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June 25, 2013 

Via Electronic Mail    
 

Mr. John Ramsay 

Acting Director of Division of Trading and Markets 

Securities and Exchange Commission 

100 F Street, NE  

Washington, DC  20549–1090 

 

Re:  Discussion of Legal Segregation with Operational Commingling Model related to 

Proposed Rules on Cleared Security-Based Swap Segregation Requirements for 

Security-Based Swap Dealers and Major Security-Based Swap Participants 

Dear Mr. Ramsay: 

In response to your request at our meeting on May 21, 2013, Managed Funds Association 

(“MFA”)
1
 welcomes the opportunity to provide you with additional detail on the legal 

segregation with operational commingling (“LSOC”) model adopted by the Commodity Futures 

Trading Commission (“CFTC”) in its final segregation rules for cleared swaps (“CFTC Final 

Segregation Rules”).
2
  We hope that by assisting you with understanding the benefits

3
 as well as 

the operational and legal aspects of LSOC,
4
 it will encourage the Securities and Exchange 

Commission (the “Commission”) to: 

                                                 
1
 Managed Funds Association represents the global alternative investment industry and its investors by advocating 

for sound industry practices and public policies that foster efficient, transparent and fair capital markets.  MFA, 

based in Washington, DC, is an advocacy, education and communications organization established to enable hedge 

fund and managed futures firms in the alternative investment industry to participate in public policy discourse, share 

best practices and learn from peers, and communicate the industry’s contributions to the global economy.  MFA 

members help pension plans, university endowments, charitable organizations, qualified individuals and other 

institutional investors to diversify their investments, manage risk and generate attractive returns.  MFA has 

cultivated a global membership and actively engages with regulators and policy makers in Asia, Europe, North and 

South America, and all other regions where MFA members are market participants. 

2
 See CFTC final rule on “Protection of Cleared Swaps Customer Contracts and Collateral; Conforming 

Amendments to the Commodity Broker Bankruptcy Provisions”, 77 Fed. Reg. 6336 (February 7, 2012), (“CFTC 

Final Segregation Rule Release”), available at: http://www.gpo.gov/fdsys/pkg/FR-2012-02-07/pdf/2012-1033.pdf.   

3
 See MFA Letter to the Commission on the Proposed Rules, dated February 22, 2013, available at: 

http://www.sec.gov/comments/s7-08-12/s70812-28.pdf, in which we explain that LSOC mitigates “fellow customer 

risk” and enhances the portability of customer positions and assets to a greater extent than omnibus segregation. 

4
 Please note that the much of the explanation of the LSOC model comes from the CFTC Final Segregation Rule 

Release as well as the CFTC notice of proposed rulemaking on “Protection of Cleared Swaps Customer Contracts 

and Collateral; Conforming Amendments to the Commodity Broker Bankruptcy Provisions”, 76 Fed. Reg. 33818 

(June 9, 2011), “CFTC Proposed Segregation Rule Release”), available at: http://www.gpo.gov/fdsys/pkg/FR-

2011-06-09/pdf/2011-10737.pdf.  

http://www.gpo.gov/fdsys/pkg/FR-2012-02-07/pdf/2012-1033.pdf
http://www.sec.gov/comments/s7-08-12/s70812-28.pdf
http://www.gpo.gov/fdsys/pkg/FR-2011-06-09/pdf/2011-10737.pdf
http://www.gpo.gov/fdsys/pkg/FR-2011-06-09/pdf/2011-10737.pdf
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(1) Harmonize its proposed rules (the “Proposed Rules”)
5
 on segregation of 

collateral for cleared security-based swaps (“SBS”) with the CFTC Final 

Segregation Rules by adopting LSOC as the default segregation model;
6
  

(2) Permit a customer to waive LSOC protections and elect omnibus segregation for 

its cleared SBS; and 

(3) Preserve the option to implement an optional individual segregation model for 

cleared SBS collateral in the future. 

Our members are customers to security-based swap dealers (“SBSDs”) and major 

security-based swap participants
7
 and our members are fiduciaries to the investors whose money 

they manage.  Therefore, MFA appreciates that in developing the Proposed Rules, the 

Commission sought to protect customers and their collateral from the SBSDs’ default by 

facilitating the prompt portability and return of customer property upon an SBSD’s default.
8
  

However, we believe that customers should have a default segregation option that safeguards 

their cleared SBS customer collateral not only from an SBSD’s default but also from the default 

of another customer of an SBSD (i.e., “fellow customer risk”).
9
  Thus, we support LSOC as the 

default segregation model for cleared SBS collateral with an optional omnibus segregation 

election to allow customers to choose the protection level that they feel is appropriate, while also 

ensuring that they will have adequate protection of their assets from both fellow customer risk 

and SBSD default risk. 

I. Operational Aspects of LSOC 

A. General Commingling of Customer Collateral 

Operationally, LSOC and omnibus segregation are identical in that each FCM and DCO 

is permitted to commingle all customer collateral in one account.
10

  In addition, each FCM and 

                                                 
5
 Commission proposed rules on “Capital, Margin, and Segregation Requirements for Security-Based Swap Dealers 

and Major Security-Based Swap Participants and Capital Requirements for Broker-Dealers”, 77 Fed. Reg. 70214 

(November 23, 2012), available at: http://www.gpo.gov/fdsys/pkg/FR-2012-11-23/pdf/2012-26164.pdf (“Proposed 

Rule Release”). 

6
 In describing LSOC, we will explain how it currently works in the cleared swaps context.  We understand that 

there may be some changes may be necessary if the Commission implemented LSOC for cleared security-based 

swaps, in particular, due to the application of the regime under the Securities Investor Protection Act of 1970. 

7 
These terms have the meanings set forth in the Commission and CFTC joint final rule; joint interim final rule; 

interpretations on “Further Definition of ‘Swap Dealer,’ ‘Security-Based Swap Dealer,’ ‘Major Swap Participant,’ 

‘Major Security-Based Swap Dealer’ and ‘Eligible Contract Participant’”, 77 Fed. Reg. 30596 (May 23, 2012), and 

corrected by 77 Fed. Reg. 39626 (July 5, 2012), available at: http://www.gpo.gov/fdsys/pkg/FR-2012-05-

23/pdf/2012-10562.pdf.  

8
 See Proposed Rule Release at 70274. 

9
 “Fellow customer risk” is the risk that a derivatives clearing organization (“DCO”) uses assets of a futures 

commissioner merchant’s (“FCM”) non-defaulting customers to satisfy losses of that FCM’s defaulting customer in 

the event that those losses exceed the margin assets of the defaulting customer and the FCM. 

10
 See CFTC Final Segregation Rule Release at 6339-40, 6351 and 6354. 

http://www.gpo.gov/fdsys/pkg/FR-2012-11-23/pdf/2012-26164.pdf
http://www.gpo.gov/fdsys/pkg/FR-2012-05-23/pdf/2012-10562.pdf
http://www.gpo.gov/fdsys/pkg/FR-2012-05-23/pdf/2012-10562.pdf
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DCO has to ensure that such customer account is separate from any account holding FCM, DCO 

or other class of customer property.
11

  The distinction between LSOC and omnibus segregation is 

that, under LSOC, each FCM and DCO enters (i.e., segregates), in its books and records, the 

cleared swaps positions and collateral of each individual customer, and ensures that such entries 

are separate from entries indicating obligations of the FCM, DCO or any other category of FCM 

customer.
12

 

B. Location and Naming of Accounts 

Under LSOC, a DCO or FCM must segregate all collateral received from cleared swaps 

customers and adopt one of two methods to hold the collateral: (1) hold the collateral itself, or 

(2) deposit it in one or more accounts at a permitted depository
13

 that hold solely collateral of 

cleared swaps customers.
14

  Under the first method, where the DCO or FCM holds the collateral 

itself, LSOC requires the DCO or FCM to: 

(1) Physically separate such collateral from its own property (and in the case of the 

DCO, the property of any FCM or any other person that is not a cleared swaps 

customer of an FCM); 

(2) Clearly identify each physical location (“Physical Location”) in which it holds 

such collateral as a “Location of Cleared Swaps Customer Collateral”; 

(3) Ensure that each such Physical Location provides appropriate protection for such 

collateral; and 

(4) Record in its books and records the amount of such collateral separately from its 

own funds (and in the case of the DCO, separate from the funds of any FCM, and 

the funds of any other person that is not a cleared swaps customer of an FCM).
15

 

Under LSOC, the second method of holding cleared swaps customer collateral permits 

the FCM or DCO to hold it outside of itself at a permitted depository.
16

  In such circumstance, 

the DCO or FCM must ensure that the name of each account it maintains with a permitted 

depository to hold cleared swaps customer collateral clearly: (1) identifies the account as a 

“Cleared Swaps Customer Account”, and (2) indicates that the collateral is “Cleared Swaps 

                                                 
11

 See id. 

12
 See id. 

13
 See id. at 6375, Final Rule 22.4(a), which defines a “permitted depository” as: (1) a bank located in the United 

States; (2) a trust company located in the United States; (3) a collecting FCM registered with the CFTC (but only 

with respect to a depositing FCM providing cleared swaps customer collateral); or (4) a DCO registered with the 

CFTC. 

14
 See id. at 6373-4. 

15
 See id. 

16
 See id. 
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Customer Collateral” subject to segregation in accordance with applicable CFTC regulations.
17

  

In addition, to ensure that, under LSOC, the U.S. insolvency regime embodied in Chapter 7 of 

the Bankruptcy Code and Part 190 of the CFTC regulations will apply to the defaulted FCM’s 

customers, each DCO or FCM must designate the U.S. as the site (i.e., the legal situs) of the 

Physical Location and the cleared swaps customer account.
18

 

C. Related Information Flows 

LSOC, unlike the omnibus model, requires individualized accounting of customer 

positions and collateral.  As a result, the flow of information between the FCMs and DCOs is 

critical to its proper functioning and the related customer protections.  Under LSOC, each FCM 

must separately calculate and record, no less frequently than once each business day, the amount 

of collateral required for each individual cleared swaps customer as well as for all relevant 

cleared swaps customers.
19

 Then, each DCO must obtain on, at least, a daily basis
20

 from each of 

its FCM clearing members the information necessary for risk management (i.e., information 

sufficient to identify the portfolio of rights and obligations belonging to an FCM’s customers 

with respect to their cleared swaps).
21

  LSOC does not require a DCO to monitor the amount of 

collateral that each customer posts on its cleared swap positions.
22

  Rather, the DCO must take 

appropriate steps to verify that its FCM clearing members are using appropriate systems and 

procedures to track and report accurate information to the DCO.
23

     

II. LSOC Mechanics upon FCM Default 

The mechanics of LSOC in the event of an FCM’s default vary depending on whether the 

FCM’s default results from: (1) independent financial, operational or investment issues at the 

FCM, or (2) a customer shortfall or default (a “Double Default”).  Please find below a brief 

description of what occurs under LSOC in the case of each such default. 

A. FCM Independent Default 

An FCM’s default may result from various issues that are unrelated to any customer 

activity.  For example, an FCM may experience independent financial difficulties or financial 

difficulties that result from issues at its corporate parent or affiliate.  In addition, an FCM’s 

default may arise from a shortfall in the customer account due to: (1) FCM negligence, misuse, 

                                                 
17

 See id. at 6355. 

18
 See id. 

19
 See id. at 6358. 

20
 Since FCMs must provide information at least once a day, DCOs have the ability to require that FCMs provide the 

necessary information about customer positions and collateral more frequently. 

21
 See CFTC Final Segregation Rule Release at 6356. 

22
 See id. at 6357. 

23
 See id. 
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misappropriation, fraud, etc., or (2) losses resulting from permitted investments of customer 

collateral. 

In the case of such FCM independent default, the protections and mechanics of LSOC 

and omnibus segregation are identical.  Under both LSOC and the omnibus model, a DCO can 

transfer positions and collateral of a defaulted FCM’s customers to willing, non-defaulted FCMs, 

or in the alternative, the DCO may liquidate the customer collateral and return it to the 

liquidation trustee (“Trustee”).
24

   

In addition, as with omnibus segregation, under LSOC, such an independent FCM default 

results in customer positions and collateral being treated as “customer property”
25

 under Section 

766(h) of the Bankruptcy Code.  As a result, any transfers by the DCO to a non-defaulting FCM 

or collateral delivered to the Trustee are limited to each customer’s pro rata share.
26

  Therefore, 

under both LSOC and the omnibus model, to the extent an FCM independent default results in a 

shortfall, “each customer will ultimately receive the same cents-on-the-dollar proportion of the 

value of the customer’s account”.
27

 

However, the benefit of LSOC as compared to omnibus segregation is that it enhances 

portability or customer collateral and positions
28

 because LSOC requires the FCM to provide to 

the DCO on a daily basis information about each customer and their individual positions.
29

  Prior 

to the FCM’s default, such failure to provide that report on a daily basis may be an indication to 

the DCO and the FCM’s customers (to the extent customers are aware of such failure to report) 

that the FCM is in operational difficulty, which the omnibus model may disguise for months.  In 

addition, upon the FCM’s default but prior to the commencement of an insolvency proceeding,
30

 

each of its DCOs will have the necessary customer-by-customer information to facilitate and 

implement prompt of the customers’ collateral and positions.
31

  

                                                 
24

 See id. at 6340. 

25
 11 U.S.C. §766(h) provides, in relevant part, that “the trustee shall distribute customer property ratably to 

customers on the basis and to the extent of such customers’ allowed net equity claims, and in priority to all other 

claims, except claims of a kind specified in section 507(a)(2) of this title that are attributable to the administration of 

customer property.” 

26
 See CFTC Final Segregation Rule Release at 6340. 

27
 Id. 

28
 See MFA Letter to the Commission on the Proposed Rules, dated February 20, 2013, at 26-7, available at: 

http://www.sec.gov/comments/s7-08-12/s70812-28.pdf (“MFA Letter”), where we explain why it is important for 

the Commission to facilitate portability to, among other things, minimize any disruption or dislocation in the cleared 

SBS market and limit other problems resulting from interconnectedness with the insolvent SBSD. 

29
 See CFTC Final Segregation Rule Release at 6340. 

30
 We note that LSOC has not yet been tested in an FCM bankruptcy scenario or been subjected to challenge in a 

Bankruptcy Court proceeding. 

31
 See CFTC Final Segregation Rule Release at 6340. 

http://www.sec.gov/comments/s7-08-12/s70812-28.pdf
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B. FCM Default Due to Customer Default 

In the case of a Double Default, LSOC functions and protects customers differently than 

omnibus segregation.   

As mentioned above, under omnibus segregation, there is no daily FCM reporting of 

customer positions and collateral.  Moreover, in a Double Default, the DCO has recourse to all 

collateral of non-defaulting customers, and thus, the DCO could use the entirety (or as much as 

necessary) of the FCM’s customer account (i.e., funds of non-defaulting customers) to satisfy the 

defaulting customer’s loss or the shortfall in the customer account.
32

  To meet such loss, the 

DCO is permitted to liquidate customer positions, which might take days to accomplish, and then 

would transfer any remaining customer collateral to the Trustee.
33

  As in the case of an 

independent FCM default, the omnibus model results in such customer collateral being treated as 

“customer property” under the Bankruptcy Code, and subject to pro rata distribution.
34

 

The lack of FCM daily reporting and this liquidation process hampers portability under 

the omnibus model.  Specifically, it is difficult for customers to transfer their positions and 

collateral because the DCO lacks the necessary information to determine which: (1) customers 

were in default; (2) positions belonged to defaulting customers; and as a result, (3) customer 

positions and collateral the DCO should not transfer.
35

  Therefore, the DCO is unlikely to release 

non-defaulting customer collateral until it has completely liquidated the portfolio of the 

defaulting FCM and its customers.
36

  “This retention effectively would freeze non-defaulting 

customers’ accounts, rather than allowing customers to move them to another FCM.”
37

 

In contrast, a key benefit of LSOC as compared to omnibus segregation is that it 

eliminates fellow customer risk.
38

  Specifically, prior to the Double Default, the FCM protects 

against such fellow customer risk by ensuring that the DCO holds cleared swaps customer 

collateral, the value of which equals or exceeds the value of all collateral the FCM has received 

to secure the customers’ positions.
39

  In addition, following the Double Default but prior to the 

commencement of an insolvency proceeding, LSOC prohibits a DCO from accessing the 

collateral belonging to non-defaulting customers of an FCM to satisfy any losses or shortfalls in 

the customer account associated with a default by another customer of that FCM.
40

  Instead of 

                                                 
32

 See id. 

33
 See id. 

34
 See id. 

35
 See id. 

36
 See CFTC Proposed Segregation Rule Release at 33827. 

37
 Id. 

38
 See MFA Letter at 25-6, where we explain: (1) that elimination of fellow customer risk is critical because an 

important benefit of central clearing is the reduction of credit risk to parties when entering into SBS, and (2) the 

difficulty customers’ face in determining and mitigating fellow customer risk. 

39
 See CFTC Final Segregation Rule Release at 6339. 

40
 See id. 
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using non-defaulting customer collateral to satisfy the shortfall, the DCO may transfer non-

defaulting customer collateral and positions to a solvent FCM, liquidate all of the customer 

positions of the defaulting FCM, or deliver the collateral to the Trustee.
41

 

An additional benefit of the DCO being unable to access non-defaulting customer 

collateral is that, in the case of a Double Default under LSOC, it enhances the DCO’s ability to 

transfer customers’ positions and collateral to a greater extent than omnibus segregation.  Under 

LSOC, all collateral of non-defaulting customers would be immediately available for DCO 

transfer.
42

  Moreover, as mentioned above, the defaulting FCM’s DCOs would have information 

as to each customer’s collateral and positions that was current as of at least the prior business 

day.  Therefore, non-defaulting customers would have greater certainty than under the omnibus 

model that all their collateral was properly accounted for and being transferred without delay.
43

 

However, as in the case of an independent FCM default, Section 766(h) of the 

Bankruptcy Code requires the pro rata distribution of customer property in an LSOC Double 

Default.
44

  Therefore, untransferred collateral attributable to the non-defaulting cleared swaps 

customers would still be available for, and subject to, such distribution by the Trustee following 

the FCM’s default and commencement of an insolvency proceeding.
45

      

III. Operational Costs of LSOC 

When the CFTC was considering whether to adopt LSOC, commenters estimated that an 

FCM would incur upfront operational costs of $1 million and ongoing operational costs of 

$700,000 to implement LSOC.
46

  However, at that time, many clearinghouses and dealers were 

implementing LSOC anew.  Many DCOs and FCMs regulated by the CFTC will be dually-

registered as clearing agencies or SBSDs with the Commission.  As a result, many of the 

impacted clearinghouses and dealers already have incurred the infrastructure and other costs 

related to implementing LSOC and have knowledge of the operational and legal aspects it 

requires.  Thus, we believe the costs of mandating LSOC as the default model for cleared SBS 

collateral would be modest for most of those entities.  

MFA recognizes that it is possible that registered clearing agencies or SBSDs (whether 

dually-registered or not) may incur new or additional costs due to LSOC.  However, our 

members have fiduciary obligations to the investors in their funds, and consequently, must act in 

the best interests of those investors.  Given the losses in assets and investor confidence that our 

members suffered the recent events related to MF Global, Inc. and Peregrine Financial Group, 

                                                 
41

 See id. 

42
 See id. at 6340. 

43
 See id. 

44
 See id. at 6339-40. 

45
 See id. 

46
 See CFTC Proposed Segregation Rule Release at 33823.  See also CFTC Final Segregation Rule Release at 6368. 
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Inc.,
47

 any additional costs attributable to LSOC as compared to omnibus segregation seem 

negligible to many of our members and are costs that they are willing to bear.  For those 

customers that determine that they do not want to incur these costs to receive the additional 

protections, they could still waive into omnibus segregation, but only upon the customers’ 

affirmative choice to forego these protections.  Accordingly, we believe that providing an LSOC 

option enhances customer protection, which is a key objective of Rule 15c3-3 under the 

Securities Exchange Act of 1934, as amended, and the Commission’s proposed amendments. 

**************************** 

MFA appreciates the opportunity to provide further details on LSOC for the 

Commission’s consideration related to finalizing rules of segregation of collateral for cleared 

SBS.  We would welcome the opportunity to discuss our views on LSOC or the Proposed Rules 

in greater detail.  Please do not hesitate to contact the undersigned or Carlotta King at (202) 730-

2600 with any questions the Commission, the Division or their staffs might have on this letter. 

Respectfully submitted, 

   

/s/ Stuart J. Kaswell 

 

Stuart J. Kaswell 

Executive Vice President, Managing Director & 

General Counsel 

 

cc:  The Hon. Mary Jo White, Chair 

The Hon. Elisse B. Walter, Commissioner 

The Hon. Luis A. Aguilar, Commissioner 

The Hon. Troy A. Paredes, Commissioner 

The Hon. Daniel M. Gallagher, Commissioner 

 

Michael A. Macchiaroli, Associate Director, Division of Trading and Markets 

Thomas K. McGowan, Deputy Associate Director, Division of Trading and Markets 

Randall W. Roy, Assistant Director, Division of Trading and Markets 

                                                 
47

 See Complaint, U.S. Commodity Futures Trading Commission v. Peregrine Financial Group, Inc., and Russell R. 

Wasendorf, Sr., No. 12–cv–5383 (N.D. Ill. July 10, 2012), available at: 

http://www.cftc.gov/ucm/groups/public/@lrenforcementactions/documents/legalpleading/enfpfgcomplaint071012.p

df.  See also Report of the Trustee’s Investigation and Recommendations, In re MF Global Inc., No. 11– 2790 (MG) 

SIPA (Bankr. S.D.N.Y. Jun. 4, 2012), available at: 

http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/mfglobaliinvestreport060412.pdf.   

http://www.cftc.gov/ucm/groups/public/@lrenforcementactions/documents/legalpleading/enfpfgcomplaint071012.pdf
http://www.cftc.gov/ucm/groups/public/@lrenforcementactions/documents/legalpleading/enfpfgcomplaint071012.pdf
http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/mfglobaliinvestreport060412.pdf

