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One of the most sweeping changes brought about by the Dodd-Frank Act 1 was the introduction
of a new regulatory framework for swaps trading. In 2013, the Commodity Futures Trading
Commission (“CFTC”) finalized its rules on swap execution facilities (“SEFs”) and swaps trading
on SEFs. Less than four years after these rules were finalized, the change in Presidential
Administration will result in a change in leadership at the CFTC, which means the CFTC will
revisit the swaps trading regime implemented in 2013.
In particular, Commissioner J. Christopher Giancarlo has criticized the CFTC’s implementation
of Dodd-Frank’s regulatory framework for swaps, and in 2015 published a white paper detailing
these criticisms and suggesting reforms to the CFTC’s swaps trading rules. 2 Commissioner
Giancarlo recently referenced this white paper and noted the CFTC swaps trading regulatory
framework has resulted in fragmentation of global financial markets. Commissioner Giancarlo
stated that this fragmentation is “caused by ill-designed rules and burdensome regulations—and
the application of those rules abroad—is harming market liquidity and market safety and
soundness, increasing the systemic risk that the Dodd-Frank Act was predicated on reducing.” 3
Therefore, Commissioner Giancarlo said:
The time has come for the CFTC to revisit its flawed swaps trading rules
to better align them to market dynamics, allow U.S. swap intermediaries
to fairly compete in world markets and reverse the tide of global market
fragmentation.
Commissioner Giancarlo, the sole Republican Commissioner, will be named Acting Chair when
current Chairman Timothy G. Massad steps down on January 20, 2017, and may be the
candidate for permanent Chair. In the coming months, the CFTC is likely to look to
Commissioner Giancarlo’s white paper to provide a blueprint for changes that can be made to
the CFTC’s swaps trading regime. In a speech given on January 18, 2017, Commissioner
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Giancarlo reiterated his commitment to the principles in his white paper, and indicated that as
Acting Chair he intends to “move forward with the proposed alternative regulatory framework for
swaps trading” that were detailed therein. 4 The purpose of this alert is to revisit and summarize
that white paper, which may give market participants a forecast of the shape the CFTC’s swaps
regime might take under Republican leadership.

Commissioner Giancarlo’s Criticisms
In his white paper, Commissioner Giancarlo notes that he is generally in favor of Dodd-Frank’s
regulatory framework for trading swaps. 5 However, he criticizes the CFTC’s implementation of
that framework, arguing that the CFTC unwisely modeled its swaps trading rules after the
futures regulatory framework, despite the significant differences in the two markets. 6 According
to Commissioner Giancarlo, this has led to a regulatory framework that is in many respects,
unnecessarily inflexible and complex, in direct contradiction to the flexible, simple approach
contemplated by the Dodd-Frank Act. Below we summarize the concerns raised by
Commissioner Giancarlo and the reasoning behind his criticisms:


Unnecessary Limitations on Execution Methods: The CFTC’s SEF rules categorize
swaps transactions as either Required Transactions (those subject to the trade
execution requirement) or Permitted Transactions (those not subject to the trade
execution requirement). The rules further provide that Required Transactions can only
be executed via an Order Book or a request for quote sent to at least three participants
(RFQ-3) operating in conjunction with an order book. However, the Dodd-Frank Act does
not support fragmenting swaps into two different transaction types, and does not support
limiting the execution methods for one of those types. Instead, it allows execution
“through any means of interstate commerce,” because Congress recognized that the
episodic liquidity of swaps transactions requires that market participants have flexibility
in execution methods. 7



Block Transaction “Occurs Away from SEF” Requirement: The CFTC’s definition of a
block trade includes the provision that it “occurs away” from a SEF. This is a pointless
distinction between regular trades that occur “on-SEF” and block trades that occur “offSEF,” and “undermines the legislative goal of encouraging swaps trading on SEFs.” 8
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Ill-Advised “Made Available to Trade” Process: The Dodd-Frank Act generally requires
that swaps subject to the clearing mandate must also be executed on a SEF, unless no
SEF “makes the swap available to trade,” 9 a provision the CFTC implemented with a
made-available-to-trade (“MAT”) process that allows a single SEF to subject a swap to
the Federal trade execution requirement by certifying to the CFTC that the swap is MAT
under Part 40 of the CFTC’s regulations, after which the swap becomes a Required
Transaction as to all SEFs. 10 This process, which allows a single SEF to require that all
SEFs offer trading in a swap only via an Order Book or RFQ-3 in conjunction with an
Order Book, is not supported by Dodd-Frank and “fails to effectively guard against
inadequate trading liquidity.” 11



Conflating “Impartial Access” With “All-to-All” Access: While the Dodd-Frank Act requires
that SEFs have rules to provide market participants with impartial access to the market,
it also required that SEFs establish rules regarding any limitation to access. Thus,
Congress did not intend that “impartial access” mean SEFs should be “forced to serve
every type of market participant.” The CFTC’s insistence on imposing an “all-to-all”
market structure on SEFs is at odds with the existing, well-formed structure of the swaps
market, which includes distinct dealer-to-customer and dealer-to-dealer markets that
naturally developed as a result of the nature of swaps trading. 12



Ill-Advised Void Ab Initio Rule: The CFTC’s guidance stating that any swap trade
executed on a SEF and rejected from clearing is void ab initio ignores the possibility that
a transaction could be rejected from clearing simply due to an operation or clerical error.
It also introduces unnecessary risk into the system, as participants who enter into swaps
to hedge the risk of a swap that is rejected from clearing will find themselves with
unhedged risk. 13



Uncleared Swaps Confirmations: The CFTC’s rules require that SEFs provide
counterparties with “a written record of all of the terms of the transaction which shall
legally supersede any previous agreement and serve as a confirmation of the
transaction.” 14 However, SEFs will not have access to “all of the terms” of the
agreement, because SEFs do not own the products and swaps market participants rely
on master agreements (such as the ISDA Master Agreement) that govern the overall
trading relationship. Instead of requiring that SEFs provide “all of the terms” of the
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transaction in confirmations, SEFs should only be required to provide the fundamental
economic terms. 15


Embargo Rule and Name Give-Up: The CFTC’s rules restrict SEF disclosure of swap
transaction and pricing data to market participants until such data is transmitted to a
swap data repository for public dissemination. The delay caused by this requirement
inhibits the “work-up” process which allows counterparties to transact in additional
quantities of the swap immediately after execution at a price matching that of the original
trade, a process which introduces much needed liquidity. Moreover, this requirement
interferes with “name give-up,” through which identities of counterparties are disclosed
after they have been anonymously matched by a platform. While there may be reasons
to curtail the use of name give-up, particularly as clearing becomes more prevalent, it
should not be done until after a full analysis is conducted. 16



Prescriptive Rules Disguised as Core Principles: In contrast to the CFTC’s reputation as
a principles-based regulator that identifies goals to be achieved rather than prescribing
the means to achieve them, the SEF core principles are unnecessarily prescriptive. For
example, under SEF Core Principle 2 (Compliance with Rules), the CFTC has rules that
allow only one warning letter to be issued by the SEF to the same person or entity that
has committed the same violation within a rolling twelve month period, which
undermines the ability of a SEF to exercise reasonable discretion and to take disciplinary
action based on the totality of the circumstances. 17

According to Commissioner Giancarlo, these missteps have led to a variety of negative
consequences, including fragmenting the global swaps market and hindering technological
innovation in the U.S. swaps market. Ultimately, these rules drive swaps activity out of the U.S.,
undermines market liquidity, costs U.S. jobs, and ultimately threatens the very survival of
SEFs. 18 It also taxes the resources of the CFTC, which must continually issue no-action letters
and other guidance to address the unintended consequences of its rules. 19

Proposed Swaps Trading Framework
To remedy these problems, Commissioner Giancarlo proposes a swaps trading regulatory
framework based around five key tenets: (1) Comprehensiveness; (2) Cohesiveness; (3)
Flexibility; (4) Professionalism; and (5) Transparency.
Comprehensiveness
Commissioner Giancarlo agrees that a “comprehensive range of U.S. swaps trading activity”
should be “subject to CFTC oversight,” and thus is in favor of the CFTC’s “broad SEF
registration requirement.” 20 However, he proposes that this comprehensive approach should be
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implemented “in a clear and direct manner” through rules “and not buried in footnotes in the
preamble text.” 21
Cohesiveness
Commissioner Giancarlo argues for cohesion in the swaps regulatory framework. This would
include removing the artificial distinction between Required Transactions and Permitted
Transactions, along with the differential execution methods allowed for each. In addition, under
this tenet, there would be no requirement that block trades occur away from the SEF. Thus, “all
CFTC-regulated swaps trading” would “fall within the same, cohesive and undivided regulatory
framework.” 22
Flexibility
Commissioner Giancarlo argues that the Dodd-Frank Act contemplated flexibility in swaps
trading, and that the CFTC’s rules have instead imposed rigidity. Commissioner Giancarlo’s
proposed framework would allow for a return to Dodd-Frank’s flexibility in the following five
areas:


Trade Execution: Commissioner Giancarlo would remove the limitations on execution
methods, instead allowing market participants to choose the execution methods “best
suited to their swaps trading and liquidity needs.”



Evolution of Products: Commissioner Giancarlo would abandon the current MAT process
and allow “new and novel swaps products develop commercially to the point where
market participants naturally turn to platforms to offer trading in the product.”



Market Structure: Commissioner Giancarlo would abandon the “all-to-all” approach he
argues has been imposed by the CFTC, and would instead allow SEFs to offer services
to the segments of the market segment they are best qualified to serve.



Accommodate Beneficial Swaps Market Practices: Commissioner Giancarlo’s approach
would accommodate established, beneficial market practices. For example,
Commissioner Giancarlo would let SEFs determine how to address swaps that are
rejected from clearing and would narrow the scope of trade confirmations. This approach
would also allow for continuation of commercial practices that have developed as a
result of the unique nature of the swaps market, including the use of third-party service
providers such as trade data vendors and the use of services such as compression and
risk reduction services.



Actual Core Principles: Commissioner Giancarlo would treat core principles as guidance,
rather than as prescriptive rules in themselves. 23

Raising Standards of Professionalism
Commissioner Giancarlo argues that the 2008 financial crisis did not particularly necessitate the
regulation of swaps trading and execution. However, recent scandals do, and further indicate
the need for higher standards of qualification for swaps professionals. He argues that the CFTC
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should set specific standards for the conduct of swaps professionals. He points out that
securities professionals must pass the Series 7 exam, and that futures professionals must pass
the Series 3 exam, but that there is no corresponding proficiency requirement for swaps
professionals. While the CFTC imposes obligations on SEF employees, there is no formal
process for ensuring that employees have the skills and knowledge to meet those obligations.
Commissioner Giancarlo’s approach would impose one. 24
Transparency
While Commissioner Giancarlo acknowledges that pre- and post-trade price transparency can
enhance market liquidity, he also contends that excessive transparency can harm liquidity,
which he argues has occurred as a result of the requirement that SEFs offer an Order Book or
RFQ-3 system. To that end, he argues that the CFTC should focus on enhancing liquidity,
including by allowing a variety of execution methods such as work-up and auctions. He believes
this will lead to enhanced price transparency, whereas a myopic focus on transparency will
actually decrease it. 25
*

*

*

*

Covington has prepared an Appendix to this alert that identifies each rule applicable to SEFs
and highlights any anticipated changes to the rule. The appendix is available upon request.
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This information is not intended as legal advice. Readers should seek specific legal advice before acting
with regard to the subjects mentioned herein.
Covington & Burling LLP, an international law firm, provides corporate, litigation and regulatory expertise
to enable clients to achieve their goals. This communication is intended to bring relevant developments to
our clients and other interested colleagues. Please send an email to unsubscribe@cov.com if you do not
wish to receive future emails or electronic alerts.
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