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CH-4002 Basel

Switzerland

Dear Mr. Coen:

Re:  Consultative Document on Revisionsto the Basel |11 leverageratio
framework

Brevan Howard Investment Products Lt@ &van Howard”)* welcomes the
opportunity to comment on the Consultative DocunmenRevisions to the Basel I
leverage ratio framework published in April 2016365")2, a follow-up to the Basel
Il leverage ratio framework and disclosure reguieats document published in
January 2014 fchs2707) 3,

We note that bcbhs270 proposes the adoption, foptingoses of the Basel Ili
leverage ratio framework, of a modified versiontbé standardised approach for
measuring counterparty credit risk exposuré&&A(CCR”). We strongly support the
use of SA-CCR because while it is more complex themrmodels it replaces, it vastly
improves risk sensitivity, corrects other known idehcies of previous models,
addresses the impact of recent moves towards tehting of OTC derivatives,

! Brevan Howard is a global alternative asset manégé manages institutional assets across
a number of diversified strategies.

2 Revisions to the Basel Il leverage ratio framekvoconsultative document,
http://www.bis.org/bcbs/publ/d365.htm

% Basel Il leverage ratio framework and disclosteguirements,
http://www.bis.org/publ/bcbs270.pdf
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retains a conservative approach in its methodology is a deterministic framework
which minimises discretion.

We do however think that the proposal to ignoreitiygact of initial margin in
the calculation of potential future exposurKE”) is inconsistent and contradictory
when considered against other aspects of the patgpos

As noted in the consultative document, the Baddéllerage ratio framework
states that “banks must not take account of phlysicBnancial collateral, guarantees
or other credit risk mitigation techniques to reglube [leverage ratio] exposure
measure” (bcbs270, paragraph 13). However bcbs@@8 gn to state that “the cash
portion of variation margin exchanged between cewparties may be viewed as a
form of pre-settlement payment” (paragraph 25pther words variation margin is an
advance settlement payment in respect of the pateexpiry of the derivative
portfolio at prevailing market prices.

In our view, initial margin should also be regardad a pre-settlement
payment, not in respect of the current value ofdéevative portfolio, but in respect
of losses incurred in the event of default by thent. Just like variation margin, the
amounts paid by way of initial margin “pre-settlerttemay eventually be paid back
to the client; in the case of variation margin,agment may occur if market prices
change, and in the case of initial margin, repaymseth occur if the client does not
default. It is therefore inconsistent to proposat finitial margin in the form of cash
must be treated in a different way to variation gimarn the form of cash.

Further, cash is a unique form of pre-settlememtlateral” because in the
hands of the recipient it carries no market or icresk. It is therefore not a form of
“physical or financial collateral” or a “credit ksmitigation technique”, but an
advance payment in respect of a potential liability

We therefore propose that in order to avoid incstesicy and contradictions,
initial margin paid by a client to a bank (everhéld in a segregated client account,
provided the bank has a fully effective legal cleamyer the account) should be
treated as an offset to PFE.

The above analysis applies to non-cleared OTC aféviy relationships
between banks and clients and also to cases wheenlg as a clearing member
(“CM™) of a central counterparty CCP”) stands between the client and the CCP.
The case addressed in paragraph 28 of bcbs270 re &laient enters directly into a
derivatives transaction with the CCP and the CMranizes the performance of its
clients’ derivative trade exposures to the CCP eessitates a different analysis. In
this case the approach applied by bcbs270 shouldobsistent with the general
approach taken in respect of guarantees, nameiyhbaxposure calculation should
reflect the anticipated potential liability undéetguarantee. For example, paragraph
36 of bcbs270 makes this specific point in the aalsere a bank acting as agent in a
securities financing transaction provides an indégmor guarantee to a customer or
counterparty for any difference between the valugh® security or cash the customer
has lent and the value of collateral the borroveer provided.

Where a client enters directly into a derivativessaction with the CCP and
the client makes initial and variation margin paytsedirect to the CCP, the CCP will
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only claim on the CM’s guarantee if the client défs and the CCP suffers a loss
after exhausting all of the client’s initial andrieion margin. Therefore the potential
liability under the guarantee is the excess risgeoall of the margin payments have
been taken into consideration.

We therefore propose that where a client entersctlyr into a derivatives
transaction with the CCP, with a CM guaranteeing prerformance of the client’s
derivative trade exposures to the CCP, the CM’'osue calculation must take initial
margin into consideration as an offset to PFE, mils® the treatment of this
guarantee will be inconsistent with the treatmérdtber types of guarantee.

Brevan Howard appreciates the Committee’s condideraf its views. Please do not
hesitate to contact me with any questions at andy@brevanhoward.com.

Sincerely yours,

7

Dr. Aron Landy

Partner and Chief Risk Officer

Brevan Howard Investment Products Limited St
Helier (Jersey) Geneva Branch



