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September 27 2012

Our Ref No 2012926177

RESPONSE OF THE OFFICE OF CHIEF COUNSEL ICE Clear Credit LLC

DIVISION OF INVESTMENT MANAGEMENT File No 132-3

In letter to you dated July 29 2011 the staff of the Division of Investment Management

indicated that we would not recommend enforcement action to the Commission under Section

17f of the Investment Company Act of 1940 1940 Act against any registered investment

company Fund if the Fund or its custodian places and maintains cash and/or certain

securities assets in the custody of ICE Clear Credit ICE derivatives clearing

organization registered with the Commodity Futures Trading Commission CFTC or

clearing member Clearing Member that is futures commission merchant registered with

the CFTCfor purposes of meeting ICEs or Clearing Members margin requirements for

certain credit default swaps CDS that are cleared by ICE We extended these temporary no-

action assurances and now extend them until December 31 2013

Since the issuance of this relief the CFTC has been actively working to improve

protections for customer assets.3 As the Commission stated in adopting Rule 7f-6 under the

1940 Act maintaining assets in futures commission merchants custody is not without risk.4

As result we encourage Funds to weigh carefully the risks and benefits of maintaining assets to

effect transactions in CDS with ICE or Clearing Member In particular we expect that each

Clearing Member that holds assets for Fund wishing to clear CDS transactions on the ICE will

comply with the CFTCs applicable regulations and guidance regarding the manner in which

See ICE Clear Credit LLC SEC Staff No-Action Letter July 29 2011 See also ICE Trust U.S LLC SEC Staff

No-Action Letter Mar 2011

Telephone conversation between Nathan Greene Shearman Sterling LLP and Holly Hunter-Ceci Division of

Investment Management on December 29 2011

See CFTC Protection of Cleared Swaps Customer Contracts and Collateral Conforming Amendments to the

Commodity Broker Bankruptcy Protections 77 FR 6336 Feb 2012 CFTCRelease adopting requirements

regarding the separate treatment of customer funds and property i.e the Legally Segregated Operationally

Commingled Model which specify the substantive requirements for the treatment of Cleared Swaps Customer

Collateral in the Cleared Swaps Customer Account class as these terms are defined in the CFTC Release the

CFTCs public roundtable addressing additional customer protections for futures commission merchants Aug
2012 and testimony of CFTC Chairman Gary Gensler before the U.S Senate Committee on Agriculture Aug
2012

Custody of Investment Company Assets with Futures Commission Merchants Investment Company Act

Release No 22389 Dec 11 1996



cleared CDS collateral of customer must be treated prior to and after bankruptcy of futures

commission merchant or derivatives clearing organization.5

Holly Hunter-Ceci

Senior Counsel

See CFTC Release note In addition we expect that Clearing Member will also comply with applicable

rules of the National Futures Association and ICE
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Your letter dated July 20 2011 requests our assurance that we would not

recommend enforcement action to the Securities and Exchange Commission

the Commission under Section 17f of the Investment Company Act of

1940 the 1940 Act against any registered investment company Fund if

the Find or custodian places and maintains cash and/or certain securities

r5 cwAcdy of the ICE Clear Credit LLC ICE derivatives

clearing organization registered with the Commodity Futures Trading
Commission CFTC ir IC earin menber Clearing Member that is

futures commission merchant registered with the CFTC for purposes of

meeting ICEs or Clearing Members margin requirements for credit default

swap contracts CDS that are cleared by ICE You state that ICE previously

received such no-action assurances under Section 17f of the 1940 Act but

that these assurances expired on July 16 2011

You state that the CFTC issued temporary relief to exempt swap market

p3rtipans irn varrus requirements under the Commodity Exchange Act

ne C5 .t wc.d otherwise apply to certain swap transactions as

result of Title VII of the Dodd-Frank Wall Street Reform and Consumer

Protection Act the rTorrark/ct generally becoming effective on July 16
2011 the Effective Date Order You state that the Dodd-Frank Act and the

Effective Date Order reflect an underlying policy to facilitate the central

clearing of CDS transactions to reduce systemic risk in the global financial

markets while also minimizing unnecessary disruption and costs to the

markets Consistent with the CFTCs issuance of temporary relief you request
further temporary no-action assurances until December 31 2011

ech 7f the 40 Act and the rules thereunder govern the safekeeping
el Funo assets and yenerally provide that Fund must place and maintain its

securities and simila nstruments only with certain qualified custodians Rule

17f-6 under the 1943 Act permits Funoto piace and maintain assets with

futures commission merchant that is registered under the CEA and that is not

affiliated with the Fund in amounts necessary to effect the Funds transactions

in exchange-traded futures contracts and commodity options sUbject to

certain conditions Among other things the futures commission merchant must

comply with the segregation requirements of Section 4d of the CEA and the

ruies thereunder or if applicable the secured amount requirements of CFTC
Rule 30.7 Rule 17f-6 was intended to provide Funds with the ability to effect

mr dty t- les te same manner as other market participants under

http//www.s gov/div sions/investnient/n iun/20 1Lceclearcrecit0729 11-1 7f6.htm 10/9/2012
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conditions designed to provide custodial protections for Fund assets By its

terms the Rule does not permit Funds to place and maintain assets with

futures commission merchant to effect CDS transactions

The timetable for the temporary no-action assurances previously provided to

vas base on thc requirement in the Dodd-Frank Act that the CFTC would

adopt rules and issue interpretations implementing the Dodd-Frank Act by July

16 2011 with resoe.t to the centralized clearing of swaps including CDS As

the Effective Date Order makes clear however substantial number of the

requirements of the CEA that were added or amended by the Dodd-Frank Act

will not be effective by July 16 2011 Therefore we conclude that it is

appropriate to flexibly apply the custody requirements of the 1940 Act in this

nstance by providing further temporary no-action assurances

Based on the facts and representations in your letter we would not

recommend cnforcemnt action to the Commission under Section 17f of the

F40 Act aginst Lid if the Fund or its custodian places and maintains

ses in the CUStOd of ICE or Clearing Member for purposes of meeting
REs or Clearing Ncrneis margin requirements for CDS that are cleared by

ICE

tn particular we rely on your representations that each Clearing Member that

noids assets for an unatfiltated Fund customer wishing to clear CDS
Transactions on ICE will address each of the requirements of Rule 17f-6 as

follows

the manner in which Clearing Member will maintain such Funds

assets JVI be verned by written contract between the Fund and the

Clearing MemIer which provides that

the Clearing Member will comply with the requirements relating to

the separate treatment of customer funds and property which

specify the substantive requirements for the treatment of cleared

OTC dervatives in the OTC derivatives account class prior to any

ban kruptcy

the Clearing Member may place and maintain the Funds assets as

nrroprzae to effect the Funds cleared CDS transactions through
JCE and accordance with the CEA and the CFTCs rules

thereur an will obtain acknowledgement as required

under CFTC Rule 1.20a as applicable that such assets are held

on behalf of the Clearing Members customers in accordance with

the provisions of the CEA

the Cle ing Member will prornptiy furnish copies of or extracts

f-urn its records or such other information pertaining to the Funds
assets as the Commission through its employees or agents may
rciuest

ay gain on fte Funds transactions other than de minimis

.nouuL may be maintained with the Clearing Member only until

the next business day following receipt and

tne Fund has the ability to withdraw its assets from the Clearing

Member as soon as reasonably practicable if the custodial

hup//www.sec.gov/divisions/investment/p action/20 11 /iceclearcreditO729 11-1 7f6.htm 10/9/2012
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arranger nt no longer meets the requirements of Rule 17f-6 as

p1 ica

Our position herein is temporary and will expire on December 31 2Oll
Because our Dositio1 is based on the facts and representations made in your

letter you should note that any different facts or circumstances might require

different conclusion This letter represents only the Divisions position on

etforemert ctior does nct purport to express any legal conclusion on

the questions presented

Holly HunterCeci

Senior Counsel

See ICE Trust U.S LLC SEC Staff No-Action Letter Mar 2011

1The Doddrnk Wall Stret Reform and Consumer Protection Act Pub No
111203 124 Stat 2010

See 76 Fed Reg 35372 June 17 2011

See Custody of Investment Company Assets with Futures Commission

Merchants Investment Company Act Release No 22389 Dec 11 1996
Adopting Release In particular Rule 17f-6 under the 1940 Act incorporates

he safeguards that re provided for Fund assets under the CEA and CFTC
rules For example egistered futures commission merchant regardless of its

membership status subject to the CEA and CFTC safekeeping requirements

see page 14 ot the ootiig Release

This letter confirms the position taken regarding ICE and the Clearing

Members undor Seci ion 17f of the 1940 Act that the staff provided orally on

July 15 2011 to Nathan Greene of Shearman Sterling

See Rule 17f-6a1 under the 1940 Act

See Rule 17r6a under the 1940 Act You state that the CFTC adopted

rnquements its Pirt 190 Bankruptcy Rules to create separate cleared

over-he-cortrr cHatives account class that apply in the event of

lankruptcy of futures commission merchant and are intended to provide

customer protection parallel to Section 4d in Part 190 of CFTC Rules See 75

Reg 17297 Anr 2010 You represent that in accordance with the

CTCs requiremente ICE rules for the cleared over-the-counter derivatives

account class mirror the provisions of Section 4d of the CEA and CFTC

rqulations with respect to the futures account class i.e 17 C.F.R 1.20 et

seq including but not limited to the separate treatment of customer positions

nd property from the Clearing Members positions and property You state

thCt the CFTC 53s urjnosd requirements on futures commission merchants
rnd cerivative cleaic orgar rations regarding the treatment of cleared

tp ustcmr cn .tand rated collateral and conforming amendments
the commcty brer bankruptcy provisions See 76 Fed Reg 33818 June
2011 Ycj repre that ICE will require Clearing Members to comply with

rose requireents pon their effectiveness

http//www sec.gov/di .isions/investment/noactionl20 11 /iceclearcredit0729 11-1 7f6.htm 10/9/2012
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See Rule 176ai ii under the 1940 Act You state that under CFTC Rule

20a an acknowkdgernent need not be obtained from derivatives clearing

organization that ha idonred and submitted to the CFTC rules that provide for

the segregation as customer funds in accordance with relevant provisions of

the CEA and the rukc thereunder of all funds held on behalf of customers

See Rule 1716ai iii under the 1940 Act

See Rule 7-6aY2 under the 1940 Act

See Rule if-6e urder the 1940 Act

We 3nticip1e adJrcsinj these issues ti more permanent way when the

Tcs appl Vs cie ru aro effectve

coming 1ter

The Incominci Letter in Acrobat format

rtp//www sc gov/ofvisions//nvestment/noaction/201 1/icec/earcreditO729l 1-

/f6.htm

Prevrois Page
Modified 08/03/2011

http//www.sec.gov/di isions/investuient/n ction/20 11 /iceclearcredit0729 11-1 7f6.htm 10/9/2012
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July 20 201

iouizlas Scheidt hsq

Associate iirector and Chief Counsel

livision of Investment Management
ILS Securities and 1xchane Commission

JO Street

Washington 1C 20549

Re ICE C/ear Credit LU
.isioth of Margin Provided by Investment Compa i/es

AoAciion Request

Eear Mr Scheidt

We are writing on behalf of ICE Clear Credit LLC formerly ICE Trust U.S LLC CICE

Credit or the Clcaringhouse to request assurance that the staff of tte Division of Investment

Management the Statr will not recommend enforcement action 4der Section 171 of the

Investment Company Act of 1940 as amended including the rules the -cunder the 1940 Act
if registered investment company fond or its custodian maintoins certain assets of the

lund in the custody of the Clearinghouse or the Clearinghouses cleariig members for purposes

of meeting the Clearinghouses or clearing members margin requirerr ents

We and IUF Ct-edit appreciate the corresponding position taken in the tatrs letter on the same

topic issued to the Clearinghouse on March 2011 We and ICE Cr dit also note that the

Statis March letter could have expired by its terms on July 16 2011 thsent the continuing and

lurther relief requested hereby and certain continuing and further relief was orally contirmed

the Stall on Ju1 15 2011

As previously described ICE Credits operations recently changed ilowing its transition to

registration with the Commodity Futures Trading Commission FTC as derivatives

clearing organization DCO and with the Securities and Exchange Commission the

Commission as securities clearing agency as provided under the DoddFrank Wall Street

Reform and Consumer Protection Act the Dodd-Frank Act We believe that the relevant

facts and circumstances of ICE Credits clearinghouse operatiOfl upon this Dodd..Frank

transition as described in more detail below continue to be approprhtc for relief of the nature

extended by the StaIrs March letter We further believe that it is ppropriate to extend that

relief to the Clearinghouses clearing members Clearing Members that are futures

AOL CHOI ASELU CU050L000F FRNOFu9L HONG QNG LONDON MLAN MUNICH NEW Y0
ALC ALIC AIi HOME SAN IRANCSCU SAC PAULO SHANGHAI SINGAPO8E TCOO 10800 WASHINCION CC

AVIX X.Su1l 2271 21



COmmission merchants registered with the CFTC and/or broker-detiers registered with the

Comniiss ion We acknowledge however that the oral relief providet to the Clearinghouse by

the Stall on July 15 2011 was limited to Clearing Members when actiig as futures commission

merchants and our request fur relief by this letter is similarl liniited We look torward to

discussion with the Stall regarding the treatment of Clearing Membes when acting as broker-

dealers and ask that the Stall accept our references to broker-dealers it this letter as prospective

onl and subject to further consideration

Without the continuing and further relief requested ICE Credit belie that access to its credit

default swaps CDS clearinghouse operations by Funds will he either blocked or significantly

reduced which would limit the access of fund invcstor$ to more fticient and rationalized

market fur 15 and leave funds at potential disadvantage to othe market participants that

already have ready access to the ICE clearinghouse Given the scale of the fund industry that

outcome also inhibits the development of ICE Credits cleariaghoust operations by leaving

significant market segment uncovered We also note that fbllowing tic effectiveness ol certain

provisions of the Dodd-Frank Act market participants including funds may he required to clear

Certain lS products in which case it will be necessary for nds to have access to

clearinehouses such as ICE Credit

lcseription of ICE Credit Gcncrtllv

Effective as of July 16 2011 ICE Credit is Delaware limited iability company that is

registered as lCO and as securities clearing agency SCA As such ICE Credit is suiject

to examination by the CFTC and the Commission

ICE Credit acts as central clearing party by accepting the rights and Dhligations under eligible

15 transactions entered into with the Clearing Members and submitttd to the Clearinghouse in

accordance with its rules the ICE Credit Rules Fol1owng acceptnce ota CDS transaction

for clearing the Clearinghouse becomes the seller of credit protectior with
respect to the CDS

purchaser and the purchaser of credit protection with
respect to the DS seller The Clearing

Member parties to CDS transaction thus face the Clearinghouse rther than their respective

original counterparties in the performance of both the sellers and the urchasers obligations in

respect of transaction

Central clearing in this manner has important market efficiency and ir vestor protection
benefits

relative to the preexisting marketplace in which all CDS transactions lad to he entered into and

performed on bilateral basis between individual parties Our prio letter to the Stall dated

March 1011 discusses thec benefits which we and ICE Credit contilue to find compelling in

detail ihe Dodd-Frank Act including its clearing requiremerts similarly reflects an

underlying policy in favor of facilitating the central clearing ofCDS traisactions

Various pot icyniakers recognize the benefits of central clearinghouse FOE CDS ransactions For xampIe the

ICF Credit December 2009 Order cited in the following footnote includes inding by the Commission as

follows

the Commission has taken multiple actions designed to address concerns tated to the market in

CDS The overthecounter OTC market for CDS has been source of prticular concern to us

Commissioni and other financial regulators and we have recognize that facilitating the



Since March 2009 ICE Credit has been clearing CDS subject to temporary conditiona.t

L\Lmptlon horn ckarin agencx rcgistraflon togethcr with other ex mpt1on prn ided the

Commission and the L1.S Department of the Freasurv As of July 2011 ICE Credit had

cleared notional amount of Si .9 trillion of 15 on behalf of its Cleaing Members

nitialiv the clearint services of ICE Credit were limited to the clearan of proprietary posttiOIlS

in 15 for Clearing Members Commencing December 2009 ICE Credit made available

framework the Non-Member Framework to provide access to ICE Credits clearing services

to clients ol Clearing Members ThirdParty Clients ICE Credits rcvtous March letter to

the Staff detailed the operations of the NonMember Framework.4 In the Stairs March

response letter tand under the oral relief extended On July 15 2011 was the Staffs position

that it uld not recommend an enforcement action if fund were tc access the NonMember

Framework on the same basis as other ThirdParty Clients subject to vtrious conditions

establishment ut central counterparties Iir CDS can play an important rote in reducing the

eountetpartv risks inherent in the CDS market and thus can help mitigte potential systemic

impact We therefore have found that taking action to foster the prompt veIopment of central

counierpanies including granting temporary conditional exemption from cc tam provisions of the

kderat securities law is in the public interest

The Commissions Order of March 2009 provided temporary conditional exer iptions for ICE Credit and its

clearint members eflctive until December 2009 Order Granting Temporary emplions Undet the Exchange

Act on l3chutf of ICE US Trust LLC Exchange Act Release No 59527 Mar 2009 thereinafter ICE Credit

2000 Orde The Commissions order of December 2009 extended st ch relief until March 2010

Order Extending and Modifying Temporar Fxemptions Under the Exchange ct for iCE Credit US EEC

Exchange Act Rokasc No 61119 Dcc 2009 ICE Crethi Lecesnher 2009 itderj Th
Commissions order of March 20 It extended such relief until November 30 2010 Order Extending ai
Modifing Temporny Exemptions Under the Exchange Act for ICE Credit lJ.S Exchange Act Release No

o62 March 2011.11 ICE Credü Alurch 20/0 Orderl That reliefe pired on July 16 2011 Order

xtcndmi. and Modifm kmporars xcrnptioris Un.kr thc fxch8nLc Act tot 11 rcdtt

\ca Rkas lNo 29 2010 jherundfter If idii Aoeinber ..0I0 1rdcr rom md after Jul 16

20 It ICE Credit is directly regulated by the Commission as an SCA

the current tearing Members are Bank ol America NA Barclays Bank PL Barclays Capital Inc UNP

Paribas BNF Paribas Securities Corp Citibank NA Citigroup Global Markets In Credit Suisse International

Credit Sujsse Securities liSA EEC Ieutschc Bank AG London Branch Dutsche Bank Securittes Inc

Goldman Snchs International Goldman Sachs Co IISI3C Bank USA NA JPLiorgan Chase Bank NA i.P

Morgan Securities Merrill Lynch Pierce Fenner Smith Incorporated Merrill Lynch InternationaL

Morgan Stanley Capital Services Inc Morgan Stanley Co LLC Nomur International PLC Nomura

Securities International Inc The Royal Bank of Scotland plc VHS AG London Branch VHS Securities LLC
and SociØtº hnØrale Since the March letter the Clearinghouse has admitted ocidt GØnrale as well as the

ECM affiliates otvartotms of its existing members as clearing members

We also refer to the various ICE Credit temporary exemption orders cited at note supra and the related request

heaters om Kevin McClear General Counsel of ICE Credit to the Commission wi respect thereto each request

letter is publicly available exhibit to each order for more complete descri ion of the terms ol the Non

Mcmhr Framework For the avoidance of doubt only Cleating Members can din ctly access the Clearinghouse

Emmid or arty other lhird-Party Client wishing to access the Clearinghouse thus would have to do so under an

arrangement with one or mute Clearing Members



As in other clearinghouses mark-to-market margin required under the on-Member Framework

reflects daily gains or losses on positions daily gain or loss on one lhird-Party Clients

position will correspond to loss or gain on another position carried with the Clearinghouse

Accordingly mark-tomarket margin provided by one Third-Party Client would he expected to

he used by the Clearinghouse andior Clearing Member to provide ark-tomarket margin in

la or another ThirdParty Client or Clearing Member

We and ftF Credit believe the Non-Member Framework margining process described in the

previous letter including the treatment of client margin on default by one or more Third Party

Clients is consistent with the use of client margin by typical futures ciaring organizations As

recognized in the ICE Credit November 2010 Ordcr the ICE Credit Rules incorporate

protections br initial margin posted by Third-Part Client conct ptually similar to those

contemplated under Section 7tfl of the 1940 Act and related rules In articular the ICE Credit

Rules largely mirror those under 194 Act Rule 17f-6 that enable funds to participate in central

clearing arrangements for commodity futures and do so even more dc sely following the recent

odd1 rank Transition

As hackitround futures clearinghouses generally provide that client mit al margin may he used to

satisf losses to the clearinghouse on client-related positions Refa ivc to the Non-Member

Framework client margin in some futures clearing models is used an earlier point in the

priot it of ow ee jj hcfoi thc uc of pi oprictar margin In additi thL rcdtt mode

has the advantage for Third Party Clients that only portion of Third arty Client margin up to

the ICE Credit Net Customer Margin Requirement these terms arc defined in our prior March

letter may he used in Some futures clearing organizations all client initial margin may he so

used

In addition margin posted iy Third Party Client and held with ICE Credit with re pect to transactions through

particular Clearing Member will not he used to satisI losses client or proprietary from the default oVa different

clearing Mcmher

ICE Credits approach is hybrid between so-called gross margining and margining moods both of

which are in wide use by futures clearinghouses in gross model Clearing Ms mber is required to post to the

clearinghouse the full amount of margin posted by its clients without taking into count any offsetting positions

held by other clients In net model contrast the Clearing Member is only quired to post the net margin

requirement tr all client positions taking into account posilions of one client that nay offset the risk of positions

of other clients The WE Credit model requires the posting to the clearinghouse ol the gross margin for all Third

Party Clients hut ICE Credit is only allowed to use that margin up to the ICE Credit Net Customer Margin

Requirement which is the amount that would he posted in the net model he ICE Credit Net Customer

Margin Requiremem cannot exceed the gross margin required of Third Party dents and to the extent third

itt ticnt ot carm \4mher have o1bscttin positions eg anc third Part lient has bought prOtection

on spcitied index with particular tenor and another Third Party Client has ols Protection on that index with

the same tenor the ICE Credit Net Customer Margin Requirement will he cwer than the gross margin

requirement Although the exact level of the ICE Credit Net Customer Margin euirement tand the extent to

which It is Ies than the gross margin requirement will depend on the specific conint of the cleared portfolios of

Third Party Clients at any given time the approach is by definition more favora Ic to Third Party Clients than

the pure eross margining approach used by some ckaringhouses

Nvlxcsol it 251



Dodd-Frank Transition

ftc Commission and the CFTC have delayed implementation ol various requirements ol the

DoddFrank Act with respect to derivatives beyond their expected Ju1 16 2011 effective date

amone other reasois to minimire unnecessary disruption and costs to he derivatives markets as

tinal rules implementing the Dodd-Frank Act arc adopted Rcgardlss upon that date ICF

Credit automatically became DCC registered with the CFTC and ecurities clearing agency

registered with the Commission This transition in status is relrrcd throughorn this letter as

the IoddFrank Transition The position sought by ICE Credit from the Staff under this letter

and cotitirnied orally by the Statf on July 15 2011 relates solel te periods on and after the

oddFrank lransition

Following its registration as DCO ICE Credit is regulated by the CF IC and subject to the

on Prmupks .ct lorth in Section hc2 of thc ommodit xchinge \ct As such it ii

subject to regular audits or risk reviews by the CFTC based on the ore Principles It also is

subject to regulation by the SEC under the requirements applicat Ic to securities clearing

agencies

In addition lollowing implementation of relevant rulemaking tl laws and regulations

applicable to ICE Credit and its Clearing Members will require that aiy Clearing Member that

purchases sells or holds CDS positions for others including for fund must be registered as

futures commission merchant ITCM with the CFTC lbr CDS that ac swaps aid/or broker-

dealer or security-based swap dealer registered with the Commission tar CDS that are security-

based swaps Accordingly ICE Credit has admitted FCMs and bokerdealcrs as Clearing

Members commencing July 16 2011

As result certain aspects of the Non-Member Framework reflect the use of FCM and broker-

dealer clearing members for customer business rather than the exiting financial institution

clearing members Notably clearing members will hold margin assets of Third Party Clients in

scurcgation as rcq mcd for
margin

of sap customcrs in new Sectiot 3dl of the ommodtt

Exchange Act and new Section 3Eh of the Securities Exchange Act 1934 as amended the

i-xchange Act once such requirements arc effective Prior to fectiveness of such new

segregation requirements clearing members will hold margin assets if Third Party Clients in

segregation under the cleared OTC derivative account class pursuant to tart 190 of the ETC
regulations and related rules of the Clearinghouse which establish segregation requirements

equivalent to those applicable to futures positions Again we acknowledge that the relief to be

extended by the Staff in response to this letter will not extend to Clear ng Members when acting

as broker-dealers In any event no Clearing Member is expected to act as broker-dealer in

respect of the Clearinghouse until framework implementing clearint of security-based swaps

by brokerdealers is agreed which framework will require further a1tion by the Commission

andor its Staff

See Hlectivc Date tar Swap Regulation 761-ed Reu 42508 July 19 201 ltCFti remporaty Exemptions and

Other Fcrnporar Rehef Fowther With inlonnation on Compliance Dates for Provisions of the Securities

Exchange Act of 1934 Applicable to Security-Based Swaps 76 Fed Reg 3627 June 22 2011 SEC the

EliŁctive Date Orders

NYtxsn 733



Applicable Lan

Section ol the 1940 Act and the rules promulgated thereunder in pose certain requirements

on funds with respect to the cusodv of their financial assets In rela ion to such requirements

the legislative histor evidences Congressional objective of ensurin that fund assets are held

by lirtancial secure entity with sufficient safeguards against tisappropriation Under

Section 7f funds assets generally must be held subject rules and regulations

promulgated by the Commission by banks meeting certain iuinimum asset levels

members of nattonal securities exchange national securities epository or the fund

itsl

RcguIator guidance is available concerning whether particular types of margin arc considered

fund assets In the context of fund trading of futures contracts the ommission and the Staff

have indicated that funds initial margin payments are fund ass ts and therefore must he

maintained in manner thrt complies with Section 7f.8 The Cmrnission however has

drawn distinction between initial margin and variation margin Varimargin referred to in

the IC Credit Rules as rnarktomarkct margin consists of margil payments required to be

paid due to losses on partys position.9 These payments when made by fund represent

payments fur liabilities of the fund and are therefore not fund asse Accordingly unlike

initial margin variation margin paid by fund is not subject to Sec ion 7fIs requirements

although initial margin received by fund is subject to Section 71

As already outlined the Commissions Rule 7f6 permits fund tc deposit initial margin in

respect of its commodity futures transactions with an FCM and fur suh margin to be held either

the ICM or commodity clearing organization Commodity tiures investors generally

initiate their trades by posting margin directly with an FCM which th ri posts that margin either

directly to commodity clearing organization or with one or mere other FCMs that will

subsequently elThct the transaction through the clearing organization This is substantially the

same model that exists fur DS transactions initiated with ICE Credit Clearing Members

Rule l7t specilically permits funds to participate in such transact ons and has been widely

relied upon Rule 7f6 states that fund may maintain custo of cash securities and

similar investments with any unafliliated person registered as an FCM as necessary to effect the

funds transactions in exchangetraded futures contracts and comniodit options and an FCM
may post

the margin received from the fund with commodity clearit organization or another

FCM as necessary to effect the funds transaction

Invesuneut Trusts and Invesunent Companies Hearings on 3580 before Sub nni of the Senate Comm on

itanking and Cunenc Tha Cong 3d Sess 2h4 940

Custod of Investment ompany Assets with Futures Commission Merchamts and Commodity ticaring

Organiations Investment Compan Release No 20313 May 24 1994 her inalIer Rule 7L6 Pioposing

ReIeav Delta iovemnmcnl Options Corp puh aail Sept 27 1990

Rule l7t Proposmg Release at notes 57 74



AnalySES

tinder the guidance applicable to futures initial margin required to be pstecl by fund in respect

of DS transactions submitted fur clearing to ICE Credit would nstitute fund assets and

therefore must comply with the custody requirements of Section 7f af the 1940 Act On the

other hand what the ICE Credit Rules refer to as markto-market rnai tin constitutes variation

margin and in accordance with guidance from the Commission and th Staff such margin does

not constitute fund assets

ftc operations of the Clearinghouse and the Ckarintt Members resemi Ic number of permitted

custod arrangements but we and ICE Credit were and are concerind that there is sutlicient

ambiguity that absent continuing interpretive or noaction guidanc like that in the Staffs

\larch letter and requested here funds will he slow to adopt usc of he Clearinghouse or will

seek unduly cumbersome custody arrangements in doing so As we ated previously the tn
party arrangements frequently relied upon in some margin contexts not appear to offer an

elThctive solution

the various potential custody arrangements allowed by the 1940 ct the C1earinghousc

structure appears to us to best approximate arrangements for FCMs and commodity clearing

organizations already approved fur custody of fund assets under Rule 7f6 In particular ICE

Credits clearing structure replicates key protections available to lands under Rule 7f6

Relevant protections include

lhc requirement that Clearing Members document their relat onship with Third-Party

Clients under wniuen contract ICE Credit Rule 406a
Capital and other requirements for Clearing Members inclu ing rigorous Clearing

Member application process maintained by the Clearinghouse .F Credit Rule 201

Segregation and transfer of margin of Third-Party Clients the ICE Credit client

omnibus margin account ICE Credit Rule 406bd
Right of Third Party Clients to the return of their initial and var ation margin ICE Credit

Rules 402 and 406

Recordkeeping by Clearing Members of transactions and margin of Third Party Clients

ICE Credit Rules 31 and 406h as further described below

Under Rule 7f-6 funds margin is protected through the segregatioI requirements of Section

4da ol the Commodity Exchange Act and rules thereunder Under ihese requirements client

assets provtded as margin must he held in manner segregated from th FCMs own assets Use

of such asscts the FCM is restricted although client assets may be sed to satisfy the FCMs
margin obligations with respect to client transactions with rele ant derivatives clearing

organization As described in Rule 7f-6a1 ii FCMs may oni hold client assets wi
another 1CM clearing organization or U.S or fureign bank

These rule provisions are satisfied in the course of ICE Credits operati us in that ICE Credit and

the Clearing Members are subject to the parallel rules and regulation under the cleared OTC
derivative account class and when effective Commodity Exchang Act Section 4df and

Exchange Act Section 3Eb although positions and margin will be held in the account class



for swaps rather than the flitures account dass Likewise Rule 7f-.ia Xiii recordkeeping

rules and Rule 7ta2 treatment of daily excess margin and relate account documentation

and practices would he satistied in that ICL Credit and the Clearing Mmbers will be subject to

the FCM rules and regulations referred to each of those paragraphs the rule

Rule 7iôa3 also requires that funds withdraw assets from Rule t6 custody arrangement

as soon as practicable after determining that the arrangement no longer meets the requirements

Rule 171b To comply with this requirement we expect that funds will incorporate process to

nionitor their arrangements with ICE Credit and the Clearing Mcm iers that is substantially

similar to the precesses alread in place throughout the industry respect of FCM and

commod ii

clearing organization custody arrangements

We also represent that the manner in which Clearing Member will ma main lands assets vi1l

he governed written contract between the fund and the Clearing icmber which provides

thatL

Ihe Clearing Member will comply with the rcquircmens relating to the separate

treatment of customer funds and property which specify the substantive

requirements for the treatment of cleared OTC derivativs in the OTC derivatives

account class prior to any bankruptcy

Clearing Member may place and maintain the fund assets as appropriate to

effect the lands cleared CDS transactions through tlc Clearinghouse and in

accordance with the CEA and the CFTCs rules theretndcr and will obtain an

acknowledgement as required under CFTC Rule l2Oa as applicable that such

assets are held on behalf of the Clearing MenThers custrners in accordance with

the provisions of the FA3

The Clearing Member will promptly furnish copies of extracts from its records

or such other inlhrmation pertaining to the funds as sets as the Commission

As noted above prior to the eflcti%cnes of the segregation requirements under CE Section 4dt and Exchange

Act Section $Eb margin assets of Third Party Clients will be maintained in the ckaed OTC derivative account

class under Pan 90 of the CFTC rules and the Clearinghouse rules In accordanc with the FTCs
requirements the WE Credit Rules for the cleared OTC derivatives account class mror the provisions of Section

4d of the FA and FTC regulations with respect to the futures account class FR 1.20 et seq.

ncluduiu hut not limited to the Separate treatment of customer posiucms and proper froTn the Clearing Members

posiuous and property lI Crcdi Rule 40od

See Rule 7toa under the 1940 Act

Ssc Rule I7t6a lXt under the 1940 Act The CFTC has proposed requirements futures commission

merchants and deriva0ves clearing organizations regarding the treatment olceared swaps customer

contracts and relaicd collateral and contonning amendments to the commoily broker bankruptcy

provisions gc 76 Fed Reg 33818 June 2011 The Clearing Members will comph with these

requirements apon their effectiveness

Sec Rule 76a 5ii under the 1940 Act Under CFIC Rule 1.20a an acknv edgement need net bc

obtained tram derivatives clearing organization that has adopted and submi ted to the CFTC rules that

provide for the segregation as customer funds in accordance with relevant ptwisions of the CEA and the

rules thereunder of all lbrtds held an behalf of customers

NY



thrcugh its employees or agents may request

Any gains on the Funds transactions ether than iinimis amounts may he

maintained with the Clearing Member oni until the ne business day following

receipt and

The Fund has the ability to withdraw its assets from the icaring Member as soon

as reasonably practicable II the custodial arrangcmcnt no longer meets the

iorcgoing requirements

Despitc those similarities to the Rule 7t6 structure however Rule i6 may not be viewed as

direcil nilable to funds wishing to access the Clearinghouse hi is because Rule 716 is

at lable only in respect of instruments that are

commodity futures contracts options on commodity futures contracts and options on

physical commodities traded on or subject to the rules of Any contract market

designated for trading such transactions under the Commodily Exchange Act and the

rules thereunder or ii Any hoard of trade or exchange ouuide the United States as

comemptated in Part 30 under the Commodity Exchange Act

It is not clear that CDS or other cleared swaps would he qualifed instrument under that

definition

Conclusion

We believe that deposit of cash or securities with ICE Credit or ts Clearing Members is

consistent with the principles ot good custody established hy Congress and the Commission in

Section 7U of the 94 Act and the rules thereunder Based on th facts and circumstances

described above we believe ICl Credit is proper candidate for the reuestcd no-action relict

We also would appreciate that any letter from the Stall in this rega conlirm the oral relief

extended to ICE Credit and its Clearing Members on July 15 2011 Fnally we understand that

the Stall expects to reconsider these matter afler December 31 201 We reiterate our belief

expressed in our March letter that any break in the avail ihility to funds of thb
Clearinghouses facilities would he disruptive and should be avoided

Sec Ruk 7t6ta Xiii under the 1940 Act

Rule 17i.6a2 under the 1941 Act

Sec Rule 7t6n3 under the 1940 Act
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Thank you for your consideration Ii for any reason the Staff is cor sidering declining to issue

guidance along the hues requested we and ICE Credit would sk that we he given the

opportunity to further discuss our request with you at that time

am aalab1e at 212-848-4668 or neienchatmanorn Mv pa tncr ieoffrty Goldman is

also familiar with these matters and is at 21 2848-4867 or gffte.o jeaiia.cpm

Sincerely

Nathan Greene


