





































































































































































































































































































it involves consumer financial information, may be protected under Title V of the
Gramm-Leach-Bliley Act as amended by the Dodd-Frank Act.'®® This collection of
information has not yet been assigned an OMB control number.

2. Information provided by reporting entities.

Proposed section 22.2(g) requires each FCM with Cleared Swaps Customer
Accounts to compute daily the amount of Cleared Swaps Customer Collateral on deposit
in Cleared Swaps Customer Accounts, the amount of such collateral required to be on
deposit in such accounts and the amount of the FCM’s residual financial interest in such
accounts. The computations and supporting data must be kept in accordance with the
CFTC regulation 1.31, which establishes generally applicable rules for recordkeeping
under the CEA. The purpose of this collection of information is to help ensure that
FCMs® Cleared Swaps Customer Accounts are in compliance at all times with statutory
and regulatory requirements for such accounts.

Proposed section 22,5(a) requires an FCM or DCO to obtain, from each

167 4 letter

depository with which it deposits cleared swaps customer funds,
acknowledging that such funds belong to the cleared swaps customers of the FCM, and
not the FCM itself or any other person. The purpose of this collection of information is

to confirm that the depository understands its responsibilities with respect to protection of

cleared swaps customer funds.

1 See penerally Notice of Proposed Rulemaking, Privacy of Consumer Financial Information; Conforming
Amendments Under Dodd-Frank Act, 75 FR 66014 (Oct. 27, 2010),

7 proposed section 22.5(c) provides an exception for a DCO serving as a depository where such DCO has
made effective rules that provide for the segregation of Cleared Swaps Customer Collateral in accordance
with all relevant provisions of the CEA and the regulations thereunder.
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Proposed section 22.11 requires each FCM that intermediates cleared swaps for
customers on or subject to the rules of a DCO, whether directly as a clearing member or
indirectly through a Collecting Futures Commission Metrchant, to provide the DCO or the
Collecting Futures Commission Merchant, as appropriate, with information sufficient to
identify each customer of the FCM whose swaps are cleared by the FCM. Section 22.11
also requires the FCM, at least once daily, to provide the DCO or the Collecting Futures
Commission Merchant, as appropriate, with information sufficient to identify each
customer’s portfolio of rights and obligations arising out of cleared swaps intermediated
by the FCM. The purpose of this collection of information is to facilitate risk
management by DCOs and Collecting Futures Commission Merchants, and, in the event
of default by the FCM, to enable DCOs and Collecting Futures Commission Merchants to
perform their duty, pursuant to section 22.15, to treat the collateral attributed to each
customer of the FCM on an individual basis,

Proposed section 22.12 requires that each Collecting Futures Commission
Merchant and DCO, on a daily basis, calculate, based on information received pursuant to
proposed section 22,11 and on information generated and used in the ordinary course of
business by the Collecting Futures Commission Merchant or DCO, and record certain
information about the amount of collateral required for each Cleared Swaps Customer
and the sum of these amounts,

Proposed section 22.16 requires that each FCM who has cleared swaps customers
disclose to each of such customers the governing provisions, as established by DCO rules
or customer agreements between collecting and depositing FCMs, relating to use of

customer collateral, transfer, neutralization of the risks, or liquidation of cleared swaps in
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the event of a default by a depositing FCM relating to a cleared swaps customet account.
The purpose of this collection of information is to ensure that cleared swaps customers
are informed of the procedures to which accounts containing their swaps collateral may
be subject in the event of a default by their FCM.

The recordkeeping and disclosure requirements of sections 22,2(g) and 22.11 are
expected to apply to approximately 100 entities on a daily basis.'*® The recordkeeping
requirement of section 22.5 is expected to apply to approximately 100 entities on an
approximately annual basis. Based on experience with analogous recordkeeping and
disclosure requirements for FCMs in futures transactions, the recordkeeping and
disclosure required by section 22.2(g) is expected to require about 100 hours annually per
entity, for a total burden of approximately 20,000 hours. At an hourly rate of $25 per
hour, the cost burden would be approximately $2500 per entity per year for a total of
$250,000. Also based on experience with analogous recordkeeping requirements for
FCMs in futures transactions, the recordkeeping requirement of section 22.5 is expected
to require about 5 hours per entity per year, for a total burden of approximately 500 hours
per year. At an hourly rate of $25 per hour, the cost burden would be approximately
$125 annually per entity, for a total of $12,500.

The disclosure required by section 22.11 involves inf01"mat1'0n that FCMs that
intermediate swaps generate and use in the usual and customary ordinary course of their

business. It is expected that the required disclosure will be performed using automated

'8 This estimate is based on the following; there are currently approximately 125 FCMs registered with
the Commission. However, it is expected that only FCMs with substantial capital will be capable of
clearing swaps. There are approximately 75 FCMs with adjusted net capital in excess of $25 million,
accordingly, and allowing room for growth, it is estimated that there will be 100 FCMs subject to these
requirements.
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data systems that FCMs maintain and use in the usual and customary ordinaty course of
their business but that certain additional functionality will need to be added to these
systems to perform the required disclosure. Because of the novel character of proposed
section 22.11, it is not possible to make a precise estimate of the paperwork burden. We
estimate that the necessary modifications to, and maintenance of, systems may require a
range of between 20 and 40 hours of work annually at a salary of approximately $75 per
hour.'®® The total annual burden for section 22.11 therefore is estimated at 2,000 to 4,000
hours and $150,000 to $300,000.

The recordkeeping required by proposed section 22.12 involves information that
Collecting Futures Commission Merchants and DCOs will receive pursuant to proposed
section 22.11 or that they generate and use in the usual and customary ordinary course of
their business, It is expected that the required recordkeeping will be performed using
automated data systems that Collecting Futures Commission Merchants and DCOs
maintain and use in the usual and customary ordinary course of their business but that
certain additional functionality will need to be added to these systems to perform the
required disclosure. Because of the novel character of proposed section 22,12, it is not
possible to make a precise estimate of the paperwork burden. We estimate that the
necessary modiﬁcatidns to, and maintenance of, systems may require a range of between

20 and 40 hours of work annually at a salary of approximately $75 per hour, 70 1t 4s

¥® The range of estimates of hours is influenced by the fact that FCMs commonly use similar or identical
data systems produced by a small number of vendors, so there may be significant economies of scale in
making the system modifications required for the section 22,11 disclosure. The estimates also are based on
the assumption that half of the time required to modify systems will be expended on a one-time basis and
annualized over five years,

10 The range of estimates of hours is influenced by the fact that FCMs and DCOs commeonly use similar or
identical data systems produced by a small number of vendors, so there may be significant economies of
scale in making the system modifications required for the section 22.12 recordkeeping, The estimates also
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expected that the required recordkeeping will be performed by approximately 100
‘entities. The total annual burden for section 22.11 therefore is estimated at 2,000 to
4,000 hours and $150,000 to $300,000.

Proposed section 22.16 would apply to the same estimated 100 entities as sections
22.2(g), 22.5(a) and 22.11, The required disclosure would have to be made once each
time a swaps customer begins to be clea.red through a particular DCO or collecting FCM
and each time a DCO or collecting FCM through which a customer’s swaps are cleared
changes it polices on the matters covered by the disclosure. It is expected that each
disclosure would require about 0.2 hours of staff time by staff with a salary level of about
$25 per hour, It is uncertain what average number of swaps customers FCMs will have,
and what average number of disclosures will be required for each customer annually.
Assuming an average of 500 customers per FCM and two disclosures per customer per
year, the estimated total annual burden would be 200 hours and $5000 per entity, for an
overall burden of $500,000,

3. Information collection comments.

The Commission requests cormment on all aspects of this proposed mandatory
collection of information and document retention. Specifically, the Commission requests
comment on whether the Commission has provided sufficient clarity concerning the types
of information that would be required to be disclosed and retained.

C. Cost-benefit analysis.
L. Introduction,

a. Requirement under section 15(a) of the CEA.

are based on the assumption that half of the time required to modify systems will be expended on a one-
time basis and annualized over five years.
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Section 15(a) of the CEA'"" requires the Commission to consider the costs and
benefits of its actions before issuing a rulemaking under the CEA, Section 15(a) further
specifies that the costs and benefits shall be evaluated in light of five broad areas of
market and public concern: (i) protection of market participants and the public; (ii)
efficiency, competitiveness, and financial integrity of futures markets; (iii) price
discovery; (iv) sound risk management practices; and (v) other public interest
considerations, The Commission may in its discretion give greater weight to any one of
the five enumerated areas and could in its discretion determine that, notwithstanding its
costs, a particular rule is necessary or appropriate to protect the public interest or to
effectuate any of the provisions or accomplish any of the purposes of the CEA.

b. Structure of the analysis,

As mentioned above, the Commission has decided to propose the Complete Legal
Segregation Model, A number of commenters to the ANPR suggested that the costs and
benefits of the Complete Legal Segregation Model should be informed by the Futures
Model. Such commenters provided quantitative estimates of such costs (but not such
benefits). Using these quantitative estimates of cost, the Commission discusses the costs
and benefits of the Complete Legal Segregation Model (as well as the Legal Segregation
with Recourse Model) in relation to a common baseline — namely, the Futures Model,

The Commission notes that other commenters suggested that the costs and
benefits of the Complete Legal Segregation Model should be informed by the protections
for collateral obtained by customers in the existing swaps markets and of the costs

incurred for such protections, While this alternative is not part of the formal analysis, it

7 15,8.C. 19(a).
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can inform us of the costs of the various models. Therefore, the Commission has asked
for additional comment on such protections, including quantitative estimates of costs, in
section ITI(B) herein.

Finally, as mentioned above, the Commission is considering the Legal
Segregation with Recourse Model. The Commission has asked for additional comment
on the Legal Segregation with Recourse Model, as well as (i) the Futures Model and (i)
the Optional Approach.

2. Costs of the complete legal segregation model, the legal segregation with recourse
model, and the futures model.

There are several kinds of costs associated with the Complete 1egal Segregation
and thé Legal Segregation with Recoursé Models, relative to the F.utures Model. These
can be categorized as operational costs, Risk Costs (as section II{C)(3) defines such
term), and costs associated with induced changes in behavior. The Complete Legal
Segregation, the Legal Segregation with Recourse, and the Futures Models will require
different payments from various parties in the event that there is a simultaneous default of
one or mote Cleared Swaps Customers and their FCMs, The direct effect of the
Complete Legal Segregatioﬁ and the Legal Segregation with Recourse Models, in
contrast to the Futures Model, would be to protect the Cleared Swaps Customer
Collateral of non-defaulting customers against claims by the relevant DCO.M™ In general,
this protection of non-defaulting customers makes it more likely, relative to the Futures

Model, that the financial resource package of the DCO (including, e.g., the DCO’s own

12 According to comments on the ANPR, the direct benefit to customers in the form of reduced risk of loss
of collateral stemming from the activities of fellow customers may generate indirect benefits. For example,
comimenters indicated that increased security for collateral could increase their ability to use swaps for
business purposes, although this effect could be counterbalanced by increased dollar costs. Commenters
also stated that the increased protection against Fellow-Customer Risk would reduce their need to incur
cosls to protect against the effects of loss of Cleared Swaps Customer Collateral,
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capital contribution and the guaranty funds contributed by member FCMs) would need to
be applied to the liability of the defaulting Cleared Swaps Customer(s).
a. Operational costs.

Operational costs associated with the Complete Legal Segregation and the Legal
Segregation with Recourse Models result from a greater need, relative to the Futures
Model, to transfer information about individual Cleared Swaps Customer Contracts
between FCMs and DCOs, an increased amount of account information kept by DCOs,
potential increases in compliance costs, and related kinds of costs. Some of these costs
will be one-time set-up costs, and other costs will be recurring. Operational costs
associated with the Complete Legal Segregation and the Legal Segregation with
Recourse Models can be expected to be identical or close to identical because the
informational and other operational requirements of both models are substantially
similar-—where the two models differ is in the scope of DCO’s claim to Cleared Swaps
Customer Collateral in the event of the simultaneous default of one or more Cleared
Swaps Customers and their FCMs,

Precise determination of the extent of operational .costs associated with the
Complete Tegal Segregation and the Legal Segregation with Recourse Models depends
on the number of Cleared Swaps Customers at each FCM, the number and types of
Cleared Swaps Customer Accounts held by each customer, and other factors. Some
estimates of the typical FCM’s costs were provided by ISDA. As discu.ssed above, in
éomlnents on the ANPR, ISDA estimates that the Complete Legal Segregation and the
Legal Segregation with Recourse Models would involve a one-time cost increase of $0.8

million to $1 million per FCM, plus a recurring annual cost with a median estimate of
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roughly $0.7 miltion.'” In addition, there would be costs faced by each DCO, which
would likely be of a similar magnitude, unless the DCO already possesses the
information required to implement the Complete Legal Segregation and the Legal
Segregation with Recourse Models. A DCO with such information may find the
operational costs associated with the Complete Legal Segregation and the Legal
Segregation with Recourse Models to be negligible.

b. Risk costs.

Risk Costs refer to the costs associated with 1"eassigning liability in the event of a
customer default (i.e,, the Complete Legal Segregation Model or the Legal Segregation
with Recourse Model compared to the Futures Model). This can usefully be divided into
direct and indirect costs (and associated benefits). The direct costs of the Complete Legal
Segregation and the Legal Segregation with Recourse Models are the increased risk the
DCO will face when one or more Cleared Swaps Customers and their FCMs default.
Under the Complete Legal Segregation Model, this is equal to the probability of a default
by a Cleared Swaps Customer and its FCM, times the expected contribution that fellow
customers would have provided toward the uncovered loss. The gain to Cleared Swaps
Customers under this model is the value they place on avoiding this same cost (i.e.,
owning insurance against Fellow-Customer Risk). The Legal Segregation with Recourse
Model is fundamentally similar, except that the Cleared Swaps Customers may ultimately
be responsible for some of that deficiency, should the capital of the DCO and the

guaranty fund contributions of non-defaulting FCM members be exhausted.'™

i3 See note 43 supra.

™ Implicitly then, unless there are offsetting changes, the resources available to the DCO to cover its
obligations to counterparties in the event of the default of one or more Cleared Swaps Customers and their
FCMs would potentially be smaller under the Complete Legal Segregation Model than under the Legal
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Thus, the Complete Legal Segregation Model will 'potentiaﬂy result in a decrease
in the financial resources package available to the DCO in the event of default. Hence,
maintaining the same assurance of performance requires the DCO to raise additional
financial resources. While the Legal Segregation with Recourse Model does not directly
reduce DCO financial resources, it restructures them so as to likely lead a DCO to change
its default management structure. The exact nature of the Risk Costs will depend on how
each DCO structures its default management structure if the Complete Legal Segregation
or the Legal Segregation with Recourse Models is chosen over the Futures Model. The
corm-nents sent to the Commission have suggested two possible ways by which the DCO
may vary its default management structure: (i) by increasing the amount of collateral that
each Cleared Swaps Customer must provide; or (ii) by increasing the amount of resources
that each FCM must contribute to the guaranty fund.

Focusing on (i) (an increase in the amount of collateral that each Cleared Swaps
Customer must provide), estimates of the size of the increase vary, and in principle
depend on whether the Complete Legal Segregation Model or the Legal Segregation with
Recourse Model is under consideration. In comments on the ANPR, both CME and
ISDA suggest that the Complete Legal Segregation Model would require an increase of
approximately 70% in Cleared Swaps Customer Collateral, or an increase of roughly
$500-600 billion in total required Cleared Swaps Customer Collateral relative to the

Futures Model. The organizations had somewhat different views of the Legal Segregation

Segregation with Recourse Model, and hence the guarantee offered to Cleared Swaps counterparties by the
DCO would potentially be less secure under the Complete Legal Segregation Model. Such offsetting
changes, however, are required by proposed Commission requirements regarding DCO financial resource
packages. See section II{C)(1) herein, As the following discussion indicates, the DCO may take steps, in
terms of enhanced resources and use of risk-management tools to insure the security that it offers to
Cleared Swaps counterparties.
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with Recourse Model. ISDA noted that the total pool of capital available to a DCO under
this model would not be changed, although there would be “a real wealth transfer” from
the FCMs and DCO to the customers, while CME suggested that the increase would be of
a similar magnitude to the effect of the Complete Legal Segregation Model.

If instead the capital structure is restored though (ii) (an increase in the amount of
resources that each FCM would contribute to the guaranty fund), what were described as
“conservative” estimates suggest an increase of $50 billion (CME) to $128 billion
- (ISDA) in guaranty funds for the Complete Legal Segregation Model.'”® By contrast,
LCH, in its comment, stated that there would be no need for additions to the guaranty
fund under either the Complete Legal Segregation Model or the Legal Segregation with
Recourse Model because the manner in which it currently calculates the size of its
guaranty fund provides adequate resources against default risk under the Complete Legal
Segregation Model and the Legal Segregation with Recourse Model and because, in the
view of LCH, a guaranty fund of similar size would be required to provide adequate
security under the Futures Model.

The wide divergence in these figures is due in large part to different implicit
assumptions about fellow customer behavior, and how such behavior should affect a
DCO’s prudent design of its financial resources package. Specifically, Core Principle B
for DCOs, section 5b{c)(2)(B) of the CEA, requires the sufficiency of a DCO’s financial
resources package tc.) be judged relative to the “worst” exposure, in a probabilistic sense,
created by a member or participant in extreme but plausible market conditions. In the

Complete Legal Segregation Model, such an approach likely requires an assessment of

173 presumably, some of the cost to the FCMs would be offset by enhanced charges to customers, Buy-side
conunenters to the ANPR have indicated that they would be willing to bear such charges.
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the largest stressed loss on a to-be-specified number of the largest customers to the given
FCM since, in this instance, the DCO would not have access to the collateral of non-
defaulting customers in such an event. By contrast, the Futures and the Legal
Segregation with Recourse Models allow (to a degree) for the sufficiency of the DCO
financial resources package to be judged relative to the “worst” loss that an FCM suffers
in its omnibus customer account, recognizing that account as a diversified pool and
taking advantage of the diversification benefit realized by the DCO across the customers
within that pool. This is so because the Futures Model (and, at a later point, the Legal
Segregation with Recourse Model) would allow the DCO to use the collateral of non-
defaulting customers to cover losses the DCO would otherwise face as a result of a
simultaneous default of one or more Cleared Swaps Customers and their FCMs,
However, the extent of the diversification effect arising from the DCO’s access to
the entire omnibus customer account allowed by the Futures Model (and, at a later point
in the process, the Legal Segregation with Recourse Model) depends on how much of the
resources supplied by non-defaulting Cleared Swaps Customers (via initial margin) will
be present in the account following a default, If all Cleared Swaps Customer Contracts
remained with the defaulting FCM through the default, then the DCO could potentially

measure the adequacy of the guaranty fund based on a fully diversified pool of customer

positions. Conversely, if all Cleared Swaps Customers would transfer their positions to a

16 While the Legal Segregation with Recourse Model permits the DCO to take into account the omnibus
customer account, as a diversified pool, in caleulating the total resources available to cover the DCO’s
obligations resulting from a combined customer/FCM default, as explained above, it would expose the
DCO to a higher risk of having to use the DCO’s own capital and the guaranty fund contributions of non-
defaulting FCM members than the Futures Model.
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different FCM in anticipation of the default, then the diversification (and its consequence
for the DCO’s financial resources package) would be eliminated.'”’

More generally, the extent to which the Complete Legal Segregation or the Legal
Segregation with Recourse Models really requires a larger guaranty fund or higher levels
of collateral per Cleared Swaps Customer (relative to the Futures Model) depends on the
extent to which Cleared Swaps Customer Contracts can be expected to remain with the
defaulting FCM during the time period immediately before the default.'”® Since the
circumstances of particular FCM defaults will vary, DCOs, in determining their financial
resources package, can be expected to take into consideration the possibility that, at least
for some FCM defaults, there will be warning signs, resulting in a portion of Cleared
Swaps Customer Collateral being transferred out of the Cleared Swaps Customer
Account maintained by the defaulting FCM, And while determining the appropriate
assumptions regarding customer behavior under either the Futures or the Legal
Segregation with Recourse Models is central to the issue of capital adequacy, it may
prove less central to the consideration of costs and benefits under this rule, since both
those costs and benefits depend on the extent to which Cleared Swaps Customers will

transfer their Cleared Swaps Contracts.

177 LCH states that a methodology in which no diversification is assumed represents their current practice,
and is the most “conservative” in terms of capital adequacy. It argues that it is imprudent to assume that
any funds in the omnibus Cleared Swaps Customer Account will remain at the time of default because that
default may plausibly occur not as a sudden shock but, rather, as the end of a process of credit deterioration
taking place over a number of days (potentialty a number of weeks), during which time the Cleared Swaps
Customers have time to port their Cleared Swaps Contracts and associated collateral away from the
defaulting FCM. Thus, according to the logic of LCH’s approach, the size of the guaranty fund and/or
initial margin levels would need to be as high under the Futures Model as under either the Complete Legal
Segregation or the Legal Segregation with Recourse Models.

178 "Phe LCH’s observation also impacts the requisite change in Cleared Swaps Customer Collateral. The
question of how to appropriately evaluate the omnibus customer account is a question of financial resources
and is beyond the scope of this rulemaking. We note, however, that to the extent that immediate history
may provide some guidance, the aggregate amount of segregated funds in Lehman’s omnibus customer
account dropped by roughly 75% during the week prior to its filing for bankruptey,
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A distinct question in evaluating Risk Cost is how to translate a Cleared Swaps
Customer Collateral or guaranty fund increase to a cost increase. A customer required to
post an additional $100 of Cleared Swaps Customer Collateral is not made worse off by
$100. Moreover, the cost to the customer is, at least in part, offset by the benefit to the
DCO. The cost to the customer of a Cleared Swaps Customer Collateral increase of $100
is the difference between the gain he or she would have received by retaining that $100,
and the return he or she will receive on the asset while it is on deposit with the FCM or
DCO. For example, the customer might invest the $100 in buying and holding grain over
the pendency of the swap if the level of Cleared Swaps Customer Collateral were not
increased, while he or she is limited to the return on assets the DCO will accept as margin
payment (e.g., the t-bill rate) under the new, higher margins. While an exact ﬁgufe for
this difference is difficult to calculate precisely, it is likely to be in a range of 1-4% per
year over the life of the swap, Offsetting this cost is the gain to the DCO of having
additional assets available in the event of the simultaneous default of one or more Cleared
Swaps Customers and their FCMs, which may enable it to obtain a higher rate of return
on some of its other assets.'” Similarly, the cost to an FCM of a guaranty fund
contribution increase is equal to the difference in return between acceptable instruments
for deposit to the guaranty fund and the FCM’s potential return on that $100 if it were not
deposited to the guaranty fund.

The benefit to customers of greater protection for customer margin provided by
the Complete Legal Segregatié)n Model and the Legal Segregation with Recourse Model

also depends, to some extent, on assumptions about customers’ behavior in advance of a

1% An additional offset to this cost is the value that customers assign to the increased safety of their
collateral from fellow customer risk, a point which is discussed further below,
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fellow-customer default. Under the extreme assumption that all customers costlessly
anticipate the default and move their positions to a different FCM, then neither the
Complete Legal Segregation Model nor the Legal Segregation with Recourse Model
provides any benefit to customers (since their Cleared Swaps Customer Accounts would
not have been at risk under the benchmark), More generally, the greater the extent to
which customers will move their positions, the lower the benefits of the Complete Legal
Segregation Model and the Legal Segregation with Recourse Model relative to the
Futures Model. Of course, under the Futures Model there exists uncertainty surrounding
a customer’s ability to anticipate an FCM default, and this uncertainty is either wholly or
mostly eliminated under the Complete Legal Segregation and the Legal Segregation with
Recourse Models, However, this benefit afforded the customer needs to be balanced
against the cost to the DCO of insuring against this uncertainty, a portion of which can be
anticipated to be passed along to the customer. Thus, both the capital costs and the
benefits of the Complete Legal Segregation and the Legal Segregation with Recourse
Models, relative to the Futures Model, will tend to be lower to the extent customets are
likely to move their positions in advance of an FCM default and higher to the extent
customers are unlikely to be able to move their positions, As a result, differing
assumptions about customer mobility in advance of default are likely to have smaller
implications for the relative costs and benefits of differing approaches than they do for
Risk Cost considered in isolation.
C. Induced changes in behavior,

Finally, in the category of costs and benefits associated with induced changes in

behavior, several issues are worth noting. CME has argued that the Complete Legal
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Segregation and the Legal Segregation with Recourse Models could potentially reduce
the incentives of individual customers to exercise due diligence when choosing an FCM.
In effect, they argue that because the financial condition of the FCM, and of the FCM’s
other customers, will be less relevant to the customer’s liability in the event of fellow
customer default, the customer will devote less effort to monitoring the FCM and its
customers, While this is likely to be true, these liability regimes have offsetting increased
monitoring incentives on the part of FCMs and the DCO. That is, because the Complete
Legal Segregation and the Legal Segregation with Recourse Models increase the
likelihood that a customer default would impact the guaranty fund, increased incentives
exist to protect that fund through more careful monitoring by the suppliers of the
guaranty fund and their agent (the DCO), Indeed, as discussed above,lg0 other
commenters (BlackRock, Freddie Mac, and Vanguard) observe that the availability of
fellow-customer collateral as a buffer reduces the incentives of DCOs to provide vigorous
oversight. The net effect of these incentive changes on the incentive to monitor is
difficult to quantify. However, the basic economics of monitoring suggest that there are
efficiency gains to centralizing monitoring in a small number of parties.’®! This is
because there are “free rider” effects associated with diffuse liability; when liability is
spread upon a large number of agents, each gains little from devoting resources to

182

monitoring the firm.”™ This effect is compounded by an information effect; even if the

incentive exists, it is difficult for individual customers to gain access to information about

1% See note 56 supra.

"1 In the banking literature, this argument supports capital requirements as effective disincentives to
excessive risk-taking,

%2 See, e.g., Andrei Shleifer and Robert W, Vishny, A Survey of Corporate Governance, 52 J. Fin. 737,
753 (1997) (discussing effect of “free rider” issues on monitoring in context of corporate governance),
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the financial condition of the FCM, and even more so about the financial condition of
their fellow customers. In contrast, the DCO will, especially under the Complete Legal
Segregation Model and the Legal Segregation with Recourse Model, have good
information about the financial condition of both FCMs and customers.
d. Portability.,

Another issue is the ease of moving Cleared Swaps Customer Contracts to new
FCMs following an FCM default. Following a default by an FCM, the Cleared Swaps
Contracts of the FCM’s customers either have to be moved to another FCM, or closed.
Moving a position to another FCM allows the DCO to maintain its net position in that
contract at zero, which is generally a goal of a DCO. It also prevents a customer from
needing to reestablish a position, which potentially can be costly, especially in a stressed
economic state.'® As discussed above, the various models result in different amounts of
customer-specific information residing with the DCO under the various models. While it
is difficult to quantify the effects of the alternatives on the cost of moving positions
between FCMs, it would seem: that both the Complete Legal Segregation and the Legal
Segregation with Recourse models do not decrease portability, especially given the
increases in capital requirements that many commenters view as a likely consequence of
either model. In fact, ISDA emphasizes that the Complete Legal Segregation Model
likely increases pottability,
e Potential preferences of cleared swaps customers,

Overall, evaluating the costs and benefits of the Complete Legal Segregation

Model and the Legal Segregation with Recourse Model relative to the Futures Model

183 See ISDA Supplemental at 2.
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requires one to know the inherently-subjective valuation end-users place on the lower
likelihood of losing their initial margin, as well as more precise estimates of the cost,
Given the constraints on such knowledge, and the likelihood that the benefits to
customers will, to some extent, vary with the cost to DCOs (that is, both are related to the
same underlying factors), the best indirect evidence of the likely effect is the comments
provided by the buy-side. While the Commission has not canvassed all buy-side
members, most of those that chose to comment on the ANPR support the change. It is
not knowable if these commenters fully internalized all of the potential costs outlined
above (c.g., potentially higher margins, increased costs imposed by FCMs). However,
these commenters generally told the Commission that they understood that more
protection for customer collateral was likely to come at a cost and that they nevertheless
favored more protective approaches,
f. The optional approach.

A final option is giving DCOs the choice of which segregation model to employ.
If all DCOs would adopt the same model when given a choice, then the foregoing
analysis would apply. In contrast, if different DCOs might adopt different models, then
the analysis of the system-wide costs and benefits would need to account for the choices
made by the extant DCOs. The Commission seeks comment on the likely alternatives
that would emerge if DCOs had the option of choosing their segregation model, and the
184

likely costs and benefits of having alternative default models available.

3. Summary of benefits of legal segregation models.

18 Section I1I(E) describes certain concerns with adopting the Optional Approach,
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Based on the discussion in the previous section, the primary expected benefits of
adopting the Complete Legal Segregation or the Legal Segregation with Recourse
Models to implementing section 724 of the Dodd-Frank Act can be summarized as
follows,

4. Fellow-customer risk, -

The primary direct benefit from either the Complete Legal Segregation or the
Legal Segregation with Recourse Models is to reduce the risk to Cleared Swaps
Customers of losing the value of their collateral in a scenario in which an FCM and one
or more of its customers defaults on its obligations in connection with Cleared Swaps
transactions. The Complete Legal Segregation Model would largely eliminate this
risk.”®® The Legal Segregation with Recourse Model would limit this risk to defaults in
which the magnitude of the Cleared Swaps Customer component of the default exceeds
the aggregate of the DCO’s own capital and the guaranty fund contributions of non-
defaulting FCM mémbers.

As discussed in the previous section, the value of this reduced risk of loss to
Cleared Swaps Customers will, to some degree, depend on the extent to which such
customers are able to anticipate FCM defaults and voluntarily transfer their Cleared
Swaps Contracts, and associated collateral, to other FCMs before the default occurs. In
practice, some FCM defaults may be anticipated by a substantial proportion of Cleared

Swaps Customers, while others may occur suddenly with few or no customers able to

185 As noted above, this model would leave some residual fellow-customer risk because the DCO would
allocate collateral between defautting and non-defaulting customers based on information the FCM
provided the day prior to default, so the allocation would not reflect movement in the cleared swaps
portfolio of customers on the day of default.
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transfer their collateral,®® For this reason, an important benefit of the Legal Segregation
Model (particularly the Complete Legal Segregation Model) is greater certainty. By
providing post-default protection against Fellow-Customer Risk (as such term is defined
above), the Legal Segregation Model provides Cleared Swaps Customers with a degree
of certainty that they will not lose their collateral due to the actions of other customers
regardless of whether they are able to anticipate an FCM default. Swaps customers who
commented on the ANPR indicated that such certainty was critical to their business
model. The direct benefit to Cleared Swaps Customers of reduced Fellow-Customer Risk
and reduced uncertainty may generate a variety of indirect benefits, for example an
increased ability by some businesses to use cleared swaps as a risk management tool or a
reduced need by Cleared Swaps Customers to incur costs to protect against the
consequences of Fellow-Customer Risk in the event of an FCM default.

b. Portability and systemic risk.

An additional benefit of the Complete Legal Segregation Model is to foster
portability. By preserving the collateral of non-defaulting Cleared Swaps Customers, this
model increases the likelihood that the Cleared Swaps Contracts of these customers can
be successfully transferred. Fostering such transfer, as opposed to the liquidation of these
Cleared Swaps Contracts, will carry benefits both for the Cleared Swaps Customers and
for the financial system as a whole (the latter by reducing the likelihood that markets

would be roiled by a mass liquidation).

1% See footnote 1788 supra (regarding recent experience with Lehman). Cf, e.g., Inskeep v. Griffin, 440
B.R. 148, 151-52 (Beginning on Monday, December 21, 1998 and continuing into the morning of Tuesday,
December 22, 1998 ... Park ... a trader who operated out of Griffin Trading Company's London office,
substantially exceeded his trading limits and suffered losses ... As a result of Park's losses, Griffin Trading
becate insolvent.”).
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C. Induced changes in behavior.

Further benefits are expected to result from changes in behavior induced by the
direct costs and benefits of the Complete Legal Segregation or Legal Segregation with
Recourse Models. Because DCOs will not be able to rely on the collateral of non-
defaulting Cleared Swaps Customers, they will have incentives to increase the extent of
their monitoring of the risk posed by their FCM members and the major customers of
those FCMs. This will have a tendency to reduce the incidence of FCM and major
customer defaults. Some commenters on the ANPR suggested that the greater protection
provided by the Legal Segregation Model (particularly the Complete Legal Segregation
Model) will mean that Cleared Swaps Customers have less incentive to monitor the
riskiness of their FCMs than under the Futures Model in which customers are exposed to
~ greater risk of loss. However, for reasons explained in the previous section, DCOs are in
a better position than Cleared Swaps Customers to monitor FCMs, and the customers
thereof, so the benefits from increased monitoring by DCOs can be expected to outweigh
any reduced monitoring by customers.'¥’
4, Relevance to section 15(a)(2) considerations

The costs and benefits discussed in the previous sections bear on a number of the
considerations listed in section 15(a)(2) of the CEA:

a Protection of market participants and the public, The primary benefit of the
Complete Legal Segregation Model, reduction in the risk of loss of Cleared Swaps

Customer Collateral, advances this interest. The Commission notes that the Legal

187 Moreover, any reduced monitoring by customers would also imply a reduced monitoring cost,
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Segregation with Recourse Model, which the Commission is considering, also achieves
such benefit, but to a lesser extent.

b. Efficiency, competitiveness, and financial integrity of markets. As mentioned
above, the Complete Legal Segregation Model would increase the likelihood that, in the
event of a simultaneous FCM and Cleared Swaps Customer default, the DCO would be
able to transfer the Cleared Swaps of non-defaulting Cleared Swaps Customers.
Therefore, to the extent that the Complete Legal Segregation Model would enable
Cleared Swaps Customers to avoid liquidation of their existing Cleared Swaps, this
model would avoid what one commenter described as “major market disruption with
significant adverse economic impact.”"®® Such avoidance would therefore promote the
financial integrity of the markets.

Additionally, behavioral responses to the Complete Legal Segregation Model
discussed above may also affect the financial integrity of markets, To the extent that the
Complete Legal Segregation Model creates incentives for DCOs to employ higher levels
of monitoring of FCMs and their Cleared Swaps Customers, it will enhance the financial
integrity of markets.

The Commission notes that, in contrast to the Complete Legal Segregation Model,
the Legal Segregation with Recourse Model increases the likelihood of the transfer of
Cleared Swaps Customer Contracts to a lesser extent. Therefore, the Legal Segregation
with Recourse Model does not enhance the financial integrity of markets as much as the

Complete Legal Segregation Model.

%8 See ISDA Supplemental at 3.
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As mentioned above, the Complete Legal Segregation Model arguably entails
greater Risk Costs, although not operational costs, than the Iegal Segregation with
Recourse Model. Both such models arguably entail greater operational costs than the
Futures Model. However:

e Asdiscussed above, commenters exhibited considerable divergence in their
estimates of Risk Costs.

e Asdiscussed above, ANPR commenters suggested that the incremental
operational costs of the Complete Legal Segregation or the Legal Segregation with
Recourse Models, as compared with the Futures Model, would be relatively modest
against the _size of the market for cleared swaps.

e Despite the possibility of increased Risk Costs and operational costs, most
buy-side commenters to the ANPR suggested that they valued the degree of certainty that
they will not lose Cleared Swaps Customer Collateral, and several such commenters
indicated that the absence of this level of certainty would impair their ability to use
cleared swaps for risk management purposes, To the extent that these commenters
represented the perspective of swaps users generally, then, notwithstanding the possibility
of increased Risk Costs and operational costs, adoption of either the Complete Legal
Segregation or the Legal Segregation with Recourse Models may increase the efficiency
and competitiveness of markets, because they may encourage buy-side use of such
markets in the management of risk.

Because the Complete Legal Segregation Model would eliminate the ability of
DCOs to access the collateral of non-defaulting Cleared Swaps Customers in the event of

an FCM default accompanied by the default of one or more customers, other things held
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constant, there could potentially be negative effects on a DCQ’s financial integrity, Such
potential negative effects would not be present for the Legal Segregation with Recourse
Model, because DCOs would still have the ability to access the collateral of non-
defaulting Cleared Swaps Customers. To the extent that negative effects may exist, Core
Principle B for DCOs, section 5b(c)(2)(B) of the CEA would require a DCO to have
available alternative resources to protect the DCO from the consequences of a major
FCM default, such as higher margin levels or larger guaranty funds. Consistent with this
requirement, commenters on the ANPR who considered access to the collateral of non-
defaulting Cleared Swaps Customers to be important generally assumed that DCOs
would procure alternative financial resources if the Complete Legal Segregation Model is
adopted. As a result, any potential negative effect of the Complete Legal Segregation
Model on market integrity will be reflected in higher capital costs rather than an actual
reduction in market integrity.

c. Price discovery. The effect of the Complete Legal Segregation Model (or the
Legal Segregation with Recourse Model), as proposed, on price discovery will depend on
the value that Cleared Swaps Customers assign to the additional protection that they will
receive for Cleared Swaps Collateral against the cost that they will pay for such
protection. If the former would exceed the latter, as buy-side commenters to the ANPR
suggested, then Cleared Swaps Customers may be encouraged to participate in the
markets, which could have a positive impact on price discovery

d. Sound risk management practices. To the extent that the Complete Legal
Segregation Model or the Legal Segregation with Recourse Model creates incentives for

higher levels of monitoring of FCMs and their Cleared Swaps Customers by DCOs, it
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will enhance sound risk management practices. As discussed above, some commenters
suggested that the Complete Legal Segregation Model or the Legal Segregation with
Recourse Model would reduce incentives for Cleared Swaps Customers to “risk manage”
their FCMs. As noted above, there are significant questions about the ability of
customers to “risk manage” their FCMs effectively. Moreover, the Commission expects
that any such effect would be outweighed by enhanced risk management on the part of
DCOs.

e. Other public interest considerations. As discussed above, some commenters
suggested that the Complete Legal Segregation Model would increase market stability in
times of stress facilitating the prompt transfer of customer positions without the need for
liquidation when an FCM defaults,

5. Public comment.

The Commission invites public comment on its cost-benefit considerations,
including the costs and benefits of the Completg Segregation Model (as propo;ed), the
Legal Segregation with Recourse Model (which is under consideration), the Futures
Model, and giving DCOs a choice of such approaches. Commenters are also invited to
submit any data or other information that they may have quantifying or qualifying the
costs and benefits with their comment letters.

List of Subjects

17 CFR Part 22

Brokers, Clearing, Consumer protection, Reporting and recordkeeping requirements,
Swaps.

17 CER Part 23
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Consumer protection, Reporting and recordkeeping requirements, Swaps.

17 CYR Part 190

Bankruptcy, Brokers, Commodity futures, Reporting and recordkeeping requirements,
Swaps,

VIII.‘ Text of Proposed Rules

For the reasons stated in this release, the Commission hereby proposes to add 17 CFR
part 22 and amend 17 CFR part 190 as follows:

PART 22 - CLEARED SWAPS

Sec.

22,1 Definitions

22.2  Futures Commission Merchants: Treatment of Cleared Swaps Customer

Collateral

22,3  Derivatives Clearing Organizations: Treatment of Cleared Swaps Customer

Collateral

22.4  Futures Commission Merchants and Derivatives Clearing Organizations:
Permitted Depositories

22.5  Futures Commission Merchants and Derivatives Clearing Organizations; Written

Acknowledgement

22,6 Futures Commission Merchants and Derivatives Clearing Organizations: Naming

of Cleared Swaps Customer Accounts

22.7  Permitted Depositories: Treatment of Cleared Swaps Customer Collateral

22,8  Situs of Cleared Swaps Accounts

22,9  Denomination of Cleared Swaps Customer Collateral and Location of

Depositories

22.10 Incorporation by Reference

22.11 Information to be Provided Regarding Customers and their Cleared Swaps

22.12 Information to be Maintained Regarding Cleared Swaps Customer Collateral

22.13 Additions to Cleared Swaps Customer Collateral

22.14 Futures Commission Merchant Failure to Meet a Customer Margin Call in Full

22.15 Treatment of Cleared Swaps Customer Collateral on an Individual Basis

22,16 Disclosures to Customers

Authority: 7 U.8.C, 1a, 6d, 7a-1 as amended by Pub. L. 111-203, 124 Stat, 1376.
§22.1 Definitions

For the purposes of this part:
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Cleared Swap. This term refers to a transaction constituting a “cleared swap” within the
meaning of section 1a(7) of the Act.

(a)  This term shall exclude any swap (along with money, securities, or other property
received to margin, guarantee, or secure such a swap) that, pursuant to a Commission
rule, regulation, or order (or a derivatives clearing organization rule approved in
accordance with §39.15(b)(2) of this chapter), is (along with such money, sccurities, or
other property) commingled with a commodity future or option (along with money,
securities, or other propetty received to margin, guarantee, or secure such a future or
option) that is segregated pursuant to section 4d(a) of the Act.

(b)  This term shall include any trade or contract (along with money, securities or
other property received to margin, guarantee, or secure such a trade or contract), that

(1) would be required to be segregated pursuant to section 4d(a) of the Act, or (2) would
be subject to §30.7 of this chapter, but which is, in either case, pursuant to a Commission
rule, regulation, or order (or a derivatives clearing organization rule approved in
accordance with §39.15(b)(2) of this chapter), commingled with a swap (along with
money, securities, or other property received to margin, guarantee, or secure such a swap)
in an account segregated pursuant to section 4d(f) of the Act.

Cleared Swaps Customer, This term refers to any person entering into a Cleared Swap,

but shall exclude any owner or holder of a Cleared Swaps Proprietary Account with
respect to the Cleared Swaps in such account. A person shall be a Cleared Swaps
Customer only with respect to its Cleared Swaps.

Cleared Swaps Customer Account., This term refers to any account for the Cleared

Swaps of Cleared Swaps Customers and associated Cleared Swaps Customer Collateral
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that (a) a futures commission merchant maintains on behalf of Cleared Swaps Customers
(including, in the case of a Collecting Futures Commission Merchant, the Cleared Swaps
Customers of a Depositing Futures Commission Merchant) or (b) a derivatives clearing
organization maintains for futures commission merchants on behalf of Cleared Swaps
Customers thereof.

Cleared Swaps Customer Collateral.

(a)  This term means all money, securities, or other property received by a futures
commission merchant or by a derivatives clearing organization from, for, or on behalf of
a Cleared Swaps Customer, which money, securities, or other property:

(1)  isintended to or does margin, guarantee, or secure a Cleared Swap; or

(2)  constitutes, if a Cleared Swap is in the form or nature of an option, the seftlement
value of such option,

(b) This term shall also include accruals, i.e., all money, securities, or other property that
a futures commission merchant or derivatives clearing organization receives, directly or
indirectly, which is incident to or results from a Cleared Swap that a futures commission
merchant intermediates for a Cleared Swaps Customer.

Cleared Swaps Proprietaty Account.

(a) This term means an account for Cleared Swaps and associated collateral that is carried
on the books and records of a futures commission merchant for persons with certain
relationships with that futures commission merchant, specifically:

(1) where such account is carried for a person falling within one of the categories

specified in paragraph (b) of this definition, or
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(2) where ten percent or more of such account is owned by a person falling within one of
the categories specified in paragraph (b) of this definition, or

(3) where an aggregate of ten percent or more of such account is owned by more than one
person falling within one or more of the categories specified in paragraph (b) of this
definition.

(b) The relationships to the futures commission merchant referred to in paragraph (a) of
this definition are as follows:

(1) Such individual himself, or such partnership, corporation or association itself;

(2) In the case of a partnership, a general partner in such partnership;

(3) In the case of a limited partnership, a limited or special partner in such partnership
whose duties include:

(i) The management of the partnership business or any part thereof;

(i) The handling, on behalf of such partnership, of (A) the Cleared Swaps of Cleared
Swaps Customers or (B) the Cleared Swaps Customer Collateral;

(iii) The keeping, on behalf of such partnership, of records pertaining to (A) the Cleared
Swaps of Cleared Swaps Customers or (B) the Cleared Swaps Customer Collateral; or
(iv) The signing or co-signing of checks or drafts on behalf of such partnership;

(4) In the case of a corporation or association, an officer, director, or owner of ten percent
or more of the capital stock of such organization;

(5) An employee of such individual, partnership, corporation or association' whose duties
include:

(i) The management of the business of such individual, partnership, corporation or

association or any part thereof;
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(ii) The handling, on behalf of such individual, partnership, corporation, or association, of
(A) the Cleared Swaps of Cleared Swaps Customers or (B) the Cleared Swaps Customer
Collateral,

(iif) The keeping of records, on behalf of such individual, partnership, corporation, or
association, pertaining to (A) the Cleared Swaps of Cleared Swaps Customers or (B) the
Cleared Swaps Customer Collateral; or

(iv) The signing or co-signing of checks or drafts on behalf of such individual,
partnetship, corporation, or association;

(6) A spouse or minor dependent living in the same household of any of the foregoing
persons;

(7) A business affiliate that, directly or indirectly, controls such individual, partnership,
corporation, or association; or

(8) A business affiliate that, directly or indirectly, is controlled by or is under common

control with, such individual, partnership, corporation or association. Provided, however,

that an account owned by any shareholder or member of a cooperative association of
producers, within the meaning of section 6a of the Act, which association is registered as
a futures commission merchant and carries such account on its records, shall be deemed
to be a Cleared Swaps Customer Account and not a Cleared Swaps Proprietary Account
of such association, unless the shareholder or member is an officer, director, or manager
of the association.

Clearing Member, This term means any person that has clearing privileges such that it

can process, clear and settle trades through a derivatives clearing organization on behalf
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of itself or others. The derivatives clearing organization need not be organized as a

membership organization,

Collecting Futures Commission Merchant. A futures commission merchant that (a)

catries Cleared Swaps on behalf of another futures commission merchant and the Cleared
Swaps Customers of the latter futures commission merchant, and (b) as part of carrying
such Cleared Swaps, collects Cleared Swaps Customer Collateral,

Commingle, To commingle two or more items means to hold such items in the same
account, or to combine such items in a transfer between accounts,

Customer, This term means any customer of a futures commission merchant, other than a
Cleared Swaps Customer, including, without limitation:

(a) any “customer” or “commodity customer” within the meaning of §1.3 of this
chapter; and

(b)  any “foreign futures or foreign options customer” within the meaning of §30.1(c)
of this chapter.

Depositing Futures Commission Merchant, A futures commission merchant that (a)

carries Cleared Swaps on behalf of its Cleared Swaps Customers through another futures
commission merchant and, (b) as part of carrying such Cleared Swaps, deposits Cleared
Swaps Customer Collateral with such futures commission merchant.

Permitted Depository. This term shall have the meaning set forth in §22.4 of this part.

Segregate. To segregate two or more items is to keep them in separate accounts, and to

avoid combining them in the same transfer between two accounts,
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§22.2 Futures Commission Merchants: Treatment of Cleared Swaps and
Associated Cleared Swaps Customer Collateral

(@)  General. A futures commission merchant shall treat and deal with the Cleared
Swaps of Cleared Swaps Customers and associated Cleared Swaps Customer Collateral
as belonging to Cleared Swaps Customers.

{b)  Location of Cleared Swaps Customer Collateral.

(1) A futures commission merchant must segregate all Cleared Swaps Customer
Collateral that it receives, and must either hold such Cleared Swaps Customer Collateral
itself as set forth in subparagraph (b)(2) of this section, or deposit such collateral into one _
or more Cleared Swaps Customer Accounts held at a Permitted Depository, as set fﬁz‘th in
subparagraph (b)(3) of this section,

(2)  If a futures commission merchant holds Cleared Swaps Customer Collateral itself,
then the futures commission merchant must:

(1) physically separate such collateral from its own property;

(i)  clearly identify each physical location in which it holds such collateral as a
“Location of Cleared Swaps Customer Collateral” (the “FCM Physical Location™);

(iii)  ensure that the FCM Physical Location provides appropriate protection for such
collateral; and

(iv)  record in its books and records the amount of such Cleared Swaps Customer
Collateral separately from its own funds.

(3)  If a futures commission merchant holds Cleared Swaps Customer Collateral in a
Permitted Depository, then:

(i) The Permitted Depository must qualify pursuant to the requirements set forth in §22.4

of this part, and
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(i1) The futures commission merchant must maintain a Cleared Swaps Customer Account
with each such Permitted Depository.

(¢}  Commingling,

(1) A futures commission merchant may commingle the Cleared Swaps Customer
Collateral that it receives from, for, or on behalf of multiple Cleared Swaps Customers.
(2) A futures commission merchant shall not commingle Cleared Swaps Customer
Collateral with either of the following:

(1) Funds belonging to the futures commission merchant, except as expressly
permitted in paragraph (e)(3) of this section; or

(ii)- - Other categories of funds belonging to Customers of the futures commission
merchant, including customer funds (as §1.3 of this chapter defines such term) and the
foreign futures or foreign options secured amount (as §1.3 of this chapter defines such
term), except as expressly permitted by Commission rule, regulation, or order, or by a
derivatives clearing organization rule approved in accordance with §39.15(b)(2) of this
chapter.

(d) Limitations on Use.

(1)  No futures commission merchant shall use, or permit the use of, the Cleared
Swaps Customer Collateral of one Cleared Swaps Customer to purchase, margin, ot settle
the Cleared Swaps or any other trade or contract of, or to secure or extend the credit of,
any person other than such Cleared Swaps Customer. Cleared Swaps Customer
Collateral shall not be used to margin, guarantee, or secure trades or contracts of the

entity constituting a Cleared Swaps Customer other than in Cleared Swaps, except to the
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extent permitted by a Commission rule, regulation or order, or by a derivatives clearing
organization rule approved in accordance with §39.15(b)(2) of this chapter.

(2) A futures commission merchant may not impose or permit the imposition of a lien
on Cleared Swaps Customer Collateral, including any residual financial interest of the
futures commission merchant in such collateral, as described in paragraph (e){(4) of this
section.

(3) A futures commission merchant may not include, as Cleared Swaps Customer
Collateral,

(i) Money invested in the securities, memberships, or obligations of any derivatives
clearing organization, designated contract market, swap execution facility, or swap data
repository, or

(i)  Money, securities, or other property that any derivatives clearing organization
holds and may use for a purpose other than those set forth in §22.3 of this part,

(¢)  Exceptions. Notwithstanding the foregoing:

(1) Permitted Investments. A futures commission merchant may invest money,
securities, or other property constituting Cleared Swaps Customer Collateral in
accordance with §1.25 of this chapter, which section shall apply to such money,
securities, or other property as if they comprised customer funds or customer money
subject to segregation pursuant to section 4d(a) of the Act and the regulations thereunder.
(2)  Permitted Withdrawals, Such share of Cleared Swaps Customer Collateral as in
the normal course of business shali be necessary to margin, guarantee, secure, transfer,
adjust, or setile a Cleared Swaps Customer’s cleared swaps with a derivatives clearing

organization, or with a Collecting Futures Commission Merchant, may be withdrawn and

i
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applied to such purposes, including the payment of commissions, brokerage, interest,
taxes, storage, and other charges, lawfully accruing in connection with such cleared
swaps.

(3)  Deposits of Own Money, Securitics, or Other Property. In order to ensure that it
is always in compliance with paragraph (f) of this section, a futures commission merchant
may place in an FCM Physical Location or deposit in a Cleared Swaps Customer
Account its own money, securities, or other property (provided, that such securities or
other property are unencumbered and are of the types specified in §1.25 of this chapter).
(4)  Residual Financial Interest.

(i) If, in accordance with paragraph (e)(3) of this section, a futures commission
merchant places in an FCM Physical Location or deposits in a Cleared Swaps Customer
Account its own money, securities, or other property, then such money, securities, or
other property (including accruals thereon) shall constitute Cleared Swaps Customer
Collateral.

(ii)  The futures commission merchant shall have a residual financial interest in any
portion of such money, securities, or other property in excess of that necessary for
compliance with paragraph (f)(4) of this section.

(ili)  The futures commission merchant may withdraw money, securities, or other
propetty from the FCM Physical Location or Cleared Swaps Customer Account, to the
extent of its residual financial interest therein, At the time of such withdrawal, the
futures commission merchant shall ensure that the withdrawal does not cause its residual
financial interest to become less than zero.

H Requirements as to Amount,
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(1) For purposes of this section 22.2(f), the term “account” shall reference the entries
on the books and records of a futures commission merchant pertaining to the Cleared
Swaps Customer Collateral of a particular Cleared Swaps Customer.

' (2)  The futures commission merchant must reflect in the account that it maintains for
each Cleared Swaps Customer the market value of any Cleared Swaps Customer
Collateral that it receives from such customer, as adjusted by:

(1) Any uses permitted under §22.2(d) of this part;

(ii) . Any accruals or losses on permitted investments of such collateral under §22.2(e)
of this part that, pursuant to the futures commission merchant’s customer agreement with
that customer, are creditable or chargeable to such customer;

(iii)  Any charges lawfully accruing to the Cleared Swaps Customer, including any
commission, brokerage fee, interest, tax, or storage fee; and

(iv)  Any appropriately authorized distribution or transfer of such collateral.

(3)  If the market value of Cleared Swaps Customer Collateral in the account of a
Cleared Swaps Customer is positive after adjustments, then that account has a credit
balance. Ifthe market value of Cleared Swaps Customer Collateral in the account of a
Cleared Swaps Customer is negative after adjustments, then that account has a debit
balance.

4 The futures commission merchant must maintain in segregation, in its FCM
Physical Locations and/or its Cleared Swaps Customer Accounts at Permitted
Depositories, an amount equal to the sum of any credit balances that the Cleared Swaps

Customers of the futures commission merchant have in their accounts, excluding from
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such sum any debit balances that the Cleared Swaps Customers of the futures
commission merchant have in their accounts.

(5)  Notwithstanding the foregoing, the futures commission merchant must include, in
calculating the sum referenced in paragraph (4), any debit balance that a Cleared Swaps
Customer may have in its account, to the extent that such balance is secured by “readily
marketable securities” that the Cleared Swaps Customer deposited with the futures
commission merchant,

(1) For purposes of this section, “readily marketable” shall be defined as having a
“ready market” as such latter term is defined in Rule 15¢3-1(c)(11) of the Securities and
Exchange Commission (§241.15¢3-1(c)(11) of this title).

(ii))  In order for a debit balance to be deemed secured by “readily marketable
securities,” the futures commission merchant must maintain a security interest in such
securities, and must hold a written authorization to liquidate the securities at the
discretion of the futures commission merchant.

(ili)  To determine the amount secured by “readily marketable securities,” the futures
commission merchant shall; (A) determine the market value of such securities; and (B)
reduce such market value by applicable percentage deductions (i.e., “securities haircuts™)
as set forth in Rule 15¢3-1(c)(2)(vi) of the Securities and Exchange Commission
(§240.15¢3-1(c)(2)(vi) of this title). The portion of the debit balance, not exceeding 100
per cent, that is secured by the reduced market value of such readily marketable securities

shall be included in calculating the sum referred to in paragraph (f}(4) of this section,

()  Segregated Account; Daily Computation and Record.
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(1)  Each futures commission merchant must compute as of the close of each business
day, on a currency-by-currency basis:

i) The aggregate market value of the Cleared Swaps Customer Collateral in all FCM
Physical Locations and all Cleared Swaps Customer Accounts held at Permitted
Depositories (the “Collateral Value”);

(i)  The sum referenced in paragraph (f)(4) of this section (the “Collateral
Requirement”); and

(iii)  The amount of the residual financial interest that the futures commission
merchant holds in such Cleared Swaps Customer Collateral, which shall equal the
difference between the Collateral Value and the Collateral Requirement,

(2)  The futures commission merchant must complete the daily computations required
by this section prior to noon on the next business day and must keep such computations,
together with all supporting data, in accordance with the requirements of §1.31 of this
chapter.

§22.3 Derivatives Clearing Organizations: Treatment of Cleared Swaps Customer
Collateral

(a)  General. A derivatives clearing organization shall treat and deal with the Cleared
Swaps Cusfomer Collateral deposited by a futures commission merchant as belonging to
the Cleared Swaps Customers of such futures commission merchant and not other
persons, including, without limitation, the futures commission merchant,

{b)  Location of Cleared Swaps Customer Collateral.

() The derivatives clearing organization must segregate all Cleared Swaps Customer
Collateral that it receives from futures commission merchants, and must either hold such

Cleared Swaps Customer Collateral itself as set forth in subparagraph (b)(2) of this
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section, or deposit such collateral into one or more Cleared Swaps Customer Accounts
held at a Permitted Depository, as set forth in subparagraph (b)(3) of this section.

(2)  Ifaderivatives clearing organization holds Cleared Swaps Customer Collateral
itself, then the derivatives clearing organization nﬁust:

(i) Physically separate such collateral from its own property, the property of any
futures commission merchant, and the property of any other person that is not a Cleared
Swaps Customer of a futures commission merchant;

(ii))  Clearly identify each physical location in which it holds such collateral as
“Location of Cleéred Swaps Customer Collateral” (the “DCO Physical Location™);

(iii)  Ensure that the DCO Physical Location provides appropriate protection for such
collateral; and

(iv)  Record in its books and records the amount of such Cleared Swaps Customer
Collateral separately from its own funds, the funds of any futures commission merchant,
and the funds of any other person that is not a Cleared Swaps Customer of a futures
commission merchant,

(3)  Ifaderivatives clearing organization holds Cleared Swaps Customer Collateral in
a Permitted Depository, then:

(1) The Permitted Depository must qualify pursuant to the requirements set forth in
§22.4 of this part; and

(ii)  The derivatives clearing organization must maintain a Cleared Swaps Customer

Account with each such Permitted Depository.

(c) Commingling.
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(1) A derivatives clearing organization may commingle the Cleared Swaps Customer
Collateral that it receives from multiple futures commission merchants on behalf of their
Cleared Swaps Customers.

(2) A derivatives clearing organization shall not commingle the Cleared Swaps
Customer Collateral that it receives from a futures commission merchant on behalf of
Cleared Swaps Customers with any of the following:

(i) The money, securities, or other property belonging to the derivatives clearing
organization;

(i)  The money, securities, or other property belonging to any futures commission
merchant; or

(iii)  Other categories of funds that it receives from a futures commission merchant on
behalf of Customers, including customer funds (as §1.3 of this chapter defines such term)
and the foreign futures or foreign options secured amount (as §1.3 of this chapter defines
such term), except as expressly permitted by Commission rule, regulation or order, (or a
derivatives clearing organization rule approved in accordance with §39.15(b)(2) of this
chaptet).

(d)  Exceptions; Deposits and Withdrawals from Futures Commission Merchants,
Notwithstanding the foregoing, pursuant to an instruction from a futures commission
merchant, a derivatives clearing organization may place money, secutities, or other
property belonging to the futures commission merchant in a DCO Physical Location, or
deposit such money, securities, or other property in the Cleared Swaps Customer
Accounts that the derivatives clearing organization maintains. The derivatives clearing

organization may permit the futures commission merchant to withdraw such money,
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securities, or other property from a DCO Physical Location or Cleared Swaps Customer

Account.

(e) Exceptions; Permitted Investments, Notwithstanding the foregoing and §22.15 of
this part, a derivatives clearing organization may invest the money, securities, or other
property constituting Cleared Swaps Customer Collateral in accordance with §1.25 of this
chapter, which section shall apply to such money, securities, or other property as if they
comprised customer funds or customer money subject to segregation pursuant to section
4d(a) of the Act and the regulations thereunder.

§22.4 Futures Commission Merchants and Derivatives Clearing Organizations:
Permitted Depositories

In order for a depository to be a Permitted Depository:

(a) The depository must (subject to §22.9) be one of the following types of entities:
(1} A bank located in the United States;

(2) . A trust company located in the United States;

(3) A Collecting Futures Commission Merchant registered with the Commission (but
only with respect to a Depositing Futures Commission Merchant providing Cleared
Swaps Customer Collateral); or

(4) A derivatives clearing organization registered with the Commission; and

(b}  The futures commission merchant or the derivatives clearing organization must
hold a written acknowledgment letter from the depository as required by §22.5 of this
part.

§22,5 Futures Commission Merchants and Derivatives Clearing Organizations:
Written Acknowledgement

(a) Before depositing Cleared Swaps Customer Collateral, the futures commission

merchant or derivatives clearing organization shall obtain and retain in its files a separate
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written acknowledgment letter from each depository in accordance with §§1.20 and 1.26
of this chapter, with all references to “customer funds” modified to apply to Cleared
Swaps Customer Collateral, and with all references to section 4d(a) or 4d(b) of the Act
and the regulations thereunder modified to apply to section 4d(f) of the Act and the
regulations thereunder.

(b)  The futures commission merchant or derivatives clearing organization shall
adhere to all requirements specified in §§1.20 and 1.26 of this chapter regarding
retaining, permitting access to, filing, or amending the written acknowledgment letter, in
all cases as if the Cleared Swaps Customer Collateral comprised customer funds subject
to segregation pursuant to section 4d(a) or 4d(5) of the Act and the regulations
thereunder.

(¢)  Notwithstanding paragraph (a) of this section, an acknowledgement letter need
not be obtained from a derivatives clearing organization that has made effective, pursuant
to section Sc(c) of the Act and the regulations thereunder, rules that provide for the
segregation of Cleared Swaps Customer Collateral, in accordance with all relevant
provisions of the Act and the regulations thereunder.

§22.6 Futures Commission Merchants and Derivatives Clearing Organizations:
Naming of Cleared Swaps Customer Accounts

The name of each Cleared Swaps Customer Account that a futures commission
merchant or a derivatives clearing organization maintains with a Permitted Depository
-shall (a) clearly identify the account as a “Cleared Swaps Customer Account” and (b)
clearly indicate that the collateral therein is “Cleared Swaps Customer Collateral” subject

to segregation in accordance with the Act and this part.
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§22.7 Permitted Depositories: Treatment of Cleared Swaps Customer Collateral
A Permitted Depository shall treat all funds in a Cleared Swaps Customer
Account as Cleared Swaps Customer Collateral. A Permitted Depository shall not hold,

dispose of, or use any such Cleared Swaps Customer Collateral as belonging to any
person other than (a) the Cleared Swaps Customers of the futures commission merchant
maintaining such Cleared Swaps Customer Account or (b) the Cleared Swaps Customers
of the futures commission merchants for which the derivatives clearing organization
maintains such Cleared Swaps Customer Account.

§22.8 Situs of Cleared Swaps Accounts

The situs of each of the following shall be located in the United States:
(a)  EHach FCM Physical Location or DCO Physical Location;
(b)  Each “account,” within the meaning of §22.2(f)(1), that a futures commission
merchant maintains for each Cleared Swaps Customer; and
(¢)  Each Cleared Swaps Customer Account on the books and records of a derivatives
clearing organization with respect to the Cleared Swaps Customers of a futures
commission merchant.

§22.9 Denomination of Cleared Swaps Customer Collateral and Location of
Depositories.

(a) Futures commission merchants and derivatives clearing organizations may hold
Cleared Swaps Customer Collateral in the denominations, at the locations and
depositories, and subject to the same segregation requirements specified in §1.49 of this
chapter, which section shall apply to such Cleared Swaps Customer Collateral as if it
comprised customer funds subject to segregation pursuant to section 4d(a) of the Act.

(b)  Each depository referenced in paragraph (a) of this section shall be considered a
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Permitted Depository for purposes of this part. Provided, however, that a futures

commission merchant shall only be considered a Permitted Depository to the extent that
it is acting as a Collecting Futures Commission Merchant (as §22.1 of this part defines
such term).

§22.10 Incorporation by Reference.

Sections 1.27, 1,28, 1.29, and 1,30 of this chapter shall apply to the Cleared Swaps
Customer Collateral held by futures commission merchants and derivatives clearing
organizations to the same extent as if such sections referred to:

(a) “Cleared Swaps Customer Collateral” in place of “customer funds;”

(b)  “Cleared Swaps Customers” instead of “commaodity or option customers” or
“customers or option customers;”

(c) “Cleared Swaps Contracts” instead of “trades, contracts, or commodity options;”
and

(d) “Section 4d(f) of the Act” instead of “section 4d(a)(2) of the Act.”

§22.11 Information to be Provided Regarding Customers and their Cleared Swaps
(a) Each Depositing Futures Commission Merchant shall provide to its Collecting
Futures Commission Merchant the following information:

(1)  The first time that the Depositing Futures Commission Merchant intermediates a
Cleared Swap for a Cleared Swaps Customer, information sufficient to identify such
customer; and

(2)  Atleast once each business day thereafter, information sufficient to identify, for
each Cleared Swaps Customer, the portfolio of rights and obligations arising from the

Cleared Swaps that the Depositing Futures Commission Merchant intermediates for such
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customer.

(b)  If an entity serves as both a Depositing Futures Commission Merchant and a
Collecting Futures Commission Merchant, then:

(1)  The information that such entity must provide to its Collecting Futures
Commission Merchant pursuant to paragraph (a)(1) of this section shall also include
information sufficient to identify each Cleared Swaps Customer of the Depositing
Futures Commission Merchant for which such entity serves as a Collecting Futures
Commission Merchant; and

(2)  The information that such entity must provide to its Collecting Futures
Commission Merchant pursuant to paragraph (a)(2) of this section shall also include
information sufficient to identify, for each Cleared Swaps Customer referenced in
paragraph (b)(1) of this section, the portfolio of rights and obligations atising from the
Cleared Swaps that such entity intermediates as a Collecting Futures Commission
Merchant, on behalf of its Depositing Futures Commission Merchant, for such customer.
(c) Each futures commission merchant that intermediates a Cleared Swap for a
Cleared Swaps Customer, on or subject to the rules of a derivatives clearing organization,
directly as a Clearing Member shall provide to such derivatives clearing organization the
following information:

(D The first time that such futures commission merchant intermediates a Cleared
Swap for a Cleared Swaps Customer, information sufficient to identify such customer;
and

(2) At least once each business day thereafter, information sufficient to identify, for

cach Cleared Swaps Customer, the portfolio of rights and obligations arising from the
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Cleared Swaps that such futures commission merchant intermediates for such customer.
(d)  If the futures commission meichant referenced in paragraph (c) of this section is a
Collecting Futures Commission Merchant, then:

(1)  The information that it must provide to the derivatives clearing organization
pursuant to paragraph (¢)(!) of this section shall also include information sufficient to
identify each Cleared Swaps Customer of any entity that acts as a Depositing Futures
Commission Merchant in relation to the Collecting Futures Commission Merchant
(including, without limitation, each Cleared Swaps Customer of any Depositing Futures
Commission Merchant for which such entity also serves as a Collecting Futures
Commission Merchant); and

(2)  The information that it must provide to the derivatives clearing organization
pursuant to paragraph (¢)(2) of this section shall also include information sufficient to
identify, for each Cleared Swaps Customer referenced in paragraph (d)(1) of this section,
the portfolio of rights and obligations arising from the Cleared Swaps that the Collecting
Futures Commission Merchant intermediates, on behalf of the Depositing Futures
Commission Merchant, for such customer.

(e)  Each derivatives clearing organization shall (1) take appropriate steps to confirm
that the information it receives pursuant to paragraphs (¢)(1) or (¢)(2) of this section is
accurate and complete, and (2) ensure that the futures commission merchant is providing
the derivatives clearing organization the information required by paragraphs (¢)(1) or
(c)(2) of this section on a timely basis,

§22.12 Information to be Maintained Regarding Cleared Swaps Customer
Collateral

(a) Each Collecting Futures Commission Merchant receiving Cleared Swaps
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Customer Funds from an entity serving as a Depositing Futures Commission Merchant
shall, no less frequently than once each business day, calculate and record:

(1)  the amount of collateral required at such Collecting Futures Commission
Merchant for each Cleared Swaps Customer of the entity acting as Depositing Futures
Commission Merchant (including, without limitation, each Cleared Swaps Customer of
any Depositing Futures Commission Merchant for which such entity also serves as a
Collecting Futures Commission Merchant); and

(2)  the sum of the individual collateral amounts referenced in paragraph (a)(1) of this
section.

(b)  Each Collecting Futures Commission Merchant shall calculate the collateral
amounts referenced in paragraph (a) of this section with respect to the portfolio of rights
and obligations arising from the Cleared Swaps that the Collecting Futures Commission
Merchant intermediates, on behalf of the Depositing Futures Commission Merchant, for
each Cleared Swaps Customer referenced in paragraph (a)(1).

(¢)  Each derivatives clearing organization receiving Cleared Swaps Customer Funds
from a futures commission merchant shall, no less frequently than once each business
day, calculate and record:

(1)  the amount of collateral required at such derivatives clearing organization for
cach Cleared Swaps Customer of the futures commission merchant; and

(2)  the sum of the individual collateral amounts referenced in paragraph (c)(1) of this
section,

(d)  If the futures commission merchant referenced in paragraph (c) of this section is a

Collecting Futures Commission Merchant, then the derivatives clearing organization shall
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also perform and record the resuits of the calculation required in paragraph (¢) of this
section for each Cleared Swaps Customer of an entity acting as a Depositing Futures
Commission Merchant in relation to the Collecting Futures Commission Merchant
(including, without limitation, any Cleared Swaps Customer for which such entity is also
acting as a Collecting Futures Commission Merchant).

(¢)  Each futures commission merchant shall calculate the collateral amounts
referenced in paragraph (c) of this section with respect to the portfolio of rights and
obligations arising from the Cleared Swaps that the futures commission merchant
intermediates (including, With;out limitation, as a Collecting Futures Commission
Merchant on behalf of a Depositing Futures Commission Meichant), for each Cleared
Swaps Customer referenced in paragraphs (¢)(1) and (d).

) The collateral requirement referenced in paragraph (a) of this section with respect
to a Collecting Futures Commission Merchant shall be no less than that imposed by the
relevant derivatives clearing organization with respect to the same portfolio of rights and

obligations for each relevant Cleared Swaps Customer.
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§22.13 Additions to Cleared Swaps Customer Collateral

(a)(1) At the election of the derivatives clearing organization or Collecting Futures
Commission Merchant, the collateral requirement referred to in sections 22.12(a), (c),
and {d) of this part applicable to a particular Cleared Swaps Customer or group of
Cleared Swaps Customers may be increased based on an evaluation of the credit risk
posed by such customer or group, in which case the derivatives clearing organization or
Collecting Futures Commission Merchant shall collect and record such higher amount as
provided in section 22.12 of this part.

(2)  Nothing in paragraph (a)(1) of this section is intended to interfere with the right of
a futures commission merchant to increase the collateral requirements at such futures
commission merchant with respect to any of its Cleared Swaps Customers or Customers.
(b)  Any collateral deposited by a futures commission merchant (including a
Depositing Futures Commission Merchant) pursuant to section 22.2(e)(3) of this part,
which collateral is identified as funds or securities in which such futures commission
merchant has a residual financial interest pursuant to section 22.2(e)(4) of this part, may,
to the extent of such residual financial interest, be used by the derivatives clearing
organization or Collecting Futures Commission Merchant, as applicable, to margin,
guarantee or secure the cleared swaps of any or all of such Cleared Swaps Customers.

§ 22,14 Futures Commission Merchant Failure to Meet a Customer Margin Call in
Full

(a) A Depositing Futures Commission Merchant which receives a call for either
initial margin or variation margin with respect to a Cleared Swaps Customer Account
from a Collecting Futures Commission Merchant, which call such Depositing Futures

Commission Merchant does not meet in full, shall, with respect to each Cleared Swaps
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Customer of such Depositing Futures Commission Merchant whose Cleared Swaps
contribute to such margin call,

(1)  transmit to the Collecting Futures Commission Merchant an amount equal to the
lesser of (i) the amount called for; or (ii) the remaining Cleared Swaps Collateral on
deposit at such Depositing Futures Commission Merchant for that Cleared Swaps
Customer; and

(2)  advise the Collecting Futures Commission Merchant of the identity of each such
Cleared Swaps Customer, and the amount transmitted on behalf of each such customer,
(b)  Ifthe entity acting as Depositing Futures Commission Merchant referenced in
paragraph (a} of this section is also a Collecting Futures Commission Merchant, then:
(1) such entity shall include in the transmission required in paragraph (a)(1) of this
section any amount that it receives, pursuant to paragraph (a)(1) of this section, from a
Depositing Futures Commission Merchant for which such entity acts as a Collecting
Futures Commission Merchant; and

(2)  such entity shall present its Collecting Futures Commission Merchant with the
information that it receives, pursuant to paragraph (a)(2) of this section, from a
Depositing Futures Commission Merchant for which such entity acts as a Collecting
Futures Commission Merchant.

(¢) A futures commission merchant which receives a call for margin (whether initial
or variation) with respect to a Cleared Swaps Customer Account from a derivatives
clearing organization, which call such futures commission merchant does not meet in full,
shall, with respect to each Cleared Swaps Customer of such futures commission merchant

whose Cleared Swaps contribute to such margin call:

148




(1)  transmit to the derivatives clearing organization an amount equal to the lesser of
(i) the amount called for; or (ii) the remaining Cleared Swaps Collateral on deposit at
such futures commission merchant for each such Cleared Swaps Customer; and

(2)  advise the derivatives clearing organization of the identity of each such Cleared
Swaps Customer, and the amount transmitted on behalf of each such customer.

(d)  If the futures commission merchant referenced in paragraph (c) is a Collecting
Futures Commission Merchant, then:

(1)  such Collecting Futures Commission Merchant shall include in the transmission
required in paragraph (c)(1) of this section any amount that it receives from a Depositing
Futures Commission Merchant pursuant to paragraph (a)(1) of this section; and

(2)  such Collecting Futures Commission shall present the derivatives clearing
organization with the information that it receives from a Depositing Futures Commission
Merchant pursuant to paragraph (a)(2) of this section,

() If

(1)  on the business day prior to the business day on which the Depositing Futures
Comimission Merchant fails to meet a margin call with respect to a Cleared Swaps
Customer Account, such Collecting Futures Commission Merchant referenced in
paragraph (a) of this section held, with respect to such account, Cleared Swaps Collateral
of a value no less than the amount specified in §22.12(a)(2) of this patt, after the
application of haircuts specified by policies applied by such Collecting Futures
Commission Merchant in its relationship with the Depositing Futures Commission
Merchant, and

(2)  as of the close of business on the business day on which the margin call is not
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met, the market value of the Cleared Swaps Collateral held by the derivatives clearing
organization or Collecting Futures Commission Merchant is, due to changes in such
market value, less than the amount specified in §22.12(a)(2) of this part, then the amount
of such collateral attributable to each Cleared Swaps Customer pursuant to §22.12(a)(1)
of this part shall be reduced by the percentage difference between the amount specified in
§22.12(a)(2) of this part and such market value.
(6 If:
(1) on the business day prior to the business day on which the futures commission
merchant fails to meet a margin call with respect to a Cleared Swaps Customer Account,
the derivatives clearing organization referenced in paragraph (c) of this section held, with
respect to such account, Cleared Swaps Collateral of a value no less than the amount
specified in §22.12(c)}(2) of this part, after the application of haircuts specified by the
rules and procedures of such derivatives clearing organization, and
(2)  as of the close of business on the business day on which the margin call is not
met, the market value of the Cleared Swaps Collateral held by the derivatives clearing
organization is, due to changes in such market value, less than the amount specified in
§22.12(c)(2) of this partt, then the amount of collateral atiributable to each Cleared Swaps
Customer pursuant to §22.12(c)(1) of this part shall be reduced by tﬁe percentage
difference between the amount specified in §22.12(c)(2) and such market value.
§22.15 Treatment of Cleared Swaps Customer Collateral on an Individual Basis
Subject to §22.3(e) of this part, each derivatives clearing organization and each
Collecting Futures Commission Merchant receiving Cleated Swaps Customer Collateral

from a Depositing Futures Commission Merchant shall treat the value of collateral
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required with respect to the portfolio of rights and obligations arising out of the Cleared
Swaps intermediated for each Cleared Swaps Customer, and collected from the
Depositing Futures Commission Merchant, as belonging to such customer, and such
amount shall not be used to margin, guarantee, or secure the Cleared Swaps or other
obligations of the Depositing Futures Commission Merchant or of any other Cleared
Swaps Customer or Customer.

§22.16 Disclosures to Customers

(@) A futures commission merchant shall disclose, to each of its Cleared Swaps
Customers, the governing provisions, as described in paragraph (c) of this section,
relating to use of Cleared Swaps Customer Collateral, transfer, neutralization of the risks,
or liquidation of Cleared Swaps in the event of a default by the futures commission
merchant relating to the Cleared Swaps Customer Account, as well as any change in such
governing provisions.

(b)  If the futures commission merchant referenced in paragraph (a) of this section is a
Depositing Futures Commission Merchant, then such futures commission merchant shall
disclose, to each of its Cleared Swaps Customers, the governing provisions, as described
in paragraph (c) of this section, relating to use of Cleared Swaps Customer Collateral,
transfer, neutralization of the risks, or liquidation of Cleared Swaps in the event of a
default by (1) such futures commission merchant or (2) any relevant Collecting Futures
Commission Merchant relating to the Cleared Swaps Customer Account, as well as any
change in such governing provisions,

(¢)  The governing provisions referred to in paragraphs (a) and (b) of this section are

the rules of each derivatives clearing organization, or the provisions of the customer
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agreement between the Collecting Futures Commission Merchant and the Depositing
Futures Commission Merchant, on or through which the Depositing Futures Commission
Merchant will intermediate Cleared Swaps for such Cleared Swaps Customer.
PART 190 - BANKRUPTCY
The authority citation for part 190 continues to read as follows:
Authority: 7 U.S.C. 1a, 2, 4a, 6¢c, 6d, 6g, 7a, 12, 19, and 24, and 11 U.S.C. 362,
546, 548, 556, and 761-766, unless otherwise noted.
1. In 17 CFR Part 190, remove the words “commodity account” and “commodity
futures account” and add, in their place, the words “commodity contract account.”
§§190.01(w), (v), and (kk)(6), 190.02(d)(1), (6), and (7), 190.03(a)(2), 190.06(g)(1)({i)
and (ii), and (3), 190.10(d)(1) and (h), Appendix A to Part 190 — Bankruptcy Forms;
Bankruptcy Appendix A: Form 1 — Operation of the Debtor’s Estate — Schedule of
Trustee’s Duties, paragraphs 5, 7, Amended.
2. In 17 CFR Part 190, remove the words “commodity futures confract” and add, in their
place, the words “commodity contract.”
§8 190.05(a)(1), (b)(1) Amended.
3. In 17 CFR Part 190, remove the words “contract market” and “board of trade” and
add, in their place, the words “designated contract market.”
§8 190.01(gg), (kk)(2)(), (4) and (5), 190.04(d)(1)(i), and 190.07(e)(2)(ii)}(B) Amended.
4, In 17 CFR Part 190, remove the words “commodity transaction” and add, in their
place, the words “commodity contract transaction.”

§§ 190.02(d)(3), Amended.
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5. Amend §190.01 to redesignate paragraphs (e)-{oo) as (f)-(pp), add a new paragraph
(e) and revise paragraphs (a), (f), (cc), (hh), (1), and (pp) to read as follows:
(a)(1) Accouﬁt class means each of the following types of customer accounts which must
be recognized as a separate class of account by the trustee: futures accounts, foreign
futures accounts, leverage accounts, delivery accounts as defined in §190.05(a)(2) of this
part, and cleared swaps accounts,
(2)(1) To the extent that the equity balance, as defined in §190.07 of this part, of a
customer in a commodity option, as defined in §1.3 of this chapter, may be commingled
with the equity balance of such customer in any domestic commodity futures contract
pursuant to regulations under the Act, the aggregate shall be treated for purposes of this
part as being held in a futures account.
(ii) To the extent that such equity balance of a customer in a commodity option may be
commingled with the equity balance of such customer in any cleared swaps account
pursuant to regulations under this act, the aggregate shall be treated for purposes of this
part as being held in a cleared swaps account,
(iii) If positions or transactions in commodity contracts that would otherwise belong to
one account class (and the money, securities, or other property margining, guaranteeing,
or securing such positions or transactions), are, pursuant to a Commission rule,
regulation, or order (or a derivatives clearing organization rule approved in accordance
with §39.15(b)(2) of this chapter), held separately from other positions and transactions
in that account class, and are commingled with positions or transactions in commodity
conitacts of another account class (and the money, securities, or other property

margining, guaranteeing, or securing such positions or transactions), then the former
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positions (and the relevant money, securities, or other property) shall be treated, for
purposes of this part, as being held in an account of the latter account class.

ook |

ek skok

(e)  Calendar day. A calendar day includes the time from midnight to midnight,

63 Clearing organization shall have the same meaning as that set forth in section

761(2) of the Bankruptcy Code.

(ce)  Non-public customer means any person enumerated in the definition of

Proprietary Account in sections 1.3 or 31.4(e) of this chapter, any person excluded from

the definition of “foreign futures or foreign options customer” in the proviso to section
30.1{c) of this chapter, or any person enumerated in the definition of Cleared Swaps

Proprietary Account in section 22.1 of this chapter, in each case, if such person is defined

as a “customer” under paragraph (k) of this section.

-----

(hh)  Principal contract means a contract which is not traded on a designated contract

market, and includes leverage contracts and dealer options, but does not include: (1)
transactions executed off the floor of a designated contract market pursuant to rules
approved by the Commission or rules which the designated contract market is required to
enforce, or pursuant to rules of a foreign board of trade located outside the United States,
its territories or possessions; or (2) cleared swaps contracts.

e ek
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(2) *#
(ii) Is a bona fide hedging position or transaction as defined in §1.3 of this chapter or is a
commodity option transaction which has been determined by the registered entity to be
economically appropriate to the reduction of risks in the conduct and management of a
commercial enterprise pursuant to rules which have been approved by the Commission
purstant to section Sc(c) of the Commodity Exchange Act; and

AR

(4) *** Any cash or other property deposited prior to the entry of the order for relief to
pay for the taking of physical delivery on a long commodity contract or for payment of
the strike price upon exercise of a short put or a long call option contract on a physical
commodify, which cannot be settled in cash, in excess of the amount necessary to margin
such commodity contract prior to the notice date or exercise date, which cash or other
property is identified on the books and records of the debtor as received from or for the
account of a particular customer on or after three calendar days before the first notice
date or three calendar days before the exercise date ***

(5) *** The cash price tendered for any property deposited prior to the entry of the order
for relief to make physical delivery on a short commodity contract or for exercise of a
long put or a short call option contract on a physical commodity, which cannot be settled
in cash, to the extent it exceeds the amount necessary to margin stich contract prior to the
notice date or exercise date, which property is identified on the books and records of the
debtor as received from or for the account of a particular customer on or after three

calendar days before the first notice date or three calendar days before the exercise date

LR
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(pp) Cleared Swap. This term shall have the same meaning as set forth in §22.1 of this

chapter.

2

FRRER

6. Amend §190.02 to revise paragraphs (a), (b) (d), (), (f), and (g) to read as follows:
(a) * g

(1) %%+

one calendar day after the receipt of notice of such filing, notify the Commission and
such broker’s designated self-regulatory organization, if any, ***

third calendar day

ke ek

(1) *#%

no event later than two calendar days after entry of the order for relief, commence to
publish in a daily newspaper or newspapers of general circulation approved by the court
serving the location of each branch office of the commodity broker, for two consecutive
days a notice to customers stating that all specifically identifiable property of customers
other than open commodity contracts which has not otherwise been liquidated will be
liquidated commencing on the sixth calendar day after the second publication date if the
customer has not instructed the trustee in writing on or before the fifth calendar day afier

the second publication date to return such property pursuvant to the terms for distribution
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of specifically identifiable property contained in § 190.08(d)(1) and, on the seventh
calendar day after such second publication date ***

(2) ***

no event later than two calendar days after entry of an order for relief, customer
instructions concerning the transfer or liquidation of the specifically identifiable open
commodity contracts, if any, not required to be liquidated under paragraph (f)(1) of this
section. The request for customer instructions required by this paragraph (b)(2) must state
that the trustee is required to liquidate any such commodity contract for which transfer
instructions have not been received on or before the sixth calendar day after entry of the
order for relief, and any such commodity contract for which instructions have been
received which has not been transferred in accordance with § 190.08(d)(2) on or before
the seventh calendar day after entry of the order for relief.

LR

(d)  Proof of customer claim, ***

(11) Whether the claimant’s positions in security futures products are held in a futures
account o a securities account, as these terms are defined in §1.3 of this chapter; ***
(e) EX 3]

(1) el ke

no later than the seventh calendar day after the order for relief of the open commodity
contracts ***

on or before the seventh calendar day after the filing date

s ofe sieofe ok
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(f) wok g

(1) #hx

on or before the seventh calendar day after the order for relief ***

(ii)‘ #** Notwithstanding the foregoing, an open commodity contract must be offset if:
such contract is a futures contract or a cleared swaps contract which cannot be settled in
cash and which would otherwise remain open either beyond the last day of trading (if
applicable), or the first day on which notice of intent to deliver may be tendered with
respect thereto, whichever occurs first; such contract is a long option on a physical
commodity which cannot be settled in cash and would be automatically exercised, has
value and would remain open beyond the last day for exercise; such contract is a short
option on a physical commodity which cannot be settled in cash; or, as otherwise
specified in these rules.

(g) ***

6y 100% of the maintenance margin requirements of the applicable designated
contact market or swap execution facility, if any, with respect to the open commodity
contracts in such account; or

Heokokeckok

7. Amend §190.03 to revise paragraphs (a), (b) and (¢) to read as follows:

(a R L
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(3)  Margin calls. The trustee must promptly issue margin calls with respect to any
account referred to under paragraph (a)(1) of this section in which the balance does not
equal or exceed 100% of the maintenance margin requirements of the applicable
designated contact market or swap execution facility, if any, with respect to the open
commodity coniracts in such account, or if there are no such maintenance margin
requirements, 100% of the clearing organization’s initial margin requirements applicable
to the open commaodity contracts in such account, or if there are no such maintenance
margin requirements or clearing organization initial margin requirements, then 50% of
the customer initial margin applicable to the commodity contracts in such account;
Provided, that no margin calls need be made to restore customer initial margin,

RETTY

(3) *** by the sixth calendar day ***

(4) *** before the seventh calendar day ***

(5§)  The commedity contract would otherwise remain open (e.g., because it cannot be
settled in cash) beyond the last day of trading in such contract (if applicable) or the first
day on which notice of delivery may be tendered with respect to such contract, whichever
occurs first.

(c) *** no later than the sixth calendar day after final publication of the notice referred to
in § 190.02(b)(1). All other specifically identifiable property must be liquidated or
returned, to the extent reasonably possible, no later than the seventh calendar day after

final publication of such notice. :
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8. Amend §190.04 to revise paragraph (d) to read as follows:

(1)  Order of Liquidation. (i) In the Market. Liquidation of open commuodity contracts
held for a house account or customer account by or on behalf of a commodity broker
which is a debtor shall be accomplished pursuant to the tules of a clearing organization, a
designated confract market, or a swap execution facility, as applicable. Such rules shall
ensure that the process for liquidating open commodity contracts, whether for the house
account or the customer account, results in competitive pricing, to the extent feasible
under market conditions at the time of liquidation. Such rules must be submitted to the
Commission for approval, pursuant to section Sc(c) of the Act, and be approved by the
Commission. Alternatively, such rules must otherwise be submitted to and approved by -
the Commission (or its delegate pursuant to §190.10(d) of this part) prior to their
application.

(iiy  Book entry. Notwithstanding péragraph (d)(1) of this section, in appropriate
cases, upon application by the trustee or the affected clearing organization, the
Commission may permit open commodity contracts to be liquidated, or settlement on
such contracts to be made, by book entry. Such book entry shall offset open commodity
contracts, whether matched or not matched on the books of the commodity broker, using
the settlement price for such commodity contracts as determined by the clearing
organization. Such settlement price shall be determined by the rules of the cleating
organization, which shall ensure that such settlement price is established in a competitive
manner, to the extent feasible under market conditions at the time of liquidation. Such
rules must be submitted to the Commission for approval pursuant to section 5c(c) of the

Act, and be approved by the Commission. Alternatively, such rules must otherwise be
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approved by the Commission (or its delegate pursuant to §190.10(d) of this part) prior to

their application.

Hofeohoksk

9. Amend §190.05 to revise paragraph (b) to read as follows:

(b)  Rules for deliveries on behalf of a customer of a debtor. Except in the case of a

commodity contract which is settled in cash, each designated contract market, swap

execution facility, or clearing organization shall adopt, maintain in effect and enforce

rules which have been submitted in accordance with section Sc(c) of the Act for approval

by the Commission, which:

Aok ok

10. Amend §190.06 to revise paragraphs (&), (e), () and to revise and add to paragraph
(g) to read as follows:

(a) Transfer rules, No clearing organization or other self-regulatory organization may

adopt, maintain in effect or enforce rules which:

ok

Provided, however, that this paragraph shall not limit the exercise of any contractual right

of a clearing organization or other registered entity to liquidate open commodity
contracts,

ok ok

()

(iv) [Deleted]
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(v) [Redesignated as (iv)]. ***

(2) *** a3 of the calendar day immediately ***

(ﬂ g

() *** on or before the seventh calendar day after entry of the order for relief.

Rk
@
(1)
) ek
(if) s

(iii)  The transfer prior to the order for relief by a clearing organization of one or more
accounts held for or on behalf of customers of the debtor, provided that (I) the money,
securities, or other property accompanying such transfer did not exceed the funded
balance of each account based on available information as of the close of business on the
business day immediately preceding such transfer less the value on the date of return or
transfer of any property previously returned or transferred thereto, and (II) the transfer is
not disapproved by the Commission.

(2) Rk

(i) The transfer of a customer account eligible to be transferred under paragraph (e)
or () of this section made by the trustee of the commodity broker or by any self-
regulatory organization of the commodity broker:

(A) On or before the seventh calendar day after the entry of the order for relief; ***

(i) *** on or before the seventh calendar day after the order for relief
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11. Amend §190.07 to redesignate paragraph (b)(2)(xiii) as paragraph (b)(2)(xiv), insert
new paragraph (b)(2)(xiii), and revise paragraphs (b), (c¢) and () to read as
follows:

s gk

(b) #*

(2) #x#

(viii) Subject to paragraph (b)(2)(ix) of this section, the futures accounts, leverage

accounts, options accounts, foreign futures accounts, delivery accounts (as defined in

§190.05(a)(2)), and cleared swaps accounts of the same person shall not be deemed to be

held in separate capacities: Provided, however, that such accounts may be aggregated
only in accordance with paragraph (b)(3) of this section.

ke ok

(ix) an omnibus customer account of a futures commission merchant maintained with a
debtor shall be deemed to be held in a separate capacity from the house account and any
other omnibus customer account of such futures commission merchant,

(xiii) with respect to the cleared swaps customer account class, each individual customer
account within each omnibus customer account referred to in paragraph (ix) of this
section shall be deemed to be held in a separate capacity from each other such individual
customer account; subject to the provisions of paragraphs (i) through (xii) of this

paragraph 190.07(b)(2).
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(3) ¥
(v) The rules pertaining to separate capacities and permitted setoffs contained in this
section must be applied subsequent to the entry of an order for relief; prior to the filing
date, the provisions of § 1.22 of this chapter and of sections 4d(a)(2) and 4d(f) of the Act
shall govern what setoffs are permitted.

(c) *#*

(1) multiplying the ratio of the amount of the net equity claim

FAk R

()  Valuation. In computing net equity, commodity contracts and other property held
by or for a commodity broker must be valued as provided in this paragraph (e):

Provided, however, that for all commodity contracts other than those listed in paragraph

(e)(1) of this section, if identical comimodity contracts, securities, or other property are
liquidated on the same date, but cannot be liquidated at the same price, the trustee may
use the weighted average of the liquidation prices in computing the net equity of each
customer holding such contracts, securities, or property.

(1)  Commodity Contracts. Unless otherwise specified in this paragraph (¢), the value

of an open commodity contract shall be equal to the settlement price as calculated by the
clearing organization pursuant to its rules: Provided, that such rules must either be
submitted to the Commission, pursuant to section Sc(c)(4) of the Act and be approved by

the Commission, or such rules must be otherwise approved by the Commission (or its.

delegate pursuant to §190.10(d) of this part) prior to their application; Provided, further,
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that if such contract is transferred its value shall be determined as of the end of the
settlement cycle in which it is transferred; and Provided, finally, that if such contract is
liquidated, its value shall be equal to the net proceeds of liquidation.

S ook

(4) Securities. The value of a listed security shall be equal to the closing price for such
security on the exchange upon which it is traded. The value of all securities not traded on
an exchange shall be equal in the case of a long position, to the average of the bid prices
for fong positions, and in the case of a short position, to the average of the asking prices
for the short positions, If liquidated prior to the primary liquidation date, the value of
such security shall be equal to the net proceeds of its liquidation. Securities which are not
publicly traded shall be valued by the trustee, subject to approval of the court, using such
professional assistance as the trustee deems necessary in its sole discretion under the
circumstances.

ke ok ok

12. Amend §190.09 to revise paragraph (b) to read as follows:

e ok ok

(b)  Scope of Member Property. Member property shall include all money, securities

and property received, acquired, or held by a clearing organization to margin, guarantee
or secure, on behalf of a clearing member, the proprietary account, as defined in §1.3 of
this chapter, any account not belonging to a foreign futures or foreign options customer
putsuant to the proviso in §30.1(c), and any Cleared Swaps Proprietary Account, as

defined in §22.1: Provided, however, that any guaranty deposit or similar payment or

deposit made by such member and any capital stock, or membership of such member in
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the clearing organization shall also be included in member propetrty after payment in full
of that portion of the net equity claim of the member based on its customer account and
of any obligations due to the clearing organization which may be paid therefrom in
accordance with the by-laws or rules of the clearing organization, including obligations
due from the clearing organization to customers or other members.
13. Amend §190.10 to revise paragraph (a) to read as follows:
(a)  Unless instructed otherwise by the Commission, all mandatory or discretionary
notices to be given to the Commission under this part shall be directed by electronic mail
to bankrupteyfilings@cftc.gov, with a copy sent by overnight mail to Director, Division
of Clearing and Intermediary Oversight, Commodity Futures Trading Commission, Three
Lafayette Centre, 1155 21 Street NW, Washington, DC 20581, For purposes of this
part, notice to the Comimission shall be deemed to be given only upon actual receipt.
14. Revise Appendix A to Part 190 — Bankruptcy Forms; Bankruptcy Appendix A: Form
1 — Operation of the Debtor’s Estate — Schedule of Trustee’s Duties to read as
follows:

Rk

Date of Order for Relief

1. Assure that the commodity broker has notified the Commission, its designated
self-regulatory organization (“DSRO”) (if any), and all applicable clearing organizations
of which it is a member that a petition or order for retief has been filed (§190.02(a)(1)).
2. Attempt to effectuate the transfer of entire customer accounts wherein the

commodity contracts are transferred together with the money, securities, or other
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property matgining, guaranteeing, or securing the commodity contracts (hereinafter the
“transfer”),

3. Attempt to estimate shortfali of customer funds segregated pursuant to sections
4d(a) and (b) of the Act; customer funds segregated pursuant to section 4f of the Act; and
the foreign futures or foreign options secured amount, as defined in §1.3 of this chapter,
4. The trustee should:

i, Contact the DSRO (if anyy) and the clearing organizations and attempt to
effectuate a transfer with such shortfall under section 764(b) of the Code; notify the

Commission for assistance (§190.02(a)(2) and (e)(1), §190.06(b)(2), (¢), ()(3), (£)(2),

and (h)) but recognize that if there is a substantial shortfall, a transfer of such funds or
amounts is highly unlikely.

it If a transfer cannot be effectuated, liquidate all customer commodity contracts
that are margined, guaranteed, or secured by funds or amounts with such shortfall, except
dealer options and specifically identifiable commodity contracts which are bona fide
hedging positions (as defined in §190.01(kk)(2)) with instructions not to be liquidated.
(See §8190.02(f) and 190.06(d)(1)). (In this connection, depending upon the size of the
debtor and other complications of liquidation, the trustee should be aware of special

liquidation rules, and in particular the availability under certain circumstances of book-

entry liquidation (§190,04(d)(1)(ii}).
iti. If there is a small shortfall in any of the funds or amounts listed in paragraph 2,

negotiate with the clearing organization to effect a transfer; notify the Commission

(§8190.02(a)(2) and (€)(1), 190.06(b)(2), (&), (A(3), (£)(2), and ().

ook
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4, Offset all futures contracts and cleared swaps contracts which cannot be settled in
cash and which would otherwise remain open either beyond the last day of trading (if
applicable) or the first day on which notice of intent to deliver may be tendered with
respect thereto, whichever occurs first; offset all long options on a physical commodity
which cannot be settled in cash, have value and would be automatically exercised or
would remain open beyond the last day of exercise; and offset all short options on a
physical commodity which cannot be settled in cash (§190.02(H)(1)).

First Calendar Day After the Entry of an Order for Relief

ok gk
2. If no transfer has yet been effected, continue attempt to negotiate transfer of open
commodity contracts and dealer options (§190.02(c)(1)).

3. Provide the clearing house or carrying broker with assurances to prevent
liquidation of open commodity contract accounts available for transfer at the customet's
instruction or liquidate all open commodity contracts except those available for transfer at
a customer's instruction and dealer options.

Second Calendar Day After the Entry of an Order for Relief

If no transfer has yet been effected, request directly customer instructions regarding
transfer of open commodity contracts and publish notice for customer instructions
regarding the return of specifically identifiable property other than commodity contracts

(8§ 190.02(b) (1) and (2)).

Third Calendar Day After the Entry df an Order for Relief
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Second publication date for customer instructions (§190.02(b)(1)) (publication is to be
made on two consecutive days, whether or not the second day is a business day).

[Delete: “Fourth Business Day After the Entry of an Order for Relief.”’]

1. Last day on which to notify the Commission with regard to whether a transfer in

accordance with section 764(b) of the Bankruptcy Code will take place (§ 190.02(a)(2)

and § 190.06(e)).

Fifth Calendar Day After the Entry of an Otder for Relief

Customer instructions due to trustee concerning specifically identifiable property (§

190.02(b)(1)).

Sixth Calendar Day After the Entry of an Oider for Relief

1. Last day for customers to instruct the trustee concerning open commodity contracts (§

190.02(b)(2)).

2. Commence liquidation of open commodity contracts for which no customer

instructions have been received (§ 190.02(b)(2)).

3. Commence liquidation of specifically identifiable property for which no customer

instructions have been received (§ 190.02(b)(1)).

Seventh Calendar Day After the Entry of an Order for Relief
1. If not previously concluded, conclude transfers under §190.06(e) and (f). (See

§190.02¢e)(1) and §190.06(g)2)(D)(A)).

2. Transfer all open dealer option contracts which have not previously been transferred

(§ 190.06(H)(3)()).
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3. Primary liquidation date (§ 190.01(ff)) (assuming no transfers and liquidation effected
for all open commodity contracts for which no customer instructions were received by

the sixth business day).

4. Establishment of transfer accounts (§ 190.03(a)(1)) (assuming this is the primary
liquidation date); mark such accounts to market (§ 190.03(a)(2)) (daily thereafter until

closed).
5. Liquidate or offset all remaining open commeodity contracts (§ 190.02(b)(2)).

[Tenth] Calendar Day After the Entry of an Order for Relief

1. Commence liguidation of specifically identifiable property for which no arrangements
for return have been made in accordance with customer instructions (§8 190.02(b)(1),

190.03(c)).

2. If not done previously, notify customers of bankruptey and request customer proof of
claim (§ 190.02(b)(4)).

Separate Procedures for Involuntary Petitions for Bankruptey

1. Within one business day after notice of receipt of filing of the petition in
bankruptey, the trustee should assure that proper notification has been given to the
Commission, the commodity broket's designated self-regulatory organization
(§190.02(a)(1)) (if any), and all applicable clearing organizations; margin calls should be
issued if necessary (§190.02(g)(2)).

2. On or before the seventh calendar day after the filing of a petition in bankruptey,
the trustee should use his best efforts to effect a transfer in accordance with §190.06(e)

and (f) of all open commodity contracts and equity held for or on behalf of customers of

170




the commodity broker (§190.02(e)(2)) unless the debtor can provide certain assurances to

the trustee.

15. Revise Appendix A to Part 190 — Bankruptcy Forms; Bankruptey Appendix A: Form
2 — Request for Instructions Concerning Non-Cash Property Deposited With
{Commodity Broker) to read as follows:

Please take notice: On (date), a petition in bankruptey was filed by [against] (commodity

broker). Those customers of (commodity broker) who deposited certain kinds of non-cash
property (see below) with (commodity broker) may instruct the trustee of the estate to
retarn their property to them as provided below.

As no customer may obtain more than his or her proportionate share of the
property available to satisfy customer claims, if you instruct the trustee to return your
property to you, you will be required to pay the estate, as a condition to the return of your
property, an amount determined by the trustee. If your property is not margining an open
contract, this amount will approximate the difference between the market value of your
property and your pro rata share of the estate, as estimated by the trustee. If your
property is margining an open commodity contract, this amount will be approximately
the full fair market value of the property on the date of its return.

Kinds of Property To Which This Notice Applies

Aok ok
2. Any fully-paid, non-exempt security held for your account in which there were no
open commodity contracts as of (date petition was filed). (Rather than the return, at this

time, of the specific securities you deposited with (commodity broker), you may instead
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request now, or at any later time, that the trustee purchase “like-kind” securities of a fair
market value which does not exceed your proportionate share of the estate).
e ek
5. Any cash or other property deposited to make or take delivery on a commodity
contract may be eligible to be returned. The trustee should be contacted directly for
further information if you have deposited such property with (commodity broker) and
desire its return,
Instructions must be received by (the 5th calendar day after 2d publication date)
or the trustec will liquidate your property.
Rk
Note.— Prior to receipt of your instructions, circumstances may require the trustee to
liquidate your property, or transfer your propetty to another broker if it is margining open
commodity contracts. If your property is transferred and your instructions were received
within the required time, your instructions will be forwarded to the new broker.
Instructions should be directed to: (Trustee's name, address, and/or telephone).
Even if you request the return of your property, you must also pay the trustee the
amount he specifies and provide the trustee with proof of your claim before (the 7th
calendar day after 2d publication date) or your property will be liquidated.
AR
16. Revise Appendix A to Part 190 — Bankruptcy Forms; Bankruptcy Appendix A: Form
3 — Request for Instructions Concerning Transfer of Your Hedge Contracts Held

By (Commodity Broker) to read as follows:

R R
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Please take notice: On (date), a petition in bankruptcy was filed by [against] (commodity

broker),

You indicated when your hedge account was opened that the commodity contracts
in your hedge account should not be liquidated automatically in the event of the
bankruptey of (commodity broker), and that you wished to provide instructions at this
time concerning their disposition.

Instructions to transfer your commodity contracts and a cash deposit (as described
below) must be received by the trustee by (the 6th calendar day after entry of order for

relief) or your commodity contracts will be liquidated.

If you request the transfer of your commodity contracts, prior to their transfer,

you must pay the trustee in cash an amount determined by the trustee which will
approximate the difference between the value of the equity margining your commodity
contracts and your pro rata share of the estate plus an amount constituting security for the
nonrecovery of any overpayments. In your instructions, you should specify the broker to
which you wish your commodity contracts transferred.

Be further advised that prior to receipt of your instructions, circumstances may, in
any event, require the trustee to liquidate or transfer your commodity contracts. If your
commodity contracts are so transferred and your instructions are received, your
instructions will be forwarded to the new broker.

Note also that the trustee is required to liquidate your positions despite the timely
receipt of your instructions and money if, for any reason, you have not made
arrangements to transfer and/or your contracts are not transferred by (7 calendar days

after entry of order for relief).

173




Instructions should be sent to: (Trustee's or designee's name, address, and/or
telephone). [Instructions may also be provided by phone].
17. Revise Appendix A to Part 190 — Bankruptcy Forms; Bankruptey Appendix A: Form
4 —Proof of Claim to read as follows:
ook
II. %
a. Whether the account is a futures, foreign futures, leverage, option (if an option
account, specify whether exchange-traded, dealer or cleared swap), “delivery” account, or
a cleared swaps account. A “delivlery” account is one which contains only documents of
title, commodities, cash, or other property identified to the claimant and deposited for the
purposes of making or taking delivery on a commodity undertying a commeodity contract
or for payment of the strike price upon exercise of an option.
ok
C. The equity, as of the date the petition in bankruptcy was filed, based on the

commodity contracts in the account.

sk

g. Whether the claimant’s positions in security futures products are held in a futures
account or securities account, as those terms are defined in §1.3 of this chapter.

ok

IV.  Describe all claims against the debtor not based upon a commodity contract
account of the claimant (e.g., if landlord, for rent; if customer, for misrepresentation or

fraud).
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V. Describe all claims of the DEBTOR against the CLAIMANT not already included

in the equity of a commodity contract account|s] of the claimant (see III, ¢ above).

ek ok
b. Hoke
2. Is a bona fide hedging position or transaction as defined in Rule 1.3 of the

Commodity Futures Trading Commission (“CETC”) or is a commodity option transaction
which has been determined by a registered entity to be economically appropriate to the
reduction of risks in the conduct and management of a commercial enterprise pursuant to
rules which have been approved by the CFTC pursuant to section Sc(c) of the
Commodity Exchange Act; %%

d. Any cash or other property deposited prior to bankruptey to pay for the taking of
physical delivery on a long commodity contract or for payment of the strike price upon
exercise of a short put or a long call option contract on a physical commodity, which
cannot be settled in cash, in excess of the amount necessary to margin such commodity
contract prior to the notice date or exercise date which cash or other property is identified
on the books and records of the debtor as received from or for the account of the claimant
within three or less days of the notice date or three or less days of the exercise date
specifically for the purpose of payment of the notice price upon taking delivery or the
strike price upon exercise.

c. The cash price tendered for any property deposited prior to bankruptcy to make
physical delivery on a short commodity contract or for exercise of a long put or a short

call option contract on a physical commodity, which cannot be settled in cash, to the
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extent it exceeds the amount necessary to margin such contract prior to the notice

exercise date which property is identified on the books and records of the debtor as

received from or for the account of the claimant within three or less days of the notice

date or of the exercise date specifically for the purpose of a delivery or exercise.

f. Fully paid, non-exempt sccurities identified on the books and records of the

debtor as held by the debtor for or on behalf of the commodity contract account of the

claimant for which, according to such books and records as of the filing date, no open

commodity contracts were held in the same capacity.

Fdeork

18. Revise Appendix B to Part 190 — Special Bankruptcy Distributions; Framework 1 —
Special Distribution of Futures Customer Funds. When the FCM Participated in

Cross-Margining to read as follows:

The Commission has established the following distributional convention with respect
to “futures customer funds” (as §1.3 of this chapter defines such term) held by a futures
commission merchant (FCM) that participated in a cross-margining (XM) program which
shall apply if participating market professionals sign an agreement that makes reference
to this distributional rule and the form of such agreement has been approved by the

Commission by rule, regulation or order:

All futures customer funds held in respect of XM accounts, regardless of the product
that ;:ustomers holding such accounts are trading, are required by Commission order to be
segregated separately from all other customer segregated funds. For purposes of this
distributional rule, XM accounts will be deemed to be commodity interest accounts and

securities held in XM accounts will be deemed to be received by the FCM to margin,

176




guarantee or secure commodity interest contracts. The maintenance of property in an XM
account will result in subordination of the claim for such property to certain non-XM
customer claims and thereby will operate to cause such XM claim not to be treated as a
customer claim for purposes of the Securities Investors Protection Act and the XM
securities to be excluded from the securities estate. This creates subclasses of futures
customer accounts, an XM account and a non-XM account (a person could hold each
type of account), and results in two pools of segregated funds belonging to futures
customers: An XM pool and a non-XM pool. In the event that there is a shortfall in the
non-XM pool of customer class segregated funds and there is no shortfall in the XM pool
of customer segregated funds, all futures customer net equity claims, whether or not they
arise out of the XM subclass of accounts, will be combined and will be paid pro rata out
of the total pool of available XM and non-XM futures customer funds. In the event that
there is a shortfall in the XM pool of customer segregated funds and there is no shortfall
in the non-XM pool of customer segregated funds, then futures customer net equity
claims arising from the XM subclass of accounts shall be satisfied first from the XM pool
of customer segregated funds, and futures customer net equity claims arising from the
non-XM subclass of accounts shall be satisfied first from the non-XM customer
segregated funds, Furthermore, in the event that there is a shortfall in both the non-XM
and XM pools of customer segregated funds: (1) If the non-XM shortfall as a percentage
of the segregation requirement in the non-XM pool is greater than or equal to the XM
shortfall as a percentage of the segregation requirement in the XM pool, all futures
customer net equity claims will be paid pro rata; and (2) if the XM shortfall as a

percentage of the segregation requirement in the XM pool is greater than the non-XM

177




shortfall as a percentage of the segregation requirement of the non-XM pool, non-XM
futures customer net equity claims will be paid pro rata out of the available non-XM
segregated funds, and XM futures customer net equity claims will be paid pro rata out of
the available XM segregated funds. In this way, non-XM customers will never be
adversely affected by an XM shortfall.

The following examples illustrate the operation of this convention. The examples
assume that the FCM has two customers, one with exclusively XM accounts and one with
exclusively non-XM accounts. However, the examples would apply equally if there were

only one customer, with both an XM account and a non-XM account.

1. Sufficient Funds to Meet Non-XM and XM Customer Claims;

Non-XM XM Total
Funds in 4d(a) segregation 150 150 300
4d(a) Segregation requirement 150 150 300
Shortfall {dollars) 0 0
Shortfall (percent) 0 0
Distribution 150 150 300

There are adequate funds available and both the non-XM and the XM customer

claims will be paid in fuil,

2. Shortfall in Non-XM Only:

Non-XM XM Total
Funds in 4d(a) segregation 100 150 250
4d(a) Segregation requirement 150 150 300
Shortfall (dollars) 50 0
Shortfall (percent) 50/150=33.3 0
Pro rata (percent) 150/300=50| 150/300=50
Pro rata (dollars) 125 125
Distribution 125 125 250
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Due to the non-XM account, there are insufficient funds available to meet both the

non-XM and the XM customer claims in full. Each customer will receive his pro rata

share of the funds available, or 50% of the $250 available, or $125.

3. Shortfall in XM Only:

Non-XM XM Total
Funds in 4d(a) segregation 150 100 250
4d(a) Segregation requirement 150 150 300
Shortfall (dollars) 0 50
Shortfall (percent) 0 50/150=33.3
Pro rata (percent) 150/300=50 150/300=50
Pro rata (dollars) 125 125
Distribution 150 100 250

Due to the XM account, there are insufficient funds available to meet both the non-
XM and the XM customer claims in full. Accordingly, the XM funds and non-XM funds

are treated as separate pools, and the non-XM customer will be paid in full, receiving $

150 while the XM customer will receive the remaining $100,

" 4, Shortfall in Both, With XM Shortfall Exceeding Non-XM Shortfall:

Non-XM XM Total
Funds in 4d(a) segregation 125 100 225
4d(a) Segregation requirement 150 150 300
Shortfall (dollars) 25 50
Shortfall (percent) 25/150=16.7 50/150=33.3
Pro rata (percent) 150/300=50| . 150/300=50
Pro rata (dollars) 112.50 112.50
Distribution 125 100 225

There are insufficient funds available to meet both the non-XM and the XM

customer claims in full, and the XM shortfall exceeds the non-XM shortfall, The non-XM
customer will receive the $125 available with respect to non-XM claims while the XM

customer will receive the $100 available with respect to XM claims.

5. Shortfall in Both, With Non-XM Shortfall Exceeding XM Shortfall:
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Non-XM XM Total
Funds in 4d(a) segregation 100 125 225
4d(a) Segregation requirement 150 150 300
Shortfall (dollars) 50 25
Shortfall (percent) 50/150=33.3 25/150=16.7
Pro rata (percent) 150/300=50 150/300=50
Pro rata (dollars) 112,50 112.50
Distribution 112.50 112.50 225

There are insufficient funds available to meet both the non-XM and the XM
customer claims in full, and the non-XM shortfall exceeds the XM shortfall. Each

customer will receive 50% of the $225 available, or $112.50,

6. Shortfall in Both, Non-XM Shortfall = XM Shortfall:

Non-XM XM Total
Funds in 4d(a) segregation 100 100 200
4d(a) Segregation requirement 150 150 300
Shortfall (dollars) 50 50
Shortfall (percent) 50/150=33.3 50/150=33.3
Pro rata (percent) 150/300=50 150/300=50
Pro rata (dollars) 100 100
Distribution 100 100 200

There are insufficient funds available to meet both the non-XM and the XM
customer claims in full, and the non-XM shortfall equals the XM shortfall. Each

customer will receive 50% of the $200 available, or $100.

These examples illustrate the principle that pro rata distribution across both accounts
is the preferable approach except when a shortfall in the XM account could harm non-
XM customers. Thus, pro rata distribution occurs in Examples 1, 2, 5 and 6. Separate
treatment of the XM and non-XM accounts occurs in Examples 3 and 4.

19. Revise Appendix B to Part 190 Special Bankruptey Distributions; Framework 2 —

Special Allocation of Shortfall to Customer Claims When Futures Customer
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Funds and Cleared Swaps Customer Collateral are Held in a Depository Outside

of the United States or in a Foreign Currency to read as follows:

The Commission has established the following allocation convention with respect
to futures customer funds (as §1.3 of this chapter defines such term) and Cleared Swaps
Customer Collateral (as §22.1 of this chapter defines such term) segregated pursuant to
the Act and Commission rules thereunder held by a futures commission merchant
("FCM") or derivatives clearing organization ("DCO") in a depository outside the United
States ("U.S.") or in a foreign currency. The maintenance of futures customer funds or
Cleared Swaps Customer Collateral in a depository outside the U.S. or denominated in a
foreign currency will result, in certain circumstances, in the reduction of customer claims
for such funds. For purposes of this proposed bankruptcy convention, sovereign action of
a foreign government or court would include, but not be limited to, the application or
enforcement of statutes, rules, regulations, interpretations, advisories, decisions, or
orders, formal or informal, by a federal, state, or provincial executive, legislature,
judiciary, or government agency. If an FCM enters into bankruptey and maintains futures
customer funds or Cleared Swaps Customer Collateral in a depository located in the U.S.
in a cutrency other than U.S. dollars or in a depository outside the U.S., the following
allocation procedures shall be used to calculate the claim of each futures customer or
Cleated Swaps Customer (as §22.1 of this chapter defines such term). The allocation
procedures should be perforimed separately with respect to each futures customer or

Cleared Swaps Customer.

I. Reduction in Claims for General Shortfall

A. Determination of losses not attributable to sovereign action
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1. Convert the claim of each futures customer or Cleared Swaps Customer in each
currency to U.S, Dollars at the exchange rate in effect on the Final Net Equity

Determination Date, as defined in §190.01(s) (the "Exchange Rate"),

2. Determine the amount of assets available for distribution to futures customers or
Cleared Swaps Customers. In making this calculation, include futures customer funds
and Cleared Swaps Customer Collateral that would be available for distribution but for

the sovereign action.

3. Convert the amount of futures customer funds and Cleared Swaps Customer Collateral

available for distribution to U.S. Dollars at the Exchange Rate,

4, Determine the Shortfall Percentage that is not attributable to sovereign action, as

follows:
B. Allocation of Losses Not Attributable to Sovereign Action

1. Reduce the claim of each futures customer or Cleared Swaps Customer by the Shortfall

Percentage.
I1. Reduction in Claims for Sovereign Loss
A. Determination of Losses Attributable to Sovereign Action ("Sovereign Loss")

I, If any portion of the claim of a futures customer or Cleared Swaps Custemer is
required to be kept in U.S. dollars in the U.S,, that portion of the claim is not exposed to

Sovereign Loss,

2. If any portion of the claim of a futures customer or Cleared Swaps Customer is

authorized to be kept in only one location and that location is:
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a. The U.S. or a location in which there is no Sovereign Loss, then that portion of the

claim is not exposed to Sovereign Loss.

b. A location in which there is Sovereign Loss, then that entire portion of the claim is

exposed to Sovereign Loss.

3. If any portion of the claim of a futures customer or Cleared Swaps Customer is

authorized to be kept in only one currency and that currency is:

a. U.S. dollars or a currency in which there is no Sovereign Loss, then that portion of

the claim is not exposed to Sovereign L.oss.

b. A currency in which there is Sovereign Loss, then that entire portion of the claim is

exposed to Sovereign Loss.

4. If any portion of the claim of a futures customer or Cleared Swaps Customer is

authorized to be kept in more than one location and:

a. There is no Sovereign Loss in any of those locations, then that portion of the claim

is not exposed to Sovereign Loss.

b. There is Sovereign Loss in one of those locations, then that entire portion of the

claim is exposed to Sovereign Loss.

¢, There is Sovereign Loss in more than one of those locations, then an equal share of

that portion of the claim will be exposed to Sovereign Loss in each such location,

5. If any portion of the claim of a futures customer or Cleared Swaps Customer is

authorized to be kept in more than one currency and:
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a. There is no Sovereign Loss in any of those currencies, then that portion of the

claim is not exposed to Sovereign Loss.

b. There is Sovereign Loss in one of those currencies, then that entire portion of the

claim is exposed to Sovereign Loss.

¢. There is Sovereign Loss in more than one of those currencies, then an equal share

of that portion of the claim will be exposed to Sovereign Loss.
B. Calculation of Sovereign Loss
1. The total Sovereign Loss for each location is the difference between:

a. The total futures customer funds or Cleared Swaps Customer Collateral deposited

in depositories in that location and

b, The amount of futures customer funds or Cleared Swaps Customer Collateral in
that location that is available to be distributed to futures customers or Cleared Swaps

Customers, after taking into account any sovereign action.
2. The total Sovereign Loss for each currency is the difference between:

a. The value, in U.S. dollars, of the futures customer funds or Cleared Swaps
Customer Collateral held in that currency on the day before the sovereign action took

place and

b. The value, in U.S. dollars, of the futures customer funds or Cleared Swaps

Customer Collateral held in that currency on the Final Net Equity Determination Date.

C. Allocation of Sovereign Loss
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1. Each portion of the claim of a futures customer or Cleared Swaps Customer exposed to

Sovereign Loss in a location will be reduced by:

Portion of the customer claim exposed
to loss in that location
Total Sovereign LO§S X «esususmmmmmmmm oo sim e
All portions of customer claims exposed

to loss in that location

2. Each portion of the claim of a futures customer or Cleared Swaps Customer exposed to

Sovereign Loss in a currency will be reduced by:

Portion of the customer's claim exposed
to loss in that currency

Total Sovereign [LOSS X ====-mmmmmmsmemmmmmmm e
All portions of customer claims exposed

to loss in that currency

3. A portion of the claim of a futures customer or Cleared Swaps Customer exposed to
Sovereign Loss in a location or currency will not be reduced below zero. (The above
calculations might yield a result below zero where the FCM kept more futures customer
funds or Cleared Swaps Customer Funds in a location or currency than it was authorized

to keep.)
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4. Any amount of Sovereign Loss from a location or currency in excess of the total
amount of futures customer funds or Cleared Swaps Customer Funds authorized to be
kept in that location or curtency (calculated in accord with section I1.1 above) ("Total
Excess Sovereign Loss") will be divided among all futures customers or Cleared Swaps
Customer who have authorized funds to be kept outside the U.S., or in currencies other
than U.S. dollars, with each such futures customer or Cleared Swaps Customer claim
recduced by the following amount:

Convert the claim of each futures customer or Cleared Swaps Customer in each currency
to U.S. Dollars:

ok

Determine assets available for distribution to futures customers or Cleared Swaps
Customers, converting to U.S. dollars:

There are no shortfalls in funds held in any location. Accordingly, there will be no
reduction of futures customer or Cleared Swaps Customer claims.

Aok

Convert the claim of each futures customer or Cleared Swaps Customer in each currency
to U.S. Dollars:

#x %

Determine assets available for distribution to futures customers or Cleared Swaps

Customers, converting to U,S. dollars:

AR
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Reduce each futures customer or Cleared Swaps Customer claim by the Shortfall
Percentage:

O

There is no shortfall due to sovereign action. Accordingly, the futures customer or
Cleared Swaps Customer claims will not be further reduced.

ek

Convett the claim of each futures customer or Cleared Swaps Customer in each currency

to U.S, Dollars:

Determine assets available for distribution to futures customers or Cleared Swaps
Customers, converting to U.S. dollars:

o e g

Reduce each by the shortfall percentage:

b3 E

Convert each futures customer or Cleared Swaps Customer claim in each currency to
U.S. Dollars:

ook

Determine assets available for distribution to futures customers or Cleared Swaps
Customers, converting to U.S. dollars:

Reduce each futures customer or Cleared Swaps Customer claim by the shortfall

percentage:

LR
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Convert each futures customer or Cleared Swaps Customer claim in each currency to
.S, Dollars:

Determine assets available for distribution to futures customers or Cleared Swaps
Customers, converting to U.S. dollats:

Reduce each futures customer or Cleared Swaps Customer claim by the shortfall
percentage:

fg ]

Convert each futures customer or Cleared Swaps Customer claim in each cutrency to
U.S. Dollars:

Determine assets available for distribution to futures customers or Cleared Swaps
Customers, converting to U.S. dollars:

2 3]

Reduce cach futures customer or Cleared Swaps Customer claim by the shortfall
percentage:

LEAE

Convert each futures customer or Cleared Swaps Customer claim in each cutrency to
U.S. Dollars:

ook

Determine assets available for distribution to futures customers or Cleared Swaps

Customers, converting to U.S. dollars:
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Reduce each futures customet or Cleared Swaps Customer claim by the shortfall
percentage:

Kok

This shortfall will be divided among the remaining futures customers or Cleared Swaps
Customers who have authorized funds to be held outside the U.S. or in a currency other

than U.S. dollars,

Issued in Washington, DC on April 27, 2011, by the Commission.

bl o Gt

David A. Stawick
Secretary of the Commission

Appendices to Protection of Cleared Swaps Customer Contracts and Collateral;
Conforming Amendments to the Commodity Broker Bankruptcy Provisions-—
Commission Voting Summary and Statements of Commissioners

NOTE: The following appendices will not appear in the Code of Federal Regulations

Appendix 1—Commission Voting Summary

On this matter, Chairman Gensler and Commissioners Dunn, Chilton and O’Malia voted
in the affirmative; Commissioner Sommers voted in the negative.

Appendix 2—Statement of Chairman Gary Gensler

I support the proposed rule on protection of cleared swaps customer contracts and
collateral and the associated conforming amendments. The proposal carries out the
Dodd-Frank Act’s mandate that futures commission merchants (FCMs) and derivatives

clearing organizations (DCOs) segregate customer collateral supporting cleared swaps.
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FCMs and DCOs must hold customer collateral in an account that is separate from that

belonging to the FCMs or DCOs.

Under the Dodd-Frank Act, an FCM or DCO must not use the collateral of one swaps
customer to cover the obligations of another swaps customer or itself. Under the
proposed rule, in the event that an FCM defaults simultancously with one or more of its
cleared swaps customers, the DCO may access the collateral of the FCM’s defaulting
cleared swaps customers to cure the default, but not the collateral of the FCM’s non-
defaulting cleared swaps customers. The proposal also asks a variety of questions

regarding alternative means of implementing protection of customer collateral.

This proposed rulemaking benefited from public input received during the CFTC staff
roundtable on segregation and in other meetings and from the 32 comments received in
response the Commission’s advanced notice of proposed rulemaking. I look forward to

further hearing from the public on this proposed rulemaking,
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