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1 PROCEEDI NGS
2 (9:34 a.m)
3 Wel cone and Openi ng Remar ks
4 M5. LEWS: Ladies and gentlenen, can you
5 pl ease take your seats?
6 Good norning. As the MRAC-Designated Federal
7 O ficer and Acting Chair of this commttee, it's ny
8 pl easure to call this neeting to order.
9 COWMM SSI ONER BEHNAM  I'm going to take a
10 qui ck second to acknow edge the Chairman to nake sone
11 remar ks before we begin the regular order of business.
12 CHAl RVAN 3 ANCARLO  Thank you. As we all
13 know, we | ost a great American | eader over the weekend.
14 George Herbert Wal ker Bush was the President of the
15 United States and a great | eader who served in war
16 time, on his 18th birthday enlisted in mlitary service
17 and served with distinction, becane an entrepreneur and
18 then entered into a lifetine of public service as a
19 congressnman, as the head of the CIA as an Anerican
20 Anbassador to the United Nations and to China, and al so
21 as Vice President for two ternms and President of the
22 United States.
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1 He entered into service not to exert power
2 over the lives of others but to serve the |lives of
3 others. In his nenory, the Federal Government wll| be
4 cl osed tonmorrow. This agency will be closed. Many of
5 our markets will be closed and we wll just have a
6 small staff to provide surveillance of the markets that
7 remai n open but otherwi se we'll be closed.
8 But I'd like to just call us all to just
9 recogni ze a nonment of service for the [ oss of an
10  Anmerican |eader, if we can.
11 (Morrent of Sil ence.)
12 COWMM SSI ONER BEHNAM  Thank you.
13 M5. LEWS: Before we begin this norning's
14  discussion, | would like to turn to the nenbers of the
15 Comm ssion for opening remarks. W will start with
16 Conmmi ssi oner Berkovitz foll owed by Comm ssioner Stunp,
17 then Chairman G ancarl o, and finally Comm ssioner
18 Rostin Behnam the MRAC Sponsor.
19 Comm ssi oner Quintens could not be with us
20 today. However, he sends his regards and his remarks
21  can be found on the Conm ssion's website.
22 Now we wi || have remarks from Comm ssi oner
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1 Ber kovi t z.
2 COWMM SSI ONER BERKOVI TZ:  Thank you. 1'd |ike
3 to thank in advance all of the participants in today's

10

11

12

13

14

15

16

17

18

19

20

21

22

neeting for contributing to the discussion and
Comm ssi oner Behnam and Alicia Lews for sponsoring and
putting together this norning' s neeting.

| want to briefly nmention ny interest in two
topics that will be discussed today: clearinghouse
ri sk managenent and the treatnent of derivatives
exposures and margins under credential regulator rules.

First, clearinghouse risk generally.
Cl earinghouse risk managenent is a critical issue for
the CFTC. After the adoption of the Dodd-Frank Act,
substantially nore activity both in swaps and futures
Is now centrally cleared.

| believe whol eheartedly that encouragi ng
central clearing is good for our markets and market
participants. Central clearing mtigates systenc
risk. However, wth the expansion of the vol unes of
trades cleared, we need to be ever-nore vigilant in
noni tori ng and overseei ng cl eari nghouse ri sk

managenment .




Meeting 12/4/2018
Washington, DC Page 13

1 A big part of that effort is having

2 opportunities like this nmeeting to discuss with market
3 participants the clearing risk managenent and

4 governance issues on today's agenda.

5 A few words al so about the capital treatnent
6 for derivatives exposures. During the |ast public

7 neeti ng of the Conm ssion, | expressed concern that

8 mar ket concentration and fewer entities can have

9 negative effects on conpetition and system c ri sk.

10 It is well known that FCM services are

11 becom ng nore and nore concentrated. A large majority
12 of futures and swaps are now cl eared by a handful of
13 FMCs affiliated with | arge banks.

14 The docunent recently released by the FSB on
15 incentives to centrally clear OIC derivatives states
16 that "across the United States, the United Kingdom and
17  Japan the anmount of cleared client trading activity

18 which passes through the top five clearing nenbers

19 exceeds 80 percent for IRS as neasured by notional
20 values."
21 The FSB al so reports that the current

22 treatnment of margins posted by clients and the | everage




Meeting 12/4/2018
Washington, DC Page 14

1 ratio may be a significant disincentive for FCMs to

2 of fer or expand client clearing.

3 " mvery nuch aware of the concerns around

4 bank | everage and support efforts to restrict excessive
5 ri sk-taking by banks. However, the reduction in the

6 avai lability of clearing services offered by fewer

7 firms could itself becone a risk issue. This would not
8 be a good outcone.

9 In considering nmeasures to reduce risk in one
10 area, we nust ensure that we are not creating or

11 exacerbating risks in another area.

12 Accordingly, I look forward to the di scussion
13 today of current proposals by prudential regulators to
14 revise the calculation of derivatives exposures for

15 bank capital rules.

16 Thank you.

17 M5. LEWS: Thank you, Conmm ssioner

18 Ber kovit z.

19 Comm ssi oner St unp.
20 COWMM SSI ONER STUMP:  Good norning. Thank you
21 to Conmmi ssioner Behnamand Alicia Lewis and to all of

22 the nenbers of the commttee for putting together this
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1 very thoughtful program

2 | also want to comend Conmm ssi oner Behnam

3 for his leadership in reviewing the critical transition
4 tothe alternative reference rates and | | ook forward

5 to working with the new y-established Subcommttee on

6 I nterest Rate Benchnmark Reform
7 This work is tinmely and essential to the
8 orderly functioning of our financial markets and | | ook

9 forward to their work.

10 Additionally, the inportant role of

11  cl earinghouses in our financial systemis undeniable
12 and we rely on them and nost often | think we as

13 regul ators tal k about the risks that they hel p our

14 mar ket participants deal with in the form of

15 counterparty credit risk, but the performance of this
16 fundanental nmarket service is often the subject of our
17 debates and | | ook forward today to talking a bit nore
18 about the clearinghouse infrastructure risk from

19 settl enent bank and custodi an bank failures to cyber
20 security and the use of third party service providers,
21  what standards gui de the nmanagenent of these risks, and

22 who bears those risks and over what tine horizon.
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1 | think these are inportant questions and the
2 Conmmi ssion needs to be fully briefed and aware of how
3 those things are being managed today and if nore needs
4 to be done going forward.

5 ' mal so | ooking forward to conti nui ng our

6 review of our regulatory efforts. You all have

7 probably heard ne state that | consider this to be the
8 nost critical elenent of the G0 reforns that we

9 constantly reassess and determne if our regul ations

10 are fit for the purpose they were intended.

11 So | ook forward to hearing from many of you
12 regardi ng the recent reports of the gl obal standard-

13 setting bodies and the proposals from other regul ators.
14 The topics we discuss today are closely tied
15 to this Comm ssion's m ssion of fostering open,

16 transparent, conpetitive, and financially-sound

17 mar ket s.

18 | want to thank all of the presenters today
19 and | |l ook forward to your presentations.

20 M5. LEWS: Thank you, Conmi ssioner Stunp.
21 Chai rman G ancarl o.

22 CHAI RVAN G ANCARLO Thank you very nuch,
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1 Alicia.
2 My thanks to Comm ssi oner Behnam for hol di ng
3 this neeting on these inportant topics and | al so want
4 to thank you, Alicia Lewis, and the Commi ssion staff
5 and presenters that are here today on these panels, and
6 | share Comm ssioner Stunp's recognition of
7 Conmi ssi oner Behnam s focus on benchmark reform which
8 IS a very, very inportant topic for all of us.
9 Over the past several years, there's been
10 substantial progress on ensuring the safety and
11  soundness of swap central counterparties, especially on
12 recovery planning. Nevertheless, there is still nore
13 to do, in particular on resolution planning.
14 The size and scope and conplexity of CCPs has
15 I ncreased as has the inportance of effective risk
16 managenent and governance. It's inportant that we
17 continue to have an ongoi ng conversation with CCPs and
18 their nmenbers regarding these inportant issues of risk
19 managenent and governance and | share Conm ssi oner
20 Berkovitz's concern for concentration of clearing
21  services, indeed other services, as well, in our
22 cl eared swaps narkets.
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1 This MRAC continues to have an inportant role
2 in facilitating this very inportant dial ogue.
3 The anal og-to-digital switch in financi al
4 mar ket s happened -- sorry. The changeover to digital
5 in financial markets happened years ago and conti nues
6 today and the CFTC needs to keep pace with this rapid
7 digitization of our markets.
8 Mar ket participants and regi strants have
9 noved away froma bricks and nortar world and are
10 novi ng towards outsourcing their infrastructure and so
11 it is apt to think about these changes, as well.
12 One of the challenges of regulation in a
13 digital world that's built on registration and direct
14 oversi ght of market participants and registrants, as
15 nore outsourcing of critical conponents occurs, what
16 does that nean for that nodel of regulation?
17 It's atinely topic and | thank you for
18 bringing us here today to discuss it further. | |ook
19 forward to the conversation today.
20 M5. LEWS: Thank you, Chairman G ancarl o.
21 Conmi ssi oner Behnam
22 COW SSI ONER BEHNAM  Good norni ng, and
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1 welcone to the MRAC s third and final neeting of 2018.
2 As we have edged closer to a new year, |'ve
3 begun to reflect on the work of this comm ssion that

4 started 12 nonths ago, and |I'm both proud of the

5 acconplishnments and equally optimstic and excited for

6 2019.

7 As our markets continue to grow, evolve, and
8 I nnovate in an atnosphere of increasing geopolitical

9 tensions, there wll be new questions and issues to

10 addr ess.

11 This comrittee continually denonstrates

12 adaptability, to adapt itself by addressing the nost

13 pressi ng and chal | engi ng market-risk i ssues of the day.
14 | want to thank Chairman G ancarl o,

15 Comm ssioners Stunp and Berkovitz for being here today,
16 and for their contributions to this discussion. W

17 have a full day ahead, including the introduction of

18 the newy-formed Interest Rate Benchmark Reform

19 Subcommi t t ee.

20 | wanted to thank and acknow edge the MRAC
21 menbers who vol unteered to noderate the panels today.

22 | also want to thank each of the speakers for their
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1 Wl lingness to travel to D.C. through the holiday

2 season and contribute to this inportant conversation

3 | want to thank the Conm ssion staff who will
4 be speaki ng today and sone of whom have al so travel ed
5 to be here, and I'd also like to thank Margi e Yates,

6 her team and all of the Comm ssion staff who worked

7 behi nd the scenes to nake these neetings cone alive and
8 run snoot hly.

9 Finally, 1'd like to thank Alicia Lews, the
10 commttee DFO Three neetings deep in a short 12

11 nont hs and Alicia keeps core |ogistics running snoothly
12 and hel ps fornmul ate and shapes topics, issues, and

13 di scussions that nmake all of the MRAC neetings so

14  val uabl e and insightful.

15 Today' s agenda begins with Tom W pf, Vice

16 Chai rman of Institutional Securities at Myrgan Stanl ey,
17 and our new y-appoi nted Chai rman of the Interest Rate
18 Benchmar k Ref orns Subconmi tt ee.

19 Thanks in part to Toms participation, the
20 | ast neeting of the MRAC in July introduced benchmark
21 reformas a key topic of an interest not only to MRAC

22 nmenbers but also to anyone who has a car, a small
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1 busi ness | oan, student | oan, nortgage, or credit card.
2 As highlighted by Chairman G ancarlo in

3 remarks | ast week at the 2018 Financial Stability

4 Conf erence, despite huge inprovenents in the governance
5 process to reduce Libor, the market for unsecured

6 i nter-bank long-termlending that underlies Libor has
7 dried up and the regul atory mandate conpel |l i ng Libor

8 subm ssi ons has an expiration date.

9 Fortunately, there are coordinated

10 initiatives underway specifically targeted at

11 addressing the nyriad of inpending issues related to
12 the derivatives market. Chief anong these initiatives
13 is the Alternative Reference Rate Conmttee which is
14 tasked with | eading and directing the transition away
15 fromLibor to SOFR, the Secured Overni ght Financing

16 Rat e.

17 At the MRAC s July neeting, three panelists
18 focused on the role of interest rate benchmarks in the
19 econony, the inpetus for Libor reformand the current
20 status of global reforminitiatives, the devel opnent of
21  SOFR and SOFR derivatives, and the inpact of Libor

22 reformon | egacy derivatives contract, the devel opnent
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1 of fallback | anguage, and key-ri sk managenent and

2 governance consi derations for market participants.

3 Fol | owt ng the neeting, the Comm ssion voted
4 to establish the Interest Rate Benchmark Reform

5 Subconmi ttee to provide reports and recommendations to
6 the MRAC regarding efforts to transition to U S. dollar
7 derivatives and related contracts to SOFR and the

8 I npact of such transition on the derivatives markets.
9 | was overwhel ned by the nunber of highly-
10 qualified nom nations to the subcommttee and it

11 certainly was difficult to nake selections. | strived
12 to ensure that the nenbership represents the diversity
13 of viewpoints and | believe the final 21 individuals
14 chosen to serve will participate actively and engage
15 one anot her as they devel op and work towards the

16 subconmittee's goals and objectives.

17 Tomw Il kick off today by reporting on the
18 subcommittee's first initiatives.

19 My goal is to use the subconmmttee to
20 conpl enent the work of the ARC by providing additional
21 insight into the potential challenges leading up to

22 2021 and the end of conpelled Libor, identifying the
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1 risks for financial markets and individual consuners,
2 and, above all else, providing solutions within the

3 derivatives space.

4 | have spoken publicly on this issue severa
5 times since July in various foruns and | intend to

6 continue to engage as wi de an audi ence as possible to
7 ensure that market participants, both business and

8 | egal, the global regulatory comunity, |awrakers, and
9 the general public are aware of the inpending issues
10 and tinmelines and know that | am avail abl e as needed on
11 any matters that will serve to navigate to a snooth

12 transition.

13 Wth that said, | want to recogni ze and thank
14 Tomfor his willingness to serve in the inportant

15 | eadership role as subcomm ttee chairnman.

16 And finally, I want to thank Chairnman

17 Gancarlo for his continued support of this endeavor.
18 The Chairman and | are in |ockstep and | am confi dent
19 the subcommttee's work will produce deliverabl es that
20 will be extrenely valuable to the Conmm ssion and
21 ultimately gl obal financial markets.

22 Turning to the primary issue of today's MRAC,
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1 one of the core reforns outlined in the 2009 June
2 Pittsburgh Accord involved nmandatory cl earing of
3 standardi zed swaps and the Congress enbraced this
4 reformin Title 7 of the Dodd-Frank Wall Street Reform
5 and Consuner Protection Act and the CFTC subsequently
6 finalized a series of rules defining the clearing
7 mandat e.
8 Since March 2013, the clearing nmandate has
9 led to a tectonic shift in the swaps market pl ace.
10 According to data collected by the CFTC on U. S.
11 reporting entities, by 2017, about 85 percent of new
12 interest rate swaps and credit default swaps were being
13 cl eared. The nunbers speak for thenselves and |
14 certainly believe and I know that | amnot alone in
15 this, there will always be roomfor inprovenent and
16 that we can all strive to set policy and market
17 practices to further incentivize clearing where
18 appropri ate.
19 As the financial crisis taught us, centra
20 clearing works. Wile the unregul ated OIC swaps mar ket
21 played a role in the credit crisis, the exchange traded
22 futures books of major financial institutions proved
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1 resilient in part because of central clearing.

2 Today's discussion will largely focus on

3 topics and issues raised by MRAC nenbers related to

4 clearing and the roles and responsibilities of CCPs in
5 nmonitoring and in managi ng the variety of risks arising
6 fromstresses, including but not limted to a clearing
7 menber default.

8 The CFTC, along with its internationa

9 counterparts, is continually confronting the challenge
10 of building and mai ntai ning the appropriate regul atory
11 franmework for clearing in and anong a popul ati on of

12 CCPs with unique risk profiles that wll wthstand

13 routi ne shocks and denonstrate resiliency in crises.
14 As the financial crisis also taught us, we
15 nmust cooperate and provide predictability while

16 remai ning flexible in our approach to ensure the

17 response i s appropriate when addressing an act ual

18 crisis.

19 As well, we must constantly exam ne and
20 eval uate whether our rules effectively and
21 appropriately allocate duties and burdens in and anobng

22 CCPs, exchanges, internediaries, and nmarket
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1 partici pants.

2 Today's panels aimto highlight how CCPs

3 currently approach their duty to engage in strong risk
4 managenment ami dst our current regul atory | andscape and
5 how gl obal and donestic standard-setting bodies are

6 anal yzing our current structures in support of naking
7 any necessary changes.

8 Qur first panel, facilitated by Robert

9 Steigerwald fromthe Federal Reserve Bank of Chicago,
10 wll set the stage by providing an overview of current
11 ri sk managenent and governance issues with a focus on
12 the appropriate balancing of interests and incentives
13 bet ween the cl earinghouse and its nenbers as well as a
14 consi deration of clearing nmenber and customer

15 Vi ewpoi nt s.

16 In our second panel, we will exam ne

17 managenent approaches to non-default | osses generally
18 as well as in recovery and resolution and sone of the
19 scenarios in which they may ari se.

20 One such scenario could involve a cyber

21 security breach that creates non-default |osses. Cyber

22 security as an operational risk issue is a concern that
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1 has been voiced by many on this conmttee and as newer,
2 faster, and nore pervasive technol ogy perneates our

3 mar ket infrastructure, the chance of a successful cyber
4 attack will likely increase.

5 | f such an event occurred and caused | osses
6 at the CCP, should those | osses be net from avail abl e
7 CCP capital and other CCP assets or should they be

8 socialized anongst the clearing nenbers or partially

9 covered by both?

10 The answers to these questions will likely
11 depend on the CCP itself, but by having the

12 conversation about how these | osses can be dealt wth,
13 we will be in a position to better understand how to
14  react when an operational investment or custodial risk
15 becones a reality, particularly when non-default | osses
16 occur as a part of this sanme event as default | osses.
17 In our third panel, we w Il discuss sone of
18 the nost recent relevant reports from gl obal standard-
19 setting bodies on the costs and incentives of clearing
20 and the resiliency, recovery, and resolution of CCPs.
21 Ei ght years after the first reforns were

22 I npl enented, the accunul ated data can be used to
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1 eval uate the effectiveness of the Q0 clearing nandate
2 and related reformbased initiatives. Mny of these
3 reforms have proven effective by noving risk fromthe
4 over-the-counter derivatives away fromthe unobserved
5 fringes of our financial markets and towards nonitored
6 institutions that conduct central clearing and data
7 reporting.
8 This nove has facilitated greater
9 transparency into market risks and provided increased
10 netting efficiencies. As the reports have shown,
11 however, these benefits have not conme w thout costs and
12 there remain concerns regardi ng whether the regul atory
13 structure properly accounts for risk in terns of
14 capital, margin, and | everage.
15 Qur | ast panel today wll introduce a new
16 topic for MRAC and cover the oversight of third party
17 service providers and vendor risk managenent.
18 Exchanges, clearinghouses, internediaries,
19 comm ssion registrants, and their custoners enploy a
20 w de array of vendors that provide a nyriad of
21 di fferent services and each relationship carries its
22 own ri sk.
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1 As all of these entities continue to increase

2 the nunber and conplexity of relationships with vendors

10

11

12

13

14

15

16

17

18

19

20

21

22

t hrough the outsourcing of businesses and regul atory
conpl i ance functions, registrants nust ensure that they
have appropri ate nmanagenent and control functions to
address the associ ated ri sks.

At the heart of those relationships is the
ability of market participants to know with whom t hey
are doi ng business, both directly and indirectly, and
what risks nay arise fromthird party service
provi ders.

During this panel, we wll hear fromthe
Ofice of the Conptroller of the Currency, whose
bulletin on the risk managenent of third party
rel ati onships is considered anong many to be the
em nent gui dance on sound ri sk nmanagenent across a
variety of relationships.

W will also hear froma principal provider
of services in our market and from our own supervisory
staff as we explore the current regul atory gui dance and
tools at our disposal to evaluate, nonitor, and manage

t hese risks, and consi der whether the Comm ssion's
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1 current regulatory schenme works to mtigate risks posed
2 to market participants by third party service

3 provi ders.

4 It's ny intention that this afternoon's pane

5 di scussion on risks related to vendor rel ationships

6 wll be the start of a |onger conversation by this

7 commttee and potentially a subcommttee with the

8 ultimate goal of providing the Conm ssion wth surgical
9 recommendati ons as needed to ensure market safety,

10 transparency, and resiliency.

11 As Chairman G ancarl o noted | ast week, market
12 reformis a continuous iterative process that requires

13 const ant and consi stent communi cati on, coordi nati on,

14 engagenent, and eval uati on.

15 As | have noted before, we do not observe the
16 current strength of the financial markets and

17 expansi veness of the regulatory | andscape and concl ude

18 that our job is done or worse that we can dial back our
19 efforts under the guise of excess.

20 We nust all remain vigilant and not limt our
21  focus on the | oom ng shadow of systemc risk to the

22 tools that we have. W nust exam ne all of the
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1 conponents in our systens and go beyond assessi ng and

2 assigning a nmetric of risk. W nust strive to

3 understand and actively nonitor and manage the risk of
4 each conponent at every systemlevel and in every

5 connecti on.

6 As the risk footprints change or |lead in

7 di fferent directions, our goal nmust be to respond

8 t hrough adaptation in our managenent and regul atory

9 responses.

10 In the international clearing space, we have
11 an i nterconnected highly-concentrated system conpri sed
12 of other interconnected sonewhat |ess-concentrated

13 systens. This is all governed by regul ati ons hel d

14  together by consensus-based principles ained at

15 preserving and strengthening financial stability.

16 Wthin that structure, the points of

17 potential default and | arger catastrophic failure are

18 too numerous and many too renote to account for.

19 Nevert hel ess, we nust persist in our analysis and

20 participate in coordinated efforts to better

21 understand, better inform and better address risks in

22 all its forns.
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1 This commttee is anong those efforts and its
2 ongoi ng operation and i nput contributes to our ongoi ng

3 processes.

4 " mvery excited about our agenda for today

5 and want to again recogni ze the trenendous anount of

6 work that has gone into planning this neeting and thank
7 everyone for being here.

8 M5. LEWS: Thank you, Conm ssioner Behnam

9 Before we begin, | wuld like to do a rol

10 call of the nenbers that are on the phone so that we

11 have your presence on the record. After | say your

12 name, please indicate your presence. Operator, please
13 give the individuals that have been cited as having

14  speaking rights the ability to indicate their presence.

15 (Rol'l cCall.)
16 M5. LEWS: Thank you.
17 Just a few |l ogistical rem nders before noving

18 forward with the agenda. Comm ttee nenbers and

19 panel i sts, please make sure your m crophone is on when
20 you speak. The neeting is being sinultaneously webcast
21 and it is inportant that your m crophone is on so that

22 the webcast audi ence can hear you.
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1 Al so, please lean into the m crophone when

2 you speak and keep your phones away fromthe console

10

11

12

13

14

15

16

17

18

19

20

21

22

because we get feedback.

Menbers, if you' d like to be recognized
during the discussion, please change the position of
your place card so that it sits vertically on the table
or raise your hand and either | or the panel's
facilitator will recognize you and give you the floor.

Menbers on the phone, we will give you an
opportunity to ask questions or nmake coments either at
t he begi nning or end of our discussions.

As Conm ssi oner Behnam stated, our first
order of business today will be a report fromthe
MRAC s Interest Rate Benchmark Refornms Subcomm ttee.

As you may recall, as Comm ssi oner Behnam
said at our July neeting, the MRAC voted to recommend
to the Comm ssion to establish a Libor subconmttee.
The subcommi ttee has been established and held its
first neeting recently.

Tom W pf, we ask that you bring the report of

t he subcomm tt ee.
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1 Report fromInterest Rate Benchmark Reform Subcommttee
2 MR. WPF. Thank you, and good norni ng,
3 everyone.
4 | appreciate the opportunity to present again
5 in front of the Market Ri sk Advisory Committee on
6 behal f of our new y-fornmed Subcomm ttee on Interest
7 Rat e Benchmark Reform
8 For those I've net, ny nane is Tom Wpf, Vice
9 Chai rman of Institutional Securities at Myrgan Stanl ey.
10 | additionally represent our firmon the Fed's
11 Alternative Reference Rate Committee and the Board of
12 | SDA.
13 And before we begin, | have to say that ny
14 views are not representative of the ARC or Mrgan
15 Stanley and they are ny own.
16 | want to al so take a nonent to thank
17 Conmmi ssi oner Behnam and Alicia Lewis, this commttee,
18 the MRAC, the rest of the CFTC for formng this
19 subcomm ttee, additionally thank you to Conm ssi oner
20 Ber kovi t z, Conmm ssioner Stunp, and Chair G ancarlo for
21 the opportunity to present the results of our
22 organi zational neeting to you today.
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1 The transition to alternative reference rate
2 is a major challenge ahead of us and for us to achieve

3 success, it is paranount that we have cl ose

4  coordination between the public and private sector.

5 | also want to thank before we get rolling

6 the other nenbers of the subcommttee. Their nanes

7 have been announced today. They're in your packets.

8 In the interest of tinme, | think if people just want to
9 take a look at them but what | will tell you is, as

10 you read the nanes, you will see that this is a very

11  well-qualified group of participants fromall parts of
12 the market and | can certainly report that from our

13 first neeting, there is no hesitation for people to

14 want to get on with this work.

15 So our organi zational neeting was quite

16 active and | think that we're making progress right out
17 of the chute.

18 |"d Iike to begin the discussion by just

19 recalling a bit fromour July MRAC neeting and that
20 resulted in the creation of this subconmttee. So back
21  on July 12th, we noderated a panel in front of MRAC

22 that covered several different inportant areas
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1 regarding the transition to alternative benchmark rates
2 in the US.
3 Duri ng that panel, we discussed an overvi ew
4 of Libor reform |atest devel opnents with Libor, SOFR,
5 SOFR derivatives, and the effect of Libor reformon the
6 derivatives industry.
7 We heard fromindustry experts who have been
8 instrunmental in raising awareness and novi ng the ball
9 forward on Libor reformas it relates to their

10 institutions, their clients, and their counterparties.
11 At the conclusion of that conmttee neeting,
12 the MRAC voted to forma subcommttee on interest rate
13 benchmark reformand to provide reports and

14  recomendations to the MRAC on the effect of current

15 Li bor reforminitiatives on the derivatives narkets.

16 Since that MRAC neeting, there have been

17 several material updates to Libor reformaround the

18 globe. In the U S., market participants are working to
19 create and inplenent fall back | anguage that can be used
20 in new y-issued cash products. W're also working

21 actively to use the new rates avail abl e through

22 derivative contracts in the formof SCFR futures and
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1 SOFR swaps.

2 In the U K, |arge banks and insurance

3 conpani es are working to conplete their Dear CEO letter
4 ahead of this nonth's deadline. |In Europe, a place

5 where benchmark rate has been sel ected and mar ket

6 participants are formng their transition plan ahead of
7 the deadline inposed by the EU benchmark regul ati on.

8 Mar ket participants globally are focused on
9 the prelimnary results of | SDA's market consultation
10 on fallback cal cul ati on net hodol ogy for derivative

11 contracts. Although USD Li bor was not in scope for

12 this particular consultation, the results of the

13 consultation are still viewed as significant for U S
14 mar ket participants as they may provide an indication
15 how t he eventual | SDA protocol for USD Libor fallback
16 met hodol ogy i s cal cul at ed.

17 Wth the formalization of subconmttee's

18 nmenbership this norning, we are now hard at work to

19 identify areas of the Libor transition in which we can
20 provi de i nput and recomendations to the MRAC and to
21  the Comm ssion.

22 In charting our intended contribution to the
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1 MRAC and broader CFTC, the subcommttee has defined our
2 areas of focus and the boundaries of our work. The

3 ultimate goal of our Subcommttee on Interest Rate

4 Benchmark Reformis to provide input and

5 reconmendations to the MRAC as it relates to potenti al
6 policy changes that may inpact the course of Libor

7 reform

8 Qur key principles that we -- our first

9 principles that we put forward is (1) we aimto renove
10 hurdles to the transition to SOFR, (2) we aimto

11 suggest incentives for market participants to

12 transition to SOFR, and we aimto acconplish all that
13 while avoiding any inadvertent creation of a safe

14 har bor and policy changes that would create any

15 activity that was away fromthe transition to new

16 rates.

17 The deliverables that our subconmttee

18 presents to MRAC will be detailed, specific, and

19 actionable in nature. Further, our intention is to

20 submt these proposals and recommendati ons to the MRAC
21 within a reasonabl e amount of tine, based on certainly

22 the group that's been assenbled here. The list of
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1 things we need to do is fairly straightforward. W

2 want to put work streans behind that and get things

3 noving fairly quickly.

4 In form ng our recommendati ons, we are

5 m ndful that our duty is to the broader nmarket and not
6 toindividual institutions. Apart from providing

7 proposals to the MRAC, the subconmttee al so recognizes
8 that it has a responsibility to continue to raise

9 awar eness of the reference rate transition anong market
10 partici pants.

11 As we nove through this, we've really

12 described this as we are entering sort of the second

13 act of a three-act play. For the last four-five years,
14 there's been a |lot of work on understanding the issues,
15 on educating market participants, on spreading

16 basically the word around of what it neans to

17 transition, what are sone of the vulnerabilities of the
18 current Libor, and then noving things forward.

19 As we sort of enter this phase now, we are
20 seeing things that are actionable, things that can take
21 place. W see it very close to having a fallback for

22 derivatives. W have over 20 billion in cash market
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1 I ssuance, floating rate notes using SOFR W're seeing
2 activity in both swaps and futures.
3 So there are things that are happeni ng now
4 and | think as we nove to sort of Phase 3, that will be
5 the final inplenentation that we see as we approach
6 2021.
7 We al so believe that neaningful progress
8 bet ween now and then will nmake for, you know, a nuch
9 snoot her transition and that will be a focus of this
10 group, as well.
11 G ven the collective expertise and the reach
12 of the nmenbers of the subcommttee, we really want to
13 strive to be a force for good as the broader market
14 prepares for Libor reform
15 In selecting the nenbers of the subcommttee,
16 it is clear that the intentions were to capture a | arge
17 cross-section of the market in order to maxi m ze the
18 committee's ability to create awareness and to track
19 our progress in a neaningful way and to ensure that al
20 participants in the market are heard fromin this
21 process.
22 The subcomm ttee includes nenbers from asset
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1 manager s cl eari nghouses and users, exchanges,
2 I nternedi ari es, market-nmakers, service providers, and
3 trade associ ations.
4 In carrying out our nmandate, we are al so
5 m ndful of the finite scope and boundaries of the work.
6 Specifically, the subcommttee is limting its focus to
7 pol i ci es and recomendations involving the U S
8 derivatives market.
9 We'll work within these boundaries in order
10 to provide actionable and policy-driven input to the
11 MRAC. This is consistent with the m ssion of the CFTC
12 and the spirit in which the subcommttee was created.
13 Next steps. |In light of our focused approach
14 and a desire to provide input to the MRAC within a
15 reasonabl e tinme frane, the subconmttee at our
16 organi zati onal neeting has already charted out a plan
17 of attack to acconplish the goals.
18 Last week, we had an introductory phone cal
19 to discuss the mandate, to set our first principles,
20 and the remt of the commttee. As a starting point,
21 we're going to | everage the work that was done by the
22 ARC in its letter to the U S. regulators, dated July
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1 12t h, 2018.

2 In this letter, the ARC and nenber firns

3 requested specific interagency guidance regarding the
4 treatnment under regulations pursuant to Title 7 of

5 Dodd- Frank WAl |l Street Reform and Consuner Protection
6 Act of existing derivatives contracts or anended to

7 i ncl ude new fall backs or otherw se reference

8 alternative risk-free reference benchmarks and new

9 derivative contracts that reference RFRs.

10 The proposals we ultimtely provide will be
11 additive to this letter, not repetitive. It is of top
12 priority that the policy-based recomendati ons that we
13 make to MRAC will not inadvertently create | oopholes or
14  safe harbors that go against MRAC s primary goals for
15 the subcommittee.

16 By the end of this nonth, the subcommittee
17 will gather and circulate internally thoughts on

18 regulation of the U S. derivatives markets that could
19 potentially be refined in order to encourage the
20 transition to SOFR. As a result of our initial
21 subcomm ttee call | ast week, we are already hard at

22 work in this regard.
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1 W will neet in January and on a nonthly

2 basis thereafter to further discuss and coll aborate in
3 an effort to deliver nmeaningful and actionable results
4 to the MRAC

5 W aimto provide MRAC with substanti al

6 update on our progress at the neeting, follow ng each
7 neeting, and we plan to nenorialize our work very

8 clearly to ensure that there is a body of work behind
9 these recommendations that will articulate clearly the
10 design, the reasoning, and the approach that the

11 commttee has taken prior to naking any recomrendati ons
12 back to this commttee.

13 Qur objective is to be hel pful to the MRAC
14 and the broader CFTC as you further inplenent strategy
15 to facilitate and encourage the transition to SOFR and
16 the U S. derivatives nmarket.

17 We appl aud the MRAC and CFTC for prioritizing
18 this inmportant issue and being front-footed with

19 regards to executing the reference rate transition
20  successfully.
21 The creation of this subcomittee as well as

22 recent comments from Chairnman G ancarl o are evi dence
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1 that the transition to alternative reference rates has

2 been appropriately prioritized here.

3 Once again, | would |ike to thank

4  Conmm ssioner Behnam Alicia Lewis, and MRAC for this

5 opportunity to present. The subconmttee is intently

6 focused on creating actionable recommendations to

7 further the market's progress as it relates to the

8 transition to alternative reference rates.

9 We strive to be additive to other sources of
10 mar ket progress, renmain focused on the scope and remain
11  well connected to the work that's happeni ng outsi de
12 this group and ensure that we are synced up very well.
13 We wel cone feedback fromthe MRAC on the
14 principles that we set forth, the three first
15 principles that we descri bed, and we | ook for feedback
16 on anything we've discussed here today.

17 Wth that, that concludes ny prepared

18 remarks, and | will pass it back to Alicia to solicit
19 any questions fromthe room comments, feedback, or
20 criticism

21 M5. LEWS: At this tinme, | would like to
22 open the floor to questions or comments fromthe MRAC
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2 Thank you, Tom
3 CHAI RMVAN G ANCARLO.  Tom - -
4 M5. LEWS: Chairman G ancarl o.
5 CHAI RVAN 3 ANCARLO  -- thank you. Thank you
6 very nmuch for that. It gives ne a great sense of

7 confidence and optimsmthat the subcommttee wll

8 bring to the attention of the MRAC and through that

9 through the Commssion if there's anything that we're
10 not doing that we should be doing, which is very

11 hel pf ul .

12 s there anything that outside of the CFTC
13 and our fellow U S. regulators can be doing to help --
14 and | think you made the point about really getting the
15 word out. |Is there anything nore that can be done to
16 get the word out really into the heartland?

17 MR WPF. Yes, | think | can certainly say,
18 and for folks around this table and fol ks who will be
19 on the subcommttee, it's really clear that when we
20 have t hese di scussions, | think, at our individual
21 firnms and we speak to, you know, |arge groups of

22 clients or individual groups of clients, what we're
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1 finding is that there's a wde variety of where people
2 are in this evol ution.

3 So clearly, you know, when we speak to |arge
4 institutions, there are progranms in place, people are
5 doing the things that they need to do to get this

6 transition organi zed and so forth, but then we find,

7 you know, infrequent users of derivatives markets or

8 I nfrequent issuers who are nuch | ess focused on this.
9 So, you know, | think that, you know, this
10 really is going to involve pretty nmuch everyone in the
11 mar ket grabbi ng an oar anywhere they can.

12 We are finding that just getting out and

13 getting the information out there, but clearly the CFTC
14 is extrenmely well positioned in this area to educate
15 and to push this forward and |I think that, you know,
16 fromour view on this, having been with the ARC since
17 its inception, the first couple of years has really

18 been just identifying, getting people to take a hard
19 | ook at Libor, |ook at the vulnerabilities, and think
20 about how to transition to the new rates.
21 Wth the rates available, with sone activity

22 in the cash markets, with activity in derivatives
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1 markets, | think it is a continued education but

2 certainly to get well beyond the large institutions who
3 clearly are focused on this, to get deeper into the

4  markets.

5 | think the CFTC is extrenely well positioned
6 on this and we would | ook for any support on that to

7 just continue to just educate, push forward, and

8 really, | think as the calendar turns to 2019, 2021

9 doesn't seemthat far away anynore.

10 So the nore we can do to nove things forward,
11 the nore certainly your supportive coments and the

12 supportive comrents that we've heard from you know,

13 the public sector has been extrenely hel pful and the

14 nore of that to rai se awareness the better and anything
15 el se on the table to kind of push this forward.

16 We do find in every one of our broader client
17 neeti ngs that the spectrumranges fromwe're just

18 hearing of this to we're absolutely rolling along with
19 a full program So anything we can do to fill those
20 gaps, anything you can do to fill those gaps woul d be
21 greatly appreciated |'msure by this subcomrttee and

22 its nenbers.
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1 CHAI RVAN G ANCARLO Thanks, Tom As |'ve

2 shared with you and with Conm ssi oner Behnam and

3 others, | think the word is out in the London, New

4  York, Washington corridor. M worry is the word is not
5 out in Kansas City and Atlanta and in Dallas and

6 el sewhere.

7 | know the ARC has recently been in

8 Conti nental Europe speaking to lending institutions

9 there but we need to get ARCin front of |enders across
10 this wonderful country to speak to small |enders,

11 hormebui | ders, others that extend credit in the markets
12 that rely on Libor that the days of Libor are nunbered
13 and that SOFRis on its way and we need to get that

14  word out.

15 We need to find a way and a neans to get ARC
16 activated across the country.

17 MR WPF. | couldn't agree nore, sir. |

18 think what we have is an opportunity and | think, as
19 Sandy O Connor, Chair of the ARC, has put it, we're not
20 running fromLibor, we're sort of running to SOFR, and
21 | think getting people around that idea that there is

22 an existing set of risks that we all share, there's
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1 this collective action that needs to take place to

2 actually nove this forward. This is a reference rate

3 that was created by the nmarket and has to be repaired

4 by the narket.

5 So as we take this forward, any of those

6 opportunities to take this into the heartland will be

7 greatly appreciated.

8 | would al so suggest that, you know, I|ike

9 menbers of the ARC, you know, nenbers of our

10 subconmmttee wll be asked at their own individual

11 firnms to continue to, you know, sort of be preaching

12 this, as well, and nmaking sure that this information is
13 working its way through their systens, through their

14 clients, and so forth.

15 So the nore each of these commttees can

16 instill in their nenbership, you know, a genera

17 requi rement and spirit of this to get out there and

18 sort of continue to spread the word anong their clients
19 and counterparties, the better we can do, and certainly
20 as | said before, | think the CFTC s extrenely wel |
21 positioned to provide a |ot of support there.

22 CHAl RVAN 3 ANCARLO  Commi ssi oner Behnam you
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1 have great experience in taking the show on the road,

2 conducting an advisory commttee in Kansas City next

3 year. Maybe we can have MRAC conmittee neetings

4 el sewhere in the country to help spread the word on

5 Li bor .

6 COW SSI ONER BEHNAM  Thanks, Chai rnman, and

7 thanks, Tom and | couldn't agree with you nore.

8 Like | said in ny statenent, we are in

9 | ockstep and we will continue to take advice from you,
10 Tom for certain, but also be happy to interchange and
11 | think we can all benefit fromit to make sure that

12 fol ks across the country | earn about this.

13 M5. LEWS: Thank you.

14 I'"d Iike to recogni ze Stephen Berger,

15 G t adel .

16 M. Berger: First off, I'd like to thank the
17 Conmi ssi on and the MRAC for focusing on this inportant
18 topic and thank you, Tom for leading the efforts here.
19 Just one kind of comment and observation from
20 our perspective. W think that as liquidity starts to
21 build in swaps referencing SOFR and ot her risk-free

22 rates, it's inportant that we build it wthin the open,
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1 conpetitive, and transparent clearing and trading

2 framework that we've all worked so hard over the |ast

3 five plus years to build for swaps referencing Libor.

4 O herwi se, we fear that this very-nuch-needed
5 transition to sounder risk-free reference rates and

6 derivatives referencing those rates coul d be

7 acconpani ed by at |east a pause or sonme steps backwards
8 internms of markets building integrity.

9 As things stand now, the Conm ssion's

10 reporting rules in Part 43 and 45 by default already

11 apply to the new activity that's occurring in swaps

12 referencing SOFR and | think that's been quite val uabl e
13 in the nascent stages as we've been able to observe the
14 activity that is starting to occur in the swaps narket
15 and, you know, we al so have data obviously on what's

16 happening in the futures market and data's being

17  conpiled on what cash instrunments is occurring that's
18 ref erences SOFR

19 So being able to ook at all three of those
20 products in a transparent fashion, | think it's very
21 hel pful to market participants as they begin to think

22 about transitioning their own activity into products
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1 that reference SCOFR
2 By contrast, as it stands now, the
3 Commi ssion's, and this is obviously probably
4 appropriate in the nascent stage, but as it stands now,
5 the Comm ssion's clearing and trading requirenents do
6 not by default apply to swaps referenci ng SOFR
7 Wth respect to clearing, that would require
8 clearing determnation to be nade in the formof a rule
9 proposal and then on the heels of that, it potentially
10 would take a step at |east under the status quo to nake
11 a determ nation.
12 So I'mnot saying either of those things need
13 to happen today by any neans and fromthe data we've
14 seen, it appears that the vast ngjority of activity in
15 SOFR swaps i s al ready happening on a voluntary basis in
16 a cleared environnent, but | think at |east our hope
17 and aspiration for the subcommttee is that we would
18 have a thoughtful but forward-I|eaning set of
19 reconmendations that will solve the very collective
20 action problemyou nmentioned so that as we build this
21 new liquidity pool, we do it again in a way that
22 benefits fromthe solid franework we've already




Meeting 12/4/2018
Washington, DC Page 53
1 established for Libor swaps.
2 MR. WPF: Yeah. | think we discussed that
3 and we laid that against sort of the first principles
4 we've laid out. | think that that's certainly a topic
5 that the commttee should be | ooking at.
6 | think if we think about the idea that, you
7 know, to renove obstacles, to create incentives, and to
8 avoi d i nadvertent safe harbor outcones, | think that
9 we'll take that onboard and we'll have those
10  di scussi ons.
11 M5. LEWS: The Chair recognizes Jim
12 Shanahan, CoBank.
13 MR. SHANAHAN. |'d like to thank the
14 Commi ssion for putting the enphasis on the benchnark
15 reform It's sonmething that the farmcredit banks are
16 significant users of Libor in our |ending and one of
17 the things is that we have really done a | ot of
18 outreach to the financial institutions we finance
19 because we want to encourage the narket to start
20 thinking about the resources and systens that are going
21 to be touched by this aspect and | do think it's a
22 great aspect that you guys are going to conme out to
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1 Kansas City, hold another neeting.

2 It was a very productive neeting | ast year

3 and outreach. W're doing a |ot of education with our
4 custoners right now just to convince themthis isn't

5 anot her ganme to harvest value out of themand | et them
6 know that this is an enhancenent and not, you know, a

7 punitive step and there's just a | ot of education, and

8 | encourage you guys to speak on this every chance you
9 get.

10 Thank you.

11 M5. LEWS: Thank you, Jim

12 Anyone el se?

13 (No response.)

14 M5. LEWS:. Are there any nenbers on the

15 phone that have questions or conments?

16 (No response.)

17 M5. LEWS: Wwll, if not, thank you, Tom and
18 nenbers of the subconmttee. W |ook forward to

19 heari ng nore about the subcommttee's efforts at the

20 next neeting and for all of you in the audience, the

21 list of subcommttee nenbers is also on the agenda

22 tabl e and the press rel ease was issued earlier this
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1 nor ni ng.
2 Ckay. So now we' Il start our discussions on

3 dearinghouse and Vendor R sk Managenent.

4 MR. WPF:. Thank you very nuch.
5 M5. LEWS: Thank you, Tom
6 Qur first panel discussion will be on

7 Cl eari nghouse Ri sk Managenent and Governance today. |
8 ask that the facilitator and speakers cone forward and
9 take their seats at the panelist table. You do not

10 need your tank cards.

11 The facilitator, Bob Steigerwald, you cone
12 sit by ne.

13 As Comm ssi oner Behnam stated earlier, Robert
14 Steigerwald will facilitate and hel p shape the

15 di scussi on during the panel.

16 Robert Steigerwald is a Senior Policy Advisor
17 for Financial Markets in the Federal Reserve Bank of

18 Chi cago' s Econonmi ¢ Research Departnent, where his work
19 focuses on public policy issues relating to financi al
20 mar ket infrastructure.

21 He also fornmerly represented the Federa

22 Reserve Bank of Chicago and the OIC Derivatives
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1 Regul ators Forum an international forumfor

2 I nformation-sharing and regul atory cooperati on anong

3 central banks, prudential supervisors, and narket

4 regul ators with respect to clearing and settl enent

5 arrangenents and trade data repositories for OIC

6 derivati ves.

7 M. Steigerwald is a graduate of the State

8 University of New York at Stony Brook with a BA and the
9 University of San Franci sco School of Law with a JD,

10 and he's also a nenber of the MRAC. So we are very

11 happy that he has volunteered to facilitate today's

12 panel .

13 | will turn it over to Bob.

14 Panel 1: d earinghouse Ri sk Managenent and Gover nance
15 Today

16 MR. STEI GERWALD: Thank you very nuch,

17 Alicia. Thank you, Comm ssioner Behnam for giving ne
18 the privilege of leading this very inportant

19 conversation this norning.

20 Before we get to the business of this panel,
21 just a remnder, Alicia wants to make sure that we

22 follow the rules of good participation in the
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1 conversation using our m crophones, turn them on,

2 pl ease, when you are speaking and turn them off when

3 you have finished speaking. Also, as before and

4  throughout this neeting, you nay enter the conversation
5 by raising your nane tent to a vertical position and

6 you wll be recognized by the Chair.

7 And | hope that | will use by own good

8 exanpl e of speaking loudly and clearly so that the

9 folks on the other end of the line can hear us as an
10 exanple to all of you.

11 In the event that | should say anything nove
12 or noteworthy, nmuch | ess controversial today, it is

13 i ncunbent upon ne to issue the standard fed disclainmer
14 that ny remarks are solely nmy own and not those of the
15 Federal Reserve Bank of Chicago or the Board of

16 Governors of the Federal Reserve System |It's not ny
17 intention to do any of those things but sonetines

18 things slip out.

19 So just a fewremarks to frane the issue to
20 be di scussed in this panel.
21 We are, of course, tasked with discussing CCP

22 governance as well as risk nmanagenent policies and
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1 practices and this is quite a full set of issues that

2 are both distinct at tinmes and that blur into each

3 ot her at other tines.

4 Governance, | think, can be thought of in

5 both a broad and a narrow sense. Broadly speaking,

6 governance can include the role of public regulators

7 overseeing CCPs as well as their nenbers. It can also

8 I nclude the internal governance arrangenents, rule-

9 setting, supervision, market surveillance that takes
10 place within a CCP, and, of course, in a nore narrow
11 traditional sense, there are the very thorny issues of
12 corporate governance that are especially difficult in
13 an association that is designed to represent many
14 different, sonmetimes conflicting interests, all of
15 whi ch nust be integrated sonmehow into a cooperative
16 effort to manage risk to the benefit of the users of
17 the CCP as well as the public as a whol e.

18 In that respect, governance bl eeds very
19 easily into issues of transparency, flexibility,
20 deci si on- maki ng, and so forth.

21 Sonme of the issues that are properly

22 construed as governance issues, many of themin fact,
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1 wll involve strictly risk decisions. Sone of them
2 wll not. So we will sonetinmes see issues of
3 structure, the nature of the decision-naking process at
4 a CCPrisetothe fore. At other times, we will, |
5 think, see technical issues, sonetines contested,
6 relating to risk managenent practice and policy cone to
7 the fore.
8 Underlying all of this, | think, is a
9 fundanental problem of financial regulation, which is
10 the thorny problemof westling with fundanent al
11  tradeoffs.
12 | think that will be well illustrated by the
13 range of topics that have been identified by nenbers of
14 the committee for discussion in this panel and we wl |
15 find ourselves, | think, fromtinme to time faced with
16 choices that can't easily be reduced to a single
17 sol uti on.
18 Lastly, one of the objectives of this panel
19 di scussion is to identify best practices that can be
20 adopted nore broadly by the industry.
21 | enphasize the plurality of the term "best
22 practices.” There may be an inadvertent or
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1 subconscious inclination to regard best practice as

2 inmplying that only a single path is possible. As

3 Commi ssi oner Behnam noted in his remarks this norning,
4 flexibility can be an inportant contributing factor to
5 the coordi nation and cooperation that is necessary for

6 these markets to operate properly and we should rem nd

7 ourselves, | think, that flexibility and diversity
8 itself can contribute to financial stability.
9 That concl udes the general fram ng remarks

10 that | have and so | hope that they will serve as a

11  foundation for the conversation to follow

12 Let me turn nowto the first of our speakers.
13 Mar ni e Rosenberg is Managi ng Director and G obal Head
14 of Cl earinghouse Risk & Strategy at JP Morgan Chase &
15 Conpany. Her biographical information is available in
16 the packets that are being circulated. 1| thought I

17 would not take the time of the conmttee to go into
18 that detail.

19 Marni e, would you please begin with your

20 openi ng statenent ?

21 M5. ROSENBERG  Thank you, Robert.

22 Good norning. M nane is Marni e Rosenberg,
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and |'mthe dobal Head of C earinghouse Risk &
Strategy wthin JP Morgan's | ndependent R sk Managenent
function.

Thank you, Commi ssioner Behnam and Alicia
Lewms for putting the topic of clearinghouse risk and
governance on today's MRAC agenda and for providing ne
with the opportunity to present our views.

We have raised issues related to CCP ri sk,
recovery, and resolution through two JP Morgan white
papers and a recent clearing nenber default has once
agai n highlighted the inportance of getting
cl eari nghouse ri sk managenent and governance ri ght.

Derivative market reforns, including swaps
cl eari ng mandat e and non-cl eared swaps margi n rul es,
have i ncreased the volune of cleared derivative
transactions. While this has reduced central
counterparty clearing risk and enhanced transparency in
the derivative markets, it has also led to
concentration of risk in CCP use and increased inter-
connectiveness within the system

A obal standard-setting bodi es and

regul ators, including the CFTC, have recogni zed the
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1 need to assess the full inplications of these changes
2 and determ ne whet her enhancenents are needed to ensure
3 that CCPs' risk managenent and governance franmeworks

4 remai n commensurate with the systemc role that CCPs

5 have now assuned.

6 Wi | e good progress has been nade,

7 opportunities remain to further inprove CCP governance
8 and margin and stress testing frameworks as well as

9 I ncrease CCP capital contributions through enhanced

10 regul atory standards and oversi ght.

11 CCPs nmke key decisions with respect to how
12 they manage risk, setting nenbership and eligible

13 collateral criteria, margin |levels, and overal

14  financial safeguards as well as determ ning specific
15 products that they wll offer for clearing, and nost of
16 the global CCPs are subsidiaries of publicly-owned

17 hol di ng conpani es that face conpetitive pressure to

18 maxi m ze sharehol der returns.

19 At the sane tinme, clearing nenbers bear the
20 consequences, the capital consequences of |osses
21  through the collective default fund contributions they

22 provide to the CCP for |oss nutualization.
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1 This nodel creates an inbal ance by separating
2 the rewards of ownership fromits risks, creating a

3 m sal i gnment of risk managenent incentives.

4 Ri sk governance rul es shoul d ensure that

5 those that bear potential | osses have a neani ngf ul

6 voice within regard to how risk is managed. Wile

7 enpl oyees of sone clearing nenbers partici pate on CCP

8 risk coonmttees, this does not equate to nenber input

9 I nt o deci sion-nmaking as representatives have varied
10 rol es.
11 As such, there is a need to enhance CCP ri sk

12 managenent governance processes such that they

13 i ncor porate i ndependent expert views from

14 representatives of end users and cl earing nenbers who

15 serve as nenbers of a CCP's risk commttee.

16 Provide all clearing nenbers with an

17 opportunity to provide their input at the design stage
18 on key risk decisions being considered by a CCP and

19 requi re appropriate docunentation of a CCP's rationale
20 and justification in cases where feedback froma

21 clearing nenber or risk conmttee is not incorporated.

22 Wi | e the governance requirenents | just
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1 descri bed exist under the EU s European narket

2 infrastructure regulation or EM R, they do not form

3 part currently of the CFTC s rules. Incorporating

4  enhancenents in Part 39 and Part 40 of the CFTC s

5 regul ati ons woul d serve to enhance CCP resilience by

6 ensuring that participant risk managenent expertise is
7 duly considered and incorporated where appropri ate.

8 Enhancenents to CCP governance, risk

9 governance frameworks should be coupled wth the

10 requirenent for CCPs to contribute neani ngful amounts
11  of own funds capital or skin in the gane to ensure

12 al i gnnment of incentives.

13 Wil e many CCPs contri bute sonme capital to
14 their default waterfalls, anounts do not scale with

15 risk and represent a small percentage of the nenber

16 default fund, therefore not being sufficient currently
17 to ensure alignnment of incentives.

18 As an exanple, inthe US., one large |isted
19 CCP does not have any skin in the gane whil e anot her
20 has capital equal to three percent of its nenber
21 default fund, neither of which is sufficient.

22 Regul at ors shoul d ensure that CCP capital is
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1 sufficient to both align incentives for managenent of

2 default | osses and cover non-default |osses which

3 should not be borne by nenbers and their clients.

4 We support the CFTC s commtnent to fair and
5 open access and believe that inplicit with providing

6 access to well-capitalized nenbers is the need -- |ess-
7 capitalized nenbers is the need for CCPs to actively

8 noni tor and nmanage exposures brought in by such

9 menbers.

10 CCPs nust ensure that each nmenber can neet

11 increased margin calls and nust be able to take action
12 to reduce risk towards nenbers with weakening credit.
13 Margin frameworks review is the first |ine of
14 defense in case of a menber default. CCPs nust ensure
15 that their margin frameworks are robust, are stable,

16 account for position concentration, and are adequate
17 through the tine it takes to close out a defaultor's
18 positions.

19 We have observed significant nmargi n breaches
20 during periods of high volatility this year. CME, | CE,
21 OCC, Japan Securities Cearing Corp., NASDAQ and EURX

22 all experienced margi n breaches in excess of a hundred
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1 percent, based on a one day market nove, and these were
2 followed by the CCPs subsequently increasing nmargin

3 | evel s.

4 Pro-cyclical calls for margin could trigger
5 defaul ts by weaker nmenbers. Mre work, we believe, can
6 be done by CCPs to denpbnstrate that the margin period
7 of risk assunmed as well as the margin collected

8 adequately reflects the liquidity profile of the

9 under | yi ng product, regardl ess of how the product is
10 traded or classified, whether it be OIC or I|isted.

11 Lastly, participants need sufficient

12 transparency over CCP nmargin and stress testing

13 nmet hodol ogi es to enable themto conduct in-depth

14 anal ysis and be able to fully understand their

15 menber shi p ri sks.

16 Transparency still remains a challenge,

17 despite steps taken by the industry and regulators to
18 enhance di scl osures.

19 Thank you, and | | ook forward to our

20 di scussi on.

21 MR, STEI GERWALD: Thank you, Marnie.

22 "Il turn now to our next panelist, Alicia
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1 Crighton. Aliciais Chief Qperating Oficer, Prine
2 Services, US Cearing at Gol dman Sachs, and she is
3 representing the Futures Industry Association in her
4 remar ks here today.
5 Thank you.
6 MS. CRI GHTON: Thanks, Bob.
7 Good nmorning. I'mAlicia Crighton, and I'm
8 the COO of the Prime Services C earing Business at
9 Gol dman Sachs, and as Bob said, |I'malso the FIA
10 representative to MRAC
11 It is as the FIArep to MRACthat I'Il be
12 speaki ng to you today.
13 Thanks to Conm ssi oner Behnam and to Alicia
14 Lewis for the opportunity to speak with you this
15 nor ni ng.
16 The increase in volunmes cleared by CCPs,
17 particularly stemm ng fromthe &G0 nmandate, can lead to
18 enhanced financial stability but also requires that
19 CCPs engage in strong risk nmanagenent.
20 FIA and its clearing nenbers are strong
21 proponents of a healthy and safe clearing systemthat
22 mtigates systemc risk for the cleared derivatives
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1 busi ness.
2 Wil e FI A nenbers are focused on a nunber of
3 areas related to CCP risk managenent, |'l| categorize

4 my remarks today into three categories: governance,

5 adequacy and resources of CCP nenber firms, and CCP

6 skin in the gane.

7 On governance, |'Il highlight four areas

8 inportant to FIA nenbers. First, regulatory

9 supervi sion of CCPs should include regular and granul ar
10 assessnments. These assessnents shoul d include strong
11 testing across a range of scenarios and at different
12 stages of default nmnagenent to ensure adequacy of

13 resources when they're needed.

14 Stress testing by regulators is an essentia
15 aspect of supervising CCPs and thus ensuring financial
16 stability. Wile regulatory supervision is critical
17 it is inmportant to note that all parties involved,

18 cl earing menbers, CCPs, and regul ators, have a cruci al
19 role to play in the risk managenent ecosystem

20 Second, CCPs should establish a franmework to
21 give clearing nmenbers a nore robust role on risk

22 commttees. R sk commttees need to have a greater say
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1 wth regard to products cleared, the robustness of

2 their margin nethodol ogi es, and which default fund is
3 appropriate to cover products.

4 Current invol venent of individual nenbers in
5 risk conmttees is inadequate for ensuring reliable and
6 sufficiently-robust margi n net hodol ogi es and CCPs

7 should ensure a high | evel of transparency of their

8 mar gi n net hodol ogy wth nenbers and establish a

9 franmework whereby input from nenbers on the

10 nmet hodol ogi es can and shoul d be consi dered.

11 Third, CCP default managenent processes

12 shoul d be transparent and CCPs should permt clearing
13 menber participation. The design of default nanagenent
14 processes, including the use of options, is critical in
15 m nim zi ng | osses.

16 As FI A has argued, transparency is critical
17 to nenbers and this criticality continues post-default.
18 | ssues, such as the nunber of participants and how t he
19 defaulter's portfolio is arranged for and whether an
20 auction is necessary in light of the nature of the
21 product are of critical interest to non-defaulting

22 nmenbers since they are required to absorb | osses
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1 resulting fromthe defaulter's portfolio.

2 Fourth, CCPs shoul d enhance governance around
3 the devel opnent of margin nodels to bring the

4 quantitative and ri sk nanagenent experience and

5 resources of clearing nmenbers to bear.

6 CCPs ensuring the defaulter's initial margin
7 is a primary source of funds to neet the CCP' s | osses
8 upon default and so ensuring margi n nodel adequacy and
9 performance is critical.

10 Mar gi ns shoul d cover nmarket risk over the

11 period that it would take to detect a default, comrence
12 default managenent proceedings, and |liquidate a

13 defaul ting participant's positions.

14 Concentration and liquidity risk nust be

15 accounted for by CCPs and this is best dealt with as
16 part of margin. In addition, cross-product netting of
17 mar gi n shoul d be considered fromthe perspective of

18 ri sk managenent and the robustness of the underlying
19 rati onal e and not margin efficiencies.
20 Margi n efficiencies which yield | ower
21 requi rements shoul d not be a source of conpetition

22 anong CCPs and issuing intraday margin calls to nenbers
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1 shoul d not be seen as an alternative to adequate margin
2 | evel s and should be primarily used to ensure the CCP

3 does not extend nore credit to nmenbers than

4 appropri ate.

5 There is nore work to be done in order to

6 remove the uncapped liability to clearing nmenbers on

7 sonme international CCPs as this risk is unsustainable

8 to the clearing nmenber community.

9 Wth regard to adequacy and resources of CCP
10 menbers, first, FIA believes CCP nenbership criteria

11 should be fully transparent, detailed, and specific.

12 Second, CCPs should not rely on only external credit

13 ratings for nonitoring nmenbership. They should have an
14 internally-devel oped credit franmework, whether it is

15 out sourced or applied by the CCPs' risk function, for
16 review ng creditworthiness of participants.

17 Third, CCPs who wish to include self-clearing
18 menbers shoul d devel op specific provisions in their

19 rul ebook, risk framework and governance to account for
20 the nature of these nenbers. A sel f-clearing nenber
21 does not have the buffer of another sophisticated

22 financial intermediary carrying out risk nonitoring and
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thus requires a higher |evel of scrutiny by the CCP.
This | evel of scrutiny could include exposure caps for
nore thinly-capitalized firns.

Any mar ket participant that is not capable of
having in place neani ngful treading and risk controls
and credi bl e separat ed busi ness functions, such as
ri sk, conpliance, trading, and operations, which are
I ndependent of one another, should not be permtted to
be a clearing nmenber of a CCP.

Lastly, FIA believes CCP skin in the gane
should align the interests of CCPs with those of its
nmenbers. Specifically, it should be cal cul ated by
reference to the | evel of risk being managed by the
CCP. To act as an incentive, a significant portion of
it should be used ahead of any non-defaul ti ng nenber
resources in the default waterfall.

It should be correctly sized for the
potential default of self-clearing nmenbers, taking into
account that they may not be required to provide
default fund contributions under the sanme cal cul ation
as other clearing nmenbers and may not have the

financial resources available in stress scenarios that
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1 | arger financial institutions do, and it should be

2 dynam c and recalibrated periodically to account for

3 the changing level of the default.

4 Thank you again for this opportunity. | |ook
5 forward to taking any questions that you have.

6 MR, STEI GERWALD: Thank you, Alici a.

7 Next, we have Lee Betsill. Lee is Managing

8 Director and Chief Risk Oficer at CQVE G oup.

9 Lee.
10 MR, BETSILL: Thank you, Robert.
11 "1l just clarify. 1'mthe Chief Risk

12 O ficer of the CVE O earinghouse.

13 |"mLee Betsill and Iike nmy other panelists
14  and ot her nenbers of the committee, | thank Alicia and
15 Commi ssi oner Behnam for organizing this event and for
16 the opportunity to be able to speak about CCP ri sk

17  managenent.

18 In nmy prepared remarks, I'd like to briefly
19 di scuss cl eari nghouse governance before we begin the
20 nore ful sone panel discussions.

21 As background, CVE s C earinghouse naintains

22 a dedi cated C earinghouse Risk Commttee which is
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1 conprised of market stakehol ders, including clearing

2 menbers, clients, and i ndependent nenbers.

3 In addition to this conmttee, CME maintains
4 a O earinghouse Oversight Cormittee which is conprised
5 of board nenbers of CVE G oup.

6 The CME C earinghouse and its senior

7 managenent team along with the C earinghouse Ri sk

8 Commttee and the Oversight Committee of the Board,

9 have dual nmandates, to focus on the safety and the

10 efficiency of the O earinghouse and to support the

11 broader stability of the financial system

12 The incorporation of these mandates at each
13 | evel of the C earinghouse Ri sk Managenent and the

14 Governance Commi ttees popul ated by market stakehol ders
15 and the board nenbers is designed to ensure that safety
16 and financial stability are at the forefront of our

17 daily and strategic risk managenent deci sions.

18 These nandates al so ensure that every |evel
19 of the CVE O eari nghouse Governance Program ranging
20 frominternal governance by CME C eari nghouse seni or
21 managenent of risk nmanagenent staff to the external and

22 board | evel governance provided by the d earinghouse
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1 Ri sk Comm ttee and Oversight Commttee, respectively,
2 and to ensure that it perforns its oversight functions
3 wth the broader risk managenent inplications of those
4 deci si ons taki ng precedence.

5 Addi tionally, such decisions are transparent
6 to market stakehol ders through consultation, through
7 rul e changes, through advisories, and such avenues as
8 the public quantitative discl osures.

9 The governance structure of the CMVE

10 Cl eari nghouse al so focuses on ensuring that a range of
11 mar ket st akehol der views are incorporated into risk
12 managenent deci sions by maintaining the diverse

13 representation on the C earinghouse Ri sk Conmittee.

14 This structure seeks to avoid the potenti al
15 risks that could result fromlimting risk nanagenent
16 feedback and input to just a subset of nmarket

17  stakehol ders.

18 We believe it is critical to have a diverse
19 and robust input to achieve the best risk managenent
20 results for the entire market and to ensure that the
21 i nherent financial stability benefits of the central

22 cl earing market structure, driven in part by a careful
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1 bal ance between defaul ter and nutualized resources, as
2 evi denced in past market stress events, are naintai ned.
3 That concl udes ny prepared remarks. | woul d,
4 if it's allowed, like to just nmake a few conments on

5 the opening statenents by ny fell ow panelists.

6 | do appreciate the thoughts that have been

7 expressed. | also appreciate the work that the FI A has
8 done to produce its thoughts on the CCP ri sk

9 nmanagenent.

10 | have to say that as a risk manager of a

11 CCP, I'min agreenent with nost of the statenents and
12 t houghts as they've been outli ned.

13 | do feel like at its whole, though, there is
14 an inplication being drawn that incentives between CCPs
15 and its clearing nenbers are msaligned. | don't

16 believe that to be true.

17 CCPs, irregardl ess of their ownership

18 structure, are conpletely and 100 percent dependent

19 upon its clearing business for all its revenues. The
20 mut ual i zati on of risks are the foundation of the CCP
21 arrangenents today and the CCP ri sk managers worki ng

22 together with the risk managers of its clearing
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1 nmenbership are focused on central -- excuse ne -- are

2 focused on credit counterparty risk nmanagenent and

3 should proactively be working together to ensure that

4 ri sks are nmanaged appropriately.

5 There are no incentives to shortcut risk

6 managenent for a CCP ri sk nmanager because its revenues
7 are dependent upon sound risk managenent. That

8 i ncentive doesn't exist. W've seen the dire

9 consequences for getting risk managenent w ong and

10 continue to focus on inproving risk managenent as part
11 of our daily practice.

12 The FIA is right and as ny panelists have

13 said, are right to highlight margin practices as an

14 i mportant focus. W do |ook to inprove our practices
15 I n margi ning as we conduct our risk managenent.
16 | would say that margin, though, is only one

17 tool in our arsenal for ensuring that we have

18 appropriate ri sk nmanagenment in place.

19 As | said, it's inportant that CCP risk

20 managenent works with the risk managenent of its

21 cl earing nmenbers to proactively nonitor the exposures

22 that are being brought into the CCP ecosystemto
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1 understand the types of exposures that are being

2 brought, to not just nonitor margins but to nonitor the
3 portfolios of both its clearing nenbers and the clients
4 of its clearing nmenbers, using things |ike stress

5 testing of those portfolios, to ensure that it can

6 have a view of potential exposures that may result due
7 to changing market situations.

8 In addition to margin, we have other controls
9 that we can use. By understanding those exposures, we
10 can have additional margin. W can add concentration
11 mar gi n, for exanple, when portfolios get too |arge,

12 either in absolute terns for the markets that they

13 belong to, or too large for the clearing nenber itself
14  who's brought those exposures. W can place limts and
15 ot her controls to ensure that those exposures do not

16 get out of hand.

17 | also think it's right for the focus on

18 default managenent. After all, the nain service that
19 the CCP can provide is that counterparty credit risk
20 managenent and the ability to be able to |iquidate and
21 to be able to liquidate within the financial resources

22 and specifically margins is one of our goals.
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1 The CCP, however, is not a market partici pant
2 itself. 1t has expertise within its risk nmanagenent
3 teambut is not a market participant and, as such, we
4 are reliant on our clearing nmenber community to be able
5 to support the default nanagenent practices and
6 specifically liquidations.
7 The main incentive for clearing nmenbers to
8 participate in default nmanagenent is the guarantee fund
9 contributions which are provided by those clearing
10 nmenbers and we nust be careful in reaching a bal ance of
11 the capital provided in the waterfall by CCPs with
12 those contributions of clearing nenbers to ensure that
13 we're not creating noral hazard and that we are
14 i ncentivizing clearing nmenbers to participate and
15 participate well in that |iquidation process.
16 So, anyway, those were just a few thoughts on
17 the remarks as they' ve been said today.
18 | ook forward to di scussing these and ot her
19 topi cs on the panel.
20 Thank you agai n.
21 MR. STElI GERWALD: Thank you, Lee. Apol ogi es
22 for the mssed introduction.
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1 I"mrem nded that at a recent event at the
2 Federal Reserve Bank of Chicago, one of ny col |l eagues
3 introduced a representative fromthe private sector, a
4 very young man, as the founder and CEO of the Federal
5 Reserve System --
6 (Laughter.)
7 MR. STEI GERWALD: -- which woul d have been a
8 very remarkabl e thing and woul d have cone as quite a
9 surprise to Jay Powell. So operational risk haunts all
10 of us in all of our endeavors. Apol ogi es again.
11 | turn nowto Dale Mchaels. Dale, |'ve got
12 nmyself flustered here. | have to go back to ny |ist
13 her e.
14 Dal e i s Executive Vice President, Financial
15 Ri sk Managenent, at The Options C earing Corporation.
16 MR. M CHAELS: Thank you, Conm ssioners, and
17 Alicia Lewis, for hosting this MRAC Panel on
18 d earinghouse R sk Managenent and Gover nance.
19 | am Dal e M chael s, Executive Vice President
20 of Financial Ri sk Managenent at The Options O earing
21  Corporation. | have been in risk managenent for over
22 20 years at different CCPs and therefore wel cone the
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1 focus of this panel on a topic that is certainly close
2 to ny heart.

3 CCPs have performed extraordinarily well

4 during many stressful periods, including the crisis of
5 2008, and it was due to many cl eari nghouse i nnovations
6 that have been put in place, including mark-to-nmarket
7 settlenents, initial margin nodels, and default

8 managenent, to nane a few

9 As a rem nder, CCPs do not take on any narket
10 risk. W manage the risk. W add a critical risk

11 managenent function to the financial system and take
12 action when our clearing nenbers are in default, as we
13 did in the wake of Lehman, M- d obal, and ot hers.

14 As CCPs have becone nore critical to the

15 financial industry, as reflected in our designation as
16 distinctly inportant to financial market utilities, we
17 have endeavored to nake our processes even nore

18 transparent to the public, with adherence to the

19 principles for financial market infrastructures, and
20 the distribution of both qualitative and quantitative
21 information, so that users can better understand the

22 overall risk managenent of CCPs and participate in the
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1 risk coonmttees and other advisory foruns.
2 "1l go through a few of the critica
3 conponents of the CCP's risk managenent framework with
4 the first line of defense being the clearing nenbership
5 itself.
6 At CCPs, we |ook to have a broad clearing
7 menbership that includes all qualified participants,
8 not just the biggest firns, as you want to have a | arge
9 di versi fied nmenbership.
10 As an initial matter, OCC considers whether
11 potential clearing nenbers are regulated entities. 1In
12 the U S, this nmeans a broker-dealer or a futures
13 conmmi ssi on nerchant, and that they are a corporate
14 entity.
15 Most inportantly, each CCP continually
16 nmonitors the credit risk of each of its clearing
17 menbers that bring exposures to the clearinghouse, are
18 reviewing financial information, the exposures
19 thensel ves, and market netrics.
20 At OCC, we take this a step further as we
21 performa risk review of each of our nenbers, both in
22 initial menbership and periodically thereafter to
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1 ensure that they neet acceptable risk nanagenent

2 st andards and have appropriate staffing, risk systens,

3 and experti se.

4 The next line of defense is the initial

5 margin. CCPs' initial margin nodels are distinct from

6 one another to reflect differences in the products and

7 their inherent risk. This prevents nodel risk involved

8 I n using one single approach.

9 Most of the work of CCPs is appropriate to
10 calibrate and review initial margins as conditions and
11 products evolve. This is one of the nost critical
12 aspects of what CCPs do.

13 For exanple, at OCC, we have devel oped a

14 10, 000 scenario, Monte Carlo Initial Margin Cal cul ation
15 Met hodol ogy cal |l ed STANDS, which has put us on the

16 | eadi ng edge of risk managenent.

17 However, CCPs cannot only | ook at one aspect

18 of a margin nodel to determine if it's appropriate.

19 For exanple, to state the initial margin nodel neets a
20 confidence | evel of 99.95 percent is neaningl ess

21 without any context. One nust |ook at the entirety of

22 each specific nodel.
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1 As an exanple, at OCC, the STANDS margin
2 approach is based on expected shortfall nethodol ogy at

10

11

12

13

14

15

16

17

18

19

20

21

22

a 99 percent |evel, which neans that we | ook at al

mar ket observations, including the worst case
scenari os, and average those anmounts from 99 percent to
100 percent on the distribution curve to reflect the
tail risk.

Most of our other initial margin nodels wll
| ook at precise confidence of 99 percent to calibrate
the margin. 1In both cases, the CCP would state that it
neets 99 percent confidence |evel. However, the OCC
expected shortfall nethod nodel by definition wll
al ways be nore conservative as it's incorporating al
of the extrenme market risks.

The margin period of risk, the estimated tine
needed to close out a defaulting counterparty's
accounts is another critical determ nation in
calibrating the appropriate margins.

There is a distinction today between
exchange-traded derivatives and over-the-counter
products in the regulations of a mninum one-day margin

period of risk for exchange-traded derivatives and
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1 five-day margin period of risk for the OIC products,

2 which reflects the liquidity and conplexity of those

3 product s.

4 We al so believe the margin period of risk

5 should be tied to the default managenent process, which
6 has al so shown that a longer tine frame is needed to

7 cl ose out OTIC products.

8 Wi le the regulatory m ni mum margi n period of
9 ri sk for exchange-traded derivatives in the U S is one
10 day, the OCC believes that given the default managenent
11 experience which would likely involve an option process
12 that two days is nore reflective of the tine frane

13 needed to close out a defaulting counterparty's

14  accounts.

15 The OCC has therefore set the margin period
16 of risk to the nore conservative two days for all of

17 its exchange-cl eared products. In our view, it's not
18 about the regulatory mnimum It's about what is right
19 for risk managenent.
20 Anot her inportant initial margin aspect is
21 the calculation of margin offsets for correl ated

22 products. Many CCPs offer margin offsets for products
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1 that are both economcally and intuitively |inked.

2 These correl ations nust al so be persistent and strong

3 and margin offsets should not be allowed for products

4 that are tangentially correlated or in different asset
5 cl asses.

6 OCC agai n has taken ri sk managenent a step

7 further in its margin nodel and runs deep correlation

8 scenarios within its margin nodel where there's an

9 addi ti onal charge at a higher confidence |eve

10 interval, based on the greater of historical, zero, or
11 perfect correlations of products to cover the risk of
12 mar kets that nay be noving in a nmuch different way than
13 they have in the past.

14 O her considerations in review ng margin

15 nodel s include daily calibrations, |ength of | ook-back
16 periods, liquidity and concentration add-ons, wong way
17 of risk, intraday margin capabilities, just to nane a
18 few.

19 So in considering the universe of margin
20 nodels, it is never relevant to | ook at just one aspect
21 of the margin nodel but to look at the margin nodels in

22 their entireti es.
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1 The next |evel of defense is the current
2 funds thenselves. Mich of what CCPs have in place for
3 initial margin also applies to stress testing of
4 clearing funds as CCPs | ook to size those funds at the
5 appropriate |evel.
6 These include having a robust nunber of
7 scenarios, deep correlation scenarios, and | ong | ook-
8 back periods. The regulatory mnimumin the U S 1is a
9 Cover 1 standard, neaning that the CCPs can cover
10 exposure of its largest clearing nenber firm OCC al so
11 exceeds this regulatory standard and have inplenmented a
12 Cover 2 standard which covers the |argest two clearing
13  firm exposures.
14 Generally, CCPs | ook at bringing many siml ar
15 products in the clearing fund and default waterfall to
16 allow themto be risk nmanaged together. Wile a
17 clearing nmenber may not clear each and every product in
18 their waterfall, we want to have broad participation in
19 a CCP clearing fund rather than have small silo funds
20 for single products.
21 If there is a small silo fund, there is no
22 recourse to other financial resources for those funds.
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1 A CCP default is nmuch nore |likely, which would

2 obvi ously be nmuch nore damaging to the custoners, to

3 clearing firnms, and the entire system

4 And the last thing, the risk framework, is

5 default managenent. CCPs have worked closely wth

6 clearing nmenber firnms and with other CCPs to have

7 robust default managenent processing, especially with
8 regards to the option process, that allows the CCP to
9 return to a matched book. This includes a vigorous

10 default nmanagenent testing on the option process that
11 i ncludes wide participation for both clearing nmenber

12 firnms and clients.

13 For sone options, it's necessary to have

14 mandat ory participation so that CCPs can have many

15 viable bids, which would allow for the best outconme for
16 the market, although nost inportantly in the default

17 managenment process and any stressed nmarket environnent,
18 is for the CCPs to retain the flexibility to be able to
19 react to the facts and circunstances at the tinme as the
20 next stress event will likely be much different than
21 the last stress events.

22 As a system cally-inportant financial market
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1 utility, OCC remains commtted to serving as a

2 foundation for secure markets and to ensuring

3 confidence in the financial markets and broader

4  econony.

5 W will continue to invest in solutions that
6 enhance our resiliency and fortify our operational

7 ef fectiveness to reduce system c risk across the gl obal
8 financial markets.

9 Thank you very much for your tinme and

10 consi deration and | ook forward to further questions.
11 MR. STElI GERWALD: Thank you, Dal e.

12 Qur final panelist speaking this norning is
13 Tyson Slocum He is Director of the Energy Program at

14 Public Citizen.

15 Tyson, your remarks, please.
16 MR, SLOCUM Geat. Thank you so nuch.
17 Good norning, everyone. | just want to thank

18  Comm ssi oner Behnam for his | eadership on the Market
19 Ri sk Advi sory Commttee, for Alicia Lews for all of
20 the trenendous anount of work that you and ot hers have
21 done to put this together, and | appreciate the

22 opportunity to serve with ny fellow panelists and wth
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1 nmy fellow Market Ri sk Advisory Conm ttee nenbers.
2 So Public Ctizen is a consuner advocacy
3 group, so we try and represent the interests of
4 househol d consuners in a variety of different areas.
5 We' ve got over 400,000 such househol d nenbers that help
6 finance the operations of Public Ctizen and we try and
7 represent the public interest.
8 The financial crisis of 2008 resulted in
9 donmestic and international efforts to enhance risk
10 managenent, inprove transparency, and hei ghten narket
11 integrity with requirements for nore transactions to
12 nove through central counterparties. These clearing
13 requi renents have assigned significant public interest
14  functions to the conpanies performng central counter-
15 party duties.
16 So it is therefore prudent for the CFTC to
17 ensure that both the ownership structures, the | egal
18 and reqgul atory obligations, the transparency of
19 operations of these central counterparties are aligned
20 for maxi mum protections for nenbers, conmmodity end
21 users, and the public interest.
22 The CFTC s oversight of central counterparty
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1 governance and transparency is guided by core

2 princi ples and these core principles are very broad and
3 the CFTC actually attenpted to dive in and provide a

4 | ot nore detailed requirenments in proposed rul emaki ngs
5 in 2010 and 2011 that ended up not goi ng anywhere.

6 And so as a result, efforts to codify and

7 strengthen those rules remain inconplete, and | think
8 one of the outcones of the discussions we're having

9 here today would be for the Conmm ssion to revive

10 rul emaki ng efforts, particularly on governance,

11 transparency, and conflict of interest of central

12 counterparties.

13 Such efforts could include explicit standards
14  for conpositions of boards of directors, disciplinary
15 panel s, risk managenent commttees addressing the role
16 of menbers on risk managenent conmttees.

17 We heard from JP Morgan about certain

18 specific requirenments under EU rules that do not exi st
19 under CFTC rules and so | do think a proposed rul e-
20 maki ng to address certain aspects of the operations of
21 these risk nmanagenent conmittees woul d be hel pful.

22 Ensuring that incentives between centra
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1 counterparty business nodels, including all their

2 affiliate interactions and their nmenbers and end users
3 and the public interest, are all properly aligned, I

4 think ensuring a neasure of independence of the risk

5 managenent committee fromthe board of directors would
6 be hel pful, and stronger reporting requirenments to

7 address potential conflicts of interest.

8 So thank you very nuch for your tine and

9 | ook forward to any questions.

10 MR, STEI GERWALD: Thank you very nuch.

11 At this time, I'd like to offer the panel an

12 opportunity to comment on what has been said so far. |
13 think it would be very helpful to the further

14 di scussion by the conmmttee to hear your thoughts about
15 what was said by your fellow panelists.

16 M5. ROSENBERG. Robert, thank you. [I'll just
17 make a coupl e of renmarks, comments.

18 So the first thing | would say is JP Mrgan
19 has a hundred nenbershi ps over 60 clearinghouse groups.
20 Sol think it's inportant that the coments that |

21 presented really represent our views across our CCP

22 portfolio and the exposures that we have.
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1 Now t he | argest exposures, of course, are

2 towards the |argest CCP groups and we spend a | ot of

3 time focused on the risk nmanagenent, the transparency,

4 and the governance around those groups. So | just want

5 to make that as a general statenent.

6 In respect to sone of the comments, the

7 remar ks that were provided, | would just reiterate a

8 coupl e of things.

9 One is that clearinghouses do take risk. So
10 | think that's a really inportant point to enphasize.
11 They make deci sions every day that affect individual
12 cl earing nenbers, clients, and the market overall. So
13 they are meki ng decisions about risk managenent that
14 could create, you know, risk down the road and | think
15 that's inportant.

16 The other thing | want to say is about

17 governance. So with respect to governance and

18 particularly around cl eari nghouses engagi ng with

19 menbers and their clients around decisions or materi al
20 changes that could affect ultimately the capital the
21 cl earing nmenbers contribute to the default fund,

22 there's no one size fits all approach. So every
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1 cl eari nghouse has a different approach.
2 Sonme from a communi cations standpoint are
3 very -- start engaging very early on in design process
4  through risk nenber, risk working groups, and this is a
5 very effective way to genuinely get nenber input, not a
6 check off the box, but genuinely engage with the
7 menber ship community, get input and that input then
8 gets discussed at the formal risk commttee that
9 ultimately hel ps shape any proposed rul emeki ng, whereas
10 other CCPs tend to -- when we sonetinmes find out about
11 changes, they're actually through public -- | would say
12 rule filings where nmenbers can provide public coments
13 and we think that way is not as constructive.
14 So those are the couple of comments | woul d
15 make. In addition to transparency, | would say the
16 CPM Osco Quantitative Disclosures are very hel pful to
17 the market but we don't think that they go far enough
18 and we do believe again across the portfolio that we
19 have of CCP nenbershi ps sone cl eari nghouses are better
20 than others in sharing information that we can
21 therefore evaluate our risk and it really varies across
22 the spectrum and | woul d encourage the CFTC and ot her
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1 regulators to continue to have these discussions about
2 encour agi ng cl eari nghouses to share infornmation, even
3 on a bilateral basis, with their nenbers that hold a
4 lot of the risk, even if it's through NDAs,

5 confidentiality agreenents.

6 | sit intentionally within the independent

7 ri sk managenent structure at JP Morgan. W are the

8 private side of the organization and we contain any

9 i nformati on we receive within our function.
10 Thank you.
11 M5. CRIGHTON: |'Ill just add a few nore

12 comments to Marnie's.

13 The first thing | think Lee you highlighted
14 this and it was in ny conments, as well. | think the
15 noti on of FCMs being risk managers al ongside CCPs is an
16 i nportant one and | think they are very much aligned

17 and | think two things of that sort of brings up as

18 areas of focus and we've touched on those but | think
19 it's worth highlighting themagain is (1) the

20 governance around nenbership criteria.

21 | think because we are risk nanagers

22 al ongsi de of each other, you know, in the instances
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1 where self-clearing participants are going direct to

2 the CCP, they don't have the buffer of another XCM

3 perform ng that risk managenent role. So as an

4 i ndustry, we are relying on the CCP to performthose

5 ri sk managenent obligations.

6 | think the second piece in there is the

7 setting of margin and the transparency and the detail

8 of information provided around setting of margin.

9 |"mnot sure as an industry we've necessarily
10 solved for the right |evel of transparency and the

11  comunication with, | think, the broader comunity. |
12 think closely tied to that, and, Dale, you touched on
13 the setting of margin period of risk, I think it's

14 i ncunbent on all of us, | think, to strengthen the

15 rel ati onship between stated MPOR and initial margin,

16 so, and | think nore work needs to be done there.

17 And the last piece that I'll just touch on is
18 the default nanagenent proceedings. | think again nore
19 work to be done in regards to nenber input,
20 particularly to enhance the |iquidation proceedings. |
21  think balancing the amount of information that's given

22 to whether it's the option participants or the default
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1 managenent conmittee, the conposition of that
2 commttee, | think are all areas that we shoul d be

3 discussing further.

4 Thank you.

5 MR. STEI GERWALD: Thank you, Marni e and
6 Alicia.

7 | nmust say just fromny own perspective,

8 those comments hel p shape nore generally your approach
9 to sone of the issues that have cone up. From ny

10 perspective, when | saw sone of the issues that were
11 listed by MRAC conmittee nenbers as topics for concern,
12 at a first blush, you mght well ask yourself whether
13 the systemworks at all, there are so nany issues to be
14 addressed, and yet it does.

15 In fact, it works well enough that the

16 | eaders of the (20 decided to nmake it an inportant

17 conmponent, it being central clearing, of the Financial
18 Stability Programfor the world.

19 Marni e, your remarks in particular point out
20 that there is sone diversity of practice globally and
21 in different parts of the industry addressing

22 particul ar asset classes, particular markets, and
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1 that's inportant for us to renenber, as well

2 Dal e and Lee, would you like to nmake further
3 comments, based on what you' ve heard?

4 MR. M CHAELS: Sure. So this is one of those
5 itens that | think we are in agreenent with the

6 comments here as far as including the current

7 menbershi p and others as far as the overall governance
8 process.

9 | nmean, it would be silly not to. These

10 fol ks have experts in the industry that could hel p us
11 out. Never think that we have the nonopoly of experts
12 on cl eari nghouse ri sk managenent.

13 So at our organi zation, at OCC, we do have a
14  financial risk advisory council. This is nade up of
15 clearing nmenber firms and clients. W bring all nodel
16 changes, clearing fund changes, default managenent

17 processes through that body and that body has a direct
18 link to our risk conmttee, so that everything that's
19 di scussed, any issues that are brought up are then
20 summarized to the risk conmttee thensel ves and they
21 could act on or if they decided not to act on, we bring

22 It back to that council to give themthe decision as
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far as to why it wasn't. So | think there is that
process in place at sone CCPs.

|'"d say the one thing that | also want to
corment on is the default managenent process. W
certainly need to engage with the clearing nenber
firms. | mean, we practice this at |east once a year,
if not nultiple times a year, at CCPs. It is that
i nportant to get the operational pieces of this down so
that fol ks can know when they're planning a portfolio
how to bid, what is the information that they're
| ooki ng at.

| would say there is a little bit of tension
here between what |'m hearing sonetines in these types
of forunms as far as wanting to participate in default
managenent versus what you have when you talk to the
actual desks who are providing bids.

When we are going through the default
managenent process, a lot of the tinmes we are not
getting their attention and we don't get that type of
cooperation. |In some cases, we have to -- when we
don't get that cooperation, we have to take action and

bring it to our risk conmmttee and fine these nenbers
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1 because they have not participated, even though they

2 realize it is critical that we have this process in

3 pl ace.

4 So, you know, there is that bal ance that has
5 to be struck, as well.

6 MR, BETSILL: Yeah. Thanks. Let ne just

7 address a couple of the points that have been raised

8 her e.
9 You're right, Robert. There's been a | ot
10 that I've thrown out there and despite it all, we do

11 actually function on a day-to-day basis in the clearing
12  space.

13 If I can address the comment on the self-

14 cl earing nmenbership that Alicia raised, on this topic
15 and as Conmm ssioner Berkovitz pointed out in his

16 openi ng statenent, diversity of nenbership is inportant
17 in the clearing infrastructure and ecosystem

18 The market itself benefits from having a w de
19 range of participants in its markets, from

20 i nstitutional hedgers, commercial hedgers, to

21 specul ators and retail clients. W benefit fromthat

22 | arge eco-structure and that does take a
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1 di versification of the nenbership.

2 Now the majority of CCP business on the

3 clearing side is conducted through FCVs or client

4 cl earing business, but the proprietary trading firns

5 also is a very big and inportant part of the clearing
6 infrastructure, and | would point out that our | argest
7 self-clearing nenbers are in fact the | arge banks who
8 al so own FCMs.

9 Due to capital pressures, we've seen a nunber
10 of banks becone sel f-clearing nenbers, and | don't

11 think there's anything inherent riskier about those

12 sel f-cl eari ng nenbers.

13 As Dal e pointed out in the nenbership

14 criteria, we need to ensure that all of our nmenbers can
15 support the clearing business that they bring into the
16 CCP. They need to have the operational capacity. They
17 need to have the independent risk oversight, and we

18 need to work with those clearing nenbers just |ike our
19 client clearing firnms on ensuring that the exposures
20 that they bring into the CCP are comensurate with
21 their own financial resources and the levels that they

22 can support, and it's not just capital levels, right?
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1 One of the things that we look at is the form
2 that that capital takes. Liquidity risk is a very

3 inportant part of the clearing ecosystemin that we are
4 running daily mark-to-markets, in our case for futures
5 and options twice a day, running a variation margin

6 settlenent, which requires flows of nopney.

7 So we need to ensure that the firns have the
8 right formof capital to be able to neet increases in

9 margin calls and the changi ng market infrastructure.

10 So, you know, everybody can get risk

11 managenment wong fromtine to tinme. It's how we're

12 able to react to that and to the changing situation and
13 | don't think that self-clearing nenbers are inherently
14 ri skier than other clearing nenbers and indeed that we
15 benefit from having smaller clearing nenbers in the

16  ecosystem

17 Could I also just make a couple of points on
18 governance? | started out in nmy opening statenent on

19 governance but Tyson has raised it. |It's been a thene
20 her e.

21 | think at |east at CVE, the conposition of

22 our risk conmttees, the conposition of our board is
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1 set out to ensure that there is both a w de-ranging
2 I nput and experiences and that there is the appropriate
3 chal | enge and oversi ght by the board.
4 So our risk commttees are rather |arge.
5 thi nk our clearinghouse risk commttee for futures and
6 options is 16 nenbers strong and the majority of those
7 are fromclearing nmenbers. So we do get very nuch the
8 cl earing nmenber view.
9 Peopl e have raised the question of NDAs for
10 commttee nenbers. Those are inportant when we are

11 bringi ng early discussions on potentially

12 conpetitively-sensitive material, but the majority of
13 what we bring is not commercially-sensitive.

14 "1l take the exanple of enhancenents that

15 CME is nmaking to expand nmargin nodel. W have been

16 consulting on a bilateral basis with our market

17  stakehol ders for nore than a year and a half now.

18 W' ve done hundreds of bilateral neetings. W've

19 di scussed in foruns. W have operational and risk

20  working groups | ooking at the new nodel and all of that
21 is input into the risk commttee decision to nove

22 forward wth what wll be a material change.
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1 It also has to go through our board
2 commttee, the approval. W need to bring the views of
3 the market as a whole, the views of the risk conmmttee,
4 and to get approval fromthe board to nove forward with
5 a material change.
6 And, lastly, of course, we need to get a
7 regul atory approval for those types of materi al
8 changes. So for us, these enhancenents to our margin
9 nodel is a nmultiyear process of ensuring that we get it
10 right.
11 "1l stop there. Thanks.
12 MR. STEI GERWALD: Thank you, Lee. | think
13 it's appropriate for us nowto invite participation by
14 MRAC nenbers and to start off, Alicia, you introduce --
15 M5. LEWS: Well, | know the tent cards are
16 about to fly. So we're going to go to the phone first
17 so that we'll be able to get the views of the nenbers
18 on the phone.
19 | s there anyone on the phone that would |ike
20 to make a comment or has a question?
21 MS. YARED:. Hi, good norning, Alicia. This
22 Is Rana from Goldman. | would like the opportunity, if
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1 you please.

2 M5. LEWS:. Yes, the Chair recognizes Rana

3 Yared of Goldman Sachs.

4 M5. YARED: Thank you.

5 So echoing to sone of the comments that were

6 made by the distinguished panel, we want to anplify

7 just a few points on behalf of Gol dman Sachs.

8 First, as an institution, we view well-

9 functioning risk commttees to be those that allow a
10 hi gh degree of direct clearing nenber participation and
11 which nake decisions that are based not on what is nost
12 comercially expedient for a CCP but, rather, what w |
13 be viewed as prudent risk managenent of the clearing
14  menbers and, indeed, the clearinghouse's own capital.
15 It is for that reason that we believe that
16 cl eari nghouses havi ng appropri ate anounts of skin in
17 the ganme aligned interests. In the sane way that we
18 don't wish to | ose our capital as a non-defaulting
19 nmenber, we assune that the clearinghouse wll be nore
20 i ncentivized to nmake the strongest and nost robust risk
21 managenent decisions if the consequences for not doing

22 so are having their own capital at risk.
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1 Secondly, we want to nake sure that in

2 di scussi ons about CCP best practices that we avoid

3 alluding to risk nmanagenent standards being different
4 bet ween |isted and OTC products.

5 We view riskiness as not a function of the

6 product form but, rather, as a result of liquidity,

7 volatility, market concentration, and expected

8 availability of hedges and the timng of those hedges
9 for an effective default managenent process.

10 | f a clearinghouse applies for a short MPOR
11 to the products that it clears, the onus should indeed
12 be on the cl earinghouse to denonstrate that the margin
13 is appropriate and sufficient. This case should al so
14 be supported with a suitable amount of additional

15 cl eari nghouse skin in the gane capital and, further,
16 this support should be furnished to the relevant risk
17 commttees previously nentioned by the speakers on the
18 panel to get appropriate input fromnot only direct

19 cl earing nenbers but al so i ndependent nenbers of the
20 risk conmttee.
21 We believe, further, that idiosyncratic risks

22 shoul d be housed in segregated default funds and
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1 referred to our previous views around the appropriate
2 segregation that we seek of OTC swap products and our

3 views around the need for segregation of crypto assets.
4 Finally, while we wish for sone degree of

5 certainty in respect of the rul ebooks, we want to

6 acknow edge that being overly-prescriptive limts the
7 range of options that clearinghouses and default

8 managenent groups have in a default scenario in a

9 manner that could potentially cause further | osses.

10 To that end, we believe it is inportant that
11 default nmanagenent groups, which are the groups that

12 are endowed with the ability to actually hedge the book
13 in a default scenario, sonetines they're an enpl oyee of
14  the cl earinghouse, sonetinmes it is a group that is

15 drawn fromthe nenbership, has the flexibility that it
16 needs to react to market conditions and the

17 peculiarities of each default.

18 One of the previous speakers said that the
19 next default won't | ook |ike the one that happens
20 directly before it and we think it's very inportant to
21 not wite the rul ebooks that falls to the default that

22 we just saw but, rather, that provides the
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1 cl eari nghouses and the DMPs and the risk conmttees
2 which oversee themw th a tool kit that has the
3 appropriate tools to handl e the next default.
4 Wth that, thank you for the opportunity to
5 speak to the group.
6 M5. LEWS: Thank you, Rana.
7 | s there anyone el se on the phone that has a
8 comment or question?
9 MR, MJURPHY: Hi. This is John Murphy with
10 Commodity Markets Council .
11 M5. LEWS: The Chair recogni zes John Mirphy
12 from Cormmodity Markets Council.
13 MR. MJURPHY: Thank you, Alicia, appreciate
14 it, and thank you to the panel for your comments.
15 | just had a quick question that anyone on
16 the panel can answer, and it pertains to the default
17 managenent process and again w thout being too
18 prescriptive around the auction process, | think that
19 what we do need is nore transparency around the auction
20 process.
21 | think we saw recently in Europe with the
22 default on the exchange in Europe that there were
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1 I ssues wth the nunber of participants involved in the

2 auction process, which probably caused sone additi onal
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mar ket stress that was unintentional.

But what do you think a process would be from
an auction perspective that woul d be nore reasonabl e
and nore resilient on a go-forward basis w thout
causing nore market stress if you are in the mdst of a
mar ket environment? So does anyone have any opi ni ons
on what the appropriate auction process really should
| ook Iike?

M5. LEWS: The Chair recognizes Lee Betsill,
CME C eari ng.

MR, BETSILL: Thank you, Alicia, and thanks,
John, for the question, and Rana, as well. | think
both of you touched on simlar topics as it cones to
def aul t managenent.

Liquidation is difficult, right, to get
right. There is a balance always in having enough
participants to be able to support a good auction in
the sense that you get the best prices and tel egraphing
the positions that you're about to unload on the

mar ket. You can go too w de.
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1 Soit is adifficult thing to get right. |
2 think Rana pointed out that there should be a
3 difference in the default managenent approach between
4 OIC contracts and listed contracts and | think that's
5 right.
6 In the listed markets, we do have the benefit
7 of an order book of nore |iquid products which can be
8 utilized in the default nanagenent process, naking
9 hedgi ng or liquidation nore efficient fromthe CCP
10  standpoint.
11 Whereas, | think nost CCPs who offer OIC
12 markets utilize their risk commttees or default
13 managenent comrittees to be able to advise a CCP on the
14  best nethod for liquidation and that usually invol ves
15 anal yzing the portfolio and suggesting hedges which can
16 be put on before the OIC positions are |iquidated and
17 the primary tool for that is via auction, given that we
18 don't have an order book that we can go to in the CCP.
19 So I'magreeing wth that.
20 | think to the transparency point that you
21 rai sed, John, we try to get this right, as Dal e pointed
22 out, by having regular default nanagenent drills,
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1 liquidation drills. W practice this regularly with

2 our nmenbership to get the operational elenents right
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and al so to ensure that everyone knows what sort of
action the CCP will be taking in the auctions.

The results of those default nmanagenent
drills are subject to extensive wite-ups in our case.
W share those and di scuss those with our risk
commttees and get feedback on how we're doing with
those drills, but it's basically to get the community
confortable with what will happen should we have a
default and we do try to be transparent about that.

On transparency generally, 1'll just state to
cl ose that, of course, we do regular due diligence
visits with our clearing nenbers, all of them and
that's both the CCP | ooking at the risk practices of
our clearing nenbers to ensure that they continue to
neet nenbership requirenments, but it also conmes the
ot her way. So clearing nenbers performdue diligence
visits on the CCP and we try to be as transparent as we
can with our practices in those types of visits,

i ncl udi ng over our default managenent practices.

"Il stop there.
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1 M5. LEWS: Thank you, Lee.
2 The Chair recognizes Kristin Walters,
3 Bl ackRock.
4 M5. WALTERS: Thank you very much. Thanks,

5 Comm ssi oner Behnam for raising the inportant issue of
6 CCP resiliency, and to the panel, | share many of the
7 views that were discussed.

8 I think the recent NASDAQ default highlights
9 Bl ackRock' s ki nd of |ongstanding and public views that
10 steps need to be taken to inprove CCP resilience, both
11 to reduce systemic risk as well as to prevent |oss

12 al l ocation to end investors who Bl ackRock represents on
13 a fiduciary basis.

14 Just wanted to highlight a few issues, one,
15 skin in the gane, which a nunber of fol ks have spoken
16 about this norning. Incentive alignnment continues to
17 be a very real problem Both regulatory requirenents
18 and market practice have resulted in skin in the gane
19 that does not appropriately align incentives for CCPs
20  who benefit fromthe clearing nandate and we believe
21 that the recent |oss allocation nay have been avoi ded

22 inits entirety if the CCP had nore skin in the gane.
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1 It's inmportant to point out that we're not

2 just advocating for nore skin in the gane but we'd |like
3 to see the relevant regul atory bodi es just devel op a

4  robust and defensible framework for assessing and

5 appl yi ng appropriate levels of skin in the ganme going
6 forward.

7 Around exchange rate versus OIC nmarkets, the
8 OTC derivatives markets have benefited by margin

9 adequacy net hodol ogi es that are nore risk-sensitive as
10 well as enhanced default risk managenent -- sorry --
11 default nmanagenent procedures. Those changes have not
12 been made on the exchange-traded side and certainly

13 we've seen that liquidity can be an issue in both

14 mar kets and we are advocates for simlar changes to be
15 made to | egacy margi n nmet hodol ogi es on the exchange-
16 traded side as well as default nmanagenent practices.
17 Definitely, we believe that disclosure

18 standards need to be inproved. Many of the risk

19 managenent shortcom ngs that were reveal ed by the
20 recent CCP | oss allocation were not readily apparent
21 fromtheir disclosures and, in fact, CCP disclosure

22 requi rements continue to be I ess than sone of the
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1 smal | est public conpanies in financial markets.

2 Finally, just with regard to protecting end
3 users and taxpayers, just to note that the MH

4 continues to be captured in CCP rul ebooks and we woul d
5 li ke the regulators to address this issue. W do not
6 think that it is -- we do not advocate for the M&H

7 bei ng used by CCPs and if used at all with sone

8 caveats, it should only be in the instance of

9 resol ution.

10 | would just note that everything that I

11 said, we've been saying, you know, as part of -- |'ve
12 been saying on behalf of BlackRock for the |ast several
13 years, on MRAC. They're not new ideas. They're just
14  basic best practices around risk nanagenent and

15 governance that we think need to evolve in this space.
16 | would ask folks to reflect on the buy side
17 perspective on CCP risk that we presented, Angel a Patel
18 from Putnam Bill Thunmb from Vanguard, and | presented
19 a few years back on the back of the recommendati ons we
20 made to SIFMA AMac W feel those recommendations are

21 still -- we still support them

22 And, finally, a couple of viewpoints that
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1 Bl ackRock has witten on the topic of CCP resiliency.
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One, back in 2016 and then very recently, we put our
t hought s together on an end usage perspective on
central clearing 10 years post financial crisis. It
addresses many of ny comments today as well as the
views of fol ks on the panel.

So thank you very nuch.

M5. LEWS: The Chair recognizes Bis
Chatterjee, Ctigroup.

MR. CHATTERJEE: Alicia, thank you for the
opportunity to ask a question, just a question, not a
st at enment .

It seenmed |ike the discussion initially was
focusing on, nost of you, that there could be best
practices that various CCPs follow that could be shared
across the CCP ecosystem and that people could take on.

But, you know, based on statenents and
coments, it alnost seens like, well, no, there are
areas where it doesn't apply.

Lee, you nentioned that the default
managenent and the liquidation of a portfolio for OIC

and |isted could be very different.
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1 So I"'mcurious to hear fromthe panelists
2 i ke where do you think, what areas you think best

3 practices can be, you know, transported fromlisted to
4 OIC markets or vice versa. Is it in the softer areas

5 of governance, transparency, or is it for, you know,

6 mar gi n and option nethod?

7 And, Dale, you nentioned that, you know, you
8 aren't sticking to the prescribed m ni numregul atory

9 and you're focused nore on risk approach for MPOR

10 You know, Lee, you nentioned your reliance on
11 listed markets for |iquidation but, you know, we al

12 know in stress markets, even |listed markets can be thin
13 and, you know, block markets nmay exi st over here from
14 the listed nmarkets.

15 So I'"mcurious to hear |ike where do you

16 think these best practices can be extended and where

17 they fall apart.

18 M5. LEWS: The Chair recognizes Dal e

19 M chael s from OCC.

20 MR MCHAELS: Sorry. | got alittle

21  aggressive there.

22 | think when you | ook back at when the rules
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1 were put in place, there was a definite econony between
2 OTC and exchange trading. They were very different.

3 W just started on the OTC products. There wasn't a

4 |ot of visibility into them
5 | think as these markets have devel oped and
6 we' ve | ooked at the standards, | think there is

7 starting to see sone coal escing around, you know, one

8 broader risk managenent -- |'ll just take an exanpl e of
9 default managenent, one of ny favorites.

10 When you | ook at what we put together for the
11 OTC types of products, it was mandatory default

12 managenent groups, mandatory participation in the

13 drills, and if there are actual defaults that occur.

14  The juniorization and seniorization of clearing firm
15 for those that participate well or not so well.

16 | think when you | ook at what has been put in
17 pl ace for exchange-traded, there wasn't that nmandatory
18 types of actions. You |look at what's been occurring

19 nore recently, many CCPs have put into place mandatory
20 testing. Sonme CCPs are | ooking at mandatory
21 partici pati on exchange-traded if you are clearing the

22 product .
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1 So you can kind of see it starting to norph
2 into that direction as far as let's take the best

3 practices that are out there and get it into the one
4 best practice rather than keeping this perhaps
5 sonetinmes artificial dichotony and figuring out what is

6 the best approach.

7 So |l think I"'mstarting to see it certainly
8 in default managenent. | think you're starting to see
9 it elsewhere as well as far as risk nmanagenent and

10 margi n nodels. | think the margin nodels on the

11 exchange-traded side were devel oped at a point in tinmne.
12 I think they are advancing to probably nore of the

13 sophisticated margin nodels that we're seeing today,

14  whether they be far or expected shortfall, things al ong
15 that 1ine.

16 M5. LEWS: Actually, | have to recognize

17 Marnie first. Marni e Rosenberg.

18 M5. ROSENBERG. Thank you. "' mj ust

19 responding to Bis's question from our perspective where
20 we think there could be best practices.

21 One, which | can't enphasize enough is

22 greater transparency, sharing full docunentation on
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1 margi n and stress testing, as we said, because nenbers
2 bear nost of the risk through the default fund.

3 A few other areas in margin which | think --
4  which have been devel oped prinmarily in the OIC space

5 which could -- really should be thought through nore on
6 the listed side is appropriate concentration add-ons.
7 So in the swaps space, we, as well as other nenbers,

8 participate in liquidity surveys into the CCP.

9 | would say on the |listed side, what we see
10 across our portfolio is not as nmuch of a robust

11  concentration in liquidity add-on framework, which

12 really should be based on average daily vol unes and

13 should be transparent to the nmarket.

14 The other area we see which is growing in

15 adoption which we support is utilizing a stress margin
16 framework. So when cl earinghouses cal cul ate stress

17 | osses above margin, consideration nore broadly should
18 be for requiring those nmenbers that bring stress |oss
19 to the market to pay nore in margin.
20 And then the other thing I would say which
21 Alicia did nention is on capping liability to nmenbers.

22 The only way we can effectively manage our risk to the
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1 systemis having an effective cap on our liability.
2 M5. LEWS: Lee Betsill, CME
3 MR. BETSILL: Thanks, Alicia.
4 Can | just go back to the best practices
5 remar ks or question that Bis asked?
6 We do in the CCP community attenpt to share
7 best practices. Dale and | are both nmenbers of CCP-12.
8 There's each in Europe. There's the Post Trade Working
9 Goup at WFE. We do get together and attenpt to share
10 best practices.
11 A good exanple was just |last week in
12 Si ngapore in association with the FI A neeting | ast
13 week. There was an event organi zed by CCP-12 to share
14  and do sone training on default managenent and auction
15 practices and as a group, we offered that to CCP-12
16 menbers to cone and | earn nore about how others do it.
17 So we do make an attenpt, despite being in a
18 conpetitive environment, we do nake an attenpt to share
19 best practices with the thought in mnd that if we
20 rai se the standards across the board that's good for us
21 all.
22 Ch, and by the way, on the NASDAQ default,
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1 t he NASDAQ has, as | think nost of you know, undertaken
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an i ndependent study to | ook into what happened there
and NASDAQ have |l et us know that within the CCP
community, they will share the results of that
I ndependent study and use that as a best practices
platform for further discussion.

M5. LEWS: Thank you, Lee.

The Chair recogni zes Laura i npel from BPCC.

M5. CLI MPEL: Thanks, Alicia.

| just wanted to pick up on one of the points
Marni e raised regarding the fact that at least in
certain cases JPMs viewis that the quantitative
di scl osures of certain CCPs don't necessarily go far
enough in ternms of what the CCP is able to disclose
about the exposures the market participants have vis a
vis the CCP and | think it's just inportant to raise
that in terns of the CCPs' obligation to be as
transparent as possible with its nenbers in terns of
hel pi ng them nanage t he exposure they have to the CCP,
there's always a tension in terns of what we can
actual ly disclose without violating our obligation to

keep commercially-sensitive information and
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1 transaction-level information of our market
2 partici pants confidential.
3 So | think that definitely there' s probably
4 nore that can be done to strike a mddle ground to
5 provide nore information, at least in certain cases, in
6 terns of what the CCP's able to disclose, but | don't
7 think that a non-disclosure agreenent or any other sort
8 of bilateral agreenent between a CCP and a narket
9 partici pant would work for that purpose.
10 | think if there's going to be additional
11 transparency and potentially sharing of confidenti al
12 information with narket participants, even in a
13 controlled function, | think the norns around how t hat
14 information would be shared and how it woul d be
15 controll ed would have to be nultilaterally agreed by
16 the CCP and its nenbership.
17 M5. LEWS: Thank you, Laura.
18 The Chair recognizes Sal man Banaei, |HS
19 Mar ket .
20 MR. BANAEI: Thank you. Thank you, Alicia.
21 Thank you, Conm ssioner Behnam for facilitating this
22 | nportant conversati on.
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1 | just had a couple comments. First, under

2 the header of diversity and conpetition in these

3 markets, so that's a thene that's very nuch consi st ent
4 with the value that we provide the markets as a | eadi ng
5 aut hori zed trade processor at all the mjor

6 cl eari nghouses.

7 We provide econonies of scale as it relates
8 to both trade processing which encourages conpetition
9 and stability at the trading and at the cl earance

10 | evel .

11 In addition to the value of diversity anpong
12 mar ket infrastructures, there's also diversity in the
13 nmet hods used in stress testing in particular and one of
14 the things |I've noticed out there, OFR | ast year, about
15 a year ago, published an interesting paper where they
16 | ooked at the network of exposures across the CVS

17 mar kets and they | ooked at OTC as well as clear CVS

18 exposures and they found that the | eading clearinghouse
19 was maybe not as robust to system c shocks as a simlar
20 CFTC stress test that was published a year earlier
21  suggested.

22 So that m ght be an area where the
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1 Comm ssion, given its data that it can see across both
2 cl eared positions and OIC positions, can provi de sone
3 additional value and sonme validation or critique of the
4 OFR paper.
5 And then, secondarily, the topic of skin in
6 the ganme has cone up repeatedly at this MRAC neeting as
7 wel | as past ones.
8 One suggestion | had in | ooking at papers on
9 system c stability that have conme out of the financial
10 crisis is perhaps there should be a | ayer of debt
11 capi tal that cones before we get to the guarantee fund
12 that would be issued by the CCP and it woul d be
13 unsubordi nated debt. It would be reissued
14 periodically, often enough so that you could do a
15 proper mark-to-market of it.
16 It would both reduce the cost for the CCP to
17 provi de that additional |ayer of debt capital because
18 the CCP would only be providing interest paynments and
19 then it would also provide regulators in the
20 mar ket pl ace a mar ket - based neasure of what the CCPs',
21  you know, riskiness m ght be.
22 M5. LEWS: The Chair recognizes Chairnman
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1 G ancarl o.
2 CHAI RVAN G ANCARLO Thank you, Alici a.
3 | just wanted to respond to the reference you
4 made to that OFR study and | wouldn't want nenbers to
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cone away thinking that we didn't | ook at that very
carefully because we did.

| don't have our chief econom st here but our
O fice of Chief Econom st |ooked at it and perhaps at
anot her neeting, we m ght have them speak to it, but we
had maj or issues with their conclusions, sone of their
f undanment al under st andi ng of how our markets work was
I ncorrect, and so perhaps at another neeting we m ght
have that, but | wouldn't want anybody to think we
didn't look at it carefully because on its face it
woul d contract our own studies but in fact we found it
to be deficient quite substantially in basic
under st andi ng of how clearing in our markets work. But
per haps at another neeting, if it's appropriate, we can
speak to that so that the commttee can understand
where our differences lie.

MR. BANAEI: |If | can just react to that

very quickly, and | appreciate that and not to inply
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1 that, you know, that analysis wasn't undertaken, but |
2 think as a nenber of the public, sonme transparency
3 around that or dialogue back and forth would be a

4 hel pful thing.

5 CHAI RVAN G ANCARLO | think we should do it.
6 M5. LEWS: Ckay. W have 10 m nutes. So
7 I'"d Iike to give Suzy, then Lindsay, and then Denetri,

8 and then, oh, Kristen, where are you? You left. Ckay.
9 | want to get the people who haven't spoken yet, and
10 then go to the phone really quickly, and then I'Il cone
11 back to those who have spoken.

12 So the Chair recognizes Suzy Wite.

13 M5. WHI TE: Thank you, Alicia. Thank you,

14 Conmi ssion's Chairman, for prioritizing this inportant
15 t opi c.

16 I'"d like to bring the panel back to stress
17 testing, if I may, and | think all the opening points
18 were very hel pful. A nunber of you nentioned stress
19 testing.

20 We believe stress testing is at the core of
21 any effective risk managenent framework and

22 appreciate the visibility that the CCPs give as to the
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1 results of the stress tests. | wonder, though, should
2 nore visibility and potentially input be given to the

3 actual scenarios and the shocks that are run and al so

4 to the junp-off points fromwhich we start the

5 stresses, what market conditions we consider.

6 | agree with Marnie's point that the CP

7 assessors disclosures are in stepping in the right

8 direction but still believe nore transparency into this
9 area could help us collectively strengthen risk

10 managenent .

11 M5. LEWS: Thank you, Suzy.
12 The Chair recogni zes Li ndsay Hopkins.
13 MS. HOPKINS: Thanks, Alicia, and | shoul d be

14 able to make this very quick

15 My comment is on the governance side. There
16 were a fewcalls earlier today for nore clearing nenber
17 representation in governance, particularly at the risk

18 commttee level, and | obviously think that perspective

19 Is very val uabl e.
20 It al so depends upon the support and
21 i nvol vement of clearing nmenbers in the process. |

22 think there's sone recognition that there's already a
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1 limted pool of experts and qualified individuals when
2 it cones to CCP issues. So then when you have a snal
3 exchange like us that already has a limted pool, it's
4 really even smaller.
5 So it just nakes any kind of expectation or

6 best practices in terns of representation or

7 conposition of conmttees really difficult. So we

8 appreciate the flexibility that's in the current

9 regul ations to determ ne the best governance

10 arrangenents, commttee conposition, and both of your

11 comments on flexibility, as well.

12 M5. LEWS: Thank you, Lindsay.

13 The Chair recogni zes Denetri Karousos.

14 MR, KARQUSCS: Thanks, Alicia. 1'Il keep --
15 M5. LEWS: [I'msorry. From Nodal Exchange.
16 MR, KARQUSOS: Thanks, Alicia. 1'Il keep ny

17 conments brief.

18 Just wanted to start by sayi ng Noda

19 Exchange, for those of you don't know us or famliar
200 with us, we are a commopdity exchange in North Anerica.
21 W are the second | argest compbdity exchange for power

22 futures. So we represent roughly 30 percent open
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1 interest in power trading. So, of course, the events
2 i n Europe were of particular interest to us and have
3 had numerous conversations with our clearing nenbers
4 and so this is all very fresh, of course, for us.
5 We wel cone the recommendati ons that have cone
6 fromFIA and fromthe clearing nenbers regardi ng best
7 practices, partly because we think we already capture
8 nost of those best practices. So whether it's directly
9 I ncorporating concentration risk into the margin
10 requi renents for all the portfolios, we' ve been doing
11 that since launch, or whether in terns of taking on the
12 procyclicality risks, Marnie, that you nentioned, we
13 | ook back to up to 10 years for specific risk scenarios
14 to particularly capture that because, as you know,
15 we've been through a relatively |ow period of
16 volatility recently and if you just junp into that
17 volatility, you will see your margin nodel react,
18 unl ess you capture sone of that prior historical risk.
19 So while we welcone all of that, | just want
20 to echo the thenme of flexibility and not being overly-
21 prescriptive. So two areas, for exanple, that we would
22 caution, we are quite famliar with the average daily
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1 vol unme fornul a used by sone cl earing nenbers and by

2 sonme cl earinghouses to calculate liquidity margin or

3 concentration margin. W don't think that's a good

4 calculation. W think average daily volune is nore

5 reflective of day trading and in and out trading rather
6 than what we prefer to use, which is a share of open

7 I nterest.

8 So just in that particular exanple, | think
9 having the flexibility to determ ne what the

10 appropriate way to manage concentration risk should be
11 left up to the clearinghouse, and there was anot her

12 thing I was going to nention but | forgot already.

13 And then ny broader point, | don't want to
14 preenpt the findings of the default NASDAQ W

15 certainly don't know all the facts and so | don't want
16 to preenpt anything there.

17 | just would highlight that when those

18 recommendati ons do come out, based on our conversations
19 that have already occurred, our insight is that not al
20 recommendati ons are created equally. So for us, the
21 menbership requirenments were a particular concern in

22 that scenario and |ikew se the way the default itself
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1 was handl ed.

2 So we still need to learn nore. W stil

3 need to understand the overall details and facts, but

4 my suspicion is that what we've already gl eaned is that

5 not all the recommendations are as inportant as others.

6 So thank you for your tine and thank you for

7 attention to this inportant discussion.

8 M5. LEWS: Thank you, Denetri.

9 The Chair recogni zes Conm ssi oner Berkovitz.
10 COW SSI ONER BERKOVI TZ:  Thank you, Ali ci a.
11 There have been a nunmber of comments this
12 norni ng, Lee and Dale, and I think, Salman, you tal ked
13 about the inportance of wi de and di verse nenbership for
14  the clearinghouses, and in light of that and |I've seen,
15 Robert, you have -- on a nunber of other occasi ons,

16 ' ve seen your diagrans about the advantages of

17 clearing and all the radial Iines going to the various
18 nmenbers that support clearing.

19 So ny question is, how concerned should we be
20 now when we see sone of these nunbers like the FSB is
21 reporting that five clearing nenbers have 80 percent of
22 certain markets, like interest rate swap narkets?
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1 W're dowmn to a handful, literally a handful of

2 cl earing nenbers have about 80 percent of the market,

3 and is there a point at which there's too few clearing
4 nmenbers to support clearing? Are we anywhere near that
5 or how do we nmake a judgnent on the robustness of the
6 process with so few nenbers?

7 M5. LEWS:. Lee, your card is still up. You

8 want to take that?

9 Lee Betsill, CVE G oup.
10 MR BETSILL: Yeah. Captured.
11 Yeah. To answer the question, | do think

12 there's such a thing as too few clearing nenbers. W
13 do benefit from having a diverse set of clearing

14 menbers. | would make the point that there is a large
15 area of difference between OIC-cl eared products and

16 listed cleared products.

17 We find that in the |isted business, there
18 are a lot nore clearing nenbers and there are a | ot

19 nore clearing nenbers providing client clearing and so
20 just want to nake that distinction, but | agree with
21  your fear that there could be too few firnms providing

22 client clearing and we should be | ooking as an industry
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1 to enhance things like capital rules for banks to
2 ensure that there are a diversification and enough
3 clearing nenbers offering services to clients that we
4 can achieve things like porting of clients should there
5 be a clearing nenber default.
6 M5. LEWS: The Chair recognizes Dal e
7 M chael s, OCC.
8 MR. M CHAELS: Thank you.
9 | think you bring up a great point here. You
10  know, com ng back years ago, we had well over a hundred
11 clearing nenbers. Those are dw ndling over tine.
12 That's why we are very cognizant to try to bring in
13 cl earing nmenbers that nmay not be the |largest of the
14 | arge nenbers.
15 These smal l er nenbers, if they are
16 appropriately risk-managed, if we are making sure that
17 they have the adequate staffing, the systens, the
18 capabilities, that they are also bringing in clients
19 that just won't be cleared by the clearing nenbers.
20 They may not have the client capabilities that the
21 | arger menbers don't want to have.
22 So they are bringing in diversification to
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1 our industry. W need to have nore of these nenbers.

2 You mentioned the concentration risk. You talk about

3 settlenment banks are the sanme thing. W don't have

4 large diverse settlement banks. W are reaching out to
5 get nore settlenent banks because there is a

6 concentration of settlenent banks.

7 You tal k about custodial services as well in
8 the industry. W keep on going on and on where we keep
9 on reaching out and trying to find other ways to

10  bal ance out the concentration risks.

11 So | don't want to get into this thing as far
12 as, okay, if large is the only one that's good, there
13 has to be a balance in here, and just because there

14 mght be smaller nmenbers that | don't want to equate

15 this to what happened with the clearing nmenber default
16 at NASDAQ where that was a direct participant. That's
17 a little bit different than just saying it was a snmal
18 menber .

19 We shoul d encourage snall er nenbers to reduce
20 sone of the concentration risk as long as we as the
21 CCPs are |looking at the financial netrics that they

22 have, | ooking at the exposures that they're bringing,
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1 we're | ooking at the systens, the staffing, and their

2 capabilities.

3 M5. LEWS: The Chair recogni zes Lee Betsill.
4 MR. BETSILL: Thank you, Alicia.
5 | did want to circle back to the topic that's

6 been rai sed by a nunber of conmmttee nmenbers, skin in

7 the ganme. It seens to be a thene throughout the

8 conversation today, and |I'd like to thank the commttee
9 menber for suggestions on potentially |ooking at new

10 forns of taking skin in the gane.

11 That being said, | do think that it is an

12 inportant tenet of a CCP that it does have an

13 appropriate level of skin in the gane and that that

14 skin in the gane is first |oss.

15 A nunber of you have pointed that out and

16 just wanted to be clear that the CVE anyway i s very

17 much in agreenent with that. It should be first |oss
18 and it should be in a formwhich is i medi ately

19 recogni zable or it can be fed into the system

20 When | ooki ng at an appropriate anmount of skin
21 in the ganme, | want to go back to ny coments in the

22 opening that it needs to be | arge enough to incentivize
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1 the clearinghouse to get its risk managenent practices,
2 its risk managenent practices right, but not too | arge
3 that it disincentivizes clearing nmenbers from

4 participating in a productive and efficient way in the
5 defaul t managenent process.

6 So where that level isis a difficult thing
7 to pinpoint, but | think when assessing the size of

8 skin in the gane that a CCP has, it's not appropriate

9 to |look at the aggregate amobunt of the guarantee fund.

10 It's nore appropriate to |l ook at the anmount that's
11 being contributed by its clearing nmenbers. It is first
12 | oss or should be first |oss before going into the

13 mut ual i zed guarantee fund and it should be at a | evel
14  which is commensurate with the anmount of contribution
15 that its clearing nenbers bring and that anount of
16 allocation, if you wll, of those contributions to
17 clearing nmenbers should be in alignment with the size

18 of the exposures that that particular clearing nmenber

19 Is bringing into the system
20 Thank you.
21 M5. LEWS: Thank you, Lee.

22 Are there any nenbers on the phone with
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1 addi ti onal coments or questions?
2 (No response.)
3 M5. LEWS: Well, the final comrent and
4 qguestion of the day goes to Kristen Walters of
5 Bl ackRock.
6 M5. WALTERS: Thanks very nuch
7 Just a final comment around skin in the gane
8 and so, you know, if you think about the recent NASDAQ
9 default, just bear in mnd that NASDAQ is a publicly-
10 traded hol ding conpany with $14 billion in market
11 capitalization and so | don't think it's unreasonabl e
12 to ask CCPs of that size and strength froma capital
13 perspective to provide reasonabl e anmounts to a default
14 fund rather than potentially having | osses allocated to
15 end users.
16 Thanks.
17 M5. LEWS: Well, that concludes our very
18 lively discussion of C earinghouse R sk Managenent and
19 Gover nance Today.
20 Thank you to our facilitators and our
21 panel i sts and our MRAC nenbers who participated and at
22 this tinme, in keeping with the neeting agenda, we w ||
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1 break for | unch.

2 For those of you who are not famliar with
3 the area, we do have lunch options on the agenda table.
4 Shoul d you wish to bring your |lunch back, you're able
5 to have lunch in our enployee | ounge and Bob WAsser man
6 has graciously baked two cakes for the MRAC neeti ng.

7 (Appl ause.)

8 M5. LEWS:. And everyone knows that Bob's

9 cakes are not to be mssed. So the Wasserman cakes

10 wll be put out at 12:55.

11 So we will adjourn now for lunch and then be

12 back at 1.

13 Thank you so nuch.
14 (Lunch.)
15 M5. LEWS: It is ny pleasure to call this

16 nmeeti ng back to order.

17 And now we' Il have the second panel of the
18 day, Non-Default Losses in Recovery and Resol ution.

19 | saac Chang of AQR Capital Mnagenent is the

20 facilitator of this panel.

21 | saac is the Managi ng Director and Co-Head of

22 Tradi ng of AQR Capital Minagenment and in this role,
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1 he's responsi ble for managing the firm s trading

2 operations across all asset classes and regions as well
3 as ensuring the firmls execution strategy response to
4 and address with changes to the market structure and

5 regul atory | andscape.

6 He's a nenber of AQR s internal conmttees

7 dealing with market and liquidity, operational,

8 counterparty, and technology risk. He also sets the

9 direction and priorities for tradi ng, technol ogy

10 initiatives, including order nmanagenent, execution, and
11 anal ytics, and he's also a nenber of the MRAC, as well.
12 So we're very happy to have you and thank

13 you. I'Il turn it over to you.

14 Panel 2: Non-Default Losses in Recovery and Resol ution

15 MR. CHANG Geat. Thanks, Alicia. Thank
16 you.
17 "1l start by thanking Comm ssi on Behnam and

18 Alicia also for focusing on this area of clearinghouse
19 risk and putting this neeting together and also to the
20 Chai rman and Conmi ssioners Stunp and Berkovitz for

21 their support.

22 So | have the privilege today of introducing
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1 and then facilitating the second panel of the day. W

10

11

12

13

14

15

16

17

18

19

20

21

22

al so have the distinction of being the first panel
after lunch. So, first and forenost, we'll do our best
to try and keep people fromslipping into a food cona.

Ceneral ly, when market participants discuss
and debate cl eari nghouse risk, the focus is on what
happens in the case of market participant is unable to
make their margin requirenents and defaul ts.

| ndeed, it m ght seem overly-clear that
managi ng the risk of a clearing nenber is a CCP's core
function. However, the topic of this panel is non-
default | osses, both generally, but also specifically
in recovery and resol ution.

This is an area that, at |east based on ny
observation, is discussed nmuch I ess frequently and
where formal rules are relatively |l ess clear

These | osses can be characterized in three
broad buckets: first, |losses from business or
operational failures, second, |osses frominvestnents,
and third, |osses fromcustodial failures.

Busi ness or operational failures can cover a

very w de range of outcones, cyber attack, fraud by a
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1 CCP, internal technology failure, a regulatory issue.
2 I nvest ment or custodial |osses relate to the initial
3 margi n that clearing nenbers post. This margin can be
4 in the formof cash or securities and when cash is
5 posted, the CCP invests cash based on its investnent
6 policies, often set in consultation with clearing
7 menbers, and a | oss on those investnments woul d reduce
8 the value of the clearing nenber's margin and require
9 the clearing nenber to provide additional assets.
10 When nenbers post non-cash initial margin
11 that is deposited with an approved custodi an. The
12 failure of a custodian could |lead to either delay in
13 getting access to this margin or potentially even the
14 | oss of a clearing nenber's non-cash margin.
15 CPM |1OCSCOin their 2016 paper, Resilience
16 and Recovery of Central Counterparties: Further
17 Qui dance on the PFM, stated that "A CCP shall identify
18 the anobunt of its own resources to be applied towards
19 | osses arising fromcustody and investnent risk to
20 bol ster confidence that participant's assets are
21 prudent|y safeguarded.”
22 Addi tionally and perhaps in contrast, it says
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1 that a CCP should hold sufficient liquid net assets

2 funded by equity that it can continue its operations
3 and services as an ongoi ng concern after a business

4 | oss.

5 CPM | OSCO paper al so argues that the genera
6 busi ness | osses should be the responsibility of a CCP
7 while it mght be reasonable to share custody and

8 I nvestnent risks between the CCP and its nenbers.

9 In practice, however, as our panelists wll
10 di scuss, policies and practices vary across

11 cl eari nghouse famlies and regul atory gui dance actually
12 al so vari es between geographi es.

13 The issue of non-default | osses can be

14  further conplicated if they occur sinultaneously with
15 default | osses. Additionally, what happens when the
16 | oss is catastrophic or |arge enough to consune al

17  avail abl e resources?

18 | think these questions just scratch the

19 surface of the nyriad of issues that arise when we
20 start to delve nore deeply into the topic.
21 Wth that, let nme turn to ny distinguished

22 panelists. |'ll introduce each one and they'll give
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1 their initial statenent before we proceed.

2 So, first, we have three representatives from
3 clearinghouses, then one froma clearing nenber, and

4 finally one froma buy-side end user.

5 So let me first introduce Teo Fl oor, Systemc
6 Ri sk Policy Advisor at Eurex Clearing and give hima

7 chance to give his opening statenent.

8 Teo, the floor is yours.
9 MR, FLOOR: Thank you very nuch.
10 | would like to thank the CFTC, its staff,

11  and Comm ssioner Behnam for the opportunity to speak on
12 this inportant topic.

13 We are strong supporters of the public

14  discourse the MRAC fosters, which is essential for the
15 t houghtful chall enge and debate that maintains trust
16 and prudence in our nmarkets.

17 My nane is Teo Floor, and |I represent a CCP
18 based in Frankfort, Germany. W are a CCP under EMR
19 as well as a credit institution with its applicable

20 regul ations in the EU

21 Wi |l e the European Union has not finalized

22 its recovery and resolution legislation, this is in an
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advanced stage and the European Parlianent has
finalized its position earlier on this year, and we
expect that this will be very much in line with the
consi dered recovery and resol uti on work devel oped by
CPM | GSCO.

Non-default | osses are for CCP a hunbling
topic. Wile recovery and resolution for nenber
default scenarios highlights the ability of centralized
ri sk managers to rematch and recoll ateralize nmarkets
under goi ng the nost extrene scenarios, the non-default
| osses are concerned not with resol ving the market
crisis but facing our own failures.

This distinction is crucial as non-default
| osses are those scenarios in which the CCP has a
mat chbook and its nenbers are alive and well. It is
thus a question of how resilient the operator of the
CCP is and how centrally-cl eared nmarkets can be
continued with m ninmal disruption should the operator
need to be repl aced.

This al so makes clear the difference of
incentives that are key to mnimzing the |ikelihood

and the inpact of non-default |osses. VWhile in nmenber
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1 default cases, participants require both extant

2 I ncentives for accepting the costs of prudent

3 collateralization and the in situ circunmstances to

4  support the CCP rebal ancing the market, for non-default
5 | osses, it is the CCP which requires both forns of

6 control and restraint.

7 O course, with CCPs exposed to varying

8 degrees of their clearing nenbers or affiliate

9 conpani es for supporting services and the |inks between
10 certain types of non-default | osses and market stress,
11 there are joint nmenber default and non-default | oss

12 scenari os.

13 A proposed approach to such events is to

14 tackle the nenber defaults first and then the non-

15 default | osses if they cannot be separated or managed
16  simul taneously.

17 It would not make nuch sense to recover the
18 CCP operator if the markets it served were unvi abl e and
19 their continuation was either undesirable or

20 I npossi bl e.

21 The second conceptual point, both in ternms of

22 fairness but setting incentives, is that as a rule, the




Meeting 12/4/2018
Washington, DC Page 146
1 CCP shoul d bear the | osses for non-default | osses.
2 There is one major exception to this, which is for
3 those non-default |loss types which relate to the
4 cleared markets thensel ves.
5 Qur approach is that all non-default | osses
6 are solely our responsibility to manage and shoul d the
7 unli kely situation ever arise cover ourselves. Any
8 | oss-sharing with partici pants nust be explicitly
9 described in our rul ebook, subject to consultation with
10 regul ators.
11 In our view, this creates a suitable
12 governi ng arrangenent for clarifying responsibility.
13 In particular, CCPs hold cash and non-cash col |l ateral
14 fromtheir nmenbers and risks which affects these nust
15 be in sone cases shared with the participants.
16 I f a non-default |oss would encunber the
17 collateral, then the cleared nmarket woul d no | onger be
18 i ntact as the open positions are uncovered. As such,
19 the non-default |loss is not one which the change of
20 operator would cure.
21 There is also the practical consideration
22 that it would be wholly uneconom cal for a CCP operator
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1 to underwite the full collateral pool of the markets
2 it clears.

3 For this particular case, our rulebook is

4 simlar to that of many CCPs. For those currencies we
5 recei ve that we cannot deposit at central banks,

6 following a tranche of CCP equity, further |osses in

7 that currency would be allocated to participants who

8 gave it to the CCP

9 Wil e much of the public sector and industry
10 debate has focused on these demarcation questions, nost
11  of our tinme on non-default |oss work consists of

12 i nproving our resilience and validating and chal | engi ng
13 our operations and defining the various categories of
14  non-default | osses.

15 Thank you, and | | ook forward to your

16  questi ons.

17 MR. CHANG  Thanks, Teo.

18 Next, we have Eric N eld, General Counsel of
19 ICE Clear Credit.
20 MR. NI ELD: Thank you, |saac.
21 |"d like to take this opportunity to thank

22 the Conm ssioners, thank Alicia Lews for putting
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1 together this neeting today, and discuss these

2 I mportant topics and allowng ICE to participate in
3 these discussions. | thank you.
4 As |saac nentioned, |I'mthe General Counsel

5 of ICE Clear Credit. W are a clearinghouse regul ated
6 in the United States, focused on the clearing of over-
7 the-counter credit default swaps. W are also part of
8 the larger Intercontinental Exchange G oup. W have

9 si x regul ated cl eari nghouses across five different

10 regulatory jurisdictions.

11 W spend a significant amount of tinme at |ICE
12 coordi nati ng across our clearinghouses for consistent
13 practices, despite at tines differing | ocal

14 regulations. Non-default |osses is no exception to

15 this coordination and we do our best to make sure

16 things are consistent, unless there's a regulatory

17 reasons that they're not.

18 You know, echoing Teo's coments, in ternms of
19 busi ness and operational risk, clearinghouses are

20 responsi bl e for their business operations, their

21  technol ogy, etcetera, and we are responsible for any

22 | osses resulting fromthose activities.
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1 Just |ike any other business, we are |liable
2 for our business and operational |osses. |If that was

3 the end of the discussion, it would be a quick panel,
4 but there are a couple exceptions to this general rule
5 and that is in the context of investnment |osses and

6 custodi al | osses.

7 I f you think about what a cl earinghouse does,
8 a material effect of its business is to coll ect

9 significant assets fromits clearing nenbers in the

10 formof margin and guarantee fund deposits to support
11 their cleared positions.

12 ICE Clear Credit is not a bank, is not a

13 custodi an. W cannot -- we don't have the option of
14 sinply holding these assets. W need to rely on third
15 parties to provide services and also third parties as
16 I nvest ment counterparties.

17 In this activity, there's significant

18 constraints on what we can do with these assets due to
19 regul ati ons which are appropriate given the systemc
20 ri sks invol ved.

21 | f central bank depository services and

22 custodi al services are avail able, they should be fully
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1 utilized. That type of access largely mtigates these
2 custodi al investnent |osses facing clearinghouses, but
3 to the extent that central bank access is not

4 avai l abl e, CCPs nust rely on comercial banks and

5 cust odi ans.

6 So there's options. Wat happens if there's
7 a loss related to those services provided by these

8 commercial institutions? Can | go through a few of the
9 options to just conpare and contrast?

10 It's not uncommon when you use the services
11 of athird party that's outside of your control to

12 di sclaimresponsibility for those third party

13 activities, absent violation of sone standard of care,
14  fraud, negligence, willful msconduct. So there is an
15 argunent the cl earinghouse could disclaimliability for
16 third party service providers and that's not

17 i nconsistent with simlar actors within the financi al
18 system

19 At the other extrene, clearinghouses could be
20 fully responsible for the activities of these third
21 party actors, regardl ess of whether there's a breach of

22 any type of standard of care. This would in effect




Meeting 12/4/2018
Washington, DC Page 151

1 make cl eari nghouses the guarantor of these highly-

2 regul ated financial institutions. That's a position

3 that may inpair the resiliency of clearinghouses.

4 A middle ground, and this is the position

5 advocated by CPM 10SCO, is that there's sonme sharing
6 of this liability and that the cl earinghouses assune a
7 first loss liability layer prior to nutualizing to the
8 clearing nenbers. This is an approach that's supported
9 by ICE and this essentially is not -- there is an

10 absence of regulation in this area wth one exception |
11 know of. So this essentially is a business decision at
12 this point of the clearinghouse to assune this first

13 | oss | ayer.

14 |CE, as | nmentioned, has multiple

15 cl eari nghouses. Sone of them have this type of |oss

16 | ayer in place already. Qher clearinghouses are

17 actively working with local regulators to put that type
18 of first loss liability in place.

19 Anot her related topic which, when we're
20 tal king about non-default losses that | think is
21 important to keep in mnd, is the capital resources

22 avai l abl e at the clearinghouse to pay for any type of
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1 liability. Depending on what jurisdiction the
2 cl earinghouse is sitting in, regulatory capita
3 requi rements can be very different.
4 For exanple, in the U S., you have
5 essentially a 12-nonth projected operati ng expense
6 capi tal requirenent inposed on CCPs. In Europe, you
7 have EBA standards for capital requirenents and those
8 cal cul ations can conme out to very different results.
9 So depending on what jurisdiction you're in, you may
10 have regul atory requirenents that are very different
11  about what resources are available to ensure the
12 resiliency of the clearinghouse and when tal ki ng about
13 non-default | osses and tal king about liability for non-
14 default losses, | think it's inportant to also bring in
15 t he anal ogi st concept of CCP capital requirenents.
16 "1l leave ny comments at that. | thank you,
17 and | wel come any questions you may have.
18 MR. CHANG  Thanks, FEric.
19 That brings us to Dennis MLaughlin, Chief
20 Risk Oficer of LCH Goup Limted.
21 MR. McLAUGHLI N:  Thank you for the
22 opportunity of addressing the Comm ssion today.
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1 It's probably worth taking a step back and

2 just see howthis all fits into the schenme of things.

3 The so-called default |osses are traditionally what

4 CCPs have to manage and they were set up for to handle
5 the nmenber default, the default of the clearing nenber.
6 There are other | osses, however, that are not
7 directly related to that that you incur when trying to
8 carry out that function. So, for exanple, you have to
9 take margins that the nenbers give you and find a hone
10 for them because you're not allowed to keep it on

11 deposit at a commercial bank, for exanple, which is

12 very w se but what do you do with thenf

13 Well, there are all sorts of regul atory

14  constraints about how you can invest that margin. For
15 exanpl e, you can keep -- under EM R, you can't have

16 nore than five percent invest unsecured. So what do
17 you do with the rest of it? You have to go to the repo
18 mar ket, unfortunately. So you're exposed to investnent
19 | osses in order to fulfill your function to have the
20 margin ready in the event it's needed to cover a nenber
21 default.

22 Now i f you have access to a central bank in
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1 the rel evant currency, then you can just pass through
2 the noney that the client gives you directly into the
3 deposit account and you can avoid taking that

4 investnent risk and, indeed, that's what we do in the
5 para-CCP where it is a financial institution, has full
6 access to the European financial system and therefore
7 we don't incur investment risk in the same way.

8 However, in London, in our London

9 cl eari nghouse, we manage 22 different currencies and,
10 of course, we don't have deposit accounts in each of
11 those currencies. Mst notable is the US. So we're
12 forced into the repo market and to nmanage the

13 i nvestnent activity in that way, so that our liquidity
14 profile is such that we can have enough noney to cover
15 the default of a clearing nenber.

16 What | would say about that is it can be al so
17 mtigated in many ways. Probably the easiest way to
18 mtigate that is to make sure you have a very narrow
19 hi gh-quality list of collateral that you woul d accept
20  so that you do not experience a deterioration in the
21 credit quality of that collateral. That's the primary

22 def ense.
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1 The Bank of England a few years ago
2 I ntroduced regulations or it's a statutory regul ation
3 where they forced such a clearinghouse to have a | oss
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al l ocation procedure agreed with its nmenbers and so we
i ndeed have that in place where we take a skin in the
gane and above that skin in the gane, the investnent

| osses are shared out anong its nenbers. That's the
primary way that we handl e | osses frominvestnents at
LCH.

The ot her bi ggest ones are when an | CSD
fails, so we've heard about the custodian failing, with
a custodi an, we have | egally-segregated collateral. W
don't have to have a default of the custodian. W just
have to have an operational problemand therefore it
will be difficult to get our hands on the collateral in
order to then turn around and turn it into cash.

So it is legally segregated. That's probably
a very big risk that we have to manage, but if the
custodian is in trouble, then it's a market-w de issue,
it's not just us, because many people are using these
cust odi ans.

The sane with an 1CSD, the settl enent
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1 platform The biggest exanple | can think of is

2 probably EuroC earing in Europe where it's the

3 mechani sm by which we breathe in the market which turns
4 securities into cash and which we all then get the cash
5 that we so want.

6 If there's an operational failure there, then
7 we'd have a delay in getting our hands on that cash and
8 there could be sone slippage in the market.

9 So these are primarily the | argest kind of

10 non-default | osses that we face. People have al so

11 asked about cyber. Cyber is a non-default loss. It

12 fits into the general operational |osses category and
13 we woul d agree, of course, that for such | osses, it

14 comes down to the clearinghouse capital at the end of
15 t he day.

16 The biggest risk in cyber is really the

17 mar gi ns that our clients, our nmenbers give us need to
18 be protected agai nst the hack, for exanple, and if you
19 have that | ocked down, which it is possible to do, then
20 any resulting | osses would be very quickly detected

21 because each account is being reconciled by up to three

22 to four different institutions several tinmes a day. So
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1 we woul d detect an anonaly in the data froma hack

2 very, very quickly and then it's all about resetting
3 the clock to the nost recent fresh good dataset and

4 running on fromthere and since we're subject to the
5 two- hour recovery, we're talking a small nunber of

6 hours to recover froma cyber attack.

7 So there will be defenses, if you |ike, that
8 we have in place to cover the major types of non-

9 default | osses.

10 "1l stop there.
11 MR. CHANG  Thank you, Dennis.
12 So now we nove from cl eari nghouses to

13 cl eari ng nmenbers.

14 Next up us Bis Chatterjee. He's Managi ng
15 Director and Co-Head of Electronic Tradi ng and

16  Aut omated Market-Making for the G obal Spread Products

17 Goup at G tigroup.

18 Bi s.
19 MR. CHATTERJEE: Thank you, | saac.
20 At the start, I'd like to acknow edge

21  obvi ously Comm ssi oner Behnam sponsor of the MRAC, for

22 giving us this opportunity. 1'd like to thank the
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1 Chai rman, the other Conmm ssioners of the CFTC for their
2 conti nued support for making this forum successful.
3 Finally, thanks to Alicia for her tireless efforts,
4 i ncl udi ng yesterday when she was trying to juggle two
5 calls successfully for prepping the panelists.
6 So starting at a high |evel, you know, as
7 acknow edged by the other panel nenbers, non-default
8 loss or NDL as it's referred to is described as | osses
9 sustai ned by clearing ecosystem from sources other than
10 related to the positions of a defaulted clearing
11 menber .
12 I'"d like to stress ecosystem and not CCP
13 because | think these | osses could be borne by the CCP.
14  These could be suffered by the clearing nenbers and
15 they could be suffered by our clients.
16 Sources of NDLs, you know, |saac nentioned
17 three sources. |I'd like to add a fourth one. So first
18 is obviously investnment of collateral. Second is, you
19 know, failure of financial services provider. A third
20 is operations, |IT, cyber or fraud. The fourth | oss
21  which | can identify is, you know, that maybe resulting
22  from unexpected nonetary downside fromfines or
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1 regul atory actions. That can sonetines be a

2 significant source of NDL, as well.

3 So before we, you know, junp to the topic and
4 nove to identifying who's responsible and all ocating

5 these losses, | would really |ike to enphasi ze that,

6 you know, our view on NDL is, you know, it's an

7 unnecessary | oss and our focus should really be on

8 trying to prevent NDL and the responsibility of

9 preventing NDL should be the entire responsibility of
10 the ecosystem whether it's CCP nmanagenent team the

11 cl earing nmenbers, or the clients.

12 For exanple, in the case of cyber, you know,
13 a lot of tinmes the attack or the hack may conme fromthe
14  extended ecosystemand find its way to the

15 cl eari nghouse. So the cl earinghouses may have in pl ace
16  very robust, you know, defenses but it's always the

17 weakest link that exposes, you know, the systemto

18 NDLS.

19 And as we enter into, you know, this age of
20 rapi d technol ogy and operational innovation, we're
21 obvi ously opening the door to such threats. As a

22 result, you know, we feel that transparency, having an
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1 open di alogue with the CCP and its nenbers, and
2 spreadi ng the awareness about NDLs, the source of NDLs,
3 and how such NDLs can be prevented should be the focus
4  of our discussions across the industry.
5 When it cones to responsibility of NDLs and
6 the associated |loss allocation fromthese above
7 sources, | think there's various issues that are
8 involved in trying to identify, you know, who are the
9 parties that were making these specific choices that
10 led to these NDLs? Were there available alternate
11 options? You know, | think some of ny fellow panelists
12 mentioned that in sonme cases, |ike custodian banks,
13 there aren't that many options avail abl e.
14 The transparency that was provided to the
15 nmenbers and our clients about, you know, these choices
16 that have been nmade, whether they're investnent,
17 whether they're custodial, and if there was any
18 financial upside from nmaking these choi ces regarding
19 I nvest nent deci sions, who was bearing the benefit of
20 these upsides? So | think a ot of these factors wl|
21 go into deciding who bears the | oss and how t hese
22 | osses woul d be all ocated?
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1 So depending on the issues associated with
2 the cause of these | osses, you know, the NDL coul d be
3 broadly borne by the clearing nmenbers and the end

4 users, the CCP, or jointly by the CCP and its

5 nmenbership. You know, to generalize, | think when

6 cl eari ng nmenbers nmake distinct choices, |like those

7 related to investnents, it's probably fair that, you
8 know, these nenbers bear sonme of these | osses because
9 especially if they were earning the benefits of

10 choosing a certain type of collateral investnent and,
11 you know, earning that return.

12 Simlarly, |osses where CCP day-to-day

13 managenent operations are resulting from choi ces nmade
14 by the CCP managenent, it m ght be possible to point
15 those | osses back at the peopl e nmaki ng such deci si ons.
16 And where, you know, the CCP activity relies
17 on third party custodians, third party service

18 provi ders, and where, like | nentioned, these service
19 providers on their end in an abundance of caution for
20  you to nmake these choices or transfer as you sense a
21  weakeni ng, these | osses could possibly be borne jointly

22 across the system




Meeting 12/4/2018
Washington, DC Page 162

1 Finally, where do we get the resources for

2 clearing NDLs, and | think on this point, we feel

3 strongly that resources for NDLs should be distinct

4 than those that are available for clearing nenber

5 def aul t.

6 The current default nmanagenent franmeworKk,

7 whether it's the IMor the guarantee fund nodels, do

8 not include any factors for nodeling of NDLs. So it

9 would be probably not wise to directly junp into and
10 start using the default managenent funds to cl ear NDLs.
11 So rather than conbine these two conplex risk
12 nodel s, we think it's probably better to consider

13 nodel i ng the NDL | osses and therefore comng up with a
14  source of resources separately.

15 At the sane tinme, we have to recogni ze that
16 addi tional resources, if they are kept against |osses,
17 obviously add cost to the clearing system So if we
18 choose to explore options on separately resourcing and
19 fundi ng such NDLs, we should al so be cogni zant about
20 whether we can be creative about creating the source of
21 these funds for NDL, whether they should be funded or

22 unfunded, such that the costs of such resources are
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1 appropriately borne.

2 Wth that, 1'd like to close and thank you,

3 everyone.

4 MR. CHANG  Thanks, Bis.

5 So now we hear from a buy-side end user of

6 cl eari nghouses.

7 Eileen Kiely is Managing Director from

8 Bl ackRock. Thanks, Eileen.

9 MS. KIELY: Thank you, I|saac, and thank you
10 very nmuch to the Commi ssion for inviting Bl ackRock here
11 today to provide these thoughts.

12 Before | make ny comments, |I'd like to rem nd
13 those listening, since | knowthis is being webcast to
14  whoever is listening, that | amsitting here as a

15 fiduciary today on behalf of BlackRock's clients.

16 Bl ackRock itself does not take any econom c
17 risk to central counterparties and our conments today
18 are entirely ained at what we think is best for the end
19 i nvestor. These are investors who are saving for their
20 educations and retirenment across the globe and in order
21 to conmment on non-default |osses, | think we nmust first

22 start with our position on default |osses, which wll
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1 hel p frame our view on the NDL.

2 Default |osses should not be allocated to the
3 end investor unless it is done so by a resolution

4 authority. This position rests on the prem se that

5 central counterparties are in the business of credit

6 risk mtigation. They offer the service of credit risk
7 mtigation for a fee and | think we'll all agree this

8 has proven to be a very profitable business and | think
9 we cannot |ose sight of that as we continue to regul ate
10 this industry.

11 If a CCP fails in its provision of credit

12 risk mtigation, then it itself should be allowed to

13 fail and if the resolution authority finds it in the

14 public interest for the central counterparty to

15 continue operating, then that resolution authority

16 should allocate | osses accordingly.

17 Any | osses paid by the participants in this
18 process should be refunded out of future profits of a
19 reconstituted central counterparty.
20 So given this position on default | osses,
21  think our position on non-default losses is fairly

22 straightforward. At no point should non-default | osses
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1 be passed to the end investor, whether they are
2 corporate | osses, investnent |osses, or third party-
3 rel ated | osses, such as custodial failures.
4 Il will justify this position by addressing a
5 very reasonabl e connecti on between deci si on- maki ng and
6 | oss- beari ng.
7 As an end investor, we have no say in how the
8 central counterparty uses our clients' cash or
9 securities. W rely on the various client noney rul es
10 around the gl obe that generally provide protection
11 agai nst inappropriate investnments, but the investnent
12 decision is ultimately nmade by the central counterparty
13 or, in some cases, our clearing nenber.
14 Simlarly, the choice of custodian or paynent
15 bank is usually nmade by the central counterparty or the
16 clearing nmenber. W expect these entities as our
17 service providers to fully vet and ri sk manage the
18 third parties they select.
19 In that regard, we believe the current |ega
20 framework may be too ambi guous about how cl eari ng
21 menbers may be able to allocate | osses to investors.
22 Standard i ndustry docunentation tends to provide
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1 internmediaries with pretty broad | eeway to pass | osses
2 on to their clients.

3 So as we collectively strive to enhance the
4 safety and soundness of our markets, we think this is
5 sonet hing that should be reviewed cl osely.

6 Thank you for your attention, and | | ook

7 forward to the discussion to foll ow

8 MR. CHANG  Thanks, Eileen

9 So maybe "Il kick off the discussion with a
10 question for the panelists.

11 So given the current state of both the key
12 di fferences anong how clearing -- details on how

13 cl eari nghouses handl e non-default | osses and given the
14  somewhat uncl ear regul atory franework, maybe an obvi ous
15 guestion to ask is, does the industry need nore

16 prescriptive and clear regul atory gui dance to ensure
17 the appropriate policies for handling NDLs across

18 cl eari nghouses?

19 MR, McLAUGHLIN: | can at |east take a stab
20 at answering that.
21 Qovi ously the answer is yes, but | think

22 there's sonmething we can do imediately, which is we've
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1 been doing it now for a few years, is to start

2 expandi ng the scope of the fire drills we've run

3 outside of regular traditional default |osses into non-
4 default | oss scenarios.

5 So this is sonmething that's kind of been done
6 in a very disorgani zed way already by nost CCPs in the
7 sense of the IT departnment would run a cyber |oss

8 scenario. There might be a fraud scenario run by the

9 finance group, but if you bring it together, you can

10 qui ckly see that there is sone trends here that you can
11 really -- or weaknesses that you can isolate.

12 So, for exanple, we've run scenarios on an

13 | CSD being in trouble, not defaulting but just being

14  troubl ed, because of the operational and the liquidity
15 i nplications of that can shed a |lot of |ight on how we
16 run it as an operation. So just those kind of

17  exerci ses.

18 Anot her one woul d be a cyber event. So we've
19 done several of those. For exanple, an instantaneous
20 default in the normal sense, just called at random
21 things like that unannounced, we've done a | ot of those

22 things to test the resilience and to test the controls.
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1 So | would say that it would be very hel pful
2 if there was a way that we could expand fire drills to
3 nmean fire drills for non-default |osses, which is
4  sonething we should do anyway.
5 MS. LEWS: The Chair recognizes Eileen Kiely
6 from Bl ackRock.
7 MS. KIELY: Thank you.
8 So | think 1'd Iike to make a comment that
9 ties together what we were tal king about earlier this
10 norning and that's the inportance of just a capital
11 framework for CCPs in general.
12 | think non-default |osses and default | osses
13 need to have nore stringent -- a nore reasoned and
14  thoughtful foundation upon which capital should be held
15 agai nst them
16 So, you know, non-default |osses have --
17 default | osses have a nore stringent approach right
18 now. Non-default |osses are nmuch further behind, but
19 they both really do need to have a nore ful sone
20 approach by the regulatory conmunity.
21 M5. LEWS: The Chair recognizes Teo Fl oor,
22 Eurex O eari ng.
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1 MR. FLOOR: Thank you.

2 | would agree with Dennis that, yes, of

3 course, we'd need further sort of regulatory gui dance

4 on the matter. | nean not only because it relates to

5 how we're covering how resolution is handled in

6 general .

7 So in Europe, that's still an ongoing

8 di scussion. | think that for NDL cases which

9 potentially bring the whole CCP down, of course, there
10 there's an inportant question of who our resolution

11 authority would be in Europe and how t hey woul d

12 interact wth our supervisors if they' re not the sane.
13 | would contend that there is quite a | ot of
14 commonal ity in how CCPs actually approach the topic.

15 So fromthat perspective, |'mnot sure whether there's
16 too much divergence in howit is handled in practice.
17 The one question, of course, which stands out
18 is the ability of different CCPs to access different

19 central banks or different CSDs and | think that that's
20 an area which, of course, is very controversial. It's
21 not one that we can ourselves, | think, tackle.

22 So | think that's an area where if regul ators
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1 deci de what they want the ability of CCPs to access
2 central banks to be, then it becones relatively easy to
3 make sure that we all have sort of conmmonality in how
4 we treat any potential sharing of those NDL | osses.
5 MS. LEWS: | want to open up the floor for
6 questions and coments, but I'mgoing to go to Chairnman
7 Gancarlo first.
8 CHAI RVAN 3 ANCARLO  Thank you.
9 | thought |saac's question was a good one,
10 and | find it remarkable that at |east three of the
11 respondents i mredi ately said governnment response is
12 necessary.
13 | woul d have thought that just good
14 enterprise risk managenent practices, good risk
15 mtigation controls wthin your own firnms would have
16 led to a way of addressing this before we need to get
17 to prescriptive approach fromregulators. |s that not
18 the case? |Is that not the case? Good risk nanagenent
19 at CCPs would have led to a first step before
20 regul ators need to conme in with a prescriptive approach
21 to handling that?
22 M5. LEWS: Okay. So where do | start?
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1 W'Il start with Bis Chatterj ee.
2 MR. CHATTERJEE: | think the Chairman, he
3 stole ny thunder a bit because | was going to respond
4 to the previous question.
5 Certainly, I think it's very hard to see the
6 mar ket asking for nore regulation. So | think, you
7 know, there's a whole spectrum W start with
8 gui del i nes and nove to policy and then maybe
9 regulation, and I would kind of put this discussion and
10 this topic in the kind of guideline phase, and | think
11 there are a couple of things that can easily address
12 this issue.
13 Transparency. | think Teo nentioned about,
14  you know, their clearinghouse have it very clearly laid
15 out in their rulebooks. | think that would be the
16 first guideline as good nanagenent practice every CCP
17 or the clearing ecosystemcould follow.
18 | think the challenge with NDLs is it's
19 sonet hing that takes everyone by surprise. No one
20 expected an NDL and therefore ends up with an NDL and
21 therefore we're all scranbling trying to figure it out.
22 So | think transparency, you know, better
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1 clarity would definitely solve a | ot of these issues.
2 Goi ng back to resources, capital, you know,
3 as it is wth market risk, credit risk, we're having a
4 challenging tinme trying to identify the right capital
5 associ ated wth default | osses.

6 Model i ng non-default |osses is going to be an
7 extrenely challenging thing and | think it would take
8 probably very non-traditional nethods of trying to get
9 to nodels.

10 Sol'mfirmy of the belief that we should
11 give the guideline and policy and transparency efforts

12 a shot before we ask for regulation.

13 M5. LEWS: Thank you, Bis.
14 | want to go to Eric Nield before | go to the
15 MRAC and then Dennis and Teo, |'Il cone to you guys

16 after we do the round robin with the MRAC.
17 MR. NIELD: | just wanted to be clear that I

18 did not advocate for additional regulations, just to be

19 cl ear.
20 (Laughter.)
21 MR. NI ELD: The additional regulation is

22 difficult because a |lot of the focus that we've had in
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1 recent years has been the resiliency and the

2 survivability of the clearinghouse, given their

3 system c concentration of risk, and this issue kind of
4 cuts the other direction a little bit.

5 Chai rman G ancarl o, yes, we do have extensive
6 enterprise risk managenent. W're doing a lot to

7 mtigate these risks, but | don't think that's ever

8 going to elimnate the possibility that there's stil

9 going to be non-default | osses. So we're still going
10 to have to this discussion.

11 The survivability of the clearinghouse as

12 opposed to who bears the liability of these | osses,

13 that's a conflict at tinmes and that's why the

14 regulation is challenging, but the reality is of where
15 we are today and what CCPs have adopted, in Europe,

16 there is a regulation related to investnent |osses.

17 Guess what. All the clearinghouses have sone type of
18 | oss allocation systemin place in reaction to that

19 regul ati on.
20 In the absence of sonething specific, it's a
21 little bit nore hit or mss. So | think that kind of

22 answers your question.
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1 M5. LEWS:. Tyson Slocum Public Ctizen.
2 MR, SLOCUM  Thank you.
3 |"ve got two quick questions, if |I could. So
4 M. Chang laid out, | guess, three categories of non-

5 default | osses and M. Chatterjee offered a fourth.

6 Just to give ne an idea about which ones are
7 driving nost of the non-default |osses, is there any
8 one of those three or four in particular that is a

9 | arger share of those |osses or does it really just

10 depend upon the market or whatever?

11 And t hen second, M. Chatterjee, you talked
12 about cyber hacks or other types of cyber breaches

13 resulting in non-default |osses. What are the current
14 di scl osure requirenents by CCPs to report breaches to
15 the Conmm ssion, regardl ess of whether or not they

16 result in non-default | osses?

17 Thank you.

18 M5. LEWS:. The Chair recognizes Bis

19 Chatterjee, G tigroup.

20 MR. CHATTERJEE: Thank you, Tyson.

21 "1l take your first question. The scale of

22 | osses, that's why | nentioned it, it's really hard to
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1 nodel. |If you take sonething |ike investnent |osses,
2 you could have nodest investnent | osses that may be a
3 fewcents to a dollar. | understand few cents nmay be a
4 | ar ge nunber for sone people, but, you know, that just
5 Is a nature of the |oss.
6 Sonething |i ke cyber, you know, especially if
7 it's, you know, fraud or stealing of funds, could be in
8 | arger anounts, but if you conpare that to the
9 probability and the nunber of tines it happens, it's

10 probably very few tines, you know.

11 So you have events that nay happen on a

12 continuous basis. You may | ose a few cents on

13 i nvestment but nore frequently and that may not really
14 trigger a nassive, you know, problemto the CCP

15 ecosystem but you could have a one-tine event in five
16 years where you have a cyber fraud and that could run
17 into hundreds of mllions and that could probably shut
18 down the clearing ecosystem

19 So that is really the challenge with non-

20 default | osses is their unexpected nature and how,

21  when, and in what nmagnitude they occur and how rnuch

22 they are under your control.
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1 The other thing I would like to nention about
2 cyber is people imediately focus on funds being
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stolen. Actually, you know, if you follow the cyber
area, there's a lot of malicious attacks that just
peopl e are doing for fun to corrupt the system So
they may cone in and corrupt margin nodels. You know,
t hey personally might not gain anything fromit, except
just take sone pleasure in just having an operation go
crazy. So cyber is very unusual and therefore again
very hard to nodel

On your second question, |I'd rather let ny
CCP panelists handle it because they probably have a
better idea about their interaction with the regulators
on that aspect.

M5. LEWS: The Chair recognizes Teo Fl oor.
Are you going to respond to the second part of the
question regarding reporting? Okay.

MR, FLOOR: | didn't see anyone el se put up
their tent, so | thought I'll take a stab at it.

| think this partly answers the question from
Chai rman G ancarlo. There aren't nmjor NDL | osses, at

| east not in our CCPs. | nean, these are really m nor
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1 clains that on occasion occur for operational reasons.
2 So in a very practical sense, the | osses, they don't

3 occur. We're tal king about very theoretical instances.
4 For the little ones that do occur, those

5 would be in the first bucket. For the ones that |

6 think are the maj or ones, those would be in the second
7 and then potentially in the third one and the third

8 one, that really depends on the custodi al arrangenents.
9 In our case, if securities are held in CSDs,
10 then they probably won't be noved out. So it's just a
11 question of tine until we have access to them again.

12 It's really the cash investnent | osses where the size
13 of the market that the CCP clears is nuch larger than
14 the CCP itself. They're relatively small corporations
15 and in terns of recovery and resol ution scenarios, if
16 there was one of the first type that would destroy the
17 CCP and the operator would need to be repl aced, then
18 those are relatively small amounts sort of and in terns
19 of financial corporations, we tend to be sort of md-
20 sized to at best |arge conpanies, even for the entire
21 group that typically includes different services, too.

22 M5. LEWS: The Chair recognizes Eric N eld,
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1 ICE Clear Credit.

2 MR NELD: And I'Il add on to that and I'1I1
3 give credit to the CFTC since we're sitting in their

4 | ovel y buil di ng.

5 We do have extensive event-specific reporting
6 obligations to the CFTC for systemfailures, cyber

7 attacks, whatnot, regardl ess of whether they result in
8 any actual |osses, which we don't have -- this is a

9 theoretical discussion. W don't really have non-

10 default | osses.

11 So system problens are all reported to the
12 Comm ssion and other regulators and to get back to

13 anot her related topic about these different types of
14 non-default | osses, there's a piece in the | GSCO

15 gui dance regarding they're advocating for a first |ayer
16 | oss and investnent in custodial |osses which we agree
17 with, but they're also advocating that those assets be
18 ring fenced, that they can't be used for any other

19 reason at the clearinghouse, even anot her non-default
20 | oss.
21 This m ght be ny personal opinion. |'m not

22 sure that is the best position. |In speaking to our
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1 nmenbers, speaking to our market participants, when we
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tal k about non-default |osses, it tends to be the cyber
type of scenarios that they get the nost concerned
about. This is sonmething that is solely within the
responsibility of the clearinghouse and to take assets
off the table that are not available for that type of

| oss may be shortsighted, especially if you' re assum ng
we're in alimted resource world.

M5. LEWS: The Chair recognizes Sal man
Banaei .

MR. BANAEI: Thank you, Alici a.

| just wanted to enphasize sonething that's
been just inplied in sonme of the discussions so far.
When we think about non-default |osses, under that
header we have operational risks and we talked in the
previ ous panel about market risk, stress testing.

It may be advisable for the industry to al so
coal esce around new i deas, best practices, for
operational stress tests and insofar as we're an
aut hori zed non-execution venue trade source for trades
that are cleared and settled at a cl eari nghouse, we

woul d be nore than happy to participate in that type of
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1 activity.
2 M5. LEWS: The Chair recognizes Kristen
3 Wlters, Bl ackRock.
4 M5. WALTERS: Thanks, Alicia.
5 So | think Chairman G ancarl o's questions
6 about enterprise risk, |I think there's a direct link to
7 just basic accountability. So as an asset nanager, you
8 know, Bl ackRock is paid by clients. W are paid fees
9 to manage assets and corresponding market liquidity and
10 credit risk in a way that's consistent with the
11 client's expectations as outlined in a nandate.
12 As part of that, we are also inplicitly and
13 explicitly expected to manage enterprise risk that
14 we're exposed to as part of our investnent activities.
15 That i ncludes operational risk, technology risk, cyber,
16 reputational risk to the firm and third party ri sk,
17 and third party risk, it's difficult. 1It's nore
18 difficult to nmanage than direct risk
19 You know, for us, we need to manage risk, you
20 know, in the real asset space. W hire third parties
21 to manage assets on our behalf. W're essentially
22 responsi bl e for how those assets are nmanaged. W're
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1 expected to have proper risk mtigation over third
2 parties. Wth index providers and, you know, we have
3 over six trillion in assets that are held in custody by
4 third party custodians and we own that risk and we're
5 expected to mtigate risk and, you know, Bl ackRock's
6 ri sk managenent team of which I'ma part, have spent a
7 lot of time |ooking at enterprise risk as well as
8 traditional fiduciary risks.
9 So what | would say is on the CCP side, CCPs
10 are paid to mtigate credit risk but you're not Iimted
11 to mtigating credit risk and, you know, as, you know,
12 nmy coll eague Eil een nentioned, CCPs do generate
13 significant profits and the expectation is that CCPs
14 would also seek to mtigate third party risk in the
15 sane way that other, you know, financial firns do in
16 markets, and | think there are a nunber of established
17 gui delines that are going to bring combn sense and,
18 you know, diligence around how to manage these risks
19 appropriately.
20 MS. LEWS: Denetri Karousos, Nodal.
21 MR. KAROQUCS: Thank you, Alicia.
22 Chai rman G ancarl o, just a quick answer to
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1 your question about additional support of governnent
2 hel p.

3 So of course we have risk mtigation

4 practices in place with our ecosystem but as one of
5 the smaller clearing houses, one of the disadvant ages
6 we have is that we don't have access to the centra

7 banks.

8 So it would be an advantage for us to reduce
9 sonet hing that we consider relatively renote risk of
10 custodial failure to alnobst elimnate it by having the

11 ability to directly deposit. W are a Subpart C DCO
12 but not systemically inportant as designated by the Fed
13 and so therefore we don't have access and | know that's
14 not a wand that you can wave. | understand that

15 requires legislative action but that's still with the
16 governnent. So that's the support we would |ike.

17 Thank you.

18 M5. LEWS: Al right. Were do | go next?
19 The Chair recogni zes Eileen Kiely.

20 MS. KIELY: Thank you.

21 | also wanted to respond to the Chairnman's

22 comment s about, you know, his rightful surprise that
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1 we're all sitting here asking for additional regul ation
2 and | think it's inportant to make this comment for the
3 record that we generally believe that nore market

4 forces will drive the right outcome, but we are talking
5 about nonopoly operators and market forces don't

6 general ly operate as expected when you are talking

7 about nonopoly operators.

8 We do not have another option. W can't just
9 choose not to use one of these CCPs around the table.
10 We're mandated to use them W don't have an opti on.
11 So | think that's just inportant for the public record
12 to put that out there.

13 M5. LEWS: The Chair recognizes Dennis

14 McLaughl i n, LCH.

15 MR. McLAUGHLI N:  Yes. Again just responding
16 to the Chairman's coments, there are sone instances

17  where, of course, we're working as hard as we can on

18 enterprise risk managenent but there's only so far we
19 can go.
20 So one way, one exanple of that is that we
21 interact with other PFMs, whether they be | CSDs or

22 data providers, for exanple, that can be PFM s, where
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1 we operate at different standards than they do.

2 So, for exanple, we operate to a Cover 2

3 standard. They might be operating to a Cover 1

4 standard. So it would be good to have sone kind of

5 consi stent expectation of what is the risk managenent
6 standard we're working to.

7 The second one is the reporting is very, very
8 I nconsi stent across, and even you nentioned that,

9 across various institutions in terns of what we

10 actually show, what we actually recognize internally as
11 risk, and right now, for exanple, in the UK the Bank
12 of England is starting to |lay down what needs to be

13 di scl osed in neasuring the strength of your control

14  environnment, which is actually very, very hel pful.

15 So at LCH, we run what we call a materiality
16 matri x which is an objective neasurenent which can be
17 standardi zed but it's adapted to a CCP which really

18 neasures all the incidents that we've had and, of

19 course, as you know, if you're to follow the
20 operational risk categorization under Basel, basically
21 everything in a CCP will fall in one bucket which is

22 usel ess. There's no granularity at all. So that m ght
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1 be hel pful.
2 And the other way that regulators could be
3 hel pful here is, as | nentioned, part of the -- a large

4 part of the investnment risk can be avoided if there is
5 access to a deposit account at the relevant central

6 bank and obviously that's not within the CCPs' control.
7 M5. LEWS: The Chair recognizes Marnie

8 Rosenberg, JP Morgan

9 M5. ROSENBERG.  Thank you, Alicia.

10 |"d just like to reiterate Kristen and

11 Eil een's points of BlackRock, which is, you know, from
12 a JP Morgan perspective, we believe that clearinghouses
13 shoul d be accountable for covering the |osses arising
14 from non-default | osses since they make the risk

15 managenent deci si ons about how to manage the

16 operational risk

17 There are very few, if any, instances | can
18 think of where clearing nenbers make a deci sion about
19 how t heir cash should be necessarily invested. So |

20 wouldn't say clearing nenbers are accountable for those
21  decisions generally.

22 There may be one or two instances sonewhere
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1 in the world that that is the case, but | think as a
2 general matter that that isn't the case.
3 | would al so say that froma capital
4 perspective, defaulting, no pun intended, to the 12
5 nont hs of operating expenses just doesn't seem
6 sufficient to us and doesn't seem necessarily robust
7 enough to cover the potential |osses fromsone of these
8 types of events.
9 Thank you.
10 M5. LEWS:. Are there any questions and
11 comments from nenbers on the phone?
12 (No response.)
13 M5. LEWS:. Isaac, do you have -- oh, I'm
14  sorry.
15 PARTI Cl PANT:  Not fromme. Sorry.
16 M5. LEWS: Thank you.
17 MR CHANG So | think this has been
18 certainly a very interesting discussion | think for all
19 of us. | think we're just really -- you know, | think
20 I, too, was initially surprised by the answer to the
21 questions but now that the answers have cone back, |
22 think there's sone very sensible ideas that at the very
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1 | east, particularly around funding of |last resort in
2 catastrophic situations, that are worth, certainly

10

11

12

13

14

15

16

17

18

19

20

21

22

wor t h t hi nki ng about and expl ori ng.

You know, with that, | just wanted to thank
each of ny panelists for participating today.

Thanks.

M5. LEWS: And that concl udes Panel Number
2. Thank you, panelists. Thank you, I|saac.

Panel 3: Central Counterparty Resolution, Leverage
Rati o, and Incentives to C ear

M5. LEWS: And now can | ask that the
speakers on Panel 3 cone forward and take their seats
at the panelist table?

And now we will have the third panel of the
day. As has been nentioned, the central clearing of
standardi zed OIC derivatives is a pillar of the &0
Leaders Commitnent to Reform OTC Derivatives Markets in
response to the financial crisis.

Post-crisis reforns include mandatory
clearing requirenents, capital liquidity and margin
requirements relating to OTC derivatives, and reforns

relating to resilience, recovery, and resolution of
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1 CCPs.

2 These reform neasures and the effects of them
3 are the subject of several recent reports, proposed

4 rul es, and di scussi on papers by gl obal standard-setting
5 bodi es and credential regulators which the panel wll

6 di scuss.

7 Wth that said, 1'd like to introduce our

8 panelists for this afternoon's panel.

9 First up, we have Sayee Srinivasan, Deputy

10 Director, Ri sk Surveillance Branch of the Division of
11 Cl earing and Ri sk.

12 Sayee was the Co-Chair of the Derivatives

13  Assessnent Team whi ch produced the FSB CPM | OSCO BCBS
14 Report on Incentives to Centrally Cear OIC

15 Deri vati ves.

16 Sayee, would you like to start?
17 MR. SRI NIl VASAN:  Thank you, Alici a.
18 | would also like to thank Conmi ssi oner

19 Behnam and Alicia for inviting nme to present the DAT
20 report at MRAC today.
21 Havi ng spent nore than 15 nont hs wor ki ng on

22 the report, it's good to take a chance to talk about it
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1 and publicize it a bit, | guess.
2 |'d also like to thank Chai rman G ancarl o for

3 the guidance and support, including tolerating maps

4 fromthe Chairman's O fice, for weeks together at a

5 tine.

6 Before that, ny remarks are those of ny own

7 and not of the Comm ssion or the Conm ssion staff and

8 neither are they comments of the -- represent the views
9 of the Financial Stability Board or nmenbers of the DAT

10 So we called the current report, the 2018 DAT
11 Report as DAT 2.0. DAT 1.0 was published in 2014 at a

12 time when the major portions of the Q0 reformefforts

13 were still in advanced stages of design and
14  inplenentation.
15 Interestingly, DAT 1.0 was nmade of nostly

16 banki ng regul ators. There was just one narket

17 regul ator who was part of that report, so.

18 Fortunately, DAT 2.0 had a good m x of

19 banki ng and market regulators. It was al so co-

20 sponsored by BCBS, 10SCO, and CPM. So a lot of brain
21 damage went into finalizing the report. It was all

22 good wor K.
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1 W were tasked wth assessing the interaction
2 of -- the inpact of the interaction of capital margin

3 and clearing groups, the key three points of the Q20

4 reformefforts, on incentives for firnms to clear OIC

5 derivatives.

6 Wiile we start nostly with OTC derivati ves,

7 we also made sure we | ooked at the broader |andscape of
8 exchange derivati ves.

9 ["11 quickly sort of sunmarize the findings

10 and then tal k about sone of the process issues,

11 | ear ni ngs, and next steps.
12 We found that the reform neasures
13 incentivized large financial institutions, the ones

14 that transact actively in the global derivatives

15 markets to clear centrally. This is inportant as these
16 institutions are called the global financial system and
17 key in the sense that they serve as critical

18 transm ssion mechani sns when there are shocks to the

19 financial system So to the extent central clearing

20 hel ps mtigate systemc risk, the reforns are doing a
21 good job. So we got it right.

22 The driving factors are different in terns of
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1 the factors that are incentivizing the firns. For

2 | ar ge gl obal banks, the banks are incentivized by the
3 margin rules and the capital rules. For non-banks,

4 interestingly, when we say non-banks, asset managers
5 and hedge funds, it's mainly liquidity considerations
6 which are driving incentives to clear.

7 Central clearing hel ps aggregate liquidity
8 and sort of |lowers transaction costs, so if they are
9 trading actively in the marketplace are key

10 consi der ati ons.

11 But the reform neasures are | ess effective

12 for firms, whether big or small, who are less active in
13 the derivatives markets. |If they're less active then
14 liquidity considerations are literally less inportant,

15 rather you're nore liable finding a clearing nenber who
16 w |l accept your business and hel p cl ear your trades.
17 Once again, we also | ooked at not just the

18 client side, we also | ooked at the clearing firnms and,
19 as has been discussed a bit at MRAC forunms, clearing

20 firms in the OIC derivatives space are all affiliated
21 with large gl obal banks and what we found is that

22 they're disincentivized both by capital rules and ot her
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1 non-regul atory factors.
2 When we tal k about non-regul ated factors,
3 there's nore work to be done and I'll talk about in a
4 little bit, but what we are really finding is there
5 were high fixed costs with offering clearing service,
6 client-clearing services.
7 So in a nutshell, firns who are on the core
8 of the system incentivized to clear, firns who are on
9 the periphery of the global financial system are |ess
10 incentivized to have refornms to clear centrally.
11 A few words on the nethodol ogy and t he
12 process. Conducting the inpact analysis on | arge-scale
13 reformefforts is very, very difficult to do. There
14 are no text book nodels that you can follow. FSB has
15 conme up with a franework to do the inpact anal ysis but
16 it's still a work in progress.
17 We relied on a range of different inputs. W
18 did qualitative surveys, quantitative surveys. W took
19 fair amount of technical assistance from market
20 participants, many of themin this room to help us
21 desi gn the questi onnaires.
22 We al so had interaction with the market
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1 participants, both in U S. and Europe, as well as in

2 Asia, as we were designing -- comng up with the

3 nmet hodol ogy. W published a draft consultation and got
4  some good feedback and, nost inportant, and | al ways

5 say we have a |l ot of data but they're dunb data. W

6 really need the feedback from market participants to

7 understand how to interpret the data. So it was --

8 really appreciate the support we got from market

9 partici pants.

10 We also relied extensively on regul ated data
11 because, of course, the focus of the reforns was al so
12 to get regulatory reporting to the various authorities
13 and in the report, we tal k about sone of the challenges

14 with using the data. There's sonme nore work to be

15 done.

16 In terms of process and al so sort of

17 | earni ngs that we have tried to capture in the report
18 itself, as | said, we had -- the DAT was nmade up of

19 staff from both market regul ators and banki ng
20 regul ators.
21 | spent a fair anount of time here at CFTC

22 working on inplenenting the Dodd-Frank reformrules, so
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1 very invested in it, not really educated about capture
2 rules, and there were a bunch of banking regul ators who
3 had spent a |l ot of tinme working on suppl enental
4 |leverage ratio and Basel IIl rules. So we collectively
5 | earned a | ot about both the macro fiduciary rules as
6 well as the mcro fiduciary rules.
7 A huge anount of |earning about -- 1've been
8 in the derivative business for awhile now and | still
9 managed to learn a | ot about the client clearing
10 busi ness.
11 One of the things we discovered was that as
12 an econom st, you believe that there's always a market
13 clearing price to clear a product, but for client
14 clearing, there isn't a market clearing price. W
15 wanted to go and ask the firnms can you tell us as part
16 of the survey how nmuch do you actually charge to clear
17 a standard 10-year interest rate swap and a fixed fl oat
18 rate interest rate swap. The firmsaid please don't
19 ask us that question. W can't give that to you
20 So after doing all this work, | still don't
21 know how much it actually costs for a client to clear a
22 swap, but what we focused on instead was what it the
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1 sort of all-in costs for clearing a swap.
2 Just fromthe CFTC perspective and the staff

3 perspective, as | said, we spent a lot of tine

4 under standi ng the derivatives markets and the client

5 cl eari ng busi ness.

6 We also |l earned a | ot about the |everage

7 rati o, about SI M and SACR, ARUMBA. A coment from Dal e
8 M chael s a couple of years ago, about a year ago, where
9 there was a comment that -- just that MRAC was neeting.
10 FCM had | et sone market declines go. So we've done

11 some interesting work here which is available in the

12 public domain on SAM and the inpacting and the exchange
13 derivatives narkets.

14 We al so | everaged the data that we have to

15 under st and SACR and aspects of what | call the

16 m scal i brati on of SACR which coul d have uni ntended

17  consequences in ternms of inpact on the markets.

18 There's extensive debate within the DAT in

19 terns of the tradeoff between financial stability or

20 what | call institutional solvency and narket

21  functioning and we tried to bring sone of that debate

22 and concentration into the report.
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1 We al so spent a |ot of tine tal ki ng about
2 what | was hinting at earlier, the interaction between

10

11

12

13

14
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16

17

18

19

20

21

22

regul atory and non-regul atory factors.

So there's this question that we kept asking
which is, what will happen if -- hopefully it's not a
hypot heti cal question and this goes to the point that
Commi ssi on Berkovitz raised earlier today, was the fact
that there's concentration of clearing anong a handf ul
of clearing firns.

So even if all the capital rules are -- the
inefficiencies and the mscalibration is fixed, wll we
see the concentration go away? WII| this be sufficient
to incentivize nore firns and banks to enter into
clearing? | can speculate, but there's sone
Interesting -- sone nore work to be done.

In ternms of next steps, the DAT s nmandate was
very clear. W were not asked to make any policy
recomendations. So we sort of drew the |ine there and
we were really careful in not asking the standard-
setting bodies to do certain things.

| nstead, what we did was we highlighted

vari ous areas where we thought that the standards and
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1 the rules were not -- they were not robust enough and
2 asked very | eadi ng questions that an intelligent person
3 can sort of |look at themand figure out, well, this is
4 an area where we need to do sone nore worKk.
5 The Basel Conmttee had an area where they
6 | ooki ng at inpact of the |leverage ratio on client
7 clearing. There was a fair anount of coordination that
8 happened with them They published a consultation and
9 the hope is that the market participants would sort of
10 hel p them push further on that effort.
11 | OSCO and CPM and the ot her standards which
12 are enbodi ed, ny presunption is that they' re |ooking at
13 our findings and we shall all be sort of waiting to see
14 where they land in terms of work and anal ysis.
15 So I'll pause here and if fol ks have
16 questions, happy to take them
17 M5. LEWS: Thank you, Sayee.
18 And now we' Il have Marcus -- why did | just
19 forget your nanme? | know. Marcus Stanl ey, Anericans
20 for Financial Reform Policy Director, and he'll bring
21 us the public interest perspective.
22 DR. STANLEY: Thank you very nuch, Alicia.
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1 I'"d |i ke to thank Comm ssi oner Behnam

2 Chai rman G ancarlo, for permitting nme to participate

3 today, and also for your great work, Comm ssioner

4 Behnam and Alicia, on putting this event together and
5 doing a really great job on nmanagi ng the MRAC

6 As Alicia said, I"'mthe Policy Director for
7 Anericans for Financial Reform W are a coalition of
8 several hundred organi zations working for a stronger

9 and nore effective financial regulatory system

10 So as Alicia said, | do bring a public

11 i nterest perspective to reading these rules and |'m not
12 going to focus on sumari zing the details of the rules
13 but just kind of offer sonme responses.

14 We have a |l ot of papers that this panel is
15 nomnally review ng, but at bottom all these diverse
16 papers address one issue, which is the backstop

17 resources available in the cleared derivatives

18 ecosystem

19 H gher | evels of backstop resources wl |
20 reduce systemc risk but they also increase the total
21 cost of cleared derivatives to market participants.

22 Prior to the 2008 crisis, resources backing
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1 derivatives were far too low. Starting in 2001

2 noti onal swap volunes grew five-fold in just six years,
3 an annual growth rate of 32 percent. As markets cane
4 under stress, these notional volumes were reflected in
5 a massive gromh of actual credit exposure. Three

6 trillion in newcredit exposure appeared on the books
7 just over 2007 and 2008. The resources were sinply not
8 there to handl e that derivatives exposure.

9 It seens clear that swaps received an

10 inplicit safety net subsidy before the crisis. It's
11 therefore appropriate that post-crisis regulation

12 I ncreased the private sector resources backi ng swaps
13 and thus their overall cost.

14 This both makes the system safer and

15 I ncentivizes a nore economcally-efficient |evel of

16 deri vati ves transacti ons.

17 O course, mandatory clearing is a key tool
18 in doing that, but clearing is not an end in itself.
19 It's a neans to reduce risk. An under-resourced

20 clearing systemw ||l sinply be a concentrated node of

21 system c ri sk.

22 Wth that as a background, let ne offer sone
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1 specific comments on these proposals. Miltiple

2 proposal s address capital held against cleared

3 derivatives by clearing nenbers. It will always be

4 possi ble to question risk netrics at the position | evel
5 and we could get into a very technical debate about the
6 SACRE cal i bration and the CM and so forth, but | don't
7 think that this position |evel discussion can or should
8 be separated fromthe general question of clearing

9 menber sol vency.

10 Cl eari ng menber solvency is critical to the
11 i ssue of CCP resiliency. Under current rules, clearing
12 menbers nust hold capital against individual positions
13 and al so sone capital against their share of the

14 default fund, but other nutualized risks or exposures
15 beyond the default fund are not capitalized, including
16 potential upward adjustnments of the default fund in

17 stressed markets, capital assessments beyond the

18 default fund, and, perhaps nost inportantly, the

19 potential need to assume positions froma defaulted
20 menber in an auction.
21 Everyt hi ng about these potential events

22 becones easier, less risky, and nore reliable when
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1 nmenbers are better capitalized.

2 The paper on incentives to clear also raises
3 the issue of clearing nenber concentration and its

4 relationship to the cost of clearing, including

5 capital. Excessive concentration of clearing services
6 can also contribute to systemc risk, but we should be
7 seeki ng ways to increase the nunber and diversity of

8 FCMs offering client clearing wthout increasing the

9 overall |everage in the system

10 G ven the dom nance and significance of a

11 small nunber of |arge bank FCMs, we shoul d especially
12 not be taking test steps that could reduce the

13 capitalization of these institutions. Instead, we

14  should be ensuring that they're as strong and sol vent
15 as possi bl e.

16 One way to do this mght be by targeting

17 capital requirenents that do not affect snaller

18 institutions in the sane way, such as, for exanple, the
19 G SIB surcharge and its relationship to clearing

20 vol unes.

21 To nove on to the paper on cl earinghouse

22 resolution, this paper was full of tactical details,
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1 but I wsh today to take a nore strategi c approach to

2 exam ni ng possi ble contradictions within the three

3 stated goals of CCP resolution and |I'mtal king about

4 the goals of CCP resolution in the BI'S resolution

5 gui dance.

6 Those goal s are mai ntai ning CCP functi on,

7 protecting taxpayers, and maintaining financial

8 stability.

9 In a situation where CCP recovery efforts
10 have failed, probably failed nultiple tines, with the
11 resulting | oss of market confidence in the CCP, these
12 obj ectives nmay cone into conflict and raise difficult
13 questions for regulators. It would be beneficial to
14 make answers to those questions clear in advance.

15 Readi ng between the lines, the resolution

16 paper also inplies that it will be challenging to

17 actually use CCP equity to absorb |osses in a highly-
18 stressed resolution-type situation. For one thing, we
19 can expect that CCP equity won't be highly valued in
20 the market in that situation.

21 There woul d therefore be significant

22 advant ages to pre-funding such skin in the gane through
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1 retai ned earnings during good tinmes when CCP val uati ons
2 are high and not to pick on CVE but | just took a | ook
3 at CVE with a market capitalization of 65 billion
4 appears to pay about 80 to 90 percent of its operating
5 I ncone out to shareholders. That's about two billion a
6 year.
7 CVE' s default fund currently stands at 8.3
8 billion. Over nmultiple years, it seens that retained
9 earni ngs could nake a neani ngful contribution to the
10 default fund while still permtting strong | evels of
11 dividends as a fraction of operating incone.
12 My final thought is not directly addressed in
13 the papers we're reviewing but it seens to ne critical
14 inall of themand that's regulatory stress testing.
15 Initial margin wll always be the nost
16 i nportant el enent of | oss absorption in a true systemc
17 risk situation. |If cleared margin is set in atruly
18 robust and counter-cyclical manner, nmany ot her
19 guestions wll be nuch | ess pressing.
20 It did concern nme that we heard prom nent
21 clearing nmenbers in this norning' s panel and our | ast
22 neeting rai se sone questions about CCP margi n nodel
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1 cal i bration.
2 Regul atory stress testing should be a key
3 mechani smfor ensuring that we get margin right. As we
4 all know, the CFTC is under-resourced and within those
5 resource limtations, staff have been doing a great job
6 standing up the operational capacity to stress test
7  CCPs.
8 Now t hat we have that capacity and severa
9 years of experience in running stress tests, we should
10 think about how to use these tests to explore a greater
11 and nore chal |l engi ng range of stress scenari o0s.
12 CFTC tests so far have found adequate
13 resources, but there's a grow ng outside academ c
14 literature that rai ses concerns about issues ranging
15 froma breakdown in correlation assunptions to network
16 effects on | osses.
17 The CFTC should work to incorporate these
18 concerns in future stress tests and should al so engage
19 with clearing nenbers to ensure that nenber concerns
20 about margi n nodel s are addressed.
21 And as one final note on stress testing, the
22 FSB paper on CCP resolution calls for identifying
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1 potential |oss scenarios in advance that may lead to
2 resolution and this seens to ne to suggest a potenti al
3 role for reverse stress testing to try to identify

4 t hose scenari os.

5 Thanks very nuch.

6 M5. LEWS: Thank you, Marcus. Apol ogi es.

7 And now we'l|l have Robert Wasserman, Chief

8 Counsel, Division of Cearing and Ri sk, and he'll talk

9 about the BCBS Consultative Docunent as well as the
10 Prudential Rules as well as the FSB Adequat e Resources
11 in Resolution and Treatnment of CCP Equity in
12 Resol uti on.

13 MR, WASSERMAN:  Thank you.

14 So I'd like, as well, to thank Conmm ssi oner
15 Behnam and Alicia for inviting ne to be here. Also
16 need to give ny usual disclainmer which is to say that
17 the views | express are not necessarily those of the
18 Conmi ssion nor of the staff or even of nyself if I'm
19 directed to change them by conpetent authority.

20 So |l think I"mgoing to start with the FSB
21 paper and | think it's inportant to have sone

22 hi storical context. So last July, in 2017, the FSB
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1 I ssued final guidance on CCP resolution and resol ution
2 pl anni ng and that gui dance covered topics, including

3 objectives of CCP resolution and resol ution planning,
4 resol ution authority and powers, resolvability and

5 resol vability assessnents, standards for entry into

6 resol ution, the concept of no creditor worse off, and
7 so in fairness, the guidance that |I'mgoing to talk

8 about that this year is basically covering a nunber of
9 topics that were not addressed but then essentially

10 much of the scope was really taken care of back in

11 2017.

12 The two topics that are being addressed

13 currently are, as has been noted, financial resources
14 to support CCP resolution and treatnment of CCP equity
15 and resol ution, and the paper was issued on Novenber
16 15th. Comments are due by February 1st, and, indeed,
17 as well, there's going to be an industry forumin Base
18 in January -- excuse nme -- in Madrid, rather, in

19  January.
20 Now t he paper covers financial resources
21 through a five-step analytical process and it's pretty

22 logical in the sense that it's |ooking at identifying
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1 hypot heti cal default and non-default resol ution

2 scenarios and | should note this is not going to be

3 specific to, well, what happens if this happens to the
4 oil market or if sonme other market. |It's, rather,

5 | ooking at, well, given especially the standards that
6 are already there in PFM, how m ght we actually get

7 into resolution, given the availability of recovery

8 tools?

9 Then you need to evaluate the existing tools
10 and resources and these include, wth apol ogies,

11 assessnents, gai ns-based haircutting, partial tear up
12 and ot her powers of resolution authority, and, of

13 course, in the case of non-default | osses, which were
14  discussed in the | ast panel, these include things |ike
15 the CCP equity, insurance, and in sone cases allocation
16 pursuant to a CCP rule.

17 Next step. You' ve got to |ook at the ful

18 resol ution costs and that includes obviously both

19 essentially the sort of operational but, as well, the
20 substantive costs, and then the next logical step is to
21 conpare the tools and resources to the costs and

22 identify the gaps.
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1 Finally, consider the availability, costs,
2 and benefits of potential nmeans of addressing those

3 gaps and so that's sort of the analytical process that

4 is described in the paper and so again there's coments
5 on that.
6 As well, there's the questions of treatnent

7 of equity. The guidance focuses on potenti al

8 nmechani sns for adjusting treatnent of CCP equity and
9 resolution, but it also recognizes that there's sone
10 very inportant chall enges and constraints.

11 One of the nobst inportant of those is no
12 creditor worse off and so, in other words, to the

13 extent that equity is not subject to loss in an

14  insol vency because of the CCP rules, which are the
15 contract between CCP and its nenbers, then you woul d
16 have probl ens both under the international standards
17 and, frankly, as well, under U.S. |aw, Dodd-Frank, if
18 you were to assign |osses to the equity hol ders that
19 they woul d not be subject to in the alternative
20 counter-factual of insolvency.
21 And anot her chal | enge, as well, which again

22 we have here in the US., is the extent to which there
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1 may be a lack of authority under the statute in this to
2 I npose those | osses.
3 As well, the paper asks fol ks to consider
4 policy issues, including the incentives of CCP
5 managenent to pursue sound ri sk managenent and the
6 i ncentives of clearing nenbers to support recovery.
7 Al so inportant to consider the historica
8 context of the |leverage ratio issues and so | should
9 note that back in 2012, gosh, it feels |ike ancient
10 hi story now, the Basel Committee realized that
11 exposures to CCPs carried risks and that those risks
12 needed to be assigned a risk weight.
13 They first inplenented an interimapproach to
14  recogni zing those risks and then convened a j oi nt
15 working group with participation from BCBS, CPM or
16 actually its predecessor, and I 0OSCO and | actually co-
17 chaired that group on behalf of CPM and | OSCO.
18 In 2014, that joint working group conpleted
19 its work and the BCBS pronul gated ri sk-based capital
20 charges for bank exposures to CCPs and those charges
21 i ncl ude trade exposures as well as default funds and
22 I ncl ude consideration of -- you know, as part of that
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1 process, included consideration of assessnents. These
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have been inplenented and so far as I know, no one is
pushi ng to change them

However, BCBS has nore recently promul gated
capital charges based on the |leverage ratio. This is
by intent and design a non-risk-based backstop to risk-
based capital charges and cal cul ations for the | everage
ratio, again by tradition and design, do not include
recognition of collateral. So, indeed, the nost
i mportant and effective risk mtigant that we have
liquid collateral in the hands of the CCP and the
cl earing nenber, no recognition at all, and that,
i ndeed, has been the problem

And they're ignoring this liquid collateral
that the CCP rules require FCMs to collect and that
Conmmi ssion regul ations require themto segregate.

Thi s has had, unsurprisingly, a negative
effect on banks, FCM s willingness to take on or
conti nue custoner business, and a | ot of those probl ens
have been di scussed by Comm ssioner Berkovitz earlier
as well as by Sayee and his group.

The problemis unlike bank broker-deal er
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1 rat her than FCM capital requirenents, which focus on
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the legal entity, bank capital requirenents are

cal cul ated at the hol ding conpany | evel and the act ual
i mpact of the |everage ratio at the hol di ng conpany

l evel is actually fairly small but at the business unit
| evel, it can be nuch | arger indeed, and with all due
credit to ny friends and col | eagues at the Basel
Committee, their incentives work.

Banks and bank hol di ng conpani es, including
FCMs, take into account the | everage rati o when they
apply it at the business unit |evel and that
application at the business unit level is what causes a
| ot of the problens.

Thanks, | think, in part to both sort of a
drunbeat that's been continuing for a nunber of years
and especially, as well, the good work that Sayee and
his col | eagues did, there have been what | have been
referring to as recent green shoots of hope, both at
the Basel Conmittee level, a targeted consultative
docunent, and anong the U. S. credential regul ators.

And so Basel issued a consultation in Cctober

for comment by January 16th. They are considering "a
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targeted and limted revisionable | everage ratio
exposure nmeasure with regard to the treatnent of client
cleared derivatives only," and | will says | think part
of their concern is given their reluctance to recognize
collateral, | think they really need to be assured that
this exception is not going to in fact be a breach in
the wall that knocks the wall down.

They warn that absent a strong evi dence-based
case to revise the treatnment, the commttee will retain
the existing treatnent and so it is definitely not tine
to begin celebration yet. There's work to be done.

They are considering recogni zing coll ateral
consi stent with SACR, the Standardi zed Approach to
Credit Risk, which is to say allow ng an of fset that
asynptotes at |eaving five percent of the exposure
remai ning and that is again consistent with the risk-
based approach.

They have inquired into how to inpose
segregation criteria so as to ensure that initial
margin "will be available in the event of a client's
default. Those criteria could specify limtations on

the conmmttee uses by clearing nenber banks of initial
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1 margin received fromclients. Banks that currently

2 of fer derivatives client clearing services are wel cone
3 to share details of the segregation criteria to which
4 they currently adhere and insights into the

5 ef fectiveness of those criteria to safeguard the anpunt
6 of initial margin provided by clients in the event of
7 default.”

8 SSmlarly, the U S. prudential regulators

9 have in the context of |ooking at SACR published a

10 proposal that, anmong other things, invites coment on
11 the recognition of collateral provided by clearing

12 menber client banking organi zations in connection wth
13 a cleared transaction for purposes of the SACR

14 nmet hodol ogy.

15 VWhat are the pros and cons of recognizing

16 such collateral? Comrenters should provide data

17 regardi ng how alternati ve approaches regardi ng the

18 treatnment of collateral would affect the cost of

19 clearing services as well as provide data regardi ng how
20  such approaches woul d affect |everage capital
21 allocation for that activity.

22 So on the one hand, | think substanti al
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1 progress has been nmade in that essentially the door is
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at |east partially open and for those of us who | ook at
things froma | egal perspective, asking a question in a
proposal neans that answers to that question could be
part of a |ogical outgrowth of that proposal, but I
think it's very inportant and | urge industry folks to
think very carefully about how they react to these.

You guys, the industry fol ks are obviously
the best judges of their own interests in doing this.

That said, as soneone who has a prof essional
interest in appropriate capital treatnment for exposures
to CCP and again |ooking at the inportant inpact on the
avai lability of clearing and the resilience of the
clearing ecosystem | would urge folks to treat these
opportunities as an opportunity to be nurtured.

You m ght well benefit by submtting
responses that denonstrate a willingness to engage on
the concerns that the Basel folks and the prudenti al
regul at ors have rai sed, such as segregation criteria
and why they're effective, and the very limted scope
of inmpact on hol ding conpany | evel |everage

requi rements.
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1 | think you should also carefully endeavor to
2 denonstrate the inpact of the |leverage ratio on the

3 costs and availability of client clearing and | know

4 from Sayee's experience that that can be very difficult
5 but again this is what they're calling for and this is,
6 | think, what the opportunity is.

7 |"d like to just take a brief nmonment to react
8 to sone of the concerns raised earlier that have

9 relation to sone of this.

10 | very nuch agree with the concerns folks

11 have rai sed concerning effective and wel | -desi gned

12 margi n nodels. | would note that both the

13 i nternational standards and our regul ati ons inpose

14 di scipline on this process through back testing

15 requi rements and | woul d al so note that our regul ations
16 I npose nmar gi n- based and thus risk-based capital

17 requi rements on FCMs.

18 That said, you know, there are a nunber of

19 exposures, including in recovery, but at |east for the
20 past couple of years, | amnot aware of anyone who's
21 focusing on forced allocation and so having clearing

22 nmenbers being forced to take on positions is sonething
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1 that | think may not be as nuch of an issue now, albeit
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partial tear-up has sone very difficult effects on
fol ks who that m ght be visited upon.

| also agree that stress testing is a
critical part of risk managenent. Part of that is
supervi sory stress testing and nmy col |l eagues, including
Sayee and his group, have done and are doi ng sone very
I nportant and good work in that area.

O course, those cross CCP stress tests can,
as a practical matter, only cover a |limted scope of
scenarios. Stress testing at the DCO | evel shoul d
cover a broader scope of scenarios appropriate in each
case to the business of that DCO

| will quote fromthe guidance issued | ast
sunmer by CPM and IOSCOin this regard, that a CCP
shoul d conpl enent stress scenari os based on historica
data with stress tests based on a full spectrum of
f orwar d- | ooki ng scenari os.

These scenarios should aimto capture stress
events that are plausible but have not occurred
previ ously and devel opnment of forward-|ooking scenarios

shoul d be inforned by the judgnent of subject matter
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1 experts fromw thin the CCP or the participant

2 community and these experts shoul d have know edge of

3 the underlying markets, including the rel evant

4  econom c, physical, environmental, or geopolitical

5 factors.

6 In short, a sinple statistical approach, |

7 think, is not enough. If you're going to be devel oping
8 scenari os, you've got to involve fol ks who understand

9 the markets.

10 Last nonth, we cel ebrated the Centennial of
11 the end of Wrld War | and that rem nds ne of the

12 Magi not Line which was built by the French based on the
13 | essons learned fromthat war. It was inpervious to

14 nost fornms of attack. In Wrld War |1, the Germans

15 sinply went around that |ine through Belgium Basing
16 your defenses only on the ability to fight the [ ast war

17  just doesn't end well.

18 Thank you.

19 M5. LEWS: Thank you, Bob.

20 And now | would Iike to open it up to the
21 MRAC for questions. |'msorry.

22 Ji m Shanahan, CoBank.
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1 MR. SHANAHAN: Thanks, and | really
2 appreci ate you guys | ooking at this.
3 | wanted to relate to you guys, you know, the
4 consolidation in the FCM market as end users and |'1|
5 give you a little feedback on costs, too, that the Farm
6 Credit Banks, as we've |ooked to add FCMs and gi ve back
7 to FCMs, is becomng really increasingly difficult to
8 negoti ate agreenents that we feel neet the criteria
9 that we have and we've actually worked -- begun really
10 working together to try and use our narket power to
11 kind of put those kind of agreenents in.
12 It's also really tough when you have | ong-
13 term one-way exposure on your books to get nuch limt,
14 especially if you' re | ooking at possibly porting any
15 transactions or even going to another CCP, and | wll
16 tell you also and related to costs, you can negoti ate
17 an agreenent and then have sonebody come back a couple
18 nonths later with a significant cost increase or
19 m ni mum f ees whi ch, you know, you have to deal wth
20 and, you know, as the Farm Credit Banks, we have sone
21 ways to deal with that, ask themif they ever want to
22 underwite debt again or sonething |like that, and we've
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1 been able to work around that.

2 But sonme of our nenbers who have, you know,

3 tried to explore avenues of clearing, based on a nore

4 voluntary -- on a cost basis, have really hit a

5 stonewal | and sone of the aspects where they cone into
6 a transaction that is a legitimte hedge that they need
7 to put on the books, there's significant inpedinents to
8 being able to operate in cleared space and it's just

9 sonething I know that the Comm ssion is concerned

10 about. They've expressed that, but it's actually, you

11 know, a couple years ago, there were a lot of articles.
12 There hasn't been nuch witten about it lately, but

13 it's actually probably even worse now than it was a

14 coupl e years ago.

15 So | just wanted to throw that out as a

16 representation.

17 M5. LEWS: Thank you, Jim

18 Boog Zubari de, Chat ham Fi nanci al .

19 MR. ZUBARI DE: Thanks, Alicia.

20 And Chat ham woul d echo your comments, Jim

21 Certainly we have financial end user clients who depend

22 on these markets to hedge risk who face chal | enges
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1 associated with the costs of clearing and, you know,

2 appreci ated the DAT' s questions and the consultation

3 wth respect to the inpedinents to clearing for

4 financial end users.

5 Nati onal regulators in various jurisdictions
6 have made accommodati ons for financial end users, non-
7 financial end users, with respect to in sonme cases

8 clearing, in sone cases margin, and in sone cases the
9 CVA capital charge, particularly for entities that are
10 outside of what the report referred to as the systemc
11 core of the nmarket.

12 So, for exanple, non-financial end users

13 gl obal Il y have been exenpted fromclearing in margin

14 requirenents. In the U S, we have small banks who are
15 exenpt fromthose requirenents. Many in various

16 jurisdictions, financial end users that transact bel ow
17 certain notional thresholds have been exenpted, and in
18 Eur ope, non-financial end user hedges are exenpted from
19 the CVA capital requirenent applicable to banks.

20 | didn't see in the report criticismby the
21 regul ators with respect to these types of

22 accommodations and |"mwondering if it's reasonable to
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1 infer that the DAT does not view these acconmopdati ons

2 as inconsistent wwth the financial stability objectives
3 of the &20.

4 M5. LEWS:. Sayee, would you like to respond
5 to that?

6 MR. SRINIVASAN. No. W are conpletely in

7 agreenent. | think we tried to raise these issues,

8 whichis why we tried to frane it in the context of the
9 core and the periphery, and we did get into the weeds
10 of CVA

11 W would |ike to do nore than just that. It
12 wasn't sort of CVA. There are a few people who don’t
13 understand CVA. A lot of us | don't claimto

14  understand nuch of it, but we did sort of raise these
15 I ssues. That is, once again, there is this tension

16 bet ween one of the questions that cones up -- there are
17 alot of small firnms collectively if you exenpt them
18 fromthe requirenents, will that cause this sort of

19 systemc risk?
20 My further argunent would be we have great
21 data today. Al these data are reported. They're

22 doing swaps. |If an end user does a trade, the
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1 regul atory reporting that happens. So we ought to be
2 able to sort of do the analysis and do it.
3 So it was end user issues was critical to us
4 and we tried to highlight it, but one of the challenges
5 wi th doing these surveys is that end users and snall er
6 firns are not well-oiled machines in terns of providing
7 us feedback that's inportant for it, but I think I like
8 to believe it's sort of a decent job of highlighting
9 these issues and there's nore work to be done in terns
10 of working with the standard-setting bodi es and ot hers.
11 | think what you've done is provided the fact
12 that the DAT with the sort of m xed group that we had.
13 We laid out these things in a systematic nmanner.
14  Actually, we're opening doors for other participants
15 and others to provide nore data and argunents to make
16 the case to the standard-setting bodies and others to
17 start reconsidering the standards.
18 M5. LEWS: Thank you, Sayee.
19 The Chair recogni zes Dennis MLaughlin, LCH.
20 MR, McLAUGHLI N:  Thank you.
21 | have a question for Bob. You said a |ot of
22 thi ngs, but one of the things you were tal king about
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1 was no creditor worse off.

2 So given that the CCP rul ebooks, as they are,
3 they will allocate |losses to the last drop froma

4 menber default and the only way they can be overri dden
5 really is if there's system c reasons to override the

6 rul ebook froma resolution authority. So, in other

7 words, the greater good can trunp.

8 Now my question is, if you |look at no

9 creditor worse off, is there any circunstances where

10 that can be trunped by the greater good or is it always
11 an inviolate principle?

12 MR. WASSERMAN: So | obviously don't practice
13 law in the UK So | can't speak to the insolvency |aw
14  that would be applicable, you know, in LCH s case.

15 | think the point of no creditor worse off is
16 that essentially -- and that concept is, by the way,

17 baked into, for instance, Dodd-Frank as well as the

18 international standards -- is that if you' re going to
19 do sonething for the greater good, you should not be
20 doing that at the expense of particular creditors and
21 so the conparison is to, well, if instead of taking the

22 entity through resolution, you took it through
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1 I nsol vency, how woul d things end up?
2 Now mmy experience in the sort of the
3 bankruptcy context is that argunents as to what people
4 would suffer in the event of insolvency can be very
5 theoretical and there's all sorts of ways to argue
6 things, but | think the point is that, you know, you're
7 conmparing it to that counterfactual rather than saying,
8 hey, the greater good conpels it, so whoever happens to
9 | ose under the greater good, how sad, too bad.
10 The idea is that no, folks who -- you know,
11 the resolution authority can do those things, but then
12 fol ks who | ose conpared to where they would be in
13 i nsol vency then have cl ai ns.
14 M5. LEWS: The Chair recogni zes Bis
15 Chatterjee, G tigroup.
16 MR, CHATTERJEE: Thank you, Alici a.
17 Sayee, if | could turn to you and go back to
18 the survey, you know, | think the survey did a great
19 job. | think it was, you know, while the responses nay
20 not have covered the breadth of the participants, it
21 definitely was one of the few quantitative surveys
22  we've seen.
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1 You know, going back to the issue in there on
2 I ncentives to clear, obviously, you know, market

3 participants provided a |ot of inputs into the

4 di fferent incentives, you know, counterparty netting

5 principle, capital efficiency.

6 Were you surprised by the order in which the
7 i ncentives, you know, showed up? You know, a |ot was
8 made about the disincentive of the mandatory margi n on
9 non-cl eared products and why that's pushing, you know,
10 products into clearing, but it doesn't seemto have

11 appeared very prom nently high on, you know, the

12 r anki ngs.

13 Secondly, you know, if that is truly an

14 i ncentive in pushing nore products into clearing, at

15 what point does that becone a systemc risk issue

16 because you're putting non-cl eared/ non-1liquid products
17 into the clearinghouse?

18 MR. SRINIVASAN: So there was in terns of the
19 radi us responses, right, there wasn't anything that's
20 sort of really surprising, at |east on sort of the |ist
21 of things that you just nentioned.

22 What was very interesting was that we relied
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1 on different sources. So to date, what at |east |'ve
2 seen as radius in a forumlike MRAC and FlI A and ot her
3 conferences, industry just com ng and constantly
4 conplaining and this was the first effort by the
5 official sector to systematically study it and, as you
6 said, you know, there's academ c research, there's
7 regul atory data, there is qualitative surveys, and
8 there's the pricing survey, what you call the
9 quantitative survey, and the inputs fromall these
10 di fferent sources responding in the right direction,
11  which | think was the nost inportant thing, | guess,
12 whi ch gives you the sort of solid foundation, saying
13 are we not being assured that the industry is not just
14 | obbyi ng exercise but here when you | ook at evidence
15 comng fromso many different places, it's a
16 confirmation that that is an issue here.
17 And the other challenge I think we' ve had,
18 this is just ny interpretation of the approach to
19 rul emaki ng and others, is, you know, this was all done
20 to sort of reduce financial stability but then it was a
21 very like a one-size-fits-all approach and | think what
22 we have done is the rul ebook shows us that mandatory




Meeting 12/4/2018
Washington, DC Page 227

1 clearing is inportant to reduce system c risk.

2 At the margin, it's comng at a very high

3 cost and, you know, we asked sone very | eadi ng

4 qguestions on. Sonebody has to go and do the anal ysis.
5 It was we didn't have the bandwidth to do that. You
6 know, if you were to sort of give relief to the other
7 firms, the smaller firms, will that actually reduce,

8 you know, any sort of gain fromsystemc risk?

9 The challenge that | think -- this is where
10 it cones to the trade-off between financial stability
11  and system c ri sk. The concern that | personally have
12 Is the issue of the concentration that's happeni ng and

13 we | abel a |ot of these things where we see firns,

14 clearing nmenbers and this is based on the responses

15 fromcl earing nmenbers where, you know, the pricing

16 nodel keeps changi ng and the clearing nenbers are

17 actively, what you call, optimzing the client

18 relationship, neaning you will have firnms and clients
19 who | ose access to the cleared markets and if that

20 causes themto stop hedging their risk because one of
21 the key findings fromthe study is that there's been a

22 bi furcation of liquidity within cleared and uncl eared
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1 mar ket s.
2 Liquidity concentration inproved in the
3 cleared markets and likely deteriorated in the
4 uncl eared markets. |It's hard to do the anal ysis but
5 that's what we find. So we are kicking people out
6 because they don't have access to clearing fromthe
7 cl eared markets and where do they go because liquidity
8 Is deteriorated in the uncl eared narket and they choose
9 to not hedge the risk.
10 These are things which one would | ove to
11 measure but can't be nmeasured and which is where |
12 think froma policy perspective we should be focusing
13 on, right, things which can't be neasured, but it's
14  likely happening then and we should be m ndful of the
15 uni nt ended consequences of our reforns.
16 It's a very | ong-wi nded answer to your
17 question but that's sone take-aways, | guess.
18 M5. LEWS: Thank you, Sayee.
19 The Chair recogni zes Stephen Berger, Citadel.
20 M. Berger: Thank you
21 | just want to make a few observations in
22 reaction to some of the comments and di scussion that's
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1 just happened.

2 First off, I think there was a di scussi on of
3 the systemc core and the periphery and | guess ny view
4 on that is that, you know, you have a network of

5 bilateral or counterparty credit exposures, the nodes

6 of which are a handful of, you know, deal er banks, each
7 of which has, let's say, you know, a thousand

8 uncl eared, you know, bilateral relationships.

9 So sonething is achieved if you apply

10 requirenents just to transactions anong the | argest

11  deal er banks but when one of themfails, the risk

12 propagat es t hrough the thousands of, you know,

13 bilateral counterparty risks that they have.

14 So even though each individual end user in
15 I sol ati on obviously presents no systemc risk, you
16 still need to consider the market structure and whet her

17 we refornmed it in whole or left parts of it as sources
18 of system c risk.

19 So that brings us to kind of |ooking at,

20 okay, so how far in that deal er-to-custoner portion of
21  the market, what have we, you know, achieved to date?

22 W' ve achieved a | ot. In the United States, we've
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1 achi eved, frankly, nore than in any other jurisdiction
2 that we can ook at in terns of inplenenting the &0

3 refornms, but when we | ook and, you know, a |ot of

4 prai se and respect for the work that was done gl obally,
5 but I think we also have to be cognizant of the fact

6 that if we look in the deal er-to-custoner market

7 outside of the United States, there really hasn't been

8 a full inplenmentation of the clearing obligation

9 Europe is the only jurisdiction that's really
10 made significant progress but still over 90 percent of
11 financial counterparties in the EU are still out of the

12 scope of the clearing obligation and the next phase is
13  supposed to be inplenmented in June of 2019.

14 But you go beyond Europe, there's, you know,
15 clearing obligations that really have just been limted
16 to the inter-dealer market and, you know, the gl obal

17 i npl enentati on schedule for uncleared nargin

18 requi renents hasn't hit anybody on the buy side and it
19 won't until 2019 and 2020, with the exception of one

20 firm

21 So, you know, the stock-taking exercise,

22 think, still -- there's still a few years of
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1 i npl ementation to play out before you really conpletely
2 under stand t hat.
3 On the kind of uncleared initial margin
4 requi renents and whether they're designed to
5 appropriately account for the risks that's posed by
6 uncl eared swaps versus service to incentivize greater
7 central clearing, | think we do have to appreciate the
8 fact that in the cleared ecosystem there's, you know,
9 exchange of variation margin and, fortunately, nowin
10 the uncleared ecosystem there's daily exchange
11  variation margin.
12 In the cleared ecosystem all margin
13 partici pants on both sides of the trade, close initial
14 margin, and in the uncleared ecosystem we still have,
15 you know, a |l ot of inconsistency, either neither side
16 posts, one side posts, etcetera.
17 So | think until the uncleared systemis
18 brought at | east to the sane | evel as the cleared
19 system it's difficult to kind of argue that there's
20 unduly penalizing the uncleared system you know. |
21 think it's conpletely rational to ensure that the
22 margi n requirenents they do apply to non-centrally




Meeting 12/4/2018
Washington, DC Page 232
1 cl eared swaps are appropriately calibrated, but | still
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think that same kind of mninmummargin discipline with
respect to both sides having to post initial margin,
it's inportant to put both sides on the |level playing
field.

And | ast coment | would nmake is that there
are concerns, and | think, you know, the work that's
bei ng done on the | everage ratio is excellent, |ong
overdue, and so | think that should hel p address access
to, you know, clearing capacity for clients who need
it.

But, you know, in ternms of the supply that I
t hi nk everyone was hopi ng woul d exist, part of the
reason that it's not there is we've, frankly, taken a
really long tinme to inplenment what people were
devel opi ng the capacity to support and so if you were
-- | synpathize, | guess, with the FCMthat in 2009 was
like | better build a client clearing business.

There's going to be a lot of client clearing demand in
the next year or two and nine years later, there's only
one jurisdiction that's really inplenented a cl earing

mandate in the deal er-to-custoner market.
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1 So | assune after, you know, the two-year

2 check-in and the four-year check-in and the six-year

3 check-in w th business managenent, they were told you

4 cancel ed our business plans and so | think that's a

5 | esson that says that |ike delays in exenptions,

6 however well intentioned and however nuch they're given
7 to synpathetic petitioners, can actually underm ne the
8 overall objectives that we're trying to achieve in

9 terns of noving a critical mass of liquidity in the OIC
10 derivatives markets into a nore clear, transparent

11  ecosystem

12 M5. LEWS: Thank you.

13 | s there anyone on the phone that has any

14  questions or conments?

15 (No response.)

16 M5. LEWS: Thank you.

17 Marcus Stanley, we'll give you the |ast word.
18 DR. STANLEY: Onh, | guess | just wanted to

19 say a short thing in response to what Luke was sayi ng.
20 | think that we should renenber, in addition
21 to the conplexities of the network that we've built up

22 that Stephen Berger just tal ked about, there's actually
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1 a long history of financial crises caused by sort of
2 mass failures in smaller entities, the S& crisis, the
3 Geat Depression, and the difficulty of -- | don't
4 think we should rely on just the data nonitoring
5 capacities of the regulatory systemas the stand nowto
6 tell us whether systemc risk is building up anong
7 those networks of smaller entities.
8 There's al ready quite a nunber of exenptions
9 in place and | think multiplying themtoo nuch could be
10  dangerous.
11 M5. LEWS:. Thank you, Marcus.
12 Well, that concludes Panel 3. Many thanks to
13 our speakers, and at this tinme, we'll take a five-
14 m nute break so we can set up for the next panel.
15 Thank you.
16 (Recess.)
17 M5. LEWS: Okay. The neeting is called to
18 back to order and now we' |l have the |last panel of the
19 day, Oversight of Third-Party Service Providers and
20  Vendor Ri sk Managenent.
21 Annette Hunter of the Federal Honme Loan Bank
22 of Atlanta is the facilitator of this panel.
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1 Annette.
2
3 Panel 4: Oversight of Third-Party Service Providers
4 and Vendor Ri sk Managenent
5 M5. HUNTER:. So thank you. Can you hear ne?
6 Good. Because |'ve heard there's a little bit of
7 trouble with hearing today.
8 So thank you, Alicia, and Comm ssi oner
9 Behnam for allowing ne to facilitate this discussion
10 today on the Oversight of Third-Party Service Providers
11  and Vendor Ri sk Managenent.
12 My nane is Annette Hunter, and | nanage the
13 back office functions for Federal Hone Loan Bank of
14  Atl anta.
15 Federal Honme Loan Bank of Atlanta is a GSC
16 and we're regul ated by the Federal Housing Finance
17  Agency and before I"'mgoing to do a little plug for the
18 Federal Home Loan Banks, we just issued two billion in
19 SOFR debt in Novenber and we're --
20 (Appl ause.)
21 M5. HUNTER -- in Atlanta and we are
22 educati ng our nenbers and the comrunity banks, so just
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1 alittle plug there.

2 Back to Vendor Ri sk Managenent, so we've been
3 i ncluded in the discussions with our regul ator when

4 formng our risk-based approach to vendor managenent.

5 So over the last few years, the banks have taken a

6 ri sk- based approach to vendor managenent. The focus

7 has been on strategy, inherent risk of selecting a

8 vendor, due diligence, contract negotiations and

9 revi ew, ongoi ng nonitoring, contingency planning, and
10 docunenting all of this.

11 It's inportant for all financial market

12 participants to have this kind of approach or a simlar
13 approach. | nmade the assunption when | was getting

14 ready for this that everybody did and then I kind of

15 | earned the hard way that not everybody does.
16 So I'm happy to facilitate this discussion
17 and | | ook forward to | earning how we can inprove our

18 processes at the bank.

19 Utimately, the goal of the conversation is
20 to consider whether the CFTC adequately sets standards
21 and gui dance for its registrants to foll ow when they

22 engage in third party vendors. So |'ve been asked to
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1 frame this chall enge.

2 So I'"'monly going to focus on a coupl e areas.
3 I"msure there's many nore areas and feel free to junp
4 in with those with your questions or your

5 present ati ons.

6 So managi ng the relationship and

7 accountability. So each organization's expected to

8 serve their custoner and manage their core business, no
9 matter what the challenge. You know, we were

10 chal l enged with SOFR. W worked with our vendors to
11 make sure that happened.

12 But what happens when your nmgjor service

13 provi der has an issue and then your systens go down?
14  Are they accountable? Have you kept your vendor

15 account abl e? Have you forned rel ationships? It takes
16 a lot of resources to formthose relationships with

17  your vendors because you want a qui ck resol ution

18 Should a third party or fourth party vendor
19 be required to provide a business continuity plan? |
200 would like that. So should there be different

21 requi rements on critical versus non-critical services?

22 We think there should, but |I'm curious of what
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1 everybody el se thinks.

2 The other area is energing technol ogies, |ike
3 cyber security and bl ock chain and/or not cyber

4 security, cloud, which neans cyber security sonetines,
5 cl oud and bl ock chain. Wat are sone of the challenges
6 and risks with that? Wat are the issues with

7 resiliency in the event of a cyber issue?

8 As | said, I"msure there's many ot her

9 chal l enges we can bring up but I'm happy to introduce
10 the panelists now.

11 Lazaro Barreiro, Director of CGovernance and
12 Operational Risk Policy for the Ofice of Conptroller

13 of the Currency. Wuld you like to present?

14 MR. BARREIRO There's a trick to saying the
15 nane. |It's Barreiro. Say it really fast.
16 Thank you for the opportunity to address the

17  Comm ssi on today.

18 |'d Iike to address or discuss the OCC s
19 gui dance on third-party risk managenent.

20 Banks continue to increase the nunber and
21  conplexity of relationships with both foreign and

22 donmestic third parties, such as outsourcing entire bank
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1 functions to third parties, such as tax, legal, audit,
2 i nformation technol ogy, operations, basically the

3 entire back office, outsourcing of l|lines of business or
4 products, relying on single third party to perform

5 multiple activities to such an extent that the third

6 party becones an integral conponent of the bank's

7 oper ati ons.

8 Wrking with third parties that engage

9 directly with custonmers to the point where the custoner
10 doesn't know if they're dealing with the bank or the

11 third party. Contracting with third parties that

12 subcontract activities to other foreign or donestic

13 provi ders, we don't know who's providing the services
14 at the end of the day.

15 Contracting wth geographically-concentrated
16 firms, working with a third party to address

17 deficiencies in bank operations or conpliance where the
18 third party is actually providing assurances that the
19 bank is in conpliance wth | aws and regul ati ons.
20 As you can imgi ne, the nunber of third party
21 rel ati onshi ps can easily nunber into the thousands for

22 any one bank. This is a conplex process that requires
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1 cl ear managenent. These third party arrangenents, if
2 not done correctly, can inpact the safety and soundness
3 of an institution.
4 The OCC cane out with Bulletin 2013-29 to
5 address ri sk managenent expectations for the banks and
6 provi de gui dance to the exam ners.
7 W al so asked exami ners and banks to refer to
8 OCC Bul l etin 2017-43, New, Mdified, or Expanded Bank
9 Products and Services, R sk Managenent Principles.
10 This can provide the flavor of your coming up with new
11 products or services, sone of the things to consider.
12 We expect banks to devel op ri sk managenent
13 processes conmensurate with the |level of risk and
14 conplexity of its third party relationships. So snal
15 institutions obviously don't need to devel op great and
16 el aborate process as nmuch as we woul d expect of the
17 | arger institutions that have nmuch nore conplexity and
18 integral operations with sone other third party
19 provi ders.
20 Banks shoul d ensure conprehensive risk
21 managenment and oversight of third party relationships
22 involving critical activities, | should say for al
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1 third parties, but those that provide critical

2 activities require much nore oversi ght and due

3 di | i gence.

4 An effective risk nmanagenment process

5 t hroughout the life cycle of the relationship includes
6 pl anni ng, due diligence, and third party sel ection,

7 contract negotiations, ongoing nonitoring, and

8 term nation of the agreenent, and our gui dance goes

9 into great detail as to what we nean by all those. So
10 | won't go into any detail here.
11 The ri sk managenent program needs to consi der

12 out sourci ng should result in a strategic benefit to the
13 bank. The nore strategically aligned the services

14 bei ng provided, the nore critical the third party

15 becones to the institution.

16 Managenent shoul d have effective change

17 managenent processes to allow for the third party to

18 function appropriately. Cear roles and

19 responsibilities for overseeing and nanagi ng t he

20 rel ati onship and the ri sk managenent process needs to
21 be establ i shed.

22 We expect the board oversight. W expect
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1 policies and procedures. W expect a proper framework
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for overseeing the conplexities that conme from worKking
with third parties, and there is no one way of doing
it. Sonme banks have very structured centralized
processes for nonitoring the rel ationships, others are
very de-centrali zed.

The ones that | find that are the better ones
are the ones where it's holistically part of the
culture of that institution to be able to say, okay,
these are our service providers, how can we nonitor,
and it goes all the way fromthe board down to the
| owest rank of the organization to be able to have a
voice in how well that relationship is working.

Again, the nore critical relationship, the
nore oversight required. Third party rel ationships
wor k best when the cultures are aligned, naking sure
that the third parties have the sanme cultura
expectations and norns as the institution, the bank.

We do expect good docunentation to support
t he decisions that are being nmade throughout the life
cycle of the process as well as the selection of the

contract and everything else. W do expect to have
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1 good ways of tracking those deci sions.

2 We al so expect banks to have i ndependent

3 review and by that, |I nean have that process audited
4 periodically to make sure that it's functioning

5 appropriately.

6 And we have ot her gui dance that as may be

7 applicable. The FFIC has a great deal on the IT side
8 and we have ot her guidance, such as nodel risk

9 managenent, which I'Il flash on the screen |ater

10 The key to good governance, too, is making
11 sure that everybody is at the table at the same tine.
12 This is not sonmething that can be del egated to one

13 person to make the decision for the institution. You
14 need to look at this holistically across the enterprise
15 and neke sure that all the divisions are represented
16 and make sure that the selection is reflective of the
17 needs and the issues that are being seen at the

18 or gani zati on.

19 Those that have the conpliance, the audit,
20 the credit, the liquidity personnel at the sane tine
21 maki ng that decision typically nake a better decision

22 than those that are just relying on one person, one
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1 conmm ttee.

2 So, anyway, those are just sone of the key

3 points that |I just wanted to nake and | al so wanted to

4 |et you know the various issuances that we have. W

5 have specific guidance on third party risk nanagenent.

6 W have the circular, as | said. W also have FAQ on

7 the subject and we have provided exam ners with

8 exam nati on procedures.

9 We al so have gui dance on new product services
10 in devel opnent, a nodel risk nmanagenent, which touches
11 on third parties, and al so our Corporate and Ri sk
12 Gover nance book on the Conptroller's Series talks
13 greatly about risk managenent and how to devel op proper
14 ri sk managenment prograns.

15 Thank you.

16 M5. HUNTER:  Thank you, Lazaro.

17 Next, we'll hear fromJulie Mbhr, Deputy

18 Director, Exam nations, Division of Cearing and R sk,
19 for the CFTC

20 M5. MOHR  Good afternoon.

21 As Annette just said, I'mJulie Mohr. |I'm
22 the Deputy Director in charge of the Exam nations
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1 Program for Derivatives O earing Organizations,
2 i ncl udi ng those cl eari nghouses that have been decl ared
3 system cally inportant by the Financial Stability
4 Oversi ght Council.
5 But I'lIl start with the nornmal disclainer.
6 The views that | express this afternoon are ny views
7 and they do not necessarily reflect the views of the
8 Commi ssion or the staff.
9 | want to first thank Comm ssioner Behnam and
10 Alicia for this invitation to discuss this very
11 i mportant risk managenent topic.
12 The discussion is tinely as the incidents
13 that result in highly-publicized events are nunerous.
14 W have all read stories about malware attacks or other
15 types of attacks on software or hardware produced by
16 third party vendors where credit card information or
17 other sensitive docunents have been taken.
18 DCOs work with sensitive information in order
19 to conplete their required activities and as a result,
20 we have an exam nation programthat focuses on DCO
21  vendor risk managenent.
22 DCR s programis built around safety CU
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1 regul ati ons and i ndustry best practices. Qur
2 regul ations state that a DCO nust establish and
3 mai ntain resources that allow for the fulfillnment of
4 each obligation and responsibility of the DCOin the
5 processing, clearing, and settlenent of transactions,
6 and that the DCO nmust nmintain resources necessary to
7 conplete its obligations using either its enpl oyees and
8 Its own property or through witten contractua
9 arrangenents with other DCOs or other service
10 provi ders.
11 A DCO that enters into a contractua
12 out sourci ng arrangenent nust retain responsibility for
13 any failure to neet its obligations and, |astly, the
14 DCO nust have personnel with the expertise necessary to
15 enable it to supervise the delivery of services by a
16  service provider.
17 For all itenms underneath Regul ation 3918, and
18 that's our system safeguard regul ation, the standards
19 for the DCOs program of risk analysis and oversi ght
200 with respect to its operations and autonated systens
21 shall follow generally accepted standards and i ndustry
22 best practices as it relates to the devel opnent,
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1 operation, reliability, security, and capacity of its
2 aut omat ed systens.

3 The generally accepted standards and i ndustry
4 best practices that we typically ook to include N ST,
5 FFIC, 1CO, and COBIT, but these are just a few.

6 Prior to initiating the exam nation, we

7 performa risk assessnment to identify those

8 arrangenents that we nay want to exam ne. Perhaps we
9 would like to review the arrangenents for vendors who
10 provide IT, independent IT security clearance services,
11 such as pen testing or controls testing. Maybe we

12 would li ke to review the arrangenents for vendors who
13 provide IT services, such as software devel opnent or
14  data center services.

15 W may even want to take a | ook at

16 arrangenents for vendors who provide settl enent

17 services or margin nodeling services. Once we have

18 ri sk ranked the vendor arrangenents we would like to
19 i nclude in our scope, we would then take a | ook at
20 which relationships contain the highest risk. Those
21 high-risk relationships are likely to be those that we

22 woul d exam ne.
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1 We request docunentation that may include one
2 or nore of the followng itens: the policies or

3 procedures that describe its vendor risk managenent

4 program any assessnents regarding the independence of
5 vendors. W want to nmake sure that the person that is
6 | ooking at the -- that's being hired to | ook at a

7 particular itemis not involved in the design or the

8 devel opnent or the mai ntenance of the particular item
9 that's underneath revi ew

10 We also |l ook at the qualifications of the

11  vendor. W look at the terns of the contract,

12 including all service |level agreenents. W also | ook
13 at how the DCO prioritizes the vendor's information

14  security systens, conponents, and services.

15 In addition, we wll |ook at any reports that
16 refl ect whether or not SLAs are being nonitored and

17 met .

18 Now we study these docunents before we go

19 onsite to neet with mddl e and upper nmanagenent who are
20 in charge of the vendor rel ationships and the
21 managenent of those rel ationships. Those sessions help

22 us understand the processes being utilized, the
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1 anal ysis that's been perforned surroundi ng the vendor,
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and the performance of the vendor.

Qur goal is to identify any area within the
vendor rel ationship that has not been adequately
revi ewed and assessed. |Issues that are identified are
conmuni cated to the DCO and the DCO wi || work on
remedi ati on plans to address the deficiency.

The DCOw Il submt renediation plans to DCR
and we will identify those plans in an effort to see if
the solution will resolve the issue that was
identified, and we will continue to nonitor the issue
until we have seen conplete renediati on of the concern.

Thank you.

M5. HUNTER  Thank you, Julie.

Next, we'll hear from Sal man Banaei, |HS
Mar ket .

MR. BANAEI: Thank you, Alicia, and thank
you, Conm ssioner Behnam for inviting ne to speak.

| think you guys brought nme as the sole third
party vendor for this panel. | can't purport to say
that | can speak for all the vendors out there, but

what | can present is a view fromone of the |arger
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1 FI NTECH service providers that's out there.

2 So to give you a little bit of context in

3 terns of who we are as a firm so | just nmarket as a

4 $21 billion market cap public conpany. O that 21

5 billion, about 40 percent of our revenues cone from our
6 financial services business and when you | ook at our

7 financial services business, it's a wide array of

8 FI NTECH products, many of themrelevant for the CFTC s
9 m ssion, many of themrel evant to other asset cl asses.
10 Thank you. Before | start, | want to create
11 two new terns just for clarification purposes. So the
12 first is direct regulations. So direct regulation is
13 when an entity is under the direct regulatory or

14  supervisory jurisdiction of a particular regul ator.

15 And then | want to introduce a nore nove

16 term which is indirect regulation, and this is an

17 I nstance where an entity is supervised or otherw se

18 scrutinized by a firmthat is itself regul ated

19 consistent wwth that firmis regulatory requirenents.
20 The reason | bring that up is while sone of
21 the services we provide particularly relevant to the

22 CFTC s mssion are not directly regulated, they are
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1 certainly indirectly regulated and that's an inportant
2 di stinction to nake.

3 But stepping back, so what is FINTECH? The
4 FSB definition, | think, is a useful one from 2017.

5 FINTECH i s a technol ogi cal | y-enabl ed fi nanci al

6 I nnovation that could result in new business nodel s

7 appl i cati on processes or products with an associ at ed
8 material effect on financial markets and institutions
9 and a provision of financial services.

10 The OCC s third party risk managenent

11  guidelines includes sone discussion of expectations

12 around ri sk managenent associated with FINTECHs, in
13 addition to other services.

14 So who are we? So this is a subset of the
15 services that cone out of |IHS Market financial markets

16 roughly in order of the nunber of due diligence

17 inquiries we get fromour regul ated custoners.

18 So there's our post-trade business that's our
19 | oan processing and cl earance and settl enent business,
20 I"minvolved in that effort, as well as our derivatives

21 processing platform capturing trades, providing a

22 nmeans to confirmthose trades, providing connectivity
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1 to cl earinghouses, and al so providing regulatory

2 reporting services and that's probably the nost

3 I mportant service that we provide for the CFTC

4  regul ated markets.

5 And then anot her inportant set of products
6 that we provide across asset classes is our pricing and
7 valuation services as well as our reference data

8 busi ness, our indices, our benchmarks businesses, and
9 then we have a nunber of managed services, sone of

10 which could be called direct tech regulatory

11  technol ogy.

12 These include platfornms that facilitate

13 conpliance with KYC requirenents as well as Know Your
14  Third Party, KY3P, requirenments that our custoners are
15 subj ect to.

16 Just very quickly, also provide Market

17 Digital, which is a website hosting content provision
18 for including advisory tools for broker-dealer retail
19  custoners.
20 So why do firnms outsource to FI NTECH
21 conpanies like us or third party service providers in

22 general ? Lower cost is a big driver. So we can
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1 provide skill that an in-house solution just is not

2 capable of. This is particularly true when a

3 particular function is not really a val ue-generating or
4 differentiating function for a particular conpany. So
5 alot of tines, it nmakes sense to socialize those costs
6 through a FINTECH service provider |ike us.

7 We can offer, because we're subject to market
8 discipline, to deliver at a lower cost. W're also

9 subject to market discipline to deliver that product at
10 a higher level of performance and with greater

11 ef ficiency.

12 And then, of course, there's the opportunity
13 cost of, you know, devel oping an in-house solution for
14 a particul ar chall enge.

15 | don't know why | put this slide in, but

16 this is Google Trends. The term"FINTECH " you can see
17 really picking up 2014. | like the term |It's a good
18 shorthand for the ecosystem of financial technol ogy

19 provi ders.
20 So as a firmthat's both, you know,
21 indirectly and directly regul ated FI NTECH service

22 provider, it's required us to think, you know, a little
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1 bit nore deeply about regulation and what it neans,

2 what its benefits are, what its costs are, what its

3 inpacts are on a particul ar business, and we've

4 derived, you know, five principles that | think

5 generally apply to the oversight of third party service
6 provi ders.

7 These coul d be used by one of our custoners

8 that's scrutinizing us or they could be used as a basis
9 for areqgulator trying to formalize their approach to
10 third party oversight.

11 So the starting point, and this echoes

12 Julie's comments and Lazaro's, too, the starting point
13 is docunenting. |It's very inportant to docunent al

14 mat eri al relationships so you can hold both the

15 custoner and the third party service provider

16 accountable for and allocate rights and

17 responsibilities. It's very inportant to docunent

18 those, make those explicit.

19 Anot her principle which, you know, needs --
20 is of general application and is a great starting
21 point, | don't think it's an end point in all

22 i nstances, is that non-di scrimnation.
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1 So third party service provider should

2 generally not be subject to | ess oversight or |ower

3 standards than an in-house function. | call this the
4 floor of third party oversight expectations and then
5 the ceiling would be third party should not be subject

6 to nore oversight or higher standards than a simlar

7 i n-house function.
8 There shoul d al so be open dialogue. | think
9 the CFTC does a terrific job at this. | can't say the

10 same for all regulators but there should be open

11 di al ogue. It should be encouraged at all levels, both
12 on the private industry side anong the third party

13 service providers as well as the regul ators.

14 Froma third party service provider

15 perspective, it's helpful for us to engage with the

16 regul ators so that we can deliver our services in a

17 conpliant way and not have to rely solely on our

18  custoners.

19 Responsi veness. So | think the CFTC again
20 does a great job here through the MRAC, at the

21  Conmmi ssion |level. Regulators should be responsive and

22 encour agi ng of new approaches and new technol ogy and
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1 not unduly burden comrerce and innovation. The basic
2 idea of a regulatory tradition should be a basis for
3 regul ati ng i nnovation, not a barrier to innovation.
4 And then lastly, this is an inportant
5 principle for all regulation is proportionality. So
6 oversi ght expectations, regulations should be
7 proportionate to the extent of reliance and the risk
8 associated wwth a particular service and under certain
9 ci rcunstances that may require extra validation, for
10 exanpl e, external audit of relevant controls.
11 So when does it make sense to directly
12 regul ate a FINTECH? So here, |'ve really just
13 presented ny inferences based on ny know edge of ot her
14  financial regul ators approaches to regulation and their
15 organi c statutes.
16 So one rationale is to ensure that
17 appropriate conduct -- that a particular firmis
18 appl yi ng the appropriate conduct for a significant
19 fiduciary or custoner relationship.
20 Second is to ensure the integrity,
21 operational integrity or price discovery function of a
22 particul ar venue. Another is to ensure appropriate
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1 ri sk managenent for central risk notes. Another is to

2 mtigate substantial operational risk, then is to

3 facilitate comrerce, for exanple, to provide real

4 certainty for businesses that would benefit fromit.

5 And then what's the rationale not to

6 regul ate? Avoiding barriers to entry, encouraging

7 i nnovation, conpetition, and regulation of a particul ar

8 servi ce woul d be disproportionate.

9 So CFTC right now has an approach to better
10 risk managenent that | think is a fair bal ance between
11 all those countervailing principles that | discussed
12 earlier and it may decide to adopt a new approach. |If
13 it does, you know, it can, for exanple, provide witten
14 policy guidance for registrants' managenent of third
15 party risk that maybe fl eshes out those expectations
16 along the lines of the level of detail that the OCC has
17 provided. It can encourage certifications or externa
18 val i dati on.

19 W as a firm we're set to submt about 6,000
20 responses to our regul ated custoners in response to due
21 diligence inquiries that cone out of primrily

22 regul ators' expectations for those firns this year and
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1 that's comng from929 firns and we have a staff of

2 about 10 people whose job it is to provide those

3 responses.

4 | think we're | arge enough that we see the

5 val ue of providing these assurances to our custoners,
6 but I think a ot of the smaller FINTECH pl ayers, this
7 is a burden and a barrier to entry. From our

8 perspective, we welcone it, but, you know, smaller

9 firnms may have a different opinion and | woul d advise
10 before the CFTC formalizes its approach to vendor risk
11 managenment that they al so engage with sone small er

12 FINTECH firns, as well.

13 And then there's, of course, you know, direct
14 regulation that the CFTC coul d undertake through its
15 exi sting authority as well as direct regulation through
16 authority which would probably require | egislation.

17 That concl udes ny renarKks.

18 M5. HUNTER  Thank you. So | will start the
19 guestions and then hopefully the rest of the nenbers
20 can join in.
21 So because we've got a variety of panelists

22 here, 1'"'mgoing to ask this. Have you experienced or
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1 observed any exanpl es of vendor risk operational |osses
2 or incidents and how are they dealt with?

3 MR. BARREIRO W see it al nost every day.

4 Every tinme we | ook at the newspaper, we're seeing

5 sonething regarding credit cards or a whole litany of
6 things that could happen. Just the other day,

7 yesterday, | guess, Marriott, 500 mllion, even though
8 it's not a banking institution, and | think one of the
9 bi ggest threats or the biggest exposure to sone of the
10 banks is the headline risk that they're seeing that's
11 really very difficult to quantify how do you put a

12 price tag on that exposure that you're getting.

13 In ternms of other exposures, | nean, it's one
14 off. There's nothing really to stomach. You j ust

15 address the issue, try to cone up with a loss figure,
16 and you try to go forward. So | know I'm being very
17 general here. It's difficult to talk about one

18 particular institution, but I don't know if anybody

19 el se can add any nore insight into that.

20 MR. BANAEI: | can provide an observati on.
21 So we are currently a Conduct 3 firm registered with

22 the FCA, and at the core of our regulatory relationship




Meeting 12/4/2018
Washington, DC Page 260
1 wth the FCAis notifications of whenever we have, you

10

11

12

13

14

15

16

17

18

19

20

21

22

know, an operational issue and we do that periodically.
| think that's a good starting point for, you know,
firms that play a simlar function for us is to have an
open di al ogue around operational failures and have a
constructive conversation with our regul ators.

Those events, by the way, don't happen very
often, you know. |[|'d say nore than, you know, a few
m nut es happening one or two tines a year, but it does
happen. It happens with all of the regulated firns
that we connect with, as well.

M5. LEWS: Thank you.

Well, | wanted to open it up to the MRAC for
any questions or comments on this particular topic.

Betty Sinkins, Cklahoma State University.

DR. SIMKINS: | want to thank Conmm ssioner
Behnam and Alicia Lewis and the CFTC broadly for
hol di ng these inportant neetings and as part of the
commttee, | just want to enphasize that | believe that
i nprovenents in risk disclosures are needed and
financi al statenents.

|'ve been doing research for |ike over 26
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1 years on market risk, enterprise risk nanagenent, nore
2 recently in energy risk and cyber risk very recently.

3 Today, you know, we've heard repeatedly many

4 keywor ds and phrases, conmuni cations, transparency,

5 skin in the ganme, good governance, enterprise risk

6 managenent, cyber risk, best practices, and others.

7 You know, from my cyber risk research, which

8 i ncludes many firns broadly, but it also includes firns
9 covered by the CFTC and when | | ook at the 10-K

10 di scl osures and the proxy statenents and | was | ooki ng

11 at themtoday when | got out ny |laptop just to see, you
12 know, in the financial statenments fromthe public

13 perspective because public was nentioned several tines

14  today, you know, we find boilerplate disclosures that,

15 you know, you would see like the Big 4 accounting firns
16 across themjust -- they're very generic and so it

17 concerns nme froma public perspective that it's not

18 clear that there's adequate risk managenent taking

19 pl ace.

20 Let's just take cyber risk, for exanple. Yet
21 we've had a lot of rich discussion today that, yes,

22 there appears to be. M research nore recently that
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1 I"'mlooking at is after a cyber breach, we | ook at the
2 ri sk disclosures before and we | ook at the after and
3 even after the cyber risk, there's sone conpanies

4 that's totally mssing that they' re doing anything to
5 address it and even sone of these conpanies are, you
6 know, under the oversight of the CFTC and so the

7 followup's not there.

8 | think I like the idea of best practices
9 encour aged, you know, by the CFTC. |I'mnot here to
10 propose nore regulation, |like was nentioned earlier.
11 If self-regulation could hopefully be done just to

12 I nprove -- nmake inprovenents in this area and so

13 there's just sone broad conments | wanted to nake.

14 Thank you.

15 M5. LEWS:. Thank you, Betty.

16 Conmi ssi oner Behnam

17 COVM SSI ONER BEHNAM |I'minterested to know,

18 and this kind of goes back to the non-default | oss
19 conversation fromthe nmenbers, if you're wlling to
20 share, participate, to the extent that do you believe
21 -- and | understand that each and every enterprise

22 organi zation or franchise has its own vested interests
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1 in protecting its third party vendor relationships. |

2 think that sort of statenment can be broad and applied
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to nost of the sort of risk nmanagenent that you all do.

But from our perspective, and the Chairman
and | have spoken about this, you know, and Julie
mentioned it. W specifically have Julie here from DCR
because DCR does have sone sort of elenment of third
party vendor relationship guidance which she's pointed
out .

But there are pockets within the CFTC s
overarching rules and regul ati ons where we do think we
should, at least | do, I"'mnot going to take the we
back, | think that this is a conversation worth having
because there nmay be pockets that | believe the
Comm ssion should step in and think about as technol ogy
advances and changes and evol ves on a daily basis.

So froma market participant standpoint,
again if anyone's willing to share, going back to the
non-default | oss conversation, do you think existing
rul es, guidance, or principles that may already exist
from any nunber of banking regulators or oversi ght

regul ators is appropriate or do you think there is room
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1 for inprovenent and growth in that space, given how

2 much the market's changi ng?

3 And then, | guess, you know, nore specific to
4 the CFTC, do you feel nore third party vendor

5 managenent, gui dance, principles, or rules should be

6 appropriate or thought about in the future?

7 M5. LEWS: Sal man Banaei, |HS Market.

8 MR, BANAEI : So we think, speaking for IHS

9 Mar ket, we're under adequate scrutiny from our

10 regulators and fromour custoners. As | nentioned, you
11 know, 6,000 responses this year.

12 | didn't nention we al so provide our

13 custonmers that ask for it the results of an externa

14 audit we conduct every year that |ooks into our

15 controls and ensures our operational performance in

16 line with our custoners' operational requirenents.

17 So we think, you know, market discipline with
18 the reinforcenment of banking regulators in particular
19 provi ding additional reinforcenent is adequate but we
20 would not be opposed to a nore direct, you know,
21 supervision froma market regulator, |like the CFTC, so

22 | ong as, you know, the principles that | described
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ones in and around proportionality.

M5. LEWS: Thank you, Sal man.

Crai g Messinger, Virtu Financial.

MR. MESSI NCER:  Commi ssi oner Behnam | think
the way |I'd answer your question is guidance
definitely, regulation's tricky because you need to be
careful that regulation doesn't hanper innovation, and
| think what's going on in the marketplace in many
cases is, you know, first of all, the laws as it
rel ates to data and privacy are not really granul ar
right now They're not well understood. They're being
interpreted differently around the world, which creates
an interesting chall enge.

You can go to a country |ike Singapore where
it's prescriptive and you can go to a country like the
United States where it isn't as nmuch so and innovation
i s happening a |ot.

So ny feeling is that best practices and
gui dance i s always good. Just be careful with where we
trip into the regul atory side.

The other thing is market structure is
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1 changi ng across every asset class and, you know, many
2 times you feel like we're trying to equitize, for

3 exanple, fixed income and the product just doesn't fit
4 there, as well. So | think we just need to be very

5 careful as we approach these different markets.

6 M5. LEWS: Thank you, Craig.
7 Frank Hayden, Cal pi ne Corporati on.
8 MR, HAYDEN: | would like to thank the

9 Conmmi ssion for hosting this discussion on this very

10 I mportant topic. Thank you.

11 So tying into this non-default |oss concept
12 and this idea of the first loss, |I nmean, fromny

13 perspective, if it's your job that you failed at, you
14  should eat that |oss and so fromthe vendor

15 relationship, this relates to |late trades, fat fingers,
16 you know, not being able to nodel a deal, not being

17 able to put stuff in, absolutely, they should eat that

18 problem | nmean that’s their problem right.
19 If it relates to sonething nore systemc
20 i ke, you know, there's a down service attack or

21 there's sone sort of, you know, massive hack going on

22 and the systens go down, it's a different problemin
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1 nature and so | think it's inportant when you start
2 thinking about the various risks the vendors face that

3 you break up the various buckets of that.

4 So sone operational risks are strictly
5 related to what | would call inconpetence, |ike they
6 can't value a deal. They take two days to run a Mnte

7 Carl o because it gets hung up because they can't figure
8 out how to do a correlation matrix, right, or they

9 can't input a new product. The trader cones, hey, |

10 want to trade sonething new and they can't figure out
11 how to put it into the systemand it just sits there in
12 a drawer. The market noves and then when it shows up,
13 they're like, you know, mllions of dollars out of

14  market because of that, you know, inability to track a
15 transaction, right.

16 So | think that there's certain things that
17 definitively fall on the vendor that the vendor needs
18 to be better at doing and better at delivering and

19 then, on the other hand, | think there's other things
20 that just really conme down to the conpany who hired the
21  vendor just being inconpetent in their processes and

22 fromthat perspective, you know, that's easy bait for a
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1 first loss, in nmy view, on the NDL stuff.
2 M5. LEWS:. Are there any nenbers on the

3 phone wth questions or coments?

4 (No response.)
5 M5. LEWS: Sal man Banaei, |HS Market.
6 MR. BANAEI: | just want to echo the

7 gentl eman from Cal pi ne's conments and enphasi ze an

8 I nportant point, which is any vendor, any FINTECH

9 vendor, any other vendor operates in a free market,

10 operates subject to market discipline.

11 So if they don't deliver in a way that their
12 custoners expect, they go out of business. That's an
13 i nportant point, | think, to make. |[If the CFTC thi nks
14 about whet her new gui dance or new policy in this area
15 IS necessary because market discipline regulates al

16 mar ket s and, you know, nore or less a fairly good job
17 in certain circunstances. |In other circunstances, you
18 know, it does require regulatory intervention, and it's
19 up to the CFTC to deci de.

20 M5. LEWS: A quick question for the CCPs and
21 trading platforns in the roomw th respect to

22 concentration risk. You know, a vendor that is used by
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1 the CCP is also used by a clearing nenber. \What are

2 your thoughts on concentration risk? | have a taker.
3 Der ek Kl ei nbauer.

4 MR. KLEI NBAUER: Thank you.

5 | would say as a SEF, we have an obligation

6 to get atrade fromthe execution point down to the

7 cl eari nghouse and whil e not necessarily focusing on

8 concentration risk, I will say we are required to use
9 the platfornms and services that our participants el ect
10 to use and we have a responsibility to support that.
11 VWhat | will say is to get frompoint Ato

12 point B, we're providing that service but we're also --
13 we al so have several external touch points that we're
14 going to as a result of the customer's choice.

15 So while we're under the, you know, scrutiny
16 of getting that trade to the destination, whether it's
17 the CCP and then follow ng that the STR, we woul d hope
18 that any services that we | everage on behal f of our

19 custoners al so faces the sane | evel of scrutiny and
20 oversi ght because it is part of that workflow
21 M5. LEWS: Bis Chatterjee, Ctigroup.

22 MR. CHATTERJEE: Thank you, Alici a.
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1 | think I just want to build on your
2 question. | think the inportance of, you know,

3 under st andi ng vendor concentration is inportant between
4 CCP and clients.

5 | think it's also inportant across the CCP

6 ecosystemt he sanme vendor may be servicing nultiple

7 clients. So to the extent you have either a tenporary
8 outage or a nultiday outage in a vendor, | think it's

9 very inportant for this commttee and naybe the

10 division to | ook at where those concentrations or

11 bl ocks exist in the entire clearinghouse scenario.

12 M5. LEWS: Thank you, Bis.

13 Dal e M chael s, OCC.

14 MR. M CHAELS: There is one thing that we
15 | ook at as far as the concentration. W |ook at the

16 futures side. There are basically two back office
17 vendors. One of themwhich has the majority of the
18 busi ness, and you have to | ook at that and nake sure
19 that they have the business continuity in place, that
20 they have the operations, that they have additi onal
21 staffing.

22 On the security side, there is basically one
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1 | arge facilities nmanagenent business, if you want to go
2 into that realm again where fromour standpoint we

3 have to |l ook at again their business continuity, their
4 staffing, |ook at what they have as far as plans, and
5 | ook at the actual sites that they have.

6 So it does put an extra onus on, | think, not
7 only the CCPs but the clearing nenbers to do their due
8 diligence all around because we all know who we're

9 speaki ng about here to make sure that because there is
10 this concentration and it has evolved over the years to
11 this select few and we're not going to get away from
12 it, we just have to be very proactive to understand it
13 and then to try to mtigate as best as we can.

14 M5. LEWS: A followup question to that.

15 Wuld it be beneficial to have m ni num st andards or

16 guidelines in terns of how to manage that rel ationship
17 fromthe CFTC?

18 MR. M CHAELS: | don't knowif it's -- the
19 guidelines for this one is needed. | kind of go back
20 to Craig's point earlier.

21 Qui del i nes are al ways wel cone. | nean,

22 think it's welconme to talk about it with the whol e
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community so that we're know ng what the clearing
menbers are doing, CFTC understands what they're doing,
CCPs. | think that conmunication's inportant. | get a
little bit |eery when you get into where you take the
guidelines into regulatory prescription because | don't
think we want to say, well, we have to have so nmany

di fferent vendors.

This evolved in this direction for a reason.
It's a business that it's maybe not as attractive for a
lot of folks to be in it because it does require scale
and that type of scale can only fit for one or two
menbers.

M5. LEWS: Thank you, Dale.

Denetri Karousos, Nodal Exchange.

MR. KARQUSCS: Thanks, Alicia.

Just to address your question from our
perspective, it's a conplicated question because there
are lots of services that we use. So I'mthinking of
at least three different areas, so one is the I1SB story
that was just discussed.

From our perspective, while they have nassive

mar ket share, the key ISBs in the futures industry,
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1 nost of the services they provide, we provide redundant
2 services for. So anything, whether it's pricing

3 positions, trade confirms, whatever, there are multiple
4 ways to ensure that that gets to the clearing nenbers,
5 that gets to the participants. So there's no single

6 point of failure that we're concerned about on the key
7 data bei ng comruni cated to our clearing ecosystem

8 Anot her concentration area i s where clearing
9 menbers request that they act as -- that an affiliate
10 acts as their own settlenment bank. So that's a key

11  scenario that we have to map out in our recovery and
12 w nd-down plan and again the nost | can say there is
13 that obviously there's lots to say about clearing

14 menber failures that we all will understand when a

15 settlenent goes down and they're not providing nmuch in
16 the formof custodial services but just settlenent

17 banki ng services itself.

18 We have nmultiple settlement banks to rely on
19 to get through a margin run and proceed, so that one
20 doesn't terrify us as nuch either, and then the third
21 one is what | focused on earlier, which is the

22 concentration that occurs on the custodial side that we
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1 wi sh we had other solutions. So | think |I've already

2 addr essed t hat.

3 M5. LEWS: Thank you, Denetri.
4 Lee Betsill, CME
5 MR BETSILL: [I'lIl just add briefly to the

6 poi nts made by Denetri and Dale, that we do have as

7 part of our obligations the obligation to identify

8 critical service providers as part of our recovery

9 pl anni ng, right, and where we do identify those

10 critical service providers for which concentration may
11 be one of the reasons we identify them we do hold

12 those to a higher standard. So we perform due

13 diligence on a nore detailed and nore regul ar basis

14  than non-critical vendors, just to make that point.

15 M5. LEWS: |I'msorry. M mcrophone was not
16 on.
17 And t hat concl udes Panel Nunber 4. Mny

18 thanks to our speakers. Thank you, Annette, for

19 facilitating.

20 And now we wi Il have C osing Remarks. W'l
21 start with Chairman G ancarl o.

22 C osi ng Remar ks
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1 CHAI RVAN G ANCARLO Thank you, Alici a.
2 Extraordi nary hearing today, everybody. A
3 | ot of conplex and conplicated issues that require

4 careful balancing that are all ones of matters of

5 degree, whether it be systemc stability on one hand,
6 mar ket vi brancy on the other, concerns of major market
7 participants or snmaller nmarket participants, cleared
8 versus uncl eared products, different views on skin in
9 the gane whether from CCPs or the clearing nenbers or
10 ot her market participants, issues of market

11 concentration and, as Sal man has now coi ned a phrase,
12 direct regulation, indirect regulation. So a |lot of
13 real ly conpl ex issues, certainly nmuch nore to do for
14 MRAC and for its various subcommttees, and much for
15 the Comm ssion to nmull over and think about it in the
16 time to cone.

17 As Conmi ssi oner Behnam began in his opening
18 remar ks and echoi ng sone points |'ve made recently, the
19 work of regulation is never one and done. It's an

20 ongoi ng process. Mrkets are organic things. They
21 grow, they change, and they devel op, and they evol ve,

22 and t hroughout that evolution, you as market
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job to stay up to speed on these changes and to adj ust
and react and try to stay ahead so that our markets
remai n as vibrant and yet as system cally sound and
stable as we can get themto be.

So certainly things are not done 10 years
after the financial crisis or to use Bob Wassernman's
col orful anal ogy, a hundred years after the Magi not
Li ne was breached. So things are not done. There's a
| ot nore to do, but, fortunately, we have all of the
i nput fromall of you, very thoughtful, fact-based,
wel |l -infornmed, intelligent, and really constructive,
and so certainly ny gratitude, the gratitude of the
entire Conm ssion.

| know Conm ssi oner Behnam wi || express his
gratitude but our gratitude really for bringing it to
these neetings. It really, really helps us and I think
this probably will be the last formal neeting of any
group this year, certainly the last tinme Conmm ssioners
and I will be here on a dais in front of you as we
cl ose out 2018.

So I wish you all the best, the happiest of
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|

hol i days, and for those who cel ebrate Hanukkah, which
2 has al ready started, Happy Hanukkah, and put your

3 seatbelts on, 2019's going to be a busy year, and we'l]|
4 | ook forward to seeing all of you here for nore

5 t hought ful consideration of these issues.

6 Thank you.

7 M5. LEWS: Thank you, Chairnman G ancarl o.

8 Conm ssi oner Behnam

9 COMM SSI ONER BEHNAM | will be brief.

10 Thanks to all of you for being here. Like I

11 said in ny opening remarks, we started with bit coin
12 and then we turned to Libor and now we | argely w apped
13 up with CCP risk managenent, which it's been a big year
14 and we have a | ot ahead of us.

15 Today' s conversation was excel |l ent, you know,
16 reiterated the Chairman's points, a |lot to unpack,

17 which | will do personally. W'I|l stay engaged with
18 the committee nenbers if there's things to follow up
19 on.

20 Qoviously the first three panels are issues
21 that this coormittee has di scussed extensively but, you

22 know, | don't nean to suggest not enough. W al ways
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1 have to stay on top of these issues but sonething that

N

| think is inportant froma policy-naking standpoint.

3 W need to convene. W need to discuss inportant

4 i ssues, but we al so need to produce deliverabl es.

5 There certainly are a | ot of issues that were
6 di scussed on the first panel for sure but also the

7 second and third, which are not easy questions.

8 They've been questions that this Conmm ssion and all of
9 you have dealt with for many years and there is a

10 little bit of friction between, | think, in nmy opinion,
11 our role vis a vis the market's role and how t hat

12 rel ati onship shoul d exi st.

13 That said, | think | did hear a few things

14 today and we'll take them back for the new year and

15 think about if there's a way to dig a little bit deeper
16 and find solutions. | think we have a | ot of

17 reasonabl e people in this roomwho represent a | ot of
18 different organi zations across a whol e spectrum of the
19 i ndustry and in nmy mnd a lot of, | think, fair heads
20 can sort of come out on top here and we can find

21 consensus and sone solutions to problens that | think

22 woul d be small steps towards a safer, better, nore
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1 resilient market.
2 | want to say a couple nore things. On the
3 FCM concentration, we heard it nmultiple tines today
4 fromfolks on this side of the table and around the
5 room Tough issue for sure and one that | think
6 personally I've dealt with for a nunber of years. It
7 is a tough bal ance where it feels like a zero sum
8 Marcus, |'mthinking about what you said
9 about capital treatnment. Qoviously, credit risk
10 nmet hodol ogy i s another sort of proposed solution, but |
11 don't think we have any clear idea of how any of these
12 possi ble ideas will resolve, if at all, this
13 concentration issue.
14 So we all have to be reasonable. W all have
15 to be thoughtful, and even though we mght fear a
16 policy decision creating a newrisk in a different
17 space, | think the concentration issue is a rea
18 problem It's one | know the Chairnman's spoken about a
19 lot. 1've spoken about it. | spoke about it at
20 Chi cago Fed in Cctober.
21 So we need to keep thinking about it because
22 it's a core fundanental part of our market and we need
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to provide, John, as you pointed out, our end users,
and Boog pointed out, an ability to clear and use our
mar kets for risk nmanagenent.

On this last panel, you know, it's like I
nmentioned in my opening remarks, thanks to the three
panelists here, a lot to work through and this is just
a starting point.

Crai g, appreciate your point and the points
on the followup. | understand that | need to be
t hought ful about this and these are only ideas that |'m
going to sort of digest and potentially present to the
Chai rman at sone point in the future, but there's a | ot
of work to be done and | appreciate the principles-
based approach as this agency has done for decades and
it's probably the one that best suits the marketpl ace,
both from an innovation standpoint and sort of a best
practi ces standpoi nt.

Sol wll end that. Thanks to all the
noderators, Robert, lsaac, Alicia, Annette. Thanks to
all the nenbers for showi ng up. Bob Wassernman, thanks
for the Wasser cakes, of course. O course, thank you

to the Chairman for his work, his attendance, and




Meeting 12/4/2018
Washington, DC Page 281

1 Comm ssioners Stunp and Berkovitz for their tinme to be

2 here for nost of the afternoon.

3 It's a long day, but we have a lot to | ook
4 forward to in 2019. M general idea, | knowthis is
5 always -- | don't want to corner nyself here, but

6 | ooki ng at May and Novenber, so two neetings for sure,

7 we won't do nore than that, but those seemto be tines
8 of the year that we can get folks down in D.C. and

9 spread out enough where we can have thoughtfu

10 conversations as we al ways have.

11 My door's always open. Feel free to reach

12 out. | have a big spreadsheet of ideas that you al

13 proposed. This commttee is its nmenbers. So we will
14 di scuss issues that you care about and as | and Alicia
15 continue to think about those issues in the next nonths
16 ahead, we'll start to finalize what the issues wll be
17 in 2019.

18 And, finally, thanks to Alicia for all of her
19 hard work. Not nuch el se needs to be said about this
20 commttee and how it runs so snoothly and that is in
21 | arge part, if not all, due to her work.

22 So Happy Holidays, best of the new year, and
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1 | ook forward to seeing you all very soon.
2 Thanks.
3 (Appl ause.)
4 M5. LEWS: Thank you, Conmm ssioner Behnam
5 | wanted to thank everyone for attendi ng our

6 third and | ast MRAC neeting of 2018.

7 Happy Holidays. The neeting is now
8 adj our ned.

9 (Whereupon, at 4:08 p.m, the neeting was
10  adj ourned.)

11
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