TR

LTI Wopess

120002 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 a 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
17(f) of the Investment Company Act of 1940 (“1940 Act”) against any registered investment
company (a “Fund”) if the Fund or its custodian places and maintains cash and/or certain
securities (“assets”) in the custody of ICE Clear Credit (“ICE”), a derivatives clearing
organization registered with the Commodity Futures Trading Commission (“CFTC”) or a
clearing member (a “Clearing Member”) that is a futures commission merchant registered with
the CFTC, for purposes of meeting ICE’s or a Clearing Member’s 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, 2013.2

Since the issuance of this relief, the CFTC has been actively working to improve
protections for customer assets.” As the Commission stated in adopting Rule 17f-6 under the
1940 Act, maintaining assets in a futures commission merchant’s custody is not without risk.*

As a result, we encourage Funds to weigh carefully the risks and benefits of maintaining assets to
effect transactions in CDS with ICE or a Clearing Member. In particular, we expect that each
Clearing Member that holds assets for a Fund wishing to clear CDS transactions on the ICE will
comply with the CFTC’s 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. 1, 2011).

2 Telephone conversation between Nathan J. Greene, Shearman & Sterling LLP and Holly Hunter-Ceci, Division of
Investment Management on December 29, 2011,

? See, e.g., CFTC, Protection of Cleared Swaps Customer Contracts and Collateral; Conforming Amendments to the
Commodity Broker Bankruptcy Protections, 77 FR 6336 (Feb. 7, 2012) (“CFTC Release”) (adopting requirements
regarding the separate treatment of customer funds and property (i.c., 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
CFTC’s public roundtable addressing additional customer protections for futures commission merchants (Aug. 9,
2012) and testimony of CFTC Chairman Gary Gensler before the U.S. Senate Committee on Agriculture (Aug. 1,
2012).

4 See Custody of Investment Company Assets with Futures Commission Merchants, Investment Company Act
Release No. 22389 (Dec. 11, 1996).



cleared CDS collateral of a customer must be treated prior to and after a bankruptcy of a futures
commission merchant or a derivatives clearing organization.’

Holly Hunter-Ceci
Senior Counsel

’ See CFTC Release, supra note 3. In addition, we expect that a Clearing Member will also comply with applicable
rules of the National Futures Association and ICE.
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RESPUNSE Ot tHE OFFICE OF CHIEF COUNSEL
DIVISION OF INVES " ''"7 MAI AGEME VT

Our Ref. No. 2011721174

Your letter dated July 20, 2011 requests our assurance that we would not
recommend enforcemant action to the Securities and Exchange Commission
(the “Commission”) under Section 17(f) of the Investment Company Act of
1940 (the “"1940 Act”) against any registered investment company (a “Fund”) if
the Fund or ite custodian places and maintains cash and/or certain securities
Massets™y in e custody of the ICE Clear Credit LLC (“ICE”), a derivatives
clearing organization registered with the Commodity Futures Trading
Commission ("CFTC"! u. ar ICi cearin,. menber (a “Clearing Member”) that is
a futures commission merchant registered with the CFTC for purposes of
meeting ICE’s or a Clearing Member’s 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 17(f) of the 1940 Act, but

that these assurances expired on July 16, 2011.1

You state that the CFTC issued temporary relief to exempt swap market
participants from various requirements under the Commodity Exchange Act
cone TCEA"), that wolid otherwise apply to certain swap transactions as a
result of Title VII of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the "7 :da-Frani Act”)2 generally becoming effective on July 16,
2011 (the “Effective Date Order”).2 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 CFTC’s issuance of temporary relief, you request
further temporary no-action assurances until December 31, 2011.

sectisa 17(: of the 1540 Act and the rules thereunder govern the safekeeping
of Funa assets, and generally provide that a Fund must place and maintain its
securities and simila: instruments only with certain qualified custodians. Rule
17f-6 under the 194( Act permiits a Funa to place and maintain assets with a
futures commission rmerchant that is registered under the CEA and that is not
affiliated with the Fund in amounts necessary to effect the Fund’s 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
comrsdity trades in tne same manner as other market participants under

http://www.szc.gov/divisions/investment/ne 22 50n/201 1/ ceclearcrenit072911-1716.htm 10/9/2012



No-Action Letter: ICE Clear Credit LLC (Ju.v 29, 2011) Page 2 of 4

conditions designed to provide custodial protections for Fund assets.2 By its
tarms, the Rule does not permit Funds to place and maintain assets with a
futures commission merchant to effect CDS transactions.

Tne timetable for the temporary no-action assurances previously provided to
T0°E vias based on the requirement in the Dodd-Frank Act that the CFTC would
edopt rules and issue interpretations implementing the Dodd-Frank Act by July
16, 2011 with respect to the centralized cleering of swaps, including CDS. As
the cffective Date Grder makes clear, however, a 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
instance by providing further temporary no-action assurances.

Based on the facts and representations in your letter, we would not
recommend enforcement action to the Comimission under Section 17(f) of the
1940 Act against a Fund if the Fund or its custodian places and maintains
assets in the custody of ICE or a Clearing Member for purposes of meeting
ICE’s or a Clearing Mernber's rmargin requirements for CDS that are cleared by

ICE.?

in particular, we rely on your representations that each Clearing Member that
hoids assets for an unaffiliated Fund customer wishing to clear CDS
transactions on ICE wili address each of the requirements of Rule 17f-6, as
follows:

e the marniner in which a Clearing Member will maintain such a Fund’s
assets witl be ¢averned by a written contract between the Fund and the
Clearing Memt-er, which provides that:®

o 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
GTC derivatives in the OTC derivatives account class prior to any
bankruptcy;Z

o the Clearing Member may place and maintain the Fund’s assets as
aporoprizie to effect the Fund’s cleared CDS transactions through
ICE and o accordance with the CEA and the CFTC's rules
thereurnzer, and will cbtain an acknowledgement, as required
under CF7C Rule 1.20(a), as applicable, that such assets are held
on behalf of the Clearing Member’s customers in accordance with
tie provisions of the CEA;2

o tne Clearing Member will promptiy furnish copies of or extracts
from its records or such other information pertaining to the Fund's
assets as the Commission through its employees or agents may
request;”

O

any gains on the Fund’s transactions, other than de minimis
ainounts, may be maintained with the Clearing Member only until
the next business day following receipt;12 and

o tne Fund nas the ability to withdraw its assets from the Clearing
Member as soon as reasonably practicable if the custodial

http://www.sec.gov/divisions/investment/nozction/201 1 /iceclearcredit072911-17£6.htm 10/9/2012
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arrangerient no longer meets the requirements of Rule 17f-6, as
applicable. A1

Our position herein is temporary, and will expire on December 31, 2011.12
Because our position is based on the facts and representations made in your
jetter, you should note that any different facts or circumstances might require
a different conclusion. This letter represents only the Division’s position on
anforzemert ectinr 7 does nct purport to express any legal conclusion on
the questions presented.

Folly Hunter-Ceci
Senior Counsel

4 See ICE Trust U.S. LLC, SEC Staff No-Action Letter (Mar. 1, 2011).

2 The Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No.
111-203, 124 Stat. 1376 (2010).

3 See 76 Fed. Reg. 35372 (June 17, 2011).

1 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
the safeguards that ere provided for Fund assets under the CEA and CFTC
rules. For exaimple, a registered futures commission merchant, regardless of its
membership status, is subject to the CEA and CFTC safekeeping requirements

{see page 14 of the adopting Release).

* This letter confirms the position taken regarding ICE and the Clearing
Members under Sectien 17(f) of the 1940 Act that the staff provided orally on
July 15, 2011 to Nathan J. Greene of Shearman & Sterling.

& See Rule 17f-6(a)(1) under the 1940 Act.

7 See Rule 171-6(a)(1 (i) under the 1940 Act. You state that the CFTC adopted
requi-ements fe its Part 120 Bankruptcy Rules to create a separate “cleared
aver-the-countar de-uatives” account class that apply in the event of a
bankruptcy of a futures commission merchant and are intended to provide
customer protection parallel to Section 4d in Part 190 of CFTC Rules. See 75
~ad. Reg. 17237 (Apr. 6, 2010). You represent that in accordance with the
C:TC's requirements, 1ICE rules for the cleared over-the-counter derivatives
account class mirror the provisions of Section 4d of the CEA and CFTC
ragulations with resrect to the futures account class (i.e., 17 C.F.R. §§ 1.20, et
5eq.), including but not limited to the separate treatment of customer positions
and property from the Clearing Member’s positions and property. You state
that the CFTC has pra2osed requiraments on futures commission merchants
and Cerivatives clearing organizations regarding the treatment of cleared
seraps custemier ¢ovilr ake fand reiated coliateral) and conforming amendments
o the commeodity Broser bankruptcy provisicns. See 76 Fed. Reg. 33818 (June
9 2011). Ycu repres=rit that ICE will require Clearing Members to comply with
ase requirevents wpon their affectivensss.,

http://www.sec.gov/divisions/invesiment/noaztion/201 1 /iceclearcredit072911-17f6.htm 10/9/2012
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£ See Rule 177-6(a)(1)(ii) under the 1940 Act. You state that under CFTC Rule
1.20(a), an acknowiedgement need not be obtained from a derivatives clearing
organization trat has adonted and submitted to the CFTC rules that provide for
the segregation as customer funds, in accordance with relevant provisions of
the CEA and the rules thereundar, of all funds held on behalf of customers.

2 Gee Rule 17f-6(a)(1)(iii) under the 1940 Act.
2% See Rule 177-6(a’/2) under the 1940 Act.

“4 See Rule 17F-6(2%( 1 under the 1940 Act.

2 We anticipate addiessing these issues in @ more permanent way when the
TFETC's applizazle rules are effective.

“recoming Leiter
he Incoming 'etter is, in Acrobat format

nrtn://www.ssC.gov/aivisions/investment/noaction/2011/iceclearcredit072911-

17f6.htm
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July 20, 2011

Douglas I, Scherdt, Fsq.
Associate Director and Chief Counsel

Division of Investment Management .
U8, Securities and Exchange Commission s

100 F Street, NLE,
Washington, DC 20549

Re: JCE Clear Credit LLC:
Custodyv of Margin Provided by Investment Compuaiies:
No-Action Request

Dear Mr. Scheidt:

We are writing on behalf of ICE Clear Credit LLC (formerly ICE Trust U.S. LLC) ("ICE
Credit™ or the “Clearinghouse™) to request assurance that the staff of the Division of Investment
Management (the “Staff™) will not recommend enforcement action wder Section 17(f) of the
Investment Company Act of 1940, as amended (including the rules the cunder, the “1940 Act”).
i a registered investment company (a “fund”™) or its custodian maintiins certain assets of the
fund n the custody of the Clearinghouse or the Clearinghouse’s cleariag members for purposes
of meeting the Clearinghouse’s or a clearing member’s margin requiremr ents.

We and ICE Credit appreciate the corresponding position taken in the Staft™s letter on the same
topic issued to the Clearinghouse on March 1, 2011, We and ICE Cradit also note that (a) the
Statt's March 1 letter could have expired by its terms on July 16, 2011 absent the continuing and
further relief requested hereby and (b) certain continuing and further relief was orally contirmed
by the Staffon July 15,2011

As previously described, ICE Credit’s operations recently changed Hllowing its transition to
registration with the Commodity Futures Trading Commission (“CFTC™) as a derivatives
clearing organization (a “DCO™ and with the Sccuritics and Exchange Commission (the
“Commission™) as a securities clearing agency as provided under the Dodd-Frank Wall Street
Reform and Consumer Protection Act {the “Dodd-Frank Act™). We believe that the relevant
facts and circumstances of ICE Credit’s clearinghouse operations upon this Dodd-Frank
transition (as deseribed in more detail below) continue to be approprizie for relief of the nature
extended by the Staff™s March 1 letter. We further believe that it is ¢ ppropriate to extend that
relief to the Clearinghouse’s clearing members (“Clearing Members™) that are futures

ABLY DHRBE 1 BEISNG 1 BRUSSELS 1 DUSSELDORY | FRANKFURT 1 HONG XONG | LONDON © MJLAN | MUNICH | HEW YORK
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commission merchants registered with the CFTC and/or broker-deiers registered with the
Commission.  We acknowledge. however, that the oral relief providec to the Clearinghouse by
the Staff on July 15,2011 was limited to Clearing Members when acting as futures commission
merchants, and our request for relief by this letter is similarly limited. (We look forward to
discussion with the Staff regarding the treatment of Clearing Members when acting as broker-
dealers and ask that the Statf accept our references to broker-dealers ir this letter as prospective
only and subject to turther consideration).

Without the continuing and further reliel requested, ICE Credit believ-s that access to its credit
default swaps (“CDS™) clearinghouse operations by tunds will be either blocked or significantly
reduced. which would limit the access of fund investors to a more :fficient and rationalized
market for CDS {and leave funds at a potential disadvantage to othe market participants that
already have ready access to the 1CE clearinghouse). Given the scale of the fund industry. that
outcome also inhibits the development of JCE Credit’s clearinghousc operations by leaving a
significant market segment uncovered. We also note that following the effectiveness of certain
provisions of the Dodd-Frank Act, market participants, including funds. may be required to clear
certain. DS products, in which case it will be necessary for fands to have access to
clearinghouses such as [CE Credit,

Deseription of ICE Credit - Generally

Eftective as of July 16. 2011, ICE Credit is a Delaware limited ‘iability company that is
registered as a DCO and as a securities clearing agency (*“SCA™). As such, ICE Credit is subject
to examination by the CFTC and the Commission.

ICE Credit acts as a central clearing party by accepting the rights and obligations under eligible
CDS transactions entered into with the Clearing Members and submittid to the Clearinghouse in
accordance with its rules (the “ICE Credit Rules”). Following acceptance of a 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 CDS seller. The Clearing
Member parties to a CDS transaction thus face the Clearinghouse, rether than their respective
original counterpartics, in the performance of both the seller’s and the »surchaser’s obligations in
respect of a 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 I'ad o be entered into and
performed on a bilateral basis between individual parties. Our prio letter to the Staff dated
March 1. 2017 discusses these benefits, which we and ICE Credit continue 1o find compelling. in
detail.'  The Dodd-Frank Act. including its clearing requiremerts, similarly reflects an
underlying policy in favor of facilitating the central clearing of CDS traasactions.

I Various policymakers recognize the benefits of a central clearinghouse for CDS transactions. For example, the
ICE Credit December 2009 Order, cited in the following footnote. includes a rinding by the Commission as
follows;

The Comniission has taken multiple actions designed to address concerns i tated to the market in

CDS. The over-the-counter {OTC) market for CDS has been a source of particular concern to us
[the Commission] and other financial regulators. and we have recognize ] that facilitating the

N
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Since March 2009, ICE Credit has been clearing CDS subject to a temporary conditional
exemption from clearing agency registration, together with other excmptions provided by the
Commission and the U.S. Department of the Treasury.” As of July & 2011, ICL Credit had
cleared a notional amount of $11.9 trillion of CDS on behalf of its Clea‘ing Members.”

Inttially. the clearing services of ICE Credit were limited to the clearans ¢ of proprietary positions
i CDS for Clearing Members.  Commencing December 2009, ICE Credit made available a
framework (the "Non-Member Framework™) w provide access to ICE Credit’s clearing services
to clients of Clearing Members (“Third-Party Clients™). ICE Credit’s previous March | letter to
the Staff detailed the operations ot the Non-Member Framework.! In the Staff’s March 1
response letter {and under the oral relief extended on July 13, 2011), t was the Staft’s position
that 1t would not recommend an enforcement action if a fund were tc access the Non-Member
Iramework on the same basis as other Third-Party Clients, subject to verious conditions.

establishiment of central counterparties  for UDS can play an important role in reducing the
counterparty visks inherent in the CDS market, and thus can help mitigite potential systemic
wnpact. We therefore have found that taking action to foster the prompt davelopment of central
counterparties, including granting temporary conditional exemption from ceitain provisions of the
federal securities law, 18 in the public interest,

" The Commission’s Order of March 6, 2000 provided temporary conditional exeriptions for ICE Credit and its
clearing members, effective until December 7, 2009, Order Granting Temporary E omptions Under the Exchange
Act on Behalf of ICE US Trust LLC, Exchange Act Release No. 59527 (Mar. 6, 2009) [hercinafter JCE Credit
March 2009 Order]. The Commission’s order of December 4, 2009 extended such relief until March 7. 2010
Order Extending and Modifying Temporany Exemptions Under the Exchange /.ot for 1CE Credit US. LLC,
Exchange Act Release Noo 61119, (Dec. 4. 2009) [hercinatter JCE Credit Lecember 2009 Urder]. Thg
Commission’s order of March 5, 2010 exiended such relief until November 30 2010. Order Extending argh
Maodifying Temporary Exemptions Under the Exchange Act for ICE Credit U.S. L..C. Exchange Act Release No.
61e02, (March 8, 2010} {hereinatier JCE Credis March 2010 Order]. That relief ¢: pired on July 16, 2011, Order:
Extending and Modifying Temporary Exemptions Under the Exchange Act for ICE Credit U.S. LLC, Exchange
Act Release No. 63387, (Nov. 29, 2010) [hereinalter ICE Credit November 2010 Order] From and after July 16,
2HL CE Credit is divectly regulated by the Commission as an SCA.

" The current Clearing Members are Bank of America. N.A.. Barclays Bank PLC; Barclays Capital Inc.. BNP
Paribas; BNP Paribas Securities Corp.: Citibank N,A; Citigroup Global Markets Inz.; Credit Suisse International;
Credit Suisse Sccurities (USA)Y LLC: Deutsche Bank AG, London Branch: Dsutsche Bank Securities Inc
Goldman Sachs International: Goldman, Sachs & Co.: HSBC Bank USA, N.A.; IPtorgan Chase Bark. N.A )P,
Morgan Securitics LLC: Merrill Lynch. Pierce, Fenner & Smith, Incorporated Merrill Lyanch International:
Morgan Stanley Capital Services, Inc. Morgan Stanley & Co. LLC: Nomur. International PLC, Nomura
Seeuritics International, Inc.: The Royal Bank of Scotland plc; UBS AG, London Branch; UBS Securities LLC:
and Société Géndrale. Since the March 1 letter, the Clearinghouse has admitted $ociété Générale as well as the
FOM alfiliates of various of its existing members as clearing members.

" 'We also refer to the various ICE Credit temporary exemption orders (cited at viote 2 supra), and the related request
fetters from Kevin McClear, General Counsel of ICE Credit, to the Commission wi h respect thereto (each request
fetter is a publicly available exhibit to each order). for 8 more complete description of the terms of the Non-
Member Framework. For the avoidance of doubt, only Clearing Members can dircctly access the Clearinghouse.
A tund or any other Third-Party Client wishing to access the Clearinghouse thus would have to do so under an
arrangement with one or more Clearing Members.

NYDOCSOLA 222734 251 3



As in other clearinghouses. mark-to-market margin required under the Von-Member Framework
reflects daily gains or losses on positions. A daily gain or loss on one Third-Party Client’s
position will correspond to a loss or gain on another position carried with the Clearinghouse.
Accordingly, mark-to-market margin provided by one Third-Party Clicnt would be expected to
be used by the Clearinghouse and/or Clearing Member to provide nark-to-market margin in
tavor of another Third-Party Client or Clearing Member.

We and ICE Credit believe the Non-Member Framework margining process described in the
previous letter, including the treatment of client margin on default by cne or more Third Party
Clients. is consistent with the use of client margin by typical futures cizaring organizations. As
recognized in the ICE Credit November 2010 Order, the ICE Credit Rules incorporate
protections for initial margin posted by a Third-Party Client conceptually similar to those
contemplated under Section {7(f) of the 1940 Act and related rules. In sarticular. the ICE Credit
Rules largely mirror those under 1940 Act Rule 17f-6 that enable funds to participate in central
¢learing arrangements for commodity futures and do so even more clesely following the recent
Dodd-Frank Transition,

As background. futures clearinghouses generally provide that client init-al margin may be used to
satisty fosses to the clearinghouse on client-related positions.  Rela ive to the Non-Member
Framework, client margin in som¢ futures clearing models is used U an earlier point in the
priority of sources (1.¢.. before the use of proprietary margin). In addition. the ICE Credit model
has the advantage for Third Party Clients that only a portion of Third Farty Client margin (up to -
the ICE Credit Net Customer Margin Requirement) (these terms are defined in our prior March 1
icimr‘i may be used: in some futures clearing organizations, all client initial margin may be so
used.”

*In addition, margin posted by a Third Party Client and held with ICE Credit with reipect to transactions through a
particular Clearing Member will not be used to satisfy losses (client or proprietary) from the default of a different
Clearing Member,

ICE Credit's approach is a hybrid between so-called “gross™ margining and “ne¢:”" margining models, both of
which are in wide use by futures clearinghouses. In a “gross™ model, a Clearing Mi mber is required 10 post to the
clearinghouse the full amount of margin posted by its clients. without taking into a -count any offsetting positions
held by other clients. In a “net” model, by contrast, the Clearing Member is only 12quired to post the net margin
requirement for all client positions, taking into account positions of one client that ray offset the risk of positions
of other clients. The 1CE Credit mode! requires the posting to the clearinghouse of the gross margin for all Third
Party Clients, but ICE Credit is only allowed to use that margin up to the ICE Credit Net Customer Margin
Requirement (which is the amount that would be posted in the “net” model). “he ICE Credit Net Customer
Margin Requirement cannot exceed the “gross™ margin required of Third Party Ciients, and to the extent Third
Party Clients of a Clearing Member have offsetting positions (g.g.. one Third Part+ Client has bought protection
on i specified index with a particular tenor, and another Third Party Client has sob. protection on that index with
the same tenor), the [CE Credit Net Customer Margin Requirement will be icwer than the gross margin
requitement. Although the exact level of the 1CE Credit Net Customer Margin kequirement {and the extent to
which it is less than the gross margin requirement) will depend on the specific contnt of the cleared portfolios of
Third Party Clients at any given time, the approach is, by definition, more favoraile to Third Party Clients than
the pure gross margining approach used by some clearinghouses.

MYDOCSDIN22273 251 4



Dodd-Frank Transition

Fhe Commission and the CFTC have delayed implementation of various requirements of the
Dodd-Frank Act with respect to derivatives bevond their expected Jul 2 16, 2011 eftective date.
among other reasons, to minnmize unnecessary disruption and costs to he derivatives markets as
final rules implementing the Dodd-Frank Act are adopted.® Regardlzss, upon that date. ICE
Credit automatically became a DCO registered with the CFTC and a : ecurities clearing agency
registered with the Commission. This transition in status is referred to throughout this letter as
the “Dodd-Frank Transition.” The position sought by ICE Credit from the Staff under this letter
{and confirmed orally by the Staft on July 13, 2011) relates solely t¢ periods on and after the
Dodd-F'rank Transition. '

Following its registration as a DCO. ICE Credit is regulated by the CFIC and subject to the 18
Core Principles set forth in Section Sb(¢)(2) of the Commodity Exchange Act. As such, it 18
subject to regular audits or risk reviews by the CFTC based on the Core Principles. It also is
subject to regulation by the SEC under the requirements applicatle to securities clearing
agencies.

In additon, following implementation of relevant rulemaking, tle laws and regulations
applicable w ICE Credit and its Clearing Members will require that any Clearing Member that
purchases. sells, or holds CDS positions for others (including for funds; must be registered as a
futures commission merchant (“FCM™) with the CFTC for CDS that a-e swaps and/or a broker-
dealer or security-based swap dealer registered with the Commission 1or CDS that are sceurity-
based swaps. Accordingly, ICE Credit has admitted FCMs and bioker-dealers as Clearing
Members. commencing July 16, 2011,

As a result, certain aspects ot the Non-Member Framework reflect the use of FCM and broker-
dealer clearing members for customer business rather than the exiiting financial institution
clearing members. Notably, clearing members will hold margin assets of Third Party Clients in
scgregation as required for margin of swap customers in new Sectior 4d(f) of the Commaodity
Fxchange Act and new Section 3E(b) of the Securities Exchange Act »f 1934, as amended (the
“Exchange Act™). once such requirements are effective.  Prior to ¢ Tectiveness of such new
segregation requirements, clearing members will hold margin assets »f Third Party Clients in
segregation under the cleared OTC derivative account class pursuant to Part 190 of the CHTC
regulations and related rules of the Clearinghouse, which establish segregation requirements
equivalent to those applicable to futures positions. (Again, we acknow ledge 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 a broker-dealer in
respect of the Clearinghouse until a framework implementing clearing, of security-based swaps
by broker-dealers is agreed, which framework will require further action by the Commission
and/or its Staff))

" See Eftective Date for Swap Regulation, 76 Fed. Reg. 42508 (July 19, 2011} (CFTU); Temporary Exemptions and
Other Temporary Reliel, Together With Information on Compliance Dates for Now Provisions of the Securities
Exchange Act of 1934 Applicable to Security-Based Swaps, 76 Fed. Reg. 362¢7 (June 22, 2011) (SEC) (the
“Effective Date Orders™).

L 43
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Applicable Law

Section 17¢1) ol the 1940 Act and the rules promulgated thereunder in pose certain requirements
on funds with respect to the custody of their tinancial assets. In rela ton to such requirements.
the fegislative history evidences a Congressional objective of ensurin; that fund assets are held
by a financially sceure entity with sufficient safeguards against riisappropriation.”  Under
Section 17(). a fund’s assets generally must be held. subject w0 rules and regulations
promulgated by the Commission. by (1) banks meeting certain ninimum asset levels. (2)
members of a national securities exchange, (3) a national sccuritics cepository. or (4) the fund
self’

Regulatory guidance is available concerning whether particular types of margin are considered
tund assets. In the context of fund trading of futures contracts, the “ommission and the Staff
have indicated that a fund’s initial margin payments are fund assets and therefore must be
maintained 0 a manner that complies with Scction 17(0.Y  The Crmmission. however, has
drawn a distinction between initial margin and variation margin. Variction margin. referred to in
the ICE Credit Rules as “mark-to-market margin,” consists of margiy. payments required 1 be
paid due to losses on a party’s position.” These payments, when niade by a fund. represent
payments for liabilities of the fund and are therefore not fund asse s.'”  Accordingly. unlike
mitial margin. variation margin paid by a fund is not subject to Seciion 17(f)’s requirements,
although minal margin received by a fund is subject to Section 17(f),

As alrcady outlined, the Commission’s Rule 17f-6 permits a fund t¢ deposit initial margin in
respect of its commodity futures transactions with an FCM and for such margin to be held either
by the FCM or a commodity clearing organization. Commodity fuures investors generally
mitiate their trades by posting margin directly with an FCM, which thon posts that margin either
dircedy 10 a commodity clearing organization or with one or mcre other FCMs that will
subscquently effect the transaction through the clearing organization. This is substantially the
same model that exists for CDS transactions initiated with ICE Credit’s Clearing Members.

Rule 171-6 specifically permits funds to participate in such transact ons and has been widely
relied upon. Rule 17f-6 states that: (1) a fund may maintain custocy of cash, securities, and
similar investments with any unaffiliated person registered as an FCM as necessary to effect the
tund’s transactions in exchange-traded futures contracts and commodit 7 options, and (2) an FCM
may post the margin received from the fund with a commodity clearivg organization or another
FOM as necessary to effect the fund’s transaction.

Investisent Trusts and Investment Companies: Hearings on $ 3580 before a Subcomm. of the Senate Comm. on
Banking and Currency, 76™ Cong.. 3d Sess. 264 (19403,

* Custody of investment Company Assets with Futures Commission Merchats and Commodity Clearing
Organizations, Investment Company Release No, 20313 (May 24, 1994) fher:inafter Rule /746 Proposing
Releuse]: Delta Government Options Corp. (pub. avail. Sept. 27, 1990).

“ Rule 171-6 Proposing Release at notes 57, 74.

"
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Analysis

Under the guidance applicable to futures, initial margin required to be posted by a fund in respect
of CDS transactions submitted for clearing to ICE Credit would constitute fund assets and
therefore must comply with the custody requirements of Section 17(f) of the 1940 Act. On the
other hand. what the ICE Credit Rules refer to as “mark-to-market mai zin™ constitutes variation
margin, and. in accordance with guidance from the Commission and th: Staff, such margin does
not constitute fund assets.

The operations of the Clearinghouse and the Clearing Members resemt le a number of permitied
custody arrangements, but we and 1CE Credit were and are concerned that there is sufficient
ambiguity that - absent continuing interpretive or no-action guidanc: like that in the Staff’s
March 1 letter and requested here ~ funds will be slow to adopt use of he Clearinghouse or will
seek unduly cumbersome custody arrangements in doing 0. As we s ated previously. the “tri-
party” arrangements frequently relied upon in some margin contexts o not appear to otfer an
effective solution.

Of the various potential custody arrangements allowed by the 1940 Act, the Clearinghouse’s
structure appears to us to best approximate arrangements for FCMs and commodity clearing
organizations already approved for custody of fund assets under Rule 17f-6. In particular. [CE
Credit's clearing structure replicates key protections available to funds under Rule 171-6.
Relevant protections include:

* The requirement that Clearing Members document their relat onship with Third-Party
Clients under a written contract (ICE Credit Rule 406(a)):

» Capital and other requirements for Clearing Members, including a rigorous Clearing
Member application process maintained by the Clearinghouse (I °F Credit Rule 201):

¢ Scgregation and transfer of margin of Third-Party Clients o the ICE Credit client
omntbus margin account (ICE Credit Rule 406(b)-(d),);

¢ Right of Third Party Clients to the return of their initial and var ation margin (ICE Credit
Rules 402 and 406 )

e Recordkeeping by Clearing Members of transactions and margin of Third Party Clients
(ICE Credit Rules 310 and 406(h) - as further described below).

Under Rule 171-6. a fund’s margin is protected through the segregatior: requirements of Scetion
dd(a) of the Commodity Exchange Act and rules thereunder. Under these requirements, client
assets provided as margin must be held in a manner segregated from the FCM's own assets. Use
ol such assets by the FOCM is restricted. although client assets may be 1sed to satisfy the FCM’s
margin obligations with respeet to client transactions with a relevant derivatives clearing
organization.  As described in Rule 17(-6(a)(1)(i1), FCMs may only hold client assets wig\
another FOM, a clearing organization, or a U.S. or foreign bank. g?

These rule provisions are satistied in the course of ICE Credit’s operaticns in that ICE Credit and
the Clearing Members are subject to the parallel rules and regulations under the cleared OTC
derivative account class {and, when effective, Commodity Exchang: Act Section 4d(f) and
Exchange Act Section 3E(b)) , although positions and margin will be held in the account class
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for swaps rather than the futures account class.'’ Likewise, Rule 17f-5(a)(1)iii)

rules and Rule 17f-6(a)2) treatment of daily excess margin and related account documentation
and practices would be satistied in that ICE Credit and the Clearing Mambers will be subject to
the FCM rules and regulations referred to by each of those paragraphs o " the rule.

Rule 171-6(a)3) also requires that funds withdraw assets from a Rule 1 74-6 custody arrangement
as s00n as practicable after determining that the arrangement no longer ineets the requirements of
Rule 17f-6. To comply with this requirement. we expect that funds will incorporate a process 10
monitor their arrangements with 1CE Credit and the Clearing Memboers that is substantially
similar to the proecesses already in place throughout the industry n respect of FCM and
commuodity clearing organization custody arrangements.

We also represent that the manner in which a Clearing Member will ma ntain a fund’s assets will
he g&vcmcd by a written contract between the fund and the Clearing Member, which provides
that: =

o The Clearing Member will comply with the requiremen s relating to the separate
ireatment of customer funds and property, which specify the substantive
requirements for the wreatment of cleared OTC derivatives in the OTC derivatives
account class prior o any hankruptcy:”

The Clearing Member may place and maintain the fund s assets as appropriate to
effect the fund’s cleared CDS transactions through the Clearinghouse and in
accordance with the CEA and the CFTC's rules thereunder, and will obtain an
acknowledgement, as required under CFTC Rule 1.20(a:, as applicable, that such
asscts are held on behalf of the Clearing Member’s customers in accordance with
the provisions of the CEA:"™

O

o The Clearing Member will promptly furnish copies of o extracts from its records
or such other information pertaining to the fund’s a¢sets as the Commission

"' As noted above, prior to the effectiveness of the segregation requirements under CE A Section 4d(f) and Exchange
Act Section 3E(b), margin assets of Third Party Clients will be maintained in the cleared OTC derivative account
class under Part 190 of the CFTC rules and the Clearinghouse rules.  In accordance with the CFTC’s
requirements. the ICE Credit Rules for the cleared OTC derivatives account class morror the provisions of Section
4d of the CEA and CFTC regulations with respect to the futures account class (fe, 7 C.F.R §§ 1.20, et seq.),
inchuding but not limited to the separate treatment of customer positions and properry from the Clearing Member's
posttions and property. (ICE Credit Rule 406(dY)

" See Rule 178-6(a) 1) under the 1940 Act.

merchants and derivatives clearing organizations regarding the treatment of ¢ eared swaps customer
contracts (and refated collateral) and confonming amendments to the commocity broker bankruptey
provisions. Sge 76 Fed. Reg. 33818 (June 9, 2011). The Clearing Members vill comply with these
requirements upon their effectiveness.

7 See Rule 176-6(a)(1 i) under the 1940 Act. Under CFTC Rule 1.20(a), an acknow edgement need not be
obtained from a 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 provisions of the CEA and the
rules thereunder, of all funds held on behalf of customers.
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threugh its employees o agents may request:’

Any gains on the Fund's transactions, other than de runimis amounts. may be
maintained with the Clearing Member only until the ne <t business day following
receipt:'® and '

&)

o The Fund has the ability to withdraw its assets from the Clearing Member as soon
as reasonably practicable if the custodial arrangement no longer meets the
foregoing requirements. "’

Despite those similarities to the Rule 171-6 structure, however, Rule 1716 may not be viewed as:
directly available to funds wishing to access the Clearinghouse. This is because Rule 171-6 is,
avatlable only 1 respect of instruments that are: &

..commeodity futures contracts, options on commodity futures contracts. and options on
physical commoditics traded on or subject to the rules of: (i) Any contract market

designated for trading such transactions under the Commodity Lxchange Act and the ;
rules thereunder: or (i1) Any board of trade or exchange outside the United States. as s
contemplated in Part 30 under the Commodity Exchange Act. j

[t is not ¢lear that a CDS or other cleared swaps would be a qualified 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 of good custody established by Congress and the Commission in
Section 17¢1) of the 1940 Act and the rules thereunder. Based on the facts and circumstances
described above, we believe ICE Credit is a proper candidate for the recuested no-action relief.

We also would appreciate that any letter from the Staff in this rega ¢ confirm the oral relief
extended to ICE Credit and its Clearing Members on July 15, 2011, F nally. we understand that
the Staft expects to reconsider these matter after December 31, 2011 We reiterate our belief,
expressed in our March 1 letter that any “break” in the availability to funds of the.
Clearinghouse’s facilities would be disruptive and should be avoided.

¥
-
yee Rule 176603 1315 under the 1940 Act,
" See Rule 171-6(a)(2) under the 1940 Act.
i"‘ Sce Rule 1756(a) 37 under the 1940 Act.
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ok ok

Thank you for your consideration. If for any reason the Staff is cor sidering declining to issue
guidance along the lines requested, we and ICE Credit would ¢sk that we be given the
opportunity 1o further discuss our request with you at that time.

I am available at 212-848-4668 or ngreenc/@shearman.com. My pa tner Geoffrey Goldman is
also familiar with these matters and is at 212-848-4867 or geoftrey.go dmanieshearman.com.

Sincerely,

AP . p i
P ? € 3 S A st

Nathan J. Greene



