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than once for any covered associate, re-
gardless of the time between contribu-
tions.

APPENDIX A TO SUBPART H OF PART 23—
GUIDANCE ON THE APPLICATION OF
§§23.434 AND 23.440 FOR SWAP DEAL-
ERS THAT MAKE RECOMMENDATIONS
TO COUNTERPARTIES OR SPECIAL EN-
TITIES

The following provides guidance on the ap-
plication of §§23.434 and 23.440 to swap deal-
ers that make recommendations to counter-
parties or Special Entities.

Section 23.434—Recommendations to
Counterparties—Institutional Suitability

A swap dealer that recommends a swap or
trading strategy involving a swap to a
counterparty, other than a swap dealer,
major swap participant, security-based swap
dealer or major security-based swap partici-
pant, must undertake reasonable diligence to
understand the potential risks and rewards
associated with the recommended swap or
trading strategy involving a swap—general
suitability (§23.434(a)(1))—and have a reason-
able basis to believe that the recommended
swap or trading strategy involving a swap is
suitable for the counterparty—specific suit-
ability (§23.434(a)(2)). To satisfy the general
suitability obligation, a swap dealer must
undertake reasonable diligence that will
vary depending on, among other things, the
complexity of and risks associated with the
swap or swap trading strategy and the swap
dealer’s familiarity with the swap or swap
trading strategy. At a minimum, a swap
dealer’s reasonable diligence must provide it
with an understanding of the potential risks
and rewards associated with the rec-
ommended swap or swap trading strategy.

Recommendation. Whether a communica-
tion between a swap dealer and a
counterparty is a recommendation will turn
on the facts and circumstances of the par-
ticular situation. There are, however, cer-
tain factors the Commission will consider in
reaching such a determination. The facts and
circumstances determination of whether a
communication is a ‘‘recommendation’ re-
quires an analysis of the content, context,
and presentation of the particular commu-
nication or set of communications. The de-
termination of whether a ‘‘recommendation”
has been made, moreover, is an objective
rather than a subjective inquiry. An impor-
tant factor in this regard is whether, given
its content, context, and manner of presen-
tation, a particular communication from a
swap dealer to a counterparty reasonably
would be viewed as a ‘‘call to action,” or sug-
gestion that the counterparty enter into a
swap. An analysis of the content, context,
and manner of presentation of a communica-
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tion requires examination of the underlying
substantive information transmitted to the
counterparty and consideration of any other
facts and circumstances, such as any accom-
panying explanatory message from the swap
dealer. Additionally, the more individually
tailored the communication to a specific
counterparty or a targeted group of counter-
parties about a swap, group of swaps or trad-
ing strategy involving the use of a swap, the
greater the likelihood that the communica-
tion may be viewed as a ‘‘recommendation.”

Safe harbor. A swap dealer may satisfy the
safe harbor requirements of §23.434(b) to ful-
fill its counterparty-specific suitability duty
under §23.434(a)(2) if: (1) The swap dealer rea-
sonably determines that the counterparty,
or an agent to which the counterparty has
delegated decision-making authority, is ca-
pable of independently evaluating invest-
ment risks with regard to the relevant swap
or trading strategy involving a swap; (2) the
counterparty or its agent represents in writ-
ing that it is exercising independent judg-
ment in evaluating the recommendations of
the swap dealer; (3) the swap dealer discloses
in writing that it is acting in its capacity as
a counterparty and is not undertaking to as-
sess the suitability of the recommendation;
and (4) in the case of a counterparty that is
a Special Entity, the swap dealer complies
with §23.440 where the recommendation
would cause the swap dealer to act as an ad-
visor to a Special Entity within the meaning
of §23.440(a).

To reasonably determine that the
counterparty, or an agent to which the
counterparty has delegated decision-making
authority, is capable of independently evalu-
ating investment risks of a recommendation,
the swap dealer can rely on the written rep-
resentations of the counterparty, as provided
in §23.434(c). Section 23.434(c)(1) provides
that a swap dealer will satisfy §23.434(b)(1)’s
requirement with respect to a counterparty
other than a Special Entity if it receives rep-
resentations that the counterparty has com-
plied in good faith with the counterparty’s
policies and procedures that are reasonably
designed to ensure that the persons respon-
sible for evaluating the recommendation and
making trading decisions on behalf of the
counterparty are capable of doing so. Section
§23.434(c)(2) provides that a swap dealer will
satisfy §23.434(b)(1)’s requirement with re-
spect to a Special Entity if it receives rep-
resentations that satisfy the terms of
§23.450(d) regarding a Special Entity’s quali-
fied independent representative.

Prong (4) of the safe harbor clarifies that
§23.434’s application is broader than §23.440—
Requirements for Swap Dealers Acting as
Advisors to Special Entities. Section 23.434 is
triggered when a swap dealer recommends
any swap or trading strategy that involves a
swap to any counterparty. However, §23.440
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is limited to a swap dealer’s recommenda-
tions (1) to a Special Entity (2) of swaps that
are tailored to the particular needs or char-
acteristics of the Special Entity. Thus, a
swap dealer that recommends a swap to a
Special Entity that is tailored to the par-
ticular needs or characteristics of the Spe-
cial Entity may comply with its suitability
obligation by satisfying the safe harbor in
§23.434(b); however, the swap dealer must
also comply with §23.440 in such cir-
cumstances.

Section 23.440—Requirements for Swap Dealers
Acting as Advisors to Special Entities

A swap dealer ‘‘acts as an advisor to a Spe-
cial Entity” under §23.440 when the swap
dealer recommends a swap or trading strat-
egy involving a swap that is tailored to the
particular needs or characteristics of the
Special Entity. A swap dealer that ‘‘acts as
an advisor to a Special Entity’”’ has a duty to
make a reasonable determination that a rec-
ommendation is in the ‘‘best interests’ of
the Special Entities and must undertake
“‘reasonable efforts” to obtain information
necessary to make such a determination.

Whether a swap dealer ‘‘acts as an advisor
to a Special Entity” will depend on: (1)
Whether the swap dealer has made a rec-
ommendation to a Special Entity; and (2)
whether the recommendation concerns a
swap or trading strategy involving a swap
that is tailored to the particular needs or
characteristics of the Special Entity. To de-
termine whether a communication between a
swap dealer and counterparty is a rec-
ommendation, the Commission will apply
the same factors as under §23.434, the suit-
ability rule. However, unlike the suitability
rule, which covers recommendations regard-
ing any type of swap or trading strategy in-
volving a swap, the ‘“‘acts as an advisor rule”’
and ‘‘best interests’ duty will be triggered
only if the recommendation is of a swap or
trading strategy involving a swap that is
‘‘tailored to the particular needs or charac-
teristics of the Special Entity.”

Whether a swap is tailored to the par-
ticular needs or characteristics of the Spe-
cial Entity will depend on the facts and cir-
cumstances. Swaps with terms that are tai-
lored or customized to a specific Special En-
tity’s needs or objectives, or swaps with
terms that are designed for a targeted group
of Special Entities that share common char-
acteristics, e.g., school districts, are likely
to be viewed as tailored to the particular
needs or characteristics of the Special Enti-
ty. Generally, however, the Commission
would not view a swap that is ‘‘made avail-
able for trading” on a designated contract
market or swap execution facility, as pro-
vided in Section 2(h)(8) of the Act, as tai-
lored to the particular needs or characteris-
tics of the Special Entity.
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Safe harbor. Under §23.440(b)(2), when deal-
ing with a Special Entity (including a Spe-
cial Entity that is an employee benefit plan
as defined in §23.401(c)(3)),! a swap dealer
will not “‘act as an advisor to a Special Enti-
ty”’ if: (1) The swap dealer does not express
an opinion as to whether the Special Entity
should enter into a recommended swap or
swap trading strategy that is tailored to the
particular needs or characteristics of the
Special Entity; (2) the Special Entity rep-
resents in writing, in accordance with
§23.402(d), that it will not rely on the swap
dealer’s recommendations and will rely on
advice from a qualified independent rep-
resentative within the meaning of §23.450;
and (3) the swap dealer discloses that it is
not undertaking to act in the best interests
of the Special Entity.

A swap dealer that elects to communicate
within the safe harbor to avoid triggering
the ‘“‘best interests’ duty must appropriately
manage its communications. To clarify the
type of communications that they will make
under the safe harbor, the Commission ex-
pects that swap dealers may specifically rep-
resent that they will not express an opinion
as to whether the Special Entity should
enter into a recommended swap or trading
strategy, and that for such advice the Spe-
cial Entity should consult its own advisor.
Nothing in the final rule would preclude such
a representation from being included in
counterparty relationship documentation.
However, such a representation would not
act as a safe harbor under the rule where,
contrary to the representation, the swap
dealer does express an opinion to the Special
Entity as to whether it should enter into a
recommended swap or trading strategy.

If a swap dealer complies with the terms of
the safe harbor, the following types of com-
munications would not be subject to the
“best interests’” duty:2 (1) Providing infor-
mation that is general transaction, finan-
cial, educational, or market information; (2)

1The guidance in this appendix regarding

the safe harbor to §23.440 is limited to the
safe harbor for any Special Entity under
§23.440(b)(2). A swap dealer may separately
comply with the safe harbor under
§23.440(b)(1) for its communications to a Spe-
cial Entity that is an employee benefit plan
as defined in §23.401(c)(3).

2Communications on the list that are not
within the meaning of the term ‘‘acts as an
advisor to a Special Entity’’ are outside the
requirements of §23.440. By including such
communications on the list, the Commission
does not intend to suggest that they are
“‘recommendations.” Thus, a swap dealer
that does not ‘‘act as an advisor to a Special
Entity” within the meaning of §23.440(a) is
not required to comply with the safe harbor
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offering a swap or trading strategy involving
a swap, including swaps that are tailored to
the needs or characteristics of a Special En-
tity; (3) providing a term sheet, including
terms for swaps that are tailored to the
needs or characteristics of a Special Entity;
(4) responding to a request for a quote from
a Special Entity; (b) providing trading ideas
for swaps or swap trading strategies, includ-
ing swaps that are tailored to the needs or
characteristics of a Special Entity; and (6)
providing marketing materials upon request
or on an unsolicited basis about swaps or
swap trading strategies, including swaps
that are tailored to the needs or characteris-
tics of a Special Entity. This list of commu-
nications is not exclusive and should not cre-
ate a negative implication that other types
of communications are subject to a ‘‘best in-
terests’ duty.

The safe harbor in §23.440(b)(2) allows a
wide range of communications and inter-
actions between swap dealers and Special
Entities without invoking the ‘best inter-
ests” duty, including discussions of the ad-
vantages or disadvantages of different swaps
or trading strategies. The Commission notes,
however, that depending on the facts and cir-
cumstances, some of the examples on the list
could be ‘recommendations’” that would
trigger a suitability obligation under §23.434.
However, the Commission has determined
that such activities would not, by them-
selves, prompt the ‘‘best interests’ duty in
§23.440, provided that the parties comply
with the other requirements of §23.440(b)(2).
All of the swap dealer’s communications,
however, must be made in a fair and bal-
anced manner based on principles of fair
dealing and good faith in compliance with
§23.433.

Swap dealers engage in a wide variety of
communications with counterparties in the
normal course of business, including but not
limited to the six types of communications
listed above. Whether any particular com-
munication will be deemed to be a ‘‘rec-
ommendation’” within the meaning of
§§23.434 or 23.440 will depend on the facts and
circumstances of the particular communica-
tion considered in light of the guidance in
this appendix with respect to the meaning of
the term ‘‘recommendation.” Swap dealers
that choose to manage their communica-
tions to comply with the safe harbors pro-
vided in §§23.434 and 23.440 will be able to
limit the duty they owe to counterparties,
including Special Entities, provided that the
parties exchange the appropriate representa-
tions.

to avoid the ‘‘best interests’” duty with re-
spect to its communications.

§23.500
Subpart I—Swap Documentation

SOURCE: 77 FR 21307, Apr. 9, 2012, unless
otherwise noted.

§23.500 Definitions.

For purposes of this subpart I, the
following terms shall be defined as pro-
vided.

(a) Acknowledgment means a written
or electronic record of all of the terms
of a swap signed and sent by one
counterparty to the other.

(b) Bilateral portfolio compression exer-
cise means an exercise in which two
swap counterparties wholly terminate
or change the notional value of some or
all of the swaps submitted by the
counterparties for inclusion in the
portfolio compression exercise and, de-
pending on the methodology employed,
replace the terminated swaps with
other swaps whose combined notional
value (or some other measure of risk)
is less than the combined notional
value (or some other measure of risk)
of the terminated swaps in the exer-
cise.

(¢c) Confirmation means the con-
summation (electronically or other-
wise) of legally binding documentation
(electronic or otherwise) that memori-
alizes the agreement of the counterpar-
ties to all of the terms of a swap trans-
action. A confirmation must be in writ-
ing (whether electronic or otherwise)
and must legally supersede any bpre-
vious agreement (electronically or oth-
erwise). A confirmation 1is created
when an acknowledgment is manually,
electronically, or by some other legally
equivalent means, signed by the receiv-
ing counterparty.

(d) Execution means, with respect to a
swap transaction, an agreement by the
counterparties (whether orally, in writ-
ing, electronically, or otherwise) to the
terms of the swap transaction that le-
gally binds the counterparties to such
terms under applicable law.

(e) Financial entity means a
counterparty that is not a swap dealer
or a major swap participant and that is
one of the following:

(1) A commodity pool as defined in
Section la(b) of the Act;

(2) A private fund as defined in Sec-
tion 202(a) of the Investment Advisors
Act of 1940;
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