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Potential Extraterritorial
Application of Regulations
Issued Under Title VII

of the Dodd-Frank Act

BY ROBERT L.D. COLBY AND ANDREW S. FEI"

Executive Summary: This paper discusses
the potential extraterritorial application of
Title VII of the Dodd-Frank Act and regu-
lations promulgated thereunder. Part 1 of
this paper provides an overview of the pro-
visions in Title VII that govern extraterri-
toriality. Part 2 uses common cross-border
fact patterns to explore how Title VII may
apply extraterritorially.

Introduction

L. Brief Introduction to U.S. Derivatives
Reforms: Title VII of the Dodd-Frank Wall
Street Reform and Consumer Protection
Act (“Dodd-Frank Act”) establishes a com-
prehensive new regulatory framework for
swaps’ and security-based swaps (“SBS”)
by, among other things: (1) providing for
the registration and regulation of market
players defined as swap dealers and major
swap participants (“MSPs”); (2) impos-
ing clearing and trade execution require-
ments on standardized derivative products
and (3) creating robust recordkeeping and
transaction reporting regimes. Title VII's
requirements can be broadly categorized
into those that apply to all persons that
engage in swaps (such as trade execution,
mandatory clearing and trade reporting),

those that apply only to swap dealers and
MSPs (such as business conduct standards,
capital and risk management) and those
that apply to swap market infrastructures
such as exchanges, trading platforms,
clearinghouses and swap data repositories.

II. Key Regulators under Title VII: The
Dodd-Frank Act provides that the Com-
modity  Futures Trading Commission
(“CFTC”) will regulate swaps and the
swap market, the Securities and Exchange
Commission (“SEC” and, together with
the CFTC, the “Commissions”) will regulate
SBS and the SBS market and the Commis-
sions will jointly regulate mixed swaps.
The swap/SBS distinction is artificial and
is largely based on the historical jurisdic-
tional divisions between the CFTC and the
SEC. Under Title VII, federal banking and
other regulators also have prudential su-
pervisory rulemaking responsibilities with
respect to banking entities that register as
swap dealers or MSPs.?

III. Potential Extraterritorial Application
of Title VII: The extent to which U.S. swap
regulations will apply to crossborder ac-
tivities is a critically important issue in light
of the global nature of the swap market,
the parallel OTC derivatives reforms that
are taking place in the European Union
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(“EU”) and G-20 nations and the global opera-
tion of major users of and dealers in swaps. If Ti-
tle VII regulations were given broad extraterrito-
rial scope, then many cross-border swaps would
be subject to both U.S. and foreign regulation,
which could potentially give rise to duplicative or
inconsistent compliance obligations. These rule
conflicts are of particular concern for U.S. and
foreign financial institutions with global swap
dealing operations.

Part 1: Title VII's Provisions on
Extraterritoriality

I. Title VII contains provisions that set forth
the extraterritorial scope of provisions relating to
CFTCregulated swaps and SEC-regulated SBS.

- A.Section 722 of Dodd-Frank provides: Pro-
visions relating to swaps do not apply to ac-
tivities outside the United States unless those
activities: (1) have a direct and significant
connection with activities in, or effect on,
commerce of the United States or (2) contra-
vene the rules and regulations promulgated
by the CFTC as necessary or appropriate to
prevent evasion of the Dodd-Frank Act.

B. Section 772 of the Dodd-Frank Act pro-
vides: Provisions relating to SBS do not apply
to any person insofar as such person trans-
acts a business in SBS without the jurisdic-
tion of the United States, unless such person
transacts a business in SBS in contravention
of the rules and regulations that may be pro-

mulgated by the SEC to prevent evasion of
the Dodd-Frank Act.

II. Comparing the Provisions: Both provisions
begin by generally limiting Title VII's scope of applica-
tion to the United States, followed by certain instances
in which the Title would apply. Both permit the Com-
missions to adopt rules to prevent evasion of the Act.
However, Section 722 (CFTC) also applies the Title
to activities outside the United States that have a direct
and significant connection with activities in, or effect
on, commerce of the United States. Arguably, this ad-
ditional application provides the CFTC with broader
legal authority than the SEC to apply its swap regula-
tions extraterritorially. However, market participants
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argue that the Commissions should adopt the same
approach to extraterritoriality.

III. Broad Discretion Regarding Extraterrito-
rial Application: Regardless of their differences,
Sections 722 and 772 provide the Commissions
with considerable discretion regarding the extra-
territorial application of their Title VII regula-
tions. Section 722 (“shall not apply”) and Section
772 (“No provision . . . shall apply”) are nega-
tive prohibitions that do not require Title VII to
be applied to the maximum extraterritorial ex-
tent. These sections are also couched in general
terms, providing the Commissions broad discre-
tion to interpret their meaning and scope. Under
the Chevron doctrine, judges generally defer to a
federal administrative agency’s interpretation of
a statute in the agency’s area of expertise if the
statute is silent or ambiguous and the agency’s
interpretation is not unreasonable.* In practice,
this means the CFTC and the SEC would have
substantial discretion regarding the meaning and
scope of Sections 722 and 772.

IV. Indications from the Commissions: The
Commissions have provided some tentative sug
gestions regarding their interpretation of Sections
722 and 772 and how they intend to exercise their
discretion regarding extraterritorial application:

A. In its proposal on swap data repositories
(“SDRs”), the CFTC stated that “swap activity
that is strictly of a ‘non-U.S.” nature would be ex-
cluded from Commission registration and regu-
lation” because “Section 722 of the Dodd-Frank
Act, excludes from U.S. jurisdiction all swap activ-
ity that does not have a ‘direct and significant con-
nection with activities in, or effect on, commerce
of the United States’, or which contravene regula-
tions necessary to prevent evasion.”™

B. In its rule proposal on registration of swap
dealers and MSPs (“Registration Proposal”),
the CFTC indicated that in determining the
“proper scope of extraterritorial application,”
it would be guided by considerations of interna-
tional comity.® Under the principal of comity, a
nation must refrain from unreasonably exercis-
ing jurisdiction over persons or activities that have
connections with another nation.” Reasonable-
ness is determined on the basis of factors such as
connections with the regulating nation, harm to
that nation’s interests, the extent to which other
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nations regulate, and the potential for conflict of
laws.?

C. The CFTC’s General Counsel has stated
that “direct and significant connection . . .
or effect” in Section 722 is very similar to a
provision in U.S. antitrust laws and that the
CFTC has consulted the antitrust precedents
to determine the reach of the CFIC’s juris-
diction.” Regardless of the potential reach of
Section 722, the General Counsel went on to
observe that “[t]there is no brightline rule
that says that the statute applies to its fullest
[extraterritorial] extent in every single pos-
sible application” and that extraterritoriality
may be determined on a rule-by-rule basis.!

D. Section 772 (SEC) is closely modeled on
Section 30(b) of the Securities Exchange Act
of 1934 (“Exchange Act”), which refers to
persons transacting a business in securities
without the jurisdiction of the United States
and contains the same anti-evasion exemp-
tion.!! In its original Rule 15a-6 release, the
SEC broadly interpreted “urisdiction of the
United States” in Section 30(b) to include the
use of U.S. jurisdictional means to engage
in broker-dealer activities from outside the
United States.”” However, as a policy matter,
the SEC provided a conditional exception to
foreign broker-dealers not physically present
in the US. that engage in transactions with
U.S. persons. '

V. Impact of the Supreme Court’s Decision in
Morrison v. National Australia Bank Ltd": In
Morrison, the Supreme Court stated: “unless
there is the affirmative intention of the Congress
clearly expressed to give a statute extraterritorial
effect, we must presume it is primarily concerned
with domestic conditions.”"

A. If a court were asked to interpret Sections 722
and 772, it might apply Morrison’s presumption
against extraterritoriality to narrowly construe the
Commissions’ cross-border authority.' For exam-
ple, the phase “jurisdiction of the United States”
in Section 772 would not cover every tangential
jurisdictional contact with the United States, and
the terms “direct and significant connection. .. or
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effect” would not sweep in theoretical or de mi-
nimis effects or connections to U.S. commerce.

B. It seems unlikely that a court will be asked
to interpret Sections 722 and 772. In any
event, a court may defer to the Commissions’
interpretation of these provisions.

C. Moreover, it seems likely that the Commis-
sions could adopt their regulations that affect
cross-border trading under the anti-evasion
authority of Sections 722 and 772, thus ex-
tending the reach of these regulations.

Part 2: Exploring Title VII's
Potential Extraterritorial Reach
Through Common Cross-Border
Fact Patterns

Note: Many of the fact patterns discussed below
are relevant for all persons that engage in swaps, al-
though several of them are particularly relevant to
U.S. and non-U.S. financial institutions with global
swap dealing operations.

Fact Pattern A: Swaps Between a U.S.
Person and a non-U.S. Person

At a high level of generality, the proposition that
Title VII regulations will apply to swaps involv-
ing at least one U.S. person is not controversial.””
The real issues lie in (1) how broadly or narrowly
U.S. person should be defined and (2) whether
all regulations should apply once a U.S. person
is involved. These questions are of the first order
of importance because, under the swaps business
arrangements developed before the Dodd-Frank
Act, swaps between a U.S. person and a non-U.S.

person are very common.

Issue 1: Who is a U.S. Person?

VI. The full extraterritorial impact of applying Title
VII to swaps between a U.S. person and a non-U.S.
person depends in large part on how “U.S. person” is
defined. Below are some existing and proposed defini-
tions of U.S. person, followed by a discussion of their
potential impact on common cross-border swaps.
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A. SEC Precedents: There is no general definition
of “U.S. person” in the securities context.

- 1. Regulation S under the Securities
Act: For purposes of securities offerings,
Regulation S defines “U.S. person” to in-
clude any natural person resident in the
United States, any partnership or corpo-
ration organized or incorporated under
the laws of the United States, and cer-
tain other entities such as any estate or
trust of which the executor or trustee is
a US. person.!® The Regulation S defini-
tion excludes “any agency or branch of
a U.S. person located outside the United
States if: (A) The agency or branch oper-
ates for valid business reasons; and (B)
The agency or branch is engaged in the
business of insurance or banking and is
subject to substantive insurance or bank-
ing regulation, respectively, in the juris-
diction where located.”"

2. Rule 15a-6 under the Exchange Act
provides conditional exemptions from
registration for foreign broker-dealers
that induce or attempt to induce the
purchase or sale of any security by cer-
tain U.S. institutional investors.”’ Rule
15a-6(a)(4)(iv) also exempts from the
registration requirement foreign broker-
dealers that engage in certain securities
activities with “[aJny agency or branch
of a US. person permanently located
outside the United States, provided that
the transactions occur outside the United
States.” This provision differs in scope
from the exclusion contained in the
Regulation S definition because it does
not require a “valid business reason” or
engaging in the business of insurance or
banking,

- 3. No-Action Letter Defining “Offshore
Client”: In 1996, the SEC issued a no-action
letter permitting certain foreign broker-deal-
ers to effect transactions in foreign securities
with U.S. resident fiduciaries for “offshore
clients” without having to register as broker-
dealers or effect such transactions in accor-
dance with Rule 15a-6.>' Significantly, the
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no-action letter defined “offshore client” as:
“(1) any entity not organized or incorporated
under the laws of the United States and not
engaged in a trade or business in the United
States for U.S. federal income tax purposes;
(1i) any natural person who is not a U.S.
resident; or (iii) any entity not organized or
incorporated under the laws of the United
States substantially all of the outstanding vot-
ing securities of which are beneficially owned
by a person described in (i) or (ii) above.” It is
noteworthy that the “offshore client” defini-
tion is also different in scope from the exclu-
sions contained in Regulation S.
B. CFTC Precedents: In the futures context,
there also is no general definition of “U.S.
person.” In a number of instances, however,
the CFTC regards an entity as “foreign” or
non-U.S. if it is “located outside the United
States, its territories or possessions.” For ex-
ample, the CFTC defines “foreign broker”
as “any person located outside the United
States, its territories or possessions” that so-
licits or accepts orders “only from persons lo-
cated outside the United States, its territories
or possessions” for transactions on or subject
to the rules of a U.S. designated contract mar-
ket or derivatives transaction execution facil-
ity and accepts customer assets to margin any
trades.”

C. Definitions in Title VII Rule Proposals:
For purposes of SBS data reporting, the SEC pro-
posed a broad definition of “U.S. person” that
includes branches and offices of a U.S. person,”
a natural person that is a U.S. citizen or U.S. resi-
dentand alegal person that is organized under the
corporate laws of any part of the United States or
has its principal place of business in the United
States. For purposes of public reporting of swap
data, the CFTC proposed to define “U.S. person”
as any U.S.-based swap dealer, MSP, eligible con-
tract participant (“ECP”), end-user or other U.S.-

based entity or person that transacts in a swap.?*

The CFTC did not discuss how the definition
would apply to branches and offices of a U.S.
person.
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1. These definitions were proposed in the
context of swap data reporting where the
Commissions share a strong interest in ap-
plying the reporting requirements broadly to
enhance posttrade transparency. The Com-
missions may not use the same definitions
for other Title VII requirements.

2. The Commissions did not propose
identical definitions of “U.S. person.”
These inconsistencies could lead to swap
and SBS regulations having different ex-
traterritorial application. This would be
problematic for users and dealers that
engage in both swap and SBS transac-
tions.

VIL Impact of Various “U.S. Person” Defini-

tions on Common Cross-border Swaps Involving:

A. A U.S.-Incorporated Entity with Signifi-
cant Operations/Offices in the United States.
Such a corporation would fall within the
Regulation S definition, the definitions pro-
posed by the Commissions in their Title VII
rule proposals and any conceivable definition
of “U.S. person.”

B. A Foreign Branch or Office of a U.S.-Incor-
porated Entity. For SBS data reporting purposes,
the SEC proposed that “U.S. person” should in-
clude the foreign branch or office of a U.S. person
“because a branch or office has no separate legal
existence under corporate law [and] would be an
integral part of the U.S. person itself.” The “U.S.
person” definition in Regulation S generally in-
cludes branches and offices. However, there is an
exception for a branch located outside the United
States that operates for valid business reasons, is
engaged in the business of insurance or banking
and is subject to local insurance or banking regu-
lation.* Rule 15a-6 also exempts from the regis-
tration requirement foreign broker-dealers that
engage in certain securities activities outside the
United States with offshore branches and offices
of U.S. persons.” In certain circumstances, U.S.
banking regulators treat U.S. branches of foreign
banks as if they were separate legal entities.”® In
a number of no-action letters, the CFTC has
treated a bank in one country as a separate legal
entity from its branches in another country.” The
SEC also treats U.S. branches of a foreign bank
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as distinct from the foreign bank for purposes of
Section 3(a)(2) of the Securities Act of 1933.° In
comment letters to the Commissions concern-
ing the extraterritorial application of Title VII's
swap dealer provisions, several financial institu-
tions have relied on these favorable precedents
to argue that the Commissions should not treat
foreign branches of U.S. corporations as U.S. per-
sons. Specifically, commenters have argued that:
(1) aforeign entity dealing in swaps with a foreign
branch of a U.S. bank should not have to register
as a swap dealer on that basis alone and (2) a for-
eign branch of a U.S. bank dealing in swaps with
other non-U.S. persons should not have to regis-
ter as a swap dealer solely on that basis.

C. A Non-U.S. Affiliate of a U.S. Person: A
non-U.S. affiliate generally refers to a separate
legal entity incorporated in a foreign country
that is affiliated with a U.S. person such as a
U.S.incorporated entity. A foreign incorpo-
rated entity is generally not considered a U.S.
person although some definitions require that
the entity also not have its principal opera-
tions in the United States. In its Registration
Proposal, the CFTC sought comments on
“when swap dealing activity with or by non-
U.S. affiliates of U.S. persons has a ‘direct and
significant connection with activities in, or ef-
fect on” U.S. commerce for purposes of [Sec-
tion 722].”' In response, commenters have
generally argued that in situations where (1)
a foreign swap dealer transacts with a non-
U.S. affiliate of a U.S. person or (2) a non-
U.S. affiliate of a U.S. person deals in swaps
with a foreign counterparty, the connection
or effect on U.S. commerce is not sufficiently
direct or significant to trigger application of
Title VII.

Issue 2: Which Title VIl Regulations
Would Apply to a Cross-Border Swap
Involving at Least One U.S. Person.

The CFTC staff has indicated a willingness to
consider extraterritoriality on a rule-byrule ba-

sis.*> Commenters have generally supported such
an approach because blanket application of Title



June/July 2011 ® Volume 31 ™ Issue 6

VII’s requirements to a crossborder swap be-
tween a U.S. person and a non-U.S. person could
subject the counterparties to duplicative or incon-
sistent U.S. and foreign rules. In exploring the ex-
traterritorial application of Title VII regulations
below, regulations that apply to all swap partici-
pants and those that only apply to swap dealers
and MSPs will be discussed separately.

VIII. Regulations Affecting All Swap Coun-
terparties: Title VII's mandatory clearing, trade
execution and swap data reporting requirements
would impact swap counterparties, regardless of
whether they are swap dealers or MSPs.

A. Parallel Reforms in Other Jurisdictions:
The United States is not alone in consider-
ing these requirements for OTC derivative
transactions. At the 2009 G-20 summit, the
G-20 Leaders agreed that “[a]ll standardized
OTC derivative contracts should be traded
on exchanges or electronic trading platforms,
where appropriate, and cleared through cen-
tral counterparties by end-2012 at the latest.
OTC derivative contracts should be reported
to trade repositories.” Japan and the EU as
well as other G20 nations have proposed or
are in the process of implementing laws to
give effect to the G-20 commitments.

B. Potential for Rules Conflicts: In view of
global efforts to require clearing, trading and
reporting of OTC derivatives, broad extra-
territorial application of Title VII's parallel
requirements could result in clashes between
US. and foreign rules. Accordingly, many
commenters have asked the Commissions to
tailor Title VII's mandatory clearing, trading
and trade reporting requirements to account
for and avoid conflicts with OTC derivatives
rules in other major financial jurisdictions.
Examples of these conflicts are discussed
briefly below.

1. Mandatory Clearing and Trade Ex-
ecution: Subject to certain exceptions,
Section 723(a)(3) of the Dodd-Frank
Act requires counterparties to submit a
swap for clearing to a derivatives clear-
ing organization that is registered with
the CFTC or that is exempt by the CFTC
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from registration.** Title VII's manda-
tory clearing requirement may conflict
with foreign laws that require swaps to
be cleared through locally registered or
recognized clearinghouses.
(a) Local clearing is an element of
the FEuropean Commission’s Pro-
posal on OTC Derivatives, Central
Counterparties and Trade Reposi-
tories, also known as the European
Market  Infrastructure  Regulation
(“EMIR”).  Specifically,  counter-
parties subject to EMIR’s clearing
requirement would be required to
clear their trades through a clearing-
house that is established in the EU or
a foreign clearinghouse that is rec-
ognized by the European Securities
and Markets Authority (“ESMA”)
based on specified criteria.”
(b) If a cross-border swap between a
U.S. person and an EU counterparty
were subject to Title VII's clearing
requirement in addition to EMIR’s
clearing requirement, the swap may
need to be cleared twice or different
sides of the swap may need to be
cleared at different clearinghouses,
to the extent that the clearinghouse
is not registered with or otherwise
recognized by both US. and EU
regulators. To avoid this outcome,
some commenters have asked the
Commissions to exercise their au-
thority under Sections 723 and 763
of the Dodd-Frank Act to make a
determination that a swap that is
required to be cleared under foreign
law need not also be cleared under
Title VIL
(c) A similar clash would result between
Title VIT's trade execution requirement
and any foreign law that requires execu-
tion atalocally registered or recognized
trading platform. Even though Title VII
permits the Commissions to exempt a
foreign trading platform from register-
ing as a swap execution facility (“SEF”)
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if it is “subject to comparable, compre-
hensive supervision and regulation on
a consolidated basis by . . . the appro-
priate governmental authorities in the
home country of the facility,” the ex-
emption would only apply to a platform
that falls within Title VII's “multiple-to-
multiple” definition of SEF.”” However,
a recent report on trading of OTC
derivatives released by the Technical
Committee of the International Or-
ganisation of Securities Commissions
(“IOSCQO”) revealed that U.S. and Fu-
ropean regulators are not in agreement
on whether trading platforms must per-
mit participants to trade with multiple
liquidity providers within a centralized
system.

2. Trade Reporting: Tite VII gener-
ally requires transaction data relating to
swaps to be reported to an SDR that is
registered with the CFTC, and transac-
tion data relating to SBS to be reported
to a securitiesbased SDR that is regis-
tered with the SEC.

- (a) The Commissions’ proposed
rules would require a swap to be
reported to an SDR if there is at
least one U.S. counterparty. Even
where there are no U.S. counterpar-
ties, the SEC would require, and
the CFTC may require, the swap to
be reported if it is executed in the
United States or through any means
of interstate commerce, or is cleared
through a clearing agency having
its principal place of business in the
United States.”

- (b) EMIR requires financial and cer-
tain nonfinancial counterparties es-
tablished in the EU to report OTC
derivatives to a trade repository that
is registered with ESMA.* In order
to be registered, trade repositories
must be established in the EU.*
However, a trade repository estab-
lished in a third country may be rec-
ognized by ESMA if certain require-
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ments are satisfied. Such recognition
may be a lengthy process because it
would require ESMA to first enter
into a cooperation agreement with
the third country regulator.* Title
VII does not have a similar regime
for exempting foreign SDRs from
registration with the Commissions.*

+ (¢) Accordingly, a cross-border swap
between a U.S. person and an EU
counterparty could be subject to the
trade reporting requirements under
both EMIR and Title VII, meaning
that it may need to be reported to
two different trade repositories. To
avoid the simultaneous application
of duplicative EU and U.S. regula-
tions, some commenters have asked
the Commissions to exclude from
Title VII trade reporting require-
ments any swap that is required
under foreign law to be reported
to a foreign SDR that is not regis-
tered with the Commissions. Com-
menters have also suggested that the
Commissions explore ways to ob-
tain swap data from foreign SDRs.

IX. Regulations Governing Swap Dealers: Sub-
ject to certain exceptions, Title VII defines a swap deal-
erasaperson that: holds itself out as a dealer in swaps;
makes a market in swaps; regularly enters into swaps
with counterparties in the ordinary course of business;
or engages in any activity causing it to be commonly
known in the trade as a dealer or market maker in
swaps.* Requirements governing swap dealers can
be conceptually divided into: (1) the registration re-
quirement; (2) rules that apply to swap dealers at the
entity level (such as capital and risk management) and
(3) transaction-level rules that regulate particular swap
transactions (such as business conduct standards, doc-
umentation requirements, collateral segregation). The
types of cross-border activities that trigger swap dealer
registration and the conceptual distinction between
transaction-level and entity-level rules feature in a num-
ber of comment letters submitted to the Commissions
by financial institutions with significant global swap
dealing operations.
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A. Swap Dealer Registration Requirement: back-to-back transaction with a swap

Title VII makes it unlawful for any person to dealer affiliate for risk-hedging pur-
act as a swap dealer unless that person is reg- poses. The Commissions noted in their
istered as a swap dealer.® A threshold ques- joint proposal on the definition of swap
dealer and MSP (“Joint Definitions
Proposal”) that in determining wheth-

er a person is a swap dealer, it would

tion for many global financial institutions is
what cross-border swap dealing activities, in
light of the extraterritorial provisions in Sec-
tions 722 and 772, would trigger the swap be appropriate to consider whether the

dealer registration requirement. swaps the person engages in “simply

1. Dealing with U.S. Persons: Although
the Commissions have not provided defini-
tive guidance on this issue, it is reasonable to
expect that, as a general matter, swap deal-
ing activities with U.S. persons would trigger
swap dealer registration. Commenters have
generally acknowledged that an entity that
deals fully in swaps with U.S. persons would
need to register as a swap dealer but have pre-
sented various arguments, discussed above,
on how “U.S. person” should be defined and
what level of dealing should trigger registra-
tion. Commenters further argue that swaps
between two non-U.S. persons should not
trigger registration for the counterparty act-
ing in a dealer capacity because such transac-
tions do not have a direct and significant con-
nection to or effect on U.S. commerce. In
addition, the industry submitted comments
regarding inter-dealer swaps, back-to-back
arrangements and activity-based swap dealer
designation.

- (a) Inter-dealer Swaps: Commenters
have suggested that a foreign swap
dealer whose only U.S. swap activ-
ity is with a U.S.registered swap
dealer would not meet the definition
of “swap dealer” and would not
have to register as such. They argue
that crossborder inter-dealer swaps
significantly benefit U.S. swap deal-
ers, which benefit could be under-
mined if foreign swap dealers were
deterred by the registration require-
ment from entering into such trans-
actions.

(b) Back-to-Back Arrangements: Itis
common for a swap dealer to enter into
a swap with a customer followed by a

represent an allocation of risk within
a corporate group” or whether they
“involve the interaction of unaffiliated
persons” that is the hallmark of certain
elements of the swap dealer definition.
In light of these remarks, some com-
menters have advocated that: (1) if a
U.S. swap dealer transacts swaps with
customers and then back-to-backs the
swaps with a foreign affiliate, the for-
eign affiliate should not have to register
as a swap dealer solely on the basis of
these swaps; and (2) if a foreign dealer
enters into swaps with a non-U.S. per-
son and then enters into back-to-back
transactions with an affiliated U.S.-
registered swap dealer, the foreign
dealer should not have to register as a
swap dealer solely on the basis of these
swaps.

(c) Activity-based Swap Dealer Des-
ignation: The Dodd-Frank Act states
that “[a] person may be designated as
a swap dealer for a single type or single
class or category of . . . activities and
considered not to be a swap dealer for
other types, classes, or categories of . . .
activities.”* Relying on this provision,
some global financial institutions have
argued that they should be permitted to
register a U.S. affiliate as a swap dealer
solely with respect to its swap dealing
activities with U.S. persons and to reg-
ister themselves or a foreign branch
or separately identified department or
division as a swap dealer solely with re-
spect to its activities as a booking center
for swaps with U.S. persons.
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-+ (d) Certain Requirements May Still
Apply to Non-Registrants: The CFTC
noted in its Registration Proposal that
even where a person is not required
to register as a swap dealer, “[sJuch
persons, however, may be subject to
other requirements imposed on swap
dealers, such as reporting obligations.
Further, the provisions of the CEA
and the Commission’s regulations ap-
plicable to “any person” will apply as
well, such as those prohibiting fraud
and manipulation.”

B. Transaction-Level Rules: Commenters argue

that while registration with the Commissions is

a basis for U.S. jurisdiction, this should not re-

sult in all of Title VII's transaction-level require-

ments applying to all of the registrant’s swap
dealing activities.

- 1. A number of foreign financial institutions
have argued that Title VIIs transaction-level
requirements should not apply to a foreign-
registered swap dealer’s transactions with
non-U.S. persons. Their concern is that ex-
traterritorial application of Title VII's trans-
action-level requirements in those situations
would subject the foreign swap dealer to
duplicative or potentially irreconcilable U.S.
and foreign rules. They argue that the comity
principle would militate against extraterrito-
rial application to a swap between a foreign
swap dealer and a non-U.S. person because
a foreign nation would have greater interest
in regulating the transaction, and the non-
application of U.S. rules would avoid rule
conflicts and would be consistent with the
counterparties’ expectations.

- 2.Relying on comity principles, a number of
U.S. banks have also advocated similar treat-
ment for their foreign affiliates and branches
that engage in swap activities overseas with
non-U.S. counterparties. The Commissions
have also been asked by commenters to con-
sider, in view of the potential for conflicts
of U.S. and foreign rules, whether certain
U.S. transaction-level rules should apply to
swaps between U.S. swap dealers and non-
U.S. persons.
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3. Financial institutions that addressed the
transaction-level and entity-level distinction
in their comment letters generally regard
Title VII's business conduct standards,
documentation requirements, collateral seg-
regation, swap data reporting, mandatory
clearing, trade execution and certain record-
keeping obligations as transaction-level rules.

C. Entity-Level Rules: Title VII imposes risk-

based capital as well as a number of risk manage-

ment and governance requirements on swap deal-
ers. By definition, these entity-level rules apply to

a registered swap dealer as a whole and cannot

be disapplied with respect to the registrant’s non-

U.S. activities. Many foreign financial institutions

that wish to register as swap dealers are currently

regulated by their home country regulators on
matters such as capital and risk management.

- 1. Foreign financial institutions are con-
cerned about potentially having to comply
with two sets of potentially inconsistent enti-
ty-level rules — those imposed by their home
country regulators and those promulgated
by the Commissions under Title VII. They
argue that the prospect of having to comply
with two sets of irreconcilable entity-level
rules might cause some foreign financial in-
stitutions with U.S. swap dealing operations
to abandon their current centralized book-
ing model and to set up jurisdiction-specific,
separately capitalized entities to conduct
swaps business. This fragmented approach,
they argue, would be inefficient from a capi-
tal perspective and would take away the ben-
efits of netting and centralized risk manage-
ment, which are essential for systemicrisk
mitigation. Some U.S. banks have expressed
similar concerns with respect to their foreign
branches and affiliates, which are already
regulated at the entity level in their respective
foreign jurisdictions.

- 2. Deference to Foreign Regulator: Com-
menters have generally argued that U.S. regu-
lators should defer where appropriate to the
foreign supervisor’s entity-level regulation of
a foreign swap dealer registrant.

- (a) With respect to capital, commenters
have argued that the deference to for-
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eign supervision is consistent with Fed-
eral Reserve precedent® and is espe-
cially appropriate in view of the greater
uniformity in global capital standards

that will result from Basel I11.
(b) With respect to other entity-level
rules, they have proposed a “com-
parability”  standard pursuant to
which the Commissions would de-
fer to the foreign regulator’s entity-
level regulation if it is comparable to
the Commission’s entity-level regu-
lation of U.S.based swap dealers.
Comparability, it has been argued,
would be broadly determined by
looking at whether U.S. and foreign
entity-level regulations pursue simi-
lar objectives or outcomes, and not
whether the technical rules in the
two jurisdictions are identical. The
CFTC has adopted an objectives-
based comparability standard in
granting no-action relief to foreign
boards of trade and issuing Rule
30.10 exemptions to foreign inter-
mediaries. Under this approach,
“the CFTC may conclude that the
regulatory program is comparable
even though the offshore program
does not contain elements precisely
identical to that of the Commis-

sion’s regulatory program.”™
X. Regulations Governing MSPs: Although
MSPs are subject to largely the same substantive
requirements as swap dealers, the CFTC noted
in its Registration Proposal that registration of
MSPs raises different extraterritorial jurisdiction
issues because the statutory definition of MSP*
specifically focuses on the degree of risk that an
entity’s swaps pose to U.S. counterparties and the

U.S. market.”!

A. The CFTC stated that “the analysis of whether
anon-U.S. entity should register as an MSP would
turn upon, among other things, swap positions
with U.S. counterparties (including the use of a
U.S. clearing agency or swap execution facility) or
thatinvolve U.S. mails or any means or instrumen-
tality of interstate commerce.”* This appears to
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suggest that even where a foreign entity does not
have substantial swap positions with U.S. coun-
terparties, it may need to register as an MSP if its
swaps with non-U.S. counterparties are traded or
cleared in the United States.

B. In the Joint Definitions Proposal, the Com-
missions requested comments on whether
“sovereign wealth funds or other entities
linked to foreign governments should be
excluded from the major participant defini-
tions, particularly in light of the provisions
of the Dodd-Frank Act governing its territo-
rial reach . .. .” The Commissions specifi-
cally sought comments on the relevance of
“whether the entity’s obligations are backed
by the full faith and credit of the foreign gov-
ernment.” The implicit reasoning behind this
statement appears to be that entities fully
supported by foreign governments are less
likely to fail and therefore pose less risk to
U.S. counterparties and U.S. markets.

Fact Pattern B: Swap Referencing
a U.S. Asset

XI. As a general matter, a swap between two non-
U.S. counterparties is unlikely to be subject to Title
VIIif its sole U.S. nexus is that it will be settled in U.S.
dollars or the instrument references a U.S. asset. How-
ever, the Commissions may exercise expansive juris-
diction over such a swap in a fraud or market manipu-
lation case, consistent with past practice. For example,
Section 929P(b) of the Dodd-Frank Act extends the
extraterritorial reach of the antifraud provisions of the
securities laws with respect to actions by the United
States or the SEC. This was intended to prevent any
extension of the holding in Morrison to actions by the
U.S. or the SEC.**

Fact Pattern C: Swap Cleared in
the United States, Traded in the
United States or Reported to a
U.S.-Registered SDR

XII. The CFTC stated in its Registration Pro-
posal that it “generally would not require a
person to register as a swap dealer if their only
connection to the U.S. was that the person uses a
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U.S.registered swap execution facility, designated
clearing organization or designated contract mar-
ket in connection with their swap dealing activi-
ties, or reports swaps to a U.S.registered swap
data repository.”
A. However, the CFTC suggested that such
a person “may be subject to other require-
ments imposed on swap dealers, such as re-
porting obligations” as well as Title VII regu-
lations applicable to “any person,” such as
those prohibiting fraud and manipulation.

B. Under the SEC’s proposal, this level of U.S.
contact would also be sufficient to subject an SBS
to Title VII's trade reporting requirements. Pro-
posed Rule 908(a) would require an SBS to be
reported if the SBS: (1) has at least one counter-
party thatisa U.S. person; (2) was executed in the
United States or through any means of interstate
commerce; or (3) was cleared through a regis-
tered clearing agency having its principal place of
business in the United States.*®

Fact Pattern D: Involvement of U.S.-
based Employees in a Swap between
a Foreign Dealer and a Non-U.S. Person

XII It is common for a swap transaction be-
tween a foreign dealer and a non-U.S. person to
involve, for administrative or expertise reasons,
a US.based employee assisting with the trans-
action. In this scenario, the only jurisdictional
contact with the United States would be the U.S.-
based employee(s) and the fact that a portion of
the swap dealing activity could be said to be con-
ducted inside the United States.

A. SEC Precedent: In the broker-dealer context,
the SEC adopts a territorial approach to broker-
dealer registration.”” Under this approach, all
broker-dealers physically operating within the
United States that effect, induce, or attempt to
induce any securities transactions would be re-
quired to register as broker-dealers with the SEC,
even if these activities were directed only to for-
eign investors outside the United States. Subject
to certain exemptions, foreign broker-dealers
that, from outside of the United States, induce
or attempt to induce securities transactions by a
person in the United States, or that use the means
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or instrumentalities of interstate commerce of the
United States for this purpose, also must register.

B. CFTC Precedent: The CFIC noted in a
1984 policy statement that “registration has
been required by the Commission if: (i) The
individual or firm engaged in the prescribed
activities is based in the United States; or (ii)
the individual or firm engages in the pre-
scribed activities with customers in the Unit-
ed States; or (iii) the prescribed activities en-
gaged in by the individual or firm take place
or originate in the United States.”

C. Title VII: The SEC has indicated an inter-
est in regulating activities conducted within the
United States: “even if both counterparties are
not U.S. persons, U.S. regulators have a strong
interest in having knowledge of and being able
to regulate any activity conducted within the
United States or through any means of inter-
state commerce.”” However, this remark was
made in the context of trade reporting, where
the SEC appears to have adopted an expansive
extraterritorial approach. It is unclear whether
the SEC intends to subject “any activity conduct-
ed within the United States,” irrespective of the
identities of the swap counterparties, to all of
Title VIT's requirements.

NOTES

1 Prepared by Robert L.D. Colby, Partner and
Andrew S. Fei, Associate, Davis Polk & Wardwell
LLP.

2 Unless the context otherwise requires,

references herein to “swaps” will include
security-based swaps.

3 For example, each registered swap dealer and
MSP for which there is a prudential regulator
(as defined in Section 712(a)(17) of the Dodd-
Frank Act) shall meet such minimum capital
requirements and minimum initial and variation
margin requirements as are prescribed by its
prudential regulator. See Dodd-Frank Act §§

731 and 764.

4 Chevron U.S.A., Inc. v. Natural Resources
Defense Council, Inc., 467 U.S. 837 (1984).

5 75 Fed. Reg. 80898, 80900 (Dec. 23, 2010).

6 75 Fed. Reg. 71379, 71382 (Nov. 23, 2010).

7 Restatement (Third) of Foreign Relations Law
of the United States (“Restatement”) § 403(1).

8 Restatement § 403(2).
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