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Attached please see the International Swaps and Derivatives Association, Inc.’s preliminary comments regarding
the segregation of collateral for uncleared swaps.
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Director of U.S. Public Policy
International Swaps and Derivatives Association, Inc.
1101 Pennsylvania Avenue, NW
Suite 600
Washington, DC 20004
(o) 202.756.7543
(c) 703.509.0008
cyoung@isda.org

The information contained in either this email and, if applicable, the attachment, are confidential and are intended only for the recipient. The contents of
either the email or the attachment may not be disclosed or used by anyone other than the addressee. If you are not the intended recipient(s), any use,
disclosure, copying, or distribution is prohibited and may be unlawful. If you have received this communication in error, please notify us by e-mail at
isda@isda.org <mailto:isda@isda.org> then delete the e-mail and all attachments and any copies thereof. This communication is part of an ISDA
process and is not intended for unauthorized use or distribution.
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Telephone: 1 (212) 901-6000
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October 8, 2010

Mr. David Stawick
Secretary
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, N.W.
Washington, DC 20581
Email: SegBankruptcy@CFTC.gov
Re: Pre-proposal Comments Related to Segregation of Collateral for Uncleared Swaps
Dear Mr. Stawick:
The International Swaps and Derivatives Association, Inc. ("ISDA") is writing in order to
make its members’ views known on segregation of collateral related to uncleared swaps in light of
the rulemaking that the Commission will undertake to implement Section 724 of the Dodd-Frank
Wall Street Reform and Consumer Protection Act ("Dodd-Frank Act" or "Act").
ISDA was chartered in 1985 and has over 830 member institutions from 57 countries on
six continents. Our members include most of the world’s major institutions that deal in privately
negotiated derivatives, as well as many of the businesses, governmental entities and other end users
that rely on over-the-counter derivatives to manage efficiently the risks inherent in their core
economic activities.
Since its inception, ISDA has pioneered efforts to identify and reduce the sources of risk in
the derivatives and risk management business through documentation that is the recognized
standard throughout the global market, legal opinions that facilitate enforceability of agreements,
the development of sound risk management practices, and advancing the understanding and
treatment of derivatives and risk management from public policy and regulatory capital
perspectives.
Below are our preliminary comments regarding considerations relevant to implementing
the provisions of Section 724 of the Dodd-Frank Act as they relate to uncleared swaps.
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I.

Background

Section 724(c) of the Dodd-Frank Act adds new segregation requirements for both cleared
and uncleared swaps to Section 4s of the Commodity Exchange Act (as added by Section 731 of
the Act).1 With respect to uncleared swaps, these provisions state that a swap dealer or major swap
participant ("MSP") is required, upon request ofa counterparty ("Counterparty"), to segregate with
an independent third-party custodian any collateral posted by the counterparty that is not variation
margin (i.e., initial margin or "Independent Amounts" as defined in the ISDA Credit Support
Annexes).

II.

Independent Amount Segregation Approaches

In March 2010 ISDA, Managed Funds Association and the Securities Industry and
Financial Markets Association jointly published a white paper on Independent Amounts (the
"White Paper")2 describing various approaches that may be used to segregate Independent
Amounts ("IA") posted by a Counterparty for the benefit of a dealer ("Dealer") in respect of
uncleared derivative transactions. Two of these approaches contemplate the use of a third-party
custodian or collateral agent ("Custodian") based on a bilateral custodial agreement between the
Dealer and a Custodian) A third approach contemplates segregating IA with a third-party
Custodian pursuant to a tri-party agreement among Dealer, Counterparty and Custodian.
Each of these approaches has various advantages and disadvantages. For example, the triparty approach, in which the Counterparty has a direct contractual relationship with the Custodian,
may be preferable for protecting Counterparty IA in U.S. uncleared derivative markets given the
absence of a comprehensive customer asset protection regime and typical restrictions on
transferring trades, even though the tri-party approach may be more costly and complex to
administer. On the other hand, a bilateral approach to IA segregation, similar to the approach used
by FCMs to segregate customer margin in the U.S. futures markets, may be preferable because it
allows the Dealer to retain greater control over the IA, presents fewer technical legal issues and is
administratively less burdensome to implement. In addition, the legal, credit and operational
considerations associated with the tri-party approach may make it impractical and relatively costly,
particularly for smaller Counterparties. A more complete description of these approaches and the
pros and cons of each is contained in the White Paper.4
In light of the different approaches that could be utilized for IA segregation, the ISDA
Segregated IA Working Group (the "Working Group"), comprised of firms representing both buy1 The text of the relevant provisions is attached in Annex 1 for ease of reference.
2 The White Paper is attached at the end of this submission as Annex 3 and also is available at
ht_~://www.isda.or /c and a/ df/Inde endent-Amount-WhitePa~.
3 Under one of these approaches, the Custodian is an affiliate of the Dealer, whereas under the other the
Custodian is not affiliated with the Dealer. The White Paper refers to the former as "Segregated Dealer
Affiliate Holding of IA" and the latter as "Third Party Custodian of Dealer Holding of IA".
4 It should be noted that the White Paper was published prior to the enactment of the Dodd-Frank Act (and
more particularly, the Orderly Liquidation Authority under Title II of the Act). Therefore the White Paper
does not address possible implications of administering different segregation approaches under the Orderly
Liquidation Authority should it apply.
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side and sell-side perspectives, believes that, upon a Counterparty’s request, swap dealers and
MSPs should make both the tri-party and bilateral custodial approaches available and that the IA
segregation rules should allow Counterparties to choose from among the different segregation
approaches that may be available today or in the future based on the cost-benefit considerations
that they deem important.
III.

Other Rulemakin~ Considerations
Implementing the segregation of IA when required by the Dodd-Frank Act will require the
swap dealer/MSP and the Counterparty to address not only the segregation approach that will be
used, but also several other issues that necessarily arise when collateral segregation is undertaken.
Notably the parties need to agree which Custodian will be used and other commercial terms, such
as fees to be paid by the Counterparty and which party will bear the risk of loss that may arise if the
Custodian becomes insolvent or otherwise fails to perform.5 In addition, the parties need to address
the form in which IA may be posted and, if cash will be posted, how and where it will be invested
and held and how gains and losses on such investments will be allocated and distributed.~ Given
the language of new Section 4s(1)(2)(B)(ii) of the Commodity Exchange Act as well as the
bilateral, private nature of the trades secured by IA, the Working Group believes that the
Commission’s rules should permit the swap dealer/MSP and the Counterparty to negotiate and
mutually agree how to address these issues based on the facts and circumstances that are relevant to
their relationship.
We also note that Section 763 of the Dodd-Frank Act7 contains segregation provisions with
respect to security-based swap agreements that are virtually identical to those applicable to swaps
pursuant to Section 724 of the Act. However, the Act does not expressly require the Commission
to conduct a joint rulemaking with the Securities and Exchange Commission ("SEC") with respect
to the segregation requirements. Nevertheless, we would urge the Commission and the SEC to
consult closely with each other in this area so as to avoid inconsistent requirements that could
introduce unnecessary costs, inefficiencies and the potential for unintended risks. More
specifically, swaps and security-based swaps are both "Transactions" within the meaning of the
ISDA Master Agreement and the applicable ISDA definition booklets. They are commonly
transacted between two counterparties pursuant to a common ISDA Master Agreement, Credit
Support Annex and ISDA definitions. As explained more fully in the White Paper, collateral
requirements are usually determined, applied and satisfied between the two parties on a net basis
across all types of Transactions engaged in by them. Some categories of OTC derivatives
transactions may be either swaps or security-based swaps, according to the particulars of the
Transaction, yet would typically be conducted by the same group and supported by the same
5 On this subject it should be recognized that ISDA’s standard form Credit Support Annex provides that the
Dealer, as "Secured Party", bears the risk of non-performance of a Custodian; however, parties sometimes
amend this language if, for example, the Custodian is chosen by the Counterparty.
6 It should be noted that parties typically specify in the Credit Support Annex between them not only the
forms of collateral that will be eligible to be posted, but also how returns on such collateral will be paid
through to the Counterparty as pledgor. To the extent the parties’ original agreement granted the Dealer
unrestricted rights to use collateral, the elections made with respect to eligible collateral, returns to be paid on
collateral posted with the Dealer and rehypothecation rights may need to be amended once segregation of IA
is implemented depending on the arrangement chosen by the parties.
7 The text of the relevant provisions is attached in Annex 2 for ease of reference.
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infrastructure within a trading firm. There would appear to be no particular public policy advantage
to be gained if segregation and custody requirements were materially different or if participants had
to institute and support duplicate custodial arrangements depending on whether the Transaction
were a "swap" or "security-based swap".
Finally, the Working Group also believes that the Commission’s rules should clarify that
the notice to be provided by the swap dealer/MSP to the Counterparty pursuant to new Section
4s(1)(1)(A) of the Commodity Exchange Act need only be given once to the Counterparty and not
upon the entry into every single uncleared swap.

ISDA appreciates the ability to provide its comments on segregation of collateral in respect
of uncleared swaps in advance of the Commission’s rulemaking and looks forward to working with
the Commission as you continue the rulemaking process. Please feel free to contact me or ISDA’s
staff at your convenience with any questions.

Sincerely,

Robert Pickel
Executive Vice Chairman
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Annex 1
Section 724(c) of the Dodd-Frank Act
(1) SEGREGATION REQUIREMENTS.(1) SEGREGATION OF ASSETS HELD AS COLLATERAL IN UNCLEARED SWAP
TRANSACTIONS.
(A) NOTIFICATION.--A swap dealer or major swap participant shall be required to
notify the counterparty of the swap dealer or maj or swap participant at the beginning of a
swap transaction that the counterparty has the right to require segregation of the funds or
other property supplied to margin, guarantee, or secure the obligations of the counterparty.
(B) SEGREGATION AND MAINTENANCE OF FUNDS.--At the request of a
counterparty to a swap that provides funds or other property to a swap dealer or major
swap participant to margin, guarantee, or secure the obligations of the counterparty, the
swap dealer or major swap participant shall(i) segregate the funds or other property for the benefit of the counterparty; and
(ii) in accordance with such rules and regulations as the Commission may
promulgate, maintain the funds or other property in a segregated account separate
from the assets and other interests of the swap dealer or major swap participant.
(2) APPLICABILITY.--The requirements described in paragraph (1) shall--

(A) apply only to a swap between a counterparty and a swap dealer or major swap
participant that is not submitted for clearing to a derivatives clearing organization; and
(B)(i) not apply to variation margin payments; or ii) not preclude any commercial
arrangement regarding(I) the investment of segregated funds or other property that may only be invested
in such investments as the Commission may permit by rule or regulation; and
(II) the related allocation of gains and losses resulting from any investment of the
segregated funds or other property.
(3) USE OF INDEPENDENT THIRD-PARTY CUSTODIANS.--The
segregated account described in paragraph (1) shall be(A) carried by an independent third-party custodian; and
(B) designated as a segregated account for and on behalf of the counterparty.
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Annex 2
SEC. 763(d) of the Dodd-Frank Act
(d) SEGREGATION OF ASSETS HELD AS COLLATERAL IN SECURITY-BASED SWAP
TRANSACTIONS.--The Securities Exchange Act of 1934 (15 U.S.C. 78a et seq.) is amended by
inserting after section 3D (as added by subsection (b)) the following:
"SEC. 3E. SEGREGATION OF ASSETS HELD AS COLLATERAL IN SECURITY- BASED
SWAP TRANSACTIONS.

SEGREGATION REQUIREMENTS FOR UNCLEARED SECURITY-BASED SWAPS.-(1) SEGREGATION OF ASSETS HELD AS COLLATERAL IN UNCLEARED
SECURITY-BASED SWAP TRANSACTIONS.-(A) NOTIFICATION.--A security-based swap dealer or major security-based swap
participant shall be required to notify the counterparty of the security-based swap dealer or
major security-based swap participant at the beginning of a security-based swap transaction
that the counterparty has the right to require segregation of the funds of other property
supplied to margin, guarantee, or secure the obligations of the counterparty.
(B) SEGREGATION AND MAINTENANCE OF FUNDS.-- At the request of a
counterparty to a security-based swap that provides funds or other property to a securitybased swap dealer or major security-based swap participant to margin, guarantee, or secure
the obligations of the counterparty, the security-based swap dealer or major security-based
swap participant shall-(i) segregate the funds or other property for the benefit of the counterparty; and (ii)
in accordance with such rules and regulations as the Commission may promulgate,
maintain the funds or other property in a segregated account separate from the
assets and other interests of the security-based swap dealer or major security-based
swap participant.
(2) APPLICABILITY.--The requirements described in paragraph (1) shall--

(A) apply only to a security-based swap between a counterparty and a security-based swap
dealer or major security-based swap participant that is not submitted for clearing to a
clearing agency; and (B)(i) not apply to variation margin payments; or (ii) not preclude any
commercial arrangement regarding-(I) the investment of segregated funds or other property that may only be invested
in such investments as the Commission may permit by rule or regulation; and
(II) the related allocation of gains and losses resulting from any investment of the
segregated funds or other property.
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(3) USE OF INDEPENDENT THIRD-PARTY CUSTODIANS.--The segregated account
described in paragraph (1) shall be-(A) carried by an independent third-party custodian; and

(B) designated as a segregated account for and on behalf of the counterparty.
(4) REPORTING REQUIREMENT.--Ifthe counterparty does not choose to require
segregation of the funds or other property supplied to margin, guarantee, or secure the
obligations of the counterparty, the security-based swap dealer or major security-based
swap participant shall report to the counterparty of the security-based swap dealer or major
security-based swap participant on a quarterly basis that the back office procedures of the
security-based swap dealer or major security-based swap participant relating to margin and
collateral requirements are in compliance with the agreement of the counterparties."

:ndependent Amounts
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