFeb. 22L etter, at 2.

193 CFA/AFR Feb. 22 etter, at 18.
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require additional protectiort&? Anothercommentesuggested that if the Commission does
adopt the discretionary rules, it should implement any such additional proposals as SRO rules
and allow sophisticated counterpastito opt out of the heightened protections that they may not
need or want®

One commenter stated that the Commi ssionds a
usedindustry best practices was reasonable because the proposals have already tssehlgndor
the industry as workable and achievaffeThe commenter stated that the Commission should go
further, however, because the industryodés stanc
own suggestions may not go far enough.

The Commissiondhs det er mined to adopt the rules proyg
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 fimal rule.
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 standatus Gwhmission
determinesre appropriate in the public interdst, the protecton of investorsor otherwise in
furtherance ofthe purposes of the CER’ Many of the discretionary rules adopted by the
Commission are basegnerallyon existing @mmissionrand SRO rules for registrants and
industry best practices, and extendingm to swap dealessd where appropriate, tmajor swap
participantswill promote regulatory consistency. As such, the discretionary rules reflect existing

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

pat ci pants, and are well within the Commissi on

104 CEF Feb. 22 Lettemt 45.

105 SIEMAV/ISDA Feb. 17 Letterat 3 and 2%6.

106 CFA/AFR Feb. 22 Letterat 19.

197 SeealsoSections 4s(h)(1)(D), 4s(h)(5)(B) and 4s(h)(6).
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Section 4s(h)As a resultthe final rules strike an appropriate balance between protecting the public
interest and providing a workable compliance frameworkniarket participantd/ith regard to the
comments thatuggesthe Commission should implement any discretionary rules as SRO rules, the
Commission declines to take such an approach. The Commission hais tbigedason SROs to
fulfill a number ofimportant 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 Commi ssi on 8%If if thefuaute, itbecomess t hat
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 witle regulatory scheme that was mandated by Congress.
iii. Different Rules for Swap Dealers and Major Swap Participants

Some commenters recommended that therdifferent business conduct standards rules for
swap dealers and major swap participatténother commenter stated that the rules concerning
fknow your counterpartytreatment of confidential information, tradiabead and front running,
the requirement to provide a daily mark, fair dealing, and the determinationrgérparty
suitability sould not apply to major swap participatitsThis commenter believed that major swap

participants, however, should receive the benefits of those rules when acting as counterparties to swap

198 Eor further discussions of SRO guidaseeSection I11.A.3.b. of thigelease at fnl88discussing final

§ 23.402(b)(know your counterparty), Section Ill.F.3. of this release a5®d.discussing fina§ 23.433

(communicationdair dealing), and Section IlI.G.3. of this release ab#Rdiscussing finag 23.434

(recommendations to counterpariigsstitutional suitability).

19 The SEC has taken a consistent approach in its proposed business conduct standards rules. &ahexampl

SEC6s fiknow your counterparty, 0 sui tantlartequirementsardlerf ai r ¢
the rules of the Financi al |. PedSUESCt 6rsy pR eogpi®Fdettdt?4i90. | Aeust,h o r i |
125, 42415 n. 128, @2418 fn. 151See alsd-INRA Rule 2090 (know your customer), FINRA Rule 2111

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

119 SeeAMG-SIFMA Jan. 18 Letterat 23; MFA Feb. 22 Letterat +4; CEF Feb. 22 Lettemt 56; BlackRockApr.

12 Letter at 15; BlackRock June 3 Medero and Prager Letter;at 4

1 MetLife Feb. 22 etter, at 45, contraCFA/AFR Nov. 3 Letter, at.7
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dealersThey argued that major swap participants, regardleseinfsize, 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 membera sfvap execution facilityy $EFO ,)adesignated contract
mar kRBGMo prader i vati ves <cl| ear i ngommengizeievedthat i on ( ALC
major swap participantre unlikely to have systems and personnel comparable to that of a swap
dealer to allow them to model and value complex instrunf&ns a result, they arguedathmajor
swap participants, when dealing with swap dealers, should be alileEtecf where to clear
trades; 2) receiverisk disclosure, the required scenario analyses for complexisighilateral
swaps, information about incentives or compensdkierdealer is getting, and any new product
analysis that the swap dealer does for its risk management purpose;randiyethe protection
from the suitabilityprovision the same as any other counterparty would receive.

The statutory business condstandards requirements, generally, do not distinguish between
swap dealers and major swap participattsvever, 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, &iad determined, where appropriate, not to apply
certain discretionary rules to major swap participante final rules for major swap participants
do not include the suitability duty, pag-play,i K n o wc § 0 0 t eangsaandriy amalysis
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 furthrethesections below that address these relevant rules.

Withrespecttmne comment er 6s request that major swe

12 \etLife Feb. 22Letter, at 45.
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the business conduct standards rité€ongress appears to have made a contrary determination
as indic#éed, 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 proyatesmwap 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 analystkat are afforded tcounterparties generally. That would
impose a burden on swap dealers that is not contemplated by the statutory Sftenuese,
major swap participants are free to negotiate with swap dealers for such protections on a
contractual bsis.
iv. Opt in or Opt out for Certain Classes of Counterparties

Some commentesuggested that the Commission shod)dpfovide an exemption from the
external business conduct standards for swap dealerstirdygnansact with certain
sophisticatednvestors, which might include certain Special Eegjtor (2) narrowly tailor the
external business conduct standards to make them elective for the countétfémege
commenters suggested that the Commission should set the threshold for partiesdbab agpt
out to include fAqualified i ns$%underdhe Seouniteed Actb uy er
0f 1933( fi Se ¢ u r i*fandecesrporationsdaving assateler managemenf $100 million
or more.

Another commenter suggested that the Sp&méty provisions should not be applicable to

113 Id

114 50aV/RS Feb. 22 etter, at 4SIFMA/ISDA Feb. 17 Letterat 26:NACUBO Feb. 22 etter, at 34.

11517 CFR 230.144A.

1615 U.S.C. 77&tseq All references to th&ecuritiesAct are to theéSecuritiesAct, as amended by the Dodd
Frank Act.
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certain noffor-profit electricity and natural gggoviders because of their sophistication in
dealing with swaps concernilsgchcommodities-*” One commenter believed that the business
conduct standards rulsiould not apply to sophisticated Special Entittfandanother
commenter suggested thheyshould not apply to neERISA pension plans® 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 iasecthe price of swaps without any
material benefit?® One of them suggested that the Commisgisteadshould () provide an
exemption from the external business conduct standards rules for swap dealers when transacting
with certain sophisticated invesspmhich would include certain government plans such as the
commenter, org) narrowly tailor the rules to make them elective for the counterprty.

That is not the approach that Congress took in Section 4s(h) of theVdithfa few
exceptions not relevahere, the statute does not distinguish among counterparties or types of
transaction$?? 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 counterp&tiyhe final rules grant swap dealers and major

17 SeeNFP Energy End Users, Ex Parte Communication, Jan. 19, 2011 (citing NFP Energy End Users Sept. 20,
2010 Letter, at 145).

18\VRS Feb. 22 etter, at 3 usiness conduct standards rules shouldpply to sophisticated Special Entities)

19 HOOPPFeb. 22 etter, at 3(business conduct standards rules shouldpply to sophisticated neBRISA plans

such as HOOPP).

120\/RS Feb. 22 etter, at 34; EEl June 3 etter, at 6

?L\VRSFeb. 22 etter, at 34.

122 5ection 4s(h) distinguishes among counterparties in the Special Entity provisions (Sections 4s(h)(4) and (5)), and
amongswaps transactions where the counterparty to the swap dealer or major swap participant is a swap dealer, major
swap participant, or SBEntity (Section 4s(h)(3)).

123 Eor example, wap dealers will be able to rely on counterpaggyresentations with respect to sophistication,

among other thingso tailor their compliance with the suitability rule§ 23.434. To promote efficiency ataiver
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swap participants, with approval of their counterparties, discreticgigntsg a reliable, cost
effective means for providingequired information, including using websites with password
protection'?* Additionally, the Commissioadopted approaches for swap dealers and major swap
participants dealing with Special Entitiesstoeamline the process foomplying with the Special
Entity provisions without undermining the intent of Congress in enacting those provisions.

In addition, an opin or opt out regime for counterparties could create incentives for swap
dealers and major swap participants that would be inconsistentomiginessional 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 transactiorté> Moreover, the Commission generallpdins on attempts to get customers
to waive protections under its ruf¥§ As a result, the Commission declinesitioptsuch 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 makeepetitious disclosures on a transaciigriransaction basis.

124 5ection23.402(e)i Manner of disclosure. The Commission notes, however, that the disclosure rules are
principles based and set standards for required disclosures. The standards applgw@apawovered by the rules.
Therefore, whether any particular disclosure or forreat,(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
counterpartiesSeeCopping 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 swagit), 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, amorigethers.

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 enteringrito any particular swap transaction and reduce information asymmetries between swap dealers
and major swap participants and their counterparties.

126 seee.g, First American Discount Corp. v. CFT@22 F. 3d 1008, 10167 (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()))
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v. SEF Transactions

Some commenters stated thattainbusiness conduct standards rdkesuld not aply 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 fiRiéte 0 )
systent2’ Another commenter opined that Sectiorhd&() is intended to exclude certain
transactions from all of the r eqstandagdsnent s of 1
rules*?® The commenter stated that, becausebmmissioronly mentions the exemption with

respect to verification of counterpartgibility *2°

and the requirements for swap dealers acting

as counterparties to Special Entitté&the exclusion could be read as applying only to those rules.
The commenter believed that the proper reading of Section 4s(h)(7) requirestthasadtion

initiated by a Special Entity on a SEF or DCM are excluded from the business conduct standards
rules, notmerely those that are initiated by a Special Entity where the identity of the counterparty
is not known:** The commentebelieved the two prongs airgended to be disjunctive and carve

out from the business conduct standards rdlear(y transaction a Special Entity enters into on a
SEF or DCMor (2) all SEF or DCM transactionghere the swap dealer or major swap

participant does not know the ideytof the counterpart}’?

Based on the statutory | anSgaiiangséh)(7)drdatesalCo mmi s s

exclusion that applies when two conditions are nigt\(hen a transaction is initiated by a Special

127 SeeSIFMA/ISDA Feb. 17 Letterat 7 (asserting that the @enission should clarify that the following proposed
exceptions would be available to a swap dealer or major swap participant in an RFQ system where the
counterpartydés identity is known only i mvegfidatiambfel v pri ol
counterparty eligibility, § 23.431(bpisclosures of material information, § 23.450{dg)cting as counterparties to
Special Entities, and § 23.451(b)(2)(iiDayto-play prohibitions)State Stredfeb. 22 etter, at 23; SWIB Feb. 22
Letter, at2.
128 ABC/CIEBA June 3 Letterat 67.
129 Seeproposeds 23.430(c).
130 Seeproposed £3.450(g).
iz; ABC/CIEBA June 3 Letterat 67.

Id.
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Entity on a DCM or SEF; an@) theswap dealer or major swap participant does not know the
identity of the counterparty to the transactiGansistent with Section 4s(h)(7), the Commission

has determined that certain of the business conduct standards rules will apply only where the swap
deder or major swap participant knows the identity of the counterpartytprixecution. Thase

are the provisions fdiknow your counterpartytrue name and ownererification of eligibility,
disclosures, suitability, and the Special Entity rdfés.

Foruncleared swaps executed on a SEF, swap dealers and major swap participants have
ongoing duties taounterparties the same as they would in uncleare@kéntransactions. For
example, the duties to provide a daily mark, engage in fair dealing, and megntAdentiality of
counterparty information will continue to apply.

For swaps where the identity of the counterparty is known just prior to executidBEdR a
the Commission has determined that the business conduct standards rules, including the
disclosure duties, will apply. Section 4s(h)@hich limits application othe Special Entiy
provisions of the business conduct standards in anonymous DCMe&na®sactionsnforms
the applicability of other business conduct standards that are also anonymous DCM or SEF
transactionslt would be inconsistent with the statutory language and blur the line of when
disclosures are required, for example, to exeswatps from the business conduct standards
duties where the identity of the counterparty is known just prior to execution on & Sde¥.

the final rules, wap dealers and major swap participants will have to develop mechanisms for

B¥swap market participants s ho ebasionhukein8 28a02&) reqhirastswaph e Co m
dealersor major swap participants to have policies and procedures to prevent them from evading or facilitating an

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

procedures to preclude routing gaganged tdes 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 asndad énaec Wtiiscrusesmre da aS EFR
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

procalures to prevent evasion under § 23.402(a).
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making disclosures in coection with such transactions on a SEF, which may include working
with the SEF itself, to develop functionality to facilitate disclostrés.
vi. Extraterritoriality

A few commenters addressed the international reach of the propose&oahesommentes
stated that théusiness conduct standardgesshouldapplyonly to swaps with a U.Sustomer
and a U.S. based salesper§8ifor other swaps, the commenters stated the Commission should
defer to foreign regulatof® and exercise supervision through memoranda of understatiding.
One ommenter also recommended a new registratiwegory for foreign dealetd®

The Commission expects to address extraterritorial issues under thé-Ro#tdAct in a
separate release, whialill 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 potentidgtigation tha could arise because
of the business conduct standards rti&@$hey are concerned that litigation costs will increzse
a resultand be passed on to counterparties. Commenters noted that the proposed rules may

indirectly subject swap dealers and major swap participaptsviate rights of action because of

134 providing required disclosures under § 23.431 through such mechanisms will not be considered evasion under
§23.402(a).
1% Seee.qg, Societe Generale Feb. 18 Letter, 4t33 Barclays Jan. 11 Lettet 5;Bank of TokyoMay 6 Letter, at 5
6; Barclays Feb. 17 Letter, a8
1% SeeBank of TokyoMay 6 Letter, at 6
137 SeeSociete Generale Feb. 18 Lettatr 8
138

Id.
1395eeVRS Feb. 22 Letterat 3;ABC/CIEBA Feb. 22 Letterat 910; SIFMA/ISDA Feb. 17 Lettent 4, 56, 10
and 3435; FHLBanks June 3 Letteat 6 and 8AMG-SIFMA Feb. 22 Letterat 45 and 78; CEF Feb. 22 Letteat
3-4 and 910; ExelonFeb. 22 etter, at 3.
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the statutory language in Section 4s()\While the Commissiomannot exempswap dealers
and major swap participants from private rights of aatioder Section 22 of the CEA, and issues
related to private rights of action are beyond the scope of this rulemaking, addlpigng
release and in the rule text, the Commissionpnagided guidance to swap dealers and major
swap participants for complying with the final rulésaddition, in the absence of fraud, the
Commission will consider good faith compliance with policies and procedures reasonably
designed to comply with thaubiness 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 certainrefitheements
applicable to swap transactions and swap dealing activities do not apply to transactions among
affiliated entities because such intdfiliate transactions do not implicate the concerns for
systemic risk and market integrity that the Ddetdnk Act is intendedtaddress and there is
very limited potential for fraudulent conduét. Another commentesuggested that, with regard
to banks, the Commissi@hmouldprovide relief from the business conduct standards with respect
to transactions among bagkoup members wédn the transaction is with a group member that is a
registered swap dealer or major swap participént.

The Commissioronfirms that swap dealers and major swap participants need not comply
with the subpart H external business conduct standards rulesgjpsesvtered into withiheir

affiliates where the transactiomeuldnotbei pu b |l i cl'y reportable swap t

140 For example, Section 22 of the CEA provides a private right of action for any eiot#tthe CEA, and Section

4s(h)(l) statesthdi[ e] ach regi stered swap dealer and major swap p
conduct standards .as may be prescribed by the Commi ssion by rule
1“IShell June 3 Letteat 1

142Bank of TokyoMay 3 Letter, at 45.
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843.2 recently adopted in the real time reporting rulemakangublicly reportable swap
transaction means, among other things,eamye cut ed swap that i s an arn
between two parties that results in a corresponding change in the market risk position between the
two parties:** The definition of a publicly reportable swap transaction provides, by way of
example, that iternal transactions to move risk between whollyned subsidiaries of the same
parent, without having credit exposure to the other peotyld not require public dissemination
because such slangtptsansactice Suchdransaetions) Bcsveyare subject to
the antievasion requirements ofZ3.402(ajand the antfraud provisions in 83.410
2. Section 23.401Definitions
a.Proposed 23.401

Proposed 23.401 contained definitions for several terms that are relevant to the
Co mmi s proposedbssiness conduct standards rules. These include the terms
icounterparty, o fimajor sfampd plaswafhéemrmalten. & Sp
counterparty was defined to include prospective counterpartiespibposed definitions of
Aswapedd®aand fAmaj or swap participanto incorpo
in the Commissionds &%inaddityn, thesd termsiinclidednas r ul e ma
appropriate under this subpart, anyone acting for or on behalf of such penstutsng
associated persons as defined in Section 1a(4) of the CEA.
b. Comments

The Commission did not receive any commseagardinghe proposed definitions of swap

143 Real Time Public Reporting, 77 FR 1182 at 1187, Jan. 9, 2012.

44SeeSection IV.A.oft hi s adopting release for a discussion of the
determination regarding the definition of the term fASp:¢«
“5SeeFurt her Definition eBfasfelIwaSpvahe Dlearl ,ed , S May fioMa ySowa p P
SecurityBased Swap Participant, o6 and AEIigible Contract Par
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dealer or major swap participaiit One commenter stated that the Commission shouldeehie
proposed definition of counterparty to exclude swap dealers and major swap partiéipemes.
commenter asserted that the Commission should revise the definition of counterparty and clarify
that none of the business conduct standards ruleeamblere swap dealers or major swap
participants transact with another swap dealer or major swap partitipant.
c.Final §23.401

The Commission has determined to adopt the definitions of counterparty, swap dealer and
major swap participant as proposed (rebered as 83.401(a) Counterparty, 3.401(bj
Major swap participant andZ3.401(dj Swap dealer)The Commission declines to revise the
definition of counterparty to exclude swap dealers and major swap participants. Certain rules by
their termssuch ag 23.431Disclosures of Material Information and 8§ 23.484titutional
Suitability, do not apply to transactiomsnongswap 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 § ZxdBBunicationsfair
dealing.
3. Section 23.402GeneralProvisions*®
a. Section 23.402(apPolicies and Procedures to Ensure Compliance and Prevent Evasion

i. Proposed 83.402(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 syapticipants 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 LetterS sgekalsoWells Fargo May 11 Letter, gassim
SeeSection I11.A.1. of this adopting release for a discussion 28.800G Scope, includindnow the Commission
addressed these issues.

T CEF Feb. 22 Letter, at8.

148 Id.

149The Commission proposed8.402(bj Diligent supervision, but has determined not to adopt it as a final rule.
Seefn. 21. As a result, the paragraphs in final 842 have been renuraked 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 iemoghlith such
policies and procedures as part of their supervision and risk requirementsubpiat J of part
23.150
ii. Comments

One commenter directly addressed propos28.802(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 appliesatswap dealer or major swap participatt.

According to the commeer, because many regulations only apply in limited circumstances, the
scope of a swap dealer or major swap particip
material provisions of the CEA and Commission Regulattdhs.

Another commenter, while ndirectly addressing propose®8§.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® 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

1%0The Commission has proposed that swap dealers and major swap participants adopt policies and procedures
regarding compliance with the CEA and Commission Regulat®eese.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 Commi ssion Merchant, Swap Dealer, Major Swap P
proposed rul eso); Fofr ptérestrdamdards toy Sovap Dealers @nol Mdjdr $wad Participants,
75 FR 71391, Nov-of-l 73 ,er2G10 Sta@armfridisctby Swap Deal erso).
iiCEF Feb. 22 Letter, at 19 (Appendix A).

Id.
133 SIFMAVISDA Feb. 17 Letter, at 11 (discussing proposed § 23.4il0¢b)fidential Treatment of Counterparty
Information);seealsoF I A/ | SDA/ SI FMA Aug. 26 Letter, at 17 (di scuss|
suitability requirements and supportingtheg | e ment ati on of the SEC6s proposed T
through policies and procedures).
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complying with policies and procedurE.
iii. Final §23.402(a)

The Commission has condgired the comments and has determined to ad2pu®2(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 accordinghA 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 swagarticipant 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, amangtotiys,

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 lmelwalf of the swap dealer, major

swap participant or any counterparty was vVvi ol

connection with the swaps related business of the swap dealer or major swap participant.

CFA/ AFR Aug. 29 Letter, at 12 (also noting, however,
Entities to establish, maintain, documentl@nforce policies and procedures reasonably designed to achieve
compliance with business conduct rul eso).

155 As part of the materials submitted in an application for registration as a swap dealer or major swap participant, an
applicant may submititswtite n pol i ci es and procedures to fidemonstrate
filing of their Form 7 R with the National Futures Association, compliance with regulations adopted by the

Commission pursuant to section[] . . . 4s(h) . . . of the [CEA] . The Cammission adopted final registration rules

on the same day as these business conduct standardSea@soproposed 8.10(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(lKnow Your Counterparty
i. Proposed £3.402(c)

Among the Commi ssionébés proposed business con
requirement®® Proposed £3.402(c)renumbered afinal § 23.402(b))yequired swap dealers
and major swap participants to use readie 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:Gainply with applicable laws, regulations and
rules; (2) effetively 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 counterpafty.

The Commission stad that, among other purposes, propos2d.802(c) would assist swap
dealers and major swap participants in avoiding violations of Section 4c(a)(7) of the CEA, which
makes it fAunl awful for any person t eregarcit er i n
of the fact, that its counterparty will use the swap as part of a device, scheme, or artifice to
defraud an?¥®intploposing £34802(d), the @ommission noted that it was guided
by NFA Compliance Rule-30, Customer Information and RiEksclosure, which NFA has
interpreted to Iimpose Aknow your customero du
customer protection reginte®
ii. Comments

The Commission received several comments representing a diversity of views on proposed

1% proposing release, 75 FR at 80641.

*71d., at 80657.

1814, at 80641; 7 U.S.C. 6c(a)(7).

159 proposing release, 75 FR at 80641 fn(dbng NFA Interpretive Notice 9018 NFA Compliance Rule-30:
Customer Information and Risk Disclosure (Staff, N&®, 1990; revised Jul. 1, 2000))
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§23.402(c)As a gener al matter, some commenters bel
should not be adopted because it was not mandated by theFRamdAct'®° These
commenters expressed concern about a number of specific issues as well.

One commenter stateldt the application of proposed®8.402(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
deales or registered market intermediaries and should be treated as such rather than as dealers or
quasidealers:®

Commenters stated that propose2B&102(c) seemed to transform swap deaadmajor
swap participarti nt o As ers i0c e hp c tendtisth@apartare frotheir actual
status as counterpas ' In this regard, these commenters believed the Commission erred by
mi sappl ying pri nc iepgthepsncimgafo-prangpal neatonships®® Thasen 6 s
commenters contend that, tetaxtent swap dealers and major swap participants are transacting
with count erlpeanrgttihe s tahte aComdnsi ssi on shoul d cl ar
counterparty and corresponding recor fiSendapythege requi r
commentersxg@ressed 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 iofuamat

disadvantage to the swap dealer or major swap particifrant.

10 Seee.qg, ABC/CIEBA Feb. 22 Letter, at 1B4; SIFMA/ISDA Feb. 17 Letter, at8.

161 MetLife Feb. 22 etter, at 45.

1%25ee e.qg, ABC/CIEBA Feb. 22 Letter, at 14; SIFMA/ISDA Feb. 17 Letter, at 9; HOGBR 22 etter, 4 3;
BlackRock June 3 Medero and Prager Letter, at 5.

183 Seee.q, SIFMA/ISDA Feb. 17 Letter, at 9.

%4 See e.q, MFA Feb. 22 etter, at 5.

1% See e.q, ABC/CIEBA Feb. 22 Letter, at 14; AMGIFMA Feb. 22 Letter, at 10.
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Commenters opposed to propogi3 . 402 (c) al so took i ssue wit
reference to NFA Compliance Rule3R (Customer Information and Risk Disclosuf¥)in their
view,the Commisi onds proposal to require a swap deal
an independent investigation in order to obtain information necessary to evaluate a
counterpartyods flexibility is uncl ea8amdnd a c
FINRA Rule 2090 (Know Your Customet)’ The commenters stated that the SRO rules are
intended to protect retail customers and asstilted to a sophisticated institutional markéBy
transforming an SRO rule into a Commission regulation, these comméetaved that the
Commi ssi onds pwapgeaesahd major pwas participanisnnecessary and
significant private litigation risk and associated co&ts.
The concern regarding the proposaldss potent.i
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 gmartyé’® As one commenter
stated, Aif the derivatives markets are undul
intended benefits of the extern®dl business co
Anothercommenter strongly supported proposezB802(c) as an essential component of an
effective business conduct standards rule regime and urged the Commission to strengthen the

recordkeeping requirements associated with th

16 Seee.g, SIFMA/ISDA Feb. 17 Letter, at 8; MFReb. 22 etter, at 3.
167
Id.

168 E
169 E

10Seee.g, FHLBanks June 3 Letter, at 6.
171
Id.

172 CEA/AFR Feb. 22 Letter, at 6 and 19.
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However, the commenter agreed witlnge generally opposed to the proposal on one pdiat:

it may be appropriate to scale any Aknow your
nature of the relationship between the counterparties. Accordingly, the commenter agreed that,
where a trulya r niéngth relationship exists, for example, it may be appropriate to limit the

"t o inform

Aknow your counterpartyo obligation
In connection withheii k now y o ur rale commeaterpuagedithe Eommission
harmonize its rules with those proposed by the $EThese commenters stated their belief that
Congress sought to assure through Section 712(a) of thelPadll Act that the CFTC and
SEC adopt comparable and consistent regulatiofhese commenterssal highlighted that,
from a costbenefit perspective, inconsistent or conflicting requirements would increase the costs
to market participants of implementing the measures necessary to comply with tHé&°CEA.
iii. Final 823.402(b)
The Commission has deteimad to adopt proposed23.402(c) (renumbered a28.402(b))
with changes to reflect certain of the comments it received. In making this determination, the
Commission concluded that final®.402p) is fully authorized by the discretionary rulemaking
auhority 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 ademvfurtherance of the

purposes of the CEX The Commission considers the rule to be an appropriate exercise of its

di scretionary authority because a Aknow your

173 CompareCFA/AFR Feb. 22 Letter, at 1%ith SIFMA/ISDA Feb. 17 Letter, at-8.
4 Seee.q, FIAISDA/SIFMA Sept. 14 Letter, at-3.

751d., at 2.
176|d.

177 Section 4s(h)(3)(D)seealsoSections 4s(h)(1)(D), 4s(h)(5)(B) and 4s(h)(6).
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component of, and consistent with, sound principfdegal and regulatory compliance and
operational and credit risk managem&fMany of the entities that will be subject to this
requirement should already have in place, as
counter par ty agedyas byiwayiobtreir membershipriroan $Ror, for banks,
compliance with standards set forth by their prudential regul&td@iven this fact, the

Commission believes the additional costs of complying with this requirement, if any, will be
minimal.

Final823. 402(b) seeks to harmonize bddhepCopmms sd i
rules’®*As one commeern ot ed, the SECo6s fiknow your counte
the comments the Commission received on propo@31492(c)'®* This same commeet
highlighted thecongressional mandate in Section 712(a) of the Eferdehk Act that the
Commission and the SEC consult for the purposes of assuring regulatory consistency and
comparability, to the extent possible. The Commission bedievée hat t he fAknow you
counterpartyo rule is an area where the Commi
same time, there will be some variation to account for the comments received on the
Commi ssionbds proposal a medulatehddferénapootiucts, hat t he C
participantsand markets.

The Commission agrees with comments calling for the exclusion of major swap participants

from the Aknow your d¢nonoshdases, magor swgp@articipagtaiwillr e me n t

SeeDerivatives Policy Group, fAFramework for Voluntary ¢
Framewor ko) .

19 See e.g, NFA Compliance Rule-30; see alsd-INRA Rule 2090.

189 SeealsoTrading & CapitalMarkets Activities Manual, sections 2050.3, 2050.4, 2060.3, 2060.4, 3030.1, and

3030.3 (Bd. of Gov. Fed. Reserve Sys. Jan. 2009).

BISEC6 s p rlespré BReatl42414

182 SeeFIA/ISDA/SIFMA Aug. 26 Letter, at 3.
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themselves be coterparties to or customers of swap deaBysdefinition, their business will
not be dealing in or making a market in swi#ccordingly, the Commission is deleting major
swap participants from final 23.402(b).

With respect to the requirement in posed 83.402(c) that the swap dealer evaluate the
previous swap experience, financial wherewithal and flexibility, trading objectives and purposes
of the counterparty, commenters expressed several objedtaher than fostering counterparty
protections commenters assertgtlis requirement could actually place counterparties at a
negotiating and information disadvantage relative to swap deé&fénsrther, commenters
claimed that such protections are unnecessary when swap dealers and counterpdetdiagre
i n alengtldtmnsactions and are more appropriate when swap dealers make recommendations
to counterpartie&®®

In light of the foregoing comments, the Commission believes that certain of the protections
provided for in proposed &3.402(c) are étter addressed in connection Wit3.434
Recommendations to counterpaiti@stitutional suitability*®® Accordingly, the Commission is

removing from final 3.402(b) the requirementsinpropose2Zl§ . 402 (c) to neffec

the countérmprémentandny speci al i nstructions
changes, the Commission clarifies that the fi
itself, create an fiadvisoro status or i mpose

The Commssion believes comments opposing propos2d.802(c) on the basis that it

transforms NFA Compliance Rule3® (Customer Information and Risk Disclosure) from an

BThe definition of fAmajor swap participanto states tha
Section 1a(33) of the CEA (7 U.S.C. 1a(33)).

184 See e.qg, ABC/CIEBA Feb. 22 Lette at 14.

185 5ee e.q, MFA Feb. 22 Letter, at 4.

186 SeeSection 111.G. of this adopting release for a discussion28.834.
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SRO rule to a Commission regulation are misplaced. The Commission was guided by NFA

ComplianceRule 230 as a model for the proposal, with modification where appropriate to

achieve the Commi ssionbs policy objectives, i

of Section 4c(a)(7) of the CER’ The Commission believes that NFA ComplianceeRa480

and the precedent developed undevilit serve as useful guidance to the Commission and the

public in the application of the final rulé® However, as stated above, fina23.402(b), which

essentially codifies sound business practié®s,animpot ant component of the

overall business conduct standards framewor k.

Commissiods A know your counterpartyo requirements
Given the changes from the proposal to fin@dB&02(b), the Commissn believes it has

ameliorated much of the burden commenters attributed to compliance risk associated with the

Aknow your counterpartyo requirements. Based

promulgating final £3.402(b) with modification from the propgo account for the specific

comments received and to conform, where appro

counterpartyo r ul402(bArequies tioat each swap dedler shadl | A

implement policies and procedures reasonably dedigmobtain 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 counterbafgr purposes of final 83.402(b),

the essential facts corroéng a counterparty are: (Eacts required to comply with applicable

B’sSection 4c(a)(7) of the CEA makes it fAunlawful for an
disregard ofhe fact, that its counterparty will use the swap as part of a device, scheme or artifice to defraud any

t hi r d Seeasodisgusson at fnl58

18 See e.g, NFA Interpretive Notice 900#4 NFA ComplianceRule 2-30: Qustomer Information and Risk

Disclosure(Board of Directors, effective June 1, 1986; revised January 3, 2011).

189 5eeDPG Framework, at Section V.111.B.

10 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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|l aws, regulations and rules; (2) facts requir

operational risk management policies in connection with transactions entered into with such
cownterparty; and (3nformationregarding 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 ther@ission to determine
compliance with final 3.402(b). Unlike the SEC proposed rule, the Commission has
determined not to include the following as an essential factin fiekaBg8 4 02 ( b) : Al f

counterparty is a Special Entity, such background informaggarding the independent

representative as the swap ®dreisréqeiementssasonabl vy

t

specifically addressed in Section 4s(h)(5) of the CEA as well as in the final rules that address the

independent representative requirenént.

As with other business conduct standards rules, fi2&l.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 outketrefationship

rather than on a transactiy-transaction basis, where appropriate, and in accordance with the
requirements of final 83.402(dj Reasonable Reliance on Representations

c. Section 23.402(¢)'rue Name and Owner

i. Proposed £3.402(d)

Proposed 23.402(d)renumbered aBnal 8 23.402(c))equiredswap 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 okapgiEbn guaranteeing

YISECés proposed rules, 76 FR at 42414,
192 5eeSection 1V.C.3. of this adopting release for a discussion of fi2a.450.
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the performance of such counterparty and any person exercising any control with respect to the
positions of such counterpa'tThi s rul e was proposed under t he
rulemaking authority in Section 4s(h).
ii. Comments

The Commission did not receive any comments regarding propdzd®@(d).
iii. Final §23.402(c)

As stated in the proposing release, propos28.402(d) was based on existing Commission
Regulation§ 1.37(a)(1)}** which applies t&"CMs introducing brokersand 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 requirementsder this rule will assist swap dealers and major swap participants
in meeting their other duties pursuant to the business conduct standsutipant H opart 23
(e.g, tvérification ofcounterpartyeligibilityd r e qu i r e m28.430). Aocbrdnfjly, n al A
the Commission is adoptimgoposed 83.402(d)(renumbered as 33.402(c))
d. Section 23.402(iReasonable Reliance on Representations
i. Proposed 83.402(e)

Proposed 3.402(eXrenumberedsfinal 8 23.402(d))stated that swap dealers andjor
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 circumstancgsin other words, proposes 23.402(e) would have allowed

swap dealers and major swap participants, as appropaagasonably rely, absent red flags, on

193 proposing release, 75 FR at 80641.
19417 CFR 1.37(a)(1).
19 Proposing release, 75 FR at 80641.
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representations of counterparties to meet due
representations must have includefbrmation that was sufficiently detailéar the swap dealer
or major swap participand form a reasonable conclusion that the relevant requirement was
satisfied.
ii. Comments

The Commission did not receive comments directly addressing prop@SediR¢€).
However, many commenters addressed the concept in prop88etD@(e) of reasonable
reliance on representations in connection with the due diligence requirements under certain other
proposed rules, such as proposeé88 30 Verification of Counterparty Eligibility, proposed
§ 23.434 Recommendations to Counterpartikstitutional Suitability, and proposed
§ 23.450(d)j Requirements for Swap Dealers and Major Swap Participants Acting as
Counterparties to Special Entitif§.Commenters were pactilarly concerned with the language
in these proposed rules that the representat.
and circumstances of a particular relationshi
andthatthe represerat i ons be s d° Acdordingeorsomegmmentetsatel e d . o
proposed rules that permitted reliance on representations, including prof&d0e), would
require transactioby-transaction diligence that would delay execution and increas&foos

swap dealers, major swap participants and their counterpaft®sveral commenters also

1% See e.q, ABA/ABC Feb. 22 Letter, at-3; ABC/CIEBA Feb. 22 Letter, atassim AMG-SIFMA Feb. 22 Letter,
at 911; APGA Feb. 22 Letter, at2 and 67; APPALPPCFeb. 22 Letter, at 4; BlackRock Feb. 22 Letter, at 3;
CalPERS Oct. 4 Letter, at 1; CEF Feb. 22 Letter, at 12, 18018nd 23; CFA/AFR Feb. 22 Letter, at 6, 8 and 13;
Comm.Cap. Mkts. May 3 Letter, at 2; Davis & Harman Mar. 25 Letter;@&f BHLBanks Feb. 22 Letter, at%}
Ropes & Gray Feb. 22 Letter, a3 SIFMA/ISDA Feb. 17 Letter, at 12, 18, 27, 27 fn. 59, 386 and 36 fn. 85;
SWIB Feb. 22 etter, at 45; VRSFeb. 2 Letter, at 5See alstNFA Aug. 25, 2010 Letter, at 2.

7 Seee.qg, SIFMA/ISDA Feb. 17 Letter, at 36; proposing release, 75 FR at 80660.

%8 See e.q, SIFMA/ISDA Feb. 17 Letter, at 336; ABC/CIEBA Feb. 22 Letter, at90; BlackRock Feb. 22 Letter,
at 3;seealsoSIFMA/ISDA Feb. 17 Letter, at 156 (discussing proposed?8.430, Verification of Counterparty
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asserted that a swap dealer or major swap participant should not have an affirmative duty to
investigate the coufiterpartyds representation
iii. Final 823.402(d)

The Commission has considered the comments discussed above and, as a result, has
determined to refine the language in propos28.802(e) (renumbered a8.402(d)). The
revised language permits a swap dealer or major swap participant to regy\verittén
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 armegjap participant has information that
would cause a reasonable person to question the accuracy of the represémtati@n.words, a
swap dealer or major swap participant cannot ignore red flags when relying on representations to
satisfy its due dijence 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 avel tef detail a particular representation

El igibility, fan SD/ MSP must conduct affirmative dil i g:¢
provided representations. Suchap pr oach ef fectively makes the relevant
19 seee.q, SIFMA/ISDA Feb. 17 Letter, at156 ( A[ swap deal ers] should be per mi
representation by the counterparty. . . absent actual notice mtecaailing 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
furtherdo); ABC/ Cl ERWN F(assertingZhe Camentsdioa should adogptatidard used under

Rule 144A of the federal securities | aws, which would I
exi sted giving reason to (ue s-SIFMAFebt 22 eettar,atrt®t i ¢ A o wap c e
dealero [ maj or swap participant] should be able to rely o
dealer or [major swap participant] has information to I
dealer should be requiredtoprdbee y ond t hat representation only if it ha:
representations with respect to its independent repres:
CFTC should specifically permit the [swap dealerfely, absent notice of facts that would require further inquiry

..0) .
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must have to satisfy the due diligence obligation of a particulaftlle.

The Commission reaffirms that, if agreed to by the counterparty, counterparty representations
may be contained in counterparty relationstopuimentation 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 updat@amaterial changes to the representatfShi 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
beleves that fbest practicedo would be at | east
annual compliance review by the chief compliance officer pursuambpmseds 3.3.2%2
e. Section 23.402(¢Manner of Disclosure
i. Proposed 23.402(f)

Proposed 83.402(f)(renumberedsfinal 8 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 ig Wyitihe
counterparty®®

ii. Comments

Onecommenter suggested that the Commission establish minimum requirements defining

20 seeSections I11.A.3.b., 1II.C., IIl.G., IV.B., and IV.C. in this adopting release for a discussion of the following
final rules, respectively: § 23.402(tYnow your counterpayt § 23.430 Verification of counterparty eligibility;

§ 23.434 Institutional suitability; 8§ 23.44Requirements for swap dealers acting as advisors to Special Entities;
and 8§23.450 Requirements for swap dealers and major swap participants acting as counterparties to Special
Entities.

21 g5uch an agreement to update representations contained in counterparty relationship documentation is only with
respect to subsequeimng(, new) swaps offered or entered into. The requirement to update representations is in the
context of the execution of the subsequent swap. The Commission does not intend to require an ongoing duty to
update representatiorgcept in connection withnewtransaction.

202CcCO proposed rules, 75 FR at 70887.

23 proposing release, 75 FR at 80642,

53



ireliabl e me afdndadditionttheiuse of pasavord prateeted 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 cbse valuation disputes and the interfaces should be designed to prevent any unintentional
or fraudulent addition, modification, or deletion of a valuation re€brdnother commenter

opposed permitting preansaction oral disclosures to satisfy a disclesligation, even where

such disclosures are supplemented by-pasisaction written documentati6ty.

iii. Final §23.402(e)

The Commission is adopting proposed3$402(f) (renumbered as28.402(e)) with a
change to account for disclosures for certaras 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, theule requires counterparties to agree, in writing, to the manner of disclosure.

In addition, the Commission is clarifying in tragoptingrelease that oral disclosures are
permitted if agreed to by the counterparty and the disclosures are confirmetiig. Wo 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 idgand recordetention rule.

In response to commenisceived prior to the publication of the proposing reledaiy

marks may be provided by password protected web FaGEsis approach is consistent with

204 Markit Feb. 22 Letter, at 3.
205 Id

206 CEA/AFR Nov. 3 Letter, at 6.
27 Seeproposing release, 75 FR at 80646 fn. 62.
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industry suggestions and reflects cost of compliance cosit®Regarding the concerns raised

by the commentéf’t he Commi ssiondés internal busi ness cc¢
23 of the Commi?Y=quicersWap deRersyand nejorisveap garticipants to have
policies and procedures in placatiensure communications, including the daily mark, are
reliableandtimely.

Final §23.402(e) provides flexibility to swap dealers and major swap participants to take
advantage of technological innovations while accommodating industry practicewamerparty
preferences. The Commission anticipates that technology will be adapted to expedite and reduce
the costs associated with satisfying the disc
conduct standards generally.

f. Section 23.402(f)Discosures in a Standard Format
i. Proposed £3.402(g)

Proposed 23.402(g)renumberedsfinal § 23.402(f) allowed swap dealers and major
swap participants to use, where appropriate, standardized formats to make certain required
disclosures of material iarmation 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®*!

ii. Comments

The Commission received letters from several commenters regarding proposed

208 Id

209 \arkit Feb. 22 Letter, at 3.
219 5eeproposeds 3.3, 23.600, 23.602 and 23.606, Governing the Duties of Swap Dealers, 75 FR 71397.
#1proposing release, 75 FR at 80642,
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§ 23.402(g)**? 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 suggdasetmtission
promote or develop standardized disclosures to ensure adequate and consistent information,
which would streamline the disclosure process, foster legal certainty and reducé®cses.
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** Several commenters requested that the fafrdisclosure be specified by the
Commission as it has done for futures trading udeb52*> One commenter suggested that
DCOs prepare certain standardized disclosures for cleared $faps.

Regarding the timing and frequency of standard form disclostireslly 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 trabgaction
transaction basiS.’ For nonstandardizegwaps, one commenter challenged the statement in the
proposing release that Athe Commi ssion believ
some combination of st andar iassertihgthanbéspgkar t i c u |

issues can banticipated and included in standardized disclosures as part of counterparty

12 5eeFHLBanks Feb. 22 Letter, at/4 ABC/CIEBA Feb. 22 Letter, at 13; ABC Aug. 29 Letter, at 2 and 10

CEF Feb. 22 Letter, at 18lackRock Feb. 22 Letter, at® APGAFeb. 22 etter, at 3; ATAFeb. 22 etter, at 3;

State Stregfeb. 22 etter, at 34; SIFMA/ISDA Feb. 17 Letter, at 168; NY City Bar Feb. 22 Letter, at2

CFA/AFR Feb. 22 Letter, at 8.

#3geee.g, FHLBanks Feb22 Letter, at 34.

ZNY City Bar Feb. 22 Letter, at-2.

“5See e.qg., APGAFeb. 22 etter, at 3; ATAFeb. 22 etter, at 3; State StreEeb. 22 etter, at 34; CEF Feb. 22

Letter, at 13In addition, the NY City Bar recommended standardized disclosures similar to those currently used for
listed options rather than the federal securities law model, which is directed at retail investors and not sophisticated
ECPs in the swaps market. NY Bar Feb. 22 Letter, at Seealso17 CFR 1.55.

1% CEF Feb. 22 Letter, at 13.

“"See e.g, FHLBanks Feb. 22 Letter, at 3; ABC/CIEBA Feb. 22 Letter, at 13; ABC Aug. 29 Letter, at 2-and 10

11; CEF Feb. 22 Letter, at 4; BlackRock Feb. 22 Letter;7at 6

#8proposing release, 75 FR at 80643.
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relationship documentation or other written agreentéfiss.different commenter commended
the Commission for recognizing that standardized disclosures alone would not be albequate
elucidate the risks in customized swafsAnother 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 reqditieaal disclosure from
swap dealers and major swap participafits.

In addition, a commenter requested guidance regarding the required disclosures and
customary noreliance language in swap documeéitsl hi s comment er stated:
to require wap dealers and major swap participants to make certain disclosures to theseend
counterparties pursuant to the proposed rule while those swap dealers and major swap
participants continue to include nogliance agreements in swap transaction docuatient
providingtheirencdi s er counter parti es *MBhgcommenterr el y on d
requested that the Commission clarify that any-r@diance provisions contained in swap
transaction documentation must exclude any disclosure mandated by th&fokid\ct and the
rules promulgated thereundéf.
iii. Final §23.402(f)

The Commission is adopting proposed3$402(g)renumbereds§ 23.402(f) with a slight
modi fication for clarity purposes. Tha | angua
master . . . agreement . . .0 was changed to

Regarding comments related to scope and substance and the request that the Commission

219 5IEMA/ISDA Feb. 17 Letter, at 18.
220 CFAJAFR Feb. 22 Letter, at 8.

21EHLBanks Feb. 22 Letter, at 4.
222 |d

223 E
224 E
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develop a standardized disclosure form for swaps, the Commission has deténadied

§ 1.55*° 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, bilaterasactions, 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 bekpanstruments with a wide range of rstandardized economic

features that materially influence cash flows, which do not lend themselves to a single form,
futuresstyle risk disclosure statement developed by the Commi&Sion.

In addition, commentersuggested 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 ser@edigress 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 AtCskmission generated
standard disclosure also runs the risk of offering a roadmap for eyvasiowould require
constant updates to maintain pace with innovations that are engineeradymot be covered
by the standard language.

To address legal dainty concerns, the Commission is clarifying in thioptingrelease

that, in the absence of fraud, it will consider good faith compliance with policies and procedures

#2517 CFR 1.55.

226 The Commission has proposed a swap risk disclosure statement for commodity pool pperat( A CP Os 6) and
CTAs. SeeCommodity Pool Operators and Commaodity Trading Advisors: Amendments to Compliance Obligations,

76 FR 7976, Feb. 11, 2011. The proposed swap risk disclosure statement for CPOs and CTAs does not affect the

swap disclosure requiremies under Section 4s(h)(3)(B) or any rules promulgated pursuant to that statutory

provision.
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reasonably designed to comply with the business conduct standards rules as agrfeicfatin
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 requiremeats, wher
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 diminishimg quality of risk disclosures
provided to counterparties. Where such standardized disclosures are inadequate to meet the
requirements of final 83.402(), swap dealers and major swap participants will have to make
particularized disclosures in a timelyammer 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 levéfatie potential for peods of significantly
reduced liquidityand the lack of price transparerféThis approach is consistent with over

thecounter (AOTCO) industry bersk compleafinanciad e r e c on

227 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
under certain circumahces. Such features can significantly increase counterparty risk exposure in ways that are not
transparent.

25The aforementioned characteristics are neither an ex
definition of highrisk, complex instruments, which the Policy Group believes should be avoided. Instead, market
participants should establish procedures for determining, based on the key characteristics discussed above, whether

an instrument is to be considered hitggk and complex ahthus require the special treatment outlined in this

section. o The Counterparty Risk Management Policy Grou|]
Report of the CRMPG )6 at 56 (Aug. 6, 2008) (ACRMPG |11 Reporto).
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instruments?°

With respect to scenario analyscounterparties will be able to opt in to receive scenario
analysis for swaps that are rfbm a available for tradingon a DCM or SEE*° The
Commission declines, however, to determine, as suggested by commenters, that standard form
scenario analysis sufficient to meet all business conduct standards disclosure requirements
which include material risks, characteristics, incentives and conflicts of intérest.

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 sudh a rule
this rulemaking because Section 4s(h) of the CEA and subpart H of part 23 only govern swap
dealers and major swap participargvap dealers and major swap partinigawill be permitted,
however, to arrange with third parties, including DCOs and SEFs, to provide disclosures to a
counterparty to satisfy the swap de@348T. 6s or
The Commission expects that a DCO or SEl 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 DC@r SEF satisfies certain disclosure obligationg (material
characteristics of the swap). Regardless, the swap dealer or major swap participant will remain
responsible for compliance withZ8431 Lastly, the Commission is providing guidance that
nontreliance provisions routinely included égounterparty relationshigocumentation will not
relieve swap dealers and major swap participants of their duty to comply in good faith with the

business congtt standards requirements. It will be up toddgidicator in a particular case

229 Id

230g_eeSection 111.D3.b. of this adopting release for a discussion of &n28.431(b)seealsodiscussion of Section

2(h)(8) of the CEA and swaps fAmadrafaa8%i | abl e for tradi

#Zl5eeNY City Bar Feb. 22 Letter, at-2.
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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 delesnding on the facts and
circumstances.
g. Section23.402(gj Record Retention
i. Proposed 83.402(h)

Proposed 3.402(h)renumberedsfinal § 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 wdl)lgdne ¢f the
overall recordkeeping obligahs imposed on swap dealers and major swap participants in the
CEA andsubpartFopart 23 of t he Co m@maistanedbimagcerdaReegul at i
with§1.3%%0f t he Commi ssi o 8) acsessible @ appleable prudential a nd (
regulators™?
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 cedairierparty representations,
qualify as a fAwritten r eZAnother awmhmenter sugdested that e 6 w
the Commission strengthen the recordkeeping requirements throughout to ensure that records are
detailed enough to allow regulatdcseasily determine compliané&.
iii. Final §23.402(g)

After considering the comments, the Commission has determined to a2@g02(h) as

217 CFR 1.31.

23 proposing release, 75 FR at 80642,

4 CEF Feb. 22 Letter, at 19.

Z5CFA/AFR Feb. 22 Letter, at 6, 7, 13, 18 and 20.
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proposed (renumbere§ 23.402(g)). In addition, the Commission confirms that counterparty
relationship documeation 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. Budpatealers

and major swap participants may choose to use internet based applications to provide disclosures
and daily mark$®® Swap dealers and major swap participants are required to have policies and
procedures for documenting disclosures and due didgeRecordkeeping policies and

procedures should ensure that records are sufficiently detailed to allow compliance officers and
regulators to determine compliance.

B. Section 23.410Prohibition on Fraud, Manipulation and Other Abusive Practices

1. Sectiors 23.410(a)and (b)
a.Proposed £3.410(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 abusiy@actices>’ To implement this provision, the Commission proposed
several rules, including propose@38.410(a), which incorporated the statutory text in Section

4s(h)(4)(A)>*® The statutory provision prohibits fraudulent, deceptive and manipulative pgactice

238 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.

%7 |n addition, Section 753 of the Doddtank Act provided the Commission with expanded-awthipulative and

deceptive practices authority by amending Section 6(c) of the CEA. (7 U.S.C. 9). On July 14, 2011, the Commission
published in thé=ederaReqisteffinal rules to implement the new amtianipulative and deceptive practices

authority. Prohibitioa on the Employment, or Attempted Employment, of Manipulative and Deceptive Devices and
Prohibition on Price Manipulation, 76 FR 41398, Jul . 1.
Deviceso) (to be codified at 17 CFR Part 180).

238 The Commissin also proposed §§ 23.410(b) and 23.410(c), which prohibited swap dealers and major swap
participants from disclosing confidential counterparty information and trading ahead and front running counterparty
orders, respectivel\seeproposing release, 75 FR 80642.
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by swap dealers and major swap participaiitgvhile the heading of Section 4s(h){rds
ASpeci al Requirements for Swap Dealers Acting
text within that section includes both more general and more spesstrictions. The fraudulent,
deceptive and manipulative practices provision in Section 4s(h)(4)(A), by its own terms, is not
limited to the advisory context to swap dealers®

Proposed 23.410(a) followed the statutory text and applied to swap ideaiel major swap
participants acting in any capacigug, as an advisor or counterpaffy The first two
paragraphs of the proposed rule focused on Special Entities and prohibited swap dealers and
major swap participants fromi)(employing any device, keme or artifice to defraud any
Special Entity, and2) 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 Specialrtities and prohibited swap dealers and major swap participants
from engaging in any act, practice or course of business that is fraudulent, deceptive or

manipulative’*?

23| 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.q, Sections 4b, @)(1) and (3), and 9(a)(2) of the CEA (7 U.S6B, 9(c)(1) and (3), and 13(a)(2)), and1&9.1
and 180.2 (17 CFR 180.1 and 180.2)).
240g5ection 4s(h)(4)(A) states:
(A) IN GENERALQ It shall be unlawful for a swap dealer or major swap particépant

(i) to employ any device, scheme, or artifice to defraud any Special Entity or prospective customer who is a

Special Entity;

(i) to engage in any transaction, practice, or course of business that operates as a fraud or deceit on any

Special Entity or prospectivaistomer who is a Special Entity; or

(iii) to engage in any act, practice, or course of business that is fraudulent, deceptive or manipulative.
241 proposing release, 75 FR at 80642,
242 This language mirrored the language in Section 206(4) of the Investmenti ser s Act of 1940 ( A/
(15 U.S.C. 80K etseq), which does not require scienter to prove liabilBgeSEC v. Steadma®67 F.2d 636,
647 (D.C. Cection2069%H2) u(sfe[sS]t he more neutral déact, practi
similar to [Securities Act] section 17(a)(3)6s o6transa
focuses upon theffectof particular conduct . .art her t han wupon the culpability of
Accordingly, scienter is not required under section 206(4), and the SEC did not have to prove it in order to establish
the appell.and3d6(l habrhatycitations omitted).
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b. Comments

The Commissiomeceiveda number of comments both supporting and oppasspects of
proposed 83.410(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’Efing commenter
asserted that, while the prohibitions of Sectiom%d{(A) do not themselves contain language
l'imiting them to instances where a swap deal e
Swap Dealers Acting as Advisorso should be re
thereundef** The canmenter 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 8£1940( A Ad v i s &%whkichAsintthe )
context ofan advisor relationship, and that in cases where there is not an advisor relationship, the
scienter standards Bule 10b-5%*° under the Exchange Act should prevaflThis commenter
stated that the Commission should adopt a scienter requirement when aealeapidmajor
swap participant acts merely as a counterparty to éSpeaial 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 badtfaf*® The Commission also received comments
urging that proposed 2Z3.410(a) not be adopted as it is redundant of the rules promulgated in
part 180?%°

Other commenters supported propos&8&10(a). One commenter asserted that the rule

23 SIEMAV/ISDA Feb. 17 Letter, at 10.
244
Id.

24515 J.S.C. 80kb.
24617 CFR 240.1045.

24T SIEMAV/ISDA Feb. 17 Letter, at 10.
248 |d

249 SeeCEF Feb. 22 Letter, at 12; Barnavthy 23Letter, at 2.
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prohibiting fraud andananipulation by swap dealers and major swap participants is appropriate as
long as these principles are properly applied to swap ma&ketaother commenter supported
the proposed rule because it believed the rule was largely consistent with the recatiomegnd
contained in the July 2009 ,ampanotherconfmertehe | nv e
believed it would strengthen the protection of market participants, encourage investor confidence
and promote integrity within the financial systéthOnecommenter asserted that the title
ASpeci al Requirements for Swap Dealers Acting
rule where the statutory | anguage is broad, a
defraudg0 and t hat Con dyrthese prindipled tethedmat rahge of aomduct
engaged in by swap dealers and major swap participants with regard to counterparties generally
and Special Entities in particul@ This commenter believed that, under the proposed rule, it
should be consi&ted an abusive practice to recommend a swap or trading strategy that achieves
the counterpartyds aim in a way that includes
to hedge and to recommend customized swaps where the counterparty cowiel thehgame
result at a lower cost through standardized svi&ps.
c. Final 8§23.410(aynd (b)

After considering the comments, the Commission decided to adt$480(a) as proposed.
Inclusionoft he rul e in subpart H of part 23 of the

dealers, major swap participants and counterparties with easy reference to the business conduct

#0ExelonFeb. 22 etter, at 4.

#lCl'l Feb. 10 Letter, at 1 (citing A Report by the Inve
by CFA Institute Centre for Financial Market Integrity and Council of Institutional Invedid®s,Financial

Regul atory Ref oerspectivgJnlg2009).vest orsoé P

»2CFA/AFR Feb. 22 Letter, at 1.

231d,, at 67.

254@-
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requirements under Section 4s(h) of the CEA without any additional cost totiparkeipants.

With respect to the concern regarding the ru
Special Entities, 83.410(a) mirrors the language of the statute. In addition, the prohibition
against engaging i n fbasngssthatis fraudplentadedepticeeor or co
mani pul ativeo has been i nt eisqenter standardlunderthéhe c o u
Advisers Act®>® Even if the Commission were to limit the rule to require proof of scienter and
apply the rule only whea 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 CEAIn addition, because comparable rsmienter
fraudulent and manipulative practices provisions will appI$B& Entitiesn enforcement
actions under Sections 9%jf and 15F(h)(4Y® of the Exchange Act and Sections 17(a)(2) and
(3) of the Securities Act, it would be inconsistent to impose ardiffantent standard for swap
dealers and major swap participafits.

Finally, in response to commenters who urged that it would be unfair to subject swap dealers
or major swap participants to the mstienter provision of the rule, the Commission decided t
provide an affirmative defense in final8.410(b) for swap dealers and major swap participants

in cases alleging nescienterviolations of 823.410(a)(2) and (3) based solely on violations of

25 geediscussion at fr242

267 U.S.C. 25.

%7 gection 763(g) of the DodBrank Act amended the Exchange Act by ad@egtion9(j), which states in

relevant part that Alt shall be unl awful -Hagedswapniy per s ol
connection with which suchepson . . . engages in any transaction, practice, or course of business which operates as

a fraud or deceit upon any person. 0 Court s-sdieatare i nter pi

standard. On November 8, 2010, the SEC publishegogesl rule 17 CFR 240-9jin theFederal Registeo clarify
that the provisions dbection9(j) apply to fraud in connection with (1) entering into a sectrédged swap and (2)
the exercise of any right or performance of any obligation under a seloasiégd swap. Prohibition Against Fraud,
Manipulation, and Deception in Connection With Secuiigsed Swaps, 75 FR 68560, Nov. 8, 2010.

#8This provision mirrors Sectioss(h)(4) of the CEA.

%9 0ne commenter stated that that the CFTC and SEC should harrti@iizegulatory structures for combating
disruptive and manipulative activities. SIFMA/ISDA Feb. 17 Letter, at 10.
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the business conduct standards rules in subpart H. Theatifre 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 ihe basis for the alleged28.410(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 nomxclusive 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 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 83.410(a) as urged by commenters, the Commission will evahate t
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 adop&ay1§®°
2. Section 23.410(¢)ConfidentialTreatment ofcounterpartyinformation
a.Proposed £3.410(b)

The Commission proposed8.410(b)renumbered as final 33.410(c)) which prohibited
swap dealers and major swap participants from disclosing confidential counterparty

information?®* using its discretionary rulemaking authority under Section 4s(h)(£j¢ahe

%01n the release promulgating Commission Regulatidn§0 . 1, t he Commi ssi on stated: f#
requesting that front runnjnand similar misuse of customer information be considered a form oflicset]

manipulation under final Rule 180.1, the Commission declines to adopt any per se rule in this regard, but clarifies

that final Rule 180.1 reaches all manner of fraud and mdatipn within the scope of the statute it implements,

CEA section 6(c)(1l).0 Prohibition on Manipulative and |
%1 proposing release, 75 FR at 80642,

%2 genator Lincoln noted in a colloquy that the Commission should adegttnubnsure that swap dealers maintain

the confidentiality of hedging and portfolio information provided by Special Entities, and prohibit swap dealers from
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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 progwsédition 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 rulé®® The commenter urged that if th@@mission determines to promulgate a
rule protecting the confidentiality of such information, the Commission should alternatively
require swap dealers and major swap participants to estabbshtain and enforce policies and
procedures reasonably desidrie 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 confidentiaf® The commenter also stated that the confidentiality rule should be
implementechs an SRO rule and should allow sophisticated counterparties to opt out of
heightened protections they may not want or fé&tlhe commenter expressed concern that the
proposed rule would restrict swap dealers and major swap participants in properipngervic
counterparties through discussions with the

affiliates2%® 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 advatitag&petcial
Entitybds posit iCoNcsREC0S5923 (ailyset. dulyilm 2010) (4tdBednent of Sen. Linclin).
consultations with stakeholders, Commission staff learned that these concerns are shared by counterparties more
generally. As a result, the Commission proposed that the business conduct rules include prohibitions on these types
of activities in all trasactions between swap dealers or major swap participants and their countefemgties.

proposing release, 75 FR at 80658.

23 SIEMA/ISDA Feb. 17 Letter, at 11.
264 |d

2655.
%619, at 1011.
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would warrant particular disclosures in certain cont&ts.
Another commeater asserted that the confidential treatment and trading aheadhaidd
not apply to major swap participants because they are customers of swap dealers and should be
treated as such, rather than as dealers or-geasers’®® Another commenter statelat 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 h@stap for promoting market
integrity 2%°
c. Final §23.410(c)
Upon consideration, the Commission has determined to adopt prop23etil8(b)
(renumbered as &3.410(c) with several changes. First, the final rakes been changed to also
permit swaplealers and major swap participa@itso disclose confidential informatidn an
SRO designated by the Commission oreagiired by law. The proposed rule addressed
di sclosure only to the CFTC, Department of Ju
regulabrs.Second, the Commission has clarified that the finalwilleorotect confidential
counterparty information from disclosure to third parties, as well as from improper use by the
swap dealer or major swap participdhts not intended to restrict theecessary and appropriate
use of the information by the swap dealer or major swap participars, intended to address

material conflicts of interest that must be identified and managed to avoid trading or other

activitieson the basis of confidentiabunterparty informatiothat would tend to be materially

*7|d., at 11.

28 MetLife Feb. 22 etter, at 45.

%9 CFA/AFR Feb. 22 ktter, at 12.

20The Commission has determined to impose the final rule on both swap dealers and major swap participants,
which is consistent with the application of Section 4s(h)(4)(A), prohibiting manipulative, deceptive and fraudulent
practices, to botewap dealers and major swap participants.
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adverse to the interests of the counterpditRy promulgating final £3.410(c), the
Commission does not intend to prohibit legitimate trading activities, which, depending on the
facts and circumances, would include, among other thing3,bona fide riskmitigating and
hedging activities in connection with the swa), gurchases or sales of the same or similar
types of swaps consistent with commitments of the swap dealer or major swap pattcipan
provide liquidity for the swap, o8] bonafide marketmaking in the swap’?

The final rule requires swap dealers and major swap participants to have written policies and
procedures reasonably designed to protect material confidential informatiotieprbdy 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 betwaeeswap dealer or major swap
participant and a counterparty through, for example, information baanersestrictions on
access to confidential ctokimowo pBirfosnigtion nf or mat i
barriers can be used to restrict the dissation 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 inforration sharing, limits on types of trading and greater separation between

various functions of the firm. Such information barriers have been recognittezf@deral

'The final rule is aimed at i mproper disclosure of the
counterpartyébés intentions to enter or exit the market,
22The Commission notes by analotipat Section 621 of the Dodgrank Act, to be codified at Section 27B of the

Securities Act (15 U.S.C. 772a), provides for exceptions to the conflict of interest prohibitions in that section for
risk-mitigating hedging activities in connection with assetbacked security, purchases or sales made consistent

with commitments to the underwriter or others to provide liquidity for the 4ssdted security, or borfade market
makingintheassetacked security. T2B.410(€ provitefos exceptiond fer disclosuee bnd A

use for effective execution of the order, risk mitigation and hedging, and when authorized in writing by the

counterparty.

23 For example, the Commission expects that the swap dealer would generally have informaticnteaweserits

sales deskndproprietarytradingdesk.
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securities laws and rules as a means to address or mitigate potential conflicts afanteties
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 gch information for its own benefit if such use or disclosure would tend to be materially
adverse to the interests of the counterp&Eftfinal §23.410(c) does not prohibit disclosure or
use that is necessary for the effective execution of any swapvethathe counterparty, to
hedge or mitigate any exposure created by such swap or to comply with a request of the
Commission, DOJany SRO designated by the Commissimmapplicable prudential regulator,
or is otherwise required by law.

In response to the commentkatexpressed concern that the proposed rule would restrict
swap dealers and major swap participants in properly servicing counterparties through
di scussions with the swap deaftisddatheintentmfaj or s
the rule to prohibit certain interactions needed to execute the swap but is to ensure that the
counterpartyds confidenti al information is di

in response to a commenthatstated thathere may be facts or circumstances that would

274 The financial industry has lorlgeld standards relating to confidential treatment of counterparty information

similar to those set forth in the final rule. While not endorsing any particular igdarsictice, the Commission

notes, for example, that one industry group has recomm
policies and procedures in place governing the use of and access to proprietary information provided to them by

tradng counterparties as a basis for credit evaluations. ¢
Counterparty Risk Management Pol i cyse&Gtsoronardé Greatee 1999) |
Financial Stability: A Private Sector Perspeet Counterparty Risk Management Policy Group (July 2005)

(ACRMPG Il Reporto), at 47 (recommending that firms ev.
that deviate from a firmds exi st i ngforpatianc Adsdwithats f or han
endorsement by the Commi ssion, one firmds code of cond}

confidentiality of the information with which you are entrusted, including complying with information barriers

procedures applicablto 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 confidentialands ed sol ely for the busi nesldnmaur pose f
Sachs Code of Business Conduct and Etfsinsended, effective January 11, 2011).

#° SeeSIFMA/ISDA Feb. 17 Letter, at 101.
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warrant particular disclosures or uses in certain contéise 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 Canmission 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 swapqgieints 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, deeptive 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 aswenter violation of finia
§23.410(af2) or (3)for improper disclosure or abuse of counterparty information.
The Commi ssion considered the commenterds su
counterparty information should be left to negotiation between counterparties roqtaltdy,
be implemented as an SRO rule or on an opt in or opt outHa$tse Commission determined
that such alternatives would be inconsistent
promulgate rules that raise business conduct standards for thetjorobf all counterparties®
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

*°Seeid., at 11.

*""SeeSIFMA/ISDA Feb. 17 Letter, at 11.

geeSection 111 .A. 1. of this adopting release for a dis:
Certain Classes of Counterparties. o
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relationship documentatict?

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. Counterpdftestinue to be free to
negotiate additional protections based on their individual needs. By establishing such a duty, the
Commi ssion is not changing the fAcounterpartyo
or major swap participant and a coerparty.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 mamilative practice.

3. Proposed 23.410(cj TradingAhead andrront RunningProhibited Not Adopted ag-inal

Rule
a.Proposed £3.410(c)

The Commission proposed28.410(c), which prohibited swap dealers and major swap
participants from front running drading ahead of counterparty swap transactitishe
proposed rule was based on trading standards applicable to FCMs and introducing brokers that
prohibit trading ahead of customer ord&ts.

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

219 SeeSIFMA/ISDA Feb. 17 Letter, at 11 (stating that the definition, treatment, use and disclosardidéntial
information are routinely the subject of negotiation between the parties).

20 proposing release, 75 FR at 80642,

#lgeee.g, 17 CFR 155.31.
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an executable order and altena swap is still under negotiatiéff 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 prodadidateral swap terms must be
negotiated, which can take weeks or thenand counterparties may negotiate with multiple
dealers to obtain the best pri@8The commenter further asserted thafbecement of a front
running ban would be untenable, disruptive to the market and prevent hedging activity related
either to the peding transaction or the other liabilities of the swap dealer or major swap
participant® 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-@@dging pupose on the
basis of actual knowledge of a npablic, 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 substintilakly to materially affect the price of that
pending executable swap transacittiThe commenter asserted that, without an actual
knowledge standard, tioposedule would prohibit transactions by other parts of an
organization not privy to the ord&f Finally, the commenter urged the Commission to clarify its
proposed fispecificd consent sttandard and the
In addition, the commenter urged the Commission to clarify that the following trades would
not be considered front raimg under proposed3.410(c): (1When 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

22 5|EMA/ISDA Feb. 17 Letter, at 13.
231d., at 12.

284M_

251d., at 13.

286 Id

287m-
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paticipant trades in the ordinary course of hedging other transactions, assets or liabilities; (4)
when there is not a clear pricelated nexus to the pending swap transaction; (5) if the
transaction would not affect the counterparty; and (6) if the trnsas an anticipatory hedge

of the subject transaction and disclosed to the counterfafipe commenter alsargedthat the
prohibition should only exist until the transaction is executed or cancelled, or the relevant
information ceases to be materianpublic information, and the proposed rule should not
require further specific consent to trade with respect to specific transactions at speciffétimes.

Another commenter stated thaditl not object to applying the front running prohibition to
tradesexecutable on a DCM and for which a swap dealer or major swap participant is merely an
intermediary?*° However, the commenter believed proprietary trading desks should be able to
trade freely as long as t he ¢ \Withoa suchraémitatione o f
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 altdgether.

Further, the commenter urged that the propdsad 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
market®®® The commentertated 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 &#4@he commenter urged the

281d., at 1314.
289|d.

290 CEF Feb. 22 Letter, at 11
291 |d

2924 At 11.
293|d.

294 E
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Commission to eliminate the front running rules or tolesteswap markets with actual physical
underlying commodities from such rules.

Another commenter stated thhe proposed rule is tailored to a securities broleaier
model and is not suited toettommodities markét® The commenter asserted that instruments
relating to derivatives of an underlying physical market are not susceptible to insider trading or
brokerdealer abuses, and that the disclosures required in prop@8etL8(c) would chill tke
open interaction that occurs between counterparties in a competitive swaps’Market.

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 deal&¥$The combined effect of the proposed rules, the
commenter asserted, would slow the process of swap trading and increase costs by requiring
additional time, effortand risks taken in trading swaps.

One commenter that geadly 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 counterpaftiesiternatively, the commenter
urged hat swap dealers should have reasonable grounds for believing the counterparty does not
intend to enter into the transaction in the near fuitire.

Another commenteahat supported the proposed rule urged that the entire front running

section be removed bagse it is duplicative of the rules promulgated by the Commission under

295 Id

2% ExelonFeb. 22 etter, at 3.
297 Id

298 OOPPFeb. 22 etter, at 2.
299 |d

300 CEA/AFR Feb. 22 Letter, at 7.
301 m
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Section €c)(1) of the CEA (the new general fraudulent, deceptive and manipulative practices
provision)3%
c. Commission Determination

The Commission has considered the comments anddtarmined not to promulgate
proposed 83.410(c). The fraudulent, deceptive and manipulative practices rule in final
§23.410(a), coupled with the confidential treatment rule in fir2z8.810(c), should effectively
protect counterparties from abusetwir material confidential information by swap dealers and
major swap participant8> The Commission agrees with the commenter that stated that,
depending on the facts and circumstances, improperly trading ahead or front running
counterparty orders wouldaastitute fraudulent, deceptive or manipulative conduct under final
§23.410(a) and 880.1, among other fraudulent, deceptive and manipulative practices
protections under the CEA and Commission Regulations.

In response to commenters seeking clarity dkegdypes 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 ndite considered illegal trading ahead or front running in violation of the
anti-fraud and confidential treatment rules in find&23410(a) and final 83.410(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 saragngage in bonrfde

392 CEF Feb 22 Letter, at 18eealsoProhibition on Manipulative and Deceptive Devices, 76 FR 41398.
¥The Commi ssionds other deceptive and manipul ative p
theCEAand8 80. 1 of the Commi ssi onds Rarglédntadnming.ns al so pr o
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marketmaking in the swap. The Commission states, however, that use of confidential
counterparty information to trade ahead of or
materially adverse to the interests of the countéypdepending on the facts and circumstances,
and would be considered an abuse of fina28810(a) and (c), among other similar protections
under the CEA and Commission Regulations.

The Commi ssionds deci 23440fc) wasibforneby canumerpiets pr o p o
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 swapdrdions. While abuse of counterparty
information, including trading ahead, will still be prohibited under the manipulative, deceptive
and fraudulent practices rule in finaR8.410(a) and the confidential treatment rule in final
§23.410(c), among oth@rovisions, 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 23.430Verification of Counterpart¥ligibility

1. Proposed 23.430
The DoddFrank Act makes it unlawful for any person, other than an &, enter into a
swap unless it is executed on or subject to the rules of a 3CSction 44f)(3)(A) also

requires the Commission to establish a duty for swap dealers and major swap participants to

MAEligible contract participanto is a defined term in
305 SeeSection 2(e) of the CEA. (7 U.S.C. 2(e)).

78



verify that any counterparty meets the eligibility standards for an ECP. Prop28et38
required swap dealers and major swap participants to \Rafya counterparty meets the
definition of an ECP prior to offerinp enter intaor entering into a swap and to determine
whether the counterparty is a Special Entity as defined in Section 4640 proposed
§23.4013%

The Commission contemplatedh at , i n the absence of #fAred fI
proposed 83.402(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 @dition, under proposedZ3.402(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 anydactswstances to the
contrary. Finally, as set forth in proposed3430(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 dealemajor swap participant does not know the identity of
the counterparty®’
2.Comments

The Commission received several comrseagarding proposed 23.430°% Two
commenters recommended that swap dealers and major swap participants be able to rely
principally on counterparty representations regarding eligibiftyt was asserted that only

actual notice of countervailing facts or facts that reasonably put the swap dealer or major swap

3% proposing release, 75 FR at 80643,

397 This provision was informed by the statutorydaage in Sections 2(e) and 4s(h)(7).

308 SeeSIFMA/ISDA Feb. 17 Letter, at 156; CFA/AFR Feb. 22 Letter, at 8; CEF Feb. 22 Letter, at 12, 19 and 20;
FHLBanks Feb. 22 Letter, at3t APGAFeb. 22 etter, at 23.

399 SeeSIFMA/ISDA Feb. 17 Letter, at 16 (recanending no affirmative duty to investigate representations or
obtain detailed factual representatiofs)cord CEF Feb. 22 Letter, at 12, 19 and 20.
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participant on notice should trigger a duty to inquire furtbensisent with industry practic&:
One commemr supported sufficiently detailed representations to facilitate eligibility
determinations and regulatory compliance autlit©ther commentesrequested that the
proposed rule be amended to specifically allow counterparties to make eligibility representations
in master agreement¥ A different commenter recommended that the Commission sponsor and
promote standardized due diligence documentatidacilitate compliance, reduce costs and
promote legal certain}}> Certain commenters questioned whether the verification duty was an
ongoing dutythroughouthe life of the swap'* Two commenters suggested amending the rule
to require an update whenedeh er e i s a change |Ii mpacting a cou
status®'® A commener recommended additional guidance regarding red flags and the nature and
timing of evidence necessary to establish ECP statusstly, a commenter supported the
proposed exemiun from the verification duty for SEF and DCM transactidts.
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 n@8.830(c), Special Entity electiowhich will
require a swap dealer or major swap participant to determine wiaatbenterpant is eligible to

elect to be a Special Entiand notify such counterparas provided for in the Special Entity

310 SIFMAV/ISDA Feb. 17 Letter, at 16 fn. 35 (citing Regulation D (17 CFRZ®D508) and Rule 144A (17 CFR
230.144A) transactional practice under the federal securities laws).

$ILCFA/AFR Feb. 22 Letter, at 8.

¥125ee e.g, NFA Aug. 25, 2010 Letter, at 2; SIFMA/ISDA Feb. 17 Letter, at 16; AF®A. 22, etter, at 23.
$3EHLBanks Feb. 22 Letter, at 4.

34 SIFMA/ISDA Feb. 17 Letter, at 16. In addition, the commenter questioned whether the loss of ECP status would
limit the counterpartydés ability to terminate, modify
315 CFA/AFR Feb. 22 Letter, at 8; SIFMA/ISDA Feb. 17 Letter, at 16 (asserting thatdseders and major swap
participants should be able to rely on eligibility representations deemed to be made at the inception of each swap
transaction and covenant to notify if ECP status ceases).

S CFA/AFR Feb. 22 Letter, at 8.

31" CEF Feb. 22 Letter, a2l
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definition in final §23.401(c)6).**® Second, th€ommission has addechewsafe 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 appliesatbtransactions on aC€M and to
anonymous transactions alsEF

In addition, the Commission is providing the following guidance in response to the
comments it received swap dealer or major swap participant must deter@@e and Special
Entity statuseforeofferingto ener intoor entering into a swap’ 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 fi’$atties
wil | not be required to terminate a swap based
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 absenceed flags. With respect to the level of detail required in the
representation, a swap dealer or major swap p
b a s i relpon & epresentatidghat a counterparty is eligible under the rule if the countgrpar
identifies the paragraph of the ECP definitmus,in the case of a Special Entithe 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 representatioadcurate. In the absence of counterparty

8This addition is related to the Commissionds deter min
to certain Special Entities defined in Section 3 of ERIS@eSection IV.A. of this adopting release.

3190TC derivatives industry bestaztice advises professional intermediaries, prior to entering into any transaction,

to evaluate the counterpartyobs | 8eglPG Franeewakcat Segtion t r ans ac |
V.111.B.

320 The Commission expects swap dealers and nsajap participants to have policies and procedures in place that

require the review of counterparty relationship documentation to ensure that representations and disclosures under
subpart H of part 23 remain accurate. Such review should be part of itd aampliance review in accordance

with subpart J of part 2&eeproposed §8§ 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@ 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 requirementstioé rule. By providing noexclusive guidance as to the types of
representations that wil/l meet the Areasonabl
parties will be able to comply with the rule without incurring undue cost. Lastly, the Coimmiss
is confirming that, with respect to transactions initiated on a SErgtifecationexemption is
only applicable to anonymous transactions consistent with Section 4s(h)(7). The proposed
exemption from the verification duty did not mention DCM tratisas, unlike Section 4s(h)(7)
of theCEA, because Section 2(e) of tB&A 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 dealansl major swap participants do not have to verify
ECP status for DCM transactions, whether anonymous or otherwise.

D. Section23431 Disclosure of Material Risks, Characteristics, Material Incentives and

Conflicts of Interest Regarding a Swap

Proposed 83.431 is a multipart rule that tracks Section 4s(h)(3)(B) of the CEA. Based on
the structure of and comments relating to propos28i 431, the following discussion is divided
into six sectionsProposed 83.431 generally; material risk disclosure; scananalysis;
material characteristics; material incentives and conflicts of interest; and dailyfFaarkof the
six sections includes a summary of the proposed subsectior#Z3af3L, public commentand

a description of the final rule and Commissgandance.
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1. Proposed 23.431 Generally

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 regardintpe swap. The requirements do not Bpip both counterparties are
any of the followingSwap dealer; major swap participaat;SBS EntitiesProposed £3.431
implemented the statutory disclosure requirements and provided specificity with respect to
certaintypes ofmaterial information thiamust 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 swedated decisiori** The DoddFrank
Act does not addreské timing and form of the required disclosuré®. 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 swaipd in a manndhat was reasonably suffamnt to allow
the counterparty to assess the disclostffeS8wap 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)**3 The proposed rek allowed standardized disclosure of some
required information, where appropriate, if the information is applicable to multiple swaps of a

particular type or clas€’ The Commission noted, however, that most bespoke transactions

%21 proposing release, 75 FR at 8064f3CFTC v. R.J. Fitzgerald & Cp310 F.3d 1321, 13289 (11th Cir. 2002)

(AA representation or omission is Omaterialo6 i f a reas:
to make an investment.) (citirffiliated Ute Citizens of Utah v. United Statet06 U.S. 128, 15584 (1972)).

322 proposing release, 75 FR80643.

323 Additionally, under proposed § 23.402(h), swap dealers and major swap participants were required to maintain a

record of their compliance with the proposed rules.

324 Cf. SIFMA/ISDA Oct. 22 2010Letter, at 12 (recommending the use of standadasure templates that could

be adopted on an industwide basis, with disclosure requirements satisfied by a registrant on a relationship (rather

than a transactichy-transaction) basis in cases where prior disclosures apply to and adequatelytaddedesant

transaction).
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would require some combinan of standardized and particularized disclosdfes.
2. CommentsGenerally

Commentersiada variety of general concerns with the disclosure rules includip@he
proposed rules should be tailored to the institutional swaps market, not retail futseesrities

S326

markets;”” (2) the proposed rules should not apply when a counterparty is a certain size and

level of sophisticatior’?’ (3) counterparties should be ableoat into or opt out otthe proposed
rules?8 (4) the proposed rules alter the relatiopsbétween counterparties and swap dealers or
major swap participants? (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

30(6) only mandatory stataty rules should be promulgated at this time and discretionary

status®
rules €.g, scenario analysis) should be delay&d7) the statute does not require the same rules
for both swap dealers and major swap participants; different, less burdensome rules tonsisten

with the statute should be drawn for major swap participan(g) uncertainty regarding

compliance with principles based disclosure rdfésnd ©) the costs outweigh the benefits of

325 proposing release, 75 FR at 80643.

326 SeeSIFMA/ISDA Feb. 17 Letter, at-8 and 18; COPE Feb. 22 Letter, #3VRSFeb. 22 etter, at 34; Exelon
Feb. 22 Letter, at-2; CEF Feb. 22 Letter, at2 NY City Bar Feb. 22 Lettest 2.

327 SeeVRS Feb. 22Letter, at 1 and 4; NACUB®eb. 22 etter, at 34; HOOPPFeb. 22 etter, at 3; CEF Feb. 22
Letter, at 45.

328 SeeVRS Feb. 22Letter, at 4; NACUBCFeb. 22Letter, at 34; ABC/CIEBA Feb. 22 Letter, at 13.

329 seeBlackRockFeb. 22 Letter, at 2; CEF Feb. 22 Letter,-dt&nd 8.

330 seeRep. Bachuar 15Letter, at 13; SIFMA/ISDA Feb. 17 Letter, at 9; BlackRock Feb. 22 Letter, at 2 and 6;
ABC/CIEBA Feb. 22 Letter, at-3; ERICFeb. 22 etter, at 23; AFSCMEFeb. 22 etter, 4 4-5; AMG-SIFMA
Feb. 22 Letter, at-9.

31 seeBlackRock Feb. 22 Letter, at 2; SIFMA/ISDA Feb. 17 Letter, at 3; CEF Feb. 22 Letter, at 8.
3325eeMFA Feb. 22 etter, at 13; BlackRock Feb. 22 Letter, at 2; MetLifeb. 22Letter, at 1 and-%; CEF Feb.
22 Ldter, at 56.

3333See e.q, FHLBanks Feb. 22 Letter, at3 FHLBanks June 3 Letter, at8 NY City Bar Feb. 22 Letter, at 2;
SIFMA/ISDA Feb. 17 Letter, at 4 and IB8. ContraCFA/AFR Feb. 22 Letter, at 18.
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the proposed rul&*
3.Final §23.431 Generally
Regarding the commettiat 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 3* In particular, reports by the Derivatives Policy Grgup D P @&dCQounterparty Risk
Management Policy Group i C R M in@udégd industry best practice recommendations
regarding product disclosurd$ These OTC derivatives industry reports confirmed that the
industry is familiar with product disclosure. In addition, a comtaereported that:

Swap dealers also generally distribute to theiresel counterparties at the outset

of a new swap relationship standardized documentation setting forth the material

characteristics, risks and conflicts of interest with respect tevilaps to be

entered into with such engser counterparty under an ISDA Master Agreement or

other master documentatio.
Moreover, the plain language of Section 4s(h)(3)(B) requires disclosure of the material risks,
characteristics, incentives andnflicts 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 ¢hdisclosure duties should apply when a counterparty is a certain

34 seeBlackRock Feb. 22 Letter, at® VRSFeb.22 Letter, at 34; MFA Feb. 22Letter, at 56; HOOPPFeb. 22
Letter, at 23; ABC/CIEBA Feb. 22 Letter, at 13; COPE Feb. 22 Letter;4t QOPE June 3 Letter, atth Exelon
Feb. 22 etter, at 23; ETA June 3 Letter, at 201; CalPERS Feb. 18 Letter, ad3CEF Feb. 22 Letter, at 2.

335 proposing release, 75 FR at 80639.

336 SeeDPG Frameworksuprafn. 178 CRMPG | Reportsuprafn. 274 CRMPG |l Reportsuprafn. 274 CRMPG
lll Report,suprafn. 228

337 SeeFHLBanks Feb. 22 Letter, at 2.
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size andevel of sophistication, and whether counterparties should be ablgt ia to oropt out

of the protections of the disclosure rule, the Commission notes that Section 4s(h)8)(B) o
limits the disclosure duty when a swap transaction is between swap dealers, major swap
participantsand/or SBS EntitiesThe only exception in Section 4s(h)(3)(B) allows
counterparties to obtain the daily mark for cleared swaps upon rétfU@aten 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 tsdptor optout ofthe disclosure rule
other than as provided by the stattite.

Commenters claimed that the proposed disclosure rule alters the relationship between
counterparties and swap deal elengthdealingstaj or swap
advisory relationship¥'® 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 fiduciafy}.The final rule tracks the statute and includes
explanatoy language regarding the timing and content of the statutory, principles based

disclosure duty, and was informed by industry practféemd industry best practice

338 The Comnission 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 transactiddeefinal § 23.431(c) (previously numbered as proposed 8§ 23.438é&gnlso

Section 4s(h)(7) of the CEA with respecthe Special Entity provisions.

9seeSection 111 .A. 1. of this adopting release for a di s«
Comt erparties. 0

340 several commenters urged the Commission to coordinate with the SEC and DOL to ensurditiatiie

does not trigger ERISA fiduciary or municipal advisor status. The Commission confirmscihatiritues to

coordinae with both agencie on these issueSeeSect i on |1 of this adopting releas
| nt er s Saedlso®encst.ioon 111 . A. 1. of this adopting release for
ADi fferent Rules for Swapi  hbaaltesr 0 &KRed aMajiarg Swep rRRdrat i
disclosure rulesseeSectionV1.C.4. of this adopting release for a discussion of § 23.431.

%1The Commission is amending § 4.6 to exclude swap dealers from the CTA definition, which thErBokld\ct

amended to include swaps, when their advice is solely incidental to its business as a sw&pegSaletion 11.D.

of this adopting releas&eealso Section I1.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 Seesupraat fn. 336and accompanying text
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recommendation¥’> 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 languageihe r ul e, i ncl
reasonably sufficient time prior to entering
all ow a counterparty to assess, o0 along with t
rule,is intended to provideuwdance 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 documentati$fiDepending on the f& 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 fertain bespoke swaps will depend on the facts and

circumstances. Factors that would be relevant are the complexity of the transaction, including,

33The CRMPG Il Report provides the following best practice guidance regarding disclosure:
[t is critical that participants in the markets for highk complex instrumentsiust 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 decigiaking, 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 Groupelieves 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 littleeor non
CRMPG Il Report, at 59.
344 seeSection 111.A.3.f. of this adopting release for a discussion of proposed § 23 4DR(psures in a standard
format (renumbered as final § 23.402(f)).
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but not limited to, the degree and nature of any levet&gle potential for periods of
significantly reducediquidity, and the lack of price transpareri§This approach is consistent
with OTC derivatives industry best practice recommendations fofrisghcomplex financial
instruments*’ Given the evolutionary nature of swaps, and especially bespoke swaps, sw
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, assvagflesent 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 commears tecommendations to delay discretionary rules and urging different
rules for major swap participants, the Commission has addressed those issué€&bove.
response to commenters concerns about compliance with principles based disclosutbealuties,
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 disclosulee
a. Section23.431(a)(l)Material Risk Disclosure
i. Proposed 23.431(a)(1)

The proposed rule tracked the statutory obligations under Section 4s(h){3 (i) equired

the swap dealer or major swap participant to disclose information to enable a counterparty to

345 This characteristic is particularly relevant when the swap insladeembedded option that increases leverage.

Such features can significantly increase counterparty risk exposure in ways that are not traSgsateatn. 227.

34 CRMPG IlI Report, at 56seealsotext at fn.228

347 CRMPG Il Report, at 56.

%8 geeSection llLA.1.biiandiiof this adopting release for a discussi o
Rul es for Swap Dealers and Major Swap Participants. o
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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 om@mbination 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 ni&reit>>°
operationaf*! and liquidity isks>>? 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 Com
prcti ces, 0 information regarding specific mate
influence the dayo-day changes in valuation, as well as the factors or events that might lead to
significant lossed> As described in the proposing releadisclosures 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 swajp 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 withgvaymad of
swaps, asset classes and trading venues, and tailor their disclosures accordingly.
ii. Comments

The Commission receivembmmentson a variety of issues related to proposed

§23.431(a)(1). Comments included claims that disclosures would ieateats, delay

Mar ket risk refers to the risk to a counterpartyos fi
level or volatility of market prices.

30 Credit risk refers to the risk that a party to a swap will fail to perform on an obligation under the swap.

31 Operational risk refers to the risk that deficiencies in information systems or internal controls, including human

error, will result in unexpected loss.

32| jquidity risk is the risk that a counterparty may not be able to, or cannot easily, unwindepiagstsrticular

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.

¥33eeCRMPG Il 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 riskslowever,onecommenter
specifically disagreedirguing that the statute requiresteral risk disclosurandnot limited
utility, generalized disclosur&® With respect to the importance of a robust risk disclosure duty,
thecommentet® referenced transactions profiled in the report from the U.S. Senate Permanent
Subcommittee on Investigations, Committee on Homeland Security and Governmental Affairs,
A Wal | Street and the Financi al Crisi,201 Anatom
(ASenat €' Reporto).

Another commenter stated that the proposed rule was too vague regarding what material risks
must be disclosed, creating legal uncertainty, potential hindsight enforcememirivate rights
of action®*® Thecommenteclaimed thg without guidance, swap dealers and major swap
participants may over disclose risks and/or limit the numb#redfswap counterparties?
Certain commenters recommended that the Commi
swap are limited to thecenomic terms of the product and not risks associated with the

underlying asset’

Several commenters supported standardized risk disclo§ttémwvever, others were

¥%4Seee.qg, SIFMA/ISDA Feb 17 Letter, at 17.

35 CFA/AFR Aug. 29 Letter, at 19.

%6|d., at 25 and 12.

®'The report concludes that transactions involving stru
problematic because they were designed to fail and the disclosuresdoanitt/or misrepresented the material risks,
characteristics, incentives and conflicts of interest related to these types of transactions.

8 EHLBanks June 3 Letter, atB

359 Id.

305eee.g, SIFMA/ISDA Feb. 17 Letter, at 12(g, a particular evennithe Middle East that could impact
currency markets).

%135ee e.g, MetlLife Feb. 22l etter, at 5; ATAFeb. 22 etter, at 3; APGAFeb. 22 etter, at 3; FHLBanks Feb. 22
Letter, at 1 and-3; FHLBanks June 3 Letter, at®B Cll Feb. 10 Letter, at 2.
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skeptical of the value of mandatory boilerplate disclostffe®ther commenters recommended
that the Commission specifically require risk disclosures regarding volatility, historic liquidity
and value at risR°® One commenter recommended that, in lieu of propo281481, the
Commission limit the disclosure duty to a predefined scenario an3i{tisvas 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 intereses>®° It was asserted that such objective standards
would promote marketplace and legal certatity.

iii. Final 823.431(a)(1)

After considering the comments on propos&8&31(a)(1), the Commission has determined
to adopt the rule as proposed. In &iddi, the Commission is confirming that the rule will be
interpreted consistently with industry best practice regarding the disclosure of materi&l'risks.
This guidance will assist swap dealers and major swap participants in designing policies and
procedues 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

362 5eeCOPE Feb. 22 Letter, at® ExelonFeb. 22 etter, at 23; BlackRock Feb. 22 Letter, at 7.
33 SeeBetter Markets Feb. 22 Letter, at 3 and 7; BarMay 23Letter, at 2.

34NY City Bar Feb. 22 Letter, at 2.
365 |d

366 G

37 As stated in the proposingreleasep nsi st ent with industry fbest practice
material risks must identify the material factors that influence thea@dgy changes in valuation, as well as the

factors or events that might lead to significant losses. Progosiease, 75 FR at 80644 (citing CRMPG Il 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 iden¢ifgxtertt 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 8@&4élsoproposed 17 CFR 240.158(b)(1),

SEC6s proposed rules, 76 FR at 42454 (SEC rule regardin
l'imited to, fithe mat e r-to-daychénges in ealuaiont thedattors ondvdnts hat might t he d
lead to significant lossethe sensitivities of the securibased swap to those factors and conditions, and the
approximatemagnitude of the gains or losses the secirétyed swap will experience under specified
circumsfAacaoedbdhgly, the Commbessienbswi hhet peetatonfi ¢l
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 ydipe

Certain commenters recommended that the Commission clarify that the material risk
disclosure requirement undef8.431(a)(1) is limited to disclosures about the risks associated
with the economic terms of the product and not risks associatetheitmderlying assét® 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 th& Svap.
certain swaps, however, where payments or-flasfs are materially affected by the
performance of an underlying asgat which there is not publicly available information (or the
information is not otherwise accessible to the counterpditygl §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 tHé& veapxamplefor a total

return swap whose value is based onpiidormance of a broaolsed index consisting of

%% SeeSIFMA/ISDA Feb. 17 Letter, at 17.

39 Such economic terms would include payout structures that embed volatilitfi@madipy features into the

transaction, including, but not limited to, caps, collars, floors, kilodt knockout 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.

7% such a requirement is not intended to create, and does not create, any general trading prohibition or general
disclosurergui r ement concerning fAinside informationo under
where information concerning the risks of the underlying asset generally are not publicly available. For example,
where a swap dealer offered a total return serap broaebased 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 contrase awkeap 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 riskioridemat
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 pilof its duty to disclose material incentives and conflicts of inteBesiSection

[11.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 discldbe 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 aodswap participants also will be subject to

the fair dealing rule and antifraud provisions with respect to their communications with counterfag®ections

[11.B. and II.F. of this release for a discussion &23410 Prohibition on Fraud, Manipui@n and Other Abusive
Practices, and 83.433 CommunicationsFair Dealing, respectively. In addition, as stated #8800, nothing in

these rules is intended to limit or restrict the applicability of other applicable laws, rules and regulationsgincludi

the federal securities laws.
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unique assets that it created or acquisesivap dealer or major swap participant would be

required to disclose information about the material risks and characterigtiesbybaebased

index, unless sucinformation is accessible to the counterpdbigclosure 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 doy Secti
4s(h)(3)(C) and final 83.433.In connection with a swap based on the price ofailexample

a swap dealer or major swap participant would not have to disclose information about the drivers
of oil prices because such information is readily avaslablmarket participant€!

Without commenting on the Senate Reportaos
final disclosure rules would address transactions similar to those profiled in the Senate Report, as
requested by commente¥é.The final ruleaddresses the types of concerns raised by the Senate
Report andby 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 priipdes 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 linit 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 comifiémtatisfy, 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 analysisscosure of these risk factors may be appropriate.

32 g5eee.g, Sen. Levin Aug. 29 Letter, passim CFA/AFR Feb. 22 Letter, at 20 and 12; CFA/AFR Aug. 29

Letter, at 38, 18 and 20.

33NY City Bar Feb. 22 Letter, at-2.
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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 praétitieowever, 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 analysigeu of proposed 83.431.

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 wi#880Zf)i Disclosures in atandardformat®’®
b. Section23.431p)i Scenario Analysis
i. Proposed 23.431(a)(1)(H(v)

The Commi ssi onés ismoposedr@B.431(a(h)@(Vv)yrenunterediad e
§23.431(b))equired swap dealers and major sypapticipants to provide scenario analyses
when offering to enter into a higisk complex bilateral swap to allow the counterparty to assess
its potential exposure in connection with the sw&pn addition, the proposed rule allowed
counterparties to elect to receive scenario analysis Wiegnwereoffered bilateral swaps not
available for trading on a DCM or SEF. The elective aspect of the rule reflected the expectation
that there would be @umstances where scenario analysis would be helpful for certain

counterparties, even for swaps that are not-higlhcomplex. ProposedZ3.431(a)(1) was

modeled on the CRMPG Il industry best practices recommendation foerisigbomplex

374 5eeCRMPG Il Report, at 60.

375 seeSection 111.A.3.f. of this adopting release for a discussiofinal § 23.402(f) Disclosures in a standard
format.

37 gcenario analysis was proposed in addition to required disclosures for swaps that do not qualifyisis high
complex. Such requiredisclosures included a clear explanation of the economics of the instrument.
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financial instuments>’’

Like theCRMPG lllindustry best practic@ e c o mme ndat i o friskcdmplex t er m

A

bil ateral swapo was not defined in the propos

identified topreventconcernsabout overor undefinclusivity. The characteristiaacluded The
degree and nature of leveralj&the potential for periods of significantly reduced liquidity and
the lack of price transparent$. The proposed rule required swap dealers and major swap
participants to establish reamsile policies and procedures to identify Rigtk complex
bilateral swaps and connection with such swaps, provithe additional risk disclosure
specified in propose@ 23.431(a)(1).

Scenario analysis, as required by the proposed rule, would b@@ssrn of potential
losses to the fair value of the swap in market conditions ranging from normal to severe in terms
of stress° Such analyses would be designed to illustrate certain potential economic outcomes
that might occur and the effect of thesécomes 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 assumpins underlying a given scenario ahdirimpact on swap valuation be
disclosed®® In requiring such disclosures, however, the Commission did not require swap
dealers or major swap participants to disclose proprietary information about pricing models.

The Gmmission did not propose to define the parameters of the scenario analysis in order to

37 CRMPG Il Report, at 6®1.

378 Seefn. 227and345discussing risks regarding leverage.

379 CRMPG IlI Report, at 56seealsotext at fn.228

30 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 priessetneblatilities.

31 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 partieg designinghe analyses in accordance with the characteristics

of the bespoke swap at issaredany criteria developed in consultats with the counterparty.

Further, the proposed rule required swap dealers and major swap participants to consider relevant
internal risk analysesncluding any new product reviewshen designing the analys&é As for

the format, the proposed rule réma 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, mcluding cautions about the predictive value of the scenario analysis, and any
limitations on the analysis based on the assumptions used to prepare it. The Conatnjgsdn
the proposed rule with longstanding industry best practice recommend#tions.

ii. Comments

The Commission received comments on a broad range of issues regargiraptised
scenario analysislle. One commerr raised a host of concernscluding: (1) ThatSection
4s(h)(3)(B)does not require scenario analysiy;dodifying industrybest practice will
discourage future private sector initiative®), ¢cenario analysis is a broad concept encompassing
many potential analyselatare not relevant for individual transacticarsd,absent a definition
or guidance regarding the parametarthe 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); $wap dealers and major swap

participants mg have liability for failing to provide mandatory scenario analysis even though

382 The Commission proposed that swapldes and major swap participants adopt policies and procedures
regarding a new product policy as part of their risk management sy&éeproposed § 23.600(c)(3), Governing
the Duties of Swap Dealers, 75 FR at 71405.

33 35eeDPG Framework, at SectionV.G.; CRMPG Il Report, at 581 and Appendix A, Bullet Sutsee
SIFMA/ISDA Feb. 17 Letter, at 134.
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they have reasonable policies and procedures for identifyingrisiglscomplex bilateral swaps;

(6) the highly subjective definition of highisk complex bilateral swap is pr@matic 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; an8él)(the mandatoryelivery of scenario analysis will delay execution

which increases risk to the counterpafty.

Other commenters claimed that the scenario analysis rule would increase counterparty
dependence on swap dealers and major swap particthamedyraising moral hazard
concerns®® Another commenter was concerned that scenario analysis, or portions tisereof,
often proprietarywhich raises confidentiality and liability issu&§The commenter also
claimed that the proposed scenario analysis rukesisurce intensive and will increase the cost
of swaps to counterpartié¥’.

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 thedropos
rule 38 Anothercommenter 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
dothe analysivhi ch is easi |y mo dpurpaseé®Moreoverthehe count er
commenteasserted that swap dealers and major swap participants must do the analysis as part of

the suitability or 9SmadilatheEommenter suppbriedsthe i nt er

384 SeeSIFMA/ISDA Feb. 17 Letter, at 181.

385 SeeMFA Feb. 22 Letter, at 6; CEF Feb. 22 Letter, at 9; SIFMA/ISDA Feb. 17 Letter, at 19.
386 CEF Feb. 22 Letr, at 910.

387M_

388 MetLife Feb. 22 etter, at 5.

389 CEA/AFR Feb. 22 Letter, at 9.

390@-
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proposed rulgbut suggested allowing sy dealers and major swap participants to delegate
responsibility for the analysis to appropriately qualified independent third party pro¥itiers.
addition, this commenter recommended that the scenario analysis be provided on a portfolio
basis®®? Lastly, certain commenters suggested that the proposed scenario analysis only be
required at the request of the counterpatly.
iii. Final 823.4316)

After considering the comments, the Commission has determined to adopt proposed
§23.431(a)(1)(H(v) (renumberecs 8§23.431(b))with certain modifications. The Commission
revisedt he proposed rule to eliminate the-riskequire
compl ex bilateral s wa p sscénaribanalysie @y when réqaestédi n a |
by the counterparty for any swap rimadeavailable for tradinggon a DCM or SER* To
comply with the rule, swap dealers will have to disclose to counterparties their right to receive
scenario analysis and conswith counterpartiesegarding design. These changes eliminate both
t he mandatory el ement and def i n4isk complex | i ssues
bil ateral swap. 06 They also address counterpar
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

222 Markit Feb. 22 Letter, at-8; Markit June 3 Letter, at 7.

Id.
393 SeeCOPE Feb. 22 Letter, at 4; SIFMA/ISDA Feb. 17 Letter, at 21; Exedn 22 etter, at 4; CEF Feb. 22
Letter, at 10.
394Under Section 2(h)(8) of the CEA, a swap that is subject to the clearing requirement of Section 2(h)(1) must be
executedonaD@ or SEF unl es snakestheBv@aMavailable ® Eaee the swap is syéct to the
clearing exception under Section 2(h)(iZ¢.( the eneuser exception)SeeProposed Rule§wap Transaction
Compliance and Implementation Schedule: Clearing and Trade Execution Requirements under Section 2(h) of the
CEA, 76 FR 58186, 58191¢8t. 20, 2011 Trade Execution Requirementdsee alsd’roposed Rules, Process for
a Designated Contract Market or Swap Execution Facility to Make a Swap Available to Trade, 76 FR 77728, Dec.
14, 2011 (AProcess t o Malkeeeforz, fiitavEsd31@)Norlyi réqairbslaswap dealefFtoa d e 0 )
provide scenario analysis upon request for swaps that are not subject to the trade execution requirement under
Section 2(h)(8).
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is limiting the duty to swap dealers only.

Regarding parameters fecenario analysis, the Commissiubecided to retain the language
in proposed 83.431(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 higsk complex financial instruments> That best practice
recommends:

The analysis should be done over a range of assumptions, including severe

downside stress scenarios. Scenario analysis should also includeysmrsanfal

what assumptions would result in a significant percentageda$s50%) of

principal or notional. All implicit and explicit assumptions should be clearly

indicated and calculation methodologies should be explained. Significant

assumptions shouloe stresgested with the results plainly disclosgd.
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 dealdraveinformed Commission stafthat they currenyl provideto
counterpartiescenario analysis upon request and without ch&fge.

Regarding comments th&ection 4s(h)(3)(B)loes not require scenario analysis, the
Commission notes that OTC derivatives industry best practice dateigo 1995 discusseabe
provision of scenario analysis to illustrate the risks of particular derivative pradticts.

addition, a recent OTC derivatives industry best practice disclosure recommendation-for high

ri sk complex financi al i nsnalysasmedrsitesstestathat s f or

39% 5eeCRMPG Il Report, at Appendix A, Bullet 5.
396
Id.

37 proposing elease, 75 FR at 80645.
3% SeeDPG Framework, at Section V.II.G.
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prominently illustrate how the instrument will perform in extreme scenarios, in addition to more

probabl e ¥STheseirausiryaeparts, coupled with letters from commefittase

evidence of the value of scenarioanalys i n suppl ementing a counter

ri sks and characteristics of swaps and suppor

scenario analysjgss providedor in the final ruleis in the public interest. As discussed above in
connection with final 3.400 Scope, the Commission has ample discretionary authority to
adopt the scenario analysis riifé.

The Commission is not persuaded by the assertion that codifying industry best practice will
discourage future private sector initv&s and enhance the potential for hindsight enforcement
actions and private rights of acti8¥.By adopting industry best practice recommendations, it
can be argued that the Commission is encouraging industry efforts to try to shape regulatory
solutions tandustry 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 newptdealers.
Numerous private and enforcement actions involving derivatives have been filed based on
theorieghat existed prior to the enactment of the Dé&ddnk Act

With regard to the claim that scenario analysis needs a definition and parameterd to avo

potentially misleading counterparties, the Commission notes that the final rule, unlike the

39 5eeCRMPG Il Report, at 61.

400 seeMetLife Feb. 22Letter, at 5; CFA/AFR Feb. 22 Letter, at 9; Better Markets Feb. 22 Letter, at 3 and 7;
BarnardMay 23Letter, at 2; Markit Feb. 22 Letteat 3-4. Accord COPE Feb. 22 Letter, at 4; CEF Feb. 22 Letter, at
10 (suggesng changingtherule from mandatory to elective by the counterparty).

“lgeeSection 111 .A.1.ii. of this adopting release for
92 SIFMA/ISDA Feb. 17 Letter, at 18.
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proposed rule, will require scenario analysis adyequested by the counterpdffThe final

rule also will require consultation with the counterparty andlassire of the material

assumptions and calculation methodologies. These aspects of the rule, coupled with the other
disclosure and fair dealing dutjehould ameliorate the potential for misleading the
counterparty. In addition, the Commission has detegthto adopt the CRMPG |1l Report
description of scenario analysis, which provides an appropriate, principles based standard for
swap dealers under the final rdf8This principles based standard should provide sufficient
guidance to swap dealers to asleie€onsistency regarding the minimum parameters of scenario
analyses. As indicated in tfieal 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 dedhaebyraising 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 elecboars swaps that are rfshade
available for tradingon a DCM or SEF® This narrowing of the rule reduces both swap dealer
and counterparty costscluding potential delays in execution. Only counterparties that want
and request the scenario analysis will receive it. This approach is consistent with industry
practice which wasconfirmed during meetings with swap dealers, that upon request of
counerparties scenario analysis is provided and without any additional éRafgerefore, the

rule should not significantly change the existing practice by unduly increasing counterparty

“9%3The final rule does not distinguish between high risk complex swaps and other swaps. This and other changes in

the final rule address commenfrerskd coonpd exn s walpaoutantdh e el
liability issues.

04 SeeCRMPG Il Report, at Appendix A, Bullet 5.

“®Seedi scussion of Section 2(h)(8) and swap34fimade avail :
‘% proposing release, 75 FR at 80645.
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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 propnatariy
may raiseconfidentiality and liability issue®, the Commission notes that the final rule does not
require the disclosure of Adanprhodaliermyuseatd , pr op
prepare the scenario analysie However, the rule does require
assumptions and an explanation of the calculation methodologies. The Commission does not
consider scenario analysis and its materialagsions and calculation methodologies to be
confidential, proprietary information. This conclusion is based on several industry tlports
confirm that scenario analysis and its material assumptions and calculation methodologies are
best practice disckure?®*Re gar di ng c omme nt e labildy for thensceparin's r e |
analysis, the Commissidrelievesthat forwardlooking statements should not unduly expose
swap dealers to liability where the scenario analysis is performed consistent witle the r
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
§ 23.433 Communicationisfair dealing*®

The elective approadh the final rule ameliorates concetthsit 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 burdéldpraddition, 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 establishibd rule. This approach should

7 SeeCEF Feb. 22 Letter, at90.

% 5eeDPG Framework, at Section V.II.G.; CRMPG lIl Report, at A2.

409 SeeSection I1I.F. ofthis adopting release for a discussion of § 23.€&28nmunicationfair dealing.
“19See e.g, Exelon Feb. 22 Letter, at 4; COPE Feb. 22 Letter, at 4; SIFMA/ISDA Feb. 17 Letter, at 21.
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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 ghrepdyingsome form of
scenario analysis of the swap forithmvn purposesncluding new product review, daily
product pricing, margin analysis and risk management.

The Commission agrees withe commenter that suggestthat swap dealers be able to use
appropriately qualified independent third party providerperform the scenario analy4fs.
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*'?

the Commission notes thidite final rule is guided by the statutehich requires

di sclosure of informati on a,lthe@ammissiomhas i sks of
determined that it is appropriate to require swap dealers to provide scenario amadysis

request, with resgt 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 portfalithersifer

a variety of reasons, including confidentiality of portfolio positions, may not request that
analysisLastly, the Commission addressed the commebterscern that scenario analysis may

cause swap dealers to become ERISA fiduciaries, muhaipisors and/or CTAslsewhere in

this adoptingreleasé'?

c. Section23.431(a)(2)Material Characteristics
I. Proposed 23.431(a)(2)

Proposed 23.431(a)(2) required swap dealers and major swap participants to disclose the

411 seeMarkit Feb. 22 Letter, at-2; Markit June 3 Letter, at 7.
412
Id.

“WgeeSection |1 of this adopting release for a discussi ol

Fiduciary, SEC Municipal Advisor and CTA status issues.
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material characteristics ttie 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
sent by the swap dealer or major swap participant to the counterparty upon ex&¢ution.
ii. Comments

Commenters raised objections to language in the proposemseetoncerning 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 $W&me @mmenter claimed it
would be both unnecessary given the BEus of the counterparty and potentially confusing
due to differences between a reecution summary and the p@stecution transaction
documentatiorf*®

Commenters that support the disclosure rule recommended that the rule be interpreted to
require forbespoke swaps that disclossiseparately detail standardized components of the swap
and price of each component, including embedded credit for forgone colfatémahddition,a
commenter recommended that the disclosure obligation include the feattireswhp that
could disadvantage the counterpdrty.
iii. Final 823.431(a)(2)

After considering the comments, the Commission has determined to a2{®gt38(a)(2) as

“ pProposing release, 75 FR at 80645.

15 SeeExelon Feb. 22 Letter, at 3; SIFMA/ISDA Feb. étter, at 2122.

“1°SIFMA/ISDA Feb. 17 Letter, at 222,

417 SeeCFA/AFR Feb. 22 Letter, at 10; Better Markets Feb. 22 LettergaBetter Markets June 3 Letter, at 13;
CFA/AFR Nov. 3 Letter, at 6.

“I8 CEA/AFR Feb. 22 Letter, at 11 (for example, situatinh®re the proposed swap has basis risk and/or an interest
rate mismatch).
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proposed. To address questions about the manner and substance of disclosure tbat must b
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 swaitl, ieed 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 ananner of disclosure, disclosures in a standard format and record
retention, to adopt a reliable means of disclosure agreed to by a count&rparty.

Disclosures made prior to entering into a swap should not be confused with transaction
documentation. Theral internal business conduct standards runlesibsection J of part 24ill
apply to transactiodocumentatioff?° The final external business conduct standards mles
subsection H of part 2&stablish 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 counterpartiegyeaition 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 prexecution to comply with thematerial characteristics disclosure duty in

§23.431(a)(2).

19 SeeSections I11.A.3.e., f. and g. of this adopting release for a discussion of final § 23iA02(eker of

disclosure, final 23.402(f) Disclosures in a standard format, and lfi§23.402(g) Record retention, respectively.
While the rules allow disclosures by any reliable means agreed to by the counterparty, pursuant to § 23.402(f)
written disclosures are the preferred method to avoid confusion and counterparty disputesdidtitisares

enhance the ability to monitor compliance and facilitate compliance with the record retention requirements in

§ 23.402(g).

420 see e.g, Confirmation, Portfolio Reconciliation, and Portfolio Compression Requirements for Swap Dealers and
Major Swap Participants’5 FR 81519, Dec. 28, 2010.
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One commenterequested 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 termof its swap with the swap dealer or major swap partici5aimhe
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
determiration, based on the standards set forth in the rule. This will be particularly true when
certainfeatures including, but not limited to, caps, collars, floors, kAanskknockouts range
accrual featureembedded optionality or embedded volatiiitgrease the complexity of the
swap The disclosure rule, coupled wi#23.433 CommunicationsFair Dealing*?? requires the
swap dealer or major swap participant to provide a stactdalbasis for the counterparty to
assess how #se featureand othersvould impact the value of the swap under various market
conditions during the life of the swap’®

Swap dealers and major swap participants will be permitted to include certain disclosures
about material characteristics (other than information normalliagted in a term sheetuch as
price and dates) in counterparty relationship documentation, where appropriate, consistent with
final § 23.402(f) Disclosures in a standard format.

Commenters sought guidance on whether the material characteristics disdlatyurequires

a swap dealer or major swap participant to determine and then disclose how the terms of a

*?I SIFMA/ISDA Feb. 17 Letter, at 222.

22 seeSection III.F. of this adopting release for a discussion28.833 Communicationfair dealing.

% Because 83.431(a)(2) creates a flexible disclosure regimeQimamission declirg at this time, to interpret

§ 23.431(a)(2) as requiring, with respect to bespoke swaps, a separate detailing of all standardized components of
the swap and the pricing of each component, including embedded credit, for forgone taispecally where the

swap dealer has not made a recommendation to the countergartsever, nothing in the final rule would preclude

the parties from negotiating disclosures of this tfeeSection I11.D.3.d. of this adopting release for a dismrss

of disclosures in connection with a swap dealer6s recol

106



particular swap relate to the circumstances of a particular countetffartye Commission
believes thatfor most swaps, information about the matkcharacteristics 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, oraswap dealerhasmadefir ecommendati on, 0 which trigg
acting as an advisor to a Special Entity, the swap dealer or major swap participant will be
required to act consistdptwith the relevant duty, including exercising reasonable due diligence
and rmaking 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 fin2B8433. Additimally, for a Special
Entity, the swap dealer or major swap participant will havieatee a reasonable basis to believe
thatt he qualified independent representative wil
evaluate the appropriateness of eachphased 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*®®
d. Section23.431(a)(3)Material Incentives and Conflicts of Interest
i. Proposed 23.431(a)(3)
Proposed 23.431(a)(3}rackedthe 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 wiaggant may have in

connection with a particular swap. The Commission also proposed that swap dealers and major

24 SeeCFA/AFR Feb. 22 Letter, at 11.
42> geeSection IV.C. of this adopting release for a discussion of § 2BREquirements for swap dealers and major
swap participants acting as couprties to Special Entities.
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swap participants be required to include with the price of the swap, themaniatt value of the
swap as defined in propose@3.431(c)(2)In addition, swap dealers and major swap
participantsvererequired to disclose any compensation or benefit that they receive from any
third partyin connection witithe swap. The Commission also stated in the proposing release
that in connection with any recommended swap, swap dealers and major swap partiegrants
expected to disclose whether their compensagtatedto the recommended swap would be
greater than for another instrument with similar economic terms offered bw#pedealer or
major swap participarf€® With respect to conflicts of interest, the Commission statedtthat
expectedsuch disclosure would include the inherent conflicts in a counterparty relationship,
particularly when the swap dealer or major swap @gent recommends the transaction. The
Commission also indicatatdexpectedhat 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 createsaterial incentives or conflicts of interest that require disclo&tre.
ii. Comments

The Commission received comments addressing a variety of issues. Several commenters
generally supported the disclosure requireni&tbne commenter stated that it wanted to
receive information about incentives or compensatianthe swap dealexas receiving?® Two

other commenters said they did not object to swap dealers being required to disclose conflicts of

“% proposing release, 75 FR at 80645.

2" This may exist, for example, when the swap dealer or major swap participant acts both as an underwriter in a

bond offering and as counterparty to the swaps used to hedge such finanttiegeloircumstances, the swap

deal erds or major swap participantés duties to the coul
operating and should be disclosed. With respect to swaps entered into with Special Entities, swamdeagos a

swap participants are required to disclose the capacity in which they are acting and, if they engage in multiple

capacities, disclose the difference in such capacities in accordance with Section 4s(h)(5) of the CEA and proposed

§ 23.450(f)(renumbered and adopted as final § 23.450(g))

‘28 See e.g, Metlife Feb. 22Letter, at 5; COPE Feb. 22 Letter, at 4; Exelon Feb. 22 Letter, at 4.

29 MetLife Feb. 22L etter, at 5.
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interest because such disclosures would seem to be embeddeddamcept of fair dealintj®
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 compensatieceived by the swap dealer or major swap participant
in connection with a particular swép

A commetter 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 ter
offered by the swap dealer or major swap particip&rtowever,adifferent commenter
objected toand requested withdrawal,dfiat same statemeassertinghat swap dealers and
major swap participants should not be obligated to identify and evalagarable instruments
on behalf of the counterparagsucha comparative analysis would be an advisory service that is
the responsibility of the counterparty and its advig6ts.

Another commenter urged full disclosuoscounterpartiesf theincentivesto swap dealers
and major swap participants for use of various market infrastrucewep (data repositories
( i S D EOs) DCMs, and SEFSY? Similarly, the commenter recommended prohibiting fee
rebates, discounts, and revenue and profit sharing, whaskerts are substantively the same as
preferential access to market infrastructures. The commenter madttaat such practices

simply transfer costs to less influential participants who must follow the lead of large liquidity

0 COPE Feb. 22 Letter, at 4; Exelon Feb. 22 Letter; 4t 3
L CEF Feb. 22 Letr, at 13.

432 CFA/AFR Feb. 22 Letter, at 11.

433 SIFMA/ISDA Feb. 17 Letter, at 23.

434 SeeBetter Markets June 3 Letter, af76
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providers?®®

In addition certain commenters that supgatthe rulealsowould like the Commissiomo
require separate pricing of each fAamal gamated
and a comparison of the risks and costs of the customized swap with comparabldigeahdar
listed swap$>® The commenters identified, for example, embedded credit for forgone collateral
as an amalgamated component that should be mepatatelyThese commenters also urged
the Commission to clarify that the material incentives @dlicts of interest disclosure
obligation applies not only to specific alternative instruments but also to alternative strétegies.

In addition,a commenterecommended that the Commission issue guidance that the
following situations are not conflictd mterest that warrant disclosure because counterparties
are awaref or expect these common business practid@<sSiinply taking the opposite side of a
swap; @) swap dealers, major swap participants or affiliates entering into other swaps that take
anopposite view from that of the counterparty for reasons unrelated to the swap with the
counterparty; and3j swap dealers and major swap participantsriggay physical business that
would benefit from a price movement that would be adverse to the counterpad s ec onomi ¢
position under the swap® This same commenter also requested that the final rules formally
recognize that no disclosure obligation exists with respect to knowledge regardisgw a p 6 s
referencecommodity épecifically, swaps referencimmergy commoditie$, the physical markets
inwhichittradesor any particular entityés *Positions o

iii. Final §23.431(a)(3)

435 Id

436 SeeBetter Markets June 3 Letter, at-13; CFA/AFR Feb. 22 Letter, at 112; CFA/AFR Nov. 3 Letter, at 6.
437
Id.

38 CEF Feb22 Letter, at 13.
439m.
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After considering the comments, the Commission has determined to adopt the proposed rule
with the following revision. In proposed Z3.431(a)(3)(i)when disclosing the price of a swap,
swap deal ers and major swap pa-mbr&epantsuweoub
swap. In the final rule, the Commissidacided o0 change -mhekeermafimed to

mar k e t*0

tm marekaocurately 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 majomap participanté** The Commission notehat information about the spread
between the quote and mmdarketmarkis relevant to disclosures regarding material incentives
and providsthe counterparty with pricing information that facilitateegotiations ash balance
historical information asymmetry regarding swap pricing.

In addition, the Commission is clarifying certain guidance provided in the proposing release
regarding recommended swdfiThe proposing release indicated that, in connection with the
dutyto 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 thaarfmebdb an
offered by the swap dealer or major swap particip&nnh response to commenter concerns that
such disclosure would constitute advit&the Commission has determined to limit the guidance

to instances where more than one swap and/or strategpmmanded to accomplish a

particular financial objectiv&*® Generally, these muiproduct presentations include a

“Further, the Commisnar&etcomafikoms anh &t -todmie r mi ned t hr o
calculations when a liquid market does not exist.

*41The Commission has made the same change in proposed § 23.Bail{cMark (renunbered as £3.431(d)).

42 proposing release, 75 FR at 80645.

443|d.

** SeeSIFMA/ISDA Feb. 17 Letter, at 23.

“>gSee als®ection IILG.3.ot hi s adopting release and Appendix A to su
Regul ations for a discussion of what constitutes a AfAr e
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comparison of swaps or strategies. In addition, the Commission understands that counterparties
often ask dealers for alternatives to a paréicsivap, 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 tmhma&] ewapwapeaparthisciopant s i ncent i
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 swaarticipants 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 eaahdsta@ized component of a customized
swap, compare the risks and costs of customized swaps with those of standardizeorswaps
disclose the embedded cost of credit for forgone collateral. Similarly, the Commission believes
that facts and circumstances,liding whether the swap deatarmajor 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 ofthat strategy*® 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 0§ 23.431(a)(3) The Commission will consider good faith compta with such
policies and procedures when exercising its prosecutorial discretion in connection with any

violation of the rule.

“4®See e.g, the Senate Report, at 5581 ($2 billion Hudson CDO deal included $1.2 billion in asse fr
Gol dmands bal ance sheet. The marketing materials did nq
Gol dmands bal ance sheet . ).
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With respect to the use of standardized disclosures to satisfy conflicts of interest and
incentives disclosures, the Commission reminds swap dealers and major swap participants, as it
has with respect to other disclosure obligatidinatwhether suchlisclosures will be sufficient
to satisfy the disclosure rule in connection with any particular swap will depend on the facts and
circumstance$?’ As discussed elsewhere in taidoptingrelease, the statute places the
disclosure duty on swap dealers anganawap participants to ensure that all material incentives
and conflicts of interest relating to the swap are disclosed.

Concerning disclosur® counterpartiesf theincentives to swap dealers and major swap
participants for use of various market irsftraictures (DCOs, SDRs, DCMs, and SEFsS), the
Commission agrees that incentives paid to swap dealers and major swap participants by various
market infrastructures for a swap transactionsaegjuired disclosure within the statute and
§ 23.431(a)(3)**® With respect to fee rebates, discountsjrevenue and profit sharing, the
Commission has determined not to prohibit these payments at this time, but rather to require
disclosureof such paymentsecause the payments woglohstitutematerial incentives or
corflicts of interest in conjunction with the swap. Such disclosureislsnacompassed 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 mataigsion under the
Co mmi s s i-frandfpmovisiomstincluding final 83.410(a).

The Commi ssion decl i nthasthetCohnemissianissne guidamae thét r e q u

certain enumerated situations are not conflicts of interest that warrant discldsipain

47 See e.g, Section II1.A.3.f. of this adopting release for a discussion of fir28.802(f) Disclosures in a stantth

format.

48 5uch payments can be considered both incentives and conflicts of interest within the meaning of the statute and
rule and, either way, must be disclosBdeSection 4s(h)(3)(C) of the CEA and final §23.4838mmunicationgair

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
assessinghelist of situationgprovided by comments, 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 materahiives and conflicts of interest
disclosure obligation does not apply to information known by the swap dealer or major swap
participant regarding s wa p 6 scomneoflitg, the physieal markets in which it trades or

any particul ar busimessiintsyclocomnpooits Based onrthe statutory

language in Section 4s(h)(3)(B)(ii), the Commission cannot cortfien o mme nt er 6 s poi

statute requires swap dealers and major swap

conflicts of interest that the swap dealer or major swap participant may have in connection with
the swap. 0 |t iadicularlyin theaenargy gontgxtorergioned bgthe p
commenter, that activities of the swap dealer or major swap participant related to the underlying
commodity could create materi al i ncentives
offered b a counterparty. In addition, the Commission believes that transactions similar to those
described inhe Senate Repdft’ would warrant disclosures concerning activities related to the
underlying commaodity. Without commenting on the transactions themséhge€ommission

notes that th&enate Bport raised concerns regarding proprietary trading and the limited

transparency of underlying ass&tsWhether such disclosure is required in connection with any

*9SeeCEF Feb. 22 Letter, at 13.
“0genate Report, at 53686.
1 SeeSection 111.D.3.a. of this adopting release for a discussion of § 23.431(dgtrial risk disclosure.
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particular swap will depend on the facts and circamsgs'>?

e. Section23.431¢l)i Daily Mark
i. Proposed 23431(c)

Section 4s(h)(3)(R)ii) directs the Commission to adopt rules that requirei=¢t cleared
swaps, upon request of the counterparty, receipt of the dailyoh#r& transactiofrom the
appropriate DCO; and (2) for uncleared swaps, receipt of the daily mark of thé&ramsgzction
from the swap dealer or major swap particigant.

For cleared swaps, propose@3431(c)(1) required swap dealers and major swap
participants to notif counterparties of their rights to receive, upon request, the daily mark from
the appropriate DCO. For uncleared swaps, propo23#81(c)(2) and (3) required swap
dealers and major swap participants to provide a daily mark to their counterpartieb on ea
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 midmarket value of the swap, whiglould specifically notinclude amounts for profit, credit
reserve, hedging, funding, liquidity or any other costs or adjustifféBased on consultations
with stakeholders, the consensus was thatmadket value was a transparent measure that
would assist counterparties in aadlating 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 thmethodology or assumptions during the term of the swap. The Commission noted

*523uch a requirement is not intended to create, and does not create, any generalrrhitiitigm or general

di sclosure requirement Seedscussiomat fr3g0 sfealsofe.4de i nf or mat i on. «
“*The Commi ssion noted that the term fAdaily marko is no
colloquially to refer to various types of valuation informatiS8eeproposing release, 75 FR at 80645.

>4 Proposing release, 75 FR at 80645
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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 disojursetgry
information relating to its modéf®

Lastly, the Commission proposed that swap dealers and major swap participants provide
appropriate clarifying statements relating to the daily Mi&r8uch disclosures could include, as
appropriate, that the daimark may not necessarily b&) (A price at which the swap dealer or
major swap participant would agree to replace or terminate the Xyaipe (basis for a variation
margin call; nor 8) the value of the swap that is marked on the books of the cer or
major swap participant.
ii. Comments

Onecommenter favored disclosure of a daily m&’kThe commenteconcurred with the
Commi ssionds definitimarlodt dwdll ueFhaoofkmentse t hvea |
noted that many endser countergrties already receive daily swap valuations atmadket as
determined under the definition of AExposureo
and requested that the Commission clarify that the daily mark valuations under the rule are to be
determined by reference to the same definifittSome 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 ba§fsSeveral commenters recommeddeat the rule be

revised from a mandatory daily discl*bsure to

4551d. at 80646.
456 |d

%7 EHLBanks Feb. 22 Letter, at 5.
458 Id

%914, at 6.
405ee e.g, Exelon Feb. 22 Letter, at 4; CEF Feb. 22 Letter, at 15.
“1See e.q, 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?®?

One commenter recommended revising the rulddavawap dealers and major swap
participants to delegate responsibility for providing the daily mark to appropriately qualified
independent third party providet®¥ Another commenter stated that counterparties should not
rely on swap dealers or major swaguticipants, but instead should seek marks from independent
third parties’® 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 principt-principal swap transactio&

One commenter recommended revising the rule to require swap dealers and major swap
participantsupon requesdf a counterpartyto provide the mark used for determining either
p a r markétasmarket margin obligation or entitlement under an outstanding swap because this
approach is consistent with statutory text gretlaily mark requiremerfor cleared swap&®

A different commenter recommended deeming the daily mark obligatiofeimed swaps
satisfied if the counterparty can access the information directly from the DCO or it4F @M.
addition, the commenter requested that the final rule provide that swap dealers and major swap
participants, absent fraud, have no liability fooawcnt er partyés use &8 the
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

“2g5eee.g, ERIC Feb. 22 Letter, at 167; CEF Feb. 22 Letter, at 15; MFA Feb. 22 Letter, at 6.

463 Markit Feb. 22 Letter, at-3; Markit June 3 Letter, at 7.

484 MFEA Feb. 22 Letter, at 6.

465 SeeBlackRock Feb. 22 Letter, at 6; SIFMA/ISDA Feb. 17 Letter, at 24; ABC/CIEBB. 22 Letter, at-5;
AMG-SIFMA Feb. 22 Letter, at 7; ERIC Feb. 22 Letter, atl¥6

466 SIEMAV/ISDA Feb. 17 Letter, at 234.

47 CEF Feb. 22 Letter, at 14.

4%81d., at 15.
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participant*®® Lastly, me 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®’
iii. Final §23.431()

After considering the comments, the Commissiondeermined to adof@23.431(c)
(renumbered as&3.431(d)as proposed, but-marlaeatgev dihieed etron i
mar ket mar k. o This change more accurately des
that the duty would constitute valuation, egipal or advisory services or impose a fiduciary
status on swap dealers and major swap particifdnfsie Commission has determined to define
the term dai |-parketamarkusiagsits dishretionéryrduttiority to define terms
under the Doddrrank Act*?’Bec aus-mafknetd o repr esenitpsovidasn obj ec
counterpartiesvith a baseline to assess swap valuations for other purposkesling margin or
terminations. This term has been used by many industry participants since at [445t 199

The Commission notes that certain comments conflict directly with the plain language of

Section 4s(h)(3)(B)(iii))(1) and (II) of the CEA. For example, the suggestion that the daily mark

be provided on a portfolio basis rather than for each swap dsnflith the plain language of the

469 Id

% Markit Feb. 22 Letter, at-3.

“1 The Commission has made the same changeah§i23.431(a)(3)Disclosures of material information, which
requires disclosures of material incentives and characteristics. The Commission repeats that, with respect to final
§ 23.431(d), the DoddFrank Act disclosures, including the daily mark and-miarket 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 Ddeldnk Act disclosures to be advice or a recommenddgieeSection Il of

this adopting release for further discussion of the intersection of the subpart H requirements with DOL and SEC
requirements.

"2 gection 721(b)(2) of the Doegrank Act.

473 SeeFHLBanks Feb. 22 Letter,atBl n addi ti onmatt bhet twalmudaiids used in CR
SeealsoBank One Corp. v. IRSI20 T.C. 174 (U.S. Tax Court 2003). For a discussion ofmadket value and
costs,seelSDA Research Notes, The Value of a New Swap, Issue 3 (2dd)ableat
http://www.isda.org/researchnotes/pdf/NewSwapRN.pdf
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statute** If counterparties want additional marlesd, marks on a portfolio basis or marks used
to calculate marginthenthey are free to negotiatiee receipt of such informatiomith swap
dealers and major swap paipiants.

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,igea/that the swap dealer or
major swap participant apprises the counterparty and the counterparty agrees to such substituted
compliance. The Commi ssion notes that the swa
mark obligation for cleared swaps is protedby therequesbf the counterpartyAs 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 participargiationto
a counterpartydéds use of a provided daily mark
beyond the scope of the rulemakiigNevertheless, the Commissioates that it will consider
good faith compliance with policies and procedures reasonably designed to meet the daily mark
requirements, including the calculation of rmchrket mark undefinal § 23.431¢l), in
exercising its prosecutorial discretion for wtibns of the rulé’®

The Commission disagrees withe assertiothat requiring disclosure of the daily mark

methodology and assumptions will encourage improper reliance by the counterparty on the swap

““Section 4s(h)(3)(B)(iii) of the CEA states: fA(l) for
the daily mark of the transaction from the appropriate derivativasigeorganization; and (1) for uncleared

swaps, receipt of the daily mark of the transaction fr
“®SeeSection 111 .A.1. of this adopting release for a di s«

“®The Commissiom gr ees with a commenter6s suggestion that the
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 fir&l23.431(dj Daily mark, as well as final § 23.402(#)anner of disclosure.

SeeSection III.A.3.e. of this adopting release for a discussion of fi28.402(e).
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dealer or major swap participant. The statutory dadyk 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 thewap dealer or major swap participant about how themaicket

mark was calculated.o 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
counerparties methodologies and assumptions sufficient to independently validate the output
from a model generating the daily mark, <coll e
Commi ssion does not intend t hatreqdiieswap dealessr e o f
and major swap participants to disclose proprietary information. While the Commission does not
define what currently constitutes proprietary information, the Commission is awarie tigiit

of the disclosure requirements relatioghe methodology and assumptions used to prepare the
daily mark, market participants may aid in th
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 tineamkiett

mark provided by the swap dealer or major swap particifamth er ef or e, t he Co mmi
final rule requires disclosure of the methodology and assumptions underlgidgith mark.

The Commi ssionb6s determination is based on th
duty to communicate in a fair and balanced manner based on principles of fair dealing and good
faith.

One commenter asked the Commission to contiva the daily mark received by

47T Without commenting on the findings of the Senate Report, the Commission notes that taeR®poet included
descriptions of certain conduct relating to marks where dealers purportedly refused to explain the basis and
methodology for the marlSeeSenate Report, &09510.
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counterparties is to be determined by reference to the sarmmamiet valuations used in
connection with the definition of AExXposureo
Commission declines to endorse any paldictethodology given the principles based nature of
the rule.

Further, the Commission is -pamnketdi mar lgaui damc
determined through maitio-model calculations when a liquid market does not exist. In addition,
swap dealerand 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. Section8 23.432 Clearing Disclosures

1. Proposed 83.432
The Commi ssiondbs proposed rule required cert
right to select ®CO and to clear swaps that are not otherwise required to be cleared. For swaps
where clearing is mandatof{? proposed £3.432(a) required a swap dealer or major swap
participant to notify the counterpanby its right to select the DCO that would clear the swap. For
swaps that are not required to be cleared, under prop@2d32(b), a swap dealer or major
swap participat 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 tHé swap.
Neither of these notification provisions applied where the counterparty vesgstered swap

dealer, major swap participant, secuiiigsed swap dealer or major secubfised swap

4’8 SeeSection 2(h) of the CEA. (7 U.S.C. 2(h)).

479 With respect to thegeroposed disclosure requirements, the Commission noted that, as between the parties, the
counterpartys entitled to choose whether and where to clear, but that no DCM ds $&tuired to make clearing

available through any DCO. In other wordssiupto the parties to take the swap to a DCM or SEF that provides

for clearing through t ISeeproposingreleasep7’d FRay8&46.pr ef erred DCO.
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participant*®°
2. Comments

The comments submitted on proposeZB&32 were directed at issues related to the
substantive rules for swaps not requitedbe cleared and, as such, were beyond the scope of this
rulemaking?®* The only commenters on the disclosure requirement itself stated that they did not
object to the proposed ruté
3.Final §23.432

The Commission has determined to adop8& 32 as pnoosed.

F. Section 23.43B8CommunicationsFair Dealing

1. Proposed 83.433

The DoddFrank 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. Propose@3433 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 réf€akeseprinciples are well

established in the futures and securities markets, particularly through SR Uites duty to

480 proposing release, 75 FR at 80646.

“81 SeeBarclays Jan. 11 Letter, at 8 (clearing requirementlshunt apply to foreign swap transactions);

SIFMAV/ISDA Feb. 17 Letter, at 225; CEF Feb. 22 Letter, at 22 (the Commission should clarify that the election to
clear a swap is meant t o lide(suppriegthe prepesdd ckeing disclosuresulga pds i n«
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
paricipant 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 rightsther counterparties, including the right to elect where to clear trades).

%2 SeeCOPE Feb. 22 Letter, at 4; CEF Feb. 22 Letter, at 22.

“83proposing release, 75 FR at 80646.

“8Seeeg, 17 CFR 170.5 (AA futures assymmforat.theadopionsft est abl
rul es . . . to promote fair dea®97 Cgnmurications with ghe Rublid | i ¢ . 0)
and Promotional Material; NFA Interpretative Notice 904@bligations to Customers and Other Market

Participars.
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communicate in a fair and balanced manner is one of the primary requirements of the NFA
customer communications rdfdand 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 faairs such as whether the communicationRbyides a sound basis for evaluating
the facts with respect to any sw&p(2) avoids making exaggerated or unwarranted claims,
opinions or forecast®’ and (3) balances any statement that refers to the potepyiaitanities
or advantages presented by a swap with statements of correspondifitf fitlesCommission
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 taipfadvantage a counterparty or group of
counterparties over another. Additionally, communications are subject to tieaadti
provisions of the CEA and Commission Regulations, as well as any applicable SR8rules.
2. Comments

The Commission receiveskveral letters from commenters regarding propos21433.
One commenter found the principles based approach to the rule more appropriate than a
prescriptive approaci’However, a different commenter expr

lack of detail stating that it could create uncertainty and risk for swap dealers and major swap

85 See e.g, NFA Compliance Rule-29(b)(2)and(5); seealsoNFA Interpretive Notice 9048 NFA Compliance

Rule 229: Use of Past or Projected Performance; Disclosing Conflicts of Interest for Security Futures Products
(performance must be presented in a balanced manner).

% Seee.g, NFA Interpretive Notice 904D b | i gati ons to Customers and Ot her Me
and their Associates should provide a sound basis for evaluating the facts regarding any particular security futures
product...0 ) .

87 See e.g, NFA Compliance Rule-29(b)(4)(5).

“88 proposing release, 75 FR at 80646.

489 Id.

499 CEA/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'®* That commenterecommended that the Commission consider using safe harbors
containing objective standards as a means to satisfy the statutory requifEfentsher
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 m&rk&nother commenter
requested that major swap participants not be subject to a good faith and fair dealing rule when
transacting with swap dealef¥.It asserted that major swap participants in this particular context
are customers of swap dealers and shoatde treated as a dealer or qidesaler. Others had
little or no concern regarding the fair dealing requireni&ht.
3.Final §23.433

The Commission has determined to adopB& 33 as proposed. In addition, the Commission
is providing the following gulance regarding the final fair dealing rule. As discussed above
regarding 83.431 Disclosuresthe fair dealing rule works in tandem with both the material
disclosure and anfraud rules to ensure that counterparties receive material information that is
balanced and fair at all timé% The Commission intends these rules to address the concerns
raised by commentéf¥ regarding transactions similar to those profiled in the Senate Réport.

The Senate Bport concludes that those transactions, which involvedtatedCDOs were

“9INY City Bar Feb. 22 Letter, at 3.

492 Id

*®EHLBanks Feb. 22 Letter, at 6.

9 MetLife Feb. 22Letter, at 45.

9% SeeCOPE Feb. 22 Letter, at Accord, ExelonFeb. 22 etter, at 34 (agreeing that holding swap dealers and
major swap participants to standards that require fair dealing is appropriate as long as these prinaipfesrigire p
applied to commodity swap market).

% The fair dealing communications rule applies to all communications between a counterparty and a swap dealer or
major swap participant, including the daily mark and terminageeSection I11.D. of this adoptip release for a
discussion of § 23.431.

497 SeeCFA/AFR Feb. 22 Letter, at 12; Sen. Levin Aug. 29 Letter, at1.0

4% Senate Report, at 37636.
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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 t8eRaport involving complex swaps, the

Commi ssionbdés fair dealing rule wild.l apply and
proceedings.

The fair dealing rule, like the disclosure rules, is principles based and applies flexibly based
on the fact@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, knockouts and range accrual featutieat increase its complexijtthe 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 complswap, 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 rué 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 underlyin’asket.
fair dealing rule also will supplement requirements to inform counterpartimaterial
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 pyarticipant will have téollow policies and procedures
reasonably designed émsure that the content and context of its disclosures are fair and

complete to allow the counterparty to protect itself and make an informed decision.

99 such a requirement is not intended to create, and does not create, any general trading prohibition or general
d sclosure requirement cSeeadiscassianatfing/0 seealsan. 462 i nf or mati on. 0
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In addition, in resporesto the comments it received, the Commission is confirming that it
will look to NFA guidance when interpreting28.433 and, as appropriate, will consider
providingfurther guidance, if necessary, after implementatiéithe Commission concludes
thatthe 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 polemesprocedures
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 swapipignts 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. Section23.434 Recommendations to Counterpartimstitutional Suitability

1. Proposed 23.434

In proposed 83.434 the Commission exercised its discretionary authority under new
Section 4s(h) by proposing an institutional suitability obligation for any recowatien a swap
dealer or major swap participant makes to a counterparty in connection with a swap or swap
trading strategy°* More precisely, proposedZ8.434 required a swap dealer or major swap

participant to have a reasonable basis to believe thatap @ trading strategy involving

"0 seee.g, NFA Compliance Rule-29i Communications with the Public and Promotional Material; NFA
Interpretative Notice 9041 Obligations to Customers and Other Market ParticipaMfEa\ Interpretive Notice 9043

T NFA Compliance Rule-29: Use of Past or Projected Performance; Disclosing Conflicts of Interest for Security
Futures Products

91 proposing release, 75 FR at 80647.
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swaps that it recommends to a counterparty is suitable for such countatparsyvap dealer or
major swap participant would be required to make this determination based on reasonable due
diligence that would includeobteii ng i nf or mati on regarding the
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 stréegy, and any other information known by the swap dealer or major swap
participant®

Proposed 3.434 provided that a swap dealer or major swap participant could fulfill its
obligations if the following conditions were satisfied: Thie swap dealer orajor swap
participant hd a reasonable basis to believe that the counterparty (or a party to whom
discretionary authority has been delegateay capable of evaluating, independently, the risks
related to the particular swap or trading strategymmended; (2) the counterparty (or its
discretionary advisor) affirmatively indicatéhat itwas exercising independent judgment in
evaluating the recommendations; and (3) the swap dealer or major swap partiai@ant ha
reasonable basis to believe ttte counterparty ltkthe capacity to absorb any potential
losses®

Proposed 23.434 made clear that it would not apglg: any recommendations made to
another swap dealer, major swap participant, seebaised swap dealer, or major secubsed
swapparticipant; where a swap dealer or major swap participant provides information that is

general transaction, financial, or market informatiortp@wap terms in response to a

2 The proposed rule was proposed based on suitability dutiesiiés and broker dealers dealing with institutional
clients. As such, the proposed rule also implied a general suitability duty such that a swap dealer would have to have
a reasonable basis to believe that the recommended swap or swap trading stsaitapiesfor at least some
counterparties.
zgj Proposing release, 75 FR at 80659.

Id.
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competitive bid request from the counterparty. In proposi28.434, the Commssion 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 communicdijowhich 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 countéfparty.

While recognizing that futures market professigri@ve 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-Mfj#osed obligation3” Further, in
proposing 83.434, the Cmmission 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
adopta suitability obligation for swap dealers and major swap participants, modeled, in part, on
existing obligations for banks and broldgalers dealing with institutional cliert¥.
2. Comments

The Commission received several comments representing a tivdrgiews 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 ciatglof interest, particularly as between investment

banks and their customef$.For example, one commenter stated that, for both swap dealers and

%% |d., at 80647.

% See e.g, NFA Compliance Rule-30(c) and (j)seealsoNFA Interpretive Notice 9004.

" Proposing release, 75 FR&{1647.

% See e.q, CFA/AFR Feb22 Letter, at 1213; Better Markets Feb. 22 Letter, abACFA/AFR Nov. 3 Letter, at-6
7.
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swap advisors, there should be some suitability standards in place so that those entities with the
appropria¢ 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 trarSactions.
Other commenters, however, believed that the institutional suitai@tjityirement 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°ll.

Of specific concern to someonobmajoreswaper s was t
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 proposz&1484 would force major swap participants into

a position of trust and confidence when, in fact, they are transacting with their counterparties on
an alengtl msis™ These commenters urged the Commission to treat major swap
participants like any other customer of a swap déafer.

Sever al commenters expressed concern with th
proposed £3.434*3 One commenter opined that the termas defined and, therefore, could
be overly broad™* Another commenter was concerned that general marketing materials could
qualify as a recommendation within the meaning of the proptsehat commenter requested

the Commission clarify that such materias,opposed to the recommendation of specific swaps

"9 GFOA Feb. 22 Letter, at 2.

*19See e.g, Exelon Feb. 22 Letter, at 3; HETCO Feb. 22 Letter;4it CEF Feb. 22 Letter, at® SIFMA/ISDA
Feb. 17 Letter, at 250ontraCFA/AFR Nov. 3 Letter, at 7.

*1Seee.q, MFA Feb. 22 Letter, at 2 and 4; MetLife Feb. 22 Letter -5t 4

*125eee.g, MFA Feb. 22 Letter, at 3; MetLife Feb. 22 Letter, € 4ontraCFA/AFR Nov. 3 Letter, at 7.
*3geee.qg, SIFMA/ISDA Feb. 17Legr , at 26 (AThe Commi ssionds pro
6recommendationd i s, in essence, a recommendati o
that the counterparty should execute based on its circumstances.§hisf ar fr om accur at e
514 MFA Feb. 22 Letter, at 3.

*®FHLBanks Feb. 22 Letter, at 5.
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