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Washington, DC 20581

Dear Ms. Warfield,

Frontier Futures, Inc. respectfully submits thismooent to the Commodity Futures Trading
Commission in response to proposed rule changesr tine title: Enhancing Protections

Afforded Customers and Customer Funds HldFrutures Commission Merchants and Derivatives
Clearing Organizations. Frontier Futures, In@ @mall lowa based FCM that primarily does
business with hedgers in the agricultural markgte believe the intent of these proposed rules is
correct and a number of these rules will in fadtaarce the safety of customer funds in the markets
regulated by the CFTC, but are concerned that srtiee rules will adversely affect small to mid-
sized FCMs and limit or deny access to the futaraskets for many of the customers that we serve.

The purpose of these Customer Protection Rule @saisgo protect customer segregated funds
from loss due to undersegregation. There have aeember of highly publicized failures by
Futures Commission Merchants in the past sevembkyeesulting in loss of funds by customers
of those FCMs that should have been protected wetgegation rules. All of these cases
involved fraud or malfeasance on the part of th&F@d a failure to follow the rules and
regulations regarding keeping the proper amoufuruds in segregation. However, many of the
proposed rules are aimed at increasing the amequired by FCMs to hold in segregation
rather than preventing improper withdrawals fromregation. The focus for rule changes
should be on enforcement and confirmation of cumelles and requirements. If this were done,
none of these failures could have occurred to xtené that they occurredAll FCMs would
benefit from greater enforcement of current sedgregaegulation. Integrity is key to vibrant
and liquid markets. Small FCMs like mine are vieitgrested in the focus of Commissioner
Scott O'Malia's task force and would like to asateburselves with his comments below:

“I would also like to highlight one of today's pragals that will require additional development ider to fulfill the
goal of customer protection. Today's proposal dalishe creation of an electronic balance confitoraprocess
that would allow the Commission and Self-Regula@rganizations ("SROs") to independently checkizakance
of each segregated account held on behalf of ciestvhile this can be used to aid in the surveikeof account
balances, the Commission proposal only works om@inidual basis and requires significant humaroimement to
log in and monitor individual accounts. What thdustry needs is a fully automated system that alithe
Commission and SROs to download the account baddoceach segregated account held for a custonter a
compare that balance to the figures on recordct EEM. In response to the Peregrine and MF Glfailaires,
industry participants discussed the implementatiosuch a system in July of this year during thenBussion's



Technology Advisory Committee (TAC) meeting. Durithg meeting, the TAC members present were vistuall
unanimous in their belief that an automated custdome verification system was needed. Certain TTA€mbers
also made presentations discussing the technoldgicdles that must be overcome in order to puhsusystem in
place.”

There are really only two ways for funds in segtiegato become insufficient to meet the
obligations of the FCM to its customers. The fissivhen an FCM withdraws funds from
segregation in excess of its ownership of thesddua meet other obligations. This can occur
when the FCM incurs losses in proprietary tradiogpants and uses customer funds to meet
their obligations regarding these losses. It dan accur through simple fraud by the employees
or management of an FCM. All of the recent faitubgy FCMs have been of this nature. Were
these FCMs following current rules and regulaticegarding the proper treatment of funds in
segregation, no customer funds would have beerajd@ed by the failure of these FCMs.

What is needed to prevent these problems from neguare better enforcement mechanisms for
current rules. The proposed changes that enhaaatlity of the CFTC and DSROs to monitor
funds in segregation will address this to a cemitent, but only hard firewalls that monitor and
control transactions between customer funds aceaurd firm accounts and greater restrictions
on proprietary trading by FCMs will firmly safegalacustomer funds from this type of
malfeasance.

The second way customer funds in segregation c@eopardized is the result of large losses by
customers of an FCM. u&tomers of an FCM that generate debits reducartigaint in
segregation by the amount of the debit that an FCiMquired to make up out of its own capital
until that debit is collected. This is the justdtion for FCMs maintaining a residual interest in
the funds in segregation. If the debit amountdanger than the net capital of the FCM this will
create a shortfall in segregation that result®asés by other customers who have funds
comingled. Most of the proposed rule changes addtes issue. Requiring FCMs to increase
risk management standards, increasing the requirisniar excess funds in segregation, and the
reduction in days to collect margin calls beforeythecome capital charges are all aimed at
protecting an FCM'’s customer from losses incurrgatiner customers of the FCM. This is an
area that FCMs have done a very good job of paioimtheir own, and these rules will have
significant effects on the cost of doing businessHCMs, and in some cases, especially for
smaller FCMs, possibly make it too expensive orasgible for some firms to continue doing
business as an FCM. None of the recent failures@iyis had anything to do with losses
incurred in customer accounts by customer tradingact, | am not aware of any FCM failures
caused by this factor. FCMs are already greatigniivized to avoid this risk. Commission and
interest income is simply too small of a percentaigthe risk incurred if customer accounts
aren’t properly monitored and debit accounts avaiddigher margin requirements have also
limited FCM risk in this area.

The requirement for FCMs to maintain residual ies¢in segregated funds in excess of the total
of customer margin calls will effectively requir€Ms to maintain residual interest in
segregated funds in excess of any possible maadfs cThe risk to customer funds is NOT
caused by other customer on margin calls. Custgrherds are only affected by debits incurred
by other customers with whom their funds have hmmied. The purpose of margin
requirements is to provide a performance bondHercustomer holding futures or option
contracts to ensure that they do not incur a deltfieir account. When the market moves
against that position, the customer is then requivedeposit additional funds to get their account



off margin call. The best way to alleviate théitis customers that they will incur a debit is to
have adequate margin requirements and ensurenties tequirements are met in a timely
manner. There is no provision in this regulatioat tgives FCMs any time to collect margin calls
if the market moves against a customer’s positi®ame FCMs would have to greatly increase
their capital or margins would have to be currdralltimes. This will force many FCMs to
require significantly higher funds in customer agais or to liquidate positions of customers
unable to meet their margin calls on a moment’s&ceotFor smaller customers, or those who
don’t necessarily follow the markets on a minuteniaute basis, such as most farmers, meeting
margin calls on a moment’s notice is often a diffiching to do. This is especially true of small
hedge customers, who would then be faced withdafion of hedges.

The broader consequence of the regulation requir®@igls to maintain residual interest in
segregation greater than the sum of margin calislredo force a number of small to mid sized
FCMs out of the market. This will have numerougat&/e impacts on the futures markets,
especially smaller participants. Most of the FOM® clear small hedgers and speculators as
well as guarantee Introducing Brokers are smathighsized FCMs. If these market participants
are forced out of business, at a minimum accetisetéutures markets will become much more
expensive for IBs and small traders. It may evecome difficult for them to find anyone

willing to clear their business. The loss of thE§€#Ms would also take significant capital from
the futures industry, reducing the stability of tharkets as a whole.

| believe that several of these regulations doadolress the real risks to customer funds. Recent
events have shown that customer funds are putlabyi fraud and proprietary trading by FCMs,
not by their risk management practices as theyapetd customers of the firm. The futures
industry and FCMs in general have demonstrated #ifdity to manage customer risk. The
incentives for ignoring customer risk simply do eatst when compared to the potential
earnings from commissions and interest that FCMsive for clearing customer business. The
only risk/reward scenario that FCMs have showmability to manage is their own proprietary
trading. These regulations do not address thiisé& more effective means to protect customer
funds would be to put firm firewalls in place betmecustomer funds and an FCM’s own funds.
This can be accomplished by engaging technologyttamtolders of customer funds such as
banks and other FCMs to only allow transfers outusftomer funds to the customers themselves
or to the FCM’s own accounts when approved by dependent agency. The provisions in the
regulations that enhance the ability of regulatorgerify funds in segregation are the one area in
these proposed regulations that would be usefuhisrpurpose. The proprietary trading risk
could also be mitigated by requiring FCMs to ddrtpeoprietary trading through another FCM,
thereby engaging a third party to do risk managermerthat trading.
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Theodore L. Johnson

President and CEO



