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H A W K I N S    A D V I S O R Y 
 

 

CFTC EXPRESSES VIEW THAT MOST STATE AND LOCAL GOVERNMENTAL 

SWAPS ARE EXEMPT FROM DODD-FRANK CLEARING REQUIREMENT 

The Dodd-Frank Wall Street Reform and Consumer 
Protection Act (“Dodd-Frank”) amended the Commodity 
Exchange Act (the “CEA”), under the regulatory jurisdiction of 
the Commodity Futures Trading Commission (the “CFTC”), to 
require that certain interest rate exchange agreements; 
(“Swaps”), including Swaps of the type routinely executed by 
state and local government entities, must be cleared through 
derivatives clearing organizations unless otherwise exempted 
from clearing by the terms of the CEA.  Those Swaps that are 
subject to a clearing requirement must also be executed on a 
designated contract market or swap execution facility (unless no 
such organization has made the particular Swap available to 
trade).  Among other things, the requirement for clearing of 
Swaps was intended to bring to the Swap transactions the 
financial support of the clearing organization to secure the 
parties’ payment obligations (including security for and 
payment of termination fees).  Requiring that swaps executed 
by state and local governmental entities be cleared and be 
executed on exchanges would impose numerous onerous 
requirements, including margin and collateralization 
requirements.  As a result, state and local governmental entities 
and their trade associations have been seeking exemption from 
these requirements. 

Section 2(h)(7)(A) of the CEA provides an exception 
to the clearing requirement, commonly called the “end-user 
exception,” for entities that are not “financial entities” and that 
use Swaps to hedge or mitigate “commercial risk.”  Trade 
associations and others in the state and local bond market 
sought clarity from the CFTC as to whether state and local 
governmental entities were “financial entities” and as to the 
reach of the term “commercial risk.”  On July 10, 2012, the 
CFTC published final rules (together, the “Rule”) on the end-
user exception, effective September 17, 2012.  The CFTC 
included in its “Supplementary Information” (i.e., comments on 
the Rule) its view that Swaps executed by most state and local 
governmental entities are exempt from the clearing 
requirement. 

The CFTC noted that the CEA does not expressly 
exempt state and local governmental entities but expressly 
includes employee benefit plans of state and local governments, 
leading the CFTC to comment further that “other state or local 

government entities that act in the market in the same manner as 
private asset managers, such as local government investment 
pools, would need to comply.”  Noting that “financial entity” is 
defined in the CEA as an entity predominantly engaging in 
activities that are in the business of banking or in activities that 
are financial in nature, as defined in the Bank Holding Company 
Act, the CFTC asserted that “even assuming that many state and 
local government entities may engage in some limited activities 
that are in the business of banking or are financial in nature…
such activities are likely to be incidental, not primary, activities 
of those entities” and “most state and local government entities 
are ‘predominantly engaged’ in other, non-banking and non-
financial, activities related to their core public purposes and 
functions.”  The CFTC concluded that such entities would not 
constitute “financial entities” under the CEA. 

With respect to “commercial risk,” the CFTC stated 
that commercial risk is evidenced by the execution of swaps to 
hedge exposure in the fundamental business of the entity, and 
not for the purpose of “speculating, investing, or trading.”  The 
CFTC responded to comments regarding activities that might be 
characterized as investing (based on characterization for 
accounting purposes) or trading (execution and subsequent 
termination of swaps) by placing the focus on the fundamental 
purpose of the transactions.  The CFTC also approved of swap 
execution that facilitates portfolio hedging rather than individual 
hedging of asset risks. Thus, swap hedging can relate to a 
portfolio of variable rate bond issues.  In addition to expressing 
its view that Swaps executed by most state and local 
governmental entities are, in fact, for the purpose of hedging 
risks inherent to their public purpose businesses and are not 
executed for “speculation, investing or trading” purposes, the 
CFTC also noted that if the Swaps qualify for hedging treatment 
under Statement 53 of the Government Accounting Standards 
Board, they would be treated as hedging commercial risk. 

While state and local governmental entities have hailed 
the CFTC’s interpretation of the Rule as providing welcome 
relief from the clearing requirement, such entities must be 
cognizant that the end-user exception in the CEA imposes a 
reporting requirement.  An entity claiming the end-user 
exception must file, or cause to be filed, a report (the “Report”) 
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with a registered swap data repository (an “SDR”), or if there is 
no SDR, with the CFTC, giving notice of the election of the end
-user exception, the identity of the party so electing, whether it 
is a financial entity which is hedging commercial risk, and, in a 
“check the box” format, what general means it has of 
supporting its financial obligations under Swaps.  Such means 
include a written collateral agreement or third-party guarantee, 
pledged assets, the electing counterparty’s available financial 
resources, and “means other than those described [above].”  The 
Report does not have to be filed on a swap-by-swap basis but 
can be filed once each year, to be effective throughout the next 
365 days for all Swaps executed during that time.  Either 
counterparty to a Swap can file the Report, but the CFTC, in 
response to a question as to the consequences of a Swap 
participant failing to file the Report, stated that the filing of the 
Report is a precondition to eligibility for the exception. In the 
face of this risk of losing qualification for the exception, a 
governmental entity may choose to be the party that is 
responsible for the proper and timely filing of the Report. 
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