
 

 

Derivatives market participants are one step 
closer to being able to definitively decide 
whether they need to register as swap dealers 
or major swap participants. On April 18, 2012, 
the Commodity Futures Trading Commission 
(CFTC) and Securities and Exchange 
Commission (SEC) approved a final rule that 
defines the terms “swap dealer,” “major swap 
participant” and “eligible contract participant” 
under the Dodd-Frank Act. Although the text 
is not yet available, this long-awaited rule 
should offer relief for smaller sell-side shops—
particularly in the energy and commodities 
industry—by raising the bar for dealer 
registration. Major sell-side firms should 
remain within the registration orbit, but may 
be better able to limit the intra-organizational 
reach of dealer registration and their 
compliance programs. For the buy-side, the 
thresholds for major swap participant (MSP) 
registration remain largely unchanged. Given 
the density of the issues here, a compliance 
recheck is advisable in all cases.  

As in other Dodd-Frank regulatory areas (read 
Volcker), whether you are swept into or 
remain out of the swap dealer/MSP 
definitions, you need a strategy to navigate 
through Title VII. This Regulatory Brief 
offers guidance and answers key questions on 
what to do next for sell- and buy-side 
derivatives players alike.  

What do the final swap 
dealer/MSP definitions mean 
to the sell-side? 

For large financial services and energy firms 
that make markets in swaps and are virtually 
certain that they must register as swap 
dealers, this regulation is a check-the-box 
event. It is one of two definitional rules that 
need to become effective in order for 
prospective swap dealers and MSPs to know 
when to register. The second rule—defining 
“swap” and “security-based swap”—remains 
on the distant horizon and currently we do not 
expect it to appear for at least a month.  

The upshot for the sell-side firms that know 
they must register is that the earliest 
projected deadline for mandatory 
registration is September 2012. The rule 
also gives some important new exemptions 
that may support modest restructuring to 
manage which entities register and to focus 
compliance efforts within the dealing unit, but 
we consider these changes incremental at 
best. The regulatory summaries provided by 
the CFTC do not suggest that there will be a 
silver-bullet restructuring option for US or 
non-US dealers wanting to avoid being caught 
in the Dodd-Frank registration net. 
Commentary during the meeting from the 
commissioners suggested that offshore 
prospective swap dealers may receive relief in 
the form of longer compliance time frames, 
but that promise is not yet backed by any 
official regulatory action. 
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For middle-market financial sell-side firms, 
and other commodity industry players, the 
swap dealer rule’s de minimis exemption 
would set a much higher bar before dealing 
will require registration. Those sell-side 
players may continue to deal without 
registering if their total gross notional value of 
trades for 12 months is below $8 billion—at 
least until 2014. After that, the regulators can 
take steps to change that threshold. If the 
regulators do nothing, the ceiling will move 
down to $3 billion in 2017, still a major 
improvement over the original $100 million 
proposal. A caveat to this: dealers to “special 
entities,” which consist largely of government 
agencies and pension funds, must register if 
their total gross notional trades with those 
counterparties exceed $25 million. There does 
not appear to be a phase-in for this limit.  

For insured banks that enter into swaps to 
hedge loans, the risks that lending practices 
trigger registration could go down. The final 
rule delineates an exemption for insured 
banks that provide physical swap hedges in 
connection with loans by adding multiple 
conditions. Those lenders should revisit their 
loan structuring methods in case they need to 
craft exemption compliant transactions to 
avoid dealer registration.  

What should sell-side swap 
dealer registrants do? 

Re-validate the entity registration 
strategy  

Sell-side firms that are certain to become 
swap dealers should work through the final 
rule to determine whether they can or should 
adjust their registration strategy. In other 
words, recheck that you are registering the 
correct entities. This recheck should focus on 
vetting derivatives activities organization-
wide to determine if adjustments could be 
made to shelter particular entities from 
registration or to tailor a current compliance 
program build-out. Focus on the triggers for 
dealing status and on identifying exempt 
trading activities, if any. In particular, the 
final rule will provide a new exclusion for 
swaps between majority-owned affiliates from 
a dealer analysis. This suggests that entities 
which do not face US counterparties but enter 

back-to-back swaps with a client facing 
affiliate could fall out of dealer registration. 
Other exempt trading activities (e.g., swaps 
connected to loans in the rule are described in 
the table below.  

Move forward on registration readiness  

Prospective swap dealers should continue to 
move forward with registration readiness and 
compliance programs at or above the current 
pace. Swap dealer/MSP registration is a huge, 
multi-faceted operational and compliance 
effort driven by rolling compliance dates, 
some of which may slip, but are near-term. 
Registration readiness programs are 
necessarily dynamic since rules keep 
changing. Bringing the correct players to the 
table to identify and address the operational, 
IT and compliance challenges takes time. If 
the regulators continue their march to finalize 
the swap dealer regulatory regime as 
expected, readiness on conservative timelines 
is the most prudent course.  

The final rule summary suggests that it may 
be possible to tailor a swap dealer compliance 
program to focus only on dealer activities. A 
swap dealer/MSP can request a “limited 
designation” to cover certain categories of 
swaps or specified activities. To the extent 
that the final rule turns the focus on dealing 
activities, rather than all swaps activities 
regardless of purpose, this may open the door 
to moving dealing activities within a 
registered trading unit and focusing 
compliance efforts there. Without regulatory 
language, it is difficult to predict whether this 
will be a meaningful organization option.  

What should registration-
exempt sell-side dealers do? 

Develop a compliance strategy 

The final rule creates a de minimis threshold 
that permits sell-side niche firms to deal in 
swaps without registering. Those firms that 
fall within the dealer exclusions or below the 
de minimis threshold should consider how 
they will maintain and document compliance 
with the exclusions. This includes considering 
whether to develop internal data reporting 
procedures to support compliance and 
manage regulatory risk.  



FS Regulatory Brief  www.pwcregulatory.com 
 

PwC  3 

We expect to see challenges on the sell-side 
for dealers that operate closest to the de 
minimis threshold. Depending on the size of 
the swap dealing book, these exempt dealers 
may need to deploy strategies to avoid 
inadvertently triggering dealer registration. 
These entities also should evaluate the impact 
of the de minimis phase-in on their longer 
term business strategies. Maintaining a 
dealing book within the $3 - 8 billion band 
and without certainty about where thresholds 
will finally land presents business risks and 
issues that merit active consideration.  

The key for exempt dealers is to decide 
whether to conduct a one-shot vulnerability 
analysis or develop an in-house compliance 
program. Weighing costs against vulnerability 
will be a theme running through this effort.  

What should buy-side end-
users do? 
Buy-side derivatives users with large swap 
portfolios will have to analyze their book 
against the MSP definition, after confirming 
that their buy-side swap activities do not 
constitute dealing. The three proposed tests 
for MSP status remained unchanged. Buy-side 
end users who maintain a “substantial 
position” in a major category of swaps, have a 
“substantial counterparty exposure” that 
could adversely affect financial markets, or 
that are “financial entities” that maintain 
certain leveraged amounts will have to 
register as MSPs. The numerical thresholds 
continue to be high (see below) and are not 
expected to capture many buy-side investors. 
For example, a “substantial position” is 
defined as net uncollateralized current 
exposure of $1 billion in credit or other swaps, 
and $3 billion for rates, and current plus 
future exposure of $2 billion generally and  
$6 billion for rates.  

The compliance response to MSP status is 
similar to that recommended for exempt swap 
dealers. Buy-side firms will need to determine 
whether a compliance oversight strategy is 
needed. Portfolio surveillance, internal 
reporting and periodic testing could be 
prudent for large buy-side firms, such as in 
the insurance industry, to confirm that they 
do not accidently trigger an unwanted 
registration requirement.  

What do the sell-side and the 
buy-side do with the final 
Eligible Contract Participant 
definition? 

Sell-side must identify swap 
counterparties as ECPs 

The final rule also firmed up the definition of 
an “eligible contract participant” (ECP). This 
term is important for sell-side swap 
dealer/MSPs because it identifies the 
counterparties with whom they may trade 
bilaterally or on a swap execution facility. 
Non-ECPs may trade swaps only on 
designated contract markets. Validating ECP 
status is a major undertaking for registered 
swap dealers that folds into client on-
boarding, trade processing and other dealer 
business conduct obligations. 

Sell-side should check for new Retail 
FX compliance obligations  

The ECP definition also will provide a trip 
wire for dealers engaging in foreign currency 
transactions. Engaging in foreign currency 
transactions with a “non-ECP” can trigger 
additional compliance obligations and 
registrations under the Dodd-Frank retail 
foreign exchange rules. This trading 
distinction could drive trade processing and 
routing requirements within the swap 
dealer/MSP. For those active in the FX 
market, this is somewhat of a sleeper issue in 
that it has the potential to trigger a separate 
registration as a Retail Foreign Exchange 
Dealer or, at minimum, a detailed trading and 
disclosure regime.  

Exempt sell-side dealers that offer foreign 
exchange derivatives also should evaluate 
their clients for ECP status. Potentially, any 
non-ECP in their trading universe could 
trigger retail foreign exchange dealer status. 

Buy-side end users should consider 
how to make ECP representations 

Buy-side swap end users should review 
whether they are ECPs in order to identify 
their trading options. This undertaking is 
simple enough to express, but could be 
daunting to fulfill for complex organizations 
and especially for the asset management 
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industry. Sell-side swap dealer/MSPs will ask 
potential counterparties to provide 
representations about ECP status, most likely 
with a duty to refresh.  

For investment advisors, this must occur on a 
per-fund or investment vehicle basis and 
creates enormous documentation and due 
diligence challenges. It will be further 
complicated by a look-through in the final 
ECP definition that, although seemingly 
narrowed, will examine the ECP status of 
investors in a pool, as well as the pool itself. 
Close review of the mechanics of this look- 
through is necessary for buy- and sell-side 
derivatives players alike.  

What is next on the watch list?  

The CFTC commissioners provided a forecast 
of the next items on their regulatory schedule. 
Announced schedules have not been terribly 
accurate in the past, but those planning to 
register need to keep a close watch for the last 
definitional rule on swap and security-based 
swap. This rule, when final and effective, is 
the last piece of the regulatory puzzle to be 
put in place before multiple compliance dates 
become firm. Specifically, the CFTC has laid 
out a series of fast-approaching compliance 

deadlines for swap dealer/MSP registrants in 
October that will hold firm absent significant 
regulatory delay. Near term deadlines in June 
and July for registrants will slip, but on a 
stacked-up basis. This means that deadlines 
for compliance with major rules such as the 
swap dealer conflict of interest rules and risk 
management rules—and even the kick off for 
swap data reporting—would become 
coterminous with the mandatory swap dealer 
registration date. Given the operational and 
compliance build out and related 
documentation efforts, this will mean that the 
mandatory registration deadline likely will 
become the filing date for large segments of a 
fulsome swap dealer/MSP compliance 
program. Future SEC security-based swap 
dealer registrants do not face this deadline 
challenge as they have not published their 
timing yet.  

Look for additional guidance on these topics 
when the full text becomes available.  

 

 

 

 
 
 
Swap dealer definition 
Dealing 
activities 

Holds self out as 
dealer in swaps 

Makes a market in 
swaps 

Regularly enters 
swaps with 
counterparties as 
an ordinary course 
of business for its 
own account, or 

Commonly known 
in the trade as a 
dealer or market 
maker in swaps 

Activities 
excluded 
from 
dealing 

Swap trading as 
principal but not as 
part of a “regular 
business” 
 

Swaps entered by 
an insured bank in 
connection with 
originating a loan if 
(i) required as a 
hedge for the loan, 
(ii) entered 3 mos 
before/6 mos after 
loan agreement or 
draw, (iii) bank is 
sole or 10% lender 

Swaps hedging a 
physical position 
(to offset or 
mitigate price risk 
arising from 
counterparty’s 
assets) 

Swaps between 
majority owned 
affiliates; swaps 
between a 
cooperative and its 
members 
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Swap dealer definition 
De minimis 
exemption 
from swap 
dealer 
status  

All dealing swaps: 
Aggregate gross 
notional value of 
dealing swaps 
maximum  
$ 8 billion for 
prior 12 months 
during phase in. 
Effective date  
+ 2.5 years (2015). 
Swaps with 
“special entities” 
maximum  
$25 million 
aggregate gross 
notional value for 
prior 12 months. 
No phase in 

At 2.5 year 
deadline: CFTC to 
conduct study 
thresholds and 
may recommend 
different amount  

At 3.2 years after 
effective date, if 
study done, CFTC 
may modify de 
minimis amount by 
regulation 

5 years after 
effective date, de 
minimis falls to  
$3 billion 
aggregate gross 
notional if no other 
action is taken by 
the CFTC 

 
 

 

Major swap participant definition 
Tests Defined terms Limits 
Maintains a substantial 
position in any major swap 
category (rates, credit swaps, 
excluding positions held for 
hedging commercial risk and 
positions held by certain 
employee benefit plans 

Substantial position means 
daily average uncollateralized 
exposure as calculated on a net 
basis for swaps subject to 
netting agreements 
 

Test #1: Daily average current 
uncollateralized exposure of $ 1 
billion generally and $3 billion 
for rates 
Test #2: Daily average current 
uncollateralized exposure plus 
potential future exposure of $2 
generally and $6 billion for 
rates 

Substantial counterparty 
exposure that could have 
serious adverse effects on the 
financial stability of the US 
banking system or financial 
markets 

Substantial counterparty 
exposure means total notional 
principal multiplied by a risk 
factor, then discounting 
positions subject to netting 
agreements and discounting 
cleared or margined swaps that 
are marked-to-market daily 

Current uncollateralized 
exposure of $5 billion and daily 
average current 
uncollateralized exposure plus 
potential future exposure of $8 
billion  

Financial entity that is highly 
leveraged relative to the 
amount of capital such entity 
holds and that is not subject to 
bank capital standards and that 
maintains a substantial 
position in any category of 
swaps 

A financial entity is an entity 
not subject to bank capital rules 
that maintains a substantial 
position in swaps 

Highly leveraged means total 
liabilities to equity of 12:1 under 
US GAAP 
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