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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 240, 242, and 249
[Release No. 34-63825; File No. S7-06-11]
RIN 3235-AK93

Registration and Regulation of
Security-Based Swap Execution
Facilities

AGENCY: Securities and Exchange
Commission.

ACTION: Proposed rule; proposed
interpretation.

SUMMARY: In accordance with Section
763 (“Section 763”) of Title VII (“Title
VII”) of the Dodd-Frank Wall Street
Reform and Consumer Protection Act of
2010 (“Dodd-Frank Act”), the Securities
and Exchange Commission (“SEC” or
“Commission”) is proposing Regulation
SB SEF under the Securities Exchange
Act of 1934 (“Exchange Act”) that is
designed to create a registration
framework for security-based swap
execution facilities (“SB SEFs”);
establish rules with respect to the Dodd-
Frank Act’s requirement that a SB SEF
must comply with the fourteen
enumerated core principles (“Core
Principles”) and enforce compliance
with those principles; and implement a
process for a SB SEF to submit to the
Commission proposed changes to the SB
SEF’s rules. The Commission also is
proposing an interpretation of the
definition of “security-based swap
execution facility” set forth in Section
3(a)(77) of the Exchange Act to provide
guidance on the characteristics of those
systems or platforms that would satisfy
the statutory definition. In addition, the
Commission is proposing to amend Rule
3a—1 under the Exchange Act to exempt
a registered SB SEF from the Exchange
Act’s definition of “exchange” and to
add Rule 15a—12 under the Exchange
Act to exempt, subject to certain
conditions, a registered SB SEF from
regulation as a broker pursuant to
Section 15(b) of the Exchange Act.

DATES: Comments should be submitted
on or before April 4, 2011.

ADDRESSES: Comments may be
submitted by any of the following
methods:

Electronic Comments

¢ Use the Commission’s Internet
comment form (http://www.sec.gov/
rules/proposed.shtml); or

¢ Send an e-mail to rule-
comments@sec.gov. Please include File
Number S7-06-11 on the subject line;
or

o Use the Federal eRulemaking Portal
(http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper Comments

¢ Send paper comments in triplicate
to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission,
100 F St., NE., Washington, DC 20549—
1090.

All submissions should refer to File
Number S7-06-11. This file number
should be included on the subject line
if e-mail is used. To help us process and
review your comments more efficiently,
please use only one method. The
Commission will post all comments on
the Commission’s Internet Web site
(http://www.sec.gov/rules/
proposed.shtml). Comments are also
available for Web site viewing and
printing in the Commission’s Public
Reference Room, 100 F St., NE.,
Washington, DC 20549 on official
business days between the hours of 10
a.m. and 3 p.m. All comments received
will be posted without change; the
Commission does not edit personal
identifying information from
submissions. You should submit only
information that you wish to make
available publicly.

FOR FURTHER INFORMATION CONTACT:
Nancy J. Burke-Sanow, Assistant
Director, at (202) 551-5621; David Liu,
Senior Special Counsel, at (312) 353—
6265; Constance Kiggins, Special
Counsel, (202) 551-5701; Molly Kim,
Special Counsel, at (202) 551-5644;
Leah Mesfin, Special Counsel, at (202)
551-5655; Susie Cho, Special Counsel,
at (202) 551-5639; Michou Nguyen,
Special Counsel, (202) 551-5634; Heidi
Pilpel, Special Counsel, (202) 551-5666;
Steven Varholik, Special Counsel, at
(202) 551-5615; Sarah Schandler,
Special Counsel, at (202) 551-7145; and
Iliana Lundblad, Attorney, at (202) 551—
5871; Office of Market Supervision,
Division of Trading and Markets,
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549-7010.

SUPPLEMENTARY INFORMATION: The
Commission is proposing new
Regulation SB SEF under the Exchange
Act governing the registration and
regulation of SB SEFs, an interpretation
with respect to the definition of a SB
SEF and new Form SB SEF for
applicants to register with the
Commission as SB SEFs. The
Commission also is proposing certain
exemptions to facilitate the trading of
security-based swaps (“SB swaps”) on
SB SEFs.

I. Introduction

On July 21, 2010, the President signed
the Dodd-Frank Act into law.1 The
Dodd-Frank Act was enacted, among
other things, to promote the financial
stability of the United States by
improving accountability and
transparency of the nation’s financial
system.2 Title VII of the Dodd-Frank Act
provides the Commission and the
Commodity Futures Trading
Commission (“CFTC”) with the
authority to regulate over-the-counter
(“OTC”) derivatives in light of the recent
financial crisis, which demonstrated the
need for enhanced regulation of the
OTC derivatives market. The Dodd-
Frank Act is intended to strengthen the
existing regulatory structure concerning,
and to provide the Commission and the
CFTC with effective regulatory tools to
oversee, the OTC swaps markets, which
have grown exponentially in recent
years and are capable of affecting
significant sectors of the U.S. economy.

The Dodd-Frank Act provides that the
CFTC will regulate “swaps,” the
Commission will regulate “security-
based swaps,” and the CFTC and the
Commission will jointly regulate “mixed
swaps.”3 The Dodd-Frank Act amends

1The Dodd-Frank Wall Street Reform and
Consumer Protection Act (Pub. L. 111-203, H.R.
4173).

2 See Public Law 111-203 Preamble.

3 Section 712(d) of the Dodd-Frank Act provides
that the Commission and the CFTC, in consultation
with the Board of Governors of the Federal Reserve
System (“Federal Reserve”), shall further define the
terms “swap,” “security-based swap,” “swap dealer,”
“security-based swap dealer,” “major swap
participant,” “major security-based swap
participant,” “eligible contract participant,” and
“security-based swap agreement.” These terms are
defined in Sections 721 and 761 of the Dodd-Frank
Act and, with respect to the term “eligible contract
participant,” in Section 1a(18) of the Commodity
Exchange Act (“CEA”), 7 U.S.C. 1a(18), as re-
designated and amended by Section 721 of the
Dodd-Frank Act. Further, Section 721(c) of the
Dodd-Frank Act requires the CFTC to adopt a rule
to further define the terms “swap,” “swap dealer,”
“major swap participant,” and “eligible contract
participant” to include transactions and entities that
have been structured to evade Title VII of the Dodd-
Frank Act. Section 761(b) of the Dodd-Frank Act
provides that the Commission may adopt a rule to
further define the terms “security-based swap,”
“security-based swap dealer,” “major security-based
swap participant,” and “eligible contract
participant,” with regard to security-based swaps,
for the purpose of including transactions and
entities that have been structured to evade Title VII
of the Dodd-Frank Act. Finally, Section 712(a) of
the Dodd-Frank Act provides that the Commission
and CFTC, after consultation with the Federal
Reserve, shall jointly prescribe regulations
regarding “mixed swaps,” as may be necessary to
carry out the purposes of Title VII. To assist the
Commission and the CFTC in further defining the
terms specified above, and to prescribe regulations
regarding “mixed swaps” as may be necessary to
carry out the purposes of Title VII, the Commission
and the CFTC have sought comment from interested
parties. See Securities Exchange Act Release Nos.
63452 (December 7, 2010), 75 FR 80174 (December
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the Exchange Act to require, among
other things, the following with respect
to transactions in SB swaps regulated by
the Commission: (1) Transactions in SB
swaps must be cleared through a
clearing agency if they are of a type that
the Commission determines must be
cleared, unless an exemption from
mandatory clearing applies; 4 (2) if the
SB swap is subject to the clearing
requirement, the transaction must be
executed on an exchange or on a SB SEF
registered under Section 3D of the
Exchange Act or a SB SEF exempt from
registration under Section 3D(e) of the
Exchange Act, unless no SB SEF or
exchange makes such SB swap available
for trading or the SB swap transaction

is subject to the clearing exception in
Section 3C(g) of the Exchange Act; and
(3) transactions in SB swaps (whether
cleared or uncleared) must be reported
to a registered security-based swap data
repository (“SDR”) or the Commission.®

II. Regulatory Framework of Security-
Based Swap Execution Facilities

Currently, SB swaps trade in the OTC
market, rather than on regulated
markets. Although some SB swaps have
moved to centralized clearing, prior to
the enactment of the Dodd-Frank Act,
centralized clearing of SB swaps was
not required. The current market for SB
swaps is opaque, with little, if any, pre-
trade transparency (the ability of market
participants to see trading interest prior
to a trade being executed) or post-trade
transparency (the ability of market
participants to see transaction
information after a trade is executed). A

21, 2010) (File No. S7-39-10) (proposed rulemaking
regarding definitions contained in Title VII of the
Dodd-Frank Act relating to participants). The
Commission also will propose rules regarding
definitions contained in Title VII of the Dodd-Frank
Act relating to products in a separate proposed
rulemaking. See also Securities Exchange Act
Release No. 62717 (August 13, 2010), 75 FR 51429
(August 20, 2010) (File No. S7-16-10) (advance
joint notice of proposed rulemaking regarding
definitions contained in Title VII of the Dodd-Frank
Act).

4 See Public Law 111-203, § 763(a) (adding
Section 3C(a)(1) of the Exchange Act).

5 See Public Law 111-203, § 763(a) (adding
Section 3C(h) of the Exchange Act). See also Public
Law 111-203, § 761(a) (adding Section 3(a)(77) of
the Exchange Act), defining the term “security-
based swap execution facility.” The Dodd-Frank Act
amends the CEA to provide for a similar regulatory
framework with respect to transactions in swaps
regulated by the CFTC.

6 See Public Law 111-203, § 761(a)(75) (adding
Section 3(a)(75) of the Exchange Act) (defining the
term “security-based swap data repository”). The
registration of an SDR and the reporting of SB
swaps are the subject of separate Commission
rulemakings. See Securities Exchange Act Release
Nos. 63347 (November 19, 2010), 75 FR 77306
(December 10, 2010) (File No. S7-35-10) (“SDR
Release”) and 63346 (November 19, 2010), 75 FR
75208 (December 2, 2010) (File No. S7-34-10)
(“Reporting and Dissemination Release”).

key goal of the Dodd-Frank Act is to
bring trading of SB swaps onto regulated
markets,” as reflected in the statutory
requirement that, subject to certain
exceptions, any SB swap subject to
mandatory clearing must be traded on a
SB SEF or an exchange, unless no SB
SEF or exchange makes such SB swap
available for trading.

Section 763 of the Dodd-Frank Act
amends the Exchange Act by adding
various new statutory provisions to
govern the regulation of SB SEFs.8
Section 3C(h) of the Exchange Act
specifies that transactions in SB swaps
that are subject to the clearing
requirement of Section 3C(a)(1) of the
Exchange Act must be executed on an
exchange or on a SB SEF registered with
the Commission (or a SB SEF exempt
from registration), unless no exchange
or SB SEF makes the SB swap available
to trade (referred to as the “mandatory
trade execution requirement”) or the SB
swap transaction is subject to the
clearing exception in Section 3C(g) of
the Exchange Act (“end-user
exception”).? Further, Section 3D(a)(1)
of the Exchange Act states that no
person may operate a facility for the
trading or processing of SB swaps,
unless the facility is registered as a SB
SEF or as a national securities exchange
under that section.1® Under Section
3D(b) of the Exchange Act, a SB SEF
registered with the Commission may
make SB swaps available for trading and
facilitate trade processing of SB
swaps.1? Section 3D(c) of the Exchange
Act requires a national securities
exchange, to the extent it also operates
a SB SEF and uses the same electronic
trade execution system for listing and
executing trades in SB swaps, to
identify whether electronic trading of
SB swaps is taking place on or through
the exchange or the SB SEF.12

Section 3D(d) of the Exchange Act
specifies that to be registered and
maintain registration, a SB SEF must
comply with fourteen Core Principles
enumerated therein and any

7 See Public Law 111-203, preamble.

8 See Public Law 111-203, § 763 (adding Sections
3C and 3D of the Exchange Act).

9 See Public Law 111-203, § 763 (adding Section
3C(h) of the Exchange Act).

10 See Public Law 111-203, § 763(a) (adding
Section 3D(a)(1) of the Exchange Act). The
Commission views this requirement as applying
only to facilities that meet the definition of
“security-based swap execution facility” in Section
3(a)(77) under the Exchange Act. SB swaps that are
not subject to the mandatory trade execution
requirement would not have to be traded on a
registered SB SEF and could be traded in the over-
the-counter (“OTC”) market for SB swaps.

11 See Public Law 111-203, § 763(c) (adding
Section 3D(b) of the Exchange Act).

12 See Public Law 111-203, § 763(c) (adding
Section 3D(c) of the Exchange Act).

requirement that the Commission may
impose by rule or regulation.13 The Core
Principles applicable to SB SEF's are
captioned: (1) Compliance with Core
Principles; (2) Compliance with Rules;
(3) Security-Based Swaps Not Readily
Susceptible to Manipulation; (4)
Monitoring of Trading and Trade
Processing; (5) Ability to Obtain
Information; (6) Financial Integrity of
Transactions; (7) Emergency Authority;
(8) Timely Publication of Trading
Information; (9) Recordkeeping and
Reporting; (10) Antitrust
Considerations; (11) Conflicts of
Interest; (12) Financial Resources; (13)
System Safeguards; and (14) Designation
of Chief Compliance Officer.1¢ As a
result, a registered SB SEF would have
certain regulatory obligations with
respect to overseeing its market and the
participants that trade on its facility.
Further, Section 3D(f) of the Exchange
Act states that the Commission shall
prescribe rules governing the regulation
of SB SEFs.15 Finally, Section 3(a)(77) of
the Exchange Act defines a SB SEF as
a trading system or platform in which
multiple participants have the ability to
execute or trade SB swaps by accepting
bids and offers made by multiple
participants in the facility or system,
through any means of interstate
commerce, including any trading
facility, that: (1) Facilitates the
execution of SB swaps between persons;
and (2) is not a national securities
exchange.16

As regulated markets for the trading of
SB swaps, SB SEFs, as well as
exchanges that post or trade SB swaps
(“SBS exchanges”), are intended to play
an important role in enhancing the
transparency and oversight of the
market for SB swaps. SB SEFs should
help further the statutory objective of
greater transparency and a more
competitive environment for the trading
of SB swaps by providing a venue for
multiple parties to execute trades in SB
swaps and also by serving as a conduit
for information regarding trading
interest in SB swaps. As a result of the
Dodd-Frank Act’s provisions relating to
SB SEFs, the Commission would have
access to information on the trading of
SB swaps that occurs on SB SEFs and
information regarding trading by their
participants. In addition, because SB
SEFs would have certain regulatory
obligations arising from their Core

13 See Public Law 111-203, § 763(c) (adding
Section 3D(d)(1)(A) of the Exchange Act).

14 See Public Law 111-203, § 763(c) (adding
Section 3D(d)(1)-(14) of the Exchange Act).

15 See Public Law 111-203, § 763(c) (adding
Section 3D(f) of the Exchange Act).

16 See Public Law 111-203, § 761(a) (adding
Section 3(a)(77) of the Exchange Act).
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Principles, such as monitoring trading,
assuring the ability to obtain
information, and establishing and
enforcing rules and procedures to
ensure the financial integrity of SB
swaps entered on or though the SB SEF,
these facilities can play an important
role in helping to oversee the market for
SB swaps on an ongoing basis and
allowing regulators to quickly assess
information regarding the potential for
systemic risk across trading venues.

The Commission is mindful that any
rules that the Commission may adopt
regarding the regulation of SB SEFs
could impact the incentives for existing
or prospective platforms for the trading
of SB swaps to enter or withdraw from
this market. On the other hand, the rules
to be adopted by the Commission for the
trading of SB swaps should be sufficient
to fulfill the objectives of the Dodd-
Frank Act to promote financial stability
and transparency. The Commission also
is mindful that, both over time and as
a result of Commission proposals to
implement the Dodd-Frank Act, the
further development of the SB swap
market may alter some of the specific
calculus for future regulation of SB
SEFs.

The Commission notes that the CFTC
is proposing rules relating to swap
execution facilities (“SEFs”) as required
under Section 733 of the Dodd-Frank
Act.17 Because there are differences
between the markets and products that
the Commission and the CFTC currently
regulate, the approach that each agency
may take regarding the regulation of SB
SEFs and SEFs, respectively, also may
differ in various respects. The
Commission recognizes that
commenters may respond to the
Commission’s proposals by referring to
the CFTC’s proposals and welcomes
commenters’ views and suggestions on
the impact of any differences between
the Commission and CFTC approaches
to the regulation of SB SEFS and SEFs.
The Commission is particularly
interested in whether its proposed
rulemaking would result in any
duplicative or inconsistent efforts on the
part of market participants subject to
both regulatory regimes or would result
in gaps between those regimes.

Further, the Commission is aware that
regulators in other countries are
considering reform of their swaps and
derivatives markets and are interested in
achieving a consistent approach to
swaps regulation between the United
States, Europe and other jurisdictions to

17 See Public Law 111-203, § 733 (adding Section
5h of the CEA). See also 76 FR 1214 (January 7,
2011) (“Notice of proposed SEF rulemaking by the
CFTC”).

mitigate the risk of regulatory
arbitrage.1® Although the Commission
must be guided by the requirements of
the Dodd-Frank Act in crafting proposed
rules applicable to markets that trade SB
swaps and the participants in those
markets, the Commission recognizes
that the particular rules that it may
adopt under the Dodd-Frank Act may
impact the incentives of market
participants with respect to where they
choose to engage in the trading of SB
swaps.

Commenters are urged to consider
generally the role that regulation may
play in fostering or limiting the
development of the market for SB swaps
(or, vice versa, the role that market
developments may play in changing the
nature and implications of regulation)
and specifically to focus on this issue
with respect to the proposals to
establish a framework for the trading of
SB swaps. In addition, commenters are
urged to consider the effect of the
Commission’s proposals relating to SB
SEF's on the global swaps and
derivatives markets and to offer specific
comments regarding how the proposals
compare with the existing or proposed
regulations of other jurisdictions.

III. The Definition of Security-Based
Swap Execution Facilities

Since the enactment of the Dodd-
Frank Act in July 2010, the Commission
has engaged in a number of outreach
programs relating to the legislation’s
rulemaking mandates, including trading
of SB swaps on regulated markets.1® On
September 15, 2010, the staff of the
Commission and of the CFTC conducted
a joint roundtable to discuss issues
related to the formation and regulation
of SEFs and SB SEFs (“Roundtable”).20
Topics discussed at the Roundtable
included the scope of the definition of
a SEF and SB SEF; registration of these
facilities; products that would trade on
a SEF and SB SEF; block trades; access
to SEFs and SB SEFs; and cross-market

18 See, e.g., Committee of European Securities
Regulators (“CESR”), CESR Technical Advice to the
European Commission in the context of the MiFID
Review and Responses to the European Commission
for Additional Information, dated October 13, 2010,
available at http://www.cesr-eu.org/index.php
?page=contenu_groups&id=61&docmore=1.

19 See, e.g., Implementing the Dodd-Frank Wall
Street Reform and Consumer Protection Act,
Transparency, Public Input on SEC Regulatory
Initiatives under the Dodd-Frank Act Title VII—
Wall Street Transparency and Accountability,
Mandatory Exchange Trading and Swap Execution
Facilities, available at
http://www.sec.gov/spotlight/dodd-frank.shtml.

20 See Securities Exchange Release No. 62864
(September 8, 2010), 75 FR 55574 (September 13,
2010) (File No. 4-612). Webcast available at http://
www.sec.gov/news/openmeetings/2010/
jac091510.shtml.

issues.2® The purpose of the Roundtable
was to provide a forum for the
discussion of these issues and to assist
SEC and CFTC staff as they developed
proposed rules to meet the Dodd-Frank
Act’s mandate to bring the trading of
swaps and SB swaps subject to the
mandatory clearing requirement onto
organized markets. Panelists at the
Roundtable provided comments on their
experience with the current market
structure for the trading of swaps and
SB swaps and offered their views and
suggestions on ways that that structure
could change as a result of the
legislation. Pursuant to the
Commission’s outreach, a range of
individuals and entities, including swap
dealers, brokers, end-users, academics
and others, have expressed their views
on a variety of topics, such as the scope
of activities or the nature of platforms
that should fall within the statutory
definition of “security-based swap
execution facility.” 22

Many letters from market participants
advocated for a flexible interpretation of
the statutory definition of SB SEF.23 In
their letters, they argued that the
definition of SB SEF should permit
many different types of existing and
new trading and execution platforms.24
Certain market participants noted that
the SB swap market is more customized
and illiquid than the cash equities
market and argued that a broad range of
trading models would be necessary to
address the SB swap market’s unique
characteristics and to allow this market
to develop properly.25

21 See Press Release issued by the Commission on
September 8, 2010, “SEC, CFTC To Host Joint
September Roundtables On Swap and Security-
Based Swap Matters” (File No. 2010-166), available
at http://www.sec.gov/news/press/2010/2010-
166.htm.

22 See, e.g., http://www.sec.gov/spotlight/dodd-
frank.shtml.

23 See, e.g., letter from Ben Macdonald, Global
Head Fixed Income, Bloomberg LP, to Commission,
dated September 22, 2010 (“Bloomberg Letter”), at
2; letter from Richard H. Baker, President and CEO,
Managed Funds Association, to Elizabeth M.
Murphy, Secretary, Commission, dated September
22,2010 (“MFA Letter”), at 16; letter from Ernest C.
Goodrich, Jr., Managing Director—Legal
Department, and Marcelo Riffaud, Managing
Director—Legal Department, Deutsche Bank AG, to
David A. Stawick, Secretary, CFTC, and Elizabeth
M. Murphy, Secretary, Commission, dated October
6, 2010 (“Deutsche Bank Letter”), at 5—6 and 8-9;
and letter from Larry Tabb, CEO and Founder, Andy
Nybo, Head of Derivatives, and Kevin C.
McPartland, Senior Analyst, TABB Group, to Gary
Gensler, Chairman, CFTC, and Mary Schapiro,
Chairman, Commission, dated August 23, 2010
(“TABB Letter”), at 2.

24 See, e.g., Bloomberg Letter, id., at 2; MFA
Letter, id., at 16; and Deutsche Bank Letter, id., at
7.

25 See, e.g., Bloomberg Letter, supra note 23, at 2,
and Deutsche Bank Letter, supra note 23, at 6-7.
See also infra, Section III.B for a discussion of the


http://www.cesr-eu.org/index.php?page=contenu_groups&id=61&docmore=1
http://www.cesr-eu.org/index.php?page=contenu_groups&id=61&docmore=1
http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/news/press/2010/2010-166.htm
http://www.sec.gov/news/press/2010/2010-166.htm
http://www.sec.gov/spotlight/dodd-frank.shtml
http://www.sec.gov/spotlight/dodd-frank.shtml
http://www.sec.gov/spotlight/dodd-frank.shtml

Federal Register/Vol. 76, No. 39/Monday, February 28, 2011/Proposed Rules

10951

Although many commenters who
expressed a view regarding the
definition of SB SEF favored allowing
multiple platforms,26 some commenters
expressed concern about some types of
platforms that potentially could meet
the definition of SB SEF. One
commenter believed that allowing
multiple request for quote (“RFQ”)
platforms,2” without a price mechanism
that aggregates prices across platforms,
to meet the definition of SB SEF, could
lead to a fragmented market, which
could discourage competition.28
Another commenter suggested that
permitting an RFQ platform to be
treated as a SB SEF could be viewed as
preserving the status quo of a dealer-
dominated market and believed that the
Dodd-Frank Act envisioned that SB
swaps would be traded on a facility akin
to a limit order book platform.29

The Commission also received other
specific views about platforms that
commenters believed should or should
not be included in the definition of SB
SEF. For example, one commenter
believed that platforms that would not
trade or execute SB swap transactions,
such as pure trade processing facilities,
would not meet the statutory definition
of SB SEF.30 A market participant,
however, stated that in its view the
statutory definition of SB SEF would
encompass pure trade processing
facilities.31

The information presented at the
Roundtable and received from the
public has helped to inform the
proposals relating to SB SEF's that are
part of this rulemaking. The

Commission’s interpretation of the definition of SB
SEF.

26 See supra note 23 and accompanying text.

27In referring to a RFQ platform, the Commission
means a trading platform where a customer who
wishes to execute a SB swap disseminates a request
for quote to one or more dealers and one or more
of those dealers respond to the request with an
executable quote.

28 See, e.g., Commentary by S. “Vish”
Viswanathan, Professor, Fuqua School of Business,
Duke University, at the Roundtable. Webcast
available at http://www.sec.gov/news/
openmeetings/2010/jac091510.shtml.

29 See Commentary by Heather Slavkin, Senior
Legal Policy Advisor for the Office of Investment,
AFL—CIO, at the Roundtable. Webcast available at
http://www.sec.gov/news/openmeetings/2010/
jac091510.shtml. See also infra, Section III.B
discussing the Commission’s interpretation taking
into account concerns raised by commenters.

30 See letter from Mark D. Young, Skadden, Arps,
Slate, Meagher & Flom LLP, to David A. Stawick,
Secretary, CFTC, and Elizabeth M. Murphy,
Secretary, Commission, dated September 22, 2010,
at 3.

31 See Meetings with SEC Officials: Memorandum
from the Division of Trading and Markets regarding
an August 25, 2010 Meeting with representatives of
MarkitSERV, dated September 2, 2010, MarkitSERV
PowerPoint Presentation, dated August 25, 2010 at
p. 5-6, available at http://www.sec.gov/comments/
57-16-10/s71610-96.pdf.

Commission is mindful that there exists
a wide range of views on the part of
market participants and others about the
nature of the activities or systems that
would constitute, and the scope of
activities permitted by, a SB SEF and
therefore encourages interested persons
to provide their views and suggestions,
as well as any materials or data to
support their positions, on this aspect of
the proposed rulemaking. The
Commission believes that the prudent
course is to take where appropriate a
deliberate and attentive approach to its
regulation of SB SEFs that is informed
by the state of development of SB swap
trading on regulated markets. The
Commission emphasizes, however, that
any actions it may take now or in the
future would be designed to further the
overall objectives of the Dodd-Frank
Act.

A. Current SB Swap Market

1. Trading Models

Unlike the markets for cash equity
securities and listed options, the market
for SB swaps currently is characterized
by bilateral negotiation in the OTC swap
market; is largely decentralized; many
instruments are not standardized; and
many SB swaps are not centrally
cleared. The lack of uniform rules
concerning the trading of SB swaps and
the one-to-one nature of trade
negotiation in SB swaps has resulted in
the formation of distinct types of venues
for the trading of these securities,
ranging from bilateral negotiations
carried out over the telephone, to single-
dealer RFQ platforms, to multi-dealer
RFQ platforms, to central limit order
books outside the United States, and
others, as more fully described below.
The use of electronic media to execute
transactions in SB swaps varies greatly
across trading venues, with some
venues being highly electronic whereas
others rely almost exclusively on non-
electronic means such as the telephone.
The reasons for use of, or lack of use of,
electronic media vary from such factors
as user preference to limitations in the
existing infrastructure of certain trading
platforms. The description below of the
ways in which SB swaps may be traded
is based in part on discussions with
market participants. The Commission
solicits comments on the accuracy of
this description.

The Commission uses the term
“bilateral negotiation” to refer to the
model whereby one party uses the
telephone, e-mail or other
communications to contact directly a
potential counterparty to negotiate a SB
swap. Once the terms are agreed, the SB
swap transaction is executed and the

terms are memorialized.32 In a bilateral
negotiation, there may be no pre-trade
or post-trade transparency available to
the marketplace because only the two
parties to the transaction are aware of
the terms of the negotiation and the
final terms of the agreement. Further, no
terms of the proposed transaction are
firm until the transaction is executed.
However, reputational costs generally
serve as a deterrent to either party’s
failing to honor any quoted terms.
Dealer to customer bilateral negotiation
currently is used for all SB swap asset
classes, and particularly for trading in
less liquid SB swaps, in situations
where the parties prefer a privately
negotiated transaction, such as in
executing block trades, or in other
circumstances in which it is not cost
effective for a party to the trade to use
one of the execution methods described
below.

Another model for the trading of SB
swaps is the single-dealer RFQQ
electronic trading platform. In a single-
dealer RFQ platform, a dealer may post
indicative quotes for SB swaps in
various SB swap asset classes that the
dealer is willing to trade. Only the
dealer’s approved customers would
have access to the platform. When a
customer wishes to transact in a SB
swap, the customer requests an
executable quote, the dealer provides
one, and if customer accepts the dealer’s
quote, the transaction is executed
electronically. If the dealer repeatedly
responds to requests for executable
quotes with quotes that are significantly
less favorable than the dealer’s
indicative quotes posted on the single-
dealer electronic trading platform,
volume on the platform presumably
would diminish and participants may
no longer transact there. This type of
platform generally provides pre-trade
transparency in the form of indicative
quotes on a pricing screen, but only
from one dealer to its customer.
Currently, there is no post-trade
reporting of transactions on single-
dealer platforms and thus there is no
post-trade transparency.

A variant of the single-dealer model is
an aggregator-type platform that
combines two or more single-dealer
RFQ platforms. In such a platform, a
customer who has access to the
platform, which is determined solely at
the discretion of its operator and of the
dealers involved, may see indicative
quotes from multiple dealers at once
instead of seeing quotes only from one

32For further discussion, see, e.g., Securities
Exchange Act Release No. 63727 (January 14, 2011),
76 FR 3859 (January 21, 2011) (proposing rules for
the trade acknowledgement and verification of
security-based swaps).


http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/news/openmeetings/2010/jac091510.shtml
http://www.sec.gov/comments/s7-16-10/s71610-96.pdf
http://www.sec.gov/comments/s7-16-10/s71610-96.pdf
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dealer as in the single-dealer RFQQ
platform. Although a participant can
simultaneously view quotes from
multiple dealers, the participant can
request a firm quote from only one
dealer at a time. One feature of the
aggregated single-dealer platform as
compared to the bilateral negotiation
and single-dealer models described
above is the ability of a participant in
the aggregated single-dealer platform to
see indicative quotes from multiple
dealers. However, customers are not
afforded an opportunity to send RFQs to
multiple dealers at the same time to
promote competitive pricing. Also, like
the single-dealer electronic platform,
there is no post-trade reporting of
transactions and thus there is no post-
trade transparency.

A third model is the multi-dealer RFQ
electronic trading platform.33 In a multi-
dealer RFQ system, a requester can send
an RFQ to solicit quotes on a certain SB
swap from multiple dealers at the same
time. Currently, dealers on a multi-
dealer RFQ platform generally require
the platform to set limits on the number
of dealers to whom a customer may
send an RFQ), and also may limit which
dealers may participate on the platform.
These platforms are sometimes owned
by dealers themselves. After the RFQ is
submitted, the recipients have a
prescribed amount of time in which to
respond to the RFQ with a quote.
Responses to the RFQ are firm. The
requestor then has the opportunity to
review the responses and accept the best
quote. A multi-dealer RFQ platform
provides a certain degree of pre-trade
transparency, depending on its
characteristics. But to the extent that a
requester is restricted by platform rules
to soliciting quotes from a limited
number of dealers, the customer’s pre-
trade transparency is restricted to that
number of quotes it receives in response
to its RFQ. In some instances requestors
may prefer to limit the number of
recipients of an RFQ as a way to protect
proprietary trading strategies as
dissemination of their interest to
multiple dealers may increase hedging
costs to dealers, and thus costs to the
requestors as reflected in the prices from
the dealers. Pre-trade transparency may
also exist through the platform’s

33 The single-dealer RFQ platform is an example
of a system that permits customers to submit an
RFQ to a single dealer, which is distinct from a
multi-dealer RFQ platform that permits customers
to solicit quotes from multiple dealers
simultaneously instead of one dealer. The multi-
dealer RFQ platform differs from a single-dealer
aggregator platform because a participant in the
aggregated single-dealer platform may only send a
request to one dealer at a time and thus would not
have the ability to interact with the bids or offers
of multiple dealers simultaneously.

dissemination of composite indicative
quotes to all participants prior to trades.
Post-trade transparency may exist if the
platform chooses to disseminate
information regarding executed
transactions.

A fourth model for the trading of SB
swaps is a limit order book system or
similar system, which the Commission
understands is not yet in operation for
the trading of SB swaps in the United
States but exists for the trading of SB
swaps in Europe. Today, securities and
futures exchanges in the United States
display a limit order book in which firm
bids and offers are posted for all
participants to see, with the identity of
the parties withheld until a transaction
occurs. Bids and offers are then matched
based on price-time priority or other
established parameters and trades are
executed accordingly. The quotes on a
limit order book system are firm. A limit
order book system may be a more
suitable model for the trading of more
liquid, rather than less liquid, SB swaps.
In general, a limit order book system
also provides greater pre-trade
transparency than the three platforms
described above because all participants
can view bids and offers before placing
their bids and offers. However, broadly
communicating trading interest,
particularly about a large trade, may
increase hedging costs, and thus costs to
investors as reflected in the prices from
the dealers. The system can also provide
post-trade transparency, to the extent
that participants can see the terms of
executed transactions.

A fifth type of trading, which the
Commission herein refers to as
“brokerage trading,” is used by brokers
to execute SB swap trades on behalf of
customers, often in larger sized
transactions. In such a system, a broker
receives a request from a customer
(which may be a dealer) who seeks to
execute a specific type of SB swap. The
broker then interacts with other
customers to fill the request and execute
the transaction. The mode of interaction
can vary depending on the size of the
trade and the type of SB swap being
traded. In some cases, the interaction is
done purely by voice over the
telephone, while in other cases, the
interaction is electronic or a hybrid of
voice and an electronic system. The
level of automation and use of
electronic means also vary depending
on the technological state and
functionality of the broker’s platform.34

34 The Commission understands that a small
portion of the brokerage trading in the United States
is currently highly automated and has
characteristics of a limit order book. However,
while depth of the order book may be displayed,
generally there may be only one bid or offer, and

This model often is used by dealers that
seek to transact with other dealers
through the use of an interdealer broker
as an intermediary. In this model, there
may be pre-trade transparency to the
extent that participants are able to see
bids and offers of other participants and
post-trade transparency to the extent
that participants can see the terms of
executed transactions.

The five foregoing examples represent
broadly the various types of models for
the trading of OTC swaps in existence
today. These examples may not
represent every single method in
existence today and the discussion
above is intended to give an overview of
the models without providing the
nuances of each particular type.

2. The SB Swap Market and the
Commission’s Approach to SB SEF
Definitions

In the Commission’s view, the diverse
nature of these examples demonstrates
the extent to which, when compared
with the equities markets, certain
aspects of the SB swap market are still
evolving.35 In considering ways in
which the Commission could approach
the definition of SB SEF, the
Commission has sought to facilitate
competition and innovations in the SB
swap market that could be used to
promote more efficient trading in
organized, transparent and regulated
trading venues. The Commission does
not believe it should simply overlay the
same regulatory structure that is
currently in place for equities, given
important differences in the nature and
maturity of the SB swap and equities
markets. However, the Commission does
believe that certain elements of equity

sometimes only one side of the market would be
displayed (i.e., a bid without an offer and vice
versa). Because the volume in some SB swaps may
be low, the electronic systems maintained by
wholesale brokers would not necessarily include a
matching engine that would provide for price-time
priority or other execution parameters, unlike other
types of electronic limit order books. Although the
wholesale brokers’ systems are electronic, the
customer would need to perform some steps
manually (e.g., hit the bid or lift the offer) to
execute a trade.

35For example, data from the Depository Trust
and Clearing Corporation covering the period from
March 22, 2010 to June 20, 2010 for single name
credit default swaps revealed the following: Out of
998 types of swaps (i.e., a swap based on one
reference entity), only 55 had 10 or more trades per
day (34 trades being the highest), and 827 of the
swaps had 5 or fewer trades per day (531 of those
only had 2 or fewer trades per day). In the data set,
“trades per day” includes all tenors (e.g., duration
or expiry) in swaps of the same reference entity. See
http://www.dtcc.com/downloads/products/
derivserv/CDS_Snapshot_Analysis_Sep17-2010.pdf;
see also http://www.dtcc.com/products/derivserv/
data_table_snap0002.php and http://
www.dtcc.com/products/deriserv/
data_table snapshot.php.


http://www.dtcc.com/downloads/products/derivserv/CDS_Snapshot_Analysis_Sep17-2010.pdf
http://www.dtcc.com/downloads/products/derivserv/CDS_Snapshot_Analysis_Sep17-2010.pdf
http://www.dtcc.com/products/deriserv/data_table_snapshot.php
http://www.dtcc.com/products/deriserv/data_table_snapshot.php
http://www.dtcc.com/products/deriserv/data_table_snapshot.php
http://www.dtcc.com/products/deriserv/data_table_snap002.php
http://www.dtcc.com/products/deriserv/data_table_snap002.php
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market structure may be directly
relevant to the SB swap market.

Furthermore, rather than proposing a
rule that would establish a prescribed
configuration for SB SEFs that would
meet the statutory definition of SB SEF,
the Commission proposes to provide
baseline principles interpreting the
definition of SB SEF, consistent with
the requirements of the Exchange Act,
as amended by the Dodd-Frank Act,
which any entity would need to be able
to meet to register as a SB SEF. Such an
approach is designed to allow flexibility
to those trading venues that seek to
register with the Commission as a SB
SEF and to permit the continued
development of organized markets for
the trading of SB swaps. This more
flexible approach also would allow the
Commission to monitor the market for
SB swaps and propose adjustments, as
necessary, to any interpretation that it
may adopt as this market sector
continues to evolve.

However, the Commission recognizes
that, consistent with the Dodd-Frank
Act, the interpretation of the definition
of SB SEF should: (1) Encourage the
migration of trading SB swaps from the
OTC market to SB SEFs (or exchanges),
(2) provide a meaningful distinction
between a SB SEF and an OTC trading
venue, (3) promote further transparency
of the SB swap market, and (4) to
facilitate competition and innovation in
the SB swap markets that could be used
to promote more efficient trading in
organized, transparent, and regulated
trading venues. In addition, the
interpretation of the definition of SB
SEF should complement other aspects
of proposed SB swap regulations,
including those related to post trade
transparency, mandatory clearing, and
the general requirement that SB swaps
that are subject to mandatory clearing
only be traded on an exchange or SB
SEF, unless no exchange or SB SEF
makes the SB swap available to trade.

B. Scope of SB SEF Definition

As noted above, Section 3(a)(77) of
the Exchange Act defines a SB SEF as
a trading system or platform in which
multiple participants have the ability to
execute or trade SB swaps by accepting
bids and offers made by multiple
participants in the facility or system,
through any means of interstate
commerce, including any trading
facility, that: (1) Facilitates the
execution of SB swaps between persons;
and (2) is not a national securities
exchange.36

36 As discussed infra Section XXI, an entity that
meets the definition of SB SEF would be required
to register as a SB SEF or a national securities

A key issue noted at the Roundtable
and raised by market participants
generally regarding Dodd-Frank Act
implementation is the scope of the
definition of “security-based swap
execution facility.” 37 SB swap industry
participants have expressed an interest
in, and offered their views on, the
parameters of the definition of SB
SEF.38 Such participants asserted that
the interpretation of the definition of SB
SEF is a significant issue for the SB
swap industry because, under the
mandatory trade execution requirement
in Section 3C(h) of the Exchange Act, a
SB swap subject to mandatory clearing
must be executed on a SB SEF or on an
exchange, if made available for trading.
The discussion below sets forth the
Commission’s preliminary view as to
the meaning of the various elements of
this definition.

The “multiple participant to multiple
participant” requirement in the
definition of SB SEF prescribes that
“multiple participants have the ability to
execute or trade security-based swaps
by accepting bids and offers made by
multiple participants in the facility or
system.” 39 Consistent with this
requirement, the Commission proposes
to interpret the definition of SB SEF to
mean a system or platform that allows
more than one participant to interact
with the trading interest of more than
one other participant on that system or
platform. The Commission notes that
this definition can be satisfied by
various types of platforms, but some
platforms that are currently used to
trade SB swaps in the OTC market
would not meet this definition, and
would not be considered SB SEFs. As
noted above, the Commission is aware
that the movement of SB swaps trading
onto regulated platforms is still in an
emergent stage. Therefore, in
considering ways in which the
Commission could approach the
definition of SB SEF, the Commission
has sought to facilitate competition and
innovations in the SB swaps market that
could be used to promote more efficient
trading in organized, transparent and

exchange (unless exempted under Section 3D(e) of
the Exchange Act if the Commission finds that the
facility is subject to comparable, comprehensive
supervision and regulation on a consolidated basis
by the CFTC). A registered SB SEF would be
required to satisfy all 14 Core Principles and any
rules promulgated by the Commission, including
proposed Rule 811(a)(3), which provides for certain
requirements relating trading on a SB SEF. See
Public Law 111-203, § 763(c) (adding Section
3D(a)(1) and (d)(1) of the Exchange Act).

37 See, e.g., Bloomberg Letter, supra note 23, at 2,
and MFA Letter, supra note 23, at 16.

38 See supra notes 23 to 25.

39 See Public Law 111-203, § 763(a) (adding
Section 3(77) of the Exchange Act).

regulated trading venues to support the
Dodd-Frank Act’s goal of moving the
trading of SB swaps onto regulated
markets.

Under this proposed interpretation, if
a system or platform were to allow an
individual participant (of which there
must be more than one on the system,
but which do not need to be acting
simultaneously) to send, at the same
time, a single RFQ to all other liquidity
providing participants on that system or
platform and view responses from those
participants, the Commission believes
that such a model would satisfy the
requirements of the statutory definition,
even if the quote requesting participants
are acting at different times. A key
element to this model is that the SB SEF
would not be able to limit the number
of liquidity providing participants from
whom a participant could request a
quote on the SB SEF .40

The Commission further believes that
the requirements of the statutory
definition would be met if the system or
platform not only provided the quote
requesting participant with the ability to
send a single RFQ to all liquidity
providing participants, but also
provided the quote requesting
participant with the ability to choose to
send an RFQ to fewer than all liquidity
providing participants. In the
Commission’s view, a system or
platform that affords a quote requesting
participant the ability to send an RFQ to
all participants, but also permits the
quote requesting participant to choose
to send an RFQ to fewer participants,
would satisfy the statutory definition
because multiple participants would
have the ability to execute or trade SB
swaps by accepting bids or offers made
by multiple participants. The person
exercising investment discretion for the
transaction, whether it is the participant
itself or the participant’s customer,
would be the person that would have
the ability to choose to send the RFQ to
less than all participants, as they would
be in the best position to determine the
impact on their interest of a broad or
narrow dissemination of their RFQ.41

Under the proposed interpretation of
the definition of SB SEF, a SB SEF
would be able to offer functionality to
a participant (or a participant’s
customer) enabling that participant to
choose to send a single RFQ) to any
number of specific liquidity providing
participants on the SB SEF, including
just a single liquidity provider. The

40 See infra Section VIIL.C.

41Regardless of the number of participants to
which a RFQ was sent, the response(s) to that RFQ
would be required to be included in the composite
indicative quote of the SB SEF. See infra note 152
and accompanying text.
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Commission requests comment on
whether in addition to providing this
flexibility to investors initiating RFQs,
the interpretation should also set a floor
for the minimum number of liquidity
providers that must be included in an
RFQ (and, if so, what that minimum
number should be). Commenters should
be mindful that in proposing its
interpretation of the definition of SB
SEF, the Commission is trying to
balance the above-stated goal of
encouraging SB swap trading to move
onto regulated markets with the goal of
promoting greater transparency in the
trading of SB swaps.

On the one hand, providing investors
as much choice as possible in
determining how to route an RFQ on a
SB SEF may incentivize investors to
trade on a SB SEF when they otherwise
might not have made that choice. Since
those investors that have a fiduciary
duty must seek best execution for a
transaction, they may have a natural
incentive to route to multiple dealers.
However, this incentive may be
impacted by the liquidity characteristics
of the SB swap. Market participants,
including dealers and buy-side
customers, have raised concerns
regarding pre-trade transparency of SB
swap trades, particularly block trades.
They believe that if other market
participants know the terms of a trade
prior to the time it is executed, those
other market participants could attempt
to profit from the information about the
trade to the detriment of the initiator of
the trade.42 Therefore, particularly for
illiquid SB swaps, an investor may
determine that it is in its best interest
not to broadly project its trading
intention, and may choose to send a
RFQ to one dealer.43 Other investors
could still benefit by the request
because the response to that RFQ would
become part of the composite indicative
quote of that SB SEF.44 Providing
investors the choice to send a RFQ to
only one dealer on a SB SEF—as long
as they have the ability to send it to
more than one if they chose to—may
encourage investors to execute trades on
a SB SEF even with respect to SB swaps
that are not required to be traded on a
SB SEF or an exchange, thus supporting
the development of trading on regulated
platforms and venues in the United
States, rather than in other jurisdictions.

On the other hand, requiring that all
RFQs on a SB SEF be sent to more than
one dealer could force competition

42 See discussion in Section VIIL.C and D infra.

43 See Reporting and Dissemination Release,
supra note 6, at 89-93.

44 See discussion of proposed Rule 811(d)(5) in
Section VIII.C infra.

among dealers more than if RFQs to a
single dealer were permitted. This
competition may lead to lower spreads
as dealers compete with each other on
price. Further, this competition may
provide for a more robust composite
indicative quote because a greater
number of responses would be
incorporated into the composite. In
addition, requiring that RFQs be sent to
more than one dealer provides for the
possibility that a response from a dealer
other than the one with whom the
investor may have “pre-arranged” the
transaction will result in a better price.
However, market participants have
expressed a concern that requiring a
broad level of pre-trade transparency,
particularly for illiquid products, may
not lead to better prices and in certain
circumstances may lead to worse prices
provided by dealers if dealer hedging is
made more difficult after the intent to
trade has been projected to the entire
market.

In addition, the Commission proposes
to interpret the statutory requirement
that “multiple participants have the
ability to execute or trade SB swaps by
accepting bids and offers made by
multiple participants in the facility or
system” to require a SB SEF to provide
at least a basic functionality to allow
any participant on the SB SEF the
ability to make and display executable
bids or offers accessible to all other
participants on the SB SEF, if the
participant chooses to do so. The
Commission preliminarily believes that
such a requirement would allow for
increased price transparency beyond
what would be found in the bilateral
OTC market, if a market participant
chooses to utilize the functionality to
display a bid or offer.

Under the proposed interpretation of
the definition of SB SEF (either with or
without the additional requirement for a
minimum number of liquidity providers
to be included in every RFQ), the
traditional bilateral negotiation model,
as described above, would not fall
within the definition of SB SEF because
there would be only one party able to
seek a quote and only one party that is
able to provide a quote in response. The
Commission believes that the inclusion
of the phrase “through any means of
interstate commerce” in the definition of
SB SEF would not, by itself, support the
proposit