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July 27, 2012 

CFTC AND SEC JOINTLY ADOPT SWAP PRODUCT DEFINITION RULES 
AND CFTC ADOPTS A FINAL RULE IMPLEMENTING END-USER 

EXCEPTION FROM MANDATORY CLEARING 

On July 10, 2012, the Commodity Futures Trading Commission (“CFTC”) and the Securities and 
Exchange Commission (“SEC” and, together with the CFTC, the “Commissions”) approved joint final 
rules and interpretations (the “Final Rule”) further defining the terms “swap”, “security-based swap” 
and “mixed swaps.” The SEC had earlier voted to adopt the Final Rule on July 6. The Final Rule has 
not yet been published in the Federal Register and will become effective 60 days after its 
publication. 

Title VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”) 
sets forth a comprehensive regulatory framework for derivatives. The Final Rule provides guidance 
on whether specific derivative instruments constitute “swaps”, “security-based swaps”, “mixed 
swaps” (”Product Definitions”) or fall outside these categories, thus determining whether the 
instrument is subject to regulation by the CFTC, the SEC, both or neither. The Final Rule is also 
significant because its publication in the Federal Register will serve to trigger compliance obligations 
under a number of other CFTC rules under Title VII for which the date for compliance had been 
delayed, pending the adoption of the Final Rule.  

STATUTORY AND PROPOSED FURTHER PRODUCT DEFINITIONS 

Title VII of the Dodd-Frank Act amends the Commodity Exchange Act (the “CEA”) to establish a 
comprehensive new regulatory framework for swaps by extensively regulating swaps at a 
transactional level and an entity level. A threshold issue for many of the new regulations is whether a 
particular agreement, contract or transaction falls within the Product Definitions. 

Title VII amends Section 1a(47)(A) of the CEA to define a swap in broad, non-exhaustive terms which 
include commonly-recognized agreements such as put and call options, energy swaps and 
commodity swaps as well as more customized agreements which transfer financial risk between the 
counterparties without transferring an ownership interest in the underlying asset. This broad swap 
definition is qualified by the “forward contract exclusion” in Section 1a(47)(B) of the CEA which 
expressly excludes from the definition: (1) contracts for sale of a commodity for future delivery (or an 
option on such a contract) and (2) sales of a nonfinancial commodity or security for deferred 
shipment or delivery, so long as the transaction is intended to be physically settled. 

Section 721(d)(1) of the Dodd-Frank Act requires the Commissions to jointly further define the terms 
“swap”, “security-based swap” and “security-based swap agreement”. Pursuant to this requirement, 
last year, the Commissions released a joint proposed rule and guidance on Product Definitions (the 
“Joint Proposed Rule”). (Further Definition of “Swap,” “Security-Based Swap,” “Security-Based Swap 
Agreement,” “Mixed Swaps,” Security-Based Swap Agreement Recordkeeping, 76 Fed. Reg. 29818 
(May 23, 2011)). While the Final Rule is largely consistent with the Joint Proposed Rule, there are a 
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number of areas in which the Commissions have either expanded upon or modified the 
interpretations based upon received comments to the Joint Proposed Rule.  

THE RELATIONSHIP BETWEEN SWAPS AND SECURITY-BASED SWAPS 

The Dodd-Frank Act provides that swaps will be regulated by the CFTC under the CEA while security-
based swaps will be regulated by the SEC under the Securities Act of 1933 and the Exchange Act of 
1934. The determination as to whether a transaction is a swap or a security-based swap will be 
made no later than the time of the offer to enter into the transaction. Once the determination is 
made, the transaction will continue to be a swap or security-based swap through its existence. 

As part of the Final Rule, the Commissions have adopted rules instituting a process for interested 
persons to request a joint public interpretation by the Commissions regarding whether a particular 
derivative instrument is a swap, security-based swap, or a mixed swap. The Commissions also expect 
that parties will be able to use the Commissions’ past guidance to determine the character of a 
specific derivative instrument. The process is modeled on the statutory process for novel derivative 
products contained in Section 718 of the Dodd-Frank Act. 

THE FINAL PRODUCT DEFINITIONS 

The Final Rule reiterates the broad statutory definition and provides specific guidance on the 
classification of a number of derivative instruments such as insurance products, foreign exchange 
products and instruments based on interest rates, monetary rates and yields. The Final Rule also 
further clarifies the forward contract exclusion and the exclusion for certain kinds of insurance 
products, delineates the circumstances in which the SEC, the CFTC or both Commissions will 
exercise jurisdiction over credit default swaps and total return swaps and confirms the extent to 
which guarantees and loan participations are covered by the swap definition. The Final Rule also 
sets out certain anti-evasion guidelines to prevent the structuring of transactions to avoid the 
regulatory framework created by Title VII of the Dodd-Frank Act. Some of the primary features of the 
Final Rule are examined further below.  

THE FORWARD CONTRACT EXCLUSION FOR NONFINANCIAL COMMODITIES AND THE BRENT 
INTERPRETATION 

The statutory definition of “swap” excludes forward contracts in nonfinancial commodities. 
Specifically, the statute provides that “swap” does not include “any sale of a nonfinancial 
commodity…for deferred shipment or delivery, so long as the transaction is intended to be physically 
settled.” The Product Definition rules include a preamble discussion of this exclusion and clarify that 
the CFTC will interpret this exclusion as largely consistent with the CFTC’s historical exclusion from 
regulation with respect to futures contracts for forward transactions by commercial market 
participants that regularly make or take delivery of the referenced commodity in the ordinary course 
of their business. Whether a particular contract qualifies for the forward contract exclusion will 
depend upon a “facts and circumstances” test and  the intent to physically deliver will form a 
significant part of this analysis.  

The Final Rule clarifies the scope of the forward exclusion by defining “nonfinancial commodities” 
which qualify for the forward contract exclusion. A nonfinancial commodity is one which can be 
physically delivered and which is an “exempt commodity” or an “agricultural commodity”, as those 
terms are defined in the CEA and the CFTC regulations respectively. The CFTC has specifically noted 
that environmental commodities such as offsets, allowances and renewable energy credits are 
nonfinancial commodities that qualify for the forward exclusion. The requirement that the commodity 
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be capable of being physically delivered is intended to prevent market participants from relying on 
the forward contract exclusion to evade the Dodd-Frank Act by entering into swaps based on indexes 
of exempt or agricultural commodities and settling them in cash.  

Furthermore, the Final Rule also extends the “Brent Interpretation” regarding “book-outs” for oil 
contracts to contracts for all nonfinancial commodities, clarifying that forward contracts that are 
“booked out” are also excluded from the “swap” definition. Book-outs are subsequent, separately 
negotiated arrangements between “commercial participants in connection with their business” and 
therefore do not affect the character of the transactions as commercial merchandising transactions. 

Oral book-out arrangements will also qualify for the forward contract exclusion if they are 
documented within a “commercially reasonable timeframe.” 

FORWARDS WITH EMBEDDED OPTIONS AND VOLUMETRIC OPTIONALITY 

The Final Rule also confirms that a forward contract which contains an embedded commodity option 
will be considered an excluded nonfinancial commodity forward contract (and not a swap) provided 
the embedded option: 

 may be used to adjust the forward contract price but does not  undermine the overall nature of 
the contract as a forward contract; 

 does not target delivery terms, so that the predominant feature of the contract is actual delivery; 
and 

 cannot be severed and marketed separately from the overall forward contract in which the option 
is embedded. 

The Final Rule provides an interpretation for forward contracts with embedded volumetric optionality, 
specifying a seven part test. A contract, agreement or transaction which allows the volume to be 
delivered to be adjusted based on customer demand (“volumetric optionality”) may qualify for the 
forward contract exclusion if it meets the following seven part test: 

 the embedded volumetric optionality does not undermine the overall nature of the agreement as 
a forward contract; 

 the predominant feature of the agreement is actual delivery; 

 the embedded volumetric optionality cannot be severed and marketed separately from the 
overall agreement in which it is embedded; 

 the seller of the underlying nonfinancial commodity intends, at the time of entry into the 
agreement, to make delivery of the commodity if the option is exercised; 

 the buyer of the underlying nonfinancial commodity intends, at the time of entry into the 
agreement, to take delivery of the commodity if the option is exercised; 

 both parties are commercial parties; and 

 the exercise or non-exercise of the embedded volumetric optionality is based primarily on 
physical factors or regulatory requirements that are outside the control of the parties and are 
influencing demand for, or supply of, the nonfinancial commodity.  

A contract that satisfies the seven part test will qualify for the forward exclusion and will not be 
regulated as a swap. As with other transactions,  whether price or volumetric options qualify for the 
forward contract exclusion will be based on overall facts and circumstances.  
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FOREIGN EXCHANGE SWAPS AND NON-DELIVERABLE FORWARDS 

The Final Rule confirms that foreign exchange forwards and foreign exchange swaps (“Foreign 
Exchange Products”) are swaps subject to the requirements of the Dodd-Frank Act, unless they are 
exempted from the swap definition by the Secretary of the Treasury. Even if exempted, however, 
Foreign Exchange Products will remain subject to certain reporting and business conduct 
requirements under the CEA.  

The CFTC has also clarified that an exemption for Foreign Exchange Products by the Secretary will 
not affect certain other products involving foreign currency, such as foreign currency options, 
currency swaps, cross-currency swaps and non-deliverable forwards. Accordingly, regardless of the 
Treasury Secretary’s determination, these products will be regulated as swaps.  

THE CFTC’S ANTI-EVASION AUTHORITY 

Pursuant to the CFTC’s anti-evasion authority granted under the Dodd-Frank Act, the Final Rule 
extends the definition of swaps to cover transactions that are “willfully structured to evade” the 
provisions of Title VII of the Dodd-Frank Act governing the regulation of swaps. Similar provisions 
have been adopted for currency and interest rate swaps that are willfully structured to qualify for an 
exemption  for Foreign Exchange Products, and to products of a bank that is not under the regulatory 
jurisdiction of an appropriate Federal banking agency and that are willfully structured as identified 
banking products to evade the new regulatory regime for swaps.  

Significantly, the Final Rule also makes it unlawful to conduct activities outside the United States, 
including entering into transactions and structuring entities, to “willfully evade or attempt to evade” 
any provision of the CEA as enacted under Title VII or the rules and regulations promulgated 
thereunder. The CFTC will not consider transactions, entities, or instruments structured in a manner 
solely motivated by a legitimate business purpose to constitute willful evasion. In determining 
whether a particular activity constitutes willful evasion of the CEA or the Dodd-Frank Act, the CFTC 
has stated that it will consider the extent to which the activity involves fraud, deceit, deception, or 
other unlawful or illegitimate activity.  

In determining whether a foreign transaction has been willfully structured to evade Title VII, the CFTC 
will consider the form, label, or written documentation relating to the transaction as a relevant but 
not dispositive factor.  

If one of the purposes in structuring an entity or instrument or entering into a transaction is to evade 
Title VII, the structuring of such instrument, entity, or transaction may be found to constitute willful 
evasion.  

The Final Rule is available here. 

THE END USER EXCEPTION AND ITS PROPOSED EXTENSION TO CERTAIN COOPERATIVES 

Also on July 10, 2012, pursuant to 2(h)(7)(A) of the CEA, the CFTC adopted a final rule implementing 
the end-user exception from mandatory swap clearing requirements (the “End-User Rule”) and 
proposed a rule to extend the scope of the end-user exception to certain cooperatives which would 
otherwise not have qualified for the exception. ((End-User Exception to the Clearing Requirement for 
Swaps, 77 Fed. Reg. 42560 (July 19, 2012)) and (Clearing Exemption for Certain Swaps Entered 
into by Cooperatives, 77 Fed. Reg. 41940 (July 17, 2012)). The End-User Rule was published in the 
Federal Register on July 19, 2012, and will become effective on September 17, 2012. 

http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/federalregister071012c.pdf
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The End-User Rule finalizes a rule proposed by the CFTC in December 2010, pursuant to Section 
2(h)(1)(A) of the CEA, which created an exception from the mandatory clearing requirement for non-
financial entity end-users that use swaps to hedge or mitigate commercial risk. The End-User Rule 
implements the end-user exception by establishing reporting requirements for non-financial entity 
end-users that elect to avail themselves of the end-user exception and by defining the term “hedging 
or mitigating commercial risk” for the purposes of this rule. The End User Rule  provides an 
exemption from the definition of “financial entity” for small banks, savings associations, farm credit 
system institutions and credit unions with assets less than $10 billion allowing those entities to also 
make use of the end-user exception. 

Under the End-User Rule, a swap is used to hedge or mitigate commercial risk if it: 

 is economically appropriate to the reduction of certain specified risks in the conduct and 
management of a commercial enterprise; or 

 qualifies as bona fide hedging for purposes of an exemption from position limits under the CEA; 
or 

 qualifies for hedging treatment under applicable identified accounting rules; and 

 is not used for a purpose that is in the nature of speculation, investing, or trading, and is not 
used to hedge or mitigate the risk of another swap or security-based swap position unless such 
position itself is used to hedge or mitigate commercial risk. 

For each swap for which a nonfinancial entity seeks to claim the end-user exception, it must notify a 
registered swap data repository (or, if no registered swap data repository is available, the CFTC) of its 
identity and its election of the end-user exception. In addition, a nonfinancial entity which has availed 
itself of the end-user exception must report the following information on either a swap-by-swap or on 
an annual basis: 

 whether it is a financial entity; 

 whether the swap is used to hedge or mitigate commercial risk; 

 how it generally expects to meet financial obligations associated with entering into noncleared 
swaps; and 

 if the end-user is a public company, whether the board of directors, or a committee thereof, has 
approved any election not to clear the swap. 

The End-User Rule clarifies that a public company claiming the end-user exception is not required to 
have every swap it enters into cleared by its board of directors. Instead, it is sufficient if the board 
has authorized the company to generally enter into noncleared swaps.  

On July 17, 2012, the CFTC also proposed to allow financial institution cooperatives to use the end-
user exception if: 

 all members of the cooperative are either (1) non-financial entities, (2) small financial institutions 
eligible to avail of the end-user exception or (3) cooperatives whose members are covered by (1) 
or (2); and 

 the cooperative engages in swaps in connection with originating loans for members or to hedge 
or mitigate risks associated with member loans or member loan-related swaps.   

This proposed rule (the “Proposed Rule”) is intended to allow cooperatives that would not otherwise 
qualify for the end-user exception, but whose members individually would qualify for the exception, 
to elect not to clear certain swaps entered into for the benefit of their members. Cooperatives which 
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elect to avail of the end-user exception will be required to report the same information as any other 
nonfinancial party who claims the end-user exception. The Proposed Rule will remain open for 
comment for 30 days, until August 16, 2012. 

The End-User Rule is available here and the Proposed Rule is available here. 

 

 

If you have any questions concerning the material discussed in this client alert, please contact the 
following members of our energy practice group: 

Allison Lurton 202.662.5576 alurton@cov.com 
Robert Fleishman 202.662.5523 rfleishman@cov.com 
William Massey 202.662.5322 wmassey@cov.com 
Neel Maitra 202.662.5590 maitran@cov.com 
Bruce Bennett 212.841.1060 bbennett@cov.com 

 
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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