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The SEC and Security-Based Swap Substituted
Compliance: Preparing for Potential Scrutiny

Substituted compliance offers a pathway for cross-border firms to navigate regulatory demands
more efficiently — but regulatory oversight remains.

Rooted in the derivatives markets, substituted compliance offers a pathway for cross-border
regulated entities to navigate regulatory demands more efficiently. It permits a foreign firm
regulated by the U.S. Securities and Exchange Commission (SEC) or the Commodity Futures
Trading Commission (CFTC) to satisfy certain U.S. regulatory requirements via compliance with
comparable requirements in its home jurisdiction. Security-based swap (SBS) regulations have
matured and substituted compliance is likely to become increasingly important to participants in
the growing digital asset markets, which are very often cross-border.

It is critical for foreign firms relying on substituted compliance orders to remain vigilant in
complying with these orders. For instance, the SEC’s Examinations Division has expressly noted
its focus on compliance with SBS rules generally and, specifically, whether relevant entities are
complying with the SEC’s substituted compliance orders.[1] A recent first-in-kind enforcement
action further signals that this topic occupies an area of interest to the SEC’s Enforcement
Division.[2] And regulators, among other things, want to ensure that foreign firms active in U.S.
markets do not have a competitive advantage when it comes to regulatory costs or burdens. No
matter the administration, oversight of substituted compliance will remain a priority.
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. Substituted Compliance in the SBS Market

The SEC must affirmatively issue an order granting registered security-based swap dealers
(SBSDs) and major security-based swap participants (SBSPs and, together with SBSDs, SBS
Entities) the option to elect to apply substituted compliance for the Securities Exchange Act of
1934’s provisions and applicable rules. If an SBS Entity operates under such an order, it may
satisfy specified requirements by complying with comparable foreign requirements. Many of the
substituted compliance orders that the SEC has granted have also included conditions to ensure
that the foreign rules truly stand in for U.S. rules. In practice, many global firms leverage
substituted compliance to operate internationally. Today, 39 SBS Entities have indicated that they
rely on substituted compliance orders.[3]

Substituted compliance offers a pathway for cross-border firms to navigate regulatory demands
more efficiently — but regulatory oversight remains.

Il. The Current Climate

The subject of substituted compliance has been in the news recently. In May 2025, the CFTC’s
Market Participants Division (MPD) and Division of Enforcement issued new procedures for
CFTC-registered non-U.S. swap dealers, non-U.S. major swap participants, and the foreign
branches of U.S. swap dealers using substituted compliance.[4] The procedures provide that the
foreign regulator, not the CFTC, will interpret and apply the home country’s rules and CFTC staff
will generally defer to the foreign regulator’s findings. Any CFTC inquiry into a substituted
compliance matter will initially be handled by the MPD, and only if the issue is material might it be
referred for enforcement action. In essence, the CFTC will not second-guess foreign regulators
on minor issues and will reserve enforcement for serious lapses.

The SEC has explicitly noted that substituted compliance does not eliminate a firm’s obligations
under U.S. securities laws[5] and that a failure to comply with foreign regulations under which a
firm is substituting compliance is a violation of U.S. law.[6] As such, the SEC retains full authority
to inspect, examine, and enforce requirements against SBS Entities relying on substituted
compliance.[7] When not operating in line with a substituted compliance order, registrants must
comply directly with all relevant U.S. rules. Moreover, firms operating under substituted
compliance regimes must understand that a single failure to comply can result in violations of
significantly more requirements than it may first appear.[8]

lll. Key Compliance Considerations for Firms Relying on Substituted Compliance

Firms relying on substituted compliance orders must live up to agreed standards, and U.S.
regulators, no matter how pro-market and against overregulation and overenforcement they may
be, are unlikely to forego enforcement action in the face of significant compliance lapses. Firms
should proactively double-check their compliance with all applicable requirements today and take
action to identify and correct weaknesses or outstanding deficiencies, whether identified by a
foreign regulator, an internal review, or otherwise, as they could morph into issues in the U.S.



There are several critical compliance points to keep front-of-mind when relying on a substituted
compliance order. Overall, firms should take proactive steps to ensure they meet all relevant
requirements—both U.S. and foreign. Key considerations for relevant registered entities and
compliance teams include:

e Meet All Conditions of SEC Orders. Ensure that all relevant personnel are clear on the
scope and limits of the firm’s substituted compliance order, including the specific
conditions imposed in the order. Certain requirements vary depending on whether a firm
is prudentially regulated.

e Adhere Rigorously to Comparable Foreign Laws. Treat the substituted foreign regulations
as if they were U.S. law. The SEC has been clear that if a firm falls out of compliance with
applicable foreign requirements or the specific conditions of its substituted compliance
order, it is violating the parallel SEC requirement.[9]

e Maintain Robust Communication with Regulators. Firms engaged in substituted
compliance may effectively answer to multiple regulators: the U.S. regulator(s) and their
home regulator(s). Beyond ensuring required notices are made to the proper regulators,
proactive, transparent communication can help prevent misunderstandings.

e Prepare for Examinations and Documentation Requests. Be prepared to demonstrate
compliance with documentation. The SEC requires strict recordkeeping and a failure to
abide may not be overlooked, even if compliance is demonstrated retrospectively.

IV. Conclusion

Firms operating under substituted compliance orders can strengthen their control environment
and reduce the risk of falling out of step with either U.S. or foreign laws by remaining attentive
and proactive. The SEC is not abandoning its interest in this area; rather, it remains vigilant to
ensure substituted compliance does not become a loophole for laxity or a competitive advantage
for foreign firms doing business in the U.S. The importance of these precautions is only growing,
as the SEC appears poised to hold a harder line on enforcement in the substituted compliance
arena.

Gibson Dunn’s lawyers are available to assist in addressing any questions you may have
regarding the issues discussed in this update, including any requests for information from the
regulators.
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