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Status of Rulemaking

• The Commission approved a Notice of 
Proposed Rulemaking for the End-User 
Exception to the Mandatory Clearing of Swaps 
on December 9, 2010.

• The initial comment period closed February 
22, 2011.  The comment period has been 
extended until June 3, 2011.

• We have received over 1,300 comments to 
date. 
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The Dodd-Frank Clearing Mandate
and 

The End-User Exception

• Section 723 of the Dodd-Frank Act amends the Commodity 
Exchange Act (CEA) by adding Section 2(h)(1), which makes it 
unlawful for any person to engage in a swap unless that person 
submits the swap for clearing to a derivatives clearing organization, 
if the swap is required to be cleared. 

• However, Section 723 of the Dodd-Frank Act also adds Section 
2(h)(7) to the CEA. This section provides that a swap otherwise 
subject to mandatory clearing is subject to an elective exception 
from clearing if at least one party to the swap is not a “financial 
entity,” is using the swap to hedge or mitigate commercial risk, and 
a notice is provided regarding how it generally meets its financial 
obligations associated with entering into non-cleared swaps. 
Section 2(h)(7) of the CEA is known as the End-User Clearing 
Exception. 
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Credit Risk
• Credit risk is handled differently for cleared and non-cleared swaps.

• As  proposed by the Commission, the end-user exception requires ten disclosures about meeting credit 
risk.  

• An end-user must answer five questions about how it meets its financial obligations with respect to 
uncleared swaps: 

Whether a written credit support agreement is involved; 

Whether pledged or segregated assets are  involved; 

Whether written third-party guarantee is involved; 

Whether the end user will rely on its own resources; and 

Whether other means of meeting  credit risk are involved. 

• An end-user must also answer four identity questions:

The identity of the electing counterparty under the rule; 

Whether a financial entity is involved; 

Whether a captive finance affiliate is involved; and 

Whether an SEC filer is involved and, if so, whether the board approval requirement has been met.  

• There is also a tenth question, whether the swap is being used to hedge or mitigate commercial risk.
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Commercial Risk

• Not all swaps are eligible for the end user exception. Only swaps 
used to hedge  or mitigate commercial risk qualify. 

• The Commission  provided guidance in its proposal regarding which 
swaps would qualify for the end-user exception:

Swaps that are eligible for hedge accounting treatment;  
Swaps that are eligible for a hedge exemption from position 

limits; and
Swaps that reduce risk relating to an end-user’s assets, 

liabilities or services . 
• The Commission  also provided guidance about which swaps would 

not qualify for the end-user exception:
Swaps used for speculation, investing or trading;  and
Swaps used to hedge another swap unless that first swap itself 

is used as a hedge. 
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Definition of
“Hedging or Mitigating Commercial Risk”

• The definition of “hedging or mitigating commercial risk” in the end-user proposal is virtually the same as 
the definition in the rule proposed at the Commission’s December 1 meeting to define major swap 
participant. 

• The Commission proposes to determine whether a swap hedges or mitigates commercial risk by analyzing 
the facts and circumstances at the time the swap is entered into, and taking into account the person’s 
overall hedging and risk mitigation strategies. 

• The proposed definition would encompass any swap position that: 
• qualifies as bona fide hedging under CEA rules; 
• qualifies for hedging treatment under Financial Accounting Standards Board Accounting 
Standards Codification Topic 815, Derivatives and Hedging (formerly known as Statement No. 133); 
or 
• is economically appropriate to the reduction of risks in the conduct and management of a 
commercial enterprise, where the risks arise in the ordinary course of business from: 

o a potential change in the value of (i) assets that a person owns, produces, 
manufactures, processes, or merchandises, (ii) liabilities that a person incurs, or (iii) 
services that a person provides or purchases; 
o a potential change in value related to any of the foregoing arising from foreign 
exchange  rate movements; or 
o a fluctuation in interest, currency, or foreign exchange rate exposures arising from a 
person’s assets or liabilities. 

• The proposed definition of hedging or mitigating commercial risk would not encompass any swap position 
that is held for a purpose that is in the nature of speculation, investing, or trading. 

http://www.google.com/imgres?imgurl=http://blogs.reuters.com/financial-regulatory-forum/files/2009/08/cftc1.png&imgrefurl=http://blogs.reuters.com/financial-regulatory-forum/2009/08/20/us-cftc-amends-ice-futures-europe-pact/&usg=__Y8zsJMxd2kFxiSiLDcFb6U2Lxtk=&h=600&w=600&sz=100&hl=en&start=1&zoom=1&um=1&itbs=1&tbnid=moiGiqVi_jBGUM:&tbnh=135&tbnw=135&prev=/images?q=cftc&um=1&hl=en&sa=N&tbs=isch:1�


7May 19, 2011Overview of End-User Exception

Potential Exception for
Small Financial Institutions

• The Dodd-Frank Act provides that the Commission shall 
consider whether to exempt small banks, savings 
associations, farm credit system institutions, and credit 
unions from the definition of “financial entity” used in the 
end-user exception. Institutions that are defined as 
“financial entities” in the Dodd-Frank Act may not use the 
end-user exception. The exemption being considered by 
the Commission would allow small financial institutions to 
elect to use the clearing exception. 

• The Commission has requested comments from the public 
on the question of whether small financial institutions 
should be exempted from the definition of “financial 
entity” and thereby be allowed to use the end-user 
exception.   Staff is reviewing the comments received.
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Reporting to SDRs

• The Dodd-Frank Act requires notice to the Commission of how the 
end user generally meets its financial obligations associated with 
entering into non-cleared swaps. The proposed rule states that the 
notice is to be provided through a Swap Data Repository (SDR), if 
one is available. 

• The Commission has proposed a user-friendly, check-the-box 
approach to providing notification. At the time a swap is executed, 
information regarding the methods used to mitigate counterparty 
credit risk in the absence of clearing, and other pertinent facts, such 
as whether an affiliate or financial entity is involved, the identity of 
the end user, and a statement that the swap is being used for 
hedging purposes, would be provided to the SDR along with the 
other information about the swap itself that is provided to the SDR. 

• The Commission's oversight and enforcement effort for end-users 
will depend upon the SDR  database.
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